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FOREWORD

This edition of theOECD Economic Outloo&inalyses the prospective economic
developments in OECD countries over 1999 and 2000 and provides recommenda-
tions on the economic policies needed to ensure sustained economic growth. In addi-
tion, this volume reports the OECD Medium-Term Reference Scenario, which
extends the short-term projections to 2004. The detailed country notes provide an
assessment of the economic situation and the outlook for each Member country and
certain non-member economies. The policy assessments presented in this edition 65
are based on projections that were finalised on 4 May 1999 and published in a
preliminary edition of theDECD Economic Outlook mid-May.

In addition to these issues, a number of other themes are dealt with in more
depth in five special chapters:

— Labour Market Performance and the OECD Jobs Strata@dys chapter dis-
cusses labour-market performance in the OECD countries over the 1990s and
relates it to progress made in implementing the OECD Jobs Strategy. It sug-
gests that a comprehensive programme of reforms, along the lines of the Jobs
Strategy, can significantly improve labour-market conditions. But policy
makers must stay the course in implementing reforms: it takes time for their
effects to materialise in the labour markets.

— Policy challenges arising from climate chanddost OECD countries have
signed the Kyoto Protocol committing themselves to specific emissions tar-
gets of “greenhouse gases” for the period 2008-12. This chapter looks at the
policies required to meet these commitments, the associated costs, and the
role of international trading of emissions allowances in minimising these
costs. It also looks further ahead, addressing the question of encouraging
developing countries to agree to restrain their emissions growth. Even if these
policies succeed, some climate change is likely; the chapter discusses some
of the issues involved in adapting to it.

— The recent experience with capital flows to emerging market econofiess.
chapter analyses the factors behind the recent episodes of capital-flow volatil-
ity, focusing on key differences in capital markets institutions and supervision
between emerging and mature OECD countries. The analysis confirms that a
sound financial system and macroeconomic stability are prerequisites for a
successful integration with global capital markets. It also considers the extent
to which currency pegs can be used as a stabilisation tool and suggests that
while the imposition of capital controls as an emergency measure may yield
some short-term benefits, improved crisis management in a multilateral
setting would be more appropriate.

— Causes of the recent widening of OECD current-account balantkes.
chapter analyses the main factors underlying the recent widening in current-
account imbalances. It shows that import contraction in the Asian crisis coun-
tries has had a major impact on OECD exports, especially from Japan. In
addition, increased current-account imbalances of both Japan and the United
States can be largely explained by differences in relative demand patterns and
corresponding saving-investment imbalances, and such imbalances may
persist over the medium term.
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— Trends in market opennesBhis chapter reviews trends in market openness
indicators and barriers to international trade and investment. Protectionist
trade policies, especially on industrial goods, have gradually been scaled
back over the past 40 years. Against this background, market openness has
increased significantly, although changes have been uneven across sectors
and countries. For instance, barriers to trade in agriculture remain pervasive
in most OECD countries. In very recent years there are concerns that recourse
to some trade policy instruments, such as anti-dumping initiations and techni-
cal barriers to trade are being misused. This chapter also discusses the role of
domestic policies in restricting market access.

s e

Ignazio Visco

Head of Economics Department
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Summary of projections?
Seasonally adjusted at annual rates

1998 1999 2000

1998 1999 2000 | " | " | "

Percentage changes from previous period

Real total domestic demand

United States 51 4.2 19 58 4.4 51 2.0 19 1.7
Japan -35 -1.2 -0.3 4.3 2.7 -0.7 -0.7 -0.1 -04
Germany 31 17 2.2 4.8 18 13 24 2.0 24
European Union 35 22 25 4.7 23 21 24 25 27
Total OECD 2.7 26 21 3.0 2.3 29 21 21 21
Real GDP
United States 39 36 20 4.0 38 4.2 20 2.0 19
Japan -2.8 -0.9 0.0 -39 -2.0 -0.8 0.0 0.0 -01
Germany 2.8 17 2.3 35 15 14 2.7 21 25
European Union 28 19 24 3.0 22 1.6 23 24 2.6
Total OECD 2.3 22 21 21 21 2.4 21 21 21
Per cent
Inflation®
United States 1.0 11 15 0.9 0.9 12 11 15 17
Japan 04 -0.7 -0.6 17 =17 -0.2 -0.7 -0.4 -0.7
Germany 0.9 0.9 13 15 0.5 1.0 1.0 14 14
European Union 18 1.7 17 18 1.6 1.8 17 17 17
Total OECD less high inflation 13 11 13 16 0.6 14 11 14 14
countries®
Total OECD 31 24 2.2 34 2.2 2.7 22 2.2 21

Per cent of labour force

Unemployment

United States 4.5 4.2 4.4 4.5 4.5 4.2 4.2 4.4 4.5
Japan 4.1 4.9 53 4.0 43 4.8 51 5.2 54
Germany 11.2 10.7 10.0 115 10.9 10.7 10.6 10.2 9.8
European Union 10.5 10.1 9.8 10.7 10.3 10.2 10.1 9.9 9.7
Total OECD 7.1 7.0 7.0 7.1 7.0 7.0 7.0 7.0 7.0

Per cent of GDP

Current balances

United States 2.7 -34 -35 25 -30 -33 -35 -35 -34

Japan 32 3.0 35 31 33 2.8 33 34 3.6

Germany -0.2 0.0 0.2 -0.2 -0.1 0.0 0.1 0.2 0.3

European Union 11 1.0 1.0 1.0 11 0.9 1.0 1.0 10

Total OECD -0.1 -05 -05 0.0 -0.2 -05 -05 -05 04
Per cent

Short-term interest rates?

United States 4.8 4.5 45 50 4.5 4.4 4.5 45 4.5
Japan 0.7 0.3 0.4 0.8 0.7 0.3 0.2 0.3 0.4
Euro area 39 2.7 2.6 4.1 3.8 29 26 2.6 2.6

Percentage changes from previous period

World trade® 45 39 5.6 2.7 24 39 5.7 5.7 5.6

a) Assumptions underlying the projections include:
—no change in actual and announced fiscal policies;
— unchanged exchange rates from 26 April 1999; in particular $1 = Y 119.15 and $1 = 0.942 euro;
— the cut-off date for other information used in the compilation of the projections was 4 May 1999.
b) GDP deflator, percentage changes from previous period.
c) Highinflation countries are defined as countries which have had, on average, 10% or more inflation in terms of the GDP deflator during the 1990s on the
basis of historical data. Consequently, Greece, Hungary, Mexico, Poland and Turkey are excluded from the aggregate.
d) United States: 3-month Treasury hills; Japan: 3-month CD; Euro area: 3-month interbank rates.
e) Growth rate of the arithmetic average of world import volumes and world export volumes.




EDITORIAL

The economic situation for the world and the OECD area as a whole now lodke global economic situation
more favourable than it did six months ago. Calm and confidence have returnddaks more favourable than
financial markets as the worst fears about the ramifications of the Russian crisistidé six months ago
August have not been realised and the crisis in Brazil has largely been confined to the
region. Equity markets have recovered and remain buoyant in most OECD countries
and risk premia have diminished. Furthermore, some Asian crisis countries, notably
Korea, appear to have started to recover more rapidly than expected earlier. In part,
the relative stability in financial markets follows reductions in interest rates by mone-
tary authorities in most OECD countries, policy actions in several non-OECD econo-
mies and major efforts by financial institutions to reduce their excessive exposure to
risks in emerging markets.

Against this background, in the absence of renewed financial tensions, eco-
nomic activity in the OECD area is now projected to expand at about 2% per cent in
1999 and 2 per cent in 2000. Inflation is expected to be low nearly everywhere and
area-wide unemployment to remain broadly stable, though with considerable varia-
tion across countries. While this projection for the OECD area as a whole is broadly
similar to that published in the December issue of @&CD Economic Outlogkhe
balance of risks seems no longer to be clearly on the downside.

The economic situation and outlook, however, vary markedly across the majitinough the outlook differs
OECD regions and year-average profiles mask significant changes during the cegress the major OECD
of the projection period: regions

— In the United Stateseconomic activity has remained exceptionally buoyant
with rapid growth, low unemployment and virtually no sign of inflationary
pressure. Much of the unexpected strength in domestic demand has reflected
rising stock prices. Assuming no further increases from present equity price
levels, output growth may average about 3% per cent this year and decline to
around 2 per cent in 2000, mainly reflecting waning wealth effects on house-
hold spending and slower investment growth in response to declining capacity
utilisation and softer profits.

— Reflecting sluggish exports and weak business sentiment, growth in much of
the European Uniorhas been slowing since the end of 1998. However, high
levels of consumer confidence and the expected gradual recovery in export
markets, as imports of crisis countries stop shrinking, are projected to support
an acceleration in growth during the course of 1999 to average about 2 per
cent and to reach about 2% per cent in 2000. Nevertheless, the output gap is
expected to remain large in Europe as a whole over the coming years.

— In Japan the recession deepened during the latter part of last year, but
recently there have been a few positive signs that the economic situation is no
longer deteriorating. These include a lower risk premium, some recovery in
business confidence and progress in dealing with financial sector problems.
However, with ongoing corporate restructuring, no pick-up in aggregate
domestic demand is projected for 1999 and real output might decline by
nearly 1 per cent for the year as a whole, before stabilising next year.
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Outside the OECD area,

Outside the OECD area, economic performance has been mixed and the imme-

economic prospects are mixeddiate outlook remains poor, although some improvement is in prospect for 2000.

A number of downside risks
still remain in many non-
OECD regions

But there are also positive and

negative risks surrounding

While conditions appear to be stabilising in emerging Asia, recovery in most of the
economies affected by the crisis will only gather pace next year, and in China growth
is projected to slow somewhat, although it will remain high. Elsewhere, Brazil is
experiencing a contraction in real GDP, which will adversely affect the rest of Latin
America, and output in Russia is projected to continue falling this year.

Overall, while the risks to the outlook appear more evenly balanced, a number
of downside risks still remain. These relate in large part to uncertainties as to whether
the improvement in financial market conditions is temporary or indicative of more
lasting resilience to shocks. To the extent that global financial markets have become
more resilient to adverse conditions, further crises in emerging markets are less likely
to have a major impact on future OECD prospects. However, the withdrawal of
foreign investors from many emerging market economies has imposed high financial
costs, which, in some countries, are adding to downward pressure on activity and, in
Brazil, are complicating efforts to stabilise the fiscal situation. Until foreign investors
regain confidence in these economies, recoveries are likely to remain moderate, with
positive trade spillovers equally moderate. In addition, while the direct economic
impact of the Kosovo conflict appears small at present for the countries in the region
not directly affected by war or massive refugee flows, there are uncertainties about
the overall economic consequences if the crisis continues.

To a greater extent than several months ago, some of the main risks — both posi-
tive and negative — and uncertainties surrounding the current projections emanate

prospects in the OECD and policy essentially from present and projected economic conditions in the OECD area itself.
requirements differ across regions In this context, policy requirements differ in the three major OECD regions.

In the United States, given low
inflation and large
uncertainties regarding

the degree of slack

in the economy...

... ho immediate change is
called for in the stance
of monetary policy

In the euro area, the
appropriate policy mix consists
of supportive monetary
conditions...

In the United Statesthe main issue is whether the virtuous circle in which the
economy has been operating can continue for much longer. A number of temporary fac-
tors that have damped import prices, such as lower oil and commodity prices, excess
capacity elsewhere, and the appreciation of the dollar have facilitated the combination
of rapid output growth with low inflation. But other factors of a more structural nature
might have also played a role. In particular, the rapid expansion of productivity in
advanced technology industries has lowered prices and thereby boosted the growth of
the capital stock in other sectors of the economy, perhaps indicating some upward shift
in the level of potential output. However, definitive signs of an underlying structural
improvement in the supply side have so far proved difficult to identify.

Historically high equity price earning ratios, very low household savings and a wid-
ening current account deficit are signs of growing imbalances in the US economy. A
downward change in sentiment would have negative and, in these circumstances, possi-
bly disproportionate consequences on the economic outlook. Within this context of low
inflation and uncertainty, US monetary authorities can afford to wait for clear signs of a
modification in the inflation situation before changing the present stance of policy, and
budgetary policy should keep its longer-term orientation towards sound public finances.

In view of the very low levels of inflation and increasing signs of slowing activity,
many European central banks reduced their official interest rates in early April. In the
euro area following the successful launch of the euro, the first move by the newly
established European Central Bank can be interpreted as providing assurance to the
public of its symmetric response to inflation and deflation risks. The present easy
stance of monetary policy seems appropriate for the euro area as a whole. It may,
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nevertheless, pose problems in some countries where signs of overheating have
already surfaced.

In principle, such problems could be overcome by adjusting fiscal policy in indi-continued fiscal
vidual countries. However, countries facing inflation risks are generally also amaongsolidation and vigorous
those that already register relatively strong structural fiscal positions. Elsewherstimctural reforms
the area, fiscal positions are weaker and it is important that countries take advantage
of any cyclical improvement to make further progress on budget consolidation.
Improved budget positions are required in order to provide adequate scope for fiscal
stabilisers to fully operate in the event of a prolonged slowdown in economic activity.
More fundamentally, structural reforms will have to be pursued more vigorously in
order to raise the euro area’s economy adaptability in product and labour markets and
reduce its susceptibility to shocks.

In Japan, the outlook remains bleak. Although the current easy orientatioinafapan, where there is little
policies should not be reversed prematurely, there is little more that traditiomalre traditional
macroeconomic policies can do to boost activity. Money-market interest ratesmaaeroeconomic policies can do
now virtually at their zero nominal floor and earlier fiscal stimuli have led to a larg@boost aggregate demand...
build-up in government debt. Non-conventional macroeconomic policies, such as the
partial monetisation of the budget deficit are unlikely to achieve much without
generating large negative pressures on the exchange rate.

So far, the effectiveness of expansionary policies has been muted by ongoirensuring a sustained
structural problems, in particular in the financial sector. Substantial progresseicovery requires addressing
resolving financial sector problems has been achieved, but dealing with the overkapgtructural problems
of real estate assets and removing other impediments to financial intermediation is
essential to recovery in the short term. Ensuring a sustained recovery over the
medium term will also require facilitating labour market adjustments while accele-
rating the pace of corporate restructuring as well as urgently addressing key structural
problems elsewhere, in particular reforming a wide range of regulations that
currently hold down longer-term growth prospects.

Reflecting both the impact of the Asian crisis and cyclical divergences acr@&sCD countries should resist
the main OECD economic areas, imbalances in current account positions have tgardéelctionist pressures
to widen over the past two years. This has raised concerns about related increasesl ikeep their markets open
protectionist sentiments. So far, trade disputes have been confined to a few, highly
visible, areas covering a very small fraction of global commerce. Notwithstanding
the projected closer synchronisation of business cycles in major OECD regions,
external imbalances are expected to persist for some time and concerns have been
expressed that protectionist pressures may thus strengthen. If protectionist measures
are implemented, prospects for sustained growth would be damaged and the adjust-
ment process taking place in emerging markets adversely affected. Moreover, protec-
tionist policies are unlikely to have much effect on current account imbalances as
ultimately restoring more balanced positions depends on securing changes in aggre-
gate saving and investment. In this context, it is important that OECD countries avoid
implementing trade policies that restrict market openness to international trade and
investment.

11 May 1999

OECD



|. GENERAL ASSESSMENT
OF THE MACROECONOMIC SITUATION

The global situation and the outlook for the OECD ares

Calm and confidence have returned to world financial markets as the wa&atm has returned to world
fears about the ramifications of the Russian crisis last August and prospects fofitlacial markets...
global economy have not been realised. Equity markets have recovered and remain
buoyant in most OECD countries, foreign exchange markets outside Brazil have
been calm, and the launch of the euro has gone smoothly. In Japan, the credit
crunch may have started to ease as concrete steps to deal with the banking prob-
lems have begun and the public sector has assumed increasing amounts of credit
risk. Financial markets have so far not been significantly disturbed by the conflict
in Kosovo, although the effects on countries in the region are already serious and
will intensify if the crisis continues.

Against this background, the performance of the global economy has beebut the performance of the
mixed. On the positive side, strong non-inflationary growth has continued in giebal economy has been mixed
United States; the crisis in Brazil has largely been confined to South America; and
the contraction of activity in emerging Asia appears to have come to an end. On the
other hand, the European expansion has slowed somewhat; the Japanese economy
only now appears to be bottoming out and clear signs of recovery are not yet appar-
ent; there is little prospect of strong growth in emerging markets in the near future;
and concerns have been expressed that global deflation could become a problem.

Overall, the modest growth that both the OECD area and the world economy have
been experiencing since last year is continuing (Table 1.1).

Table I.1. Output growth projections
Percentage increase in real GDP over previous period

Current projection Revisions since November 19982
Cumulative
1997 1998 1999 2000 1998 1999 2000 revision
1998-2000
United States 39 39 36 20 04 21 -0.2 23
Japan 14 —2.8 -09 0.0 -0.2 -1.1 0.7 2.0
European Union 2.7 28 19 24 0.0 -03 -0.1 -04
Euro area 25 29 21 2.6 0.0 -04 -0.1 -05
OECD 33 23 22 21 0.1 0.5 -0.2 04
Memorandum items:
Non-OECD area® 52 24 27 4.1 - - - -
WorldP 4.0 23 24 29 - - - -

a) See OECD Economic Outlook 64, December 1998.
b) Constructed from OECD and IMF projections for non-OECD regions, using 1997 GDP weights in world GDP based
on 1997 purchasing power parities.
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Oil prices have risen and falls
in commodity prices are
coming to an end

Interest rates should remain
low...

... astronger dollar and a
weaker euro will play a
stabilising role...

One important force shaping developments in OECD countries has been the sharp
decline in oil and non-oil commodity prices in 1998 (Table 1.2). This contributed to
continuing disinflation and helped to sustain growth of disposable incomes in most of
the OECD area outside Asia although a number of commodity exporting countries,
including Canada, Mexico, New Zealand and Norway were adversely affected. This
decline now appears to be coming to an end. Following the concerted action in March
among major oil producing countries to curtail supply, oil prices rebounded and by
early May stood more than 50 per cent above their levels at the end of last year. Com-
pliance with the new production ceilings seems likely to be more widespread than
under the agreement in force over the past year, but high world stocks will operate to
limit upward price movements. OECD import prices are projected to average just over
$ 15 per barrel in the second half of 1999 and are assumed to remain constant in real
terms during 2000. Although no significant recovery of non-oil commaodity prices is
projected during the next 18 months, these may bottom out in the course of 1999 as
demand and activity in Asia stabilise and recovery there gets under way.

—  Table 1.2. Oil and non-oil commodity prices ——
Per cent change

1997 1998 1999 2000
OECD import oil price (c.i.f.) -7.0 -34.3 15.6 5.4
Non-oil commodity prices? 0.8 -14.0 -9.9 -0.1
Memorandum item:
OECD import ail price (c.i.f., $/barrel) 19.14 12.58 14.54 15.33

a) Total commodity price index, excluding energy, Hamburg Institute for Economic Research. OECD projections for
1999 to 2000.

Official interest rates have been cut in most of the OECD area since late last
year, which has led to generally lower money market rates, and volatility has
declined in both debt and equity markets. Nominal long-term interest rates in both the
United States and Europe reached their lowest levels for the past three decades in
late 1998 or early 1999, although rates on government bonds have rebounded some-
what recently (Figure 1.1). Credit spreads for the higher quality borrowers have fallen
from their peaks of September-October, but they remain above the exceptionally low
levels prevailing a year ago. In Japan, the overnight call rate has been driven close to
zero and three-month money market rates have fallen to below % per cent. Neverthe-
less, despite the progress that has been made in alleviating the credit crunch, credit
supply remains restricted because of the continuing problems of the banking sector
and the yield curve has steepened as long-term interest rates have risen. In an envi-
ronment of low inflation, policy-controlled interest rates throughout most of the
OECD are assumed to remain broadly unchanged during the projection period (see
Box I.1) and long-term interest rates are projected to fluctuate around current levels
with some slight upward drift in Europe.

The continuing strength of the US economy has surprised many market partici-
pants. This has been reflected in some firming of the dollar, notably against the euro
since its launch in January. Overall, changes in exchange rates since last autumn
should broadly contribute to some slowing of activity in the United States and be
supportive of stronger growth in Europe. These changes will be less helpful for
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Figure I.1. Financial market indicators
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Source:Bloomberg.

Box I.1. Policy and other assumptions underlying the projections

Fiscal policy assumptions are based on measures aadhieved and activity remains below potential, the Europed
stated policy intentions, where these are embodied in wellEentral Bank is assumed keep its key policy rate unchanged
defined programmes. Details of assumptions for individuadt 2%2 per cent throughout the remainder of 1999 and 2000
countries are provided in the corresponding country notes The projections assume unchanged exchange rates from
in Chapter Il, “Developments in Individual OECD Coun- {hose prevailing on 26 April 1999: in particular, one US dol-
tries”. Generally speaking, the outlook is for fiscal stancesqgr equals ¥ 119 and 0.942. The fixed exchange rate
as measured by changes in structural budget balances, to&mption is modified for Hungary, Poland and Turkey to
fairly neutral. An exception is Japan, where fiscal policy isy||ow for continuous depreciation, reflecting the OECD
highly expansionary in 1999. On the assumption that Ngyterpretation of “official” exchange rate policies.
supplementary budget is introduced this year, fiscal policy
will be fairly neutral in 2000. Policy-controlled interest
rates are assumed to be set in line with the stated objectiv
of the national authorities with respect to inflation (and, in
some cases, to supporting activity) or exchange rates. In t
case of the United States, this is interpreted to imply that. .
policy determined interest rates will remain steady over thd1€S: Which are expected to average $ 15.25 per barrg
projection period as the economy starts to slow and infla- 0|r|1-0|l CommOdgy prices gehclllrf]ec; %ggea”{jlz] per centir
tion remains low, and in Japan, where the scope for furth&fe!lar terms in the second half o and they are prg
easing is virtually exhausted, short-term interest rateCted to decline further by 10 per cent on average in 1999.
should remain very low. The stated primary objective in thd?4"ng 2000, both oil and non-oil commodity prices are
euro areais the maintenance of price stability over the2SSumed to move in line with OECD manufactured expoit
medium term, where price stability is defined as an annud]"Ces:
increase of the harmonised index of consumer prices below The cut-off date for information used in the projections
2 per cent. In an environment where price stability has beetwas 4 May 1999.

]

Following the rise in oil prices since March, the dollar
ggce of OECD oil imports (c.i.f.) is estimated to average

13.83 per barrel in the first half of 1999. During the sec
@d half of 1999, the rise in oil market prices is likely to be
{Jlly reflected in the prices of oil imports in OECD coun-

1. Germany, France, Italy, Austria, Belgium, Finland, Ireland, Luxembourg, Netherlands, Portugal and Spain, which have been participating |n Euro
pean Economic and Monetary Union since 1 January 1999.

Japan, however, since, notwithstanding the strengthening of exchange rates in several
crisis countries in Asia, the yen has appreciated somewhat in effective terms since the
projections reported iIOECD Economic OutlooB4 were finalised last November.
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... while fiscal policies may
be fairly neutral in many
countries

World trade may recover
somewhat, although the

Fiscal policy may be less of a force in shaping the outlook than it was a few
years ago. For the OECD area as a whole, the general government financial defi-
cit may widen slightly over the projection period (by around ¥ percentage point
of GDP), primarily reflecting a worsening position in Japan (Table 1.3). The

Table 1.3.  General government financial balances?
Per cent of GDP

1996 1997 1998 1999 2000

United States

Actua balance -0.9 0.4 1.7 19 1.8

Structural balance -0.8 0.0 0.9 1.0 11
Japan

Actua balance 4.2 -34 -6.0° -8.7 -9.0

Structural balance 4.8 -4.0 -5.0° -6.8 -6.7
European Union¢

Actual balance —4.2 2.4 -1.6 -1.6 -1.4

Structural balance -3.4 -1.7 -13 -11 -1.0
OECD¢

Actua balance -2.6 -1.2 -0.9 -1.2 -1.2

Structural balance 25 -1.3 -09 -1.1 -0.9

a) Actua balances are per cent of nominal GDP and structural balances are per cent of potential GDP.

b) Excludes the budgetary impact of the debt take-over of Japan National Railways Settlement Corporation and
National Forest Special Account (5.4 percentage points of GDP).

c) European Union figures exclude Luxembourg. Total OECD figures for the actua balance exclude, in addition,
Mexico, Switzerland and Turkey and those for the structural balance further exclude the Czech Republic, Hungary,
Iceland, Korea and Poland.

United States is projected to record fiscal surpluses close to 2 per cent of GDP
over the next two years. Members of the European Union (EU) are committed to
Stability and Convergence programmes announced last year. The fiscal position
in EU countries may therefore improve slightly by 2000, notwithstanding some-
what weaker growth prospects than embedded in official budget projections. In
Japan, on the other hand, a large fiscal stimulus is on course for 1999, and, given
the weak cyclical position, the fiscal deficit may rise to 9 per cent of GDP
in 2000, even on the technical assumption that no supplementary budget is
introduced this year.

The sharp slowdown in world trade that occurred in 1998 as the Asia crisis
unfolded strongly affected exports from the OECD area to non-OECD countries

outlook varies across regions (Table 1.4). Domestic demand appears to be stabilising in the Asia crisis coun-

tries and some rebound is projected during the remainder of 1999 and 2000. This
should lead to a significant rise in the region’s import growth, which is projected
to be running at nearly a 20 per cent annual rate by the second half of 1999. How-
ever, given the crises in Russia and Brazil, imports will be contracting in other
non-OECD regions. Total OECD exports to the rest of the world will recover dur-
ing the second half of this year, but their growth will only rise to 6 per cent
in 2000. The strengthening in OECD area intra-trade that is in prospect is mod-
est, and the rebound in total world trade growth will be limited to around 5% per
cent in 2000.
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Table 1.4. World trade summary
Percentage changes from previous period

A. Annual data

1997 1998 1999 2000
Merchandise trade volume
World trade? 10.0 45 39 5.6
of which: Manufactures 114 52 4.2 5.7
OECD exports 11.3 4.6 34 57
OECD imports 9.8 7.1 53 54
Non-OECD exports 85 45 4.7 59
Non-OECD imports 85 -2.6 0.7 6.1
Memorandum items:
Intra-OECD trade® 11.2 7.3 4.7 54
OECD exports to non-OECD" 8.3 -33 12 6.0
OECD imports from non-OECD® 8.4 4.4 4.9 5.7
Trade prices®
OECD exports 0.8 0.2 -0.7 0.7
OECD imports 15 -14 -03 0.9
OECD terms of trade with rest
of the word -13 4.3 -0.9 -0.7

B. Semi-annual data

1998 | 1998 11 1999 | 1999 11 2000 | 2000 |1
Merchandise trade volume
World trade 2.7 24 3.9 5.7 5.6 5.6
of which: Manufactures 2.8 31 39 5.8 5.7 5.7
OECD exports 2.4 16 3.2 5.6 5.6 5.8
OECD imports 6.7 4.6 5.6 55 54 5.3
Non-OECD exports 3.2 3.9 4.9 5.0 6.3 6.0
Non-OECD imports —7.6 -3.2 0.4 6.8 6.0 5.8

a) Growth rates of the arithmetic average of world import volumes and world export volumes.

b) Arithmetic average of the intra-OECD import and export volumes implied by the total OECD trade volumes and the
estimated trade flows between the OECD and the non-OECD areas based on the 1994 structure of trade values.

c) Average unit values in loca currency.

During 1999 and 2000 growth in the OECD area is likely to remain modesGrbwth in the OECD area will
just over 2 per cent. This, however, masks significant shifts in regional patterns. fEmeain modest this year
strong momentum of the US economy should start to abate later in 1999 as busaressext
investment slows in response to low capacity utilisation in manufacturing, high rates
of house-building are not sustained and waning wealth effects restrain consumer
spending. In the euro area (see Box |.2), consumer spending remains fairly buoyant
and should operate to support activity. Some rebound from recent weakness is in
prospect as exports recover and business investment strengthens — especially in
Germany as policies, notably toward tax reform, are clarified — while interest-
sensitive demand components are buoyed by low interest rates. But substantial diver-
gences in cyclical conditions across the euro area will persist as output gaps narrow
sharply or close in most countries but remain large in Germany and Italy. In Japan, on
the technical assumption that there is no supplementary budget later this year, the
contraction in output which occurred last year should come to an end in 1999. No
sustained recovery is on the horizon, however, since private confidence is weak and
corporate restructuring is gathering pace.
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Box I.2. Shifting statistical ground: overhaul of the national accounts in EU countrieﬁ1

A number of European Union (EU) countries haveUnion are provisional, hybrid estimates. There could be sub-
recently released or will soon make available revised seantial revisions once the transition to ESA 95 is completed.

of national accounts figures. These new series are based oRrhe main changes include: added prominence to chain-linked
the 1995 European System of Accounts (ESA 95), whicRonstant price estimates, in order to reflect more swiftly th
transposes the 1993 System of National Accounts develynact of relative price changes on volume growth; more sys
oped under the aegis of the Inter-Secretariat Workingsmatic use of accruals as opposed to cash-based measures,
Group on National Accountymany non-EU countries notaply as regards interest and taxes; for households, better(Iis-

4%

have already shifted to SNA 93 in recent years). The aim ignqyishing between actual final consumption and consumptign
to harmonise and improve the relevance of the r‘at'on@xpenditure; improved treatment of services; a broader concept
accounts, in the context of growing economic and monegf jnvestment, which henceforth encompasses such items|as
tary integration. The impact of this overhaul cannot yet b@ynenditures on computer software and mineral exploratid
comprehensively evaluated, since progress from the old {@jthough not research and development expenditure at large) as
the new system is uneven across countries, but where Ny as purchases of military machinery, equipment and build-
data have been released, it is in many ways very substapys which may be used for civilian purposes: applying depredi-
tial. To the extent possible, the data, estimates and projegon to public infrastructure; changed treatment of some taxes,
tions reported in this issue of OECD Economic Outlookees and subsidies; and efforts to capture the grey economy bet-
reflect these changes. Specifically: ter. The switch to a more recent base year (1995) also affects the
— For the countries that had already switched to ESA 95gures and, for quarterly data, so does the introduction by some
by mid-April 1999 (Denmark, Finland, the United countries of adjustments for the number of working days (in
Kingdom), the figures shown here are based on thaddition to the usual seasonal adjustments). Moreover, different
new system. samples are used in the new set-up (for instance, to mea-

— Some countries had introduced partial adjustment§Ure rents or employment), which further complicates the

inter alia as concerns public finance variables, which arénterpretation of the changés.
reflected in figures used here (Austria, Ireland, Italy). The transition to ESA 95 generally tends to raise the reported

— Several have published their first full or partial esti-/€vel of GDP, but not uniformly over time (see table above)
mates, but these data became available too late to fience, the growth record is altered: in Germany for instancg,
incorporated in thi©©ECD Economic OutlookFrance, the average annual growth rate over the five years following
Germany, Belgium, the Netherlands, Portugal an(ﬂh_e 1993 recession is reduced by a quarter of a percentage paint,
Italy, which is also in the category noted above). with last year’s performance cut by a full half point; likewise,

. . France’s recovery through 1997 is weaker. In contrast, the depth

— Others have not yet begun to publish new series (Gr €€ the recession in the early 1990s is somewhat lessened in sev-
Luxembourg, Spain, Sweden), and for these countries &5 countries. The use of a more recent base year generally
well, the former measurement standards are still being use plies a larger weight for services, which tends to smooth the

As a result, cross-country comparisons should be madaeasured economic cycle, given that the production of services
with more than the usual caution, and aggregate figuresglisplays more inertia than that of industrial or agricultura
notably but not only for the euro area and the Europeagoods. Investment is lifted very significantly, boosting both the

=]

D

1. United Nations, OECD, International Monetary Fund, World Bank and Commission of the European Communities.
2. In France, the geographical scope of the national accounts is also widened, to include some overseas tEpigot@adénts d'outre-mper

The outlook across the rest of the OECD area is mixed, reflecting a diverse set
of cyclical situations. In many countries, prospects are favourable. Canada, Australia,
Greece, Hungary, Iceland, Poland and Sweden are likely to continue to enjoy strong,
if in some cases moderately slowing, growth. Activity in Korea should rebound, and
New Zealand’s recovery from last year’s recession should gather strength. The
United Kingdom, the Czech Republic, Norway and Turkey, on the other hand, will
enjoy little or no growth this year and Denmark will slow to below its potential rate.
Projected recoveries in these countries in 2000 are fairly weak.

Outside the OECD area, the immediate outlook remains poor although some
improvement is in prospect for 2000. While conditions appear to be stabilising in
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In percentage points

Box I.2. Shifting statistical ground: overhaul of the national accounts in EU countries(cont.)

level of GDP and the ratio of capital formation to GDP. Externathe bail-out of the Crédit Lyonnais, a large bank); in France and
trade flows undergo first-order changes as well: in th®enmark, enterprise finances look less strong due to a differgnt
Netherlands in particular, their sharp increase reflects the redefieatment of debt write-offs; household saving ratios are algo
nition of transit trade. Financial balances are affected: in Franceltered, although not always in the same direction. Measures|of
the 1995 fiscal deficit ratio is increased by 0.8 percentage poitdx pressure are affected too, with the overall burden lowered by
(mostly owing to a reclassification of operations associated withround one percentage point in France.

Impact on the levels at current prices

Fiscal Household
Final Fixed balance saving
Country® GDP consumption investment Exports Imports ratio® ratio
Belgium (1995) 0.8 -2.0 15.6 57 6.5 .. ..
Denmark (1992) 5.8 2.7 23.7 4.8 5.8 -0.6 2.4
Finland (1995) 2.1 0.5 6.1 1.0 2.2 .. .
France (1992) 1.8 1.2 6.2 -34 -0.1 0.9 1.9
Germany (1998) 1.1 0.6 8.8 6.0 6.5
Italy (1997) 1.2 -0.1 9.1 -0.2 0.5 .
Netherlands (1998) 4.2 29 15.8 11.8 15.7 0.2
Portugal (1995) 1.9 0.3 3.8 0.9 -1.2 .. ..
United Kingdom (1997) 2.0 -2.5 6.6 2.4 1.0 0.0 -15
Impact on the growth rate of real GDP

1991 1992 1993 1994 1995 1996 1997 1998
Belgium 0.4 0.1 0.0 0.4 0.3 -0.4 0.2
Denmark 0.1 11 -0.7 15 0.4 .. .
Finland 11 0.4 0.6 -0.8 -1.1 0.5 -0.5
France 0.3 0.4 0.4 -0.5 -0.3 -0.2 -0.2 ..
Germany 0.0 0.1 -0.4 0.5 -0.5 -04 -0.5
Italy 0.3 0.0 0.0 0.2 0.0 .
Netherlands .. .. . .. .. 0.1 0.3 0.0
United Kingdom 0.5 0.6 0.2 0.1 0.1 0.4 0.1

a) In some cases, the comparison is distorted by simultaneous revisions to the underlying data.
b) In parentheses is the year used for the comparison, which is typically either the benchmark year for which the accounts were first re-estimated

or, where possible, a more recent year.
¢) An increase means the deficit is lower under the new system and base year.

emerging Asia, recovery in the economies affected by the crisis will only gather

momentum next year and growth in China will slow somewhat, although it will

remain high. Elsewhere, Brazil is contracting sharply, which will adversely affect

South America, and output in Russia continues to fall. However, in both cases growth
should resume in 2000 at a modest rate. Hence, at the world level, growth should
remain moderate in 1999, at around 2% per cent, before rising to around 3 per cent
next year as recovery in emerging Asia becomes established and the situation in other
non-OECD regions begins to stabilise.

Inflation will change very little from the low rates recorded in 1998 in mostflation should remain
OECD countries (Table 1.5) and among countries where inflation has been high, valy low...

OECD
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... while unemployment
performance will be mixed

Table 1.5. Inflation and unemployment

1997 1998 1999 2000
Per cent
Inflation?
United States 19 1.0 11 15
Japan 0.1 0.4 -0.7 -06
European Union 17 18 17 17
Total OECD less high inflation
countries® 15 13 11 13
Total OECD 3.6 31 24 22
Employment growth
United States 22 15 19 11
Japan 11 -0.6 -1.0 -05
European Union 0.6 13 0.8 0.8
Total OECD 15 10 0.9 0.9

Percentage of labour force

Unemployment rate

United States 4.9 45 4.2 4.4

Japan 34 41 4.9 5.3

European Union 11.2 10.5 10.1 9.8

Total OECD 7.2 7.1 7.0 7.0
Millions

Unemployment levels

United States 6.7 6.2 59 6.3
Japan 23 2.8 33 3.6
European Union 18.7 17.6 17.1 16.6
Total OECD 355 35.0 34.9 35.1

a) Percentage change in the GDP deflator from previous period.

b) Highinflation countries are defined as countries which have had on average 10 per cent or more inflation in terms of
the GDP deflator during the 1990s on the basis of historical data. Consequently, Greece, Hungary, Mexico, Poland
and Turkey are excluded from the aggregate.

in Mexico and Turkey is it projected to exceed 10 per cent. However, with the possi-
ble exception of Japan, concerns about deflation appear unwarranted on the basis of
the outlook reported here. One contributing factor will be the end of the decline in
commodity prices and, in particular, the rebound in oil prices which has recently
occurred. Another is pressure on resources in some countries, notably the United
States, Australia and several smaller European economies, where economic activity
has been running at high levels for some time and output gaps have largely been
eliminated. Within the euro area, inflation is expected to remain low, although the
2 per cent level will be exceeded in some countries (Ireland, Portugal and Spain). In
contrast, in Japan, where the output gap will widen substantially further, many
measures of the price level are likely to fall slightly over the projection horizon.

The area-wide unemployment rate may remain broadly stable at around 7 per
cent, although the total number of unemployed persons is set to rise slightly next
year. There will be considerable variation across countries, as the rise in joblessness
in the United States, Japan and the United Kingdom roughly matches the declines in
the euro area and in most other countries. Higher unemployment in the United States
should work to reduce the risk of overheating, but it will remain well below most
estimates of the structural rate, and in the European Union the projected decline to
around 10 per cent would leave joblessness at its lowest rate since before the reces-
sion of the early 1990s. In Japan, on the other hand, unemployment will reach its
highest rate on record since the 1950s.
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Current account imbalances of the major OECD regions are expected to petaistent account imbalances
and, in the case of the United States and Japan to widen significantly over the projdigersist
tion period (Table 1.6). To some degree, the increase of the US current account deficit
has been occurring because the US cycle has not been synchronised with that of its
major trading partnersBut it also reflects a growing gap in the private sector saving-
investment balance that has been apparent since the early 1990s and that has more
than offset the improvement in the financial balance of the general government. The
rise in Japan’s current account surplus, which has occurred despite a severe impact
from the decline in import demand in the Asia crisis countries as well as losses in
export market share, mainly reflects declines in import volumes. This reduction is
mostly explained by the fall in total final expenditure associated with the sharp weak-
ening of the cyclical position of the Japanese economy. The current account surplus
of the European Union, which declined in 1998 to just over 1 per cent of GDP, will
probably remain around that level during the coming two years.

Table 1.6. Current account balances

1997 1998 1999 2000

Per cent of GDP

United States -1.9 27 -34 -35
European Union 15 11 1.0 1.0
Japan 23 32 3.0 35
Korea -15 126 5.7 35
$ billion
United States —-155.2 -2334 -3035 -3204
European Union 1185 89.4 80.8 88.7
Japan 94.5 120.7 1245 142.4
Korea 8.2 40.0 231 15.2
Dynamic Asian economies? -0.2 50.8 49.0 425

a) Chinese Taipei; Hong Kong, China; Indonesia; Malaysia; the Philippines; Singapore and Thailand.

Policy considerations in an uncertain global environmen

The risks and policy requirements associated with the projections have changed
during the past several months as financial markets have gained confidence. While
the situation in many non-OECD economies remains fragile, the main uncertainties
surrounding the current projections come more from within the OECD area than from
outside of it and the risks are not uniformly on the downside. The nature of risks
within the OECD area differs from one region to another to a larger extent than has
often been the case in the past. However, economic interdependence implies that spe-
cific risks and challenges in key countries and regions ultimately become risks and
challenges for the OECD area as a whole. The remainder of this section considers
some major issues and uncertainties that have a bearing on policy requirements. As
background, a description of the OECD medium-term reference scenario is provided
in an appendix to this chapter.

1. See Chapter VII, “Causes of the Recent Widening of OECD Current Account Imbalances”.
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The financial turbulence that

Is the impact of the crisis in emerging markets
on OECD countries waning?

Following the depreciation of the Thai baht in July 1997, financial turbu-

began in 1997 took on a global lence spread widely. By last September, following the Russian crisis in August,

character in 1998

But the effects of the crisis in
Brazil have been muted

The Kosovo crisis has
not unsettled global financial
markets

global financial markets had become extremely fragile. Losses on Russian securi-
ties held by highly leveraged financial institutions.g.hedge funds) resulted in
higher margin calls, forcing many investors to sell their holdings of emerging-
market securities in general. At the same time, the Russian crisis led to a major
reassessment of the risk of holding emerging-market assets. This reassessment
affected not only emerging market borrowers, but many financial institutions
which had exposure to them. The result was a sharp increase in risk premia, the
drying up of liquidity in markets for many financial instruments and the near-
default of a large hedge furidln this highly unsettled environment, a major
downside risk to the world economic outlook was the possibility of another crisis
in emerging markets. Given its unsustainable budget position and related finan-
cial problems, Brazil was seen as a potential trigger for instability. Indeed, a pos-
sible crisis in Brazil was an important ingredient in the downside scenario in the
OECD Economic Outlookublished last December.

Against this background, the eruption of the Brazilian crisis in January had
surprisingly muted effects in global financial markets. This unexpected outcome
can be credited to efforts by financial institutions to reduce their exposure to
risks in major emerging markets, which may have been built up on the premise
that, in the last resort, such investments were backed by implicit public guaran-
tees. In this respect, the reduction of interest rates in mature markets and the
approval of a support package for Brazil led by the International Monetary Fund
(IMF) in November arguably played an important role in delaying the onset of
the crisis. This provided financial institutions with valuable time to reduce their
vulnerability to a risk that was widely expected to materialise. Banks in the
reporting area of the Bank for International Settlements (BIS) slightly reduced
their loan exposure to Brazil and other emerging market economies in the third
quarter of 1998 (Table 1.7). Anecdotal evidence suggests that this retrenchment
may have continued. As reflected in a sharp deceleration of activity in the deriva-
tives industry in the closing months of 199®osition-taking by leveraged insti-
tutions has also been pared back in response to less appetite for risk-taking and
more stringent collateral requirements imposed by creditors. Moreover, institu-
tions ill-prepared to assume the consequences of crises appear to have made an
effort to hedge their positions with counter-parties that could better handle the
risk. The reduced vulnerability of financial institutions has inevitably implied
falling capital flows to emerging market economies and increased their borrow-
ing costs abroad, sovereign bond spreads remaining high ever since the Russian
crisis.

Global financial markets have so far remained calm as the Kosovo crisis has
evolved. While the economic impact of the crisis in the neighbourhood of the con-
flict zone is significant (Box 1.3), weak trade and financial linkages suggest that
most OECD countries are largely sheltered from serious direct adverse effects. The

2. The hedge fund, Long-Term Capital Management (LTCM), was ultimately rescued by private institutions.
3. See Bank of International Settlemer2$S Quarterly ReviewMarch 1999.
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Table |.7. External assets of banks in the BIS area
vis-a-vis individual countries

$ billion
1997 1998 1998
December June September
Eastern Europe 105.5 115.7 108.9
of which: Russia 58.8 64.8 56.0
Latin America 306.1 320.9 314.2
of which:
Brazil 100.2 110.3 102.5
Argentina 46.7 475 49.0
Chile 19.9 20.8 20.9
Mexico 74.4 75.3 74.7
Asia 47.4 394.4 373.2
of which:
China 90.1 86.7 81.0
Indonesia 62.8 53.8 52.0
Korea 103.9 83.0 78.7
Malaysia 29.1 24.6 23.7
Thailand 79.7 65.0 60.6

Source: International Banking and Financial Market Developments, BIS Quarterly Review, March 1999.

three most affected Balkan countries (Federal Republic of Yugoslavia, Albania and
the Former Yugoslav Republic of Macedonia) are insignificant export markets for
the United States and Japan, and only 0.1 to 0.2 per cent of total exports of the
European Union goes to these countries. BIS reporting banks’ claims on the three
Balkan crisis countries are also very small (0.25 per cent of total claims on all out-
side area countries in end-September 1998).

While recent developments suggest that the prospects for new disturbancEsiitiner crises in emerging
emerging markets are receding, the situation remains fragile and there areestdhomies may not have major
potential downward risks in many regions: effects in the OECD area

. o . . " . as awhole
— The Brazilian crisis may deepen further with serious additional spill-over

effects for the South American economy in general.

— Economic conditions in Russia could worsen significantly, in which case its
immediate neighbours might be pulled down further as well.

— The slowdown in the Chinese economy could be longer than anticipated,
prompting a depreciation of the renmimbi with repercussions for exchange
rates of other Asian economies, not least Hong Kong, China.

But even in the event of these risks materialising, the reduced exposure of finan-
cial institutions to emerging market economies implies that they may have only lim-
ited effects on the OECD area as a whole, although the effects would not be
negligible for some individual countries. If financial tensions can be avoided, the
main crisis transmission mechanism would be through trade linkages. These are gen-
erally too small to have serious depressing effects on the OECD area (Table 1.8). For
example, simulations of the OECD’s INTERLINK model indicate that a 20 per cent
depreciation of the currencies of China and Hong Kong, China would have only lim-
ited effects on growth in the OECD area as a whole and that the effects would still be
relatively small even if it were to be accompanied by depreciations of the currencies
of other emerging market economies in Asia (see Box 1.4).
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Box 1.3. The regional economic impact of the Kosovo crisi:

The Kosovo crisis has become a humanitarian disasténese countries, and to forestall the risks of a breakdown of
with spillover effects that radiate outward from the conflictgovernance structures. The challenge will be to deliver this
zone. The disruptions of war are likely to impose substantiassistance in an effective and efficient way, avoiding
economic hardships on the people living in the Federato-ordination failures in the decentralised environment of
Republic (FR) of Yugoslavia; for up to a million displaced aid delivery. One risk of such failures is that excessive suf
Kosovars the situation is already catastrophic. In Albanialy of some types of goods sent for relief would find their|
and the Former Yugoslav Republic (FYR) of Macedonia, thevay into local markets, drive down local prices and thus
need to absorb the influx of refugees is putting the politicalundermine incentives for domestic production.
economic and social fabric under enormous strain. The frag- asjde from the direct impact of the huge refugee flows

ile post-Dayton structure in Bosnia-Herzegovina is holdingne countries of the region are economically affected, to dif

for the moment, but the risks of destabilisation are clear. F%ring degrees, by impacts on trade, tourism, transport costs
the other transition countries in the Balkans (Bulgariagnq foreign investment.

Romania and Croatia), the direct cost has been less, but indi-
rect costs are becoming significant and risk to undermine
stabilisation and economic reform programmes. Further
afield, the costs of the crisis appear small at present: some
negative spillovers have been identified for Greece,
Slovenia, Hungary, Turkey and Italy — though estimates of

the overall growth impact for 1999 are well below a quarter : . : .
9 P q govina. However, neither the FR of Yugoslavia nor ity

of a percentage point of GDP in all cases. ; ; . .
. . o ) ) L immediate neighbours are important export markets far
The immediate priority for the international community is Bulgaria and Romania.

humanitarian support for refugees. In early May the number
of refugees from Kosovo was estimated by the United
Nations High Commission for Refugees (UNHCR) to be
around 716 000, of which more than half were in Albania
and close to a third were in the FYR of Macedonia. The . .
number of refugees outside Kosovo continues to increase Cr€€ce, Bulgaria and even Italy could suffer if the
and could under plausible scenarios reach close to one conflict becomes drawn out.

million within few months. Neither Albania nor FYR — The FR of Yugoslavia was a major transit zone fo
Macedonia has adequate resources to meet the basic needs of shipments between western and southeast Europ
the refugees, but various relief organisations and government About 60 per cent of Bulgarian exports, for instance
agencies are now engaged, and flows of food and other transited through FR of Yugoslavia. Higher transpor
forms of direct aid are coming into these countries. Unless  costs will reduce external competitiveness. Even if
the crisis is resolved much more rapidly than now seems re-routing via Romania remains a possibility, the
likely, substantial additional assistance will be needed, not blocking of the Danube and difficulties with ground
only to meet the needs of the refugees but also to cushion the transportation have added significantly to shipping
impact of the crisis on the budgets and external accounts of costs for Bulgaria, and — to a much lesser extent -

Intra-regional trade links imply that export markets will
be lost. The FR of Yugoslavia is an important destinat
tion of exports from Bosnia-Herzegovina and FYR of]
Macedonia. Even if Croatia does not have strong trad
links with the FR of Yugoslavia, its exports could be
affected through strong trade links with Bosnia-Herzet

D

Tourist traffic may be hit in some of the countries of
the region, most strongly Croatia. Half of all holiday
bookings in Croatia have reportedly been cancelled
since the outbreak of hostilities. Tourism in parts of

®

Table 1.8. Share of selected emerging markets in total exports
of mature economies, 1997
Per cent of total exports

. Korea and

Mexico Brazil O:\TﬁreriLgln Russia China dynamic
Asia®
United States 10.4 2.3 6.8 0.5 19 15.7
Japan 0.9 0.7 31 0.2 5.2 354
Germany 0.6 1.0 1.0 18 12 54
France 0.4 0.5 13 0.9 12 53
Italy 0.5 15 24 16 11 53
United Kingdom 0.2 0.6 12 0.7 0.5 6.2
Canada 0.4 05 10 0.1 0.7 29
European Union 04 0.8 14 13 0.9 4.8
OECD total 2.2 10 2.6 11 19 11.0

a) IMF classification of Western Hemisphere, excluding Brazil and Mexico.
b) Chinese Taipei; Hong Kong, China; Indonesia; Malaysia; the Philippines; Singapore and Thailand.
Source: Direction of Trade Statistics Yearbook, IMF, 1998.




General assessment of the macroeconomic situatidh

Box I.3. The regional economic impact of the Kosovo crisiécont.)}

Turkey and Greece. In Bulgaria, added transportatiotead the affected countries to reduce demand to stay withjn
costs are officially estimated at $ 1% million per daytheir means to import. If the macroeconomic balance
(close to 5 per cent of the daily average of the sum obecomes unsettled, the process of structural reforms may e
exports and imports of goods). undermined. Additional official assistance is clearly impor-
Foreign investors’ confidence may be adversely}am to limit these risks. The indications are that such fund

affected, raising borrowing costs and, perhaps mor#9 _wiI_I be provideo!, both by the international financial
critically, delaying any pick-up in much needed directinstitutions and by bilateral country donors.
investment. In Bulgaria, it appears that the crisis has \yhile it is no doubt pre-mature to define precisely
already complicated a few scheduled sales to foreigpnger-term reconstruction strategy for the region, includ
investors. The rise in risk premia on outstandingnq'kosovo and the rest of FR Yugoslavia, it is clearly no
Bulgarian and Croatian bonds since the outbreak of C"foo soon for the international community to begin think-
sis is another indication of flagging foreign investors’jng in these terms. At least three elements need to le
confidence. A rise has also been seen in the risk preaken into account in such a strategy: the rebuilding of
mium for Hungary, though the magnitude is too small hysical infrastructures; the construction of a new social
have any significant economic effect. infrastructure (rule of law, democratic institutions and
Any quantification of the impact on growth in the more effective governance mechanisms) conducive to the reg¢-
seriously affected countries is at the moment extremely diffienciliation of the different communities and the establish
cult! The core of the problem is that incremental costs willment of a civil society; and the putting in place of
interact with pre-existing conditions that were in some casesffective economic policies for growth. Such a pro-
already economically unsustainable or close to it. Romanigramme will likely cost a lot, though estimates at thig
for example, is substantially less hit than Bulgaria by identistage are hardly possible, and involve a number of playe
fied spillover effects, but may nonetheless face a serious set-the international financial institutions, the European
back in its efforts to pursue essential economic reforms. lnommunities, bilateral donors and — not least — the cou
the face of very small margins for manoeuver, possible diffitries themselves. The key element will be to find effective
culties in revenue collection and crisis-related spending puhechanisms for co-ordination, to assure both that funding
public budgets under pressure, and might result in an accétom a variety of sources is effectively channelled to pri-
erating inflation if governments are forced to resort to infla-ority uses and that the three elements of the strategy are
tionary financing. Loss of export revenues and lower capitdmplemented together, as failure in any one would likely
inflows will tighten the external financing constraint and undermine the results achieved under the other two.

(7]

1. Afirst estimate released by the World Bank and the International Money Fund is that, for the five countries most strongly affected by spillovers
from the crisis (Albania, Bosnia and Herzegovina, FYR of Macedonia, Croatia, and Bulgaria) GDP this year might be down by as much gs 5 per
cent if the military campaign is prolonged. They also estimate that required additional funding in 1999 to close incremental balance of payments
gaps for the six most affected countries (including Romania) may amount to $ 1.5 billion.

Although the OECD area as a whole may be sheltered from potential near-tButremerging market countries
crisis, emerging market economies within the OECD region that have macroedthin the OECD may be more
nomic imbalances and weak financial systems could face difficulties. A large buddttcted
deficit, a high — though declining — inflation rate and excessive risk exposure in the
banking system make Turkey particularly vulnerable. Prudent macroeconomic policy
in response to the drop in oil prices during 1998 has reduced the risk of contagion in
Mexico, even if the financial system remains weak. Past macroeconomic stabilisation
efforts in the Czech Republic, Hungary and Poland have also provided these coun-
tries with a cushion against external financial disturbances. However, high current
account deficits in Hungary and Poland, and the weakness of the financial system,
particularly in the Czech Republic, remain a cause of concern.

Even in the absence of new crises, industrial over-capacity and weak demar@bver-capacity and weak
emerging markets will continue to put downward pressure on world prices. Indemand in emerging
this prospect is an important source of widely expressed, if somewhat unwarramtedkets are putting downward
concerns about global deflation. Together with large currency depreciations, pnéssure on prices
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Box I.4. Devaluation of the Chinese currency: impact on OECD countrieg

The weakening of the Chinese economy is often seen asA devaluation of the Chinese renmimbi and the Hong Kong
a major risk for the global economy, principally because idollar by themselves would have very limited effects on th
is perceived to increase the likelihood of a depreciation o©ECD area. According to simulations of the OECD’s INTER-
the renmimbi. Even if fundamentals in China would notLINK model, a 20 per cent devaluation of the two currencies
seem to point to any need for a downward currencyn mid-1999 would strengthen the Chinese current account by
adjustment, a further unexpected reduction of economi$ 12 billion in 2001 (see table below). The counterpart wouldl
growth might prompt the authorities to devalue the curbe fully reflected in the current account of OECD countries|.
rency in an attempt to stimulate exports. However, &hese very small trade linkages imply that the impact on
depreciation of the Chinese currency could lead to growth in the OECD area as a whole and in most individual
depreciation of the currencies of neighbouring countriesOECD countries would be hardly noticeable.
The currency board system in Hong Kong, China would The adverse effects on the OECD area would be stronge
probably come under intense pressure, and other Asighough still modest, if the devaluation of the renmimbi andg
economies might be tempted to neutralise the impact of the Hong Kong dollar in mid-1999 were to be accompanief
Chinese devaluation on their competitiveness. A signifiby depreciations of other Asian currencies. If a 20 per cent
cant reduction in open currency positions, and hencfall in the international value of the renmimbi and the Hong
exposure to exchange rate movements, has made balarkng dollar were to trigger off a 10 per cent depreciation of
sheets in these countries less vulnerable to depreciatidine currencies of other emerging market economies in Asja
than at the start of the crisis in 1997. The resulting com¢including Korea), the current account of the OECD area as|a
pression of demand and imports in these countries wouldhole could deteriorate by around $ 29 billion. Given its
accordingly be significantly less than in recent paststrong direct and indirect trade links with the Asian emergr
Nonetheless, a marked change in the international conmag market economies, Japan would be the most seriously
petitiveness of Asian emerging market economies wouldffected country in the OECD area, the level of its GDR
have effects on the OECD area. falling by more than % percentage point in 2001.

3%

=

1

Impact of a hypothetical devaluation in China

With accompanying 10 per cent

China and Hong Kong, devaluations in other
China devalue by 20 per cent Dynamic Asian Economied
in mid-1999 and Korea
Real GDP level in 2001
United States -0.2 -0.4
Japan -0.3 -0.8
European Union -0.1 -0.2
OECD -0.1 -0.4
Current account balance in 2001 ($hillion)
United States -3.9 -10.4
Japan -4.8 -12.6
European Union -2.8 -9.3
OECD -14.2 -29.2
China 11.9 8.9
Dynamic Asian Economiés 2.2 214
Non-OECD 14.2 29.1

a) Chinese Taipei; Hong Kong, China; Indonesia; Malaysia; Philippines; Singapore and Thailand

over-capacity has prompted producers to cut export prices, the dollar price of manu-
facturing exports in 1998 declining by almost 6 per cent in the non-OECD area as a
whole and by close to 10 per cent in the Dynamic Asian Econofrldss has put

4. Chinese Taipei; Hong Kong, China; Indonesia; Malaysia; the Philippines; Singapore and Thailand.
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pressure on producers in the OECD area to follow suit or lose market share. Indeed,
together with lower import demand, competitive pressures from producers in the
non-OECD area seem to have contributed to the comparatively depressed state of the
manufacturing sector in much of the OECD area.

Since some of the non-OECD regions (notably in Asia) have been large buyers
in commodity markets in recent years, the recession in emerging markets has
played an important role in driving down the real price of commaodities to levels
that are historically very low. Indeed, by early 1999, non-oil commodity prices in
real terms had fallen back to the lowest levels reached in the post-war period. The
fall in commodity prices since 1996, which has also been strongly influenced by
increased production, has directly reduced the inflation rate in the OECD area. It
may also have moderated inflation indirectly through the lowering of inflation
expectations and wage claims.

Though these price trends have been beneficial to the OECD area as a
whole, they have adversely affected OECD countries with large commodity-
producing sectors. The decline in oil prices has weakened the government budget
and current account balances in Mexico and in Norway. Mexico has tightened
macroeconomic policies in order to offset the impact of the oil price decline on
the fiscal balance. In Norway, the oil price decline came on top of a tightening of
macroeconomic policies to cool an overheated economy and has contributed to a
marked weakening of activity. The decline in non-oil commodity prices and
weakness in export volumes combined with continued strong growth in domestic
demand have contributed to a current-account deficit of 5 per cent in Australia.
In New Zealand, the current-account deficit has not widened further, partly
because of weaker internal demand, but it remains large. To maintain financial
market confidence in the face of such large external disequilibria, it will be
essential to guard against any reduction in the fiscal surplus in Australia and to
strengthen the fiscal balance in New Zealand. In Canada, adverse terms-of-trade
effects have been largely offset by other developments, notably strong growth in
the United States, and the current-account deficit has remained modest. This
would not seem to require immediate policy reaction.

The United States: how solid is the expansion?

The continued strong peformance of the US economy has surprised most @oatinuing strong
lysts and forecasters. The central issue that this raises is how these developmedt performance has been
the economy should be interpreted and what this means for policy as the ecormswyrprise
evolves. In particular:

— Can positive surprises continue, reflecting structural improvements which are
having favourable long-term effects and, if so, for how long?

— Or have they masked accumulating imbalances, underlying financial fragil-
ity and suppressed inflation pressure, making the economy vulnerable to a
steady upward drift in inflation and/or a sharp slowdown in activity?

The past few years have seen an apparent breakdown of at least some important
empirical regularities on which most analysis of the US economy has relied. Most
importantly, strong growth has persisted longer than most analytical work based on
past performance has suggested was possible without igniting inflation. On the
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Figure 1.2. Projections and outcomes for the United States

Growth rates (cumulative effect on level of real GDF) Inflation rates (cumulative effect on level of GDP deflator
N — Outcome —— Outcome 107
110 Projections as of December 1998 <7 mee--. Pro ections as of December 1998 e 106

Projections as of December 1997 % .. e Projections as of December 1997 e I

108 — —° Projections as of December 1996 " .7} =~ = - Projections as of December 1996 o 105
......... ~ 104

w0 T _--
- 103

104
_____ 102
102 101
100 100
98 99
1995 96 97 98 1995 96 97 98
1. 1995 = 100.

Source: OECD Economic Outlogkarious issues).

Surprises have mainly come

contrary, inflation has come out below forecasts even as output growth has typically
been underpredicted, suggesting that more is involved than simple underestimates of
aggregate demand (Figure 1.2).

Indeed, the surprises that have led to the widespread errors in forecasting

from the supply side macroeconomic performance have mainly come from the supply side. Some of

these surprises, such as declining non-wage labour costs and falling import prices
due to low commodity prices, the Asia crisis, the slack in other OECD economies
and the firmness of the dollar, may be temporary. But some of the forces at work
may be more permanent. Most importantly, the unemployment rate has been
below consensus estimates of the structural rate since 1995 (Figure 1.3) without
generating any signs of a rise in unit labour costs or inflation, even if real wages
have increased strongly. While empirical studies suggest that the favourable tem-
porary developments noted above are mainly to thank for this achievement, there
are also reasons to believe that labour market performance has improved over the
past decade and that the structural rate of unemployment may have declined in
response to changes in the economy. These include:

— Figure 1.3. Actual and structural unemployment rates in the United States—

Per cent
8.0

75
7.0
6.5
6.0
5.5
5.0
4.5

—— Actual rate

- - - Structural rate

1985 86 87 88 89 920 91 92 93 94 95 96 97 98

1. OECD estimates.
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— Figure 1.4. Labour productivity 1 growth in the US business sector——
Year-on-year percentage changes

Per cent
3.5

3.0
25
2.0
15
1.0
0.5
0.0

1988 89 90 91 92 93 94 95 96 97 98

1. GDP per employed person.

— stronger competition in product markets, which has strengthened the resis-
tance of employers to give into wage demands and has also forced employees
to moderate their claims; and

— social assistance reforms in the mid-1990s and the expanded use of tax measures
to encourage work at low wages, both of which may have reduced reservation
wages, intensified job search, and increased participation in the labour force.

It is still too early to judge whether the strong increase in labour productivity
since 1996 (Figure 1.4 and Box 1.5) reflects a cyclical increase or whether it signals a
more permanent increase in the underlying growth rates of potential. The increase is
integrally linked to very strong business investment which in turn appears to reflect:

— astrong profit position which has provided businesses with ample internal funds;

— exceptionally rapid technical progress in the computer industry, which may
have directly added ¥4 percentage point annually to productivity growth; and

— the resulting dramatic fall in the price of high technology capital equiptment
that has encouraged the diffusion of such products throughout the economy
(Figure 1.5).

At least some of these developments will probably persist. There is little evi-
dence to suggest that price declines on advanced technology equipment will come to
an end over the foreseeable future, and this factor is likely to operate to maintain
existing investment trends over the medium term. However, business capital spend-
ing could weaken when corporate profits start falling. And the extent to which total
factor productivity growth in the future will increase as a result of wider diffusion
and more effective use of modern technology is uncertain.

Important changes in the structure of the US ecorfoang likely to influence its
behaviour both over the cycle and longer term, in ways that are not yet fully under-
stood and may therefore lead to surprises:

5. Prices on computer investment equipment fell by around 25 per cent per year on average in 1997 and 1998.

6. Given a host of serious measurement problems, it is difficult to gauge the importance of individual sec-
tors in the economy. For example, the same firm may operate in several sectors, whereas all its activi-
ties are accounted for in the sector of its dominant activity. Moreover, outsourcing can mask the
importance of sectors in the economy.
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Box I.5. What is happening in the US economy: measurement issu

Structural changes in the US economy may have affecteslidely accepted measure based on expenditures. At the same
the statistical information base on which economic policytime, the establishment-based payroll measure of employ-
formulation depends. Partly this is because financiallyment has risen more than employment gains recorded in the
stretched statistical agencies may not have fully adapted tmusehold survey. As a consequence, the average productiv-
these changes (in particular, agriculture and manufacturirity growth rate over the 1993-1998 period is almost one pe
remain covered considerably more comprehensively thatentage point higher if derived from the income measure ¢
services) and partly it relates to conceptual problems, notautput and the household measure of employment than if it
bly those relating to quality changes and price-volumelerived from the expenditure measure of output and the pa
splits, whose importance increases as the share of outputl measure of employment (see table). Cumulatively ove
which cannot be measured in physical terms rises. Whethe period, this differential amounts to nearly 5 per cent,
regulatory arrangements provide collection points for datdigure that is large relative to most plausible estimates g
liberalisation may also have had an effect. slack in the economy. Unfortunately, it is not possible tg

The recent behaviour of labour productivity is a case iPtate categorically what productivity measure is the most
point, since there have been important discrepancig¢§liable until, and unless, the next census provides more
between the various measures of both output and emplogccurate information about employment and the next com-
ment growth. The income measure of GDP has been Sho\;g[ehensw_e benchmark revision of the national accounts bet-
ing a significantly stronger rise in output than has the moster reconciles the different output measures.

S =

—_. D = <

Average growth in GDP per employed person 1993-98

Per cent
Employment measure
Household survey Payroll data
GDP expenditure measure 1.6 1.0
GDP income measure 1.9 14

Note The expenditure-based GDP price deflator is used to convert the income-based GDP series into a constant price series.

Questions about the quality of data or how to interprethallenges to collection of statistics not only for external
them are not confined to output and employment dathe  transactions but more widely. The importance of economic
publication of the Boskin Repdrtalled attention to the and financial statistics has been emphasised by both G-7
complexities of measuring inflation, national accounts andountrie§ and the IMF, which has established a Special Data
flow-of-funds data show different pictures for householdDissemination Standard to encourage more comprehensive
saving behaviour, and external financial accounts probabjyrovision and timely reporting of information. Concern to
have large errors and omissions. Questions also extefdprove economic and financial information internationally]
beyond the United States, whose economic and financial staas largely been motivated by a desire to encourage better
tistics are generally thought to compare favourably in interreporting by emerging market countries. But, as the size of
national terms. The elimination of customs points withinrevisions being made to national accounts in EU countrigs
the European Union as part of the single market programmsuggests (see Box 1.2), adapting information systems to|a
for example, has affected the accuracy of European traddanging world will be a challenge even for those countries
statistics and the growth of electronic commerce will posevhere statistical systems are most advanced.

1. Afurther elaboration on these and other statistical issues is contai@&dB® Economic Surveyghited States, 1999.

2. Report of the United States Senate Advisory Commission to Study the Consumer Price Index, Washington, 1977.

3. See, for example, the G-7 leaders’ Statement on the World Economy and the accompanying Declaration of G-7 Finance Ministers ar] Central
Bank Governors, 30 October 1998, in which G-7 countries committed themselves “to deliver greater transparency ... in disclosure of eqonomic
statistics and key indicators”.

— The weight of manufacturing has been declining steadily and now directly
accounts for around 15 per cent of employment and only slightly more for
output (Table 1.9). The weakness of this sector during 1998 was not important
enough in macroeconomic terms to slow the overall economy.
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Figure 1.5. The increasing diffusion of information processing equipment in the United States———

Net stock of producers’ durable equipment
Chain-weighted index, 1987 = 100, log scale
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SourcesUS Department of Commerce, Bureau of Economic Anal$sissey of Current BusinesSeptember 199&conomic Report of the PresideRgbruary 1999.
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—  Table 1.9. Manufacturing in the US economy

= = Other producers’ durable

69

Share of total, per cent

Share in total
Employment GDP Corporate profits
1960 31.0 27.0 46.7
1970 27.3 24.1 37.7
1980 224 21.0 38.2
1990 174 18.0 314
1997 152 17.0 28.9

Source: Economic Report of the President, February 1999.

— The diffusion of high technology equipment noted above may be affecting the
cyclical behaviour of the economy through its influence on inventory manage-
ment and its impact on the rate of scrapping of capital equipment and the tim-

ing of replacement spending.

— The openness of the economy and exposure to global influences has increased
significantly even during the 1990s, as reflected in the rising share of trade in

GDP and high level of cross-border investment activity (Table 1.10).

—  Table 1.10. The openness of the US economy

Exports of goods and services
Imports of goods and services

Stock of outward direct investment by US business, market value
Stock of inward direct investment by foreign business, market value

Per cent of GDP

1989 1997
9.4 119
10.8 131
15.3 22.1
9.8 20.0

Source: Economic Report of the President, February 1999.
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The stock market is still Better productivity performance and subdued cost increases have been reflected

vulnerable to a correction... in strong growth of corporate earnings in the 1990s. Growth in profits has in turn
been critical to sustaining both the strength of business investment and the stock mar-
ket boom. However, even if there has been a significant improvement on the supply
side, it does not look possible for corporate earnings in real terms to continue to rise
indefinitely at an annual rate of close to 10 per cent as they have done on average
during the 1990s; indeed, they slowed appreciably during 1998 (Figure 1.6). With
price-earnings ratios unusually high in historical terms, investors appear to be antici-
pating significantly higher earnings growth than has been the norm in the past or the
corporate sector can plausibly deliver in the futtgven if the risk premium has
durably fallen from the high levels observed over the decades prior to the 1990s, the
earnings growth rates required to validate the current level of equity prices seem high
for reasonable values of the premium. Unless real interest rates fall or the dividend
payout ratio increases significantly, investors may eventually have to adjust their
expectations in light of actual and prospective slowing of earnings growth, thus
making the stock market vulnerable to a correction.

Figure 1.6. Corporate profits and price earnings ratio
in the United States

% growth Ratio
30 . 30
20 TN T2
10 /_\ /\\ \ I\ 10
0 A \/ \/ 0
-10 \/ _ -10
—— Real corporate profit§left scale)
- - = Price earnings ratio, S&P 5@Aght scale)
-20 -20
1970 72 74 76 78 80 82 84 86 88 90 92 94 96 98
1. Adjusted with the GDP deflator in the business sector.
Sources: Economic Report of the Presidéefruary 1999 and Bloomberg.
... which would tend to depress Continued slowing of profit growth and a possible correction of the stock market

demand would have important implications for the economy and near-term macroeconomic
management. As noted above, the increase in profits in the past has provided corpora-
tions with ample internal funds for investment, and the levelling off of earnings would
most likely be accompanied by a deceleration in the growth of capital spending. The
boom in equity prices has also strengthened household balance sheets (Table I.11) and
thus played a key role in driving down the household saving rate to around zero. A fall
in stock prices would weaken the forces supporting private spending, but longer-term
profit growth trends will not be clear for some time. How investors will respond to
short-term profit fluctuations and adjust their expectations is highly uncertain.

7. See Chapter V “Recent equity market developments and implicatioiBE{@D Economic Outlook4,
December 1998, and M. Kennedy al. (1998), Asset Prices and Monetary Poli®ECD Economics
Department Working Papé¥o. 188.
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Table 1.11. Household balance sheets? in the United States
Per cent of disposable income

1960 1990 1994 1998
Assets 569.3 582.7 588.4 714.0
of which:
Tangible assets 199.1 2235 205.5 214.3
Financial assets 370.2 359.2 382.8 499.7
Liabilities 59.5 88.8 924 103.7
Net worth 509.8 493.9 495.9 610.3
Net financial assets 310.7 270.4 290.4 396.0

a) Includes non-profit organisations.
Source: Federal Reserve, Flow of Funds Accounts of the United States (various issues).

In this uncertain environment and in the absence of concrete inflationary pressures,
the monetary authorities have chosen to maintain a relatively neutral policy stance. Look-
ing forward, the appropriate policy response will depend on how the uncertainties consid-
ered above evolve. If temporary factors have masked underlying inflation pressures
since 1996, the risk is rising inflation pressure. If the level of potential output has risen
because labour market performance has improved but no underlying increase in produc-
tivity performance has occurred, inflationary pressures will eventually build up if domes-
tic demand continues to expand at robust rates. These circumstances would warrant
monetary tightening to slow the economy. On the other hand, to the extent that underlying
productivity performance and hence potential growth have improved, there may be more
spare capacity than measures of labour market tightness would suggest. In this case, there
would be less need for monetary authorities to respond to buoyant demand. Furthermore,
if profit growth were to slow further under pressure from rising levels of spare capacity,
even if underlying productivity performance has not improved, this could hasten a correc-
tion in equity prices and would encourage a slowdown in business investment. The risk in
this case is that the economy could slow more abruptly than now appears likely and that
monetary easing would be appropriate.

Overall, the monetary authorities should continue to respond cautioushAtoautious policy stance is
developments until they can be interpreted with greater confidence. At the same tmr,opriate
fiscal policy should remain oriented towards medium and long-term objectives, pre-
serving the budget surpluses that are now in prospect in order to prepare for the
ageing of the population.

Japan: structural reform needs to be stepped up

While economic activity in Japan appears to be stabilising, the prospects for sasivity in Japan is stabilising,
tained expansion remain poor. Bank recapitalisation and restructuring are now unalgprospects remain poor
way, but it may be some time before the financial sector is fully restored to health. At
the same time, poor profitability has put much of the corporate sector under pressure
to restructure and reduce employment. Fiscal and monetary policies are already very
easy, leaving little scope for further stimulus, and at some stage, fiscal support will
have to be withdrawn. The policy challenge facing Japan is to develop sources of
dynamism which allow it to adapt constructively to the pressures it is facing. Ways
must be found to sustain enough domestic demand to permit fiscal retrenchment to
proceed and, at the same time, to create new enterprises and generate enough jobs to
absorb the labour market adjustments that will be necessary.
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Box |.6. Spiralling general government debt in Japan

Successive fiscal packages to stimulate aggregate demandhe Trust Fund Bureau of the Ministry of Finance, which
in Japan have resulted in a rapid build-up of public debt ims charged with investing funds raised in the postal saving
the 1990s. With general government gross financial liabilisystem as well as other government revenues such as pe
ties relative to GDP increasing by 40 percentage points sin@on contributions, has significantly increased its holding of
1991, gross debt is already well above the level in mogjovernment bonds since the early 1990s. Since mid-199[7
OECD countries (see figure below). Since the governmerihe flight to quality in response to mounting concerns about
holds large amounts of financial assets, net government dethie state of the global financial system in general and the
is still relatively low compared to other countries. Until Japanese financial system in particular permitted a lowerirg
recently, the increasing financing needs of the governmewf government bond yields despite the increasing funding
could be satisfied without putting pressure on interest rateaeeds of the government.

General government gross and net debt, 1998 and 1999
End of period

% of GDP
120

Gross debt, 1998 I Net debt, 1998
Gross debt, 1999 Net debt, 1999

100
80
60

40

0 I

Japan United States Germany France Italy United Kingdom Canada

N
o

The rise in long-term interest rates since late 1998 hagortfolios might require a significant increase in bond
however, put into sharper focus the large financing needgelds, especially since there is no end in sight to the build
of the government over the coming years. The generaip of government debt.
government budget deficit over this and the next year is
set to rise relative to GDP. Should the Trust Fund Burealndeed, a major fiscal consolidation in the medium term is
reduce its purchases of government bonds, the increaseunavoidable to contain an explosive growth in the general
bond holdings in the private sector (excluding semigovernment net debt to GDP ratio. The general government
public agencies) would be much more rapid. The Bureadeficit in 2000 is projected to be 9 per cent of GDP: 5%, per
announced in December that it would not buy governmentent structural primary deficit, 1% per cent net interest pay-
bonds in 1999, but later reversed that decision. In additioments and 2% per cent cyclical deficit. Even if the cyclica
to financing the deficit, bonds may have to be issued taomponent were to be eliminated by the year 2004, th
finance the costs related to the resolution of the problems imet-debt ratio could rise to 75 per cent compared to 30 pe
the financial system and the eventual costs of increasemnt in 1998. If the structural primary deficit relative to GDP|
government guarantees for loans contracted by small ansl kept constant at its 2000 value and GDP grows at it
medium-sized enterprises. To place all this debt in privatestimated potential rate of 1 per cent, the net debt-to-GD

o0

T 0

Macroeconomic policy cannot The economic situation does not warrant an immediate withdrawal of fiscal
provide increased stimulus stimulus, but rising public debt levels (see Box 1.6) and the likelihood of market
reactions to them make a major consolidation effort over the medium term
unavoidable. The only question is when it must begin. The November 1998 fiscal
package — the tenth and most ambitious package since March 1992 — was soon
followed by a sharp increase in bond yiefdahich was unhelpful in the context

8. This rise was in part prompted by the scale of government bond issuance in 1999 and in part by the announce-
ment that the Trust Fund Bureau in the Ministry of Finance would stop buying bonds in view of the likely lig-
uidation of postal saving accounts in the near future. Even if bond yields have fallen back since February, partly
in response to news that the Trust Fund Bureau would resume bond purchases, the yield on 10-year bonds was
nevertheless nearly half a percentage point higher in early May than at the October trough.
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Box I.6. Spiralling general government debt in Japan(cont.)

ratio would rise without bound under all plausible valuesageing of the population in Japan is already increasin
for the real interest rate on government debt (see figurpublic pension outlays, and OECD estimates suggest th
below)! However, the required tightening of fiscal policy they could rise from around 6% per cent of GDP in 1994
to stabilise the ratio depends critically on the real interestio 14%4 per cent in 2028 Under these circumstances, it
rate. If the average implicit real rate falls gradually from itswill already be a challenge to keep the structural primar
current value of 3% per cent to 1% per cent, a small strudsudget deficit constant at 5¥4 per cent of GDP. Moreove
tural primary surplus, involving a tightening of aroundpublic finances will come under additional pressure if
5% per cent of GDP, will suffice to stabilise the ratio ascorporate restructuring results in further large increases
from 2004. However, if the implicit rateemains at 3% per joblessness. Even if short maximum duration of benefit
cent, which is more in line with real rates in other majorshould limit increased outlays on insurance benefits,
OECD areas in the past, a tightening of more thatharge increase in unemployment and a lengthening d
7 percentage points of GDP will be required. unemployment spells would most likely put the govern
ment under strong pressure to increase the duration

These estimates of the required tightening understate tlresurance benefits with adverse consequences for pub

pressures on fiscal policy in the medium and long term. Thénances.

Scenarios for general government net debt
with unchanged fiscal policy in Japan

% of GDP

300
—— Real interest rate at 3.5%

=== Real interest rate at 1.5%
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1. Assuming that the structural primary deficit is held constant at its 2000 level of 5.3% of GDP thereafter.

1. The scenarios shown in the figure are based on a simple debt-dynamics medgl+d(1 + r) / (1 + g)] * d{_ ;, whered is the net-debt-
to-GDP ratiop is the ratio of the primary budget deficit to GOHs the real implicit interest rate on government debt, gislithe growth
rate of the output. In the scenario with 1.5 per cent real interest rates, the implicit rate is assumed to decline steadily from 3.5 p|
in 2000 to 1.5 per cent in 2010.

2. See Table 40 IOECD Economic Surveydapan, Paris, 1997.
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of very low inflation, bank restructuring and efforts to stimulate private spend-
ing. To counter the rise in bond yields due to the widening of the fiscal deficit,
monetary policy was eased further in February. This helped to reverse the
increase in interest rates on longer dated instruments and it may also have con-
tributed to a modest decline in the value of the yesra-visthe US dollar. But

the overnight rate has now been driven down to virtually zero, and further easing
via operations in the money market is clearly no longer possible.

These developments have given rise to a debate about whether the budget
deficit should be partially monetised. With the central bank buying a significant
part of new government bonds, yields would not have to rise to entice private
investors to hold more public debt and the money supply would expand. This
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Continued progress resolving

could translate into higher domestic demand, higher inflation expectations (not-
withstanding the large slack in the economy), and a fall in the exchange rate.
However, the increase in the monetary base will probably have only a limited
effect on the broad money supply so long as banks continue to be reluctant to
expand their balance sheets or if there is little demand for credit in the private
sector. Too much depreciation of the yen could also trigger off significant protec-
tionist reactions abroad. In addition, monetisation could remove an incentive for
fiscal discipline in the medium term, as the authorities might be tempted to shy
away from difficult consolidation measures if they could rely on the central bank
underwriting deficits. But even if there are risks associated with monetisation,
more forceful intervention to support the bond market may have to be taken if
renewed increases in bond yields seriously hamper the recovery.

It is unlikely that there would have been any need for such a debate had the

banking sector problems is monetary transmission mechanism been working properly. Thus, as emphasised
essential in previous editions oOECD Economic Outloakfurther progress in dealing

with problems in the banking system is essential. After long delays the authori-
ties have recently taken several effective steps. The newly created Financial
Reconstruction Committee and the Financial Supervisory Agency have enforced
better disclosure about asset quality and imposed minimum levels of loan-loss
reserves for problem credits. Two major private banks have been declared insol-
vent, with the hope that such forceful actions would encourage other major banks
to apply for capital injections of public funds in exchange for concrete restructur-
ing plans. The authorities have injected about ¥ 7% trillion (1% per cent of GDP)
into 15 major banks in exchange for debt write-offs of around ¥ 9 trillion and
restructuring measures. A sign of renewed confidence in the financial system is
the decline in the risk premia Japanese banks must pay in the domestic money
markets and the virtual disappearance of the Japan premium — the premium Japa-
nese banks have had to pay on loans raised in the international inter-bank
market — for those banks that have continued to raise funds internationally
(Figure 1.7).

It is, however, uncertain if the measures carried out so far will suffice to
bring the banking system back to health. Capital injections of ¥ 7% trillion look
small compared to the officially estimated size of problem loans of ¥ 51 trillion
(around 10 per cent of GDP) in 19 major banks as of end-September 1998:
¥ 6 trillion of non-recoverable loans and ¥ 45 trillion of doubtful lodremme of
which are already, or will probably become, non-performing. Moreover, the size
of problem loans has most likely increased since property prices have continued
to fall during the recession, and private estimates of problem loans in the banking
system as a whole have ranged as high as ¥ 150 tritidturthermore, it is not
yet clear whether the restructuring measures will suffice to cut costs and restore
profitability, as they are intended to do, even if balance sheets are adequately
capitalised. Moreover, the success of these measures in the long term will depend
on whether they induce greater emphasis on commercial criteria in banks’ lend-
ing decisions. In view of the critical importance of restoring confidence in the
banking system for the economy as a whole, the best strategy for the authorities

9. Credit exposures for which an adequate specific risk management is needed (so-called Category Il
loans). A loan loss requirement of 15 per cent now applies to some of these loans.
10. OECD Economic Survey3apan, Paris, 1998, p. 4.
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Figure 1.7. Risk premia in Japan

Interest rates paid by Japanese banks Japan premiufm
Per cent % points
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12 —— CD 3-month 12
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1. Repurchase rate (Gensaki).
2. Percentage point margin of the average three-month borrowing rates for US dollars of the two major Japanese banks over LIBOR.
Source: Bloomberg.

might be to err on the side of caution and insist on larger public capital injections
and more forceful restructuring than currently envisaged.

Even if bank recapitalisation restores the normal monetary transmiss8ustained recovery will require
mechanism, a sustained recovery while fiscal consolidation proceeds will regsirectural adjustment
considerable structural adjustment. Over-manning in Japanese companies
appears to have reached record levels, judging by company surveys and the
recent decline in labour productivity levels. Indeed, companies could have
reduced their 1998 employment levels by 2% per cent in 1998 if they had merely
kept their productivity levels (measured as output per employee) unchanged from
the previous year. Moreover, secular efficiency gains suggest that the scope for
labour retrenchment could have been substantially greater. Apart from the gen-
eral commitment to the traditional system of lifetime employment, this over-
manning has also been encouraged by government subsidies to companies
carrying under-utilised labour on their payrolls, andd®/factohigh firing costs.

The system of lifetime employment is coming under increasing strains. Tifree lifetime employment
recession has reduced profits in the business sector in general and in manufasytstem is likely to come under
ing in particular, through both lower sales and lower profit margins (Figure |.8)creasing strain as companies
As a result, the capital income share in the business sector has continuese#k to improve profitability...
downward trend, reaching levels not seen since the early 1980s. Japanese busi-
nesses need to restore profitability, and they may have no alternative to reducing
surplus labour towards that end. Indeed, rationalisation has already started, and a
number of corporations have announced big cuts in their staffing levels. These
will be phased in gradually to respect the implicit commitment to lifetime
employment, where that exists, but the impact will fall on new entrants to the
labour force and those displaced as fiscal retrenchment proceeds. If the weakness
of the economy continues, companies might be forced to adopt more prompt
employment adjustments.
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... and a labour shake-out
could further undermine
consumer confidence

Policy makers must facilitate
adjustment

Figure 1.8. Profit margins! in the Japanese non-financial——
corporate sector
Per cent
6

—— Total — = Non-manufacturing

= == Manufacturing

1985 86 87 88 89 90 91 92 93

1. Current profits as a percentage of total sales.
Source:Bank of JaparEzconomic Statistics Annualarious issues.

If corporate restructuring and, eventually, fiscal retrenchment are accompanied
by further increases in open unemployment, they would work against the revival of
consumer confidence which now appears to be under way (Figure 1.9). The low level
of consumer confidence that has prevailed until recently can be attributed, at least in
part, to concerns about job security in a society that has put a high value on life-time
employment. As there is evidence from the past that flagging consumer confidence is
associated with increased saving, the needed restoration of profitability might put a
brake on a recovery and might even trigger a renewed downturn.

Figure 1.9. Business climate and consumer confidence indicators——

in Japan
% balance Index value
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1. Balance of positive and negative answers (“favourable” minus “unfavourable”) as a percentage of total replies.
2. An index which can take a value from O (“will deteriorate”) to 100 (“will improve”).

Source:OECD,Main Economic Indicators.

The critical challenge for policy makers at present is to facilitate the inevitable
restructuring of the economy. Adjustment in the existing corporate sector appears to
require financial restructuring to reduce indebtedness, which could be facilitated by
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debt-equity swaps. It might also be encouraged by a more generous safety net for the
unemployed. But it is essential that enough jobs be generated elsewhere to absorb the
release of surplus labour from existing enterprises and any cuts in employment that
will result from the fiscal consolidation. This would minimise the short-term costs of
restructuring, and speed up the realisation of the long-term gains to the economy due
to more efficient resource allocation.

The key to a rapid deployment of labour will be to remove obstacles to enter-
prise creation in order to reverse the trend decline in the birth rate of firms. Regula-
tory reforms are needed to restore business dynamism, and the Japanese authorities
have indeed taken important steps in this area with beneficial results. However, regu-
latory reforms to date have typically been of an incremental nature and with a long
delay in actual implementation. A recent OECD repanas documented a detailed
list of areas where reform needs to be vigorously pursued, including telecommunica-
tions, the electricity market, labour and financial markets, general competition legis-
lation and market access for foreign firms. To harness the capacity of the private
sector to create new enterprises and generate jobs, the authorities need to take
decisive measures in these areas.

Europe: coping with cyclical divergence

There has been a general slowing of activity in the mature economies of wAstivity has slowed across
ern Europe, and considerable divergence in cyclical conditions has emengempe and cyclical divergence
throughout the region, both within the euro area and among countries not partias emerged
pating in monetary union. A number of countries have continued to enjoy robust
non-inflationary growth while others have slowed to below potential rates (notably
Germany and lItaly) or nearly stopped growing altogether (the United Kingdom).
Questions this divergence raises for policy include why it has occurred, whether it
will persist if no measures are taken to deal with it, and, if so, whether countries
where economies are weak will rebound or whether their weakness will spread
more widely.

The issue mainly concerns the detachment of Germany and Italy from the
rest of the euro area, particularly France. A number of forces appear to have con-
tributed. First, relatively high direct trade exposures and their export product
mixes made Germany and Italy more vulnerable to the emerging markets crisis
than many other countries. Second, the deterioration in business confidence has
been more marked in Germany than elsewhere since last summer. Third, while
long-standing regional problems in eastern Germany and southern Italy are struc-
tural rather than cyclical, they operate to reduce the ability of these economies
to adapt to changing conditions. Indeed, in some respects the detachment of
Germany and lItaly is not a recent phenomenon; their relative employment perfor-
mance has been persistently poorer than elsewhere, even during periods such as
the upswing after the 1993 recession when demand and activity were compara-
tively buoyant (Figure 1.10).

As the international situation stabilises, some, although not all, of these forGeswth will rebound but
will dissipate. Furthermore, household confidence in the area remains high, in clivergences will persist
trast to business confidence (Figure I.11). Private consumption should remain buoyant,

11. OECD,The OECD Review of Regulatory Reform in JapRaris, 1999.
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Figure 1.10. Employment in selected euro area countries——
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supported by rising disposable incomes as the pace of fiscal consolidation has slowed.
Germany and Italy should benefit from this buoyancy as their exports to the rest of
the area pick up, and activity in the area as a whole is projected to strengthen again
later this year and in 2000 (Table 1.12). While weakness in Germany and Italy seems
unlikely to prevent the rest of the area from performing well, growth in these two
countries is projected to remain modest and output gaps to remain large. Indeed, the
output gap for the euro area as a whole will largely reflect cyclical slack in Germany
and Italy.

Monetary policy in the euro Monetary policy in the euro area is now directed at ensuring price stability in the
area cannot respond to area as a whole, and cannot respond to economic slack in individual countries except
conditions in individual to the degree that this affects the overall inflation picture. The low level of underlying
countries inflation (Figure 1.12) and rising slack in the area allowed the European Central Bank
(ECB) to reduce interest rates in April. This decision should work to reassure the
public that it is taking a symmetric approach to policg, that avoiding deflation is
as important as avoiding excessive inflation. However, there are limits to the scope
for further easing. Even before the recent cut by the ECB, average policy rates in the
euro area had already been lowered significantly during the past year, as interest rates

Figure 1.11. Business climate and consumer confidence indicators——
in the European Union
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1. Balance of positive and negative answers as a percentage of total replies.
Source:EurostatEuropean Economy, Supplement B.
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—— Table 1.12. Macroeconomic indicators in the euro area, 1996-2000 ——
Per cent change, volumes

1996 1997 1998 1999 2000
Private consumption 17 15 29 2.7 26
Government consumption 20 0.1 12 13 12
Gross fixed capital formation 0.6 20 4.0 31 4.0
Final domestic demand 16 13 28 25 2.6
Stockbuilding? -04 0.6 0.6 -0.2 0.0
Total domestic demand 11 19 34 2.3 2.6
Exports of goods and services® 7.6 111 44 3.0 53
Imports of goods and services® 4.7 87 7.7 42 5.7
Net exports? 0.5 0.6 -0.3 -0.1 0.1
GDP at market prices 16 25 29 21 2.6
GDP deflator 20 14 15 14 15
Memorandum items:
Private consumption deflator 25 19 13 12 14
Industria production -0.1 41 39 18 33
Unemployment rate 123 124 11.7 11.2 10.6
Output gap -2.0 -1.7 -1.0 -1.2 -1.0
General government financial balance 4.1 -25 21 -2.0 -17
Current account balance ($ billion) 80.2 105.0 89.5 81.9 91.8
Current account balance (% GDP) 11 16 14 12 14

a) Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
b) Excluding intra-euro area trade.

converged to the lowest rates within the area. The full effects of this may not yet have
been felt. The depreciation of the euro since the beginning of the year is also acting as
a stimulus to demand. Furthermore, real interest rates in the euro area are at their low-
est level for a long time (Figure 1.13) and the growth of monetary aggregates has
exceeded the indicator rate set by the ECB (Figure 1.14).

Most other EU countries, as well as Norway and Switzerland, have some scope
for adapting monetary conditions to their cyclical situations. In the United Kingdom,
weak activity implies room for further easing and in Sweden this could involve bring-
ing interest rates close to comparable euro rates. Commitments within the European

Figure 1.12. Inflation trends in the euro area
Year-on-year percentage changes
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1. Excluding unprocessed food and energy.
Source:European Central Bank.
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Limits to the scope for counter-
cyclical fiscal policies...

Figure 1.13. Real interest rates in the euro area———
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Note: Interest rates for the euro area are moving GDP-weighted averages of national interest rates.

Real short-term interest rates are measured by deducting the annual percentage change in the GDP deflator from nominal
rates and real long-term rates by substracting the low frequency component of the annual change of the GDP deflator using
the Hodrick-Prescott filter.

Exchange Rate Mechanism will act as limiting factors in Denmark and Greece, but in
the latter country the approaching prospect of joining the euro area should lead to
lower risk premia in interest rates.

While countries currently suffering from deficient demand could, in principle,
use fiscal policy as a counter-cyclical device, actual deficits and, for EU countries,
the constraints of the Stability and Growth Pact preclude this in practice. Although
underlying structural balances appear set to improve somewhat, neither Germany nor
Italy has scope for providing fiscal support for activity if commitments to bring bud-
gets “close to balance” by 2002 are to be met. Countries experiencing excess demand
could usefully tighten fiscal policy, thus reducing inflationary pressures. However, it
is notable that in two countries where output gaps have already been eliminated,
Finland and Ireland, budget positions are already in substantial surplus. Experience
suggests that fiscal tightening can be politically difficult in such circumstances.

Figure 1.14. Growth of M3 in the euro area
Year-on-year percentage change

Per cent
9
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Source: European Central Bank.
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As has often been emphasised in OECD anal{s#ssxible adjustments in labour ... increase the importance of
and product markets are necessary if European economies are to enjoy satisfdlewityle market mechanisms
employment performance. They are especially indispensable to deal with asymmetric
cyclical conditions in a monetary union when the use of fiscal policy is constrained.

The divergent changes in unit labour costs in the slow-growing and fast-growing mem-
bers of the monetary union show that these adjustment mechanisms are broadly operat-
ing (Figure 1.15). The fast-growing and slow-growing members are faced with a
decline and an improvement in their competitiveness, respectively, within the union,
which will ultimately tend to harmonise performance. However, the strength and speed
of the response of labour costs to changes in labour market conditions is held back by
regulations and institutional arrangements in the labour market. Reforms in this area
would speed up the convergence process, and make countries participating in the mon-
etary union less vulnerable to possible future asymmetric shocks.

Figure 1.15. Projected output gaps and unit labour costs
in euro area countries? 1999
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Structural reforms are also critical to achieving significant reductions in unefnsignificant reduction in
ployment and higher output growth in the European economy in the medium andmployment requires labour-
longer term. As a few European countries have demonstrated, wide-ranging refonanrket reforms...
in labour and product markets that durably reduce the structural unemployment rate
increase the productive capacity of the economy and allow growth to be higher in the
medium term. Though the specific content of the reform strategy has differed across
these countries, they have been broadly in line with recommendations GERD
Jobs Strategyo increase societies’ adaptability to change. With evidence accumulat-
ing that theOECD Jobs Strateggielivers higher employment and lower unemploy-
ment, countries can embark on reforms along these lines with greater certainty than
before!? Indeed, further delays in implementing the strategy will continue to cramp
growth prospects for individual countries and the euro region as a whole.

12. See OECDEMU, Facts, Challenges and PolicieRaris, 1999, for an extensive discussion of the
issues. Previous issues of td&€CD Economic Outlook&nd various publications setting out tB&CD
Jobs Strategave regularly treated these issues.

13. See OECDThe OECD Jobs Strategy: Assessing Performance and PBlaris (forthcoming).
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... and stronger competition in
product markets

More competitive product markets are also required to strengthen economy-
wide dynamism and efficiency in the medium and long term. The adoption of the sin-
gle currency can be expected to strengthen market discipline in euro area countries
over time, and the deeper integration of the single market is already spurring compa-
nies to merge in order to take advantage of economies of scale and scope. However,
to permit businesses to take the maximum advantage of shifting technological oppor-
tunities, it is important to eliminate barriers to entry and to reduce barriers to exit.
The abolition of statutory monopolies in areas such as telecommunications and the
energy market for intensive users is encouraging greater efficiency and stimulating
innovations, but care must be taken to create a genuine level playing field for all
competitors. Barriers to exit need to be reduced to allow production factors to be
released to activities with higher benefits to society. There is much that remains to be
done in European countries to reduce subsidies to particular sectors.

Appendix: The OECD medium-term reference scenari

The medium-term reference
scenario extends
the projections to 2004

Its main purpose is to provide a
basis for scenarios and
simulations

The OECD medium-term reference scenario extends the short-term projec-
tions on a consistent basis to the end of 2004. The current version features a con-
tinuation of the short-term area-wide expansion, with medium-term growth of 2%
to 2% per cent, consistent with steadily closing output gaps, and growth in world
trade recovering to an average 7% per cent per annum. Excluding certain high
inflation countries, area-wide inflation remains stable at around 1% per cent per
annum; the average unemployment rate falls by a ¥ percentage point over the
period but remains stubbornly high in a number of European countries. The cur-
rent phase of fiscal consolidation towards overall balance is projected to continue
over the medium term, but the distribution of government net lending positions
across countries and regions is quite uneven, with substantial surpluses in a num-
ber of countries offset by large but declining deficits in others. As a consequence,
government debt stabilises for the area as a whole, but remains high in a number
of countries and continues to rise in Japan. In spite of the closure of output gaps,
the present levels of current account imbalances between the major OECD coun-
tries and regions persist over the medium term, mostly reflecting underlying
structural factors.

Scope and key assumptions

The medium-term reference scenario is highly conditional on specific
assumptions about policies and economic developments in OECD and non-
OECD countries and regions. Its main purpose is to provide a basis for compari-
sons with simulations and scenarios based on alternative assumptions. It is also
intended to provide insights on the possible build-up or unwinding of specific
imbalances and tensions in the world economy over the medium term and the
scope for policies to assist the adjustment process.

The reference scenario does not embody a view about the timing of future
cyclical events, but instead assumes a pattern of growth such that the gap
between actual and potential output is broadly eliminated in all OECD countries
over the medium term. Commodity prices and key exchange rates are assumed to
be unchanged in real terms beyond the short-term horizon (with certain
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exceptions). Monetary policies are assumed to be directed towards keeping infla-
tion low or in line with medium-term objectives. Fiscal policies are assumed to
be consistent with current policy settings and, for the most part, continued fiscal
consolidation, achieved at fixed tax-to-GDP ratios, through trend reductions in
public consumption and social spending.

Consistent with short-term projections, the reference scenario assumes a progres-
sive recovery of economies in the non-OECD regions, with import growth adjusting
steadily back towards historic trend rates of growth over the period. In level terms,
however, imports in the Asian crisis economies only revert to some 80 to 90 per cent of
pre-crisis trend levels (depending on the region).

Broad features of the reference scenario

After growing at an annual rate of just over 2 per cent in the short term, olikke scenario projects OECD
put in the OECD area as a whole is projected to accelerate somewhat in 200 laagal output and world trade to
grow thereafter at an average 2% per cent per annum, consistent with the clasinglerate in 2001
of estimated output gaps by 2004 (Table 1.13). Over the same period world trade
growth recovers from current rates of 4 to 4% per cent to a stable 7% per cent per
annum in 2001 and thereafter. Given very different short-term cyclical positions,
the pattern and timing of growth differs significantly between the main OECD
regions (see Figure 1.16).

With GDP in the United States continuing to grow strongly in the short term,
some slowing towards potential is expected in 2000 and 2001, mostly reflecting a
slowdown in domestic demand as the adjustment to higher levels of stock market
wealth dissipates. Thereafter, activity expands at around 2% per cent per annum,
converging to potential (which grows at about 2% per cent). In Europe, output
gaps are still substantial in some countries (most notably Italy) and the recovery
of output growth is assumed to strengthen further in the short term, rising to an
average 2% to 2% per cent over the medium term following robust growth in con-
sumption and investment. Given continuing and substantial near-term weakness,
the process of medium-term adjustment is more drawn out in the Japanese econ-
omy. In spite of some slowing of potential output growth in recent years (to
around 1 per cent), the short-term GDP projections imply a further considerable
widening of the output gap (to around 5 per cent in 2000), which is likely to close
only gradually over the medium term. After stabilising in 2000, GDP is projected
to recover steadily thereafter, supported by stronger consumption demand and
exports benefiting from the recovery in Asia, before slowing gradually towards
the end of the period.

Labour productivity in the OECD is assumed to accelerate slightly fronLabour productivity is assumed
recent rate of 1% per cent to grow at about 1% to 1% per cent — broadly considteatcelerate slightly but
with average growth over the past decade. Area-wide employment growtkhisfall in unemployment will
expected to remain at around an average 1 per pentannumand, with the be modest
labour force also growing at a little below 1 per cent, the resulting reduction in
unemployment for the OECD area is relatively modest, with an unemployment
rate of around 6% per cent by 2004. For OECD Europe, the reduction in unem-
ployment is somewhat larger, from around 9% per cent this year to around 8% per
cent by 2004, close to its 1990 trough. Within the euro area, the unemployment
rate falls by similar amounts but remains high at an average 9% per cent in 2004,

10 per cent or higher in France, Italy, Belgium and Spain.
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Table 1.13. Medium-term reference scenario summary

Per cent

Rge?lov(\i?P Inflation rate2 Unemployment rate® Current balance® Long-term interest rate

2001-2004 2000 2004 2000 2004 2000 2004 2000 2004
United States 23 15 23 4.4 54 -35 -34 5.2 5.7
Japan 2.3 -0.6 -0.6 53 4.0 35 35 18 28
Germany 25 13 14 10.0 9.2 0.2 0.6 4.2 5.0
France 23 11 15 10.8 10.1 26 34 4.2 5.0
Italy 28 15 15 11.9 10.1 22 26 44 5.0
United Kingdom 2.0 25 24 7.3 75 -0.1 -05 46 5.0
Canada 2.7 19 23 7.7 7.6 -19 =17 5.2 5.7
Total of major countries 23 12 16 6.6 6.5 -0.6 -05 43 4.9
Australia 32 28 21 74 7.0 4.7 -3.6 55 6.3
Austria 25 14 13 6.1 5.6 21 -2.0 4.2 5.0
Belgium 20 15 18 109 10.5 4.3 45 4.3 51
Czech Republic 32 6.1 4.7 85 7.0 22 -0.8 8.2¢d 9.3d
Denmark 23 28 2.7 58 6.0 -1.0 -05 4.6 5.6
Finland 36 18 2.2 10.0 8.3 6.1 7.1 4.4 5.2
Greece 3.6 26 20 10.1 8.2 -2.9 2.1 6.54 3.9d
Hungary 44 7.0 4.2 7.0 55 -6.2 4.3 12.9¢ 9.4d
Iceland 24 4.2 53 20 37 -6.3 4.2 9.6 10.4¢
Ireland 55 37 31 59 6.5 0.0 -12 43 51
Korea 51 2.3 18 75 50 35 -16 8.0 7.2
Mexico 4.7 105 7.2 32 32 4.1 4.5 17.0 11.8
Netherlands 29 21 19 4.1 4.4 59 6.5 4.2 4.8
New Zealand 31 19 18 6.8 57 59 -35 5.6 6.2
Norway 2.6 24 18 4.0 4.0 6.3 75 4.6 4.8
Poland 52 55 36 10.7 8.6 56 58 13.9 9.0
Portugal 30 25 24 50 50 4.7 5.1 44 52
Spain 3.2 2.6 2.0 16.2 145 -19 23 43 5.0
Sweden 25 12 15 53 53 18 2.2 45 52
Switzerland 19 12 13 27 24 7.6 8.1 24 4.0
Turkey 5.0 31.0 212 6.4 55 -0.7 -0.9 57.0 38.0
Total of above European countries 2.7 2.0¢ 1.9¢ 9.3 84 11 13 4.7¢ 5.2¢
Total of above OECD countries 26 1.7¢ 1.8¢ 7.0 6.5 -05 -04 4.9¢ 5.3¢
Euro area 2.6 15 16 10.6 9.7 14 17 4.2 5.0
Note: For further details see ‘** Sources and Methods'’.
a) Percentage change from the previous period in the GDP deflator.
b) Per cent of labour force.
c) Per cent of nominal GDP.
d) Short-term interest rate.
€) Excluding Turkey.

The scenario shows further Given the current fiscal assumptions and sustained medium-term growth, the

progress in reducing budget scenario shows some further progress being made in reducing actual and structural
deficits deficit levels as shares of GDP. For the OECD area as a whole, government deficits
fall gradually from around 1% per cent of GDP this year and next to near balance by
the year 2004 (Table 1.14). Overall, the pace of fiscal consolidation is sufficient to
stabilise the ratio of gross general government financial liabilities to GDP for the
total OECD area at recent levels, at around 70 per cent by 2000, with some improve-
ments thereafter. Nonetheless, there are significant differences between regions.

For the United States, government net lending remains in significant and grow-
ing surplus over the period, rising to around 2%z per cent of GDP by 2004. As a result
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Figure 1.16. Medium-term reference scenario
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Table 1.14. Fiscal trends in the medium-term reference scenario
As a percentage of nominal GDP

Gross public debt

Financial balances?® Gross financial liabilities® (Maastricht definition)®
Change between
2000 2004 2000 2004 2000 and 2004 2000 2004
United States 1.8 25 51.7 42.0 97
Japand -9.0 -6.4 117.6 148.3 30.7
Germany © -19 -1.1 63.0 61.6 -14 61.0 59.6
France -2.0 -1.0 67.7 65.8 -19 59.4 57.5
Italy 2.1 -0.7 116.8 105.4 -11.4 115.6 104.2
United Kingdom -0.4 -0.1 54.0 48.5 5.6 46.2 40.6
Canada 1.7 1.8 81.6 66.0 -15.6
Tota of above countries -13 -0.2 72.3 71.3 -1.0 69.8 65.1
Austraia 0.7 12 255 145 -10.9
Austria 2.1 -1.8 62.9 63.8 0.9 62.9 63.8
Belgium -0.8 0.0 109.9 96.8 -13.2 109.9 96.8
Czech Republic -4.0 -35
Denmark 19 24 52.0 38.7 -13.3 48.0 34.8
Finland 2.7 4.3 454 335 -11.9 4.7 32.8
Greece 21 0.0 103.5 88.9 -14.6 103.5 88.9
Hungary -4.8 29
Iceland 0.3 -08 415 36.6 —4.9
Irelandf 21 21 43.0 225 -20.4 40.1 21.0
Korea -1.0 1.0 19.5 30.5 11.0
Netherlands -1.7 -0.6 66.1 59.5 -6.6 66.1 59.5
New Zealand -0.3 13
Norway 39 4.9 35.4 35.7 0.3
Poland -3.0 2.4
Portugal -1.8 -1.1 56.0 49.8 -6.2 56.0 49.8
Spain -14 -0.7 71.2 64.8 -6.5 65.3 58.8
Sweden 20 37 61.8 40.2 -21.6 61.6 40.0
Total of above european countries -1.4 -0.6 734 67.0 -5.9 69.5 63.5
Total of above OECD countries -1.2 -0.1 69.8 68.1 -1.7
Euro area -1.7 -0.8 75.7 70.5 5.2 72.4 67.3

Note: For further details see ** Sources and Methods'’.

a) General government fiscal surplus (+) or deficit (-) as a percentage of GDP. For Germany (starting 1993), France (starting 1991) and Sweden (starting 1995),
financial balances measured according to Maastricht definitions.

b) Includesall financial liabilities, as defined by the System of National Accounts (where data availability permits) and covers the genera government sector, which isa
consolidation of central government, state and local government and the socia security sector.

¢) The Maastricht definition of gross public debt is based on data provided by the Commission of European Communities up to 1998 and projected forward in line with
the OECD projection for GDP and general government financial liabilities.

d) The 1998 outlays would have risen by 5.4 percentage points of GDP if account were taken of the assumption by the cental government of the debt of the Japan
Railway Settlement Corporation and the National Forest Special Account. This debt is included in the gross financial liabilities.

€) Includes the debt of German Railways Fund from 1994 onwards and the Inherited Debt Fund from 1995 onwards.

f) The debt ratio calculated for the purposes of monitoring progress towards the Maastricht debt criteriais lower than which is obtained using national measure of GDP,
due to the use of EU measure of GDP which excludes royalty payments.

public sector debt is expected to fall significantly. Within Europe, most countries
continue to make further progress in reducing deficits or maintaining surpluses but in
a number of cases the “close to balance” objective is not really achieved. Indeed, the
average deficit for the euro area (around 2 per cent of GDP in 1998) falls but is not
eliminated (it remains around % per cent of GDP) in 2004. This does, however pro-
duce improvements in public sector debt-to-GDP ratios. By contrast, for Japan the
combination of economic recession and fiscal stimulus has resulted in large actual
and underlying structural deficits in the short term. With economic recovery proceed-
ing only slowly over the medium term, progress with fiscal consolidation is
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extremely limited and projected deficit reductions (to around 6% per cent of GDP
by 2004) are achieved only through a substantial slowing of government consump-
tion and reductions in investment expenditures. As a result, the projected levels of
general government debt rise quite substantially over the period (an increase of over
30 per cent of GDP by 2004).

Monetary policy in the scenario is keyed to ensuring that inflation remains Idpnetary policy ensures that
at or below 2 per cent for the area as a whole, although developments vary aénfission remains low
countries and regions. For the United States, inflation rises moderately over the
period to around 2¥ per cent. For Japan, where the negative output gap is large and
closes slowly over the period, the underlying rate of inflation remains stable at
around —%2 per cent. For Europe (excluding Turkey), the rate of inflation remains sta-
ble, at around 1% per cent, with a slightly lower rate of around 1% per cent within the
euro area.

With regard to sectoral balances, the main counterpart to the general impraude current account
ment in budget deficits is a decline in private sector saving and investment balaadgsstment takes place
(most notably for the United States business sector) associated with continued robust
growth. For the OECD area, the external sector remains in small deficit (*2 per cent
of GDP) over most of the period, and, in the absence of significant exchange rate
movements, there is little overall adjustment in the current external imbalances
between regions.

With unchanged real exchange rates, for OECD Europe, there is some modest
increase in the current external surplus to around 1% per cent of GDP in 2004. For
the United States, the external deficit stays at around 3% per cent of GDP and private
sector savings remain low. For Japan, the external surplus also stays at around 3% per
cent of GDP; private sector saving declines moderately but remains at a relatively
high level. Although the output gap for Japan is currently much larger than for most
other OECD countries, its potential growth rate is also estimated to be much lower
(reflecting mostly demographic factors affecting labour supply) and the closure of the
gap over the medium-term implies little difference in the growth rates of GDP or
imports relative to those of other countries. Without major changes in potential
growth rates or trade openness, associated for example with structural reforms, and at
current real exchange rates, the projection implies little scope for further significant
adjustment in current account imbalances from current high levels.
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. DEVELOPMENTS
IN INDIVIDUAL OECD COUNTRIES

United States

In 1998 strong productivity growth and terms-of-trade gains underpinned another year of rapid growth with low infla-
tion. The buoyancy of aggregate demand, notably business investment and household consumption, was supported
part by high and rising share prices. As the wealth effect from the stock market starts to wane and falling capacity utili-
sation in manufacturing damps investment, output growth may ease in 1999 and drop to around 2 per cent next year. As :
result, unemployment, after remaining remarkably stable recently, may rise somewhat. Falling inflation expectations and
a slowing economy should help to limit the increase in prices.

Growth at recent rates will give rise to overheating if it persists. But with inflation still low and the economy expected to
slow, there are no immediate pressures to change the present stance of monetary policies. Fiscal policy should guart
against a breach of the legislated spending caps in order to preserve the expected significant federal budget surpluse:
and reduce net public sector debt, thereby protecting future Social Security benefits.

The US economy grew strongly in the fourth quarter of 1998 and its buoya@yntinued strong growth...
continued into the first quarter of 1999, with growth outpacing, the 3% per cent rate
seen in the previous three years. Substantial gains in both labour and capital produc-
tivity, not all of which appears to have been cyclical, have supported this good perfor-
mance. In addition, rapid growth in the capital stock has boosted the potential growth
of the economy to close to 3 per cent. Consequently, although the unemployment rate
dropped by a further quarter of a percentage point over the past year, to reach 4.3 per
cent in the first quarter of 1999, signs of overheating have not yet appeared.
Employee compensation has even decelerated slightly, apparently reflecting an

United States

Higher stock prices boost consumptioh But falling capacity utilisation points

to lower investment
Per cent Per cent % of capacity
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1. Twelve-month moving average of the monthly Wilshire 5000 stock price index deflated by the consumer price index, yepenreytaye changes.
2. Year-on-year percentage changes.
3. In manufacturing.
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... owes much to higher wealth

... financed by accelerating

and investment...

Employment, income and inflation
Percentage changes from previous period

1996 1997 1998 1999 2000
Employment? 19 24 22 18 15
Unemployment rate® 54 49 45 42 44
Employment cost index 2.8 31 35 3.0 3.7
Compensation per employee® 2.7 39 39 4.1 4.2
Labour productivity® 17 17 18 2.0 0.6
Unit labour cost® 10 22 21 21 36
GDP deflator 19 19 1.0 11 15
Private consumption deflator 2.0 19 0.8 13 18
Real household disposable income 25 24 31 32 24

a) Establishment basis.
b) As a percentage of labour force.
¢) In the business sector.

easing in inflation expectations. This has helped the annual inflation rate to drift lower
—to 1 per cent according to many price indicators — despite the fact that the speed at
which import prices have been falling has slackened somewhat in recent months.

Domestic demand appears to have been boosted by pronounced wealth effects,
as continued improvement in corporate profitability in many sectors of the economy
has underpinned equity prices. After quickly recovering from their third quarter falls
(aided by three cuts in official interest rates from 5.5 per cent to 4.75 per cent by
November 1998), equity prices rose to a new all-time high at the end of April, 12 per
cent above their peak in the summer of 1998. With their balance sheet positions thus
strengthening, households continued to reduce their saving rate and, by the first quar-
ter of 1999, were consuming more than their disposable income.

A key element in sustaining the recent performance of the economy has been

Per cent

10

credit growth  surging outlays on plant and equipment that has boosted the demand for credit. This
development, encouraged by a continued fall in the price of investment goods and
lower interest rates, has led to a rapid growth of the capital stock, exceeding that of
employment to a much greater extent, during an upswing, than seen since the
United States
Unemployment has fallen steadily But inflation continues to slow

Year-on-year change
Per cent

8

—— GDP deflator
=== Consumer price index

4 0
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Financial indicators

1996 1997 1998 1999 2000
Household saving ratio? 31 22 0.5 -0.8 -1.0
Private sector financial balance -0.8 -2.0 -39 4.7 -4.6
General government financial balance® -0.9 0.4 17 19 18
Current account balance® -1.8 -1.9 2.7 -34 -35
Short-term interest rate® 5.0 51 4.8 45 45
Long-term interest rated 6.4 6.4 53 5.2 5.2

a) As a percentage of disposable income.
b) As a percentage of GDP.

¢) 3-month Treasury bills.

d) 10-year government bonds.

early 1980s. With housing investment also strong, total borrowing by the domestic
non-financial private sector has accelerated, with bank lending leading to faster
growth in the broad money stock. By the beginning of the second quarter of 1999, the
continued strength in the economy had raised yields on both corporate and ten-year
government notes some 25 basis points above their levels of the second half of 1998.

Despite such developments, a number of factors may contribute to some sRwtthese factors may wane...
ing in growth. Firstin the absence of future substantial increases in equity prices, a
reduction in the pace at which the saving rate has been falling is likely. Second, mort-
gage rate are unlikely to decline further, while housing construction appears to have
moved above a level that can be sustained by replacement demand and the pace of
new household formation. Third, capacity utilisation in manufacturing is falling and
this, with the possible impact of tight labour markets on corporate profitability, sug-
gests that some slackening in the growth of investment may occur. Fourth, fiscal pol-
icy seems set to remain restrictive, with current budget plans only allowing moderate
increases in discretionary government spending in 1999 and cuts in 2000. As a result,

Demand and output
Percentage changes, volume (1992 prices)

1995

current prices 1996 1997 1998 1999 2000
billion $

Private consumption 4 953.9 32 34 49 45 26
Government consumption 11381 0.7 13 11 1.8 0.3
Gross fixed investment 12309 79 7.3 9.7 6.1 10
Public 2184 34 12 0.1 43 16
Residential 284.8 7.4 25 104 53 -53
Non-residential 727.7 9.3 10.7 11.8 6.8 3.0
Fina domestic demand 73229 36 38 52 45 2.0
Stockbuilding? 30.6 0.0 0.5 -0.1 -03 -0.1
Total domestic demand 7 3535 36 42 51 42 19
Exports of goods and services 819.5 85 12.8 15 2.7 5.7
Imports of goods and services 903.4 9.2 13.9 10.6 7.6 43
Net exports? -839 -0.2 -04 -1.4 -09 0.0
GDP at market prices 7 269.6 34 39 39 3.6 20
Industria production - 45 6.0 37 14 18

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
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External indicators

1996 1997 1998 1999 2000

$ billion
Merchandise exports 612.0 679.3 671.1 678 707
Merchandise imports 803.3 877.3 919.0 983 1020
Trade balance -191.3 —198.0 —248.0 -305 -313
Invisibles, net 56.4 2.7 145 2 -7
Current account balance -134.9 -155.2 -233.4 -303 -320

Percentage changes

Merchandise export volumes? 9.7 154 2.2 31 6.0
Merchandise import volumes? 10.0 14.7 11.5 8.2 4.3
Export performance® 3.6 5.6 -0.1 -0.2 04
Terms of trade -06 0.7 28 -09 -10

a) Customs basis.
b) Ratio between the total of export volumes and export market of total goods.

the federal government net lending (on a national accounts basis) could rise to
$110 billion (1% per cent of GDP) both this year and next, even after extra military
spending. With, in addition, the state and local government surplus likely to remain at
about %2 per cent of GDP, net general government debt should fall from 41 per cent of
GDP in 1998 to 37 per cent in 2000.

... slowing the economy and All'in all, economic growth is projected to slip from 3% per cent in 1999 to 2 per

containing inflation  cent next year. While strong consumption is likely to be the main force behind this
year's continued expansion, some weakening in personal spending could be evident,
by the end of the year. The slowdown should be accentuated in 2000 by the assumed
tighter fiscal stance, as slow spending growth boosts the structural budget surplus,
and by the feedback of lower demand growth on private investment. With output
growth slackening, the unemployment rate should start to rise and may move back to
around 4% per cent by the end of 2000. Such an increase, together with a moderation
in inflation expectations, may help to lessen the increase in domestic prices that
might otherwise be associated with such a low level of unemployment. Import
growth may slacken in the projection period as domestic demand weakens and as for-
eign suppliers may have greater difficulty increasing their penetration of domestic
markets given the stabilisation in the dollar exchange rate. Exports may progressively
improve as foreign markets strengthen. Nonetheless, the current account may widen
to 3% per cent of GDP in 1999 and 2000, given the extent to which imports exceed
exports.

The risks to the projection are evenly spread. One source of downside risks to
the projections remains a drop in equity prices. Several factors could trigger a rever-
sal of expectations about corporate profits leading to a sell-off in the market. Nega-
tive international developments might lead to weaker export growth and financial
instability, or alternatively a rebound in domestic inflation coming from a reversal of
terms-of-trade gains, might generate upward pressure on interest rates. An alternative
upside scenario would be that the recent improvement in the domestic supply-side of
the economy proved to be permanent, with continued corporate profit growth bring-
ing another boost to the stock market. This would add to personal consumption, and
raise output. It might also, though, prolong the period of stable inflation, obviating
the need for any change in interest rates.
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The economic situation remains serious, even if the prospects for a stabilisation in activity have improved. Output has
fallen by more than 5 per cent since the recession began in 1997, and the unemployment rate has jumped to record level
All components of private spending shrank in the second half of 1998. Deflationary pressures are still considerable in
line with the widening output gap. A limited recovery in export volumes combined with a build-up in policy support
through the middle of the year could be enough to end the fall in output. But assuming no further fiscal policy action, out-
put is likely to do no more than stabilise.

The possibilities for further macroeconomic support are now severely restricted. Indeed, even the existing level of the
structural budget deficit is not sustainable for much longer in view of the extremely rapid build-up in government debt.
The authorities, therefore, face a limited menu of choices to improve performance. Stepping up the pace of structural
reforms, especially those freeing up business activity and mitigating income uncertainty, would enhance medium-terrr
economic prospects, even if it may not go far in relieving short-term demand deficiency. Substantial progress in recapi-
talising the banking system has been made and, if this allows normal lending operations to be resumed, the easy stanc
of monetary policy may suffice to head off the spectre of deflation.

There have been few signs of any immediate end to the recession. The effeEhefrecession deepened in the

last year's first stimulus package became perceptible during the autumn, as exesgaond half of 1998
fied by a rapid increase in public investment spending. The housing sector also seems

to have touched bottom late last year, and housing starts have risen in recent months.

Export developments have been erratic, but the underlying trend seems to have

improved since around the turn of the year. But on most other counts shrinkage has

continued into 1999. There has been no let-up in the pace of decline in business

investment, as firms continue to recognise the extent of their existing excess capacity

and re-appraise their future capital needs. Available surveys and orders data all sug-

gest that this phase of adjustment will continue for some time to come, despite the

recent limited recovery in business confidence. Business inventories began their cor-

rection more than a year ago, but further progress in clearing the backlog is required.

Meanwhile consumers seem to have preferred to wait for bargain sales before pur-

chasing. Saving propensities reached a record high in the first quarter of this year,

Japan
A deep recession is still underway Countering the credit crunch
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The extra slack has maintained
deflationary tendencies

Fiscal policy has become
increasingly expansionary

Employment, income and inflation
Percentage changes from previous period

1996 1997 1998 1999 2000
Employment 0.4 11 -0.6 -1.0 -0.5
Unemployment rate@ 34 34 41 49 53
Compensation of employees 2.0 24 -0.7 -15 -11
Unit labour cost -29 1.0 22 -0.6 -11
Household disposable income 2.6 14 05 -0.7 -0.3
GDP deflator -14 0.1 0.4 -0.7 -0.6
Private consumption deflator 0.1 14 0.4 -0.3 -0.6

a) As a percentage of labour force.

and household incomes have continued to be squeezed by the dual effects of wage
and employment cutbacks. Despite a stabilisation of the labour force over the past
year unemployment has surged to over 3% million, 4.8 per cent of the labour force, as
overall employment has fallen by nearly 2 per cent since the January 1998 peak.
Overtime has also continued to fall, bringing down hours worked per employee as
well as average wages and salaries.

As slack in the economy has risen, incentives for price-cutting have increased.
Excluding perishable food items, consumer prices have been edging down since last
summer. Other measures of prices show more substantial declines. Domestic whole-
sale and corporate service prices have been falling at a fairly steady rate of around
2 and 1 per cent per year, respectively, while the broad-based GDP deflator has been
essentially unchanged, in part thanks to persistent improvements in the terms of
trade. These, when combined with sharp income-related falls in import volumes and
higher net investment income, led to a jump in the current account surplus to about
$ 125 billion at an annual rate (3.3 per cent of GDP) in the second half of 1998.

The authorities have struggled to implement macroeconomic policies that are
appropriate to the steadily worsening economic conditions. They have implemented

Japan
Financial indicators are still depressed Falling short-term bank credit risks
1990 = 100 1990 = 100 Per cent Per cent
1.0 1.0
70 - = Tokyo share price§ight scale) 85 — “Japan premium” (3 months)
- = = Commercial land price(eft scale) 08 (right scale) . s 08
60 "7 = -- Premium over government DA "‘ ’
75 bond yield (5-yeafYleft scale) CY
0.6 T B 0.6
50
65
40 0.4 0.4
20 55 0.2 0.2
20 45 0.0 0.0
1994 95 96 97 98 99 1996 97 98 99

1. Percentage point margin of the average three-month borrowing rates for US dollars of two major Japanese banks over LIBOR.
2. Percentage point margin of the average five-year bank debenture rate over the five-year government bond rate.
Sources:Bank of Japan; Japan Real Estate Institute.
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Financial indicators

1996 1997 1998 1999 2000
Household saving ratio? 134 12.6 13.6 133 131
General government financial balance® ¢ 4.2 -34 -6.0 -8.7 -9.0
Current account balance® 14 23 32 3.0 35
Short-term interest rate® 0.6 0.6 0.7 0.3 04
Long-term interest rate? 31 24 15 17 18

a) As a percentage of disposable income.

b) As a percentage of GDP.

¢) 3-month CDs.

d) Central government bonds, 10-year maturity.

€) The 1998 deficit would have risen by 5.4 percentage points if account were taken of the assumption by the central
government of the debt of the Japan National Railway Settlement Corporation and the National Forest Special
Account.

the two major fiscal packages of 1998, with the effects of the first visible as from the
autumn. The second, announced in November, included over 8 trillion yen (1.6 per
cent of GDP) in public works and other measures, including vouchers. That was fol-
lowed up with an initial budget for fiscal year (FY) 1999 that was also expansionary.
It included new corporate and housing tax cuts, continued personal income tax reduc-
tions and higher public works outlays, again heavily front-loaded to the first half of
the fiscal year. Spending financed by the Fiscal Investment and Loan Programme
(often called the “second budget”) is also growing, especially in the area of housing.
However, local governments have not been sharing in this stimulus drive because of
their severe financial situation, although they are implementing local income and cor-
porate tax reductions. Overall, the general government deficit, also boosted by the
initial effects of the banking-sector rescue scheme, is believed to have surged to 6 per
cent of GDP last year and looks set to jump further to over 8% per cent this year and
next, even without any further supplementary fiscal measures. Cyclically adjusted,
the deficit is projected to rise from 5 to about 6% per cent of GDP in both 1999
and 2000, and gross debt could increase to 118 per cent of GDP, the highest in the
OECD and double the level at the outset of the 1990s dowritAgsuming no fur-

ther fiscal action, policy stimulus in the form of public investment spending is likely

to peak around the middle of this year, and then would steadily peter out over the
course of next year.

The Bank of Japan has been striving with increasing urgency to head off furffiee monetary authorities tried
downward pressure on prices; it has resisted upward pressure on interest rates atudfbad off recessionary
tried to ensure that creditworthy borrowers are provided with adequate financprgssures, at first with little
Late in 1998 it took a series of actions designed to ease market conditions. First, gigmtess
up a temporary lending facility to finance up to half of banks’ increase in corporate
loans at an interest rate of only 0.5 per cent. This has led to around 1 trillion yen in
additional liquidity. Second, it began to lend to financial institutions with corporate
bonds and loans on deeds as collateral. Third, it expanded commercial paper repur-
chase operations by extending the maturity limit for such paper from three months to
one year. But even these aggressive actions were overwhelmed by deteriorating mar-
ket sentiment. Interest rates were already rising, especially at longer maturities, fol-
lowing the record low levels achieved in October —around 0.7 per cent on 10-year
government bonds — partly in response to increased recognition of the seriousness of

* Even though the net debt ratio is much lower, its rise has been virtually as rapid.
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More recent initiatives have
been more effective...

... but the debate has turned

Demand and output
Percentage changes, volume (1990 prices)

1995

current prices 1996 1997 1998 1999 2000
trillion yen

Private consumption 290.5 29 1.0 -11 -0.1 05
Government consumption 47.4 19 15 0.7 0.6 0.7
Gross fixed investment 137.6 111 -1.9 -88 -33 24
Publica 413 9.2 -10.4 -0.3 142 —45
Residential 241 13.6 -16.3 -13.7 -11 18
Non-residential 721 11.3 71 -11.4 -12.6 22
Final domestic demand 475.6 53 0.1 -33 -0.9 -0.3
Stockbuilding® 0.5 04 -0.1 -0.1 -0.2 0.0
Total domestic demand 476.1 5.7 0.1 -35 -1.2 -0.3
Exports of goods and services 454 6.3 11.6 -2.3 15 39
Imports of goods and services 38.3 11.9 0.5 1.7 -0.5 21
Net exports® 71 -05 14 0.6 0.3 0.3
GDP at market prices 483.2 51 14 -2.8 -0.9 0.0
Industrial production® - 23 3.6 -6.9 -1.6 0.4

a) Including public corporations.
b) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
¢) Mining and manufacturing.

the public finance outlook. Following the announcement of debt-management plans
that called for much less financing by public financial institutions than had been
expected, long-term rates surged, with the 10-year rate reaching nearly 2% per centin
early February 1999. Corporate rates rose even more sharply. The exchange market
responded by driving the yen back up through the key level of 110 to the dollar.

The authorities reacted on a number of fronts. Early in the year they expressed
their displeasure with excessive yen appreciation when the dollar fell below 110 yen,
and since then the currency has fluctuated in a fairly narrow range around 120 to the
dollar. Later, they announced modifications to their deficit financing plans to rely less
on bond issuance to the public, to shift the share of funding to two- and six-year
maturities and to launch a 30-year bond. Then they decided to hold down the Hous-
ing Loan Corporation’s mortgage rate by around 0.4 percentage point relative to nor-
mal procedures. Finally, in mid-February the central bank drove the principal target
rate — the rate on uncollateralised overnight funds — down from ¥4 per cent to nearly
zero. The results have been dramatic. The equities market has jumped back to above
year-earlier levels, and long-term rates have reversed about a half of their earlier
run-up. Also, the “Japan premium” (the higher cost of funds confronting Japanese
banks in global financial markets) has been largely eliminated since the middle of
January.

A lively debate has nevertheless ensued as to whether monetary policy should

to more radical monetary policy do more to ensure faster growth in money and liquidity, now that overnight rates are

options

practically at zero. Alternatives proposed include: explicitly targeting interest rates
further along the maturity spectrum; monetising the government debt by buying more

* |t should be recalled that the yen had been appreciating since the summer, in part because commercial
banks were seeking to shrink their foreign assets and acquire dollars to meet year-end requirements.
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External indicators

1996 1997 1998 1999 2000

$ billion
Merchandise exports 400.4 409.3 3733 386 398
Merchandise imports 316.8 307.5 251.2 258 260
Trade balance 83.6 101.7 122.1 129 138
Invisibles, net -17.8 7.2 -15 -4 4
Current account balance 65.8 94.5 120.7 125 142

Percentage changes

Merchandise export volumes? 0.7 11.8 -12 0.9 4.3
Merchandise import volumes? 5.0 17 5.3 11 21
Export performance® -7.3 0.3 26 5.1 -1.8
Terms of trade —-6.8 -39 6.5 21 0.2

a) Customs basis.
b) Ratio between the total of export volumes and export market of total goods.

bonds, either at issue or in the open market; setting a target growth rate for a money
aggregate (most often base money or M2 plus CDs) or targeting a positive inflation
rate more directly. Thus far, the Bank has refused to adopt any of these strategies,
given the legal, institutional and economic difficulties involved.

Although the worst of the recession is thought to be over, no pickup to speaKloé central projection
is expected. Corporate restructuring will be a major drag for the foreseeable fuisriar a stabilisation of activity
With expectations of future growth rates marked down, the need for the busirssscent low levels...
capital stock, as officially estimated, to grow at the near 4 per cent rate implied by the
current investment levels is dubious. Higher long-term interest rates, impaired credit
supply and squeezed profits will also restrain capital spending. Similar factors will
also encourage firms to continue to gradually dishoard their labour inputs, pushing
productivity towards trend levels and unemployment through the 5 per cent level
later this year. Adjustment is also likely on the wages front, with accelerating
declines in compensation, mainly in the form of reduced bonuses. The result is that
household incomes will stagnate, limiting gains in consumption expenditures. Hous-
ing investment could fluctuate, in response to expectations of a future rise in
mortgage rates and the end-2000 expiry of a temporary housing-related tax cut.

Inventories are projected to continue their adjustment process for the rest of this year,
in line with their still-excessive levels in relation to shipments. A recovery in export
markets, especially in Asia, and a near-stabilisation in domestic demand, could help
bring about a rebound in trade volumes, albeit with only a moderate net external con-
tribution. Overall, real GDP may fall nearly 1 per cent in 1999 before stabilising next
year. This would imply some modest reduction in the current fiscal year. Prices may
edge down this year, although higher oil prices will limit consumer price declines. By
next year, however, price declines could become more entrenched. Persistently large
losses in export market share could bring a pause in the recent uptrend in the current
account surplus in 1999, but it may resume in 2000, owing mainly to a widening
investment income surplus.

Despite the more upbeat mood in the financial markets and the recent recovetyut even a stabilisation may
in consumer confidence, there seem to be few upside risks to these projectimmdifficult to achieve
Rather, the investment and employment cutbacks associated with corporate restruc-
turing could be even more severe, especially if lenders become more concerned with
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business profitability. Deepening fears over job security and the underfunding of both
the public and private pension systems could lead households to boost desired saving,
leading to additional retrenchment. Concerns over the public finances might flare up
anew, boosting long-term interest rates and curtailing interest-sensitive spending.
Finally, notwithstanding the recent recapitalisation of the banking sector and the
resulting alleviation of the credit crunch, there remain medium-term concerns regard-
ing the financial system. Although recent increases in share prices have helped to
strengthen financial institutions’ balance sheets, continuing declines in land prices
may raise the share of loans that are non-performing. And the massive provision of
public funds and a significant increase in the public sector's assumption of credit
risk have been made without, thus far, any market test of whether banks’ lending
practices are now appropriate.

* While major commercial banks, life-insurance companies and foreign banks have continued to shrink
their business lending operations, government financial institutions boosted their lending to business
by 4.6 trillion yen (6% per cent) over the course of 1998. In late 1998 the government decided to pro-
vide an extra 20 trillion yen (over 4 per cent of GDP) in credit guarantees to small and medium sized
enterprises through the mixed public-private corporations which at that point had some 30 trillion yen
under guarantee. By end-February two-thirds of that additional availability had been used up, and
preparations were underway for a further 10 trillion yen allocation. The Bank of Japan has also
absorbed greater risk: for example, by end-1998 it held 42 per cent of all commercial paper outstand-
ing, having purchased 85 per cent of net issuance in the final quarter of the year.
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Growth slowed sharply during the second half of 1998, due to weaker exports and investment activity. Business confi-
dence deteriorated markedly and incoming orders slowed, pointing to weak activity in the first half of 1999. Private con-
sumption, by contrast, should continue to support activity and exports should gradually recover in line with the projected
revival of world trade. While growth for the year is likely to be around 1% per cent, it should accelerate to some 2¥4 per
cent in 2000. Employment growth will remain sluggish and the level of unemployment high.

While the fiscal deficit should continue to fall over the next two years, the decline will be marginal and recent decisions
on pensions and other entitlements mean that further efforts will be required to achieve longer-run fiscal sustainability. A
priority will be to continue the tax reform process so as to widen the tax base and lower statutory tax rates on business
activity. With respect to structural reform, many of the significant flexibility-enhancing labour market reforms of recent
years have been reversed

GDP growth slowed throughout the second half of 1998 and in the fourth qusativity weakened markedly
ter it is estimated to have fallen by some 1% per cent (at an annual &teprts fell in the course of the second half
in the last quarter, with significant declines in exports to Asia and Russia. Imp@ft§998
also declined, but the external sector became an increasing drag on growth. Invest-
ment in plant and machinery, which had been strong during the first nine months of
the year, decelerated rapidly and construction continued to contract. With public con-
sumption falling, second-half activity was underpinned by private consumption,
which expanded by 3 per cent, and by inventory accumulation.

Surveys indicate that enterprises expect manufacturing orders to stabilise business climate has
slowly, but business sentiment has deteriorated markedly since September 199&|edadorated markedly...
the trend has continued into 1999. The deterioration has been more pronounced than
in other European countries, and the stock-market has also been less buoyant.

By contrast, consumer confidence has strengthened markedly. Rising employut consumer confidence
ment has probably contributed to this improvement, as has decelerating conshasemproved

Germany
Business sentiment has deterioratéd And industrial orders have declined
Per cent balance Index 1995 = 100
10 . > : 130
= |ndustrial production (incl. construction)
5 - == Total domestic orders
------ Total export orders H e
o e 120
0
-5
110
-10
-15 100
20 —— Manufacturing sentiment, Germany
- - - Euro area manufacturing sentiment, excluding Germany
-25 90
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1. Industrial confidence indicator in manufacturing. Euro area aggregate is weighted by GDP shares in the euro areaintalGertiany.
Sources:European Commission; Deutsche Bundesbank; OECD.

* Based on national accounts at 1991 prices. Germany began to introduce the European System of
Accounts and 1995 prices in May 1999 onwards (See Box 1.2 in Chapter I).
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Despite high wage growth,

Employment, income and inflation
Percentage changes from previous period

1996 1997 1998 1999 2000
Employment -1.3 -1.3 0.0 0.3 0.4
Unemployment rate? 10.3 114 11.2 10.7 10.0
Compensation of employees 10 0.2 14 29 2.8
Unit labour cost -03 -1.9 -1.3 11 05
Household disposable income 3.7 18 2.8 35 3.6
GDP deflator 1.0 0.6 0.9 0.9 13
Private consumption deflator 2.0 19 0.9 0.7 12

a) As a percentage of labour force.

price inflation; the annual rate of inflation was down to some ¥ per cent at the start of
the year. Real wage increases due to lower household taxes are also reinforcing con-
sumer confidence and should establish a base for continued solid growth in consumer
expenditure.

The 15-month wage settlement in the metal industry agreed at the start of 1999

competitiveness remains implies a 4.1 per cent rise for the year. Wage rates for the economy as a whole are set

unaffected

Financial conditions should
remain supportive

to rise by some 3 per cent. Overall wage costs will, however, rise somewhat less, due
to a reduction of the employer’s pension contribution rate by some 40 basis points in
April. Despite the pick-up in wage growth, international competitiveness will be
roughly maintained. The weakening of the euro at the start of 1999 has partly offset
the effects of the appreciation of the Deutschemark against the dollar in 1998, and
productivity growth has been high so that the real effective exchange rate measured
in relative unit labour costs remains at the level reached at the end of 1997. Enter-
prises are projected to respond to wage rises by raising productivity through lower
employment growth and by a greater emphasis on investment for rationalisation.

Nominal long-term interest rates remain low by recent historical experience,
with yields of 4 per cent on ten-year government bonds. The cost of corporate

Germany
Employment has increased And consumer confidence has improved
Thousands Per cent balance 1995 = 100
34600 5 Consumer confidendgeft scale) 108
0. Retail salegright scale) 106
34400
-5 104
34200 -10 102
-15 100
34000
-20 98
33800 -25 96
1996 97 98 99 1996 97 98 99

Sources:Deutsche Bundesbank; OECD.
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Financial indicators

1996 1997 1998 1999 2000
Household saving ratio? 115 11.0 11.0 112 112
General government financial balance® © -34 2.6 -2.0 -1.9 -1.9
Current account balance® -0.6 -0.2 -0.2 0.0 0.2
Short-term interest rated 33 3.3 35 2.7 2.6
Long-term interest rate® 6.2 5.7 4.6 41 4.2

a) As a percentage of disposable income.
b) As a percentage of GDP.

¢) Maastricht definition.

d) 3-month interbank rate.

€) 10-year bond yields.

borrowing from banks has declined and business lending by the German banking sector
has continued to grow at a brisk pace, implying no financial constraints on growth.

After several years of rapid fiscal consolidation, the general government defigéical consolidation has slowed
is projected to improve only marginally this year, and next. A large number of fisbal is subject to significant
measures have been introduced this year as part of the government’s tax reform packstainty
age which is programmed to bring a net relief of some DM 20 bill#&riQ billion)
by 2002. Households will benefit, while the tax burden on business activity will rise
as business tax allowances are restricted. There are also new commitments for social
spending on pensions and entitlements. Under currently legislated policies the gen-
eral government deficit is projected to decline from 2.0 per cent of GDP in 1998 to
1.9 per cent this year (Maastricht basis) and should remain broadly unchanged

Demand and output
Percentage changes, volume (1991 prices)

1995
current prices 1996 1997 1998 1999 2000
billion DM
Private consumption 19753 16 0.5 19 25 25
Government consumption 686.6 2.7 -0.7 0.6 11 10
Gross fixed investment 735.6 -12 0.1 16 12 31
Public 825 6.4 -8.6 -1.9 36 13
Residential 251.8 -05 -0.7 -38 -0.9 17
Non-residential 401.3 -05 21 5.2 2.0 4.0
Final domestic demand 33975 12 0.1 16 19 2.3
Stockbuildinga 18.3 -05 12 15 -0.1 0.0
Total domestic demand 34157 0.7 14 31 17 22
Exports of goods and services 821.2 51 11.1 5.4 3.0 53
Imports of goods and services 794.2 29 8.1 6.6 3.0 50
Net exports? 27.1 0.6 0.8 -0.3 0.0 0.1
GDP at market prices 34428 13 22 2.8 17 23
GDP at market prices in hillion euros 1 760.3
Industria production - 04 3.6 45 14 35
Memorandum items
Investment in machinery and equipment 262.3 19 39 10.1 25 4.7
Construction investment 4733 =31 25 -4.3 0.2 17

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
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A new approach to labour-
market reform is being
implemented

GDP growth is projected to
slow in 1999 but to pick up later
in the year

External indicators

1996 1997 1998 1999 2000

$ billion
Merchandise exports 522.7 511.2 538.0 536 563
Merchandise imports 451.4 439.3 459.7 459 482
Trade balance 713 71.9 78.3 77 81
Invisibles, net -85.1 —76.0 -81.9 76 —76
Current account balance -13.8 -4.0 -35 1 5

Percentage changes

Merchandise export volumes? 7.1 10.7 4.8 26 53
Merchandise import volumes? 55 6.1 8.3 29 5.0
Export performance® 0.0 0.6 -2.8 -1.2 -0.3
Terms of trade -0.3 -1.6 19 0.1 -0.2

a) Customs basis.
b) Ratio between the total of export volumes and export market of total goods.

in 2000. A number of commitments are not yet legislated and are therefore not
included in the projections, including a constitutionally-mandated increase in family
allowances and further reform of business taxation.

A number of recently-introduced labour-market reforms were reversed at the
beginning of the year and greater emphasis is how being placed on active labour-
market measures and job creation programmes. Local government can now launch
job-creation measures in a wider range of areas and special measures have been intro-
duced to provide work experience for 100 000 youths. New forms of early retirement
have also been advocated. The government has initiated joint discussions with all the
social partners to reach a consensus on how to raise employment.

GDP growth will remain slow in the first half of 1999, with strong private and
public consumption partially offset by weak exports, stagnant investment and de-
stocking. Exports should recover in the course of the year as world trade growth
picks up. Investment activity has been adversely affected by uncertainty about tax
reform and structural policy more generally, but as the policy environment becomes
clearer it is projected to improve slowly. GDP growth should be around 1% per cent
in 1999 and near potential in 2000 (2% per cent). With growth slowing and some
labour-shedding arising from the wage pick-up, employment is likely to begin to
stagnate this year, following strong employment growth in the last half of 1998.
Unemployment should decline gradually, depending on the scale and direction of
active labour market programmes. Despite an increase in energy taxes in April, and
higher world energy prices, inflation should remain subdued at under 1 per cent.

Domestic developments add to The projection is contingent upon a pick-up in world trade growth. Domestic
the generally risky atmosphere risks are also important. Insofar as the rapid deterioration of the business environ-

ment and in investment activity is related to uncertainty about tax policy and the
direction of structural reforms, and these uncertainties are not resolved quickly, the
upturn in investment could be slower than projected. With respect to upside risks,
expansionary monetary conditions in the euro area could lead to a more rapid recov-
ery in European activity than projected and this would improve growth prospects in
Germany.
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GDP growth was vigorous in 1998. Household spending was buoyant and investment picked up strongly from the previou:
year. The financial crises in some emerging markets had a small impact on exports due to France's limited direct exposure tc
those markets. Output growth, however, weakened in the second half as business confidence deteriorated markedly. Re
GDP is likely to grow moderately in 1999, but continued strong consumer spending and revived exports should help restore
more rapid economic growth in 2000. Employment should increase further, partly with the help of subsidies associated with
the shortening of working hours, but not fast enough to reduce the unemployment rate decisively.

Keeping the French economy on a robust growth path will call for policies consistent with dynamic and flexible labour
and product markets, and strong commitment to fiscal discipline. The second law on the 35-hour working week schedule
for discussion in second half of 1999 should be designed so as to avoid an increase in unit labour costs. It would be pru-
dent to reduce the government’s structural deficit in 2000 and build additional safety margins in the budget. This would
accommodate possible unforeseen developments in the coming years, such as lower than expected growth, as well as p
pare for a probable rise in future pension outlays.

The recovery of output witnessed since mid-1997 was sustained in 1998 \Bittong domestic demand kept
real GDP rising by 3.2 per cent, the strongest growth rate in ten y&teble prices, the economy buoyant...
rapid job creation, real wage gains, low interest rates and rising consumer confidence
bolstered private consumption. Purchases of electronic goods, such as microcomput-
ers and mobile phones, and telecommunications and transport services were particu-
larly buoyant reflecting in part the intensified competition in the network sectors.
Favourable prospects for demand and the easing of monetary and financial conditions
brought about a rebound in investment.

Since last autumn, however, industrial production has declined, and busibes®usiness confidence has
confidence has weakened considerably. The contribution of stockbuilding to outpedkened
growth slowed down throughout the year. In addition, the foreign balance contribu-

France
Consumers are confident, but business is nbt Inflationary pressures remain minimal?
Per cent Per cent Per cent
80 . -5 3.0
—— Total industry prospecigeft scale) R —— Total CPI
60 - --- Consumer confidendgight scale) ALK -10 - == Consumer price index excluding food and energy 25
40 -, N -15 -
H -20 .
20 A
Y -25 15
0 30
20 10
- -35
-40 40 0.5
-60 -45 0.0
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1. Balance between optimistic (+) and pessimistic (-) answers.
2. Year-on-year percentage changes.

* In May 1999, France introduced the new European System of Accounts and rebased its national
accounts on 1995 prices. This resulted in slightly different past GDP growth rates, a higher level of
nominal GDP, and a somewhat smaller public deficit in 1998 (see Box I.2 in Chapter I). The present
OECD Economic Outloolwas prepared before ther release of these new data and therefore remains
based on national accounts at 1980 prices.
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Job creation has strengthened,
but unemployment has

remained high

Employment, income and inflation
Percentage changes from previous period

1996 1997 1998 1999 2000
Employment 0.1 0.4 14 12 13
Unemployment rate? 12.3 124 11.8 11.3 10.8
Compensation of employees 34 2.7 38 37 38
Unit labour cost 18 04 0.6 13 12
Household disposable income 24 35 35 35 3.6
GDP deflator 12 0.9 0.7 0.9 11
Private consumption deflator 18 11 0.3 0.7 11

a) As a percentage of labour force.

tion turned negative during 1998, reflecting the weakness of other European econo-
mies. Among the countries in the euro area, France appears to have been less affected
by the crises in emerging economies. The share of exports to East Asia in total trade
is smaller than that in Germany and lItaly, and the share of exports to Russia is mar-
ginal. The relatively high share of services also contributed to limiting the direct
exposure of the French economy to the crises in emerging economies. Accordingly,
the current account was hardly affected in 1998, still showing a large surplus of
2.8 per cent of GDP.

Growth has become richer in jobs. The greater flexibility due to the rise of tem-
porary contracts, part-time work, and cuts in social contributions targetted towards
low wage earners has contributed to the development of service jobs. Private sector
employment grew by 2.2 per cent in the year to December 1998. Public employment
growth was also dynamic, partly as a result of a large-scale youth-employment pro-
gramme which generated 100 000 hires in 1998. In March 1999, the unemployment
rate was 11.5 per cent compared to 12.0 per cent a year earlier. Recent developments
on the 35-hour workweek reflect the decision of the government to provide financial
support to working time reduction in public enterprises. By early April 1999,

3 300 enterprise agreements had been reached covering about 5% per cent of total

France
Capacity utilisation is above long-run average Employment has improved
Per cent Per cent Per cent

87 15 3.5
—— Unemployment ratéeft scale) 3.0

86 - - - Dependent employment in non-farm sectors
14 (right scale) RIS 2.5
85 2.0
84 13 15
1.0

Long-run average
83 12 0.5
82 0.0
11 -0.5
81 -1.0
80 10 -1.5
1994 95 96 97 98 99 1994 95 96 97 98 99

1. In manufacturing.
2. Year-on-year percentage changes.
SourcesINSEE and OECD.
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Financial indicators

1996 1997 1998 1999 2000
Household saving ratio? 133 14.6 141 141 141
General government financial balance® © 4.1 -3.0 -2.9 -25 -2.0
Current account balance® 13 2.7 238 2.6 26
Short-term interest rated 39 35 3.6 2.7 2.6
Long-term interest rate® 6.5 5.7 4.8 41 4.2

a) As a percentage of disposable income.
b) As a percentage of GDP.

¢) Maastricht definition.

d) 3-month interbank rate.

€) Public and semi-public sector bonds.

business sector employment. The number of agreements is expected to pick up after
parliamentary adoption of a second law, which will specify the modalities of work-
ing-time reduction. The impact on employment will depend on the extent to which
the law limits any significant increase in unit labour costs. Such features as setting
the overtime premium at a reasonable level, annualising working hours and using
flat-rate remunerations for managers would contribute to this end.

Despite some slippage on health care outlays, the general government ddihgtpace of fiscal adjustment
declined to 2.9 per cent of GDP in 1998. The state budget law for 1999 projects bifirag- slowed, and several fiscal
ing the deficit down to 2.3 per cent of GDP. Pressure, however, may arise once rmioadlenges still lie ahead
from the social security account. Controls on health care spending remain insufficient,
so that, in the absence of corrective measures, the social security deficit may slightly
exceed the official target in 1999. Initial parameters announced for the 2000 budget
suggest a general governement deficit target of 1.7 to 2 per cent of GDP. This would
require a freeze on state expenditure in real terms. Such a freeze may be difficult to
achieve in view of the social spending priorities of the government: 350 000 youth jobs

Demand and output
Percentage changes, volume (1980 prices)

1995
current prices 1996 1997 1998 1999 2000

billion FF
Private consumption 4 586.6 2.0 0.9 38 28 25
Government consumption 1495.6 2.6 12 11 15 16
Gross fixed investment 13748 -05 0.3 41 4.0 4.2
General government 242.1 —7.5 0.2 21 29 2.6
Household 351.1 -1.0 -0.6 13 43 44
Other 781.6 2.0 0.7 5.8 42 45
Fina domestic demand 74571 16 0.8 33 28 2.6
Stockbuilding? 23.7 -0.7 0.1 04 -0.2 0.0
Total domestic demand 7 480.9 09 0.9 3.7 26 27
Exports of goods and services 1803.0 52 12.6 6.3 3.7 4.9
Imports of goods and services 16215 3.0 8.0 8.0 47 5.0
Net exports? 1815 0.6 14 -04 -0.3 0.0
GDP at market prices 7 662.4 16 23 32 23 2.6

GDP at market prices in billion euros 1168.1
Industrial production® - 0.2 39 45 21 3.0

a) Contributions to changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) Quarterly index.
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Growth is projected to slow
in 1999 but this should only be
temporary

The risks to the projections are
on both sides

External indicators

1996 1997 1998 1999 2000

$ billion
Merchandise exports 281.8 284.1 298.0 301 315
Merchandise imports 266.9 255.9 270.2 278 290
Trade balance 15.0 28.1 27.9 23 25
Invisibles, net 5.6 9.4 11.9 13 14
Current account balance 205 37.6 39.8 37 39

Percentage changes

Merchandise export volumes? 51 13.0 6.7 39 5.2
Merchandise import volumes? 25 81 8.7 50 5.0
Export performance® -0.8 39 0.0 -0.1 -04
Terms of trade -12 -0.3 0.5 -0.7 -0.2

a) Customs basis.
b) Ratio between the total of export volumes and export market of total goods.

are to be remunerated in the public sector; reduced social security contributions are to
be made more generous for low wage earners; and public aid is planned in support of
working-time reduction to 35 hours per week. Despite these constraints, a significant
reduction in the structural budget deficit in 2000 is essential. This would help build
additional safety margins in the budget to deal with unforeseen developments, such as
lower than expected growth, and prepare for a probable rise in future pension outlays.

Output growth is estimated to have slowed down somewhat during the first half
of 1999. GDP growth should however remain above that in major neighbouring countries
in 1999 and 2000 and slightly exceed the estimated potential rate. Domestic demand will
continue to drive the expansion, boosted by low interest rates. Private consumption will
benefit from high consumer confidence, gains in real income and a reduction in precau-
tionary saving. Business surveys point to slower industrial investment but other indicators
still suggest that investment activity will remain strong in the service sector. Reflecting
partly a calendar effect in anticipation of the end of fiscal incentives, the recovery in resi-
dential construction investment should continue in 1999. Export growth is projected to
pick up somewhat during 1999, driven by market expansion and the lower value of the
euro. The current account surplus should remain around 2.5 per cent of GDP in 1999. In
the coming months, the continuing slowdown of industrial activity is likely to reduce
employment creation and raise the unemployment rate slightly. The negative effect of
slower growth on total employment, however, could be attenuated somewhat by the con-
tinued implementation of the 35-hour working week and the extension of the youth-
employment scheme. The unemployment rate may fall to 10.5 per cent by the end
of 2000. Wage and price inflation is projected to pick up only marginally, reflecting a sta-
bilisation of oil and commaodity prices and a narrowing output gap.

There are downside and upside risks to the projection. The major risk on the
down side could come from unforeseen adverse shocks, such as a sharp drop in glo-
bal equity markets or a spill-over of the war in Kosovo to other countries. Such
shocks would adversely affect consumer confidence, reducing it from the current
high level, and would prevent a recovery in business confidence. On the upside, pri-
vate consumption could be more buoyant than expected. Recent data suggest that
private consumption was strong during the first quarter of 1999. Consumer spending
could therefore exceed the projected growth rate for 1999, especially as the support
given by the 50 basis point cut in European Central Bank interest rates in April may
contribute to stronger domestic demand than expected.
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GDP growth remained weak in 1998, principally reflecting the poor performance of net exports. Despite an easier macro-
economic policy stance, activity is projected to remain slow in 1999, with the basis for growth broadening only slowly.
Some decline in the trade surplus is projected to occur, reflecting the adverse effect on international competitiveness o
rising unit labour costs, less favourable terms of trade and slow export-market growth. Though edging down over the
coming two years, the unemployment rate is projected to remain high.

The present fiscal policy stance leaves little margin for slippage relative to the terms of the Stability and Growth Pact,
while further social security reform remains a critical issue for medium-term fiscal sustainability. There is an even
greater need for structural reforms to strengthen competitiveness and flexibility in the labour market — particularly as it
affects the south.

Real GDP grew by only 1.4 per cent in 199Brivate consumption lost strengthEconomic activity has not
over the year, reflecting the expiration of car incentives and the still-slow increasaedeelerated as expected...
households’ incomes. Weaker foreign-market growth translated into poor exports, while
low commodity prices caused buoyant imports until mid-year. For the second year in suc-
cession, the external sector provided a strongly negative contribution to output growth. As
industrial production lost momentum, capacity utilisation in manufacturing remained
some five percentage points below the level seen in the last 1990 cyclical peak. Growth
was helped by stronger spending on machinery and equipment, but the response of invest-
ment to the decline of interest rates and good corporate profits is still relatively muted.

Despite slow growth, the unemployment rate fell slightly in early 1999, helpedand unemployment remains
by the rise of atypical service contracts. However, at 12.4 per cent it was alnigh
2% points higher than in October 1993 when the economy began to come out of
recession. Regional labour market trends remained divergent, the unemployment rate
falling to 7.1 per cent in the centre-north and rising to 23.6 per cent in the south.

Italy
Activity is no longer strengthening The performance of the external sector has slowed
Per cent Index Per cent
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. 1990 = 100, three-month moving averages.
. 1995 = 100, three-month moving averages.
. Year-on-year percentage changes using three-month moving averages.

WN P

* National accounts figures referred to in this note and the associated tables are ISTAT estimates of
March 1999. ISTAT subsequently released figures consistent with the new European System of
Accounts (ESA 95). Such figures show ltaly’s real GDP to have grown by 1.3 per cent in 1998 (See
Box 1.2 in Chapter ).
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Weak productivity translates
into higher
unit labour costs

Exports to Europe have
weakened

Employment, income and inflation
Percentage changes from previous period

1996 1997 1998 1999 2000
Employment 0.4 0.0 0.4 0.4 05
Unemployment rate? 121 12.3 12.2 121 119
Compensation of employees 6.0 47 0.8 2.7 29
Unit labour cost® 51 32 -0.6 13 0.6
Household disposable income 4.6 32 33 31 33
GDP deflator 52 2.6 29 2.3 15
Private consumption deflator 45 25 24 17 15

a)
b)

As a percentage of labour force.

The estimate for 1998 takes into account the introduction of the regional tax (IRAP) which was accompanied by the
partia abolition of the employers' compulsory contributions to the health care system. Excluding the one-off effects
of IRAP, the unit labour cost is estimated to have risen by 0.6 per cent in 1998.

Employment continued to increase in the north, while the expansion of the labour

force remained concentrated in the south, as a tightening in the benefit regime
brought more job-seekers onto the market. Against a backdrop of decelerating export
demand, labour shedding in larger industries continued, the number of jobs in this

sector being almost 4 per cent lower in January 1999 than a year earlier.

Notwithstanding moderate wage growth, weak productivity gains meant that
unit labour costs rose by 0.6 per cent in 1998 (excluding the one-off effects of tax
reform, which reduced social insurance charges). After a pause, the rate of inflation
moved down again, ending the year at 1.7 per cent, broadly consistent with the offi-
cial projections and falling further to 1.5 per cent by April 1999. Nevertheless, the
differential between Italian and German inflation had widened to 1.2 percentage
points at the end of 1998, compared with 0.6 point a year earlier.

On the external side, the positive terms of trade helped to limit the fall in the
trade surplus, partly offsetting the impact on export volumes of lower demand and
greater competition in the emerging markets. Since 1997, a sizeable amount of
exports has been redirected towards the European Union, but from the second quarter
weakening European demand was reflected in a fall in Italy's trade balance with the

Business confidence remains hesitant

Italy

Consumer sentiment is supportive but highly erratic
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Financial indicators

1996 1997 1998 1999 2000
Household saving ratio? 13.8 124 115 111 10.7
General government financial balance® -6.6 2.7 2.7 -25 21
Current account balance® 33 29 2.0 19 22
Short-term interest rate® 8.8 6.9 5.0 2.7 2.6
Long-term interest rate? 9.4 6.9 49 42 44

a) As a percentage of disposable income.

b) As a percentage of GDP.

c) Interbank deposit rate.

d) Treasury bonds with residual maturity above 1 year.

area. Trade with Germany, which is Italy’s major trading partner, has been most
affected, swinging into deficit in 1998 and continuing to deteriorate in early 1999.

Real short-term interest rates have declined to lows unprecedented sincé&ieenonetary policy
early 1980s and are thus supportive of growth. The long-term differential withmework is supportive...
Germany, at about 25 basis points, is somewhat lower than at the end of 1998. The
present yield curve seems to suggest an environment of continued low inflation
expectations. Producer prices point in a similar direction, as a number of corporations
have recently cut prices to preserve market shares.

The 1999 budget law aimed to achieve a general government deficit of 2 pewith fiscal consolidation
cent of GDP, but the government recently revised the objective to 2.4 per cslatying
signalling an intention not to offset the impact of slower growth by a further contrac-
tion in the cyclically-adjusted balance. Indeed, due to falling tax pressure — linked to
the partial refund of the Tax for Europe — as well as to tax breaks and spending in the
south, the cyclically-adjusted primary surplus is tending to decrease. Nevertheless,

Demand and output
Percentage changes, volume (1995 prices)

1995
current prices 1996 1997 1998 1999 2000

trillion L
Private consumption? 1 083.3 0.8 26 19 19 22
Government consumption 291.6 03 08 14 0.6 0.4
Gross fixed investment 317.0 19 0.8 35 2.6 34
Machinery and equipment® 157.6 -0.3 26 4.4 18 2.6
Construction® 159.4 41 08 2.7 35 42
Residential 84.6 -34 44 46 5.0 5.0
Non-residential 74.8 125 26 0.9 21 35
Fina domestic demand 16919 09 17 21 18 22
Stockbuilding® 15.2 -0.6 0.7 05 -05 0.0
Total domestic demand 17071 0.2 24 26 13 21
Exports of goods and services 440.8 16 5.0 13 2.0 5.0
Imports of goods and services 3904 -11 9.9 6.1 17 4.8
Net exports® 50.4 06 09 -11 0.1 0.1
GDP at market prices 17575 09 15 14 14 22

GDP at market prices in trillion euros 0.908
Industria production - -2.9 2.7 0.8 0.8 25

a) Fina consumption in the domestic market by households.
b) OECD estimates for the breakdown of gross fixed investment, from 1995 to 1998.
¢) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
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Output prospects remain weak,
slowing the improvement of the
labour market

There remain significant
uncertainties, especially as to
the recovery of investment and
exports

External indicators

1996 1997 1998 1999 2000

$ billion
Merchandise exports 250.8 2384 2419 239 251
Merchandise imports 190.1 191.3 199.7 199 208
Trade balance 60.7 47.1 422 40 42
Invisibles, net -20.2 -135 -19.0 -17 -15
Current account balance 40.5 335 232 23 27

Percentage changes

Merchandise export volumes? 45 4.6 24 22 4.8
Merchandise import volumes?2 0.1 9.9 8.0 18 4.8
Export performance® 21 4.2 -4.1 -14 -0.7
Terms of trade 24 -0.7 42 0.0 0.1

a) Customs basis.
b) Ratio between the total of export volumes and export market of total goods.

given falling interest payments, and on the assumption of unchanged policies, the
overall deficit is projected to fall further, to 2.1 per cent of GDP by 2000.

Recent export orders and consumer and business surveys suggest that weak activ-
ity could continue until the end of the first semester. Given the underlying trend in rela-
tive unit labour costs, and slowly expanding export markets, a strong pick-up in exports
remains unlikely, although accelerating world trade should help to spur export volumes
in 2000. The recovery will thus be slow, with real GDP growth accelerating from close
to 1% per cent in 1999 to 2% per cent in 2000. This will be led mainly by private con-
sumption, which is being supported by rising disposable incomes. Gross fixed invest-
ment should also be stimulated to some extent by gradually improving world output
prospects, public investment and tax incentives to residential construction. With rising
participation rates in the south partly offsetting projected small employment gains, the
rate of unemployment is expected to ease only slightly, to 11.9 per cent in 2000. It will
thus remain well above the estimated structural rate, while the economy at large will
continue to operate at a level below potential. The inflation rate, measured using the
private consumption deflator, is thus likely to continue to fall, to about 1.7 per cent
in 1999. For the country as a whole, the effects of the Kosovo conflict on tourism are
expected to be modest. But the disappearance of the strongly positive terms-of-trade
effect enjoyed in 1998, combined with gradually recovering import volumes, are likely
to result in a further small erosion of the trade balance and the current account.

The main uncertainties attach to the recovery of investment, for reasons arising
both from domestic developments and the external environment, where the Kosovo
factor could reinforce the negative effect of cyclical weakness on business confi-
dence. Although the economy has lower interest rates than it has enjoyed for decades,
business investors do not seem to be exploiting the full range of opportunities opened
up by a lower cost of capital. For 1998 one symptom of their reluctance to invest was
the upsurge of the “errors and omissions” item of the balance of payments, suggest-
ing that a sizeable amount of the current account surplus was reinvested abroad
directly without a financial account counterpart. Italian direct investment abroad is
considerably higher than would be expected for a country with as marked regional
income and employment disparities as Italy. On the external side, uncertainties arise
from possibly slower export growth. Italian firms are directing sizeable amounts of
intermediate inputs and consumer goods to the European market in particular, possi-
bly implying lower export growth if this market grows less rapidly than projected.
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United Kingdom

The United Kingdom is experiencing a sharp slowdown, following a six-year expansion which saw employment grow
strongly and unemployment decline to the lowest level in two decades. Inflation has been close to target, and is projectec
to remain so. Faced with slowing activity, monetary policy was eased considerably, and fiscal policy has become neutral,
after a prolonged spell of tightening. The lagged effects of the earlier tight policy stance combined with a strong pound
nonetheless foreshadow a soft first half in 1999 before activity accelerates anew.

Currently, monetary policy should continue to use the available room for manoeuvre. To finance priority spending areas,
fiscal policy should focus on restructuring expenditures rather than raising taxes. The ongoing efforts to boost labour
supply and reduce other obstacles to growth should be vigorously pursued so as to improve prospects and to raise living
standards over the longer term.

The pace of annual real GDP growth slackened to 1.1 per cent in the last qu&tenomic growth has
of 1998. This is well below potential. Early 1999 data show activity remaining weakntinued to weaken, falling
mainly due to the deceleration of exports caused by the pound’s sizeable appreciattiibelow potential
through mid-1998 and the contraction in demand in a number of Asian economies. At
the same time, the trade deficit widened to 2.5 per cent of GDP in 1998. Domestic
demand has held up relatively well so far, with business investment still robust. Pri-
vate consumption has slowed, however, partly as a result of the introduction of
self-assessment for the personal income tax and other tax changes, which led to a
surge in tax payments and pulled down disposable incomes. The effect on private
consumption was cushioned by a steep fall in the household saving ratio.

Employment continued to expand strongly through early 1999, with particifiremployment has started to
tion rates on the rise. A large number of jobs have been created in the service seis®gand inflation is close to
while employment in manufacturing has shrunk. In the course of 1998, the un&arget
ployment rate declined to 6.2 per cent but it edged up in the first quarter of 1999.

Meanwhile, earnings growth has slowed, falling to around the 4.5 per cent rate that
the Bank of England deems compatible with the inflation target in the medium term.
The recent evolution of vacancies, recruitment intentions and reported skill shortages
also suggests that labour market tightening has ceased. Against this background, the

United Kingdom

Output has continued to slow down Inflation is on target
Annual % change Annual % change
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1. All items excluding mortgage interest payments (RPIX).
Source: Office for National Statistics.
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Employment, income and inflation

Percentage changes from previous period

1996 1997 1998 1999 2000
Employment 11 16 14 -0.1 -0.2
Unemployment rate? 8.0 6.9 6.2 6.7 7.3
Compensation of employees 5.1 7.2 7.8 45 4.1
Unit labour cost 24 35 5.6 338 25
Household disposable income 5.4 6.8 25 4.1 4.6
GDP deflator 33 25 25 2.7 25
Private consumption deflator 31 24 21 24 2.4

a) As a percentage of labour force.

rate of inflation has been remarkably stable, barely deviating since mid-1998 from
the medium-term, symmetric target of 2.5 per cent a year for the retail price index
excluding mortgage interest paymehfBhe upward pressures stemming from rela-
tively tight labour market conditions have been offset by sustained declines in energy
and commodity prices as well as the strength of the pound. Producers’ output prices
in manufacturing (excluding excise duties) have even declined, pulled down by fall-

ing import prices.

In the face of a softening As signs of a sharp slowdown accumulated and expected inflation abated, the
economy and subdued Bank of England cut its repo rate in steps between October 1998 and April 1999,
inflationary pressures, the from 7.5 to 5.25 per cent. Market rates dropped steeply as well, including at the long
stance of monetary policy has end, with 10-year government bond yields down to around 4.5 per cent by
been eased... March 1999. The differentialis-a-viseuro area rates, however, remains significant,
especially at the short end. Forward rates indicate that market participants expect fur-
ther interest rate cuts this year. The Secretariat’s interest rate projection is essentially

United Kingdom

Monetary conditions have eased

Per cent

=== Cyclically-adjusted net lending

The fiscal stance is broadly neutral

% of potential GDP

10
= Short-term interest rate —— Qutput gap
9 - == Long-term interest rate
! Veeny
'
LN ! St -
8 B T
7 /
6
5 A -
L L e
S, TTRRLLL Lo oaoeeeee
1993 94 95 96 97 98 99 1993 94
1. Projection.

* Measured by the harmonised consumer price index developed under the auspices of Eurostat, inflation
has recently been about one percentage point lower.
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Financial indicators

1996 1997 1998 1999 2000
Household saving ratio? 9.7 10.0 7.8 8.1 8.4
General government financial balance® 4.4 -2.0 04 -0.2 04
Current account balance® -0.1 0.8 0.1 0.1 -0.1
Short-term interest rate® 6.0 6.8 7.3 54 45
Long-term interest rate? 7.8 7.0 55 44 4.6

a) As a percentage of disposable income.
b) As a percentage of GDP.

¢) 3-month interbank rate.

d) 10-year government bonds.

in line with those expectations. Notwithstanding declining interest rates, the effective
exchange rate of the pound has strengthened since last autumn.

Following several years of vigorous fiscal consolidation efforts the 1999/2000 budgednd the fiscal stance has
projects a small deficit, against a small surplus in the previous financial ydamcome neutral
Adjusted for cyclical developments, this implies a broadly neutral fiscal stance.

Some of the measures announced in previous budgets but implemented gradually
—such as the abolition of advance corporation tax and introduction of quarterly cor-
poration tax payments, or the increase in road-fuel duties — tend to tighten the fiscal
stance. However, a series of new measures should support aggregate demand, includ-
ing the introduction of a new lower 10 per cent personal income tax bracket, more
generous investment tax credits, and additional public spending, particularly in the
education and health sectors. The impact of recent interest rate drops on public debt
service partly offsets the budgetary cost of these initiatives. Other important fiscal

Demand and output
Percentage changes, volume (1995 prices)

1995

current prices 1996 1997 1998 1999 2000
billion £

Private consumption 454.2 36 4.0 2.7 12 1.6
Government consumption 140.4 17 0.0 15 20 22
Gross fixed investment 108.7 4.9 6.9 8.3 21 15
Publica 15.9 -21.4 -85 2.8 10.7 72
Private residential 24.0 9.7 4.7 -0.3 -1.7 3.0
Private non-residential 68.8 8.8 10.0 115 21 04
Fina domestic demand 703.3 35 37 34 15 17
Stockbuilding® 44 -04 0.3 0.0 0.0 0.0
Total domestic demand 707.7 3.0 39 35 15 17
Exports of goods and services 202.4 75 8.6 31 24 39
Imports of goods and services 205.2 9.1 94 84 41 41
Net exports® -2.8 -05 -0.3 -1.8 -0.6 -0.2
GDP at market prices® 704.9 26 35 21 0.7 1.6
Manufacturing production - 0.4 11 0.1 0.1 14

a) Including nationalised industries and public corporations.

b) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.

c) Datafor GDP in the past are based on a compromise estimate which is the average of the expenditure, output and
income estimates of GDP. The compromise adjustment is the difference between compromise GDP and the
expenditure estimate of GDP.
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The cyclical slowdown is

External indicators

1996 1997 1998 1999 2000

$ billion
Merchandise exports 261.2 2814 269.7 267 281
Merchandise imports 281.7 300.9 303.8 303 318
Trade balance -20.4 -19.5 -34.0 -35 =37
Invisibles, net 195 29.6 35.2 37 35
Current account balance -0.9 10.1 11 2 -2

Percentage changes

Merchandise export volumes? 8.2 7.6 0.0 13 4.3
Merchandise import volumes?2 9.8 8.7 8.1 39 45
Export performance® 2.0 -18 -6.8 -3.6 -15
Terms of trade 11 15 22 17 04

a) Customs basis.
b) Ratio between the total of export volumes and export market of total goods.

measures comprise corporate income tax rate cuts, reductions in national insurance
contributions on low wage earners, increased targeting of some social benefits, the
abolition of mortgage-interest relief, the creation of a Research and Development tax
credit, and the introduction of a climate change levy (some of these measures will
become effective only in 2000 or 2001). On a national accounts and calendar year
basis, the Secretariat projects marginally lower revenues and higher outlays than the
authorities, reflecting weaker projected activity. Even so, the deficit should remain
smaller than net government investment over the cycle, and debt should continue to
decline as a share of GDP, in accordance with the rules governing fiscal policy. The
public debt and deficit ratios as defined in the Maastricht Treaty should also remain
well below the euro area average.

Both domestic and foreign demand are projected to decelerate in 1999, bringing

projected to be more benign the economy close to recession, and pushing up unemployment towards its estimated

than earlier ones...

... although downside risks
remain

structural rate. As the effects of monetary policy easing feed through, however,
growth should pick up from around the second half of this year. Consistent with sur-
vey evidence, business investment is projected to decelerate considerably in 1999,
contrasting with a continued public investment boost. The growth contribution of the
external sector should remain negative, despite the projected import slowdown,
largely reflecting earlier losses in competitiveness. Inflation should remain in the
neighbourhood of the authorities’ target, with the effects of the introduction of the
minimum wage and recent higher public sector pay settlements offset by lower pri-
vate sector pay increases and a profit squeeze due to slowing activity.

On the external side, there remains a downside risk posed by the possibility of a
sharper than projected slowdown in the United States or in the euro area, or a worsen-
ing of conditions in Japan or the emerging markets. On the domestic side, the risks
are more balanced. There is still a limited but genuine risk that real earnings will run
too far ahead of productivity, prompting labour shedding and monetary policy tight-
ening. The associated rise in unemployment would encourage precautionary saving
and depress household consumption. On the other hand, consumer confidence
remains strong and could underpin a more robust recovery.
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The Canadian economy has regained considerable momentum in the wake of prolonged labour conflicts as buoyant U
demand outweighed adverse effects of the Asia crisis and household confidence got a boost from an improving job mar
ket. Although activity is likely to be dampened by slower US growth in the period ahead, there are a number of mitigating
factors. Exchange-rate depreciation last year has significantly enhanced Canada’s competitive position; with the
achievement of a budget surplus, fiscal policy is no longer acting as a drag on growth; and low inflation has allowed a
decline in short-term interest rates.

Although a closing of the output gap during the course of next year cannot be excluded, given the uncertainties surround-
ing this measure monetary authorities should probe to see whether the economy could reach higher levels of output with
out inflation pressures. Such a flexible course of monetary policy would be facilitated by a continued focus on public debt
reduction combined with reforms to the tax system.

After slowing to below 2 per cent in the middle of 1998, real GDP growth acc@rowth has rebounded,
erated to 4% per cent (at an annual rate) in the fourth quarter, boosted by stemtgjling an improvement in
export demand and stock-building. To a considerable extent, this reflected the “dabour market conditions...
ing up” of the North American auto industry following strike-related shutdowns.

However, both exports and domestic sales of machinery and equipment also grew at a
healthy pace, given buoyant US demand and sharply rising spending on computers in
Canada. By contrast, household expenditure remained relatively weak before
strengthening more recently as consumer confidence rebounded in response to
improving labour market conditions. Since the fourth quarter of 1998, the twelve-
month rate of employment growth has exceeded 3 per cent, with young people bene-
fiting disproportionately. The surge in job creation has been accompanied by substan-
tial labour force re-entry of discouraged workers, as evidenced by a marked rise in
the participation rate for the first time in the decade. Nevertheless, the unemployment
rate has continued to decline, running below 8 per cent since the beginning of
the year.

So far, improving labour market conditions have not led to significant wagewhile wage and price
pressures. Over the past eighteen months or so, both settlements and effectivepeassures have remained
ings have grown only slightly more than consumer prices. The latter have contirudsiued
to increase at rates near the lower end of the official 1 to 3 per cent official target

Canada
Stronger growth has lowered unemployment But wage and price inflation remain subdued
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Employment, income and inflation
Percentage changes from previous period

1996 1997 1998 1999 2000
Employment 12 19 2.8 23 17
Unemployment rate? 9.7 9.2 8.3 7.8 7.7
Compensation of employees 24 4.7 38 4.4 49
Unit labour cost 12 0.9 0.8 15 21
Household disposable income 17 23 3.0 4.1 49
GDP deflator 15 0.7 -04 1.0 19
Private consumption deflator 15 17 12 17 2.0

a) As a percentage of labour force.

band, even though exchange rate depreciation during 1998 has entailed a significant
rise in import prices. This reflects the downward pressure on inflation from the per-
sisting output gap and increased competition in retail trade. The overall price level —
as measured by the GDP deflator — even declined through 1998 as Canada’s terms of
trade deteriorated substantially, although the lower exchange rate has allowed export-
ers to raise their prices somewhat in Canadian dollar terms. For 1998 as a whole, the
adverse terms-of-trade effect on the external current account was largely offset by an
improvement in the real foreign balance, owing in part to lower import volume
growth as a result of the mid-year weakness in domestic demand and the more
favourable competitive position of Canadian businesses.

Monetary conditions have Overall monetary conditions — as measured by the Bank of Canada’s Index
tightened somewhat due to the (MCI), which captures the combined effect of movements in short-term interest rates
recent firming of the exchange and the exchange rate — have tightened somewhat since late 1998. This largely

rate reflects the recent appreciation of the Canadian dollar against both its US counterpart
and most major currencies, against a background of stabilising commodity prices.
Improved financial market conditions, coupled with the general firmness of recent
domestic economic data, appear to have contributed to this. Short-term interest rates,
which had been lowered in parallel with those in the United States in the autumn
of 1998, remained broadly stable thereafter, but were cut again at the end of March.

Canada
Monetary conditions have tightened a little The budget has remained in surplus
Jan. 1987 = 100 Index, per cent % of GDP
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Financial indicators

1996 1997 1998 1999 2000
Household saving ratio? 55 22 12 14 19
General government financial balance® 2.2 0.9 13 16 17
Current account balance® 0.5 -15 21 -1.9 -1.9
Short-term interest rate® 4.4 35 5.0 4.8 47
Long-term interest rate? 75 6.5 55 52 52

a) As a percentage of disposable income.
b) As a percentage of GDP.

¢) 3-month prime corporate paper.

d) Long-term federa government bonds.

Longer-term Canada/US interest-rate spreads narrowed gradually, turning negative in
February. In the period following the Russian crisis, the emergence of such spreads
had led the authorities to raise short-term interest rates markedly in order to counter
financial turbulence, although this was not warranted by macroeconomic conditions.
The Bank has indicated that the normalisation of financial conditions makes it now
possible to re-focus attention on the medium-term policy objective of keeping the
trend of inflation inside the target range. Both short- and long-term rates are assumed
to move in line with those in the US markets, implying little change over the projec-
tion period.

The general government financial surplus (national accounts definition) e rise in the budget surplus
creased to over 14 per cent of GDP in 1998, up from just under 1 per cent in the raarslowed as fiscal tightening
before. According to OECD estimates, this partly reflected a further tightening of¢bhenes to an end
fiscal stance — albeit to a lesser extent than over the 1995-97 period when discretion-
ary measures were withdrawing 2 per cent of GDP per annum from aggregate

Demand and output
Percentage changes, volume (1992 prices)

1995

current prices 1996 1997 1998 1999 2000
billion C$

Private consumption 463.0 2.3 41 27 2.2 23
Government consumption 173.3 25 -0.8 0.7 12 15
Gross fixed investment 136.6 6.6 111 4.2 45 5.8
Publica 20.5 -2.8 -8.2 45 45 35
Residential 36.2 10.2 124 -16 12 4.4
Non-residential 79.9 7.4 15.0 6.7 5.9 6.7
Final domestic demand 772.8 20 4.3 26 24 2.8
Stockbuilding® 8.8 -0.8 0.8 -04 -0.3 0.0
Total domestic demand 781.7 11 52 22 21 2.8
Exports of goods and services 302.3 59 8.0 8.1 6.8 6.1
Imports of goods and services 2771 54 13.3 6.4 49 6.5
Net exports® 251 0.3 -15 0.7 0.8 0.0
Error of estimate® 0.0 -0.2 0.3 0.1 0.0 0.0
GDP at market prices 806.8 12 38 3.0 29 28
Industria production - 13 52 24 3.0 35

a) Excluding nationalised industries and public corporations.
b) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
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Growth is projected to continue
at a somewhat slower pace...

External indicators

1996 1997 1998 1999 2000

$ billion
Merchandise exports 205.1 2174 218.0 238 258
Merchandise imports 174.4 199.9 204.9 221 240
Trade balance 30.7 175 131 17 18
Invisibles, net 274 -26.8 -25.5 -28 =31
Current account balance 33 -9.2 -12.4 =12 -13

Percentage changes

Merchandise export volumes? 5.7 9.0 8.6 7.2 6.2
Merchandise import volumes?2 5.6 16.1 7.9 5.1 6.4
Export performance® -34 -4.4 -1.2 -0.3 16
Terms of trade 21 -15 29 -0.9 0.1

a) Customs basis.
b) Ratio between the total of export volumes and export market of total goods.

demand. Budget surpluses have made for a rapid decline in the public debt-to-GDP
ratio. However, at just below 90 per cent in gross terms and 61 per cent in net terms,
the ratio is still high by international comparison. The further rise in the general gov-
ernment financial surplus in 1998 reflects developments at the federal level, with
non-federal entities’ budgets remaining in broad balance. The February 1999 federal
Budget announced limited spending initiatives (especially for health care), which still
imply some fall in the expenditure-to-GDP ratio, and some tax relief measures, which
should lead to a gradual decline in the revenue ratio. The Government is only com-
mitted to “balanced budgets or better”, but contingency reserves and prudent plan-
ning assumptions mean that substantial surpluses are likely to persist over the next
two years. The few provinces which are still in a deficit position are committed to
move toward budget balance over the same period. The projections assume that the
general government surplus will increase marginally over the next two years, with lit-
tle change in the structural budget balance.

Recent indicators suggest that economic growth — albeit slowing somewhat —
has remained robust and become more broadly based in the early part of 1999.
Henceforth, the pace of activity is expected to fall back toward its potential rate, esti-
mated by the OECD to have edged up to over 2% per cent per annum. Underlying
this outlook are several, partly offsetting, influences. The projected slowdown in the
US economy would entail a significant decline in Canada’s export market growth. At
the same time, however, Canadian exporters should be able to gain market share,
given the considerable improvement in the country’'s competitive position due to past
exchange rate depreciation and subdued inflation. Moreover, some strengthening in
domestic demand in response to the end of fiscal contraction, lower interest rates and
rising consumer and business confidence should partly compensate for the reduced
stimulus from abroad. There are few, if any, signs of domestic tensions that could
jeopardise economic expansion over the projection period. Indeed, although
exchange-rate pass through is likely to lead to price increases, inflation is not
expected to exceed significantly the mid-point of the official target band, given its
current low level and continued economic slack. Moreover, the external deficit is
projected to remain limited in relation to GDP, at around 2 per cent, despite little fur-
ther increase in real net exports, as terms-of-trade losses are expected to come to
a halt.
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In the absence of inflation or balance of payments pressures, the risks surroundsth risks to the outlook
ing the economic outlook would seem to concern mainly developments beyorainly relating
Canada’s borders. In this respect, with the situation in Asia apparently stabilisingtéh@evelopments in the
future course of the US economy has moved to the foreground. Trade liberalisatidsnited States
North America and the effects of the Asia crisis have meant that 85 per cent of
Canada’s merchandise exports now go to the United States, as compared with around
70 per cent in the late 1980s. Apart from the implied substantial direct trade effects of
any significant change to the US outlook, developments in Canada’s neighbour coun-
try could also complicate the conduct of monetary policy. Even if not warranted by
domestic economic conditions, it might be difficult for the authorities not to follow
any eventual rise in US interest rates if overheating conditions develop there.

OECD
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Economic growth surged to 5 per cent in 1998 on the back of buoyant consumption expenditures. This boosted employ
ment growth, cutting unemployment to 7% per cent. Growth is likely to slow in 1999 owing to weakening investment and
government consumption but to strengthen somewhat in 2000 as investment and exports recover. Recovering export ma
kets and improving terms of trade should lower the current account deficit to just below 5 per cent of GDP in 2000.

The strong economic performance, despite the Asian crisis, can be attributed to sound macroeconomic policies anc
ongoing microeconomic reform. Fiscal policy should remain geared to preserving consolidation gains so as to maintain
financial market confidence in the face of the large current account deficit. In view of the projected slackening in growth
and the subdued outlook for inflation (abstracting from the effect of introducing the Goods and Services Tax), monetary
policy should remain accommodative.

Growth accelerated further The pick up in growth since early 1997 was sustained through 1998 despite the
in 1998... turmoil in Asia, with growth in GDP close to 5 per cent. The main driving force was

private consumption expenditure, underpinned by wealth effects from the Australian
Mutual Provident Fund (AMP) demutualisation and stock market capital gains. Con-
sumer sentiment strengthened considerably in the latter part of 1998 and early 1999, to
its highest level in four years, with retail sales data suggesting that consumption has
remained strong. Investment growth also continued but at a slower pace than in 1997.
The latest Survey of Capital Expenditure intentions points to a downturn in new private
business investment, although other indicators point to a less weak outcome. The weak-
ening in the investment intentions mainly reflects a sharp fall in mining investment in
response to low commodity prices and the completion of Olympic-related construction
projects. Although the housing cycle has peaked, there does not appear to be an over-
hang of excess supply. Buoyant domestic conditions, depressed export markets and a
sharp fall in the terms of trade resulted in an increase in the current account deficit to
5 per cent of GDP in 1998 from 3 per cent a year eatrlier.

... and unemployment fell The solid growth in employment in 1998 continued in early 1999, cutting the
to the lowest rate since 1990 seasonally adjusted unemployment rate to 7.4 per cent in March, the lowest rate since
September 1990; and vacancy data point to further healthy gains in employment in

Australia

New private investment is expected to weaken Retail prices of imports continue to fall
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coming months. Even so, wage increases have slowed recently to an annual rate of
around 3%z per cent.

The inflation rate remains low at around 1% per cent, below the authoritigglation remains low but
medium-term inflation objective (2 to 3 per cent). Prices for imports in the consunmeported inflation may resume
price index have continued to fall, despite a significant depreciation in the exchange
rate since early 1997. Owing to competitive pressures, foreign exporters, wholesalers
and/or retailers have absorbed the costs of the depreciation. Excess supply in many
markets for manufactured goods, following the Asian crisis, has undoubtedly contrib-
uted to this outcome, which stands in contrast to historical experience. As these mar-
kets recover, imported inflation may return.

Demand, output and prices
Percentage changes, volume (1996/97 prices)

1995
current prices 1996 1997 1998 1999 2000

billion A$

Private consumption 292.6 30 34 4.3 4.3 4.2
Government consumption 91.1 2.6 21 55 15 3.8
Gross fixed capital formation 110.8 53 115 51 -05 12
Fina domestic demand 494.6 34 49 47 2.7 34

Stockbuilding? 3.0 -03 -16 18 0.1 0.2
Total domestic demand 497.6 31 33 6.6 238 36
Exports of goods and services 93.6 105 11.7 -08 45 7.0
Imports of goods and services 100.6 8.2 10.0 6.1 44 6.0

Net exports? —7.0 04 0.3 -14 0.0 0.1

Statistical discrepancy? -0.1 0.1 00 -01 04 03
GDP at market prices 490.5 3.6 3.6 5.1 32 34
GDP deflator - 24 14 0.7 14 2.8
Memorandum items
Private consumption deflator - 21 14 17 19 3.0
Industrial production - 4.3 29 1.0 0.8 15
Unemployment rate - 85 8.6 8.1 75 7.4
Household saving ratio® - 6.4 4.3 25 10 13
General government financial balance® - -2.0 -0.6 05 11 0.7
Current account balance® - -39 -3.1 -5.0 5.2 4.7

a) Contributions to changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of disposable income.
c) As a percentage of GDP.

With inflation low, the officially targeted interest rate (the cash rate) was loMonetary conditions are
ered by 0.25 percentage point in December 1998, to 4.75 per cent. This, togetherasitbmmodating and fiscal
the previous cuts and the depreciation of the exchange rate, should continue tocemgolidation is slowing
port activity over the coming year. The ten-year government bond rate has increased
slightly to 5% per cent. Now that both Commonwealth and State budgets have
returned to surplus, less fiscal consolidation is planned than in recent years. It is
assumed that the government’s tax package, involving the introduction of the Goods
and Services Tax (GST) in July 2000, is implemented in full. This package entails a
net budget cost in fiscal year 2000/01 of about 0.7 percentage point of GDP. The gen-
eral government budget surplus should rise slightly in 1999 but fall back to % per
cent of GDP in 2000.
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Economic growth is projected
to slow but inflation is likely
to rise

Economic growth is projected to slow in 1999 to around 3% per cent, mainly as
a result of weakening investment expenditures, but to rise somewhat in 2000 as
investment and exports recover. With employment growth easing, the unemployment
rate is projected to remain around 7%z per cent over the coming two years. Inflation is
projected to pick up to around 3 per centin 2000, including a 1 percentage point con-
tribution from the tax package. With export markets recovering, the current account
deficit is projected to decline to 4% per cent of GDP in 2000. The major risk to these
projections is that the recovery in Asia may turn out to be weaker than expected. A
further risk is that foreign exporters and/or import distributors may endeavour to
re-build their profit margins, increasing imported inflation.
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After growing rapidly in the first half of 1998, slowing exports and reduced investment activity have led to a deceleration
in activity and business sentiment has become less optimistic. However, the slowdown should be contained, since prival
consumption activity is projected to remain strong and investment should continue to grow moderately. Rising exports
should lead to a gradual pick-up in activity in the second half of 1999, with growth projected to amount to 2¥4 per cent
this year and some 2% per cent in 2000.

The budget deficit target should be sufficient to ensure adherence to the 3 per cent Stability and Growth Pact commitmen
under normal cyclical conditions. But decisions about financing of the tax reform are still to be taken, and public spend-
ing pressures are growing. Longer-term fiscal sustainability will require tighter control of entitlement spending. Although
recent growth performance has been good, competition needs to be promoted in a number of sectors and the barriers t
a more entrepreneurial environment relaxed.

Following very strong growth in the first half, activity decelerated markedActivity slowed during the
during the second semester and the business climate became less optimistic;sé&dnd half of 1998
nevertheless grew by 3.3 per cent in 1998. Key to the deceleration was a marked
slowing in exports, which in turn led to a reduction in the pace of investment in plant
and machinery. Other areas of domestic demand remained quite strong. Consumer
expenditures grew rapidly driven in part by employment growth, lower price infla-
tion and moderate wage growth. Construction demand was also significant due to
apartment renovation, which was encouraged by the impending expiration of tax
incentives at the end of the year (although these have now been extended until the
end of 1999).

With inflation projected to remain low, monetary conditions in the euro area &enetary conditions and fiscal
expected to remain supportive of growth through this year and next. Since the bgwifiey are providing
ning of the year, the nominal effective exchange rate of the euro has depreciatéaourable framework
partly offsetting the appreciation which occurred in the wake of the Asian crisis. Unitgrowth
labour costs have also developed favourably in Austria so that international competi-
tiveness has strengthened. Following several years of marked fiscal consolidation,

Austria
Business pessimism contrasts consumer optimism Employment has expanted
Diffusion index Thousands
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1. Anticipated business conditions.

2. Seasonally adjusted. Balance of positive — negative replies.
3. Dependent employment, seasonally adjusted.
SourcesWIFO; OECD.
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Growth is slowing but a pick-up

Demand, output and prices
Percentage changes, volume (1983 prices)

1995
current prices 1996 1997 1998 1999 2000

billion Sch

Private consumption 13111 20 0.7 18 20 21
Government consumption 469.4 0.6 -39 15 15 15
Gross fixed capital formation 554.0 25 238 53 36 43
Final domestic demand 2334.6 1.9 05 2.7 24 26

Stockbuilding? 38 -0.1 14 0.3 0.0 0.0
Total domestic demand 23383 17 18 29 23 25
Exports of goods and services 900.9 6.9 10.1 75 4.0 5.6
Imports of goods and services 910.5 6.3 8.7 6.8 4.2 55

Net exports? -9.6 0.2 0.7 04 -01 0.1
GDP at market prices 23287 20 25 33 22 26
GDP at market prices in hillion euros 169.2
GDP deflator - 17 16 12 10 14
Memorandum items
Private consumption deflator - 29 2.0 0.9 0.7 12
Industrial production - 0.6 59 6.5 3.0 45
Unemployment rate® - 6.3 6.4 6.4 6.3 6.1
Household saving ratio® - 7.8 7.4 8.6 9.1 9.7
General government financial balance® - -3.7 -19 21 2.2 2.1
Current account balanced - 22 =24 21 20 =21

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) See data annex for details.

c) As a percentage of disposable income.

d) As a percentage of GDP.

which has directly affected household disposable incomes, fiscal policy is projected

to be neutral this year and next. The structural budget deficit should remain at around
2 per cent of GDP. The government has agreed a tax reform to take effect next year
with net relief of around ¥z per cent of GDP. Financing has not been decided and the
reform has not been included in the projection.

Less optimistic business sentiment and lower incoming export orders point to a

is expected later this year deceleration of growth in the first half of the year, but the downturn should be lim-

External risks remain
significant

ited. Business sentiment has not deteriorated to the same extent as in Germany and
there are some signs that business plans are stabilising. Moreover, with household
disposable incomes rising, consumption should serve to underpin activity. Investment
plans, although less optimistic, also indicate continuing growth of capital expendi-
tures. With competitiveness strong, Austria should be well placed to take advantage
of the projected acceleration of world export market growth in the course of the year
and into 2000. GDP growth is projected to slow to around 2% per cent this year and
to accelerate to 2% per cent next year.

Risks to the outlook appear to be evenly balanced. Downside risks to the projec-
tion would arise if activity in surrounding countries, especially Germany, were to be
weaker than projected. With respect to upside risks, the output gap is smaller than in
a number of other countries in the euro area, so that area-wide monetary policy could
at some stage prove unsuitable. But excess demand would be more likely to be
reflected at first in the current account rather than in prices.
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Real GDP growth is expected to slow to 2 per cent in 1999, but may pick up again in 2000 — both developments being
essentially export driven and reflecting the evolution of foreign markets. With the output gap progressively closing, the
labour market will tighten further, although no major inflationary pressures are expected over the projection period. The
general government deficit may edge down to less than 1 per cent of GDP, and the debt-to-GDP ratio may ease to
110 per cent in 2000.

Policy should be focused on enhancing the non-inflationary rate of growth of the economy and increasing the low
employment rate. Various structural reforms could be used, the priority being on returning low-skilled workers to the
active labour force through better skills and qualifications, stronger incentives to work, and a more flexible wage forma-
tion process.

Economic growth slowed markedly during 1998, to 1.6 per cent in the fou@howth has slowed, reflecting
quarter, but is estimated to have been close to 3 per cent for the year as a wholewgaker exports
eign trade has become a drag on GDP growth: exports have weakened markedly, due
to a fall in demand for intermediate goods; on the other hand, reflecting the strength
of domestic demand and private consumption in particular, imports have barely
decelerated. The unemployment rate has fallen significantly — to 8.4 per cent in
February 1999 on a standardised basis and to 12 per cent on national definitions. The
output gap, as estimated by the OECD, has narrowed to 1 per cent of potential GDP.

The wage-cost performance has remained relatively good reflecting, among other
factors, the Law on Employment and Competitiveries® a fall in import prices.
After declining to around ¥z per cent in late 1998, consumer price inflation has picked
up to 1.2 per cent in the twelve months to March 1999, partly because of a more rapid
increase in food prices.

Belgium
Unemployment declines Exports weaken while imports remain buoyant
Per cent Per cent
14 12
—— Unemployment rafe — Export$
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1. National definition (registered unemployment as a percentage of labour force), end-of-June figures, not seasonally adjusted.
2. OECD estimates (NAWRU).

3. Four-quarter moving average, customs basis.

SourcesNational Bank of Belgium and OECD.

* The law aims to limit, on arex antebasis, the maximum increase in compensation per employee in the
private sector to the expected weighted average increase in the three reference caen@iesnany,
France and the Netherlands.
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With the stance of fiscal policy First estimates indicate that the commitment of the Belgian authorities to keep
broadly unchanged, growth will the primary surplusife. excluding interest payments) at around 6 per cent of GDP
largely depend on the external was respected in 1998; and, with (net) interest payments falling, the overall budget
sector... deficit may have declined to 1.3 per cent of GDP. The better than anticipated out-
come with respect to the budget deficit in 1998 allowed the government to introduce
some additional tax cuts and spending initiatives in the 1999 Budget. All considered,
the stance of fiscal policy is expected to be broadly neutral over the projection period:
the overall deficit may edge down to less than 1 per cent of GDP, and the
debt-to-GDP ratio may fall to 110 per cent in 2000. After falling sharply until
October 1998, the conjunctural indicators of the National Bank of Belgium — which
lead economic activity by only a few months — have rebounded in early 1999. As in
the past, this business cycle has been closely synchronised with that on average in
neighbouring countries. However, the cycle in Belgium is typically affected by the
relative specialisation of the country in the production and export of intermediate
goods which react quickly and strongly to the evolution in Belgium’s principal mar-
kets. Having suffered from this factor in 1998, Belgium now stands to benefit from it
from mid-1999 as economic activity in the euro area starts to strengthen.

Demand, output and prices
Percentage changes, volume (1990 prices)

1995
current prices 1996 1997 1998 1999 2000

billion BF

Private consumption 5071.2 18 21 3.6 23 22
Government consumption 11819 14 0.8 15 19 16
Gross fixed capital formation 1430.2 05 5.4 47 34 36
Final domestic demand 76834 15 25 35 25 24

Stockbuilding? 32.6 -02 -03 03 -01 0.0
Total domestic demand 77159 13 22 38 24 24
Exports of goods and services 5394.6 22 7.1 48 32 55
Imports of goods and services 50424 2.2 6.3 6.1 39 58

Net exports? 352.2 0.1 0.9 -0.8 -04 -0.1
GDP at market prices 8 068.1 13 3.0 29 19 22
GDP at market prices in billion euros 200.0
GDP deflator - 16 14 19 15 15
Memorandum items
Private consumption deflator - 23 18 1.0 13 14
Industrial production - 1.0 4.8 34 1.0 20
Unemployment rate - 12.7 125 117 111 109
Household saving ratio® - 134 125 116 114 113
General government financial balancec - -3.1 -1.9 -1.3 -1.0 -0.8
Current account balance® - 4.2 47 4.2 4.3 4.3

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of disposable income.
c) As a percentage of GDP.

... and may pick up again After slowing to around 2 per cent in 1999, real GDP growth may reach 2% per
in 2000 centin 2000, driven by the external sector. Exports are projected to strengthen signif-
icantly, reflecting somewhat stronger growth in the euro area as well as a recovery of
world trade more generally. While imports are also expected to be more buoyant, the

negative contribution of the foreign balance to growth — which was of the order of
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¥ per cent of GDP in 1998 — may be largely erased by 2000. With real GDP growth
slightly exceeding the trend rate, the output gap will narrow further — to around % per
centin 2000 — and the employment situation is likely to continue to improve, albeit at

a slow pace. In view of the recent global wage agreement between the social partners
—who accepted as a guideline for sectoral wage negotiations the wage increases indi-
cated by the Law on Employment and Competitiveness — and rebounding but still
subdued import prices, major inflationary pressures are not expected to emerge in
1999-2000. The risks and uncertainties attaching to these projections are mainly
related to developments abroad, and particularly to the strength of the upturn in the
euro zone.
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Czech Republic

GDRP fell by 2.7 per cent in 1998 as depressed wages, falling employment and tight credit conditions generated a sub-
stantial drop in domestic demand. Initially strong net exports helped maintain output, but as the year progressed the cur-
rency strengthened causing exports to slow and the recession to deepen. For the year as a whole, however, tradi
performance was strong and the current account deficit fell to 2 per cent of GDP. Falling import prices and other exter-
nal factors contributed to a sharp decline in inflation from about 13 per cent in March 1998 to less than 3 per cent in
March 1999. The koruna depreciated by more than 10 per cent early in 1999, which is expected to restore competitive-
ness along with a modest increase in consumption and contribute to a recovery beginning later this year.

Low interest rates and a historically high general government deficit will contribute to the recovery in domestic demand, but
further stimulus should be avoided. The rapid clean up and privatisation of the banking-sector remains a policy priority. In
order to hasten consolidation, the government should clarify its policy towards the restructuring of large-scale industry.

The recession intensified

The decline in GDP observed in the first half of 1998 accelerated during the

in the second half of 1998 and final six months, reflecting weak consumption, falling investment activity and a

... resulting in further rises
in unemployment and falling

With macroeconomic policy

early 1999...

inflation

marked deterioration in net foreign sales over the course of the year. Initially follow-
ing the 1997 depreciation of the currency, exports grew very rapidly and import
growth slowed. However, as the koruna progressively strengthened during 1998 and
growth in export markets contracted net exports began to decline, deepening the
recession. Despite this end of the year deterioration, trade performance for the year as
a whole was much improved over the year before and the current account deficit for
1998 fell to $ 1 billion (from $ 3.3 billion in 1997).

Weak demand conditions were reflected in a substantial decrease in retail sales
and, in the fourth quarter, falling industrial output — trends that have continued early
in 1999. Unemployment continued rising, reaching 7.1 per cent at the end of 1998.
These conditions, plus world price developments and the strong currency contributed
to the substantial decline of inflation, from 13.4 per cent in March 1998 to just
2.5 per cent by March 1999. Most recently, despite a moderation of nominal wages,
this rapid disinflation has translated into rising real wages.

Net inflation (.e. price increases of non-regulated goods and services) fell to

easing, the general government1.7 per cent at the end of 1998, well below the central bank’s target of 6 £0.5 per
deficit increased cent. Beginning in the summer of last year, the Bank responded with a series of inter-

significantly... est rate reductions, and monetary conditions were further eased by a 10 per cent
Czech Republic
Trade performance weakens Inflation and currency fall
Per cent US$ cents/Kc Per cent
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depreciation of the koruna between December 1998 and February 1999. The stance
of fiscal policy has also been expansionary. Falling revenues and increased expendi-
tures caused the consolidated government deficit to rise to an estimated 2.5 per cent
of GDP in 1998, a figure that the 1999 budget projects to deteriorate by a further
12 billion koruna (0.4 per cent of GDP).

Industrial restructuring and banking-sector privatisation has proceeded anlyvhile the slow pace of
slowly. Of the three large banks with still substantial state shareholdings, onerkasucturing limited
recently entered into the final stages of its privatisation while the process is only pustiuctivity and output gains
starting for the two others. The banking-sector remains burdened by bad loans and
the central bank has reinforced provisioning requirements. As a result, credit condi-
tions are very tight and a number of client firms that previously had ready access to
credit have been forced to undertake long-delayed restructuring efforts. In addition,
the prospect of continued direct or indirect government support of large, loss-making
firms has delayed their consolidation.

Demand, output and prices
Percentage changes, volume (1994 prices)

1995
current prices 1996 1997 1998 1999 2000

billion K¢

Private consumption 667.6 7.1 17 23 12 15
Government consumption 281.5 4.1 —2.1 1.0 18 0.6
Gross fixed capital formation 4424 8.7 4.9 =37 2.0 31
Fina domestic demand 13915 70 -12 21 0.3 18

Stockbuilding? 16.9 16 09 12 07 0.0
Total domestic demand 1408.4 85 -04 -3.2 -0.3 18
Exports of goods and services 755.8 54 10.2 115 5.8 6.7
Imports of goods and services 815.5 12.9 6.7 9.0 54 55

Net exports? -59.7 -5.0 14 08 -01 05
GDP at market prices 13487 39 10 27 05 24
GDP deflator - 9.4 6.6 10.7 54 6.1
Memorandum items
Private consumption deflator - 8.0 79 9.9 43 6.3
Industrial production - 16 4.8 34 20 34
Unemployment rate - 39 4.7 6.5 7.7 85
General government financial balance® - -0.4 -1.2 -25 -3.6 -4.0
Current account balance® - -76 61 -19 22 22

a) Contributions to changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of GDP.

Real wage gains and the recent depreciation of the koruna will provoke a re€awtput is expected to begin
ery of both internal and external demand during the course of 1999, but for the yeaovering during 1999...
as a whole GDP will decline somewhat before increasing moderately in 2000. Higher
food, commodity and import prices should reverse some of the recent falls in infla-
tion while unemployment will continue to rise in 1999 before stabilising in 2000.
These weaker than anticipated demand conditions are projected to result in lower
than budgeted government revenues and a rise in the general government deficit to
around 3.5 per cent.
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... but growth prospects could The slow pace of industrial restructuring and banking-sector privatisation poses
be compromised by a slowthe most serious down-side risk for the Czech economy. In the near term, tight credit
restructuring of the banking conditions and poor productivity performance may prevent even the modest output
sector gains projected here. Over the medium term, additional delays in the privatisation of

the banking sector or a slow implementation of the government’s revitalisation pro-
gramme that does not include a credible restructuring plan and the sale of bailed-out

firms to strategic investors could negatively affect the economy’s potential for a pro-

tracted period.
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The economic upswing has slowed as export growth faltered in the wake of adverse cost developments and weaker expc
market growth, but private consumption growth has remained strong. Falling interest rates and continued high real
income growth have offset the effect of the 1998 tax reform aimed at raising household savings. The tight labour market
has widened inflation differentials between Denmark and the European Economic and Monetary Union member coun-
tries, making for rather low real interest rates. Growth is projected to slow this year to around 1Y% per cent, recovering to
2 per cent in 2000, close to potential growth in the economy.

Recent labour market reforms are adding to the supply potential of the economy, but need to be extended. While wag
increases are less rapid than would have been expected from past experience, price and wage developments significan
above other European countries are evidence of an economy at full stretch. The general government balance remains i
surplus over the projection period, but a stricter control of public expenditure is needed to reduce the risk of an overheat-
ing and a further deterioration of export performance.

For the fifth year running the Danish economy grew substantially above Gsowth has been faster than
potential in 1998, although the pace slowed during the year as business investprejected
and export growth weakened, leading to a surge in inventories. Private consumption
growth remained at 3%z per cent, whereas public consumption accelerated to above
2 per cent. Despite a significant negative contribution from net exports, real GDP
growth stayed around 3 per cent.

Unemployment fell to 6 per centin early 1999 as strong private-sector — and titn@mployment has continued
lesser extent public-sector — employment growth outpaced labour supply growth ufiall and the current account
ing 1998. Wage growth picked up during the year, reaching 4%z per cent by the erakéitit has widened
1998, while higher indirect labour costs also added to overall labour-cost growth.

Consumer price inflation was running at 2 per cent in early 1999 as lower import and
raw material prices continued to suppress overall inflation. However, underlying
inflation was running at 3 per cent.

Following the widening in spreads due to the international financial market disimulatory monetary
turbances in the autumn of 1998, interest rate differentissa-visthe euro area conditions...

Denmark

Confidence has declinetl Underlying inflation is picking up?
Per cent balance Per cent balance Per cent

10 15 S ) -
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3 — Actual inflation
= Consumer confidendgeft scale) === Underlying inflation

“ -=-- Business confidendgight scale) 25 e Convergence criterfa 2
------ Construction sector confidenggght scale) 1 0
-10 -35
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1. Seasonally adjusted. Balance between positive and negative answers.

2. Year-on-year percentage changes.

3. Average of the three best performing Euro countries with respect to inflation in early 1999.
Sources:Danmarks Statistik; Ministry of Economics; OECD.
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were restored during the first quarter of 1999. Subsequently, the short-term interest
rate fell below 3 per cent with long term interest rates about 1% percentage point
higher. The krone has remained stable against the euro, whereas the nominal effective
exchange rate has depreciated by almost 4% per cent since autumn 1998.

... are accompanied by A projected tightening of fiscal policy was supposed to have restricted GDP
surpluses in the general growth by %2 percentage point in 1998, but current estimates indicate at best a neutral
government balance fiscal impact. The 1999 budgets for central and local governments point to a rela-
tively unchanged fiscal stance (when adjusted for a conversion of a forced savings
scheme to a direct tax which pushes up the budget surplus but does not affect house-
hold behaviour). In the absence of any announced changes in policy, a broadly neu-
tral stance is also assumed in 2000. Combined with a moderation of the GDP growth
rate, the surplus in the general government balance should increase to above 2 per
cent of GDP in 1999 before falling back to below 2 per cent in 2000.

Demand, output and prices
Percentage changes, volume (1990 prices)

1995
current prices 1996 1997 1998 1999 2000

billion Dkr

Private consumption 515.9 2.7 36 35 22 19
Government consumption 259.2 3.2 11 2.6 19 1.0
Gross fixed capital formation 189.2 49 10.6 6.1 19 21
Final domestic demand 964.3 33 44 38 21 17

Stockbuilding? 2.0 0.0 0.1 09 -08 0.0
Total domestic demand 966.4 33 45 4.8 13 17
Exports of goods and services 357.2 37 55 0.1 15 35
Imports of goods and services 314.8 3.7 9.8 4.7 0.7 28

Net exports? 24 01 -13 -1.7 0.3 0.3
GDP at market prices 1 008.8 33 31 29 16 2.0
GDP deflator - 22 18 14 2.6 2.8
Memorandum items
Private consumption deflator - 15 2.2 17 23 2.6
Industrial production - 13 4.8 15 2.7 2.6
Unemployment rate - 8.7 7.7 6.3 5.7 5.8
Household saving ratio - 54 40 58 4.7 50
General government financial balance® - -1.0 0.2 1.0 24 19
Current account balance® - 17 05 -14 -15 -1.0

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of GDP.

Imbalances persist... A stimulatory monetary stance, combined with continued employment and real
wage growth, should underpin private consumption growth of 2 per cent a year over
the projection period. The housing investment outlook remains weak, however, and a
reversal of the 1998 inventory build-up is also projected. Business fixed investment
growth should decelerate in the face of weaker export growth as a softer situation in
export markets combines with unfavourable cost developments to lead to continuing
market share losses. On balance, GDP growth could dip to 1% per cent in 1999
before picking up to near potential growth of 2 per cent in 2000. Employment growth



Developments in individual OECD countrie83

will decelerate to more sustainable levels, stabilising unemployment at around 6 per
cent, but even so wage inflation is likely to increase. Higher indirect taxes and less
favourable external price developments could lead to consumer price inflation of
2% per cent in 2000.

The inflation outlook could be at risk if the recent labour market reforms are lessmplying that inflation and
effective than expected in moderating wage increases. Inflation differevigadsvis the external account remain
the European Economic and Monetary Union could thus continue to increase, ergtaiisk
ing higher premiums on Danish securities in international markets. More generally,
without additional tightening of fiscal policy and further labour-market reforms,
there is a risk that demand growth will continue to outstrip supply, widening the
current-account deficit and increasing inflationary pressures.
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Real GDP growth decelerated in 1998 due to weaker exports but remained far above the euro area average. With exter-
nal conditions still subdued, economic growth is projected to continue to slow somewhat in 1999. Unemployment is likely

to decline further but inflationary

pressures should remain low, helped by a further drop in import prices and wage mod-

eration, which will last at least until the current pay agreement expires in 2000.

The sustainability of strong growth largely hinges on realising continued wage moderation. In this context, the outcome of
the wage negotiations for 2000 will be crucial. With the euro in place, excessive wage increases could lead to heavy employ
ment losses, as the option to devalue is no longer available. Furthermore, the coming agreement should allow for greatel

wage flexibility, for instance great

The economy slows down and
overheating risks fade away

The government budget moved
into surplus

er differences in wage rises across industries, thereby decompressing the wage structure.

The Finnish economy continued to perform strongly in 1998, with real GDP ris-
ing much more than on average in the euro area, employment increasing rapidly, the
current account surplus reaching a new record high and the general government bud-
get moving into surplus, the first positive balance since 1991. As employment and
profits grew rapidly and interest rates became very low, domestic demand was
boosted and became the driving force of the Finnish economy. During 1998, weaker
world demand led to a slowdown in activity and the overheating risk diminished sig-
nificantly. In early 1999, real GDP was 3 per cent higher than a year earlier, com-
pared with more than 6 per cent in early 1998. Industrial production excluding
electronic equipment has even been falling since mid-1998. Exports to Russia
plunged after August, but as its trade share has dropped substantially during the
1990s, to 7 per cent, the negative direct impact on real GDP was minor, an estimated
0.1 per cent in 1998. Wage inflation remained moderate due to the two-year wage
agreement of December 1997, but the sharp increase in overtime and bonuses
boosted incomes. Price inflation edged down further during the year, mainly reflect-
ing the oil price collapse and lower prices of most other imported commodities.

Overall, the fiscal stance has remained tight, with the government budget mov-
ing into a surplus of 1.5 per cent of GDP in 1998. The 1999 Budget contained a
moderate cut in income tax rates by half a percentage point, which was more than

While declining, unemployment is still high
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1. Weighted average of the standardised unemployment rates for Denmark, Ireland and the Netherlands.
2. Total industrial production excluding electronic, electrical and optical equipment.
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Demand, output and prices
Percentage changes, volume (1995 prices)

1995
current prices 1996 1997 1998 1999 2000

billion Mk
Private consumption 291.8 35 2.6 45 4.1 35
Government consumption 128.2 25 29 04 0.5 0.8
Gross fixed capital formation 90.5 8.6 14.1 8.2 5.4 6.6
Final domestic demand 510.4 4.2 4.8 4.3 3.6 3.6
Stockbuilding? 7.2 -15 0.8 0.0 03 01
Total domestic demand 517.7 25 5.7 43 3.9 35
Exports of goods and services 209.3 6.1 14.2 8.3 3.6 5.6
Imports of goods and services 164.6 6.3 114 8.9 55 6.0
Net exports? 447 0.4 20 06 -03 04
GDP at market prices 561.4 41 55 47 33 36
GDP at market prices in billion euros 94.4
GDP deflator - 0.6 17 24 13 18
Memorandum items
Private consumption deflator - 16 19 0.7 11 15
Unemployment rate - 14.6 12.7 114 10.6 10.0
General government financial balance® - -3.0 -1.6 15 23 2.7
Current account balance® - 3.9 5.4 5.8 5.8 6.1

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of GDP.

offset by some further expenditure restraint. The new government, formed in April,
will set the final expenditure ceiling for 2000 in August. It has already announced that
central government spending will remain constant in real terms over the medium term.

Figures for the first months of 1999 indicate that the slowdown has not y&itput growth will slow further
ended, and weak business sentiment suggests that it could persist in the comirge&ire picking up in 2000
months. Consumer sentiment, however, remains strong. Domestic demand will also
be supported by low interest rates. Furthermore, demand should benefit from the
solid financial position of households, the sound balance sheets of the business sector
and the healthy state of the banking industry. Another supporting factor is the posi-
tive supply-side shock generated by the electronic equipment industry. In 1998, the
sector contributed 1% percentage point to GDP growth. The contribution is projected
to remain substantial during the projection period. Nevertheless, due to weaker over-
all export demand, real GDP growth is projected to decelerate further, to 3.3 per cent,
which is still markedly above the euro area average. Employment growth will decel-
erate by less as growth will shift from capital-intensive exports to more labour-inten-
sive domestic demand. With world demand picking up in 2000, output growth is
projected to accelerate somewhat, while inflationary pressures should remain low.

A key domestic risk to the projection for 2000 is that the further drop in the unem-
ployment rate, to 10 per cent, leads to an excessive wage agreement, which would
hurt Finnish competitiveness and reduce export and output growth.

OECD



86 - OECD Economic Outlook

Growth was robust in 1998, driven by public and private investment, while the current account improved, largely owing
to a strong tourist season. After the devaluation in early 1998, inflation has resumed its downward trend and is expected
to recede further owing to favourable cost developments. Activity is projected to slow somewhat in 1999 as a result of
sluggish export market growth and may also be marginally affected by developments in Kosovo, but should strengther
again in 2000.

Macroeconomic policy should address the sharp rise in credit demand that could slow the pace of disinflation. Monetary
policy needs to stay firm and the stance of fiscal policy be tightened by further restraint over primary public spending.
Raising the primary surplus would help reduce public debt faster and allow for a smooth transition to an easier mone-
tary stance that will become necessary as European Economic and Monetary Union membership approaches. Bolde
public enterprise reforms and enhanced competition in network industries are called for to improve the competitiveness
of the economy and to foster real convergence with the other European Union countries.

Investment-led growth has been In the fifth year of the current expansion, activity has gathered further steam,
sustained, while disinflation is with the economy growing by an estimated 3.5 per cent in 1998. Both public invest-
again on track ment supported by the European Union (EU) and private investment grew strongly,
more than offsetting an easing in consumer spending. Weaker household spending
reflected slow growth in real disposable income, as a result of fiscal drag, moderation
in wage settlements and a spurt in inflation induced by the March 1998 devaluation.
Underlying inflation resumed its downward trend as from September 1998, to reach
3.2 per cent in April 1999. At the same time, the current account improved following
a good tourist season that boosted service exports, while the devaluation held down
imports. Since late 1998, slackening growth in the EU and in Central and Eastern
Europe has been reflected in declining exports of manufacturing industries. Business
confidence, however, has been resilient in construction and in retail trade, signalling
continuing robust domestic demand prospects.

Policy aims at qualifying for The policy to reach the Maastricht inflation criterion relies heavily on tight mon-
European Economic and etary conditions. Committed to an end-1999 inflation target of below 2 per cent, the
Monetary Union by mid-2000 Bank of Greece has allowed an appreciation of the drachma of 8 per cent above its

Greece
Inflation has resumed its downward trend While growth has become more balanced
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1. Excluding fresh food and energy products, year-on-year percentage change.
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central rate in the European Exchange Rate Mechanism, and has refrained from sig-
nificantly reducing its key intervention rate in tandem with receding inflation. While
effective exchange rate appreciation, subdued raw materials prices and a series of
indirect tax cuts — that have reduced the consumer price inflation by an estimated
1 percentage point — have dampened inflation, capital inflows resulting from high
domestic interest rates have boosted the liquidity of the banking system, triggering
lower bank-lending rates in an environment of fierce bank competition. As a result,
consumer credit has expanded sharply. Growth in mortgage credit and housing
demand has also been burgeoning, probably supported by hefty stock-market gains.
At the present juncture, excess credit expansion is of concern, as it fuels domestic
demand pressures that may hold back the pace of disinflation. In April 1999 the Bank
of Greece introduced temporary interest-free reserve requirements that will delay fur-
ther cuts in bank lending rates.

Demand, output and prices
Percentage changes, volume (based on previous year prices)

1995
current prices 1996 1997 1998 1999 2000

billion Dr

Private consumption 20 138.8 1.9 25 18 21 25
Government consumption 41783 1.0 -04 04 0.0 0.2
Gross fixed capital formation? 4981.1 8.8 9.6 9.8 85 9.1
Fina domestic demand 29 298.2 31 3.6 34 33 38

Stockbuilding® ¢ 422 -01 -01 0.0 0.0 0.0

Total domestic demand 29 340.4 30 35 33 33 38
Exports of goods and services 4 258.2 30 53 7.0 4.0 5.8
Imports of goods and services 6 715.1 49 54 49 47 5.8

Net exports® -2 456.9 -10 -08 03 -08 -08
GDP at market prices 26 883.5 24 32 35 3.0 35
GDP deflator - 79 6.9 5.0 31 26
Memorandum items
Private consumption deflator - 83 5.6 47 2.7 24
Industrial production - 05 16 7.3 4.0 5.0
Unemployment rate - 103 103 10.1 10.2 10.1
General government financial balance® - -7.5 -39 2.4 2.2 21
Current account balance® ¢ - -37 41 30 29 =29

a) Excluding ships operating overseas.

b) Contributions to changes in real GDP (percentage of real GDP in previous year), actua amount in the first column.
¢) Including stetistical discrepancy.

d) As a percentage of GDP.

€) On settlement data basis.

The implementation of the tight 1998 budget was on track, setting the debt to
GDP ratio firmly on a declining path. In 1999, however, the stance of fiscal policy
has become broadly neutral. In the 1999 budget, fiscal adjustment will come mostly
from a projected decline in public debt servicing. The budget delayed primary spend-
ing cuts, but shifted current expenditure towards investment spending. Apart from
lower indirect taxes, the main contribution of fiscal policy to the disinflation effort is
to come from a tight public sector incomes policy, with the wage bill targeted to
increase at half its 1998 pace.
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The inflation target is within Activity is projected to slow in 1999, largely reflecting sluggish export market
reach growth, but then rebound in 2000 as a result of solid public investment, lower real

interest rates and strengthening private consumption. Slowing growth of unit labour
costs due to moderate wage settlements in 1998-99 and improving productivity will
support disinflation. On current policies, consumer price inflation is projected to fall
to 2% per cent on average in 1999, with year-end inflation above, but very close to
the target. Inflation is projected to decline further in 2000, though at a slower pace
given the projected recovery in activity. The main risk concerns the pace of disinfla-
tion, especially as from the fall of 1999, when the direct effect of indirect tax cuts will
have vanished. Persistent cost pressures in sheltered sectors, excess demand fuellec
by heavy investment spending, rapid bank credit expansion, as well as uncertain
prospects for raw material prices, might offset present favourable domestic cost
developments and call for a new set of fiscal and monetary policy measures to fulfil
all the criteria for membership of the European Economic and Monetary Union.
Recent developments in Kosovo are likely to have some negative spillovers on
Greece — principally via weaker tourism, but also through direct trade effects as the
Balkans have been of growing significance as markets for Greek goods and invest-
ments. But unless the Kosovo problems spread and intensify, overall impacts on GDP
should be quite small.
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Hungary’s economic performance in 1998 is estimated to have been one of the strongest in the OECD area as real GDF
surged ahead 5.1 per cent, led by a rebound in domestic demand. This contributed to sustained import growth, while the
pace of exports slowed over the year causing the current account deficit to widen to 4.8 per cent of GDP. Growth is pro-

jected to decelerate slightly in 1999 despite a substantial fiscal deficit, as the pace of domestic demand slackens some
what and the contribution of net exports remains negative. Both the trade and invisibles balances are expected to
deteriorate and the current account deficit could reach just under 6 per cent of GDP in 1999. The disinflation process is

projected to slow considerably while, despite relatively strong employment growth, the unemployment rate is anticipated
to drop only marginally as more workers are drawn into the labour force.

A tightening of fiscal policy, preferably through expenditure reductions, is needed to combat emerging internal and exter-
nal imbalances. Such a change should help to support the currency within the crawling peg exchange rate regime, and a
the same time allow real interest rates to fall.

Domestic demand leaped ahead in 1998, led by record investment outlayi$jeaeconomy grew at a robust
massive inventory accumulation and a pick-up in consumer expenditures, followiage in 1998 and inflation
large real wage gains. Although Hungary continued to expand its international rhas fallen rapidly...
ket share, exports of goods and services slowed over the year. This, together with a
large increase in repatriated profits, caused the current account deficit to more than
double, reaching 4.8 per cent of GDP. The unemployment rate fell to 8 per cent in
1998 as moderate advances in employment outpaced labour force growth. The
twelve-month rate of consumer price inflation was down to 9.3 per cent by
March 1999. A 4 per cent increase in productivity in 1998 provided only a partial
shield, on the cost side, to real wage gains of almost twice this amount.

The economy weathered the financial market turmoil surrounding the Russibut both real interest rates
crisis with limited permanent impact. However, in recent months the forint has onod the external deficit are on
again weakened within its fluctuation band, and bond yields have risen in the faghefise...
mounting concern over the sustainability of the external position. The central bank
has responded by slowing the downward trend in its policy rate even as inflation con-
tinues to fall, allowing real interest rates to rise and further raising the forward pre-
mium above 6 per cent on forint-denominated assets by announcing two additional
0.1 percentage point reductions in the currency'’s rate of crawl.

Hungary
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... while the government budget

deficit shows
signs of widening

Robust domestic demand

Demand, output and prices
Percentage changes, volume (1991 prices)

1995
current prices 1996 1997 1998 1999 2000

billion HUF

Private consumption 3007.1 -32 2.6 38 45 42
Government consumption 13373 2.3 15 2.6 20 20
Gross fixed capital formation 1 059.6 6.7 9.2 114 9.0 6.0
Final domestic demand 5404.0 -1.0 38 53 50 4.2

Stockbuilding? 279.7 17 0.8 31 05 04
Total domestic demand 5 683.7 0.8 44 8.1 51 4.2
Exports of goods and services 19148 8.4 26.4 16.0 10.8 95
Imports of goods and services 2 036.6 6.6 255 22.2 12.1 10.7

Net exports? -121.8 0.6 02 30 -11 -11
GDP at market prices 5561.9 13 4.6 51 41 32
GDP deflator - 21.2 185 14.2 9.0 7.0
Memorandum items
Private consumption deflator - 21.2 17.0 14.2 9.1 7.1
Industrial production - 34 10.9 12.6 8.1 6.9
Unemployment rate - 10.1 8.9 8.0 7.3 7.0
Household saving ratio® - 15.0 18.0 19.3 19.1 19.3
General government financial balancec - -3.0 -4.9 -4.6 4.7 4.8
Current account balance® - -3.8 2.2 4.8 -5.9 -6.2

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of disposable income.
c) As a percentage of GDP.

The consolidated government budget deficit narrowed in 1998 to 4.6 per cent of
GDP, on the basis of higher than anticipated tax receipts, and despite cost overruns on
the social security account. Following a number of tax cuts and spending measures
and despite a 50 billion forints cut in authorised spending levels announced in Febru-
ary 1999, early indications are that the budget deficit for 1999 will be much greater
than the government’s target of 4 per cent of GDP unless additional expenditure cuts
are made.

Based on the technical assumption of an unchanged fiscal policy and exchange

should keep output growth rate, real GDP is expected to advance by about 4.1 per cent in 1999 and even less

sustained...

... but rising twin deficits are an
area of concern

quickly in 2000. Strong domestic demand, fuelled by real wage gains and govern-
ment-sector dissavings will increasingly have to be met by imports even as the pace
of export growth slows. Widening trade and current account deficits are projected to
lead to some additional increases in real interest rates, placing further pressure on
public finances. Within this scenario, the pace of disinflation is expected to slow
while labour force growth reduces the impact of relatively strong job creation on the
unemployment rate.

The principal uncertainty surrounding this projection is the stance of fiscal pol-
icy. While the spectre of rising budget and external deficits is reminiscent of the situ-
ation in the mid 1990s, further significant cuts in public expenditure could improve
prospects for both 1999 and 2000. Such measures would serve to reduce pressure on
the current account, allow for a relaxation of monetary policy and enable the govern-
ment’s deficit to come close to its original target of 4 per cent of GDP.
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Aggregate demand in Iceland continues to surge, in part reflecting substantial terms-of-trade gains. As a result, output is
rising smartly, and unemployment is dropping. Wages are increasing rapidly, but consumer price inflation has remained
low. Given that these terms-of-trade gains are not expected to continue next year, emerging pressures from strong outpt
growth might begin to push up inflation. Moreover, with domestic demand growing briskly, the current account deficit
may remain uncomfortably high.

To check emerging inflationary pressures, the fiscal stance should be tightened. The monetary authorities should alsc
consider raising interest rates further and letting the krona appreciate toward the top end of its band. In addition, given
the rapid expansion of credit and foreign borrowing, financial supervisors need to be vigilant to ensure the prudent
behaviour of commercial banks.

Economic activity continued to expand rapidly in 1998 with real GDP growir@utput grew rapidly in 1998...
by 5 per cent, down only slightly from the previous year. Buoyed by considerable
real income growth, consumption soared, while significant large-scale investment
projects pushed business investment up by one-third. A large part of the increase in
final domestic demand, however, was met by imports, so that net exports entailed a
negative contribution to output growth of nearly 7 percentage points. Nonetheless,
the unemployment rate moved down ¥ percentage point to 2.9 per cent.

The increase in aggregate demand was supported by a 4 per cent improvementd benefited from
in the terms of trade. Fish prices rose briskly, while merchandise import prices edgdxtantial terms-of-trade
down, helped in part by the plunge in oil prices. Some of this gain was the resulyaihs
the decision of the monetary authorities to allow the krona to appreciate somewhat in
the first part of the year, pushing up its annual average. Subsequently, however, with
the turmoil in world financial markets, the krona has eased back.

Macroeconomic policy has been only mildly restrictive in the past year. TWa&th only modest policy
Central Bank raised short-term interest rates 30 basis points in September 1998girtdning...

Iceland
Short-term interest rates have not tightened much And the Krona has stopped appreciatithg
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... signs of overheating have
appeared...

... which might lead to an
increase in inflation

Demand, output and prices
Percentage changes, volume (1990 prices)

1995
current prices 1996 1997 1998 1999 2000

billion Tkr

Private consumption 272.7 6.4 6.0 11.0 85 6.2
Government consumption 94.1 1.0 31 3.0 33 30
Gross fixed capital formation 66.0 26.5 11.2 234 61 6.9
Final domestic demand 432.7 8.3 6.4 117 46 5.8

Stockbuilding? 23 -0.7 0.0 03 -03 0.0
Total domestic demand 435.0 75 6.4 12.0 43 5.8
Exports of goods and services 161.3 10.0 5.6 26 6.2 5.0
Imports of goods and services 144.7 16.6 85 22.1 4.0 75

Net exports? 16.5 -15 -08 67 06 12
GDP at market prices 4515 5.6 54 5.0 51 48
GDP deflator - 19 33 52 4.0 42
Memorandum items
Private consumption deflator - 23 18 17 23 38
Unemployment rate - 4.3 37 29 24 20
General government financial balance® - -1.6 0.0 04 0.3 0.3
Current account balance® - -1.8 -1.7 6.7 -49 -63

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of GDP.

another 40 basis points in February of this year, generating a similar rise in
short-term real interest rates. With reform of the financial sector, real long-term rates
have actually fallen, closing the differential with major trading partners. Furthermore,
money and credit growth, especially at depository institutions, has been rapid, with
the broad money stock up 15 per centin 1998. Fiscal policy was not as restrictive last
year as previously. While government net lending rose further, to show a surplus in
1998, the increase was less than Y2 percentage point of GDP — a slower rate of
improvement than the year before even though real output growth was similar.

The economy now appears to be overstretched in many respects. First, with the
low and falling unemployment rate, wages increased 7% per cent over 1998, much
more than was implied by negotiated contracts, as wage drift has been substantial.
Second, inflation expectations, as measured by the difference between five-year
non-indexed and indexed Treasury securities, have begun to rise. Third, asset prices
have started to increase with housing prices in the capital area rising almost 7 per
cent in 1998 after several years of modest growth. Finally, in spite of favourable
terms of trade gains, the current account deficit shot up to 6.6 per cent of GDP in
1998, only a portion of which can be explained by foreign direct investment.

Output growth is projected to remain robust in 1999 and 2000, supported by
strong consumption, whereas business investment and, consequently, imports may
cool a bit due to the timing of some projects. Nevertheless, in spite of good export
performance, a large current account deficit is projected to persist. Prices are likely to
accelerate through the projection period, given the rapid run up in wages and the like-
lihood that large terms-of-trade gains will not continue. The biggest risk to the out-
look is that inflation might surge more quickly than envisaged, thereby creating a
wage-price spiral that would necessitate a significant tightening of monetary policy.
In such an event, managing the exchange rate could prove difficult.
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While domestic demand growth is undiminished, real GDP may have slowed slightly in the second half of last year, ever
though the annual increase was one of the highest of the current boom. The softening in export growth may become mor
pronounced this year, helping to bring down output increases towards sustainable rates. But labour-supply pressures
may continue to rise nonetheless, boosting earnings and hence services prices and raising the risks of a wage-led ove!
heating.

Managing the supply-demand balance in the current circumstances is a formidable challenge. With the advent of Euro-
pean Economic and Monetary Union, the only remaining macroeconomic levers are the budget and the incomes policy
process. Despite the healthy surplus, further planned tax cuts should not be allowed to fuel demand, given the increasing
severity of supply-side constraints. The government’s primary role in the forthcoming wage negotiations should be to
temper expectations. When the minimum wage is introduced, careful attention should be paid to setting a level that doe:
not adversely affect the employment prospect of low-paid workers.

Output continues to grow at very rapid rates, steadily stretching availaBeformance has continued
resources. Real GDP growth in 1998 may well have been in double-digit figures, @rithpress, with strong growth
the unemployment rate has now fallen to 6% per cent, down 9 percentage points simtenoderate inflation
1993, despite robust labour force increases. There are some signs of bottlenecks to
further increases in output. Employers report labour shortages and frequent hiring
difficulties and have thus been resorting to recruitment of workers from overseas.

Wages are accelerating in several important sectors and occupations, despite the
agreed limits of the Partnership 2000 pact. After a lengthy boom, housing prices have
only recently begun to show signs of deceleration, but at a level nearly double that of
just a few years ago. Consumer price rises have, however, eased off mainly as a result
of lower mortgage and indirect tax rates and imported oil prices. The current account
surplus has diminished, despite a surge in exports in the first half of last year. Survey
evidence points to a further slowdown in export sales in coming months.

The economy is benefiting from the same sources of growth that have b&ea main reason for such
operating since 1994. Foreign direct investment is still flowing into modetrength remains foreign direct
high-productivity industries, with favourable spin-offs on domestic demand and, uhirestment
mately, on the indigenous, mainly services-producing, sectors. There is anecdotal
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evidence that these inflows have recently peaked, possibly as a result of competitive-
ness fears and concerns over future export-market prospects.

Macroeconomic policy has also Macroeconomic policy has done little to resist unsustainable increases in spend-
turned stimulative ing and, on balance, has even turned stimulative in recent months. Following the

decisions in 1998 relating to the beginning of European Economic and Monetary
Union, the effective exchange rate has resumed a downward trend, and shorter-term
market interest rates and mortgage rates have fallen sharply, providing households
with substantial disposable income gains. In the 1999 budget the government granted
sizeable net tax cuts, mainly for individuals, in order to revive the hopes for another
“partnership agreement” next year, as well as to improve work incentives. The
authorities also tried to keep current spending within its previous 4 per cent average
annual target increase, but the relevant aggregate suffers from some weaknesses; for
example, it includes interest payments, which are falling. Furthermore, capital expen-
diture is rising sharply again, as the government is more concerned to relieve infra-
structural shortages than to avoid strains on the labour market and the construction
sector in particular.

Demand, output and prices
Percentage changes, volume (1990 prices)

1995
current prices 1996 1997 1998 1999 2000

billion IT£

Private consumption 21.841 6.1 6.3 8.0 8.0 6.6
Government consumption 5.871 15 4.8 50 4.0 31
Gross fixed capital formation 6.735 13.6 10.9 12.0 10.9 9.1
Final domestic demand 34.447 6.8 7.0 84 8.1 6.7

Stockbuilding? 0.401 0.2 04 06 0.1 0.0
Total domestic demand 34.847 6.9 7.3 75 8.1 6.6
Exports of goods and services 30.837 11.7 16.9 209 114 10.2
Imports of goods and services 26.369 12.2 15.6 20.2 13.0 10.9

Net exports? 4.468 15 3.7 42 10 14
GDP at market prices 39.315 74 9.8 104 75 6.7
GDP at market prices in billion euros 49.920
GDP deflator - 17 23 4.0 4.0 3.7
GNP at market prices 34.805 6.4 8.1 9.0 6.6 6.1
Memorandum items
Private consumption deflator - 14 0.9 2.6 29 2.8
Industrial production - 7.9 154 14.8 9.8 95
Unemployment rate - 11.9 10.3 7.7 6.4 59
Household saving ratio® - 9.6 10.5 11.2 11.0 11.0
General government financial balance® - -0.3 1.0 2.4 23 21
Current account balance? - 2.7 2.8 19 05 0.0

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of disposable income.

c) As a percentage of GDP.

d) As a percentage of GNP.

With moderating exports, While export increases are already returning to more moderate rates, domestic
activity could slow demand growth is unlikely to abate this year. Real household disposable income
growth of around 8 per cent combined with continuing adjustment to recent wealth
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gains and very high levels of consumer confidence point to persistently robust
increases in consumption. The demand for housing remains substantial, and only sup-
ply constraints are holding back such investment. Government current and capital
spending increases look set to keep up their recent pace. But business investment
growth may ease slightly, because of less buoyant export prospects. Overall, real
GDP may expand by 7 per cent on average over the projection horizon. This will still
be more than can be handled by ongoing increases in the labour force, despite sharp
productivity improvements, and the unemployment rate could fall below 6 per cent.
Employers will have to compete for scarce labour resources by upping their wage
offers, pushing up unit labour costs and services prices, even abstracting from the
effects of next year’s introduction of a national minimum wage. With domestic
demand stronger than exports, the net foreign balance could contribute much less to
GDP growth than in recent years. This, along with a reversal in the terms of trade and
a deterioration in the investment income balance may lead to an elimination of the
current external surplus in 2000.

OECD
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The economy appears to have bottomed out, helped by expansionary monetary and fiscal policies, following the wors
recession in Korea’s post-war history in 1998. A technical rebound based on inventory adjustment is expected to lead to
substantial output gains this year and some narrowing of the current account surplus, which reached 12% per cent of
GDP in 1998. However, unemployment is likely to remain high at around 7% per cent, while inflation remains subdued. A
sustained expansion in 2000 and beyond will require a stronger recovery of private consumption and investment, which
hinges on progress in restructuring the financial and corporate sectors.

Large injections of public funds have strengthened the banking system and have helped to stabilise the decline in ban
lending, although much remains to be done to rehabilitate the financial sector. The introduction of an improved corporate

governance system and other reforms has established a framework for market-based restructuring of the corporate sec
tor. Effective implementation of these reforms is essential to facilitate such restructuring. The stance of macroeconomic
policy should remain supportive until a genuine recovery is firmly established.

After a severe recession in

Output fell by almost 6 per cent in 1998 in the wake of the severe financial crisis

1998, output appears to haveas a credit crunch emerged and domestic demand contracted by 19 per cent. In addi-

stabilised...

... thanks to supportive
macroeconomic policies...

tion to sharp declines in private consumption and fixed investment, inventory adjust-
ment made a large negative contribution to growth. By the end of the year, though,
the downturn had stopped, while the de-stocking of inventory had decelerated. Given
the depth of the recession, there exists a considerable degree of slack in the economy.
The unemployment rate, which was around 2 per cent prior to the crisis, reached
8Y% per cent in early 1999 despite a significant fall in the labour force participation
rate. Consumer prices have remained flat since February 1998.

The easing of macroeconomic policies has played a key role in attenuating the
recession. The reduction of short-term money market interest rates from 23 per cent
at the beginning of 1998 to around 5 per cent has substantially lowered borrowing
costs. This was accompanied by a sharp deterioration in the consolidated central gov-
ernment budget, which had been in balance prior to the crisis, to a deficit of around
4 per cent of GDP in 1998. The deficit resulted from a decline in tax revenues and a

Korea

Output has bottomed out But unemployment continues to rise
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Demand, output and prices
Percentage changes, volume (1995 prices)

1995
current prices 1996 1997 1998 1999 2000

trillion won

Private consumption 206.4 7.1 35 96 25 32
Government consumption 36.4 8.2 15 -0.1 0.8 4.8
Gross fixed capital formation 138.4 73 22 211 -39 30
Fina domestic demand 3813 73 12 127 0.3 33

Stockbuilding? 18 06 20 56 5.0 1.9
Total domestic demand 383.1 78 08 -187 6.2 5.7
Exports of goods and services 114.0 11.2 21.4 13.3 6.0 75
Imports of goods and services 119.5 14.2 32 220 12.0 13.0

Net exports? 5.6 -11 5.7 122 -07 05

Statistical discrepancy @ -0.2 0.0 0.1 0.1 0.0 0.0
GDP at market prices 377.3 6.8 50 58 45 43
GDP deflator - 39 31 53 25 23
Memorandum items
Private consumption deflator - 5.7 55 8.6 25 23
Industrial production - 87 53 73 55 6.0
Unemployment rate - 20 2.6 6.8 7.6 75
Household saving ratio® - 17.3 17.3 14.4 13.7 14.1
General government financial balance® - 4.2 23 02 -1.0 -1.0
Current account balance® - 44 -5 12.6 5.7 35

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of disposable income.
c) As a percentage of GDP.

substantial rise in public expenditures, notably an increase in assistance to the unem-
ployed. The deficit is projected to widen slightly in 1999.

The cost of rehabilitating the banking sector has also boosted public outlays..land structural reforms,
1998, the government launched a W 64 trillion programme (14 per cent of GDRgluding the rehabilitation of
financed by publicly guaranteed borrowing, to address the non-performing loan ptiebfinancial sector
lem and to recapitalise viable banks, while closing weak banks and establishing a
new independent regulatory authority. This has been accompanied by improvements
in the corporate governance framework, notably by strengthening the rights of minor-
ity shareholders and requiring listed companies to have outside directors. To acceler-
ate restructuring, the government has required firms affiliated with the large
conglomerates, ochaebolsto reduce their debt to equity ratios, which averaged
almost 500 per cent at the end of 1997, to 200 per cent by the end of this year.

Output growth may be as high as 4% per cent this year. Following a 17 per éetdgchnical rebound in 1999
decline in the level of inventories in 1998, a deceleration of inventory de-stockiraged on stockbuilding is
would be sufficient to provide a substantial boost to growth in 1999. The stockbuiikely...
ing effect would be partially offset by an increase in imports, which is projected to
lead to a decline in the current account surplus from $ 40 billion in 1998 to around
$ 23 billion this year. The need for further corporate restructuring to reduce debt is
likely to limit any rebound in investment and in employment and wages this year.

Consequently, private consumption is expected to show little growth, while unem-

ployment remains high at around 7% per cent. With substantial slack in the labour
market and the appreciation of the currency during the past year, inflation is expected
to undershoot the official 3 per cent target.
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... but a sustained recovery will The main risk to a growth rebound in 1999 would be a depreciation of other
depend on successful major Asian currencies, which would undermine the prospects for Korean exports.
restructuring As the contribution from stockbuilding wanes in 2000 and beyond, sustaining the

recovery will depend largely on the growth of private consumption and investment.
This requires successful restructuring of the financial sector, where there is a risk of a

further rise in non-performing loans. At the same time, it is important to expedite the

restructuring of troubled firms, either through voluntary debt workouts or through

legal procedures, though this will tend to limit the growth of domestic demand in the

short run. Failure to restructure rapidly could lead to a period of stagnation with

growth rates well below those achieved in the past.
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The economy seems to have reached a cyclical peak in early 1998. While slowing markedly, real GDP growth is pro-
jected to exceed 3 per cent in 1999 and to rebound moderately — to 3% per cent — in 2000, as a result of stronger expor
markets and more buoyant domestic demand. Despite rapid job creation, the continuing increase in cross-border workers
prevents overheating in the labour market, and consumer price inflation, although edging up, is projected to remain at
low levels.

While overall fiscal conditions remain enviable, budget flexibility could be improved by reducing the widespread use of
indexation. Structural reform should be pursued to enhance the adjustment capacity of the economy. For instance, the
adaptability in the labour market could be improved by relaxing working-time restrictions, especially for part-time workers.

The economy continued to perform well in 1998, with real GDP growth incred$ie economy may have
ing to an estimated 5% per cent. Services, in particular communications and finanegahed a cyclical peak in 1998
services, were the main driving force. However, activity in the manufacturing sector
has weakened substantially since the second half of 1998, as the financial and eco-
nomic crises in Asia and Russia have led to increased competition in the steel sector,
with a reorientation of world exports and falling prices. Although employment
growth has remained robust, labour market conditions have barely tightened, as the
strong influx of cross-border workers has continued to expand the labour supply. The
unemployment rate has declined only slightly, as more people have been enrolled in
active labour market programmes. Consumer price inflation has fallen to around
% per cent in early 1999, as a result of lower energy and import prices. The underly-
ing rate of inflation — which excludes energy and food prices — has remained at
around 1 per cent.

The service sector is likely to remain the driving force of economic growth. Thie service sector is the main
communication sector is expected to gain further momentum, with the rapid expansigine of growth
of the satellite network and new launches planned in 1999 and 2000. The financial sec-
tor, on balance, should also remain buoyant. Following the introduction of the euro, the
banking sector has lost part of its earnings on foreign exchange transactions. However,
it should profit from more cross-border activities facilitated by the single currency, and

Luxembourg
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Despite a significant slowdown,
the outlook remains favourable

Demand, output and prices
Percentage changes, volume (1990 prices)

1995

current prices 1996 1997 1998 1999 2000
billion LF
Private consumption 278.8 19 25 38 2.3 25
Government consumption 67.2 33 84 4.0 30 30
Gross fixed capital formation 1114 -1.7 15.2 9.7 4.7 5.0
Final domestic demand 457.3 11 6.7 55 31 33
Stockbuilding? 11.7 0.7 0.1 02 -02 0.2
Total domestic demand 469.1 18 6.7 5.6 29 35
Exports of goods and services 467.5 2.3 75 8.3 30 6.6
Imports of goods and services 419.8 10 10.0 85 25 6.6
Net exports? 47.7 13 -14 0.5 0.7 0.5
GDP at market prices 516.8 3.0 4.7 5.7 33 38
GDP at market prices in hillion euros 12.8
GDP deflator - 0.1 24 17 13 16
Memorandum items
Private consumption deflator - 16 11 1.0 0.9 13
Industrial production - -19 7.3 4.3 0.7 2.0
Unemployment rate - 33 33 31 31 30

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.

is well positioned to take advantage of the coming liberalisation of the European pen-

sion fund market. The Luxembourg authorities have already prepared legislation to be
implemented once the new European Union (EU) directives in this area are adopted.
Fiscal policy has become broadly neutral, as higher spending on a multi-annual pro-
gramme for infrastructure projects and social security, has been largely offset by an

increase in social security contributions. The general government budget surplus is esti-
mated to have been a little over 2 per cent in 1998. Given the projected slowdown of

the economy, the surplus may decrease somewhat in 1999 and 2000.

Real GDP growth is projected to slow to around 3¥4 per cent in 1999 and to pick
up to 3% per cent in 2000, as exports strengthen in line with the growth of foreign
markets, boosting domestic demand. While slowing, job creation will remain robust
and exceed the EU average by a wide margin. But the number of cross-border work-
ers is expected to continue to grow, preventing the labour market from overheating.
Consumer price inflation should remain low, edging up to around 1% per cent in
2000, as a result of rebounding import prices. The risks and uncertainties in the pro-
jections are mostly in the external sector and relate in particular to the expected
rebound in the euro area and the impact of European Economic and Monetary Union
on the Luxembourg financial sector.
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Strong household and business confidence continued to boost economic activity in 1998, despite the international finan
cial crisis and the decline in oil prices which led to a tightening of monetary and fiscal policies. The disinflation process
was reversed and the current account deficit widened. The tight setting of macroeconomic policies is likely to dampen
domestic demand and GDP growth in 1999, but also bring inflation down. A moderate recovery is projected in 2000,
fuelled by domestic demand as confidence returns. The current account deficit may rise marginally to just above 4 per
cent of GDP in 2000.

Given the still uncertain external environment and the upturn in inflation in 1998, macroeconomic policies will have to
remain tight until the economy is back on a course of steady disinflation. Structural reform should continue, in particular
to further strengthen the financial sector and bolster tax revenue.

After a period of rapid growth, driven by private demand and foreign trad@rowth remained vigorous
signs of a slowdown emerged in late 1998 as fiscal and monetary policies were tidjinting most of 1998,
ened in response to the global financial crisis and the fall in oil prices. Employmamd the disinflation
growth remained strong, and significant real wage gains were recorded; but pimitess was reversed
labour costs in manufacturing declined, thanks to continuing high productivity
growth. Non-oil exports held up fairly well, slowing only late in the year. The trade
deficit widened, owing to booming imports and declining earnings from oil exports.

The current account deficit reached 3.8 per cent of GDP, which was largely financed
by long-term capital inflows — importantly foreign direct investment which amounted
to nearly $ 10.2 billion, just below its record 1997 level. The peso, which had been
depreciating gradually after the Asian crisis, suffered a bout of weakness in the wake
of the Russian crisis in mid-1998. With the inflationary impact of the depreciation
compounded by hikes in government controlled prices, inflation rose in late 1998:
the consumer price index increased by 18.6 per cent in the twelve months to
December 1998, compared with the 12 per cent official target.

In 1998, public spending was curtailed to maintain the budget deficit on targistal policy is set to remain
(1.25 per cent of GDP) despite lower oil-related revenues (which in total accounttifgint in 1999...
one-third of government revenue). In a context of slowing GDP growth, the 1999

Mexico
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budget aims at maintaining the public sector financial deficit unchanged in relation to
GDP through new tax measures and continued spending cortha.recent recov-

ery in oil prices will make the deficit target easier to meet. For 2000, the projections
assume that a prudent fiscal policy stance will be maintained.

... and with the tightening When the Russian crisis broke out in August 1998, pressure against the peso
of monetary policy financial was absorbed through a combination of interest rate and exchange rate changes. After
conditions have been rising by 15 percentage points (to 42 per cent) in September, the three-month
improving Treasury bill rate (Cetes) declined to 32 per cent by the end of 1998. In January 1999,
the Brazilian crisis prompted a new policy tightening. But the impact on Mexico was
less severe than after the Russian crisis and it was quickly reversed. Since then, the
peso has strengthened, and by late April the Cetes rate was close to 20 per cent. The
monetary programme, announced in January 1999 against the background of an
uncertain international environment and a revival of inflationary pressure, focuses on
bringing inflation down to 13 per cent by December 1999 (year-on-year). The OECD
assumes that over the projection period, nominal interest rates will come down in line
with the decline in inflation, and that the risk premium will also fall somewhat.

Demand, output and prices
Percentage changes, volume (1993 prices)

1995
current prices 1996 1997 1998 1999 2000

billion Pesos

Private consumption 12320 2.2 6.4 6.4 33 36
Government consumption 192.0 -0.7 29 -3 0.0 2.0
Gross fixed capital formation 296.7 16.4 209 10.7 6.5 9.1
Final domestic demand 1720.7 4.0 85 6.4 36 4.6

Stockbuilding? 70.8 16 12 -01 0.0 0.0
Total domestic demand 17915 5.6 9.5 6.0 35 45
Exports of goods and services 558.8 18.2 10.8 9.7 7.8 5.6
Imports of goods and services 509.9 229 228 14.2 8.8 81

Net exports? 48.9 -0.3 25 -11 -0.3 -0.8
GDP at market prices 18404 51 6.8 48 32 37
GDP deflator - 30.7 17.7 138 15.0 105
Memorandum items
Private consumption deflator - 30.6 16.5 19.2 16.7 11.0
Unemployment rate® - 55 37 32 3.2 32
Current account balance® - -0.7 -19 -38 -38 4.1

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) Based on the National Survey of Urban Employment.
c) As a percentage of GDP.

Following a slowdown in 1999, Output growth is projected to slow down in 1999 to 3.2 per cent, reflecting more
growth is expected moderate consumer spending in response to uncertainties about employment and real
to pick up next year wages, and tight public expenditure. Business investment is also expected to be less
buoyant as a result of high real interest rates and some deterioration of export pros-

* For a detailed analysis of Mexico’s tax system and the need for strengthening its revenue raising capac-
ity, seeOECD Economic SurveyMexico, April 1999, Chapter Ill.
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pects. In the context of a progressive return of confidence in international financial
markets, real GDP growth is projected to strengthen in 2000 to 3.7 per cent, led by
private demand and public investment. Disinflation is expected to resume once the
first round effects of the 1998 depreciation have worked through. However, renewed
financial volatility would force the authorities to further tighten policy to prevent the
emergence of major imbalances; and either slower growth or higher interest rates in
the United States could have significant negative effects on the Mexican perfor-
mance. On the other hand, if market confidence continues to improve, the decline in
interest rates could be more rapid than projected, generating stronger growth.

OECD
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Netherlands

After a period of exceptional strength, real GDP growth is projected to fall to around 2% per cent in both 1999 and 2000
— well below the trend rate. Nonetheless, tensions in the labour market are expected to persist for some time, and wag
increases and inflation may remain relatively high. The fiscal stance is broadly neutral, but the general government defi-
cit is projected to increase somewhat — to 1% per cent of GDP in 2000 — as a result of the slowdown of the economy.

While the slowdown of activity reduces the risk of overheating, the government should continue its policy of increasing the
non-inflationary rate of growth of the economy and promoting reintegration of workers. This requires initiatives to return to the
active labour force the older unemployed and people of working age currently in the disability and social assistance schemes.

The economy slows as external Although slowing markedly over the year, real GDP growth reached an esti-
demand drops sharply mated 3.8 per cent for 1998 as a whole, the highest rate since 1991. The economy

moved further above potential, with the positive output gap, as calculated by the
OECD, reaching an estimated 2 per cent of potential GDP. Private consumption was
exceptionally vigorous, underpinned by strong job creation and wage increases, tax
reductions and large capital gains on real and financial assets. However, the buoy-
ancy of domestic demand boosted imports and, starting in the second half of the year,
exports weakened rapidly, in line with foreign markets. As a result, the contribution
to growth of net exports turned negative in 1998. Several indicators point to a tight
labour market: the unemployment rate (national definition) fell to 3.8 per cent in
February 1999, the lowest level since the late 1970s; unfilled vacancies have
increased to a level similar to the peak of the 1988-92 upturn; and shortages are
increasingly being reported, especially in the construction, financial service, and pro-
fessional service sectors. Despite a sizeable decline in import prices, consumer price
inflation (harmonised definition) has reached 2.0 per cent in the twelve months to
February — compared with an European Union average of 1 per cent.

The stance of fiscal policy is Most indicators point to a slowdown in domestic demand. Business sentiment
broadly neutral and the has deteriorated markedly due to shortening order books and a profit squeeze as a
domestic boom is maturing... result of rising labour costs and the low output prices needed to retain market shares.
House prices have surged since 1990 and, as noted, have underpinned private con-
sumption. They are, in real terms, close to the peak of the previous housing boom in

Netherlands
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Demand, output and prices
Percentage changes, volume (1990 prices)

1995
current prices 1996 1997 1998 1999 2000

billion Gld

Private consumption 382.2 2.7 30 45 35 25
Government consumption 91.8 12 15 27 33 15
Gross fixed capital formation 122.0 5.4 6.8 4.1 0.6 12
Final domestic demand 596.0 30 3.6 4.1 2.8 21

Stockbuilding? 1.0 0.0 0.0 02 -02 0.1
Total domestic demand 596.9 30 36 4.3 2.6 2.2
Exports of goods and services 339.6 52 6.7 6.3 24 5.0
Imports of goods and services 296.9 53 7.1 75 31 49

Net exports? 427 0.4 03 -02 -02 0.3
GDP at market prices 639.7 31 3.6 38 22 24
GDP at market prices in billion euros 290.3
GDP deflator - 15 22 18 18 21
Memorandum items
Private consumption deflator - 16 20 18 19 20
Industrial production - 15 4.3 24 04 24
Unemployment rate - 6.6 55 4.2 39 41
Household saving ratio® - 05 -06 -0.6 -11 -0.6
General government financial balance® - -2.0 -0.9 -0.7 -14 =17
Current account balance® - 55 6.5 5.6 53 5.9

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.

b) Asapercentage of disposable income, excluding net contributions (actual and imputed) to life insurance and pension
schemes.

c) As a percentage of GDP.

the late 1970s. Due to the large build-up of mortgage debt, household debt — as a per-
centage of disposable income — has almost doubled since 1990. Although it has been
more than outpaced by the increase in the value of its collateral, this surge in mort-
gage borrowing has increased the vulnerability of the household sector to asset price
shocks. A levelling off of house prices would progressively attenuate the impact of
capital gains on private consumption. An actual fall in house prices could have much
more damaging effects on consumption and growth. The fiscal stance is expected to
remain broadly neutral. The increase in social security contributions in the 1999 Bud-
get has been more or less offset by expenditure increases for infrastructure, educa-
tion, the health sector, and asylum seekers. The cyclically-adjusted deficit may
remain at around 2 per cent of GDP while the actual deficit is projected to widen from
¥4 per cent of GDP in 1998 to 1% per cent in 2000 as a result of the economic slowdown.

After slowing to around 2% per cent in 1999, real GDP growth is expected tobut stronger exports will
pick up somewhat in 2000, as net exports progressively take over from domgstigressively boost growth
demand as the driving force of the expansion. This period of growth below potential
will largely erase the positive output gap by 2000. Employment creation is projected
to slow but, with unemployment remaining at very low levels, tensions in the labour
market are likely to persist. Nevertheless, the growth of wages and compensation per
employee may abate somewhat in 2000, as no further increases in social security con-
tributions are assumed. With import prices rebounding, consumer price inflation is
projected to edge up and remain higher than in neighbouring countries. On the exter-
nal side, the major risk to growth is that the upturn in the euro area might not take
place as expected. On the domestic side, given the tight labour market, wages and
prices might rise faster than projected; on the other hand, a reversal of the boom in
house prices could have a major dampening effect on consumption and growth.
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New Zealand

The New Zealand economy moved out of recession in the second half of 1998 and recent indicators show a broadening i
the recovery more recently. The direct adverse influences of the Asia crisis and financial market volatility have been fad-
ing and, in the event, been offset by stimulative policy settings, improved competitiveness, and rising business and cor
sumer confidence. Although these forces should continue to underpin economic activity, the current upturn is likely to be
gradual, given expected moderate growth in the rest of the world economy and some domestic factors such as the need
restructure household balance sheets and another drought this year.

In the face of ongoing uncertainties about the international environment and given substantial economic slack, maintain-
ing an easy monetary stance would seem to be warranted. As the recovery takes hold, the authorities should increase tr
fiscal surplus in order to maintain the credibility of the government'’s long-term fiscal objectives and to create a sufficient
buffer against future economic shocks.

Economic recovery is
underway...

... supported by simulative
macroeconomic policies

The economic upswing that began in the middle of last year has broadened with
both domestic demand and exports contributing to recent growth. Private consump-
tion continues to expand at a moderate rate, supported by tax cuts and the demutuali-
sation of the Australian Mutual Provident Fund (AMP). A turnaround of both fixed
and residential investment reflects rising confidence levels and low interest rates. At
the same time, exports are being supported by the low effective exchange rate and
some export switching from Asia to other markets. A widening of the output gap,
slack in the labour market and a number of favourable developments, notably tariff
cuts and increased competitive pressures, have reduced consumer price inflation
below the mid-point of the Reserve Bank’s 0 to 3 per cent target range. Given New
Zealand's large external deficit (6 per cent of GDP in 1998), a potentially worrying
feature of recent developments is the degree to which the pickup in domestic demand
has been met by import growth.

Following a marked easing through the second half of 1998, overall monetary
conditions, taking account of both interest and exchange rate movements, have tight-
ened somewhat as the currency has tended to appreciate. Nonetheless, the levels of
both real short-term interest rates and the effective exchange rate compare favourably
with those in the first half of the 1990s, when growth accelerated rapidly. In
mid-March, the Reserve Bank abandoned the use of the monetary conditions indicator

New Zealand

Rising business confidence foreshadows Monetary conditions remain accommodative
stronger growth
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Demand, output and prices
Percentage changes, volume (1991/92 prices)

1995
current prices 1996 1997 1998 1999 2000

billion NZ$

Private consumption 55.6 4.4 29 16 23 32
Government consumption 131 24 6.2 -1.0 55 -2.5
Gross fixed capital formation 19.0 6.2 31 14 38 6.7
Final domestic demand 87.7 45 34 0.6 3.2 31

Stockbuilding®® 13 -06 01 07 0.7 0.0
Total domestic demand 89.0 39 34 01 38 31
Exports of goods and services 27.6 3.7 29 13 4.0 6.6
Imports of goods and services 26.0 83 40 31 74 51

Net exports? 16 -15 -04 06 -13 0.3
GDP (expenditure) at market prices 90.6 24 30 -08 2.6 35
GDP deflator - 1.9 0.0 16 0.8 19
Memorandum items
GDP (production) - 32 20 -03 26 35
Private consumption deflator - 21 1.0 19 1.0 11
Unemployment rate - 6.1 6.6 75 74 6.8
Current account balance® - 4.1 —7.0 —-6.0 —6.2 -59

a) Contributions to changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) Including statistical discrepancy.
c) As a percentage of GDP.

as an operational target, opting instead for an official overnight cash rate. The initial
rate was set at 4% per cent, with future adjustments being considered every six weeks
under normal circumstances. This move was motivated by several considerations,
namely: providing substantial leverage over other short-term interest rates, enabling
the Reserve Bank to influence monetary conditions more directly; simplifying the
mechanics of the Bank’s interactions with financial markets; and placing the focus on
the medium-term goal of price stability, rather than the day-to-day implementation of
monetary policy. The monetary relaxation has taken place in the context of a declin-
ing fiscal position. While a small surplus — the sixth in succession — is now expected
in the current fiscal year ending in June, a budget deficit is likely in 1999/2000 and possi-
bly, in 2000/01. Net public debt is also set to rise temporarily, thus moving away from the
ambitious long-term net-debt target of 15 per cent as a share of GDP established last year.
To limit fiscal slippage, the authorities have modestly scaled back the three-year
NZ$ 5 billion expenditure package announced in late 1996, by NZ$ 750 million.

Real GDP growth is projected to accelerate gradually and exceed Nemwwth should accelerate but
Zealand'’s potential growth rate of around 2% to 3 per cent. The forces making fonlaalances persist
sustained recovery include: the low level of the effective exchange rate; low interest
rates; a simulative fiscal stance; and rising consumer and business confidence. The
expansion is expected to be led by strong growth of investment, together with a
revival of foreign demand. With exchange rate depreciation and low domestic infla-
tion having led to a significantly improved competitive position, New Zealand
exporters now appear to be well placed to increase their market shares following substan-
tial losses in recent years. The output gap should close only gradually over the medium
term, tempering inflation pressures. The main risk to this outlook concerns the possibility
of slower world growth that would limit the contribution of exports to the domestic recov-
ery. Given New Zealand’s relatively high current-account deficit and external debt, any
slowing might lead financial markets to reassess the sustainability of this situation,
causing volatility in the exchange rate and interest rates, or an increasing risk premium.
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After several years of brisk growth which led to an overheated labour market, a significant slowdown occurred during
1998 induced by tight policies, a profit squeeze and the oil price collapse. Mainland GDP is projected to be flat in 1999
followed by a modest pick-up in 2000. Weak activity, which will result in labour market slack, will gradually reduce infla-
tionary pressures. This should provide room for further monetary easing.

In recent years, the Norwegian macroeconomic policy framework has failed to deliver sustainable non-inflationary eco-

nomic growth. Fiscal policy was too loose and did not react to signs of overheating while social partners agreed on

excessive wage rises. Fiscal policy should be tight this year and next while wage rises need to be significantly below
those in recent years. Failing again to implement sound policies would delay the recovery.

The boom period has ended The strong performance of the Norwegian economy since 1993 has come to an
end. Tight fiscal and monetary policy, market losses due to strong wage rises, and the
oil price collapse led to a marked downturn. In the last quarter of 1998, mainland
GDP (total GDP excluding petroleum and other activities) was 1.6 per cent higher
than a year earlier, compared with 5.7 per cent in the last quarter of 1997. The sharp
increase in interest rates hit interest-rate sensitive expenditures, with housing starts
and car purchases plummeting. In addition, oil output was down, reflecting delays in
the completion of major investment projects and the government’s decision to limit
production, as part of an agreement with other major oil producers. Most indicators
show the slowdown continuing in early 1999, the pick-up in retail sales in
January-February being a notable exception. The current account, having reached a
record surplus of 6 per cent of GDP in 1996-97, moved into deficit last year, mainly
as a result of the oil price collapse.

Wage inflation is double the Consumer price inflation hovered between 2 and 2.5 per cent during 1998, as
European Union average the effect of lower world market prices was offset by the depreciation of the Norwe-
gian krone and persistent inflationary pressures in the sheltered sector. Indeed, with
labour market pressures remaining strong, there was a further rise in wage inflation,
to 6 per cent, which is twice the European Union average. The resulting profit squeeze
and the problems in the oil sector have depressed business sentiment. According to the
most recent investment survey, for example, planned investment is down a fifth in 1999.

Norway
Inflation  is well above the European Union average Falling oil prices erode the current account
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Demand, output and prices
Percentage changes, volume (1990 prices)

1995
current prices 1996 1997 1998 1999 2000

billion NKr

Private consumption 458.5 53 37 31 19 18
Government consumption 194.5 28 28 37 1.0 22
Gross fixed capital formation 192.5 9.9 15.1 81 91 -103
Final domestic demand 845.5 58 6.2 45 -12 -11

Stockbuilding? 274 -13 0.3 09 -02 0.0
Total domestic demand 873.0 4.2 6.4 54 14 -1.0
Exports of goods and services 3534 9.3 5.7 05 2.8 8.2
Imports of goods and services 297.7 8.0 12.0 91 -5 0.8

Net exports? 55.8 15 -15 31 19 3.6
GDP at market prices 928.7 4.9 4.3 21 0.6 26
GDP deflator - 43 27 04 45 24
Memorandum items
Mainland GDP at market prices® - 38 44 33 0.3 05
Mainland GDP deflator® - 17 2.7 4.2 3.6 22
Exports of non-manufactures (incl. energy) - 13.8 27 27 25 115
Private consumption deflator - 15 25 2.6 2.6 23
Unemployment rate - 4.8 4.1 3.2 35 4.0
Household saving ratio® - 6.0 6.5 7.1 6.7 6.6
General government financial balance? - 6.6 7.9 39 3.0 3.9
Current account balance? - 6.5 52 -5 21 6.3

a) Contributions to changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) GDP excluding oil and shipping.

c) As a percentage of disposable income.

d) As a percentage of GDP.

Since January 1999, the Norwegian central bank has lowered its key deposiDaspite some easing, the
by 150 basis points to 6.5 per cent, reflecting the sharp slowdown of the econamyetary stance remains tight
and the recovery of the Norwegian krone since mid-December 1998, bringing the
currency back into the target range of monetary policy. Monetary policy will proba-
bly remain tight, although official rates are projected to be cut gradually as the weak
economy brings down inflationary pressures. A more aggressive easing will hinge on
the realisation of moderate wage rises. The social partners agreed on a “zero” wage
round for 1999, but the strong carry-over implies that wage inflation will remain high
even if there is no slippage from this agreement.

Tight policy, weak external demand conditions, falling capacity utilisation rat@sspite the downturn, there is
and depressed business sentiment will probably result in practically no growthtilhan inflation risk
mainland real GDP in 1999, owing largely to a double-digit drop in business invest-
ment. The March 1999 agreement with the other major oil producers will prevent a
substantial rise in oil production and enterprises supplying goods and services to the
petroleum sector will be hit by the delay of investment projects. Weak activity will
lead to some rise in the unemployment rate, and the overheating risks should dimin-
ish. Labour market pressures, however, may persist in some sectors, particularly the
government sector (education and health). For 2000, a modest pick-up in mainland
GDP is projected as world trade picks up and monetary policy eases. The key domes-
tic risk to the projection for 2000 is that the unemployment rate, projected at 4 per
cent, is still too low to prevent an excessive wage agreement resulting in a deteriora-
tion in competitiveness and lower exports.
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After several years of rapid expansion, output growth slowed down markedly in the second half of 1998, reflecting high
policy-induced real interest rates, as well as the weakening of exports, notably to Russia. Unemployment increased for
the first time since 1994. Most macroeconomic fundamentals nevertheless remain sound: inflation is lower than
expected; the financial system is stable; foreign companies continue to invest; and important structural reforms are
underway. A resumption of rapid economic growth is expected in 2000.

The main challenge for the authorities will be to ensure that past stabilisation efforts are not compromised by the less
supportive economic environment and, in particular, that fiscal balances do not deteriorate. The authorities should con-
tinue to implement urgently needed structural reforms.

Output has slowed down with Real GDP increased by 4.8 per cent for the whole of 1998, but with a marked
weakness in exports... slowdown towards the end of the year due to a sharp fall in exports to Russia, and a

slowdown in exports to the European Union. Domestic demand, although still
increasing steadily, was less robust than expected due to the deterioration of business
confidence and high real interest rates. The unemployment rate increased to 10.6 per
cent at the end of 1998, the first increase in unemployment since 1994. The deteriora-
tion of exports in the second half of 1998 led to an increase in the current account
deficit from about 4 per cent in 1997 to about 5 per cent of GDP in 1998.

... but macroeconomic Despite the recent slowdown, most macroeconomic fundamentals remain sound.

fundamentals remain strong Inflation has declined markedly, helped by stable food prices and falling commaodity
prices. Year on year consumer price inflation declined to 6.2 per cent in March 1999
from 13.9 per cent recorded one year earlier. Strong foreign direct investment flows
have helped finance most of the current account deficit. The programme of structural
reforms has fostered confidence in the economy. In particular, the authorities acceler-
ated the privatisation programme, selling $ 2 billion worth of assets in 1998. In early
1999, they introduced a comprehensive reform of the pension system, which now
consists of three tiers (the existing pay-as-you-go system, a new funded scheme, and
voluntary individual retirement accounts). Reforms of the health care and education
systems and a decentralisation of public finances were also undertaken.

Poland
Slower growth arrests fall in unemployment Monetary conditions have eased
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In the first half of 1998, faced with signs of overheating, the National Bank loterest rates have been cut
Poland (NBP) tightened the monetary conditions to set the stage for a soft-landihgrply following the Russian
But, with the Russian crisis in August 1998, the NBP has cut interest rates sewaisis
times. The intervention rate was brought down from a maximum of 24 per cent in
April 1998 to 13 per cent in January 1999. With lower interest rates, the exchange
rate depreciated within the fluctuation band, moving closer to its central parity,
thereby helping to boost competitiveness. The NBP now faces the task of helping the
economy to return to sustainable growth, while achieving its inflation targets of
6.6-7.8 per cent during 1999 and 4 per cent in 2003. Progress is well underway
toward achieving the inflation target for 1999, and the NBP could, therefore, reduce
interest rates cautiously in the second half of 1999.

Demand, output and prices
Percentage changes, volume (1990 prices)

1995
current prices 1996 1997 1998 1999 2000

billion ZI

Private consumption 182.0 8.6 7.0 45 34 38
Government consumption 53.6 34 34 18 17 20
Gross fixed capital formation 48.7 20.6 21.9 14.8 9.4 9.7
Fina domestic demand 284.4 104 102 7.0 5.0 54

Stockbuilding®® 05 17 0.8 0.1 0.1 0.1
Total domestic demand 284.9 122 10.9 7.0 5.0 54
Exports of goods and services 74.8 125 9.9 10.3 47 8.9
Imports of goods and services 70.9 28.0 18.3 13.9 7.3 8.7

Net exports? 38 -61 46 29 20 -0
GDP at market prices 288.7 6.1 6.9 48 35 5.0
GDP deflator - 185 147 12.0 6.2 55
Memorandum items
Private consumption deflator - 19.5 14.9 11.8 6.1 55
Industrial production - 9.0 11.6 4.7 20 6.0
Unemployment rate - 123 113 10.5 11.0 10.7
General government financial balance® - -2.8 -3.8 -3.7 -34 -3.0
Current account balance® - 24 42 53 56 56

a) Contributions to changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) Including statistical discrepancy.
c) As a percentage of GDP.

The general government deficit reached 3.7 per cent of GDP in 1998, exceedidjtional fiscal measures may
the budget target of 3.2 per cent. The 1999 Budget again sets a deficit target fobe¢hgecessary to contain the
general government of 3.2 per cent of GDP based on an optimistic growth projedtiatget deficit
of 5.1 per cent. The first three months of 1999 point to higher outlays than expected
because of the implementation of the pension and the health care reform. New fiscal
measures — such as higher excise taxes, increased administered tariffs, and reduced
outlays — may be required to contain the budget deficit. This will be all the more
necessary since Poland faces high costs to finance its structural reforms in prepara-
tion for accession to the European Union (EU), in particular for the coal mining and
the agricultural sectors. A tax reform aiming at lowering tax rates and eliminating
exemptions is under preparation.
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Growth should accelerate again Real GDP growth is projected to slow down to 3.5 per cent in 1999, reflecting
in 2000 pulled by exports and weak exports to neighbouring countries and to the EU in the first half of the year.
domestic demand Activity is projected to pick up in 2000 led by a recovery of exports but also assisted
by lower interest rates. Inflation should accelerate slightly in 1999 as some temporary
disinflation factors may disappear, though it should stay below the target of the mon-
etary authorities. The current account deficit will probably stabilise at the high level
of around 5% per cent of GDP in 2000. An increase of the current account deficit
beyond the already uncomfortable level projected for 1999 and 2000 would consti-
tute a serious concern. A higher external deficit might not be sustainable, even if
financed by further vigorous inflows of foreign direct investment. Particular caution
will hence be necessary to prevent a further deterioration of the external deficit.
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Economic activity remains strong, boosted by consumer spending and private investment. However, weaker externa
demand and the end of temporary factors have led to a mild slowdown in output growth starting in late 1998. This has
lessened concerns over overheating, helping to stabilise inflation and unemployment. Monetary conditions have ease
significantly in the run-up to European Economic and Monetary Union, and the fiscal stance has loosened. Output

growth is expected to be weaker in 1999 than last year, reflecting lower import demand in the European Union. A mild

pick up is likely in 2000 however, as exports and public investment recover. Consumer price inflation is expected to fall,
with unemployment remaining at present levels.

The persistence of significantly higher inflation than in the rest of the euro area and a widening current account deficit make

it opportune to set more ambitious targets for fiscal consolidation and to press ahead with structural reforms. If the struc-

tural causes of recent public spending overruns are not addressed, the fiscal target for 2000 is unlikely to be met without
new budget measures, especially since interest rates are unlikely to fall further and revenue growth is likely to decelerate.

The economy has entered its sixth year of expansion, with private consumerQuighut growth has slowed,
investment spending buoyed by rising disposable income, lower interest rates anketpéng to stabilise inflation
rapid expansion of domestic credit. Real output growth is estimated to have been at
3.9 per cent in 1998. Activity has started to lose momentum however, as a result of a
deceleration in merchandise exports and the end of temporary factors that were
boosting output, including the Expo98 in Lisbon and some large infrastructure
projects. Unemployment fell sharply in early 1998, but then remained at around 5 per
cent. Inflation stabilised in late 1998 and early 1999 at close to 3 per cent, as price
rises in the non-tradables sector started to decelerate. On the external side, the current
account deficit is estimated to have reached 4.3 per cent of GDP in 1998. While tour-
ism receipts increased, in part as a result of Expo98, this was more than offset by a
widening trade deficit, as imports were boosted by buoyant domestic demand.

For Portugal, membership of the European Economic and Monetary Uniioterest rates have declined,
implied a sharp drop in policy-controlled interest rates in late 1998 — from 4.5 périle the budget deficit has
cent in October to 3.0 per cent in December — followed by a further decline in Ecomtinued to narrow
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Activity should pick up in 2000,
but uncertainties attach to

import demand from the rest of
the European Union

rates in early 1999. Long-term rates have also moved down, as in the rest of the euro
area. As a result, public debt servicing costs have continued to fall. Combined with
buoyant tax revenues, resulting from better tax collection and strong domestic
demand, this has led to a steady decline in the general government budget deficit in
spite of increased primary spending. In 1998, the deficit reached 2.3 per cent of GDP,
below the official target for the fifth year in a row. However, the cyclically-adjusted
primary surplus has declined, pointing to a loosening of the fiscal stance. The Stabil-
ity and Growth Programme calls for a cut in the deficit to 2.0 per cent in 1999 and
1.5 per centin 2000. As in previous years, debt servicing costs should fall sufficiently
fast for the target to be met in 1999. In 2000 however, with interest rates no longer
declining and the fight against tax evasion bringing diminishing returns, new budget
measures are likely to be necessary, especially if the authorities fail to address the
structural causes of the spending increases of recent years.

Demand, output and prices
Percentage changes, volume (1990 prices)

1995
current prices 1996 1997 1998 1999 2000

billion Esc
Private consumption 10 262.6 25 3.0 52 38 31
Government consumption 2 795.0 20 25 33 2.8 25
Gross fixed capital formation 37344 5.7 113 9.5 6.3 7.0
Final domestic demand 16 792.0 33 51 6.1 43 41
Stockbuilding? 114.9 -05 0.1 05 -02 0.0
Total domestic demand 16 907.0 28 5.2 6.5 4.1 41
Exports of goods and services 48788 10.2 8.4 9.3 6.3 73
Imports of goods and services 5968.1 75 10.4 13.3 7.3 7.7
Net exports? -1 089.3 01 21 35 -17 -16
GDP at market prices 15 817.7 32 37 39 31 32
GDP at market prices in billion euros 78.9
GDP deflator - 28 3.0 34 29 25
Memorandum items
Private consumption deflator - 3.6 2.0 2.8 25 23
Industrial production® - 14 25 4.0 38 35
Unemployment rate - 7.3 6.8 5.0 5.0 5.0
Household saving ratio® - 10.2 10.4 9.6 9.1 9.1
Current account balanced - 21 =27 43 45 47

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) Industrial production index.

c) As a percentage of disposable income.

d) As a percentage of GDP.

Output growth is projected to slow down to a still respectable 3.1 per cent in
1999, as both domestic and foreign demand weaken. Lower job creation is expected
to lead to less buoyant consumption, while exports are likely to grow less than last
year reflecting the moderation of economic activity in the rest of the European Union
(EV). Low interest rates will continue to boost private investment however. A modest
recovery is expected in 2000, as export growth picks up in line with more buoyant
economic conditions in the euro area, and a new round of infrastructure projects is
launched in the context of sustained EU transfers. Unemployment is projected to
remain at 5 per cent throughout the projection period, as job losses in construction
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and the textile industry are more than offset by an increase in employment in other
sectors, especially services. Consumer price inflation is likely to moderate, as wage
pressures diminish with a slowing economy. The gap between Portuguese and
euro-wide inflation is expected to remain significant, however. The current account

deficit may reach 4.7 per cent of GDP in 2000, as tourism receipts grow more slowly

and the trade deficit widens. The main uncertainty attaching to the projections con-
cerns the external sector, especially exports which will depend on the evolution of

demand from Portugal’s main trading partners in Europe.
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Growth has been sustained by strong domestic demand, owing to easy monetary conditions and solid consumer conf
dence supported by strong job creation. As a result of weakening export markets, growth is projected to slow, but to
remain solid at around 3% per cent this year and next. Despite moderate wage settlements, inflation has remained abov
the euro area average and is projected to remain broadly unchanged.

Further primary expenditure restraint would provide a cushion against revenue uncertainties related to the tax reform,
and would help reduce the debt to GDP ratio faster. Enhanced monitoring of regional governments’ deficits should
match increasing fiscal decentralisation. Deregulation of product markets should be speeded up further. This would help
to contain the persistence of inflation differentials that may undermine competitiveness and employment growth in the
new policy setting of the European Economic and Monetary Union. More comprehensive reforms aimed at reducing
labour market segmentation and the cost of job creation could further foster employment growth.

Economic performance has Continuing healthy growth (3.8 per cent in 1998) has put the economy in a cycli-
easily outpaced the euro area cal position ahead of most euro area countries. However, activity has lost momentum
average since the last quarter of 1998 because of an increasing drag from the foreign sector.
Exports of goods have faltered since the second half of 1998, the sharp slowdown being
only partly offset by the good performance of tourism. Domestic demand remained
buoyant, however, expanding by an annual rate of 4.9 per cent in the fourth quarter of
1998, supported by strong business investment and booming purchases of consumer
durables. Employment expanded strongly, and the unemployment rate fell by two per-
centage points, to 18.2 per cent in the last quarter of 1998 — still very high by interna-
tional comparison. Despite moderating wage demands, underlying inflation has
hovered around 2% per cent since the beginning of 1998, with inflationary pressures in
services being particularly stubborn.

Personal income tax cuts will In 1998, the government deficit fell to 1.8 per cent of GDP, outperforming the
sustain domestic demand... initial target. Stronger than expected revenues mainly reflected robust economic
activity. Part of the windfall served to increase public investment. The 1999 Budget
includes a significant personal income tax reform, which lowers marginal rates and
better adjusts withholding tax payments to final tax liabilities. The estimated impact

Spain
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on the budget amounts to around % per cent of GDP, and will be spread between
1999 and 2000. The income tax reform will boost disposable income and consumer
spending. In addition, the lowering of employers’ social security contributions for
targeted groups of employees will be extended for two more years. The fiscal stance
will, however, remain broadly neutral over the projection period, as the fiscal impulse
due to the tax reform will be offset by slow growth in primary spending, as hiring
restrictions for civil servants are being maintained. Fiscal decentralisation has also
progressed, with the regions now being able to set tax rates — up to certain limits —
over a larger share of the personal income tax base that has been ceded to them. In
addition, a scheme of guarantees has been set up to protect the regions from exces-
sive cyclical shortfalls of their revenues. Uncertainties remain, however, as to effec-
tive compliance of regions with limitations on the recourse to borrowing and on the
impact of the new system on the overall budget deficit.

Demand, output and prices
Percentage changes, volume (1986 prices)

1995
current prices 1996 1997 1998 1999 2000

billion Ptas

Private consumption 43 313.6 2.0 31 38 4.0 38
Government consumption 11 650.2 0.9 14 1.6 19 19
Gross fixed capital formation 14 494.2 13 51 9.1 75 7.6
Fina domestic demand 69 458.0 17 33 47 45 44

Stockbuilding? 250.5 00 -03 0.2 0.1 0.0
Total domestic demand 69 708.5 16 29 49 4.6 45
Exports of goods and services 16 731.7 10.6 14.8 7.8 5.2 6.2
Imports of goods and services 16 660.1 7.4 12.2 10.6 85 8.8

Net exports? 715 0.7 05 -12 -14 -13
GDP at market prices 69 780.1 24 35 38 33 33
GDP at market prices in billion euros 419.4
GDP deflator - 32 20 22 25 2.6
Memorandum items
Private consumption deflator - 34 25 20 2.2 2.2
Industrial production - 04 6.1 54 45 5.0
Unemployment rate - 222 20.8 18.8 17.4 16.2
Household saving ratio® - 11.9 10.8 105 10.5 10.2
General government financial balance® - 4.7 -2.6 -18 -18 -14

Current account balance® 0.0 0.4 -03 -14 -19

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of disposable income.
c) As a percentage of GDP.

In 1999, domestic demand is projected to ease only slightly, and remain solid.invhile the main risk stems
2000 growing by close to 4% per cent in each year. Consumer confidence is Bop: uncertain growth in
ported by brisk job creation and by the tax reform. Although business confidenceehgmrt markets
been deteriorating in industry, mainly reflecting uncertainties concerning foreign
orders, business investment should remain vigorous because the rate of capacity util-
isation is close to an historical peak and profits are solid. GDP growth in 1999 will
decelerate, but remain robust, net exports accounting for half of the projected slow-
down. The unemployment rate is projected to continue falling substantially. With the
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package of measures to contain inflation announced in April, inflation is expected to

remain close to 2% per cent. However, in the absence of bolder labour market
reforms, and with the output gap closing rapidly, inflationary pressures could emerge.
Another risk to the outlook is related to foreign demand developments. These con-
cern the strength of growth in other European Union countries and the prospects of
the European automobile sector, one of the main Spanish exporting sectors, which
could weaken significantly. A stronger than expected squeeze in export market
growth would dampen economic activity, but also reduce the inflation risk.
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Economic growth remains robust despite weaker external demand, being sustained by a strong expansion of busines
fixed investment and private consumption. The completion of the 1995-98 fiscal consolidation process is allowing
renewed growth of household incomes and public sector demand. Monetary conditions remain highly supportive in an
environment of low inflation and moderate wage agreements. Labour-market outcomes should thus continue to improve
although at a slower pace. The underlying strength of the domestic economy will reassert itself in 2000, with projected
growth of around 2% per cent.

The present mix of fiscal restraint and expansionary monetary policy should sustain the recovery. But 8 per cent of the
labour force are enrolled in active labour market schemes and education programmes, so that there is a continued nee
for reducing labour-market imbalances. Further efforts are needed to improve labour and product market efficiency,
including a lowering of the high marginal effective tax rates embedded in tax and transfer systems and a strengthening of
competition.

Economic growth remained robust throughout the second half of 1998 Eaport weakness has been
domestic demand benefited from stimulatory financial-market conditions and risiffget by strong domestic
real incomes. Both private consumption and public sector demand increaseddantind growth
business fixed investment registered year-on-year growth rates of 15 per cent. Export
growth, which had weakened in mid-year, recovered somewhat as Swedish exporters
continued to make gains in market share. Import penetration continued at a rapid
pace, entailing a negative contribution to activity from net exports for the year as a
whole and limiting annual GDP growth to 2.9 per cent.

Labour demand strengthened during 1998 and employment is now rising dtayour demand is strong, but
annual rate of 2% per cent. The inroads made into joblessness have been substamatig.growth remains subdued
Although the labour force has begun to pick up, an unemployment rate of 5.4 per cent
was recorded for March, compared with an average rate of 6% per cent in 1998.

Wage growth slowed to 3%z per cent in 1998, reflecting the 2% per cent agreement at
central level and moderate locally-determined wage drift. The headline inflation rate
was zero in March, having been negative from September, depressed by the fall in

Sweden
Growth is sustained by domestic demand Monetary conditions remain supportive
Per cent Per cent Oct. 1992 = 100
6
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1. Contributions to changes in real GDP (as a percentage of real GDP in the previous year) over the past four quarters.
2. Rate of 3-month Treasury bills adjusted for the CPI change expected by households in the coming year.

3. Rate of 5-year government bonds adjusted for bond investors’ CPI expectations over the next 5 years.

Sources: SCB; Sveriges Riksbank; OECD.
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long-term interest rates, cuts in indirect taxes and falling import prices. Excluding
these influences, domestically-generated inflation is around 2 per cent.

The budget remains in surplus, Fiscal consolidation has been rapid over the past few years, underpinned by
with a supportive monetary three-year expenditure ceilings for central government expenditure and the legal obli-
policy gation that local governments balance their books by 2000. The general government

balance has moved from a deficit of 7 per cent of GDP in 1995 to a surplus of 2 per

cent in 1998. The medium-term aim is to generate a structural surplus of this magni-

tude, which should be within reach. In the short term, tax revenues relative to GDP

may slip as capital gains fall back from an extraordinarily high level, and as a result

of tax cuts for lower incomes and a higher threshold for the top income tax rate. Fol-

lowing the turbulence in international markets, which caused a strong rise in the pre-
mium on Swedish bonds and a weaker exchange rate, the long-term interest rate

differential against German rates has fallen to just over % percentage point and the
krona appreciated by 5 per cent against the euro in early 1999. From November 1998

the central bank has reacted to lower inflation by gradually lowering the repo rate,

which stood at 2.90 per cent in late March.

Demand, output and prices
Percentage changes, volume (1991 prices)

1995
current prices 1996 1997 1998 1999 2000

billion SKr

Private consumption 863.5 13 20 26 30 25
Government consumption 425.7 02 =21 19 10 1.0
Gross fixed capital formation 240.4 37 48 9.6 50 6.0
Final domestic demand 1529.6 13 03 36 2.8 2.7

Stockbuilding? 14.2 -11 0.7 03 -04 0.1
Total domestic demand 15438 0.1 04 39 24 28
Exports of goods and services 675.4 6.1 12.8 7.3 38 55
Imports of goods and services 569.2 37 11.7 11.0 4.0 6.2

Net exports? 106.2 12 14 06 0.2 0.2
GDP at market prices 16499 13 18 29 24 2.8
GDP deflator - 1.0 12 0.8 0.6 12
Memorandum items
Private consumption deflator - 12 2.2 0.5 0.7 1.0
Industrial production - 23 74 4.7 2.0 4.0
Unemployment rate® - 8.0 8.0 6.5 5.6 5.3
Household saving ratio® - 4.4 11 12 17 14
General government financial balanced®® - -35 -0.7 19 0.7 20

Current account balance® 23 32 21 15 18

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) Based on monthly Labour Force Surveys.

c) As a percentage of disposable income.

d) As a percentage of GDP.

e) Maastricht definition.

Growth will slow in 1999, but is Underpinned by adherence to fiscal and inflation objectives, Swedish interest
set to rebound rates, both short and long, should remain close to comparable euro rates. Supportive
monetary conditions and substantial real-wage gains will allow domestic demand to
continue to support the economic upturn this year and next, giving further impetus to
employment growth. The contribution from the external sector is likely to be close to
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neutral. An inventory correction and some slowing of investment growth may hold
back the rise in GDP to below 2% per cent in 1999, with growth strengthening to
above 2% per cent in 2000.

In recent years, significant imbalances have been eliminated in the balaRisgs to the outlook are evenly
sheets of households, enterprises and the public sector, while resources are still bakikced
able to support the upturn. On both the output and inflation side, the risks thus seem
to be evenly balanced. However, this relatively benign short-term outlook rests on
continued emphasis on budget consolidation to prevent fiscal policy from turning
overtly pro-cyclical and re-igniting labour market pressures.
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Switzerland

Robust domestic demand more than offset the effect of slowing exports so that real GDP grew by 2.1 per cent in 1998 -
the best performance in eight years. Economic activity is estimated to have weakened in the first half of 1999, but
forward-looking indicators point to stronger growth later on, helped by easy monetary conditions and recovering export
markets. Supported by an improving labour market, household consumption should remain the main engine of economi
growth. In spite of the value-added tax rate increase in January 1999, inflation is likely to remain very low, reflecting a
significant output gap and intensified competitive pressures from deregulated domestic markets and from abroad.

The projected slowdown of growth this year and the absence of inflation pressures motivated the National Bank to cut the
discount rate to 0.5 per cent in April 1999, following the intervention rate cut by the European Central Bank. Hence,
scope for any further monetary easing has narrowed. The new constitutional mandate to balance the federal budget by
2001 requires some fiscal tightening, which appears appropriate in view of the future budgetary burden from population
ageing.

A temporary slowdown of Export growth slowed markedly in the second half of 1998, reflecting weaken-
economic growth... ing export markets in response to the crises in Asia and Russia. The resulting contrac-

tionary effect was more than offset by buoyant final domestic demand — household
consumption and machinery and equipment investment in particGlament indica-
tors signal a deterioration of the business climate, a more pessimistic assessment of
order flows and stocks by entrepreneurs, and a fall in industrial capacity utilisation.
Nevertheless, surveys of expected orders and production prospects suggest a pick-up
in business optimism for the future.

... combined with falling Employment recovered further, and the unemployment rate continued to fall
unemployment and stable sharply, to 3.0 per cent in March 1999. However, a large part of the fall was due to
prices reforms, such as the tightening of unemployment benefit eligibility and the imple-
mentation of active labour market programmes, many of whose participants are not

Switzerland
The business climate deteriorates Monetary conditions remain easy
% balance Per cent 1995 = 100
30 4 105

—— Orders inflow: tendency - == Business climate

—— Real short-term interest rate
"~ (left scale)
I - -- Real effective exchange rdte -~ 100
(right scale)

95

0
1994 95 96 97 98 99 1994 95 96 97 98 99

1. 90-day euro-Swiss franc rate deflated by the 12 month-change in the consumer price index.
2. CPI based.

* Stockbuilding also made a significant contribution to GDP growth in 1998. But this was essentially the
counterpart of strong imports of gold and precious stones, and thus had no net effect on GDP. After
reprocessing in Switzerland these goods are likely to be exported again.
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Demand, output and prices
Percentage changes, volume (1990 prices)

1995
current prices 1996 1997 1998 1999 2000

billion SF

Private consumption 2159 0.4 12 18 18 19
Government consumption 55.0 14 -0.1 0.6 0.4 0.3
Gross fixed capital formation 77.6 2.7 15 38 33 4.0
Final domestic demand 348.5 -0.2 11 21 20 2.2

Stockbuilding? 04 0.2 0.0 19 05 04
Total domestic demand 348.9 0.0 1.0 4.0 15 2.6
Exports of goods and services 127.5 25 9.0 4.1 2.8 4.0
Imports of goods and services 113.0 2.7 7.2 8.8 34 5.8

Net exports? 14.6 -0.1 07 -19 -03 -09
GDP at market prices 363.5 0.0 17 21 12 18
GDP deflator - 04 02 11 10 12
Memorandum items
Private consumption deflator - 11 0.6 0.2 0.6 0.8
Industrial production - -0.1 54 3.7 21 31
Unemployment rate - 4.7 5.2 39 3.0 2.7
Current account balance® - 7.4 89 8.1 7.8 7.6

a) Contributions to changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of GDP.

counted as unemployed. Consumer inflation averaged zero in 1998 and has remained
very low so far in 1999, in spite of the value-added tax rate increase by 1 percentage
point to 7.5 per cent in January. Price stability has been underpinned by the substan-
tial output gap, falling import prices, unchanged rents due to declining mortgage
rates, and intensified competition from deregulation.

In spite of the base money’s marked overshooting of its medium-term target,Ehsy monetary conditions...
National Bank (SNB) kept the three-month interest rate at around 1% per cent in
1998. With the (consumer-price-index based) real effective exchange broadly
unchanged, monetary conditions have remained rather easy, all the more so after the
SNB lowered the discount rate from 1 to 0.5 per cent in the wake of the refinancing
rate cut by the European Central Bank in April 1999. The projection assumes that the
SNB provides sufficient liquidity for short-term interest rates to stay slightly below
1 per cent in 1999 and 2000 — about ¥z percentage point below the average level
of 1998.

Following two years of broadly stable deficits of around 1%z per cent of GDPR,and improving government
the Confederation’s budget balance improved sharply in 1998 to a surpludirences should support...
SF ¥ hillion (0.1 per cent of GDP). A major factor contributing to this outcome was
the partial privatisation of Swisscom (telecommunications); abstracting from this
transaction, the deficit fell to SF 2% billion (Y2 per cent of GDP). The fiscal policy
stance is assumed to be about neutral in 1999 but to tighten thereafter, in accordance
with the objective of a broadly balanced federal budget in 2001. Nevertheless, the
Confederation’s programme of 1997 to bring forward maintenance expenditure on
public infrastructure is supporting construction investment during the first half of
1999, while later on activity will benefit from the start of some large public projects.

The projections embody a further slowdown of export growth for 1999 due to.aa continuing upswing
negative carry-over from 1998 and still weak export markets; but the projected recov-
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The exchange rate remains the

ery of foreign demand and restructuring of exporting industries should permit a
rebound of exports in 2000. This, combined with improved company profitability,
low capital costs and falling prices of imported investment goods, will provide a
stimulus to growth of machinery and equipment investment. Increased public infra-
structure expenditure in 1999-2000 should help the mild upswing of construction
investment to continue. Private consumption is likely to remain a mainstay of domes-
tic demand, supported by improving labour incomes and growing optimism about the
labour market. The unemployment rate may fall further, in response to rising employ-
ment and labour market reform. In 1999 inflation is likely to remain very low.

Given Switzerland’s traditional role as a “safe haven” for international investors

major uncertainty at times of financial markets crises, and the resulting tendency for large exchange

rate fluctuations, the external value of the Swiss franc remains the major uncertainty
attached to the projections. A weaker franc could impart an additional stimulus to

exports while further exchange rate appreciation would entail a dampening effect on
the exposed sector of the economy.
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The Turkish economy slowed sharply in 1998, initially reflecting the government’s stabilisation programme and then the
emerging market crisis in the second half. The slowdown was accompanied by a strong deceleration in inflation and a
shift in the current account to surplus. The external shock, together with domestic political uncertainty, pushed up real
interest rates to unsustainable levels. Assuming a gradual decline in real rates over the projection period, a return to
moderate growth is expected in 2000.

Public expenditure restraint and tax reform led to a welcome tightening of fiscal policy in 1998. However, progress in
structural reform has been less satisfactory. A strengthened programme involving reform of the social security system.
banking reform, privatisation and restructuring of the state enterprises and agricultural subsidies will be needed in order
to re-establish investor confidence and bring a durable decline in public deficits, inflation, and real interest rates.

Following three years of growth in the 7 to 7% per cent range, economic activitye stabilisation programme
cooled markedly from the second quarter of 1998. Domestic demand growth begamtbthe global crises have
weaken in response to tax reform and a tight monetary stance in the first half otctnesed a sharp slowing in
year, and was hit by a sharp credit squeeze in the second half. The latter resultedfoomestic demand
a substantial ($ 7 billion) withdrawal of foreign liquidity from the Turkish market as
foreign investors withdrew from emerging markets in the wake of the Russian debt
moratorium in August 1998. To ensure the continued financing of the government
debt, real interest rates in the domestic market rose sharply. A domestic political cri-
sis, which caused the fall of the government in November, increased real interest
rates further, to 40-50 per cent (deflated by the wholesale price index). The stock
market fell by some 50 per cent in dollar terms.

Turkey
Budget deficit remains high Inflation decelerates but real interest rates rise
% of GDP Per cent Per cent
B Pri bal Interest ts 130 3%
6 rimary balance nterest paymen 120 - CPIl(Ieft scale) ". 30
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1. Year-on-year percentage changes.
2. Short-term interest rate deflated by CPI inflation.
Source: State Planning Organisation.

On the external side, the demand for exports suffered from the emerging magkétrnal demand has also
crisis, which led to global demand weakness and increased competition from deveadakened
ing countries. The impact of the Russian crisis was most severe: exports to Russia
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Inflation has fallen and

and neighbouring countries (which, inclusive of estimated “suitcase trade”,
accounted for perhaps one quarter of exports in 1997) have fallen off markedly. The
current account has, nevertheless, shifted into surplus, reflecting the impact of
domestic demand weakness on imports and a rise in both “other goods and services”
exports and workers’ remittances.

Consumer price inflation has fallen sharply, from 100 per cent at the start of

macroeconomic policies have 1998 to 64 per cent by April 1999 (50 per cent in terms of wholesale prices), as a

been significantly tightened

The outlook is subdued by
still-high real interest rates

result of weakening domestic activity, declining import prices, and administered
price restraint. High inflation in Turkey has historically been associated with large
fiscal deficits and monetary accommodation. To anchor the disinflation process, an
eighteen-month International Monetary Fund (IMF) Staff Monitored Programme was
adopted in mid-1998, based on reducing the fiscal deficit and ending monetary
accommodation. Tighter spending discipline and higher tax receipts, reflecting a
major tax reform, allowed the government’s primary surplus to rise to 4% per cent of
GNP, from near-balance in 1997, in line with programme targets. This contained the
budgetary impact of higher interest payments, allowing the overall deficit to fall
slightly in 1998, to 7 per cent of GNP. The Central Bank, for its part, has had to bal-
ance the operational objective of maintaining stability in the real exchange rate with
the need to provide sufficient liquidity to the banking system to ensure an orderly
financing of the government debt, including a very high rollover of existing debt.

Demand, output and prices
Percentage changes, volume (1987 prices)

1995
current prices 1996 1997 1998 1999 2000

trillion TL

Private consumption 5458 85 84 0.1 2.0 38
Government consumption 837 8.6 41 5.0 50 50
Gross fixed capital formation 1854 141 14.8 2.4 0.0 52
Final domestic demand 8 149 10.0 99 -03 16 43

Stockbuilding? 127 -23 09 11 0.0 0.0
Total domestic demand 8 276 7.6 9.0 0.7 16 4.3
Exports of goods and services 1544 220 19.1 10.5 25 7.0
Imports of goods and services 1890 20.5 224 22 3.0 8.0

Net exports? -346 -06 -19 22 03 -06

Statistical discrepancy? -164 -0.4 -0.1 -0.2 0.0 0.0
GDP at market prices 7 766 7.0 75 2.8 14 39
GDP deflator - 77.8 815 74.8 50.0 310
Memorandum items
Private consumption deflator - 68.0 822 80.7 54.0 320
Unemployment rate - 6.0 6.4 6.3 6.5 6.4
Current account balance® - -1.3 -14 15 04 07

a) Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) As a percentage of GDP.

The projections assume continuing fiscal discipline, and a gradual recovery in
foreign investor confidence following the formation of a new government and a
stabilisation of emerging markets globally. This should allow real interest rates to
decline steadily, though they may remain relatively high. With a still-weak external
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environment this year, and lagged effects of extremely high real interest rates on
domestic demand, activity will remain weak in 1999. Next year, domestic and exter-
nal demand should both recover somewhat, but overall growth could still be held
back by fiscal restraint. Inflation will continue to drift downward, in line with contin-
ued fiscal discipline.

The risks attaching to this projection are quite large. If implementation of thiee main risks relate to
stabilisation programme is incomplete, foreign confidence could weaken and ligmestic policy implementation
real interest rates would stifle the projected recovery of demand. Conversely, a rein-
forced (IMF-financed) stabilisation programme, with a strengthened structural
reform component, could enhance the credibility of disinflation policy, leading to a
more dramatic inflow of foreign capital and a sharper fall in real interest rates.
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[ll. DEVELOPMENTS IN SELECTED
NON-MEMBER ECONOMIES

Economic conditions improved in some non-member economies over the last six months but worsened in others. Activit
in the Dynamic Asian Economies has bottomed out and growth in China has picked up under the impetus of the govern
ment’s fiscal stimulus. In Russia, output has recovered somewhat following a sharp decline in the immediate aftermath o
the financial crisis of August 1998 and rather tight financial policies have so far prevented runaway inflation and slowed
the depreciation of the currency. The Russian crisis has accentuated the deterioration in growth performances in Soutt
America that were already underway. In Brazil, following the currency crisis and tough fiscal tightening, GDP could
undergo a severe recession; while Argentina is suffering large spill-over effects from the downturn in Brazil.

Considerable risks remain to the outlook in the individual regions. Conditions are in place for a mild rebound in eco-
nomic activity to begin this year in Dynamic Asia, but recovery is unlikely to become firmly established before next year.
China needs to make substantial progress during the next several years in reforming its financial and enterprise sectors -
which will require substantial improvement in public finances — if growth is to be sustained beyond the near term. In
Russia, formidable pressures on economic policy from the state budget, the challenges of finding the resources to mee
upcoming foreign debt service payments and upcoming elections pose major uncertainties to near-term economic pros
pects. In other transition countries, progress in economic restructuring is heavily dependent on increased foreign invest-
ment, which could be complicated by the present crisis in Kosovo. For South America, Brazil remains the key source of
uncertainty. The Brazilian government is delivering on its fiscal promises, and the fall of the exchange rate was halted in
early March. Interest rates have also started to come down, but this process will have to continue in the next few months
for the situation to become sustainable.

Dynamic Asia and China

Economic activity stabilised in most of the Dynamic Asian Economies (DAEronomic activity in Dynamic
during the latter half of 1998. Imports, which contracted by nearly 19 per cent in dedia has stabilised
lar terms for 1998 as a whole, began to revive in the closing months. However, unem-
ployment is still rising and, as of early 1999, there were few signs of a recovery in
domestic spending or production.

Conditions are now favourable to a rebound of economic activity. Fiscal poli©pnditions now favour a
focusing on income maintenance and employment creation, has become increasigisal of activity...
more supportive since the middle of 1998. Resources to support the fiscal stimulus in
the crisis countries have been augmented by funds being provided by the Japanese
government under the “Miyazawa” plan. The Brazil crisis has had little if any
adverse effect on financial conditions in the DAE. Interest rates have fallen consider-
ably, in some cases to levels below those prevailing before the crises began. Inflation
is declining rapidly, which should allow interest rates to come down further and for
monetary policy to remain accommodating throughout the forecast horizon. How-
ever, banks remain reluctant to lend and credit growth is still stagnant or negative on
a year-over-year basis in most countries. Nonetheless, fiscal stimulus together with
restocking of inventories back toward levels more in line with present production
levels should kindle a bounce-back in activity sometime during 1999. Export growth
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Figure Ill.1. Real effective exchange rates and sovereign bond spreasds

Competitive positions of the crisis countries remain comparatively favourable
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... but a durable recovery is
unlikely to start before 2000

will also help to support a revival, as the countries that have gained most in competi-

tiveness should be able to make further gains in market share. Exporters in Malaysia,
the Philippines, Singapore and Chinese Taipei will also benefit from the expected

recovery in world demand for electronic products.

A durable recovery will require self-sustaining increases in domestic private
income and spending that are unlikely to become established before next year. The
scope for fiscal stimulus in 2000 will almost certainly be less than in 1999, given the
substantial budget deficit levels that will be reached this year, the need for further
public outlays for financial restructuring, and the likelihood that official external
financing for the deficits will be more limited. Export growth is likely to moderate for
Indonesia, Malaysia, the Philippines, and Thailand, as the effects of their gains in com-
petitiveness run their course. With low capacity utilisation rates —now below 60 per
cent in Thailand and Indonesia — and with credit availability limited in several coun-
tries, capital spending is likely to be confined to cost-cutting efforts and to export sec-
tors. Rising unemployment and falling real wages will continue to depress household
incomes through at least this year. Given these conditions, business and consumer con-
fidence will have to improve significantly for the recoveries to be sustained.



Economic developments in selected non-member econerds

Overall, prospects for a recovery that gains momentum during 2000 apgeegovery prospects vary
brightest in Singapore and the Philippines, where the downturns have been milder
than in the other crisis countries and the banking sectors are still in reasonably sound
condition. Recovery prospects in Malaysia also appear somewhat better than they did
six months ago, although there remain worries that government-imposed minimum
lending targets will lead to further increases in problem loans and that the capital con-
trol regime will depress foreign investment in the manufacturing sector. In Hong
Kong, China, the banking sector remains sound and financial market confidence
appears to have improved noticeably; but recovery prospects are subject to uncertain-
ties arising from the weakness in property markets, concerns over China’s economic
performance, and the risk of renewed external shocks.

Recovery prospects are particularly uncertain in Thailand and Indonesia liode progress is needed on
depend critically on a near-term acceleration in the pace of bank and corporate skgtorcial restructuring
financial restructuring — which has gone more slowly than expected. Althoughith&hailand and Indonesia...
pace has picked up substantially since the third quarter of last year, less progress has
been made in either country than in Korea, where the authorities intervened aggres-
sively during 1998 to replenish banks’ capital and to restart lending to the corporate
sector. In Thailand, arrangements to deal with the bulk of the external debt of the
banking system have been put in place and progress has been made in selling off
assets of failed finance companies. But despite severely depleted capital, most banks
have stayed out of the government’s recapitalisation programme to avoid the severe
write-downs of equity and potential loss of management control it entails. These
banks have sought instead to try to raise capital from foreign or alternative domestic
sources — but their efforts have met with only partial success. More institutions are
expected to subscribe to the government programme around mid-1999 when
increased provisioning requirements come into force. However banks will probably
continue to give priority to bolstering their capital over extending new loans to the
corporate sector through much of this year. Restructuring of corporate sector debt has
been further delayed by the weakness of foreclosure and bankruptcy laws, which has
limited creditors’ leverage in bringing debtors to terms and encouraged corporations
to delay servicing their debts even when they are able to pay. The recent passage of
reforms to these laws, although nearly six months behind the original schedule,
should help in this regard. While some time is likely to be required to implement the
reform measures, their availability should improve debtors incentives to come to
terms. Corporate restructuring efforts are also likely to be facilitated by the agree-
ment, in March 1999, among 61 foreign and domestic financial institutions on expe-
dited procedures for negotiations with corporate debtors, including provisions for
agreement by a qualified majority of creditors.

In Indonesia, plans announced by the government in March 1999 to restructurand recovery in Indonesia
and recapitalise the private banking sector and to complete the reorganisation a$ ttél some way off
state banking sector represent a major step toward restoring the ability of banks to
resume lending to the corporate sector. Efforts to restructure the corporate sector’s
external debt have also picked up considerably with the Jakarta initiative announced
last September. More than 125 firms representing about $ 17.5 billion of the total debt
were participating in the programme by March 1999; separate initiatives are also under-
way between the largest Indonesian corporations and their foreign creditors. However,
only limited progress has been made to date in bringing restructuring deals to comple-
tion. Although reforms to the bankruptcy code instituted in 1998 should eventually help
restructuring efforts, the outcomes in the cases that have been brought so far indicate
that effective implementation is likely to take more time. Given the size and complexity
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Table 111.1.  Projections for selected Asian Economies?

1997 1998 1999 2000
China
Real GDP growth 8.8 7.8 7.2 6.8
Domestic demand growth 6.7 1.7 1.7 7.0
Inflation 0.8 26 -1.0 1.0
Current account balance ($ billion) 29.7 30.1 18.9 16.3
Current account balance (% of GDP) 33 31 18 15
Hong Kong, China
Real GDP growth 5.2 5.1 0.0 4.0
Domestic demand growth 7.7 -85 -05 4.0
Inflation 5.9 2.6 -05 15
Current account balance ($ billion) -6.0 0.5 04 -0.3
Current account balance (% of GDP) -35 0.3 -0.2 -0.2
Indonesia
Real GDP growth 4.7 -13.7 =30 3.0
Domestic demand growth 6.0 -20.0 -6.5 4.3
Inflation 6.6 60.0 30.0 12.0
Current account balance ($ billion) -4.9 44 4.9 3.6
Current account balance (% of GDP) 2.3 5.2 4.1 2.6
Malaysia
Rea GDP growth 7.8 -6.7 05 35
Domestic demand growth 6.4 -25.9 05 5.0
Inflation 2.7 53 4.0 45
Current account balance ($ billion) -4.8 9.2 8.2 6.2
Current account balance (% of GDP) -4.8 13.0 10.9 7.6
Philippines
Real GDP growth 51 -05 25 45
Domestic demand growth 44 -8.0 0.7 50
Inflation 5.0 9.4 75 45
Current account balance ($ billion) -43 13 18 14
Current account balance (% of GDP) 5.2 1.9 2.6 1.8
Thailand
Real GDP growth -04 -8.0 1.0 35
Domestic demand growth —7.6 -235 -05 5.0
Inflation 5.6 81 25 35
Current account balance ($ billion) -3.0 14.3 12.9 10.4
Current account balance (% of GDP) -19 12.3 9.5 7.1
Memo: Dynamic Asian Economies®
Current account balance ($ billion) 0.1 50.8 49.0 425

a) GDP growth and inflation are percentage changes from the previous period. Inflation refers to the consumer price
index except in China, where the retail price index is used. Current account estimates for Hong Kong, China
correspond to net exports of goods and services on a national accounts basis and therefore exclude investment
income and transfers.

b) Dynamic Asian economies: Indonesia; Hong Kong, China; Malaysia; the Philippines; Singapore; Chinese Taipei and
Thailand.

Source: Preliminary data for 1997-98 from the national sources or OECD estimates, and for 1999-2000 OECD
projections.

of the remaining debts to be resolved, genuine recovery of economic activity in the cor-
porate sector is unlikely to begin before the end of next year.

Growth in China has GDP growth in China picked up beginning in the second half of 1998, due to
picked up... large increases in government infrastructure investment and reinforced by an easing
of monetary policy. Growth for calendar year 1998 was 7.8 per cent, slightly below
the government’s target of 8 per cent. Although exports were flat in dollar terms due
to falling prices, they rose in volume terms and increased their share of markets in the
United States and several other countries. Real GDP growth should remain in the
8 per cent range (at an annual rate) through the first half of 1999 before moderating
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China has weatherd the Asian financid crisis rathe well
overall, but its succes is due partly to the insulatian from
externa financid disturbance provided by its relaively
closal capital account The domestic econony suffers from
mgor structural problens of exces and outmoded industrial
cgoacity, high levels of non-performirg loans in the banking
sector, and poor corporate governaice strucures that in same
respecs are worse than those in othe Asian counties and
whose extent is not fully known. The adverse effects of these
structura problems have so far been moderate, but largdy
because marke mechanisms have not yet been fully estb-
lished But unles the problens are reducel subgantially
over the next several years, growth will aimost certainly fal-
ter as deterioratiny enterprie cash flow corstrains invest-
ment productvity growth slows; risks of a crisis of
confidence in the financial system build; and rising job
uncetainty further depreses corsumption. Reforns slowed
lag year as concens about unemnmployment mounted, but have
since been redouble in an effort to substantially reduce
structural problems over the next several years.

Extersive reforms are undeway in the financid secta.
The People's Bark of China has been restructired into nine
regional branches to improve supervisia of the financial
secta and the implementatia of monetay policy. The state-
owned commercié banks are recaving injections of capital
finaneed by last years issue of special govemmert bonds
worth 270 billio n yuan ($ 32.6 billion). The government has
alo established an aset management company to take on the
problam loars of the Constructian Bark of China; this pro-
gram is expectal to provide amode for dealirg with prob-
lem loans of other major commecial banks. The commercial
banlks are also being given greate latitude to facta commer-
cial risks into their lending rates and are making strong
efforts to tighten lending standard and improve internal
accounting and financid contrd systems. Spured by the
bankruptcy of Guangdong Intematioral Trust and Investrent
Corporatio in Octobe 1998 the authorities plan a major
restructuring of trust and invesiment companies during the
next two or three years and intend to tighten supervision of
urban credt co-operatves by converting them into banks and
consolidating their operatons.

Refom of stak enterpriseis also regaining momentum.
Restucturing of the textile and cod industies whos prob-
lems are especialy serious is well undeway. The textile
workforce was reduced by nearly 660 000 workersin 1998
and a similar reducton is plannel for 1999. Estimates suggest
tha more then half of the “exces$ workeis in stee enterpises
have been taken off their payrolls althoudh the majority have
bee shifted to retraining or othe transitond programmes.
Mergeis and acquisitiors to restructue medium-sizd corpora-

China’'s structural reforms: progress and problems

tions have bee extensve; and althouch precise figures are
lacking, a large portion of smaller state-owned enterprises
have been sold off or otherwise separaté from dired state
control Severd governmeih ministries previously responsible
for enterprise opeiations have been disbandé as part of a
broader effort to increase maregement autonony of state-
owned enteprises Measurs are also plamed to improve the
environmert for the non-stag busines secta, which has been
the main engine of China's growth ard whos importane will
increase as reforms proceed.

However, despie these efforts, overall progres is difficult
to as®ss and major questias reman abou whetter current
reform efforts are sufficiently broad and whetter their suc-
cesses will be sustainable. Effective replacement mecha-
nisms to ensue managemenaccountabiliy and improve
corporate governaree of larger enterprise largely remain to
be developed The competitve viability of restuctured
medum and smaller enterpiises remans to be testal and fur-
ther restructurimg is likely to require more extensve use of
measuressuch as bankrupty, that have been used rarely so
far. To contain unemployment to accepible levels, new jobs
will have to be found for workers now in transitian pro-
granmes and for those newly displaced by further enterprise
downsizing Until financid positiors of enterprise improve
substatially further ard their need for govemment-directed
bark credt abatesit will be difficult to prevert new bank
problem loans from mountirg or to establifi commecial
standards as the basis for bank lending.

Weaknesses in budget mechanisms are afurther impedi-
mert to reforms Although the official budge deficit and
public delt ratios are low by internatond standards undfi-
cial estimatesincluding off-budge operationssuggesthat
the overal fiscd situatian is more problematic Thisis par-
ticularly the ca if the non-performing loars of the barking
secta are recanised as implicit governmet obli gations A
fundamenthproblan is revente scarcity both the overall
shae of governmert revenue to GDP (about 18 per cert for
taxes plus othe explicit revenue$ and the revente shae of
the central govemmernt (about 50 per cen) are quite low by
internation& standardsRevenue scarciy has been an
importart contributor to structurd probdems notably the
use of bark lending to cover losses of stat enterprisesit
also constrans current reforms: for example, mergers of
financially stronge with weaker enterprigs have been
favoured as a mears to limit demards on the govemments
budget Moreover, demand for revenwes will rise further as
government takes on penson, health, and other social wel-
fare obligations now borre by enterprisesMeasure to ease
the revente scarciy are high on the reform agend but are
at an early stage.

1. To this end, the Ninth National People’s Congress approved in March 1999 constitutional amendments upgrading the role of the non-gate
sector to an “important componert” of the so.cialist market economy. Previoudy, the non-state sector was seen as merely “complementing”

apredominartly state-owned economy.
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in the second half. Fiscal stimulus will provide the key engine of growth during 1999,
as increases in household consumption, investment by non-state enterprises, and
exports are likely to remain subdued.

... and the government The direct effects of the fiscal stimulus programme are expected to abate
is stepping up efforts to boostin 2000, so that growth will become more dependent on private consumption and
consumer spending enterprise investment. To boost consumer spending, the government is stepping up
efforts to tap the country’s massive savings deposits. In particular, government
investments in rural water, electrical and transportation infrastructure are intended in
part to stimulate consumer demand and markets in rural areas. Commercial banks are
being urged to begin making loans to individuals for purchases of housing, automo-
biles and other durable goods. Efforts are also being made to increase the availability
of bank credit to non-state enterprises, which have been the most dynamic compo-
nent of the economy but whose growth has slowed markedly over the past two years.
Pressures for currency devaluation should be quite limited in the near-term, given
that exports are still reasonably competitive overall, the current account is in substan-
tial surplus, and foreign exchange reserves are nearly equal to China’s external debt.
The government is taking various measures to promote exports and the inflow of for-
eign investment, which is an important source of job creation in China. However,
prospects for foreign investment are uncertain due to the economic weakness in the
rest of Asia and have been further clouded by concerns over the health of China'’s
financial institutions. These concerns underscore the need for decisive progress
during the next several years in alleviating the problems of the financial and enter-
prise sectors if risks to China’s growth performance are to be contained.

Russian Federation and Central and Eastern Europ

Output has shown some signs GDP and industrial output in the Russian Federation fell sharply after the erup-
of recovery tion of the financial crisis in August 1998. Preliminary figures also indicate a further

decline in fixed capital investment. But output has shown signs of recovery since
September. The sharp drop in GDP in the immediate aftermath of the financial shock
of August 1998 appears to have been associated with a temporary breakdown in the
payments system. A subsequent upward trend in output follows largely successful
measures to reactivate this system. Given the low dependence of Russian firms on
financial markets in recent years relative to most other emerging market economies,
the impact of the financial crisis on output could be less than might be assumed from
the severity of the crisis itself. The depreciation of the currency also appears to have
given a boost to some import-substituting industries, while opportunities for exports
are also expanding. On the other hand, the crisis has hurt many small businesses and
entrepreneurs that depend on import trading.

The pace of inflation has The short-term prospects for inflation and the exchange rate remain uncertain.
slowed, but future prospects After consumer prices increased by 4.3 per cent over the first seven months of
remain uncertain the year, inflation surged during the remaining 5 months, bringing December-on-
December inflation in 1998 to 84 per cent. Since August, the Central Bank has

allowed the exchange rate to float based on limited trading on the interbank currency
market. In this context, the rouble depreciated from 6.2 to over 20 to the dollar

between mid-August and December 1998. The new government and the Central

Bank have demonstrated their awareness of the dangers of a hyperinflationary spiral
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Table 111.2.  Projections for Russia and the Slovak Republic?

1997 1998 1999 2000
Russia
Real GDP growth 04 —4.6 -1.0 20
Inflation 11.0 84.4 80.0 80.0
Unemployment rate 11.3 11.8 115 115
Fiscal balance (% of GDP)® -84 —4.9 -3.0 -2.0
Current account ($ billion) 29 24 20.0 20.0
Current account balance (% of GDP) 0.6 05 47 45
Slovak Republic
Real GDP growth 6.5 45 20 20
Inflation 6.4 5.6 9.0 8.0
Unemployment rate 11.5 12.0 15.0 14.0
Fiscal balance (% of GDP)® —4.4 -53 2.0 -2.0
Current account ($ billion) -1.9 2.0 -1.3 -1.0
Current account balance (% of GDP) -9.7 -10.0 -6.0 -4.0

a) GDP growth and inflation are percentage changes from the previous period. Inflation refers to end-of-year consumer
price index. Unemployment definitions may differ significantly across countries, where available, survey-based
estimates (International Labour Organisation definition) are used.

b) The consolidated balance, including federal, regional, local budgets and extra-budgetary funds.

Source: Preliminary data for 1997-98 from national sources or OECD estimates, and for 1999-2000 OECD projections.

and have struggled to maintain tight financial policies. These policies helped to slow
the pace of inflation and currency depreciation in the first quarter of 1999, during
which time the consumer price index increased by 16 per cent and the rouble
declined to close to 25 to the dollar. Pressures coming from the budget, the demands
of foreign debt service, and the upcoming parliamentary elections will continue to
challenge the government’s goal of restoring macroeconomic stability. Gross foreign
currency and gold reserves are still weak, having declined to a low of $ 10.7 billion
(6.7 billion in currency) by 1 April 1999. Foreign debt service requirements are a pri-
mary source of pressure on reserves.

Problems in taxation and budgetary execution, which contributed greatly toRmeblems in taxation and
crisis in 1998, are still central to Russia’s economic dilemma. These difficultiesttie budget remain central
turn, reflect structural problems in the tax system, bankruptcy procedures, corpdoaiussia’s economic dilemma
governance, and fiscal federal relations. The default on government debt payments in
the second half of the year kept the cash deficit from reaching much higher levels.

The 1999 federal budget, although broadly consistent with the government’s commit-
ment to financial restraint, has been controversial due to apparently unrealistic
assumptions on inflation and the exchange rate, proposed tax changes, and the sever-
ity of planned expenditure contraction. While reported federal tax collection has
recently shown some degree of improvement, the federal government has again
chosen to resort to tax offset operations for a substantial share of tax revenue, a deci-
sion that may have negative medium-term implications. Offsets also remain a major
source of budgetary fulfilment at the regional level of government, accounting on
average for over half of regional tax revenue in 1998. Since the collapse of the mar-
ket for government debt in August 1998, both federal and regional governments have
been severely constrained in their ability to finance deficits.

Declines in the prices of key export commodities explain most of the seridiee current account has
deterioration in Russia’s current account between mid-1997 and mid-1998. Figsteshgthened from a
for the first three quarters of 1998 show a current account deficit of over $ 5 billieontraction of imports
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Living standards have declined

Foreign debt service is severely

strained

The overall situation is

most of which was incurred during the second quarter of the year. A severe contrac-
tion of imports following the depreciation of the rouble, however, was sufficient to
generate a current account surplus of $ 2.4 billion for 1998. Preliminary figures show
a decline in the dollar value of imports in the last quarter of 1998 of roughly 50 per
cent. Lower imports should be the primary factor behind a much stronger current
account in 1999 than 1998, although the degree of this strengthening will also depend
on movements in key export prices, notably oil, gas, and metals.

The crisis has brought a shock to the standard of living of a large part of the pop-
ulation. Nominal incomes and wages have lagged far behind inflation. Preliminary
estimates show real average household income and wages at the end of 1998 to be
18 and 14 per cent lower than their respective values at the end of 1997. Substantial
wage and pension arrears imply a further burden. Low-income households had also
formerly consumed a significant amount of imported basic food products and were
affected by the increase of those prices along with the depreciation of the currency.
The estimated rate of unemployment (International Labour Organisation definition)
reportedly crept up to a transition period high of 11.8 per cent of the active labour
force by the end of 1998.

The events since August 1998, particularly the sharp depreciation of the rouble,
have strained foreign debt service to the point of requiring a major restructuring
agreement to get Russia back on track. The 1999 budget makes explicit provisions
for $ 9.5 billion of an estimated $ 17.5 billion in scheduled foreign debt service,
along with a clause that 50 per cent of “surplus” revenue can be also be used for this
purpose. Negotiations with international financial institutions and foreign creditors
continue on the issue of debt restructuring and partial compensation for holders of
short-term government domestic debt that was frozen on 17 August 1998. The agree-
ment with the International Monetary Fund (IMF) this March, which included a more
ambitious target for a primary budgetary surplus of 2 per cent of GDP for 1999,
could facilitate these negotiations.

While the situation in the Russian economy remains quite difficult and

somewhat encouraging relative potentially unstable, the overall economic outlook in the country is perhaps a bit

to late 1998, but still difficult

Other transition countries are
facing a downturn of
macroeconomic conditions...

more encouraging than in late 1998. The new Russian government has so far suc-
ceeded in maintaining a degree of financial control, while output appears to be
recovering and the current account strengthening. The financial pressures on the
government are substantial, however, and the spectre of parliamentary and presi-
dential elections in 1999-2000 pose obvious complications for the strong
medium-term structural reform that is necessary for the future robust recovery
and growth of the economy.

The Russian crisis has affected other transition countries through tighter
financing constraints. For the Baltic States, the loss of the Russian markets has also
induced a noticeable slowdown of past buoyant growth. Outside the Baltic States,
factors other than the Russian crisis are important for driving economic develop-
ments. In the Slovak Republic the accumulation of high budget and current account
deficits put an end to the unsustainable growth process of recent years. The 1999-
2000 period will be characterised by a slowdown of growth and the main part of the
adjustment will come from a reduction of public investment. This year, the new
government adopted a reduction of the fiscal deficit from 5 to 2 per cent of GDP.
The central bank has continued a prudent and restrictive monetary stance, although
the flexibility of the exchange rate in place since last October has allowed for some
easing in real interest rates.
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In order to put macroeconomic stabilisation on track and attract foreign directlthough further progress
investment, the much-awaited structural reforms of the banking and enterprise aestructural reforms can
tors need to be implemented and this is the major source of uncertainty in the outtmo&xpected
for the Slovak Republic. An even more pressing need for structural reforms certainly
applies for a country like Romania where, after much time lost and presently serious
financial pressures, the government seems finally to be moving in the right direction.

Since 1997, Bulgaria has been making important progress in structural reform, partic-
ularly in privatisation and in rebuilding the banking system. Nevertheless, both coun-
tries still require major restructuring in the enterprise sector and in supporting
institutions, including more effective bankruptcy and liquidation procedures. Spill-
over effects from the Kosovo crisis constitute a major risk for these countries, though
one which is difficult to assess.

South America was fully hit by the effects of the crisis in emerging markets ai@donomic activity slowed down
in the second half of 1998, there was first a slowdown of growth and then a contiad-998 and the region
tion of output in most countries. The decline of capital inflows, the resultant tightevil enter recession in 1999
ing of domestic credit conditions, a sharp deterioration in the terms of trade and the
effects of climate disturbancesl|(Nifio) all contributed to the deterioration of eco-
nomic performance. In early 1999, Brazil's currency crisis further raised external
financing costs and limited capital inflows, pushing the region as a whole into reces-
sion. Most of the contagion effects from Brazil’s crisis on Mercosur member coun-
tries — notably Argentina — have come from direct trade effects. However, contagion
effects on Chile are reflected in the emerging conflict between the lower interest rates
needed to stimulate depressed activity and the need for currency stability. Added vol-
atility also pushed Ecuador into a serious banking crisis, with severe restrictions
applied to bank deposits withdrawals. A public finance law passed in Congress in
April could enable the reduction of the fiscal deficit, but the economic situation
remains worrying.

Despite significant gains in competitiveness throughout 1998, associated Bithwzil will suffer a deep
rapidly falling inflation, steadily rising pressures on the exchange rate led theession but, if able to restore
Brazilian central bank to float the Real in mid-January 1999 (first within a banckdibility, recovery might
and freely shortly after). Exchange rate depreciation, extremely tight credit comstit in 2000
tions and the fiscal tightening needed for stabilisation is projected to result in a fall
of some 3 per cent in GDP in 1999, which would be one of Brazil's worst reces-
sions. A new IMF plan agreed in early March halted the depreciation of the
exchange rate and created conditions for a return of confidence. If the government
is able to implement the programme, some timid recovery could start in 2000. For
now, the government is delivering its fiscal promises, and the International Finan-
cial Institutions are delivering their financial support. The success of the plan is
highly dependent on the continuation of a positive response of the private sector,
both domestic and foreign. The key positive signal that credibility is being restored
would be a significant decrease of real interest rates in 1999. In order to stabilise
the public debt ratio at around 50 per cent of GDP, a substantial primary surplus
of over 3 per cent of GDP is required, but even so interest rates need to fall signif-
icantly in coming months to limit the build-up of government debt. Overnight
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The major source of
uncertainty for the outlook is

Table 111.3.  Projections for Brazil and Argentina?

1997 1998 1999 2000
Argentina
Real GDP growth 8.6 4.2 -3.0 25
Inflation 0.3 0.7 0.2 0.5
Fiscal balance (% of GDP)® -1.3 -11 -15 -15
Current account balance ($ billion) -12.0 -14.7 -14.5 -15.0
Current account balance (% of GDP) -3.8 4.2 4.5 4.5
Brazil
Real GDP growth 37 0.2 -3.0 20
Inflation 6.1 17 15.0 10.0
Fiscal balance (% of GDP) 6.1 -8.0 -10.0 -4.0
Primary fiscal balance (% of GDP) 0.1 0.1 32 35
Current account balance ($ billion) -3338 -35.0 -20.0 -20.0
Current account balance (% of GDP) 4.2 -45 -35 -3.0

a) GDP growth and consumer prices are percentage changes from previous year. Inflation refers to end-of-year
consumer price index. The Brazilian inflation figure refers to the INPC-IBGE index.

b) Federal government only.

Source: Preliminary data for 1997-98 from national sources or OECD estimates, and for 1999-2000, OECD projections.

interest rates were around 34 per cent at the end of April, down from 45 per cent
two months earlier. The external debt (30 per cent of GDP) is another potential
source of financing pressures. But with the trade adjustment projected for 1999 and
the likelihood that major international private creditors would maintain their credit
lines, the situation in this regard seems manageable.

Recent indicators show inflation developments on a favourable path. Despite a
30 per cent depreciation of the Real from mid-January to the end of March, consumer

related to the successful prices increased by only 1.3 per cent in the month of March. If the exchange rate
management of public debt now stabilises, inflation is expected to be contained at around 15 per cent by end-

Brazil’s crisis is pushing

year. Nevertheless, inflation remains an uncertainty for the outlook. A new frame-
work for monetary policy based on the principle of inflation targeting was instituted
following the appointment of a new central bank governor in early March. However,
this will require some time to be implemented and the central bank also needs to gain
independence from political pressures. The key element of uncertainty is connected
with the public debt. If the authorities cannot control the debt because interest rates
do not come down rapidly enough, then a possible monetisation of the public deficit
could still re-ignite an inflationary process; the alternative, a debt restructuring,
would put the domestic banks into a fragile position. A positive effect of the crisis
has been a reinforcement of the position of the federal government vis-a-vis the state
governors. This political leverage helped the government to pass the necessary legis-
lation to implement fiscal tightening. Notably, the controversial increase of the finan-
cial transactions tax from 0.2 to 0.38 per cent was approved in a second reading in
Congress.

Argentina is suffering the largest spillover effects from the currency crisis in

Argentina into a recession Brazil. Those effects are compounding already depressed economic conditions

in 1999

resulting from the high interest rates prevailing for most of 1998. The strong GDP

1. Consumer price inflation references for Brazil in this note are based on the National Consumer Price
Index (INPC) published by the Instituto Brasileiro de Geografia e Estatistica (IBGE).



Economic developments in selected non-member econertdss

growth of 1997 came to a halt by mid-1998 and turned negative in the fourth quarter
(-%2 per cent year-on-year). Industrial production figures for the first four months
of 1999 show a sharp contraction in output. Brazil’s crisis is also having a very nega-
tive impact on consumer and business confidence in Argentina. In some sectors, like
the automobile industry, production has already been halved and significant labour
shedding is underway. Economic activity is likely to continue to decline until the end
of the year, when more stable financial markets may allow for lower interest rates and
prospects for exports to Brazil improve. Inflation was very low in 1998 and might
turn into deflation during this year. In March, the consumer price index actually fell
by %2 percentage point (year-on-year). Contracting imports due to both depressed
domestic demand, notably for investment goods, and terms-of-trade gains from
cheaper Brazilian imports, should help to contain the large current account deficit at
present levels.

Overall financial contagion effects on Argentina have been smaller than thdee main risks for Argentina’s
experienced in the past episodes of international financial crisis (see lower paneldbok relate to the
Figure I11.1). Although still high, interest rate spreads on sovereign debt over kd8nhagement of public
equivalent bonds came back to pre-crises levels by mid-Agkpart from risks of liabilities and public budget
further contagion effects following any sharp deterioration of Brazil's situation, therformance
main risks for Argentina’s outlook lie with the management of public liabilities and
on the fiscal front. Depressed domestic demand will result in declining budget reve-
nues while high interest rates are increasing debt service costs. Some fiscal tightening
might be necessary at a time of rising unemployment and increasing calls for subsi-
dies to help depressed export sectors. Presidential elections scheduled for October
further complicate fiscal policy choices.

To sum-up, the near term outlook for South America is grim with output cofRe near term outlook for the
tracting in most countries in 1999. A modest recovery is however projected for 288gion is grim, and
when lower real interest rates will provide some stimulus for economic activity. Ctlrere are risks on the downside
rent account deficits, a major weakness for most South American countries, will be
reduced in 1999 but mainly through a sharp compression in imports. Increased export
growth and some further gains in the terms of trade may allow additional improve-
ment in 2000. Although fiscal balances may decline with the downturn in economic
activity, avoiding excessive fiscal slippage will be a major source of concern in most
countries and this could call for further tightening. There are still important downside
risks to the outlook linked to developments in Brazil. A reversal of the current
progress towards financial stability in that country would undoubtedly damage the
area’s creditworthiness, raise capital costs and deepen the recession in the region as a
whole. Additional downside risks are associated with the assumption underlying the
projections of stabilisation and gradual recovery of commodity prices. If this assump-
tion fails to materialise and the terms of trade for primary commodity producers con-
tinue deteriorating, external imbalances will worsen in many countries (Argentina,
Chile, Ecuador, Venezuela, and Colombia) and necessary adjustments would imply
the postponement of economic recovery.

2. Spreads reached 807 basis points in mid-January as compared to 1 013 basis points in the wake of
Russia’s currency crisis in August 1998 or to 2020 basis points after 1995 Mexico’s currency crisis.
Spreads by mid-April 1999 were 623 basis points.
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V. LABOUR MARKET PERFORMANCE
AND THE OECD JOBS STRATEGY

Introduction

High and persistent unemployment remains a major economic and social pkogh and persistent
lem for many OECD countries. Currently, some 35 million persons, or about 7 peemployment remains
cent of the labour force, are unemployed in the area as a whole (Figure IV.1). Manyajor problem...
particularly in Europe, have been without a job for a prolonged period. These people,
and their dependants, may be threatened by poverty in addition to loss of self-esteem
and contact with working life. At the same time, many others are not even trying to
find a job, discouraged by high unemployment or by the undesirable side effects of
some of the policies intended to deal with it. But getting a job and keeping it does not
solve all problems. There is increasing concern about precarious jobs and in-work
poverty in some countries.

Figure IV.1. Standardised unemployment rates———
in OECD regions, 1972-98
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1. Standardised unemployment rates for all countries except for Greece, Iceland and Turkey, where national definitions
are used.

2. Excluding Czech Republic, Hungary, Korea, Mexico and Poland.

3. United States and Canada.

4. EU-15, Iceland, Norway, Switzerland and Turkey.

5. Australia and New Zealand.

Source: OECD, Labour Force Statistics.
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... but it can be durably The problems of high unemployment, discouragement and in-work poverty
reduced through are not new. In 1994, they prompted Member countries to agree on the OECD
comprehensive and sustainedJobs Strategywhich sets out a wide-ranging and balanced set of policies to
reforms as outlined in tackle them (the main policy orientations are presented in Box IV.1). Subse-
the Jobs Strategy quently, these policies were tailored on a country-by-country basis to take
account of the institutional, social and cultural characteristics of each of them,
and the country-specific policy recommendations were published iiOtBED
Economic Surveysin 1997, a report to Member countries (OECD, 1Bpdrew
a number of key lessons on the implementation of 3bbs StrategyThe most
important of these is that the strategy could durably reduce unemployment
— especially if undertaken comprehensively. However, policymakers have to stay
the course because it takes time before reforms lead to better labour market
conditions.

Box IV.1. The OECD Jobs Strategy!

— Set macroeconomic policy such that it will both encour- — Reform employment security provisions that inhibit the
age growth and, in conjunction with good structural expansion of employment in the private sector.

policies, make it sustainableg. non-inflationary. — Strengthen the emphasis on active labour market
— Enhance the creation and diffusion of technolog- policies and reinforce their effectiveness.

ical know-how by improving frameworks for its  _ ymprove labour force skills and competencies through

development. wide-ranging changes in education and training
— Increase flexibility of working-time (both short-term systems.

and lifetime) voluntarily sought by workers and  _ Reform unemployment and related benefit systems

employers. — and their interactions with the tax system — such that

— Nurture an entrepreneurial climate by eliminating imped-  societies’ fundamental equity goals are achieved in
iments to, and restrictions on, the creation and expansion ways that impinge far less on the efficient functioning
of enterprises. of the labour markets.

— Make wage and labour costs more flexible by removing — Enhance product market competition so as to redug
restrictions that prevent wages from reflecting local monopolistic tendencies and weaken insider-outside

= @

conditions and individual skill levels, in particular of mechanisms while also contributing to a more
younger workers. innovative and dynamic economy.
This chapter provides an up-to- These conclusions have been reinforced by a more recent report to Member

date assessment of labourcountries (OECD, 1999). This chapter summarises the main findings of that report,
market performance and first looking at labour market performance over the 1990s and then linking that per-
progress made in implementing formance to progress made in implementing lbbs Strategwas well as to structural
the Jobs Strategy reforms more generally. Particular attention is devoted to the employment prospects
and the quality of jobs of specific groups (youths, older workers and certain catego-
ries of women) who have tended to experience above-average unemployment and
non-employment.

1. Country-specific recommendations were also based on five thematic reviews on key aspects of struc-
tural policy conducted in the context of tlebs Strategyl) Enhancing the effectiveness of active
labour market policieOECD, 199@); 2) Making work pay: A thematic review of taxes, benefits,
employment and unemploymd®ECD, 1993); 3) Interactions between structural reform, macro-
economic policy and economic performar(@ECD, 199®); 4) Technology, productivity and job
creation(1996c; 19983); 5) Fostering entrepreneurshifd 998).
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Labour market developments over the 1990

Unemployment

Despite some decline from the recession years of the early 1990s, the unemplogmployment has fallen
ment rate for the OECD as a whole will almost certainly be higher at the end of fiteen its 1994 peak
decade than at its beginning. At the same time, disparities across countries aag@ver most of the decade
increased (see Annex Tables in tldsitlook. Unemployment in the United Statesn a few countries...
has fallen to rates last seen in the 1960s, and it has drifted up in Japan to record post-
war highs (although remaining considerably lower than the OECD average). Europe
presents a mixed picture over the decade, with some countries at a later stage of the
business cycleg.g.United Kingdom, Denmark, Ireland and the Netherlands) experi-
encing falling unemployment. In most other European countries, unemployment has
shown only modest reductions from the 1994 peak, despite the recovery in output,
and unemployment rates remain higher than at the beginning of the decade. The Sec-
retariat’s projections in thi®utlookpoint to a further modest reduction of unemploy-
ment in Europe, and some rise elsewhere, reflecting the different stages of the
economic cycle of the main OECD regions.

Rapid economic growth can reduce unemployment only insofar as the uneniut its trend component has
ployment is cyclical, and differences in cyclical positions complicate the assessrdéfgred markedly across
of countries’ performance. It is therefore instructive to look behind the purely cyadauntries...
cal influences on unemployment rates. There is no single agreed method for doing so,
but the different measures tend to move closely together. The Secretariat's measure
of trend unemployme#Atand its evolution over the 1990s point to the following
picture (Table IV.1):

— The United States, Norway and Portugal have maintained low levels of
unemployment over the decade (and in the United States there has even been
a reduction).

— Other countries, including Japan, Austria and Switzerland, have experienced
some increase in trend unemployment, but the level remains well below the
OECD average.

— Some countries with relatively high levels of trend unemployment at the
beginning of the decade have achieved significant reductions: the United
Kingdom, Denmark, Ireland, the Netherlands and New Zealand and, more
recently, Australia, Canada and Spain. Nevertheless, Spain still has the high-
est rate of trend unemployment, whilst rates in Denmark and the Netherlands
are now well below the OECD average.

2. Trend unemployment is measured by the OECD time-series estimates of the non-accelerating wage
rate of unemployment (NAWRU). The NAWRU indicates the rate of unemployment that, in a given
year, and based on the actual history of unemployment, would be associated with a constant rate of
nominal wage increases. It should be stressed that it is a short-term concept, and in the presence of
slow adjustment of the labour market to exogenous shocks, a lower (or higher) rate of unemployment
may be associated with stable wage inflation in the long run. However, the longer-run equilibrium rate
of unemployment cannot be reached within a single year without setting off changes in wage inflation,
see OECD (1999)
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Table IV.1. Trend unemployment in the OECD countries:
levels and changes over the period 1990-98

Trend unemployment has:
risen remained stable fallen
Finland
v | < Greece :
s 2 Italy Spain
] France
1<
g g Canada
> |5 Australia
< g ég‘;?nd:nn Belgium New Zealand
E15 Y United Kingdom
c|c Ireland
5|&
e]
S Switzerland United States
(0]
=2 Japan ygrmaé Denmark
- Austria 9 Netherlands

1. Trend unemployment data are based on OECD estimates afothaccelerating wage rate of unemployment
(NAWRU).

The NAWRUSs are calculated using the commonly used definition of unemployment rates. For Germany, Bel-
gium and Denmark, standardised unemployment rates were used instead to improve comparability with other
countries.

2. A change is considered significant (in absolute terms) if it exceeds one standard deviation. The latter was cal-
culated for each country over the 1986-98 period. Countries are classified as having low, intermediate or high
unemployment rates according to their distance from the 1998 OECD weighted average trend unemployment
rate (6.9 per cent). Countries within one half of the (weighted) standard deviation of country trend unemploy-
ment rates were classified as having intermediate levels of unemployment.

— There are also a number of countries where trend unemployment has risen to high
levels: France, Italy and Greece are in this grofmreover, in Finland and Swe-
den the increase in actual unemployment in the aftermath of the steep recessions
of the early 1990s was partially translated into higher trend unemployment.

... as has the incidence These overall unemployment trends have been reflected in unemployment of
of joblessness among youthsspecific groups within the labour force, and also in the average time spent out of work by
and women the unemployed. Countries posting significant falls in trend unemployment have often
experienced trend reductions in youth and female unemployment and a fall in long-term
unemployment (more than 12 months). In contrast, high (or increasing) trend unemploy-
ment has been generally accompanied by high (or worsening) joblessness amongst youths
and prime-age female workeérand a high incidence of long-term unemployment.

Employment

Employment growth has been a Movements in unemployment and employment rates have been closely linked
key factor in reducing (Figure I1V.2). In particular, most of the countries where unemployment fell also
unemployment... posted significant increases in their trend employment rates. And only two (Japan
and Greece) of the nine countries experiencing significant increases in unemploy-
ment recorded increases in overall employment rates.

3. Germany also recorded a substantial increase in trend unemployment, related not least to the particular
problems generated by the reunification and the subsequent high unemployment in the Eastern
Lander.

4. Itis, however, particularly difficult to assess the evolution of trend unemployment in Finland, and to a
lesser extent in Sweden, in the 1990s given the abruptness of the rise in actual unemployment. The
OECD estimates of the NAWRU for these two countries are, therefore, subject to greater uncertainties
than those for other countries.

5. “Prime-age” adults are those aged between 25 and 54 years.
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Figure IV.2. Change in trend unemployment
and employment rates, 1990-98
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1. Trend unemployment data are based on OECD estimatesmadn-accelerating wage rate of unemploynied/WVRU).

2. Changes in trend unemployment for Finland, and to a lesser extent for Sweden, have to be judged with care given the
uncertainties surrounding the evolutions of the NAWRUSs for these two countries. See main text.

3. The employment rate is defined as the ratio of total employment to the population of working. fg=age group
15-64. Trend employment rate series have been estimated in the following) feayach series of employment (x),
a linear regression was performed as: x= &3P, where GAP is the difference between real output and real output
smoothed with a Hodrick-Prescott filtése( an estimate of the output gaji);the non-cyclical estimate of each variable
(x) was then obtained as: x’ = x*0GAP; andiii) a Hodrick-Prescott filter was then used to smooth the x’ series.

In a number of countries, there has been a rise in so-called atypical forms .ofvith a significant role
work (i.e. temporary and part-time work). In particular, the long-term rising trend jolayed by “atypical forms” of
part-time work has continued across almost all OECD countries over the 19@@sployment...
going hand-in-hand with increases in female labour-force participation. However,
cross-country differences in the incidence of part-time work remain considerable,
ranging from 29 per cent in the Netherlands to less than 10 per cent in the Czech
Republic, Finland, Greece and Spain (Figure V.3, upper panel).

In recent years, growth in part-time employment has made a significant posifaet-time work has made
contribution to total employment growth across a wide range of OECD countries ositive contribution
has partially offset declining full-time employment in a number of them (especiallymost countries...
in those with increasing unemployment, such as Germany, France and ltaly). And it
has also made a significant contribution to employment growth in countries with
declining unemployment such as Ireland, the Netherlands and New Zealand.

The extent to which rising part-time work has been a deliberate choice of warksut sometimes

ers (“voluntary” part-time) or a second-best choice, due to the lack of full-time joliss a second-best choice
marks a clear divide between countries with different overall labour market condi-

tions. During the recovery from the recession of the early 1990s, involuntary

part-time employment has accounted for a large proportion of the growth in total

part-time employment in a number of countries with high and persistent unemploy-

ment For example, between 1993 and 1997, growth in involuntary part-time jobs

was at least as great as the growth in voluntary part-time employment in Germany,
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Figure IV.3. Part-time and temporary employment, 1985-97
Per cent of total employment
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. See OECDEmployment Outlook,998, Table E.

. 1987 and 1997.

. 1986 and 1997.

1985 and 1996.

. Data for 1985 are not fully comparable to those for 1997 due to breaks in the series. SeE@gGPnent Outlook,995, Table E for details.
. Dependent employment.

. Part-time work is defined by actual hours worked instead of usual hours worked.

. Part-time work is defined by less than 35 hours worked.

. Data refer to employees. See OEEmployment Outlook,996, Table 1.5 for definitions of temporary employment in each country.
ource: OECD, Employment Outlook,998.

France, Italy, Greece and Spain, all countries with high or rising unemployment. In
most other countries growth in part-time work has been almost exclusively voluntary.

Temporary work is becoming The evolution of temporary employment contracts has often raised concerns as
an important feature to the quality of jobs being created in the OECD countfiddthough, less than
of employment in some 15 per cent of employees are in temporary work in most of them, there are excep-
countries... tions: in particular, Australia, Finland and, especially, Spain where about one-third of
employees are in temporary employment (Figure 1V.3, lower panel).
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Similar to part-time work, temporary work has been an important component.ofalso reflecting attempts
employment growth in many OECD countries since the early 1990s. It has offseemployers to bypass strict
declining (or stagnating) permanent employment in some of the countries with t@giployment protection
or increasing unemploymeng.g.Germany, France, Italy, Austria and SwedenjJor permanent workers
while a more balanced composition between temporary and permanent employment
growth has been observed in countries posting improving (or good) labour market
conditions. The shift towards temporary employment in some countries may reflect
an attempt by employers to bypass strict regulations on permanent employment, a
move that has also been encouraged by a further de-regulation of fixed-term contracts
and temporary work agencies in a number of countries (see below).

Participation rates

The proportion of the working-age population that participates in the labd®articipation rates have
market varies a great deal across the OECD countries, and these differences asentined fairly stable over the
some extent related to overall labour market conditions. Thus, some of the countiéesde, with persistent
with high unemployment have particularly low participation raeg.(taly, Greece, differences across countries
Spain), whilst higher participation rates are often found in countries with, at least
until recently, prolonged periods of low and stable trend unemployneegtiapan,

Norway, Sweden, Switzerland and the United States). However, trends in participa-
tion over the current decade only partially reflect developments in unemployment.
While the Netherlands and New Zealand have combined falls in unemployment
with significant increases in participation rates, and Italy, Finland and Sweden low
or falling participation with high and rising unemployment, other countries have
maintained broadly stable rates despite significant changes in unemployment.

Growing disparities amongst population group

Aggregate figures of labour demand and supply hide striking disparities betwemployment rates diverge
different groups in the working-age population, which tend to be particularly acuteaaross labour market groups,
countries with large overall labour market slack. The analysis of employment ratgsecially in countries with
offers interesting insights in this respect. It suggests that prime-age males — dftgim unemployment
referred to as “core” workers — have very similar employment prospects in all OECD
countries. By contrast, the employment prospects of other groups: prime-age women,
youths and older workers, are very different and account for most of the large
cross-country variations in overall employment rates (Figure 1V.4). These differences
partly reflect different social and cultural factors. However, especially in countries with
high unemployment, youths, prime-age women and older people — as well as the low
skilled in general — are particularly affected by joblessness, or may not even look for
work because of the scant job opportunities in the labour market. In addition, those

6. Temporary work is typically defined as work under a fixed-term contract in contrast to permanent
work where there is no end-date. Employment under temporary contracts often entails a different set
of legal obligations on behalf of employers; in particular, certain aspects of employment protection
legislation do not apply to temporary contracts.

OECD



148 - OECD Economic Outlook

Figure 1V.4. Decomposition of employment
rates in OECD countries, 1998
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1. The contributions of individual demographic groups to the overall employment rate were calculated as the group-specific
employment rates multiplied by the share of individual groups in the population of working age.

2. Adults: 25-59 years of age; older workers: 60-64 years of age.

3. 1997.

Source: OECD, Labour Force Statisticand Employment Outlook,999 (forthcoming).

choosing to engage in alternative activities to paid employment may be doing so
partially in response to financial incentives arising from tax and benefit systems.

While youths are spending Employment rates among youths, especially teenagers, have been falling partly
more time on education they because of the increasing enrolment rates in secondary and higher education. How-
are also discouraged by high ever, country differences in education patterns persist, with some countries experi-

unemployment encing relatively low enrolments, and for individuals at the bottom of the educational
ladder the incentives and opportunities either to continue education or to enter the
labour force can both be weak. In this context, high unemployment exerts a strong
disincentive effect on young workers to participate in the labour market, especially
for those with low education levels. Thus, policies to reduce overall unemployment
are likely to be the first-best approach to raising youth employment. However, dis-
couragement among young people exists in countries which span a wide range of
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labour market conditions, suggesting that certain types of economic exclusion cannot
be solved by broad labour market reforms and reflect deeper social problems that
need to be tackled by more targeted policies.

Countries which have succeeded in ensuring a smooth transition from schoél $mooth transition from
work for those with poor qualifications have placed a strong focus on providing theskool to work is key...
young people with recognised vocational qualifications after compulsory schooling,
and on reinsertion programmes for school drop-outs. Moreover, gaining some form
of work experience whilst studying appears to enhance the rewards to education,
resulting in better labour market outcomes when youths leave school. This seems to
apply in countries with long-established dual-system apprenticeship programmes
(Germany, Austria, Denmark and Switzerladds well as in some English-speaking
countries where an informal combination of work and school is common amongst
youths because of a highly developed market for part-time waik (nited States,

United Kingdom, Canada, Australia).

Youths have been disproportionately affected by policy moves to increase flexibut the quality of jobs
bility in working hours and employment contracts, especially in countries with highailable for young persons is
and persistent unemployment. As stressed above, the increase in part-time aleckimportant
among youths may partly be a response to the wish of young people to combine work
with continuing education. Likewise, temporary contracts may facilitate job match-
ing, by providing an initial work experience for youths, while also allowing employ-
ers to screen suitable candidates. However, in presence of stringent regulations for
permanent workers, firms may also use temporary contracts to increase their work-
force flexibility over the business cycle, with potential negative implications for
youths’ longer-term employment prospects. Under these circumstances, temporary
employment may not be an initial stepping stone to better jobs for them, but rather
lead to a persistent precarious situation, with potentially negative consequences for
human capital formation and work experience. Thus, if not accompanied by relax-
ation of the protection for permanent workers, measures to increase work flexibility
through relaxation of regulations governing temporary contracts run the risk of
increasing the segmentation of labour markets. In addition, wage pressure may
increase as the development of temporary contracts leads to even higher job security
among permanent workefs.

Youth employment prospects are also potentially sensitive to wage floors. Mostnd their employment
OECD countries have some sort of minimum wage, set either by government orgaispects are also affected by
lective agreement. The level of the minimum wage varies greatly across countrigs wage floors
and there is evidence that, if set too high, it may have dis-employment effects,
especially amongst young workers (OECD, 1998

7. However, recent evidence suggests that, in a period of rapid technological changes, formal apprentice-
ship programmes may be encountering greater difficulties in providing trainees with the right
qualifications. See OECD (1999).

8. Saint Paul (1996) discusses the effects on the level and dynamics of employment of the liberalisation
of temporary contracts, while leaving in place rigid regulations on permanent contracts. He suggests
that the effects of such reform on employment levels are ambiguous, while the variability of employ-
ment over the cycle may increase. The reform will also increase the job security of permanent work-
ers, whilst workers with temporary contracts will bear the burden of employment adjustment and have
much less employment security.
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Older workers are retiring
earlier, especially in countries
with high unemployment and

with strong financial incentives
to retirement

Attempts to redistribute jobs
from old to young workers have

At the other end of the age spectrum, older workers have withdrawn from the
labour market at earlier ages over the past two decades, especially in countries with
high unemployment. Policies in many countries have, until recently, tended to
increase the financial incentives for early retiremeatan earlier access to old-age
pension systems under favourable conditibMoreover, older unemployed workers,
who were not yet entitled to old-age pensions, hdgdactobeen able to use other
non-employment benefite (g.unemployment benefits and invalidity benefits) as a
bridge from labour earnings to pensions.

Incentives to early withdrawal from the labour market have helped soften some
of the effects of industrial change on older generations and may have reduced pockets

proved to be ineffective and of high unemployment within certain localities. In a broader context, this policy has

potentially burdensome

Prime-age women are
increasing their active role
in the labour market...

... although material living
conditions have not improved
for some of them

The employment prospects

and earnings potential
of low-skilled workers
are poor in most countries...

been justified in some countries as a way of “creating” jobs for younger workers, by
redistributing employment opportunities from the old to the young. But lower
employment rates at one end of the age spectrum have not translated into higher or
rising employment rates at the other end. Indeed, as a general rule, countries that have
high employment rates among older workers also have high employment rates for the
young. In addition, this policy option increasingly conflicts with the need to improve
the financial viability of public pension systems in the context of ageing populations,
which can best be achieved by encouraging people to work longer (see OECEB).1998

In contrast to the decreasing labour-force participation among young and older
workers, prime-age women have continued to integrate more fully into the labour mar-
kets of most OECD countries. However, the breadth and depth of women’s involve-
ment in working-life continues to differ widely across countries as evidenced by
persistent differences in participation rates. Working women are often in part-time jobs,
frequently as a matter of choice, and the development of markets for this type of work
is thus a factor in encouraging more women to enter the labour market. Recent mea-
sures in some countries to make part-time work more attractive through deregulation
and adjustments to tax-benefit incentives are therefore particularly relevant to women.

Nevertheless, material conditions for households headed by young mothers with
only a marginal attachment to the labour market have not necessarily improved: their
relative and, in some cases absolute, disposable incomes have fallen in a number of
OECD countries. These households are often heavily dependent on transfer systems
that often fail to keep pace with increasing incomes of those who can devote more
time to market work. In response, a number of countries are exploring ways of mak-
ing work more rewarding for single parents through changes in tax-benefit systems
and through encouraging them to search actively for work (see below).

Difficult labour market conditions amongst people with low qualifications are
found across all age-gender groups. Their unemployment rate is very high (particu-
larly in Europe), and they face a higher risk of being persistently in low pay (espe-
cially in North America and the United Kingdom). Cross-country differences in the
share of low-skilled prime-age workers in unemployment or in low pay depend on a
number of economic and social factors, including the dispersion of earnings and the
characteristics of the social transfer systems. For example, the existence of high wage
floors may prevent low-skilled people from getting a foothold in employment, and a
long spell of joblessness may reduce even further their human capital and, thus, their
re-employment probability. At the same time, however, workers with persistently low

9. These issues were discussed in detail in Chapter IV “Low-income dynamics in four OECD countries”
in OECD Economic Outloolg4, December 1998.
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earnings may not perceive their social and economic prospects as being significantly
better than if they were chronically unemployed.

However, differences across countries in the incidence of low pay are greatealthough low pay does
than inper capitadisposable income, also because of the redistributive effects of tent necessarily lead to poverty
and transfer systems. Moreover, the incidence of poverty is generally higher in work-
less households than in households with at least one member at work. Indeed, work
attachment (the number of household members in employment) is the most important
factor determining the relative income position of households: households with no
workers are often at the bottom of the income distribution and have the highest
poverty rates?®

Implementing the Jobs Strategy

progress made and lessons from countries’ experient

How do the labour market developments discussed in the previous section ddary countries have
pare with the reform effort that countries have made over the 1990s? Figure IV.5ipnptemented structural reforms
sents evidence on progress in implementing reforms. It does so by highlightingotres the 1990s
follow-through of Jobs Strategyecommendations in the four broad policy areas of:

i) labour market;i) education and trainingji) the business environment and

iv) macroeconomic policy. The follow-through of recommendations in the first three
areas is calculated by assigning a different score to recommendations that were
entirely followed, partly followed, not pursued at all, or where policy went in the
opposite direction to the recommendatiéhdlajor reforms that had been undertaken
before theJobs Strategyecommendations — and implying that no further action was
required — have been included in the calculation of the follow-through rates.

Although there are inherent difficulties with this exerciddsigure IV.5 illus-
trates that in general OECD countries have made a significant effort to implement
structural reforms, although differences exist as to the scope and pace of the policy
action (Box IV.2)13

Progress in the labour market area has been uneven. In particular, a numifgomE countries have been
countries with high and persistent unemployment have been hesitant to implernesitant in embarking on
reforms that affect core workers. For example, relatively few changes have lreéorms that affect core
made to stringent employment protection legislation for workers with regular carrkers, preferring to focus on
tracts, whereas many countries have eased regulations for fixed term contractaciuahs at the margin...
temporary work agencies. Moves towards more decentralised wage bargaining have
been implemented in a number of countries, but most of them have been reluctant to
reform minimum wages or, more generally, to allow for a widening of earnings distri-

10. These points were elaborated in Chapter IV “Low-income dynamics in four OECD countries” in
OECD Economic Outloolg4, December 1998. See also Burniaetxal. (1998).

11. The benchmarks for judging countries’ progress in implementing the Jobs Strategy are based on the
recommendations included in the OEE&Bonomic SurveySee OECD (1999) for more details.

12. In particular, judging the extent to which a country followed a recommendation is difficult in some
cases. Recommendations also diffesaopeandimportance Differences in the scope of recommen-
dations were taken into account by re-grouping the original recommendations into a smaller number
of thematic areas. In addition, within each of these policy subjects, more weight was given to recom-
mendations referring to thgeneralpolicy stance than to those referringgpecificpolicy aspects. See
OECD (1999) for more details.

13. The figure reports the weighted proportion of recommendations which were followed. The weights
were assigned as described in the previous footnote.
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Figure IV.5. Follow-through on policy recommendations to implement

the Jobs Strategy
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. The follow-through rates in this area include significant reforms which had been undertaken before the Jobs Strategylaticmmmerich implied that no further

action was requested.
. Employment protection legislation.
. Active labour market policies.
. Unemployment benefit and related welfare benefit systems.
. Small-and medium-sized enterprises.
. State-owned enterprises.
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This box presents the most significant structural policy — Working-time flexibility. Regulations restricting unusual
developments in Member countries over the 1990s, based on
the assessment made in the 1997 reponp{ementing the
Jobs Strategy: Member Countries’ Experiehaad evalua-
tion of more recent policy developments in the 1999 Report
to Ministers The OECD Jobs Strategy: Assessing
Performance and Policy,999).

— Transfers and taxesUnemployment benefit support
levels have been cut back in Germany, Canada, Austria,
Belgium, Denmark, Finland, Ireland, and the
Netherlands whereas the level of benefits and other
unemployment-related welfare benefits was increased
in Italy (albeit from a very low level), Greece (also from

a low level), Iceland and to some extent Switzerland. In —

France reforms were introduced to reduce benefit sup-
port although recent policy initiatives have seen some
reversal of this. Maximum duration of benefits was
lowered in Germany, United Kingdom, Canada,
Belgium, Denmark, Iceland and Norway, while
Switzerland increased it. Many countries tightened eli-
gibility, availability or willingness-to-work require-
ments, as well as rules concerning temporary layoffs.
Some countries have implemented — or plan to phase
in — changes in early-retirement schemes, including
Germany, Italy, Austria, Belgium, Denmark, Finland,
Greece and the Netherlands. In a number of countries
decisions have been taken or are under consideration to
raise the standard age of entittement to old-age pensions
(e.g.United States, Japan, Italy, United Kingdom
(women), New Zealand and Portugal (women)). At the
same time, conditions for access to invalidity or
sick-pay schemes have been tightened in Germany,
Italy, Austria, Hungary, the Netherlands, Norway and
Spain. Evidence suggests reductions of the overall tax
wedge on the use of labour in ten of the 25 Member
countries for which data are available, and significantly
so in Ireland, the Netherlands, New Zealand and
Norway. Moreover, the tax wedge for low-wage work-
ers was reduced in Germany, France, United Kingdom,
Canada, Austria, Belgium, Denmark, Finland, Greece,
Ireland, the Netherlands, Mexico and New Zealand.
Also, measures to reduce “unemployment traps”
through the use of employment-conditional benefits
were introduced or expanded especially in some
English-speaking countries.

Employment protection legislatioRinland and Spain are
the only two countries to have significantly eased
employment protection for permanent workers, although
from very stringent levels. In contrast, employment pro-
tection became tighter in France and Luxembourg. Most
Member countries eased regulations for fixed-term con-
tracts and temporary work agencies (TWAS). In particu-
lar, Italy, Greece, Spain and Sweden have allowed the use
of TWAs, while restrictions on fixed-term contracts were
eased in Germany, ltaly, Austria, Belgium, Finland, the
Netherlands, Portugal and Sweden and tightened in
France and Spain.

Box IV.2. Key structural policy reforms in the 19905}

working hours were eased in Germany, France, Austri

Belgium, Finland, Greece, Portugal and Spain, but mea-

sures to discourage overtime were introduced in Frang
and Finland. At the same time, an overall maximum o
weekly work hours was introduced at the European Unio
(EV) level. Regulations concerning part-time work were
eased in Germany, France, Italy, Austria, Belgium
Denmark, Greece, Luxembourg, Spain and Switzerlan
and tax incentives for part-time work have been introduce
in France, Italy, Austria, Finland and Spain. France ha:
however, restricted the normal working week to 35 hours
and a similar move is under consideration in Italy.

Wage formationA major reform of the industrial rela-
tions system was made in New Zealand with the
Employment Contracts Act in 1991, which turned the

labour market in this country to one of the least reguf

lated in the OECD. Australia also promoted enter
prise-level bargaining and in 1993 the United Kingdormj
supplemented the reforms of industrial relations legisld
tion of the 1980s. In the continental European countries
reforms in the industrial-relations system have generall
been more gradual, maintaining bargaining among th
social partners as the key element of wage determinatio
but trying to improve co-ordination among the different]
levels of negotiation (national, sectoral, firm level). A
number of European countries have also introduce
income policy agreements focusing on wage setting ar
labour market reforms, including the Netherlands an
Ireland since the 1980s. Italy, Denmark, Spain and, mot
recently, Portugal moved in the same direction ir
the 1990s. Significant relative reductions in legal mini-
mum wages have taken place in the Netherlands, whi
both the United States and New Zealand have recent
raised their minimum wages, although from relatively
low levels. Furthermore, the United Kingdom introduced
a statutory minimum wage that allows for a sub-
minimum rate for young workers and Ireland proposes t
introduce a minimum wage in the near future.

Active labour market policyThe most notable change in

the orientation of active labour market programmes is the
pe-

increase in targeting towards job-search assistance (es
cially in the English-speaking countries, Austria, Bel-

gium, Finland and Switzerland). Several countries made
efforts to improve the evaluation of active programmes

(in particular, the United Kingdom and Belgium). Signif-

icant improvements in the targeting of programmes tp

disadvantaged workers occurred in many countries fd
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which recommendations were made. Reforms have also

been made to rules regarding re- qualification for unem
ployment benefits via active labour market policieg
(e.g.Germany, Denmark, Finland and Norway). As a

notable policy change, Australia made the market for

employment services fully contestable, and publig
monopolies on job placement services have been elim
nated in Germany, Italy, Austria, Denmark, Finland ang
Spain.
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— Education and trainingThe length of compulsory edu-
cation has been extended in Italy, Belgium, Czech
Republic, Iceland, Mexico, New Zealand, Norway,
Portugal and Turkey; while national testing at key
stages has been introduced in France, England, New
Zealand, Sweden and Spain. Reforms aimed at estab-
lishing clearer curriculum frameworks were advanced
in countries with decentralised education systems
(e.g.United States, United Kingdom, Australia and
New Zealand). In these and other countries, secondary
schools were allowed greater management autonomy.
Steps have been made to improve the quality of voca-
tional and technical education and training in many
countries. Purposeful combinations of work and learn-
ing were introduced more widely or strengthened in a
number of countries, including the United States, Italy,
United Kingdom, Canada, Australia, the Netherlands,
Portugal and Spain. France, the Netherlands, Norway
and Spain introduced financial incentives to employers
to offer apprenticeship places, which are also an impor-
tant feature of “Modern Apprenticeships” in the United
Kingdom. Several countries also undertook to reform
tertiary education by putting under scrutiny the con-

tents of studies and in some cases modifying and diver- _

sifying them (including shortened programmes, either
distinctive or as the first stage of a longer study pro-
gramme), not least to prepare students better for evolv-
ing job destinations and paths (Japan, United States in
some individual states, Austria, Denmark, Finland,
Portugal, Sweden, United Kingdom, France, Germany);
facilitating entry routes and varied pathways through
flexible admissions, crediting and transfer arrange-
ments, thus enabling students to find more easily the
learning options and mixes they need (United States,
Japan, France, Belgium — Flemish Community); alter-
ing governance arrangements, among other things to
foster increased contact and new partnership with busi-
nesses and local authorities (Austria, Finland, France,
New Zealand); and introducing or reinforcing incen-
tives or processes for improvements in teaching and
in learning outcomes, partljia such financing mecha-
nisms as user charges, lending and outcome-based fund-
ing for students or providers (Australia, New Zealand,
Japan, United States in some individual states, Denmark,
Belgium — Flemish Community, Finland, France,
Germany, Netherlands, Portugal, Sweden, United
Kingdom).

— Product market competitionTariff and non-tariff
barriers in most OECD countries have been signifi-
cantly reduced in the context of international and
regional trade agreemeritddoreover, unilateral reduc-
tions of trade barriers took place in Australia, New
Zealand and Switzerland. Various aspects of competi-
tion law were strengthened in a large number of coun-
tries. Measures to ease general licensing requirements

1. There has been a notable increase in anti-dumping cases in the 1990s. See Chapter VII “Trends in market openess” in this Outlook.

Box IV.2. Key structural policy reforms in the 1990s(cont.)

have been taken in the Netherlands, and barriers
inter-regional competition are being lowered in Canada,
Australia and Switzerland. A few countries (Germany
Australia, Austria, Finland, Ireland, Spain and
Switzerland) took action to introduce more competitior
in professional servicee(g.lawyers, architects) and
crafts sectors, which are usually subject to regulation gf
entry and operational control, enforced by law or by
self-regulating bodies. Some progress was also made pn
the recommendations for liberalising shop-opening
hours (Germany, Italy, Austria, Belgium, Denmark,
Finland, Greece and the Netherlands) and Japan eaged
restrictions on large-scale stores, while France has tight-
ened the latter type of regulation. Competition in the
financial sector is due to increase in Japan, Mexico an
EU countries. Steps towards further liberalisation hav
been taken in telecommunicatiors d.United States,
United Kingdom, Australia, Finland, Sweden), electric-
ity (e.g.United Kingdom, Australia, Finland, Norway,
Sweden) and railways(g.Germany, United Kingdom,
Denmark, Mexico, Sweden), and EU-wide liberalisa
tion is taking place in the telecommunications, airlines
and electricity sectors.

Innovation and technologynnovation and technology
diffusion policy has changed considerably over the pag
decade. Direct public support for research and develo
ment (R&D) has been reduced. Greater demand fg
accountability has led to more emphasis on comme
cially relevant R&D and on ways to enhance the effi-
ciency of public spending. Market mechanisms fo
innovation and partnerships with the private sector have
been fostered and policies increasingly focus on net
working. Recent policy initiatives reflect this new
agenda. A number of countries, including Japan|,
France, Austria, Korea and Mexico, took major initi-
atives to reform innovation policy. Most initiatives
focused on measures to stimulate the diffusion off
technology, and to facilitate the growth of new tech-
nology-based firms. A few countries (Japan, Finlang
and Korea) are committed to a substantial increase In
public spending on R&D. Other countries, such as
the United Kingdom, Austria, the Czech Republic
and New Zealand plan to increase public spending on
R&D, but these efforts are less ambitious than thos
of the first group of countries. Changes to R&D
support regimes included the reform of the R&D tax
credit in France, Mexico and, recently, Portugal
France and Austria have also introduced new the
matic research networks, based on public/privat
partnerships, which aim to stimulate innovation and
make public support more effective. Several count
tries have also undertaken initiatives to enhance th
access of firms to finance and risk capital, inclu-
ding broad reforms to financial markets (Germany)
reforms to stock markets (Germany, Austria) and
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Box IV.2. Key structural policy reforms in the 1990s(cont.)

measures to ease access to venture capital (Japan, Finland, Mexico, the Netherlands, Portugal and Spain).
Germany, France, Austria, Belgium, Sweden). Recent Germany has also extended exemptions for very smal
initiatives on technology diffusion policies include companies from employment protection requirements.
incentives for the development of technology transfer ~ Measures to ease financing constraints for small and
institutions (Austria), and measures to enhance medium-sized companies have been taken in many coun-
the exploitation of patents and promote their tries, including Japan, Germany, France, Italy, the United
commercialisation (Japan, France, Austria, Belgium). Kingdom, Canada, Australia, Austria, Denmark, Finland,
— EntrepreneurshipA number of countries have intro- the Netherlands, New Zealand, Norway, Spain, Sweden
duced, or are planning to introduce, reforms aimed at  and Switzerland. In Germany, France and Austria, steps
reducing “red tape” for business start-ups (Germany, have been taken to strengthen links between small and
France, Italy, United Kingdom, Australia, Austria, medium-sized entreprises (SMEs) and research centres.

butions. In addition, only a few countries have significantly reduced the level and
maximum duration of unemployment benefits and other non-employment benefits.
On the other hand, many countries have preferred to tighten the eligibility conditions
for these benefits.

More determined actions have been taken in a number of countries to redu@dthough there has been
labour costs or increase work incentives for low-paid and inexperienced workers, imore general tendency
recognition of their severe problems in the labour market. Payroll taxes fohelp low-paid workers
low-income workers have been lowered in several countries (Box IV.2), while
remaining high for other workers in many European countries. In-work benefit
schemes have been fostered in some English-speaking economies, and efforts have
been made in many cases to improve the targeting of active labour market programmes
towards workers with long spells of joblessness and low re-employment probabilities.

In the area of education and training, many countries have made reforms of @e@lity in secondary education
ondary education, in particular by reinforcing the link between vocational and geas been promoted more
eral education. A relatively lower follow-through on recommendations to reforonvincingly than in other
basic education can be partly explained by the important efforts made befad@ihe areas of education...
Strategyrecommendations in several countries. Reforms of basic education were
largely concentrated on improving educational infrastructure and the enrolment rates
of marginal groups. Recommendations concerning tertiary education also had a lower
follow-through than those related to secondary education. There are, however,
significant differences across countries in this respect.

Efforts to improve the transition from education to work have been made in.avith efforts to ease the
number of countries by easing the access to part-time work. Moreover, the workpliesesition from school to work
component within secondary vocational education has been reinforced in many coun-
tries. In addition, a number of countries, attempted to either introduce or expand
apprenticeship-type systems for youths.

Countries have made some progress in most of the policy areas relating tdPtlogress has also been made to
business environmett.Several countries have implemented recommended reforimgrove the business climate,
to improve the creation and diffusion of technology, to reduce state intervention taimdigh much remains to be
subsidies and to encourage business start-up. Furthermore, countries to which itlerasin fostering competition
recommended made efforts to increase competition in certain service sectors. lad+educing taxes on SMEs

14. See also two OECD thematic reviews on these issues (OECDg,11%%8).
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Countries that undertook
reforms saw progress in the
labour market

A comprehensive approach
is desirable...

... but it takes time
for the effects of reforms
to emerge in the labour market

ever, further reforms are still needed in these areas. In the case of competition policy,
for example, comprehensive reforms are still lacking. In addition, recommendations
to lower the tax burden on small and medium-sized enterprises (SMEs) had a rela-
tively lower follow-through rate, probably because the major fiscal consolidation
efforts in the recent past left little room for manoeuvre for tax reductions.

Structural policy reforms and labour market outcomes

Bearing in mind the tentative nature of the indicator on follow-through rates,
Figure IV.6 suggests that countries that acted on a high proportion of the recommenda-
tions of theJobs Strateggoncerning labour market policy often enjoyed improved
labour market condition.In particular, most of the countries posting significant falls
in trend unemployment and improved overall labour market conditions (the United
Kingdom, Canada, Australia, Denmark, Ireland, the Netherlands and New Zealand)
have been amongst the most determined in pursuindatbe Strategyin addition, they
have often tackled key policy aspects for the functioning of the labour market, includ-
ing unemployment benefits, taxes on labour and the wage formation process (see
Box 1V.2). By contrast, the majority of countries with high or rising trend unemploy-
ment are those which have so far been reluctant to implement labour-market-related
recommendations of thiobs Strategin a comprehensive way.

Figure IV.6 also suggests that a relatively high follow-through rate may be
required before significant declines in unemployment materialise. One explanation
for such a finding is that labour market policies (and institutions) have complemen-
tary effects on the labour market, and thus reforms in several areas have a com-
pounded impact The comprehensive nature of the reform strategy in countries with
high follow-through rates may also help to explain the support that reforms received
from the population. Reforms on a wide front have affected most workers — including
those who play a dominant role in wage-bargaining process — and not just people at
the margin, as it is often the case with piece-meal reforms. In addition, the direct
involvement of the social partners in the design and implementation of reforms in
some countries is likely to have contributed to a favourable environment. Likewise,
labour market reforms in countries with high follow-through rates have often been
accompanied by measures aimed at fostering product market competition. Thus, itis
likely that wage moderation — which has generally been a component of the labour
market adjustment process — has translated into lower prices rather than higher pro-
ducers’ rents.

Evidence also suggests that the effects of structural reforms materialise in terms
of improved labour market performance with a relatively long lag. Workers and firms
have to adapt to the new conditions set by the reforms and there might be short-term
adjustment costs. Indeed, some of the countries with significant falls in trend unem-

15. The figure focuses on labour market reforms because policy changes in the other two areas (education
and business environment) are too recent to have had a major impact on the labour market. This is
especially the case with reforms of the education system, where the effects are likely to materialise in
the labour market only over the medium to longer run.

16. Coe and Snower (1997) provide a theoretical justification for the complementarities of labour market
policies and institutions, and Elmeskov, Martin and Scarpetta (1998) offer some preliminary empirical
evidence. In particular, they suggest that employment protection regulations and taxes on labour use
may have a more significant dis-employment effect in countries with industry-level bargaining with
little co-ordination where wages do not fully adjust to higher labour costs.
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—— Figure IV.6. Follow-through in implementing labour market reforms ——
and performances, 1990-98
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1. The United States has been excluded from the sample because of the very few recommendations it received in specific
areas; Finland has been excluded because of the very abrupt increase in unemployment at the beginning of the 1990s
which makes it very difficult to assess the evolution of its trend component as well as trend employment. If the two
countries were added to the country sample, the correlation between follow-through and evolution of trend unemployment
will remain statistically significant while that with trend employment will not.

See OECD(199) for more details.
2. Trend business sector employment rates are calculated on the basis of a regression against the output gap (see Figure IV.2).
3. Trend unemployment data are based on OECD estimates mdithaccelerating wage rate of unemployn@®AWRU).

ployment and overall improvements in labour market conditions (United Kingdom,
Denmark, Ireland and the Netherlands) began implementing reforms in the early to
mid-1980s and even in Australia and New Zealand the start of key reforms can be
dated back to the 1980s. In other countries that have implemented major reforms only
in the early to mid-1990s(g.Canada, Spain), significant reductions in trend unem-
ployment have emerged only in the most recent past and other measures of labour
market performance have not yet improved.

The Jobs Strategyighlighted the role of macroeconomic policy in improvingh macroeconomic framework
labour market conditions by providing a supportive framework, based on sound méared to strong, balanced and
lic finances and price stability. These conditions are likely to affect unemploymsuastainable growth is important
and employment via the channel of lower real interest rates. A reduction in real interest
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rates will tend to reduce production costs and encourage capital accumulation and
labour productivity and, if real wages do not fully adjust to the increase in productiv-
ity, this will result in lower unemployment. More stable macroeconomic conditions

also allow business to plan ahead with more confidence that structural reforms will not
be abruptly reversed or abandoned, and give governments and monetary authorities
more room for manoeuvre faced with unexpected shocks. Figure IV.7 provides some
evidence of the effects of macroeconomic fluctuations on the labour market. It shows
that countries that managed to contain macroeconomic fluctuations — proxied by
changes in the variability of changes in actual unemployment rates — generally avoided
strong increases in estimated trend unemployment. In contrast, those countries with
large macroeconomic fluctuations have often experienced stronger increases in trend
unemployment, especially in presence of rigid labour markets.

Figure IV.7. Cyclical variability and trend unemployment, 1990-98——
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1. Trend unemployment data are based on OECD estimdtesmain-accelerating wage rate of unemploynfsdAWRU).
2. Measured by the standard deviation of yearly changes in unemployment rates.

Shifts towards stability-oriented macroeconomic policies date back to the early to
mid-1980s in most of the countries with high follow-through rates and improvements in
labour market conditions. The shift in macroeconomic policy was indeed considered as
an integral part of the reform strategy in Ireland and the Netherlands that was agreed
with the social partners. Likewise, the shift was introduced either before or at the same
time as structural reforms in the early 1980s by new governments in the United King-
dom and Denmark. However, New Zealand experienced some increase in macroeco-
nomic fluctuations over the past decade and this may help to explain why reductions in
unemployment did not materialise as early as the scope of its structural reforms would
have suggested. Many other OECD countries embarked on stability-oriented
macro-policy reforms in the late 1980s or 1990s. This is creating a suitable environ-
ment for implementing structural reforms more decisively. However, moves towards
more stable macroeconomic conditions without also implementing structural reforms
may have been costly in terms of unemployment, especially in countries with rigid
labour markets (see also Ball, 1996).

17. OECD (1997) discusses in more detail the links between macroeconomic policies and labour market
conditions. See also Phelps (1994) and Blanchard (1997).
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Concluding remarks

Evidence in this chapter suggests thatdbes Strategyepresents an effective The Jobs Strategyis a valid
set of guidelines to tackle high and persistent unemployment and improve ovéoallto tackle high and
labour market conditions. Countries that have gone the furthest in implementingésistent unemployment...
recommendations have enjoyed significant falls in unemployment and reached (or
maintained) high employment and participation rates. These are also the countries
that started a reform process already in the 1980s, which has given sufficient time for
the beneficial effects of reforms to emerge in the labour market. Countries that have
made a later start, but have progressed a great deal along the lines Jiftthe
Strategyare beginning to experience its benefits.

The experience of the countries that have gone the furthest in implementing thespecially
Jobs Strategylso points to the need for a comprehensive set of structural reforihi.is implemented
This, combined with supportive macroeconomic policy settings, allowed thenttonprehensively...
exploit important synergies. Wide-ranging reform strategies also contributed to a per-
ception that all workers shared the costs and benefits, including core workers, which
is often not the case in piece-meal reform strategies.

Several other countries have pursued targeted policy reforms to help people ahile piece-meal reforms
the margin of the labour market, in particular youths and inexperienced peopleag not deliver, even if targeted
well as low-paid workers. While sound in their own right, these policies may not pto-disadvantaged groups
duce significant results unless they are accompanied by more general actions that
reduce overall unemployment. For example, measures aimed at easing the transition
from education to work may prove ineffective if labour demand is constrained by
very high wage floors. And fostering temporary employment while leaving in place
tight regulations on regular contracts may not durably help young workers who will
run the risk of being trapped in precarious jobs. Also, reforms of in-work benefits
may not encourage low-skilled people to take up jobs if they are not accompanied by
reductions of overly generous non-employment benefits. And targeted reductions of
payroll taxes for low-paid workers may not lead to higher overall employment rates if
taxes for other workers have to be increased to compensate for the revenue shortfall.

Countries that have managed to foster employment and consistently reduce
unemployment exhibit a variety of economic, social and institutional settings, which
inspired the implementation of their reform stratelggwever, in all cases of reforms
that successfully increased employment rates and reduced unemployment, the
approach taken has followed the main thrusts ofliies Strategy.
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V. POLICY CHALLENGES ARISING FROM
CLIMATE CHANGE

Introduction

There is increasing scientific consensus that global warming is under wdgst OECD countries are
linked at least in part to human economic activity. The considerable attention paidaimmitted to reducing their
this problem over the past ten years resulted not least from the 1992 United Nagomissions of greenhouse gases
(UN) Framework Convention on Climate Change (UNFCCC). Despite this attention,
however, current indications are that emissions of greenhouse gases (GHGSs) are ris-
ing faster than expected, and that the initial UNFCCC aim for emissions for the
year 2000 will be substantially exceeded in almost all OECD countries. Moreover,
the date by which stabilisation of world emissions (let alone the reductions necessary
to stabilise atmospheric GHG concentrations) can be expected is receding into the
future. The Kyoto Protocol, agreed in 1997 but yet to enter into force, adopted bind-
ing targets involving cuts in emissions, relative to the 1990 level, for the period
2008-12.

This chapteffirst discusses the costs of meeting the Kyoto targets, the proper-
ties of international emissions trading in reducing the overall costs of abatement, and
some of the domestic policies heeded. The second section considers some of the
work that remains to be done in clarifying important aspects of the Protocol, while
the third section examines some of the arguments advanced in the ongoing discus-
sions on whether to limit international emissions trading. The fourth section dis-
cusses the extension of binding GHG emissions limits to developing countries, and
their incentives to accept such constraints, and the fifth raises some issues in evaluat-
ing the cost of climate change and the need to adapt to changes that seem likely to
occur. The last section presents some concluding remarks.

Meeting the Kyoto emissions targets

The Kyoto Protocol calls for GHG emissions in the period 2008-12 to be redudedduction targets are tighter
relative to their 1990 level, by some 5 per cent for Annex 1 countries as a Wiibke. than it seems...
reduction for OECD countries overall is around 7 per cent, but with variations among
countries — particularly within the European Union (EU) following its (separate) bur-
den sharing agreement (Table V.1). These targets are tighter than it seems because of

1. This chapter is derived from work undertaken as part of the OECD project on Sustainable Development
(OECD, 199¢@).

2. The Kyoto Protocol set emission targets for most OECD countries and a number of economies in tran-
sition. This group of countries is frequently referred to as “Annex 1 countries”.
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— Table V.1. Overview of national emission trends, Kyoto objectives —
and EU burden-sharing

1990 GHG emissions
(million tonnes

Kyoto target

Per centage change for 2008-2012

1990-1995

CO:; equivalent) (as % of 1990)

Non-EU OECD

Australia 406 6 8
Canada 558 10 -6
Czech Republic 188 24 -8
Hungary 102 24 -6
Iceland 3 5 10
Japan 1190 8 -6
New Zealand 76 0 0
Norway 49 6 1
Poland 564 -22 -6
Switzerland 54 -2 -8
United States 5713 5 -7
European Union -8.0
Burden-sharing targets:

Austria 78 1 -13.0
Belgium 139 6 -75
Denmark 72 10 -21.0
Finland 65 3 0.0
France 498 0 0.0
Germany 1204 -12 -21.0
Greece 99 6 25.0
Ireland 57 4 13.0
Italy 532 2 —-6.5
Luxembourg 13 24 -28.0
Netherlands 207 8 -6.0
Portugal 68 6 27.0
Spain 301 2 15.0
Sweden 65 3 40
United Kingdom 715 -9 =125

Source: UNFCCC *‘official’’ national data.

the growth of emissions that would normally occur in the meantime: relative to this
“Business as Usual” scenario, the targets imply reductions that may amount to
some 30 per cent. Indeed, by 1995 emissions were higher than in 1990 in the
majority of OECD countries. Where emissions have fallen, it is usually due to
largely unrelated events or policies of a one-off nature: to collapses in output in
transition countries and (eastern) Germany and, in the United Kingdom, to liber-
alisation of the electricity supply industry and reform of coal subsidies encourag-
ing a switch to gas.

... and the policies to reach Few of the domestic policies necessary to contribute to reaching the emission
them are not in place targets are in place today. Such policies, to be cost-effective, will have to include
market and subsidy reforms, particularly in the agriculture, transport and energy sec-
tors. Subsidies to energy industries, especially coal, have declined considerably over
the past decade, but remain substantial; OECD case studies indicate that abolition of
selected energy subsidies could reduce,@@issions from the energy sector by
between 1 and 8 per cent (OECD, 1997).

The use of economic Making use of economic instruments will also help cost effectiveness.
instruments will reduce costs... Some steps are being taken towards the introduction of a carbon tax in a number of
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countries? As an alternative to a C{ax, a system of domestic tradable permits is in
many ways equivalent, and has similar efficiency propeftiesas some advantages
compared with a tax: it may be better suited to meeting quantitative targets, when
there is uncertainty about the level of @@x that would be required; and it could be
linked to international trade in emissions allowances as foreseen in the Kyoto Proto-
col. No such system is currently in use, though the sulphur dioxide trading system in
the United States has encouraged a lot of intérékiwever, tradable permits also
have a number of drawbacks as compared with taxes — especially when introduced in
small countries with few participants to trading and without linkage to international
emissions trade — and it may be effective to apply both instruments.

One of the challenges for cost-effective policies such as carbon taxes and emiand exemptions should be
sion trading is how to deal with existing heavy emitters. These emitters often asKifoited and temporary
some exemption from a CQax, or for a sufficient amount of free allocations of
emission allowances (“grandfathering”), to avoid facing a sudden large increase in
costs. Industry arguments about adverse effects on competitiveness have led coun-
tries to grant tax exemptions to some emitters, even though these exemptions tend to
seriously weaken the link between the tax paid and carbon erfiittddle preferen-
tial treatment may be warranted in an initial phase, partly to help overcome political
resistance, these exemptions should be phased out rapidly to avoid reducing the over-
all incentive to abate. It should also be noted that “grandfathering” and tax exemp-
tions, often lobbied for on “competitiveness” grounds, reduce government revenues
and thereby potential reductions in other taxes which may have even more distortion-
ary effects on economic performance.

A number of other measures have been considered in some Member countri@ster measures may
supplement market forces or to deal with market imperfections. Such meassugplement economic
include regulatory policies for materials, buildings and products, green governniesttuments
procurement approaches, as well as research, information and public awareness pro-
grammes. Complementing economic instruments, these measures can accelerate dif-
fusion and development of technologies, and change consumption patterns towards
goods and services produced, delivered and disposed of with lower emissions
of GHGs.

Voluntary agreements to reduce emissions — between governments on one side
and industrial sectors or enterprises on the other — are a response to the resistance to
market-based instruments. Voluntary agreements have important drawbacks, how-
ever. Some types of voluntary agreements establish relative performance targets,

3. Germany, Italy, Austria, Norway, Sweden, Finland, Denmark and the Netherlands have some form of
energy/carbon tax, though the link with the carbon content of energy is usually weak. France, New
Zealand and the United Kingdom are planning or considering the introduction of such a tax.

4. In particular, that marginal abatement costs are equalised across the economy, implying that reduc-
tions in emissions are undertaken at least cost. A discussion of this and other aspects of emission trad-
ing and carbon taxes can be found in OECD (1598p. 200-203.

5. A number of countries are exploring how to set up a@@ding system including by launching pilot
trading schemes (see www.oecd.org/env/cc).

6. In Germany, the burden of the energy tax is capped —if a firm’s payments of the energy tax exceed
savings from lower labour taxes (reduced as part of an attempt to reap a “double dividend”) by more
than 20 per cent, the excess is to be refunded. In Finland, a carbon tax had been introduced in the early
1990s. The electricity supply industry, facing competition from abroad, argued for tariff protection to
compensate for a carbon tax on its own fossil fuel inputs. When such a tariff turned out to be forbidden
by European Union (EU) rules, the Finnish Government exempted the electricity sector from carbon
tax, introducing instead an electricity tax, which targets carbon emissions very poorly. The German
energy tax was also shaped by concerns about competition from abroad in the absence of an EU-wide
policy on carbon taxes.
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Estimates of the aggregate

which provide firms with a degree of certainty about feasibility and cost, yet the
overall degree of abatement is hard to predict. Marginal abatement costs may also
vary among firms and industries, losing opportunities for adjustments that would
reduce overall costs. This is also a concern about regulatory approaches; where they
are required, cost effective formulation is important.

Much OECD research has gone into estimating the economic costs of imple-

costs of action seem menting the Kyoto targets. The OECD’s GREEN model yields results that are

moderate...

... especially with international
emissions trading

broadly in line with other models. GREEN simulations suggest that, if countries
succeeded in meeting the Kyoto targets with only cost-effective domestic measures,
i.e. without making use of the scope for cost reductions through mechanisms such as
international emission trading, this would imply a reduction in the level of real
income in the main OECD regions varying from 0.2 per cent to 0.8 per cent, about
0.5 per cent overall (Table V.2). These figures may seem small but hide much larger
impacts on some sectors of the economies. Moreover, the results are based on the
assumptions that policies can be fully effective in achieving domestic equalisation of
marginal abatement costs and that labour-market adjustment is fully flexible. Both
assumptions may imply some under-estimation of the cost of abatement policies. On
the other hand, GREEN currently deals only with £f@Gm energy, and does not
consider either C@from forestry or other greenhouse gases. This may cause costs to
be overstated, since reductions in emissions of methane and nitrous oxideyor CO
offsets from forestry, could probably contribute substantially to the Kyoto reduction
commitments at relatively low cost, at least in Europe (Gielen and Kram, 1998).
Moreover, policy reforms such as cuts in energy subsidies could further reduce costs
of reaching the Kyoto targets.

International trading of emission allowances allows the real income losses in
OECD countries to be significantly reduced, according to GREEN simulations, to
about one third of 1 per cent on average. In part, these gains are at the expense of
higher overall emissions — due to “hot air” in Russia and the Ukraine, discussed
below. Without “hot air” gains, trading reduces the average real income loss in
OECD countries from about 0.5 per cent to about 0.4 per cent. The implied carbon
tax (or price of emission allowances) would be around $90 per tonne of carbon (com-
pared with $100 to $300 across main OECD countries and regions if they were to

Table V.2. Costs of Kyoto in OECD regions, 2010

Change in GDP, Change in real income,? Implied carbon price,
per cent per cent 1995 $ per tonne of carbon

Without With Without With Without With

trade trade® trade trade® trade trade®
United States -0.27 -0.16 -0.33 -0.40 231 92
Japan -0.03 -0.02 -0.24 -0.19 189 92
European Union -0.17 -0.08 -0.77 -0.33 181 92
Other OECD -0.29 -0.18 -0.68 -0.64 228 92

OECD total -0.18 -0.10 -0.48 -0.34

a) Changes in rea income differ from changes in GDP because of terms-of-trade changes. These arise mainly from
a) changes in imported energy prices; and b) changes in domestic prices needed to maintain balance-of-payments
equilibrium (e.g. to improve the balance of trade to finance emission allowance purchases). Important influences on
these are, on a), theinitia structure of trade, in particular the degree of dependence on imported energy and, on b),
the price elasticities of demand for imports and exports.

b) Unrestricted trade among Annex 1 countries, i.e. including ‘‘hot air’’ trade.
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meet their emission targets individualfyTrading generally allows OECD countries

to meet their emission targets with higher levels of GDP than in a scenario without
trading, but some of these gains are offset by the need to purchase emission allow-
ances from abroad.

The Kyoto targets apply to emissions a decade from now. Nevertheless, itEady action may stimulate
been argued that strong action to force emissions reduction should be taken eaityavation...
order to stimulate technical progress and innovation, leading to reduced abatement
costs later on. On the other hand, if technology improves independently of pressures
to reduce emissions it could be beneficial to wait longer until cheaper abatement
technology is available in the future.

GREEN, in which progress in energy technology is exogenous, cannot assessd reduce premature
these arguments. However, simulations suggest that a gradual phasing in of actieerapping of capital
meet the Kyoto targets, starting as early as possible, incurs lower costs than waiting
and then introducing measures more abruptly. This is mainly because it minimises
the extent to which rapidly changing relative prices force premature scrapping of cap-
ital equipment. On both the technology and capital scrapping argument, early clarifi-
cation of the conditions for implementing the Kyoto Protocol would be important to
accelerate progress.

Modalities for implementing Kyoto

Negotiations on the modalities for implementing the UN Framework Conveviany aspects of the Kyoto
tion and the Kyoto Protocol take place in the Conference of the Parties (COP) tdRteeocol remain to be clarified,
UNFCCC and its subsidiary bodies. The Kyoto Protocol, negotiated at itheluding...
third meeting of the COP (“COP3”) embodies the emissions commitments and an
outline — but not the details — of how these will be defined, monitored and enforced.

COP4, in Buenos Aires in November 1998, made only little progress towards defin-
ing these details, but set the aim of finalising them at COP6, currently planned for
2000? Among the modalities to be settled are those related to the compliance system
for the Protocol which may be considered in three paytstonitoring and reporting;

ii) review and verificationiii) non-compliance responses and enforcerdent.

Monitoring and reporting is undertaken to gather information to enable assessnonitoring and reporting...
ment of compliance with the emissions targets. This process is largely the responsi-
bility of parties to the Climate Convention themselves, who are required to produce
inventories of their own emissions (and removals through sinks, such as carbon being
trapped in forest growth) of greenhouse gases. Agreed guidelines have been estab-
lished, but they are not yet sufficiently precise. Work is needed to improve accuracy,

7. A survey of results from a number of models suggests that results from GREEN are relatively central
(OECD, 1999, Table 3). Prices are expressed in 1995 dollars. For comparison, the 1995 international
oil price was equivalent to about $150 per tonne of carbon.

8. GREEN does not embody any forward-looking behaviour. If agents anticipated future relative price
changes -e.g.the introduction of a carbon tax — the advantages of targeting early emission reduction
would probably be reduced. Early clarification of the Protocol would help formation of such expecta-
tions.

9. The Protocol will not enter into force until ratified by countries accounting for at least 55 per cent of
Annex 1 emissions, and by at least 55 countries. Eight countries have so far ratified; no Annex 1 coun-
tries have ratified.

10. See Corfee Morlot (1998) and OECD (1898r more details.
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... review and verification...

... and non-compliance
procedures

Restrictions on emission

Emission trading: should it be restricted?

to ensure comparability between countries and to deal with uncertainties in measure-
ment, particularly for non-C@gases and for sinks.

Review and verification procedures would use the information reported to ascer-
tain compliance, and include checks on the self-reporting procedures. Currently, an
“in-depth” review process has been established, with a visit to the reporting country
by a team of experts, which identify errors and irregularities (including information
gaps), but they are not charged with verifying inventory data. Yet, such verification,
within a stronger review procedure, may be essential for an effective non-compliance
procedure under the Protocol.

Non-compliance procedures are as yet unspecified. Although domestic emission
limitation schemes could provide for financial penalties for non-compliance, there is
little precedent for an international treaty to provide for financial penalties (OECD,
199&).11 In some cases, being publicly declared in non-compliance may act as a sig-
nificant penalty, and revoking the right to participate in international permit trade
may be a serious sanction. More explicit enforcement “sticks” are not readily avail-
able, although measures such as trade or economic sanctions may be explored. It has
been suggested that some “carrots” should also be considered, including the possibil-
ity of making funding from international financial institutions or the financial mecha-
nism of the Convention conditional on compliance. However, these would only affect
the transition countries within the Annex 1 group.

While non-compliance measures may be necessary in any case, theirimportance
is highlighted by discussions of the international flexibility mechanisms of the Kyoto
Protocol, in particular emissions trading and joint implementation among Annex 1
countries, whose benefits are based on the assumption of strict enforcement of
national targets. In the case of the so-called Clean Development Mechanism
(CDM),*2 no national target is involved but emission cuts in non-Annex 1 countries
will be defined with respect to a project-specific baseline that will have to be agreed.
The institutional aspects of international emissions trading are likely to be complex.
Important elements of the system include an accounting and registry framework for
“assigned amounts” of emissions allowances; how to cope with trade between
governments and between legal entities, some of which may or not be emitters
themselves; and issues such as who is liable when trading itself results in
non-compliancé?

Curbing emissions through market based instruments such as tradable emission

trading are sometimes rights will significantly reduce the economic costs of complying with the Kyoto tar-

proposed...

gets. However, uncertainty about compliance enforcement has been suggested by

11. The EU “Stability and Growth Pact” is perhaps the only example, in a rather different domain.

12. The Kyoto Protocol defines the CDM under which Annex 1 countries can obtain credits that can count
towards their emission reduction target. The idea of CDM is that the Annex 1 country may sponsor an
investment project — for example the conversion of an electricity generating station from high to low
carbon content fuel — in a non-Annex 1 country. The resulting emissions reductions would then count
as if the sponsoring country had reduced its own emissions.

13. See Mullins (1998) for more detail on options under consideration.
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some parties as a reason to restrict emissions trading. Other arguments for such
restrictions includei) the “supplementarity” provisions of the Protoco);the need

for domestic action to stimulate technical and social innovatid@ns;hot air”;

iv) measurement problems; amldemonstration effects!. This section considers

each issue in turn.

First, it should be noted that buying permits is not a way for individual countriesperhaps because the role of
to avoid bearing the cost of action. Although some agreed emission cuts will tnading is misunderstood
occur in buyer countries, those cuts will nevertheless be made somewhere and the
buyer countries will pay for them. Moreover, by reducing the overall costs of cutting
emissions, trading may allow more ambitious emission tafjets.

The need to buy emission allowances and the resulting higher cost of reldteelconcept of supplementarity
goods and services should cause people and firms to economise on their ussn@fins undefined and
GHG-producing products and servic¥sthereby triggering some reduction intechnical and social innovation
domestic emissions in buyer countries too. This may go some way towards meekirgg not justify caps on trade...
the “supplementarity” provisions of the Kyoto Protocol, which, however, have not
yet been defined’ While it is argued that restrictions on trade and the resulting more
costly domestic action in buyer countries could further stimulate technical and social
innovation in those countries, this would correspondingly reduce it in other countries,
and the net result is not clear cut. Domestic ancillary benefits of reduced emissions
could be enhanced by restrictions on buying emissions allowances, but again this
would be at the cost of reduced ancillary benefits in seller countries. In any case,
these benefits could be achieved by separate action.

Another concern arises from what has been described as “hot air”. This refers.tand neither does “hot air”...
the likelihood that emissions in some countries, where the level of economic activity
has fallen significantly since 1990, will be below the target level even if they take no
action at all. These countries would thus be in a position to sell emission allowances
that they would not otherwise use — “hot air”. Hence, trade would increase overall
emissions, though not above the agreed aggregate Kyoto targets. Restricting such
trade, however, could be considered a retrospective renegotiating of these targets. In
any case, the “banking” provisions of the Protocol allow emissions not “used” in
one period to be carried forward for use in subsequent periods, though in practice
future negotiations on emissions allowances might be affected by such banking.

Measurement error has also been suggested by some to justify limits to trade, tr measurement error
ensure that only “real” emissions reductions are traded. However, measurement error
is really a problem for compliance assessment rather than for trading. This is because,
for any given estimate of emission levels, trading does not increase actual emissions,

14. The issue of potential use of market power in the market for emission permits is discussed in OECD
(199%).

15. While the Kyoto targets have already been set, the costs of achieving them may affect the targets set
for future commitment periods.

16. Provided the costs of buying emission allowances are passed on. This would be automatic if individ-
ual emitting enterprises were responsible for their own emissions. Otherwise this depends on govern-
ments passing the costs of their purchases of allowances on to emitters.

17. The Kyoto Protocol includes language to the effect that allowances obtained through trading, joint
implementation and the Clean Development Mechanism has to be supplemental to domestic action.
Some interpret it to mean that purchases should not exceed half the required emission reductions.
Even this would be ambiguous since it could be argued that this should mean reductions compared
with “business as usual”, which cannot be observed, but which are certainly much greater than the
nominal reductions in the Protocol.
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Caps on trading may be argued

on grounds of demonstration
effects...

... Or as sanctions

only redistributes them. Nonetheless, there may be concern that the revenue to be
earned from selling allowances induces countries to understate their actual emissions.

As an essentially political argument, it is sometimes argued that developing
countries — without whose participation, attempts to reduce global emissions will fail
over the longer term — will be willing to commit themselves to action only if they see
strong domestic action by developed countries. As argued above, this position seems
to reflect a misunderstanding of the role of emission trading. However, if the demon-
stration effect of increased (and costly) domestic action due to restrictions on emis-
sions trading convinces developing countries of the seriousness with which
developed countries take climate change, the longer-term gains from wider participa-
tion may be seen to outweigh the short-term costs of restrictfons.

A case is also made by some for the use of restrictions on emission trade in the
context of compliance enforcement. Parties to the Protocol who do not respect the
emission limits would not be allowed to sell allowances, though there is no obvious
reason to prevent them buying. It may also make sense to prevent countries from
trading if they do not meet requirements in respect of reporting emission trends and
other technical requirements of the Protocol. However, the threat of withholding the
right to trade allowances may not in itself be sufficiently strong as a mechanism for
enforcing compliance with the Protocol.

The Kyoto targets will achieve
little on their own

After 2012

The attainment of the Kyoto targets will only be the beginning of what needs to
be an effort sustained over many decades if atmospheric concentrations of green-
house gases are to be stabilised. Without market-based solutions over the longer
term, implementation of the necessary measures seems unlikely. GREEN simulations
estimate that the cost, relative to a “Business as Usual” (BaU) scenario, of maintain-
ing emissions by Annex 1 countries constant at the levels embodied in the Kyoto Pro-
tocol will reach around 1% per cent of the level of GDP by 2050. This cost may seem
to be small, but the associated impact on atmospheric GHG concentrations would
also be small: at best, this scenario would delay by one decade the time when the
concentration level of 550 ppriVis reached, and concentrations would continue to
rise strongly thereafter (Figure V.1). In fact, there is nothing that Annex 1 countries
can do on their own to stabilise concentration levels: even if they reduced their emis-
sions to zero, expected emission growth in the rest of the world would be too high.
Thus, the participation of non-Annex 1 countries is necessary.

Figure V.1 shows concentration levels in the BaU and the scenario with constant
Annex 1 emissions at the Kyoto targets. Two potential global concentration scenarios

18. It is important to note that targets for developing countries need not in general require any absolute
cuts in their emissions for some time, rather it might be sufficient to limit the growth in emissions
below what it would be otherwise.

19. Carbon dioxide, parts per million by volume. It is estimated that the level of atmospheric concentra-
tion has increased from around 280 ppmv in pre-industrial times to some 360 ppmv today. A level of
550 ppmv thus represents an approximate doubling of the pre-industrial concentration and has often
been considered as an implicit target for the end of ttféc2htury. The UNFCCC does not specify a
target value, however.



Policy challenges arising from climate chang&71

Figure V.1. Alternative CO, concentration paths
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Note: ppmv = parts per million by volume. BaU = Business as usual.
These concentration paths are derived from assumed emissions paths using the model of Wigley (1993) with coefficients
from Ha-Duonget al.(1997).For more details, see OECD (1299

are also shown which have in common that they require significant participation by
non-Annex 1 countries but which differ as to the implied degree of ambition with
respect to reductions in global emissions.

What incentives do non-Annex 1 countries face to accept quantitative emissidmesfuture participation of
targets? Concern about climate change should be a primary motive, but — depenidingioping countries is
on the level of development — may not be a very high priority for many courftiesecessary...

Secondly, there are ancillary benefits to reducing GHG emissions — reduced local air
pollution, for example; these may be important, but are difficult to quantify. Thirdly,
by signing up to emissions targets with tradable allowances, countries may find it
beneficial to reduce their emissions and sell surplus allowances to other countries
(the Clean Development Mechanism may be the means by which developing coun-
tries come to recognise these gains). A fourth possibility is that the richer countries
may make side-payments to induce developing countries to contribute to avoiding
climate change, when the other incentives are insufficient.

The costs for individual countries of meeting a concentration target, as well.asn the basis of a — hard to
the gains from trade and the size of possible required side-payments, deplefide — equitable allocation of
importantly on how emission allowances are distributed among countries. Precisghts and responsibilities
because of its influence on costs, this is a contentious issue. To induce participation
of countries ranging from very rich to very poor, some notion of equity will need to
be satisfied. One stylised rule for allocation of emission allowances is equal
per capita emissions, corresponding to the idea that property rights in climate
(change) should be held equatylmposing such an allocation in the short run
would, however, be very costly for current high emitters, so one might aim for
convergence through time towards equal emissions per capita, with the rate of

20. Non-Annex 1 countries are an extremely heterogeneous group. Space constraints prevent a proper
reflection of this here. One generalisation assumed to hold is that avoidance of climate change is a
“superior good” — the value attached to it is an increasing function of income perdetads paribus

21. This obviously does not take into account that for reasoesgpélimate and geography countries are
not equal to begin with.
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Figure V.2. Average costs of alternative scenarios, 2010-56———
World real income lossper cent
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1. An average of the discounted costs over the years 2010-50, discounted at 3% per annum.

convergence being chosen so as to allow sufficiently gradual adjustment. Based on
a particular convergence rule, the allocation — in the long run — of equal per capita
emission rights was used when simulating the concentration scenarios in
Figure V.1 (the allocation is referred to as “egalitariaf?’)lo illustrate the impor-
tance of the allocation of emission allowances for overall costs and the gains from
trade, an alternative stylised allocation rule was investigated, which entails freez-
ing the share of each region in overall emission allowances at its 2010 value
(referred to as “grandfathering”).

Costs clearly increase with the degree of ambition of the emissions constraint
(Figure V.2). In the absence of emission trading, overall (world) costs are lower
when the grandfathering allocation rule is used, while full trading renders the
aggregate world real income loss much less dependent on the distribution of allow-
ances.

— Table V.3. Real income gains and losses, 2010-2050, with trading ——
and transfers to non-Annex 1 countries?

Per cent
OECD Annex 1 Non-Annex 1
Change in real income -1.6 =17 1.0
of which:
GDP 04 -05 -0.4
Emissions trading -0.6 -0.7 16
Transfers -0.3 -0.3 0.6
Other -0.3 -0.3 -0.8

Note: Corresponds to the 550 ppmv (parts per million by volume) scenario. Non-Annex 1 regions emission allowances
are as described in note 22. Real income change is calculated as an average of the discounted change over the
years 2010-2050, discounted at 3 per cent per annum.

22. The method chosen was to allow non-Annex 1 regions’ emissions to grow unconstrained until their
per capita emissions reached the average level of constrained regions. At this point they are given
tradable allowances which subsequently decline in per capita terms.
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The role of side-payments can be considered in the context of the most ambi-
tious of these emission scenarios (the “550 ppmv scenario”) which implies a rapid
and substantial reduction in emissions relative to the BaU. With egalitarian bur-
den-sharing and no emission trade, the average annual real income loss in the
period 2010-2050 is almost 2 per cent: 1.5 per cent for Annex 1 countries, over
2 per cent for the rest (on average). With emission trading, total costs are reduced
by half, with non-Annex 1 regions being, on average, better off than in the BaU
scenario. Even with trading, however, some non-Annex 1 regions are worse off. If
Annex 1 countries make transfers to compensate these regions, they would have to
transfer approximately 0.3 per cent of their GDP, with average non-Annex 1
incomes then around 1 per cent higher than in the BaU scenario (Table V.3). The
average annual real income loss in OECD countries over 50 years remains under
2 per cent, however.

Climate change: prevention and adaptatior;

Preceding sections have discussed the costs of action to reduce GHG emisSmms climate change seems
and thereby to limit climate change. Unfortunately it is difficult with present knowlkely to occur...
edge to complete the cost-benefit picture by comparing these costs with their benefits
(i.e.the costs of the climate change that would otherwise occur). The costs of climate
change are largely unknown, partly because the likely climate changes themselves
are not easy to predict in sufficient regional and local detail. Even for the broadest of
indicators, global average temperature change, there is quite a wide range of uncer-
tainty attached to the projections by the Intergovernmental Panel on Climate Change
(IPCC): between 1.0 and 3.5° C by the second half of the 21st century,it@@en-
trations double, itself an uncertain assumption.

Temperature changes and, probably more importantly, changes in the quantithough its consequences are
and distribution of precipitation will certainly have economic consequences. Themeertain...
are no robust estimates of the economic costs, howé¥ar most OECD regions
the usually quoted estimates are for losses of between 1 and 2 per cent of GDP
(Fankhauseet al., 1998). Higher figures, up to 8 per cent, are obtained for some
non-OECD regions.

Even if these estimates for the OECD area may not seem enormous, there are a
number of reasons for continuing to work for GHG reduction policies. First, most
estimates are for the costs of climate change that will probably occur anyway (if the
consensus scientific forecasts are reasonably accurate), even if quite successful emis-
sion reduction policies are introduced. In the absence of such policies, changes would
be larger and probably continue for several centuries, and the damage may well
increase much more than proportionately. Secondly, even narrow self-interest implies
that OECD countries should be concerned about severe consequences of climate
change in developing countries, as these may exacerbate tensions due to migration
pressures and water scarcities, for example. And self-interest was not the motivation
behind the UNFCCC, which expresses explicit solidarity with countries that may be

23. See IPCC (1996) and OECD (199
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... which is an independent

worst hit by climate change. Thirdly, the ancillary benefits of actions to reduce GHG
emissions may be quite substantial, although little quantification of them is available
at present?

Finally, GHG reduction policies should also be motivated by precaution. The

reason to reduce emissionsprocess of climate change is not sufficiently well understood. There may be disconti-

Adaptation will also be
necessary

nuities that could generate very severe outcofhasd it is also possible that very lit-

tle would happen to the climate. But expenditure that could reduce the risk of severe
outcomes may be worthwhile, even if it did little to alter the average “expected” out-
come. While this is obviously true in principle, there is at the moment little informa-
tion to guide decisions on just how much weight to attach to this precautionary
principle and how much mitigation effort it justifies.

Since climate change cannot be prevented entirely, it will be necessary to adapt
to it. The necessary adaptation may not be very onerous — as elsewhere, research is
needed to narrow the range of possibilities that needs to be considered. The likely
rate of climate change may mean that it is imperceptible from year to year or even
from decade to decade. Adaptation to climate change may be only a small part of the
changing background to most people’s lives; ensuring that adequate information is
available and allowing market forces to act to reallocate resources will in many cases
be sufficient. However, long-term planning will be necessary in land-use policy, par-
ticularly in low-lying coastal areas or inland flood plains. Water supply infrastructure
may also need to anticipate possible climate change effects, whether changes in over-
all quantities of precipitation or, as seems likely, increased seasonal variation and
possibly greater frequency of both storms and dry periods. This may also have impli-
cations for urban planning. Decisions on the location of new developments now can
have implications many decades ahead in terms of vulnerability to water shortages or
to flooding 26

Conclusio

OECD analysis undertaken since COP4 illustrates the challenges of complying
with the Kyoto targets. Relative to a “Business as Usual” scenario, the targets may
imply reductions in GHG emissions of some 30 per cent. Developments in the first
half of the 1990s have implied in most countries a further increase in emissions rela-
tive to 1990 levels — the base year of the Kyoto targets. Few of the domestic measures
necessary to contribute to reaching these emission targets are in place today.

International emission trading can make a big contribution to reducing overall
abatement costs, and efforts need to be made to resolve the differences that exist over
how it should be implemented. The considerable attention given to this subject
should not, however, divert policymakers from the need to start domestic action.

24. Reducing GHG emissions may not be the only, or the most efficient, way to achieve benefits such as
reduced local air pollution.

25. Two remote possibilities arg:a collapse of part of the Antarctic ice-shelf, that could lead to rises in
sea levels of several metres over a period of decades (central predictions are for around 0.5 metre over
the next century); anill) a cessation, or severe weakening, of the North Atlantic ocean circulation (the
Gulf Stream) that gives western Europe its relatively mild climate.

26. Urban planning, through its impact on transport choices, can also affect GHG policy itself.
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Indeed, if too many countries expect to be able to meet their target through buying
emission allowances in the future market for permits, the overall abatement effort
may be insufficient and they risk being faced with unexpectedly high permit prices.
Continuing work on improving the timeliness of emissions data, and on modelling its
links with economic activity, should improve the accuracy of forecasts of emissions
to reduce this risk.

In the longer run, OECD emissions need to fall substantially and developing
country emissions growth needs to be limited. Negotiating country allocations of
emission allowances, which will amount to a form of wealth, will be difficult. It will
likely require explicit consideration of equity, rights and responsibilities, and of the
possibility of providing direct financial inducements to some countries.

Regardless of the success of measures to restrict emissions, adaptation to some
degree of climate change is likely to be necessary. More attention should be paid to
the long-term implications of current decisions and, in particular, to the needs of the
most vulnerable countries.
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VI. THE RECENT EXPERIENCE
WITH CAPITAL FLOWS TO EMERGING
MARKET ECONOMIES

The excessive volatility of cross-border capital flows has imposed substantial
costs on emerging market economies. Reforms of the international financial system
are under consideration, aiming both at preventing crises and at dealing more effec-
tively with them when they occur. This chapter reviews the principal causes of the
recent volatility of capital flows and possible remedies that emerging market econo-
mies and the international community can take to stabilise such flows. First, by com-
paring key institutional features of financial markets in developed and emerging
economies, the chapter examines the extent to which the domestic financial system
played an important role in pushing some emerging market economies into crises in
the 1990s. Second, it assesses whether the reversal of capital flows was linked to a
build-up of macroeconomic imbalances, the role played by fixed exchange-rate
arrangements in generating such imbalances, and strategies to exit fixed rates in an
orderly fashion. Third, it reviews the role of liquidity panics, herding and contagion
in amplifying and spreading investors’ reaction to bad news in an individual country.
Finally, the chapter discusses whether there is a role for capital controls to stabilise
cross-border flows.

The domestic financial systems of emerging marke

A financial system that functions well is vital for stable foreign capital flows iA financial system

emerging and mature markets alike. Given the underdeveloped nature of capital tmatrfunctions well is vital...

kets in most emerging market economies, the banking system plays a critical role in
intermediating cross-border financial flows. The capacity of the banking system to
cope successfully with large-scale capital inflows without assuming excessive risks
depends in part on the institutional environment in which the banks operate. This
includes the design of the financial safety net and the extent of government directed
lending, the regulatory and supervisory frameworks, and effective standards of finan-
cial disclosure. These institutional arrangements differ significantly across emerging-
market economies.

Defective financial systems were arguably a key factor behind the highlybut financial systems in
volatile capital flows in some of the Asian countrieBorrowing by Asian banks emerging markets have often

in international markets at low interest rates for lending at higher ones at home -btfen defective

1. In some Asian countries the non-bank private sector borrowed extensively in international markets.
However, this might have involved borrowing abroad from a subsidiary of a domestic bank as well as
borrowing from an international bank. Moreover, close ownership links between corporations and
banks often meant that businesses could borrow abroad on behalf of banks, which could then use the
deposited funds for relending at home.
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so-called “carry trade” — proved to be highly profitable. But these profits were based
on a gamble that the exchange rate would be more stable than interest-rate differen-
tials suggested that the market expected. They were also based on the willingness of
domestic corporations to increase significantly their leverage and on international
banks’ readiness to fund such lending. The strong domestic demand for credit was in
turn related to the extraordinary growth performance that corporations had enjoyed in
these countries and to the corporate strategies, sometimes explicitly or implicitly con-
doned by the authorities, that emphasised gains in market share rather than profitabil-
ity. With financial institutions failing to counter excessive optimism or non-
commercial objectives in the corporate sector, the exposure of the banking sector to
credit risks rose. Demand from lower quality borrowers was increasingly accommo-
dated and the maturity mismatch between banks’ assets and liabilities widened, as
long-term lending was more and more financed by short-term borrowing in the inter-
national market.

Even when commercial banks were not directly engaged in the carry trade, their
lack of prudent management in the intermediation of capital inflows made the system
vulnerable. Thus, while capital inflows in the run up to the Mexican crisis in 1994
were predominantly related to portfolio flows, they provided the banking system with
the resources needed for strong expansion of domestic credit. During the surge in
domestic credit expansion, banks appear to have paid little attention to the increased
vulnerability of their customers to a peso depreciation. In the run up to the crises in
Russia and Brazil, commercial banks played a relatively modest direct role in import-
ing foreign capital and the expansion of lending to the private sector was small. How-
ever, banks in both countries invested heavily in high yielding short-term government
debt. This strategy became increasingly risky as the budget positions worsened, and
commercial banks, together with other domestic and international investors, arguably
became over-exposed to public debt. The Russian government’s effective default on
its domestic debt last August had severe effects on the domestic banking system, and
Brazilian banks are highly vulnerable to any rescheduling of public debt.

Banks have taken on excessive It is uncertain to what extent moral hazamtoblems due to the safety net for
risks because of moral hazard banks are more serious in emerging-market economies than in developed economies.

problems...

Deposit insurance arrangements are similar, in practice, in both groups of countries:
formal insurance for depositors being employed mainly in developed economies,
and, at least until recently, implicit guarantees from the authorities being used in
emerging markets — especially in East Asia. To prevent confidence in the financial
system from being eroded, government bodies in both developed and emerging econ-
omies operate as “lender of last resort” rather than allow major financial players to
fail in the event of a liquidity problem. In mature financial systems, such assistance
typically implies large losses for bank shareholders and is conditional on a change in
management. However, the access to the safety net in East Asia piror to the 1997 cri-
sis has typically included injections of public funds into privately owned banks as
going concerns. By alleviating both managers and shareholders of financial risk, such
measures may have posed particular moral hazard proBlems.

The role and functioning of the banking sector appear to be more closely linked
to the government in emerging-market economies. This stronger involvement does
not show up as greater public ownership of banks, which is not significantly different

2. Moral hazard implies that agents do not bear the full cost of their actions.
3. Corsetti, Pesenti and Roubini (1998) argue that moral hazard was the root cause of the crisis in some
of the Asian countries.
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in emerging and mature market econonfidmit is more related to programmes of
directed lending or funding, and to complex and distorting tax and subsidy regimes.
Under these conditions, banks are not autonomous profit-maximising entities, but
rather operate to some extent as quasi-fiscal bodies, providing virtual subsidies to
selected parts of the economy which do not appear on the general government bal-
ance sheets. However, this may nurture a perception that banks’ loans and their inter-
national liabilities are guaranteed by the government. During years of rapid economic
growth, the sub-normal performance of such directed loans tends to be masked by the
growth in deposits (and, on some occasions, by additional capitalisation of banks by
the government); but when macroeconomic slowdowns occur, such features can be a
major source of banking-sector fragility. For example, banks in Indonesia, Korea,
Malaysia, the Philippines and Thailand have, at some time over the past two decades,
been subject to regulatory requirements or pressures to allocate fixed proportions of
their loan portfolios to particular sectors (OECD, 1998, and Folkerts-Laedall,

1995¥ and this has left their banking sectors patrticularly vulnerable.

To reduce the capacity of the financial sector to exploit the insurance inherent.itack of enforcement
the safety net, both mature and emerging market economies have attempted todfmpiudential regulations...
risk-taking by subjecting banks and other financial institutions to prudential regula-
tions. Banks are typically restricted in their exposure to a single borrower to prevent
them from being captured by a big debtor (Table VI.1) and their foreign currency
exposure is often limited to avoid excessive exchange-rate risks (Table5\K.&e-
over, banks are subject to minimum capital adequacy rules which, in principle, raise
both the cost of riskier lending and the stakes for owners from engaging in risky lend-
ing. However, these rules have failed in many emerging economies to prevent exces-
sive risk taking. Indeed, studies have found poor regulatory and supervisory
frameworks to have been one of the principal causes of bank crises in emerging mar-
kets (Figure VI.1), (Dziobek and Pazarbasioglu, 1997; Lindgtead., 1996)7

The failure of prudential rules in emerging economies in the past has been
ascribed to several factors:

— By allowing banks to overstate their capital, weak loan classification and pro-
visioning rules undermined the discipline in minimum capital adequacy
ratios. Whereas best practice in mature economies considers loans to be
sub-standard if they are three months in arrears, many of the Asian countries
classified loans as non-performing if they had not been serviced for six
months or more. And while mature economies generally require (or encour-
age via tax rules) prompt and full provisioning for non-performing loans,
rules in many emerging economies called for only gradual and incomplete
provisioning.

4. The extent of public ownership of banks differs significantly across emerging-market countries, rang-
ing from less than 10 per cent of banks’ total assets (Malaysia and Thailand) to around a half of all
assets (Indonesia and Brazil). In mature countries the range is simigazéro in the United States to
50 per cent in Germany. See Table 2 in Bléndal and Christiansen, 1999.

5. Also, credits to the public sector from banks controlled by the general government have sometimes
given rise to banking crises; for example, loan delinquencies by state governments were at the root of
serious state bank insolvencies in Brazil around 1994. For a discussion, see Honohan (1997). Since the
state banks were ultimately bailed out by the central bank, state authorities can be said to have indi-
rectly obtained large credits from the central authorities.

6. Most emerging-market economies have rules on maximum currency exposure. For example, in addi-
tion to the countries listed in Table 2, the Slovak Republic requires an 80 per cent ratio between for-
eign exchange claims on non-residents and total foreign exchange liabilities.

7. The importance of good regulations and supervisory mechanisms was emphasisgdBECD
(1997) and G-10 (1997).
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Table VI.1. Incentives for adequate risk assessment in banking systems

Maximum
Capital adequacy ratio lending Sub-standard loans, NO”-‘
(Badle definition) to a single 1996 performing
borrower loans,
— as percentage
err;trir;um Actual Per cent Months Provisioning of all loans,

1995’ ratio? of capital of arrears (per cent) 19%
Korea 8 9.1 15 6+ 20-75° 0.8
Mexico 8 13.1 10-30¢ 3+ Variable 12.2¢
Hong Kong, China 8 17.5 25 None None 2.7
Indonesia 8 11.9 10-20¢ 3-6 10 8.8
Malaysia 8 11.3 30 6-12 Variable 39
Thailand 8 9.3 259 6+ 7Y2-15b 7.7¢
Chinese Taipei 8 12.2 35 6+ Variable 38
Argentina 12 185 15 36 1-25° 94
Brazil 8 12.9 30 3-6 20-100° 5.8
Chile 8 10.7 5n 1-2 20 1.0
Russia 8 13.5¢ 50-100 Variable 15.1
United States 8 12.8 15 3+ Variable 11
Japan 84 9.1 20 6+ None 34

Germany 8 10.2¢ 25 None None

a) 1996 for OECD economies; 1995 for others.

b) Conditions depend on types of collateral and guarantees.

c) Per cent of net capital; the lower figure refers to individuals and the higher to corporations.
d) Only enforced from 1998 for international banks; from 1999 for national banks.

e 1997.

f) Capital consists of paid-up capital, reserves and provisions.

g) Per cent of tier-one capital.

h) Per cent of capital and reserves.

i) Provisions at an estimated default risk of 5-40 per cent.

j) Changed to three months in 1998.

k) An alowance for impaired loans should be based on the present value of the expected future cash flows of the loan, or at the loan’s observable market price or at the

fair value of the collateral if the loan is collateral dependent.

1) Specific criteria are used to determine if aloan is sub-standard.
Source: OECD; BIS; M. Goldstein and P. Turner, 1996.

— Failure to regulate financial institutions’ offshore activities has reduced the
impact of rules to contain risks. Financial groups typically have offshore
branches and affiliates that represent a significant part of a bank’s business.
Risky lending is often concentrated in such centres. Lack of consolidation for
regulatory purposes has also meant that banks and other financial institutions
can easily evade rules on limiting lending to connected parties, and recent
research indicates that this has been an important factor behind the financial
fragility in the pas® Moreover, rules on maximum currency exposure are not
effective when banks’ offshore activities are not regulated. The expansion of
financial derivatives, which regulators have found difficult to control, has
also seriously undermined prudential controls on currency exposure (Garber,
1998).

— Supervisory agencies have often been weak in emerging economies and pen-
alties for non-compliance have tended to be low. This situation has reflected:
the informal nature of inter-company links (especially in Asia) and unclear
property rights which made it difficult to assess the degree of connected

8. A study of ten banking crises in the 1980s concluded that connected lending had been a contributing
factor in all cases, see Sheng, (1996).
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Table VI.2. Prudential limits on banks currency exposure

Limits on overall position

(per cent of capital) Other comments

Indonesia 25 (NAP) Short-term liabilities limited
to 30 per cent of own capital
Maaysia Variable, depending on management
quality
Korea 15 (sum of long positions) Limit on spot short positions
10 (sum of short positions) is 3 per cent of bank capital
or US$ 5 million, whichever is greater.
Thailand 20 (net long positions)
15 (net short positions)
Argentina 25 (NAP)
Brazil Short position ceiling is dependent
upon each bank’s adjusted net worth
Long position ceiling is US$ 1 million
(any amount above the ceiling must be
deposited in the central bank)
Chile 20 (NAP) Average overal short position
is forbidden
Mexico 15
Russia Variable absolute amounts for different
range of bank capital
United States None
Germany 21 (GAP)

Note: NAP stands for Net Aggregate Position, i.e. the difference between short and long positions; GAP stands for the
gross aggregate position, i.e. the sum of short and long positions.
Source: R.K. Abrams and P. Beato (1998); IMF (1996b).

lending® resource constraints which made on-site inspections rare and the
monitoring of credit risk assessment minimal; the limited weight of supervi-
sory agencies in the public administration compared with those charged with
business sector policies; and political difficulties for supervisors to make
companies provision against changes in official policy (such as, for example,
a departure from announced exchange-rate policies).

The most common supervisory problems in mature economies relate to resource con-
straints combined with rules lagging financial sector liberalisation (this was a factor
behind the 1992-93 Nordic banking crisis) and innovation. In emerging markets there
is stronger evidence of unclear corporate structures and outright forbearance hamper-
ing efficient bank supervision.

Excessive risk-taking by domestic financial institutions may in part have beenand inadequate standards
based on difficulties in assessing the risks that were being assumed owing to a lackfafancial disclosure
information about the health of individual enterprises. However, though lacking tfieorporations
tradition for certified accounting and auditing mechanisms, an effort by many emerg-
ing market economies to adapt their national practices to international standards
was widely perceived to have closed the gap between leading emerging and mature

9. This also tends to be a problem in some mature economies where corporate governance favours con-
glomeration.
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Corrective policy action will
reduce volatile bank-
driven capital flows over
the long term...

Figure VI.1. Factors behind twenty-nine bank insolvencies———

Macroeconomic factors
Capital flight I
Asset bubble I
Recession -
Terms of trade drop I

Microeconomic factors

Weak judiciary [l
Bank runs [

Fraud [

Lending to state enterprisdSHI

Connected lending
Political interference I
Deficient bank manageme i —
Poor supervision and regulatidil——
0 5 10 15 20 25 30

Note: Shows the number ot times each factor was cited in twenty-nine country cases.
Source: Caprio and Klingebiel, 1996.

economies in this area. In 1990, for example, a study by the International Finance
Corporation (IFC) concluded that financial reporting in selected East Asian countries
(except for Chinese Taipei and, to some extent, Thailand), was “good, of internation-
ally acceptable quality” (IFC, 1990). Also, a cross-country survey of accounting and
auditing practices done in 1995 showed a very high standard of financial disclosure
in Asian countries later affected by financial criséslowever, while national stan-
dards have often been aligned with international ones, there is evidence that domestic
companies failed to follow them in their financial reporting (Cooke and Parker,
1994), reflecting partly that a tradition of full and fair disclosure had not yet devel-
oped. For example, the recent crises in some of the Asian countries has unmasked the
widespread practice of using undisclosed balance sheet items to provide guarantees
or similar commitments between related companies ¢sg®©ECD, 1998).

The long-term policy response for dealing with bank-driven volatile capital
flows in emerging market economies is to strengthen prudential regulations and
supervisory mechanisms, and to improve the effective standard of financial disclo-
sure. Indeed, recent financial support from the international community to crises-rid-
den economies has typically been conditional on such measures being taken. To
reduce moral hazard problems, the authorities should impose sanctions on those who
require access to lender-of-last-resort facilities. They should also refrain from direct-
ing bank lending. A critical part of the regulatory overhaul would involve tighter
effective prudential restrictions on banks’ foreign currency exposure and position

10. See Center for International Financial Analysis and Research (1995). Some of the findings of the sur-
vey are reported in Table 5 in Bléndal and Christiansen (1999).
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taking. This could prevent banks and their international creditors from misusing the
financial sector safety net, thus reducing their capacity to engage in carry trade with
the associated capital inflows.

Over the short run, financial market reform of this kind will not benefit coun-. but it may have little short-
tries that have already become over-exposed. Stemming capital outflows, once aaomfigains for countries that are
dence has weakened, will often require very high interest rates which will underngilteady facing crises due to
the economy in general and the banking system in particular. Attempts to reducexisessive risk-taking by banks
outflows with a transaction tax on capital flows would be relatively ineffective,
unless very high tax rates were employed. Imposing quantitative restrictions on out-
flows, or unilateral or forced rescheduling of loans could provide short-term respite,
but could seriously compromise the future access of banks in emerging market econ-
omies to the international inter-bank market if such measures were seen by creditors
to reduce borrowers’ commitments to honour their obligations. Given these difficul-
ties, international conditional assistance in unwinding the currency imbalances in an
orderly manner would seem to be the most promising response.

Macroeconomic conditions and exchange-rate arrangemen

Macroeconomic conditions differed significantly across the countries that ultiternal imbalances preceded
mately succumbed to crises in the 1990s. In the case of the Asian countries, inflatizes in some emerging
showed little sign of increasing, asset price bubBla®gre mostly absent and the cenmarkets...
tral government account was in surplus. There were also no major fiscal deficit prob-
lems in the run up to the Mexican crisis in 1994. However, the two most recent sharp
reversals of capital flows took place against the background of serious fiscal imbal-
ances. The Russian crisis in August 1998 was prompted by an unsustainable build-up
of public debt, driven by a fiscal deficit amounting to 8% per cent of GDP in 1997.

The origin of the Brazilian crisis in January 1999 was also the continued widening of
the fiscal deficit, the revenue shortfall in 1998 being 8 per cent of GDP.

Notwithstanding differences across the crisis countries with respect to fiscahnd the external balance
positions and inflation developments, a common feature in most of them was tlaate under increasing
strong domestic credit expansion had weakened their external position. Wpissure...
domestic inflation was moderate or declining, the rate of price increases in Asia was
higher than in the mature economies and in many Latin American countries it was
even substantially higher. This factor did play a role in the eventual crises. The rever-
sal of capital flows to Mexico took place against a backdrop of a large current
account deficit (Figure VI1.2) and a 40 per cent increase in the real effective exchange
rate in the five years prior to the crisis (Figure VI.3). Prior to the depreciation of the
Brazilian real last January, the real effective exchange rate had appreciated over a
four year period and the current account deficit in 1998 had reached 4 per cent of
GDP. The appreciation of the real effective exchange in Russia was close to 100 per
cent in the four years preceding the crisis in August 1998. However, even the

11. With the notable exception of Hong Kong, China; and Singapore, commercial property prices were
subdued in the main Asian cities in the period leading up to the crisis and lower in real terms than at
the beginning of the decade. See the International Monetary Fund, 1998, and the Bank for Interna-
tional Setllements, 1997. The increase in stock prices in Asian emerging markets in the two years to
mid-1997 was generally also inferior to that in many mature economies.
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...partly reflecting fixed
exchange rates

Figure VI.2. Current account balances in selected emerging———
market countries

Selected Asian countries

% of GDP

15 Indonesia

Korea
Malaysia
- Thailand

10

1990 91 92 93 94 95

96

97 98

Selected Latin American countries
% of GDP

- Argentina

Brazil
Mexico

-4

-6

1990 91 95

96

97 98

Sources:IMF and OECD.

worst-affected Asian countries in the current crisis had experienced no major deterio-
ration in their external competitiveness over extended periods until 1995, when the
appreciation of the US dollasis-a-visthe yen started to erode their competitive posi-
tion and when the external terms-of-trade worsened (see below). The implications of
deteriorating competitiveness on future prospects of export industries may have con-
tributed to unsettling investors’ confidence.

The emergence of the external imbalance was largely driven by the maintenance
of fixed exchange rate arrangeméitduring a period of strong capital inflows.
Indeed, fixed rates appear to have amplified capital inflows as businesses and banks
in many countries became complacent about currency risks. At the same time, they
made it difficult to contain the expansionary effects of capital inflows. In principle,
countries can neutralise the expansionary effects of capital inflows through various
means. In practice, the various methods are not without limitations and problems. For
example, sterilisation via open market operations can only be undertaken if there is a

12. Even where formal exchange-rate arrangements appeared to allow for considerable flexigility,
managed floating (Korea and Malaysia) or wide bands around a central parity (Mexico prior to
December 1994), the authorities chose to keep the exchange rate within a narrow band around central
parities.
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Figure VI.3. Nominal and real effective exchange ratés
January 1990 = 160
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well-functioning securities market and such operations often turn out to be costly for
the government budget and may encourage even stronger inflows of capital; higher
reserve requirements may result in dis-intermediation as funds are channelled via
institutions not subject to such requirements; and fiscal policy must be extremely
flexible in order to cancel the effects of yearly capital inflows amounting to several
per cent of GDP and such flexibility may not be feasible where the government sector
is small. More flexible exchange-rate arrangements, such as floating, would have
meant lower capital inflows and lower demand pressures.

Exchange-rate pegs served as Emerging market economies have chosen to maintain currency pegs for a rea-

nominal anchors in some
countries

In Asian countries exchange-

son. An important rationale in favour of fixed exchange rates is that they provide a
clear and transparent nominal anchor. This has often been used to help to establish
the credibility of stabilisation programmes in countries with a history of high infla-
tion rates, notably in Latin America, and in countries with no history of credible anti-
inflation institutions, such as in Russia. In these countries, alternative nominal
anchors, such as money supply targets and inflation targets, may not be adequate for
technical reasons(g unstable money demand) and are unlikely to carry the same
weight as an exchange-rate peg. The experience of many of these countries demon-
strates that pegged rates have often been fundamental in breaking wage-price-
currency spirald® However, even when a peg is the overriding objective of macro-
economic policy, inflation is likely to converge only slowly to that of the countries to
which the currency is fixed. During this adjustment period, the real exchange rate
appreciates and can end up at levels that are unsustainable. The peg will thus ulti-
mately lose credibility in high-but-falling-inflation countries.

The prime objective of fixed exchange rates in many Asian countries seems to

rate pegs operated for many have been to help promote a stable external environment during the period of export-

years to facilitate exports...

... but the credibility of this

led growth. Together with the maintenance at times of slightly undervalued exchange
rates (World Bank, 1993), this played an important part in the authorities’ policies to
facilitate exports. The importance attached to export promotion could explain the
reluctance of the Asian countries to abandon pegs when exchange rates were under
upward pressure in the mid-1990s, conditions which would seem to have been ideal
for unpegging in an orderly way (Eichengreen and Massbpal., 1998). With the

United States being the most important export market for products from Asia, curren-
cies were typically linkedle jureor de factoto the US dollar.

The credibility of this exchange-rate policy was arguably undermined by the

policy was undermined by extraordinary change in the export composition of the Asian emerging-market econo-
structural changes in the 1990s mies that took place in the 1990s (World Bank, 1998). By increasing the share of

and the appreciation
of the dollar after 1995

A peg must be abandoned

high-technology products destined for highly competitive markets where Japan was
the dominant incumbent, the emerging market economies in Asia became more sen-
sitive to fluctuations in the value of the dollais-a-visthe yen. This made the peg of
their currencies to the US dollar increasingly inappropriate, and the dollar peg proved
to be a source of instability when the yen began tovaa-visthe dollar in 1995.

Though exchange-rate pegs directed at price stability or export promotion objec-

before the exchange rate tives tend ultimately to become unsustainable, there is no precise rule for when to
becomes overvalued give up an exchange-rate peg or to make it more flexible. It is clear that it has to be

done before the exchange rate is perceived to be significantly overvalued, which

13. See for example, S. Edwards (1995). The experience with exchange-rate-based stabilisation is also
reviewed in Chapter 6 in the International Monetary Fund (1996).
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raises the risk of a disruptive speculative attack. In principle, the exchange rate is
overvalued when it generates cyclically-adjusted current-account deficits that are
larger than sustainable capital inflows. In practice, it is difficult to identify underlying
equilibrium exchange rates with any precision, and therefore to use them as criteria
for abandoning a peg. However, one symptom of an over-valued exchange rate is
often a large external deficit. Another indication is a sustained running down of for-
eign exchange reserves, which could ultimately bring about a currency crisis. How-
ever, an overvalued exchange rate need not be accompanied by falling reserves for
some time if capital inflows are driven by herd behaviour (see below). In the absence
of clear criteria for identifying overvalued exchange rates, policy-makers must use
their judgement in deciding on when to leave a peg. Past experience suggests that
they have typically held on to a peg for longer than was useful.

A successful use of fixed exchange rates for stabilisation purposes nAusticcessful exchange-rate-
acknowledge early on that a given peg is only a temporary device. Indeed, it mighidmed stabilisation requires that
appropriate to accompany the pegging of a currency with an explicit and a cohdtrenperiod of a peg be used to
exit strategy, stating the exit conditions, the exchange-rate and monetary-pgliepare the way for alternative
regimes that would replace the peg, and transitional arrangements if any (suctoasnal anchors
gradually widening fluctuation bands around a central parity). An explicit statement
of exit conditions would show that the authorities intended the peg to be a stop-gap
measure only, to be replaced by different arrangements. During the period of the peg,
institutional capacities would be developed to control inflation after the exchange
rate became unpegged. This would typically involve making the central bank inde-
pendent with an overriding aim of pursuing price stability, improving data dissemina-
tion so that the success (or otherwise) in meeting inflation objectives can be
monitored on a timely basis, consolidating the government budget to reduce the risk
of monetisation and introducing mechanisms that would make it easier technically to
control monetary aggregates or interest rafebhe authorities could signal their
resolve in developing these institutional capacities by fixing a timetable for the intro-
duction of the new structures. Provided that the authorities are seen to be making
progress in investing in stability-oriented post-pegged-rate institutions, the pre-
announcement of the exit conditions might not diminish the impact of the peg on
inflationary dynamics.

A pegged system could be replaced by systems with varying degrees of fl&qduntries can leave a peg for
bility, ranging from a clean float to narrow bands around a (crawling) peg. A&rchange-rate systems of
unfettered float has the advantage that it frees monetary policy from havingddous degrees of flexibility...
respond to exchange-rate developments. However, there are concerns that floating
could result in excessively volatile exchange rates. The floating of the major world
currencies since 1973 has been accompanied by fluctuations of an amplitude that
are difficult to explain by economic fundamentals (Frankel and Rose, 1997).

Indeed, exchange-rate movements over the short and medium-term may often have
been driven by herd behaviour and forecasting techniques that are de-stabilising.
With the market for currencies of emerging-market economies less sophisticated
than that of the larger countries, the risk is that they would be more prone to such
behaviour. Moreover, with exchange rates being influenced by political factors, a
number of emerging market countries could experience large swings in their
exchange rates under a floating regime. For all these reasons, a clean float may not
be the most appropriate exchange-rate regime for all emerging-market economies.

14. It would also involve the strengthening of the banking system.
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An alternative less flexible arrangement is an adjustable centralvista-visa
trade-weighted basket of currencies but with wide fluctuation bands on either side
(Williamson, 1998). This could help to anchor exchange-rate expectations and
encourage stabilising speculation, but might also involve many of the disadvan-
tages associated with fixed rates. In general, the optimal degree of flexibility in
exchange-rate arrangements will differ across emerging market countries, depend-
ing on their circumstances.

... and rigid pegs may be For some emerging-market economies, the most appropriate long-run exchange-
optimal for small and very open rate regime may still be rigid pegs supported by currency-board arrangements. Cur-
economies rency boards, whereby the domestic money supply is backed by foreign reserves,
would seem to be particularly attractive for small and very open economies. There are
few gains for such countries from having an independent monetary policy when capital
is mobile, whereas they are highly vulnerable to changes in the external value of their
currency. However, a rigid peg can provide stability only if it is set at a rate that reflects
economic fundamentals and if domestic wages and prices adapt flexibly to inflation
developments in the country to which the home currency is tied. Moreover, since
exchange-rate pressures are immediately translated into a drain on bank liquidity and
high interest rates under a currency board, such an exchange-rate arrangement requires
a strong and well-capitalised banking system in order to meet adverse shocks. In prac-
tice, several emerging-market economieg/(Hong Kong, China, and Argentina) have
found currency boards to be useful, but such arrangements have not completely shel-
tered these economies from recent turmoils.

International liquidity, herding and contagion

Adverse news can trigger off The extent of the reversal of capital flows to some emerging market econo-
a “run” when foreign  mies in the 1990s suggests that more has been involved than changing perceptions

exchange reserves are low... of fundamentals. Foreign reserves may be used as a gauge by international credi-
tors of the capacity of the authorities to act as a lender of last resort for domestic
entities with foreign debt?As long as foreign reserves are well in excess of short-
term external debt® individual creditors may feel reasonably assured that their
assets are protected from a “run” by other creditors. As a result, they can conse-
quently adjust their portfolios in an orderly way to news of banking and macroeco-
nomic problems. In the opposite case, individual creditors will be confronted with a
smaller probability of recapturing their investments in the event of problems,
increasing the incentive to withdraw funds as quickly as possible. These types of
incentives can generate a self-fulfilling financial panic resulting in disproportion-
ately large outflows, especially when they are accompanied by evidence of disclo-
sure problems.

15. See notably Dooley (1997). The importance of foreign reserve cover in amplifying investors’ reac-
tions in the Mexican crisis has been emphasiseglgnSachst al. (1996), and in Calvo and Mendoza
(1996). Radelet and Sachs (1998) emphasise it in explaining the Asian crisis.

16. When domestic currency can be freely converted into foreign currency, the ratio of foreign reserves to
money (M2) provides an alternative measure of reserve cover. Foreign reserves are typically only a
fraction of the domestic money supply.
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Liquidity problems seem to have been an important element in the sharp reveand a low reserve cover
sal of capital flows in both the Mexican and Asian crises. In mid-1994, foreigaems to have been an
reserves in Mexico were only around 60 per cent of short-term foreign dabportant element in many of
(Table VI.3), which may have triggered a run by investors. Some of the other came-crises in the 1990s
tries seriously affected by the turbulence in the mid-1990s, such as Argentina, also
had low reserve cover. This was the case for some of the Asian countries by the mid-
1990s and the reserve cover continued to drop until the onset of the crises in 1997.

The importance that investors attach to the reserve cover was amply demonstrated
when the Korean authorities announced in late 1997 that short-term external debt was
higher and “employable” foreign reserves were lower than had been earlier reported.

— Table VI.3. Foreign reserves as a per cent of short-term foreign debt® —

End-1990 Mid-1994 End-1996 End-1997 Mid-1998
Indonesia 55 58 53 47 65
Korea 73 62 50 142 123
Maaysia 475 397 241 34 176
Thailand 151 101 83 67 93
China 335 228 333 422 467
Argentina 65 75 72 65 66
Brazil 34 142 136 104 131
Chile 148 198 192 164 151
Mexico 55 58 72 105 109
Russia na na 43 40 32

a) Foreign reserves equal total reserves minus gold; short-term debt is defined as claims of all BIS reporting banks
vis-a-vis the countries, at maturities up to and including one year.
Source: Bank for International Settlements, IMF.

There is concern that volatile capital flows may in part be driven by herd beheerd behaviour and contagion
iour in financial markets and contagion effects. Herding in financial markets woeftects may increase
tend to amplify capital flows in both directions (“overshooting”), and contagidhe volatility of capital flows
would tend to determine capital flows to one country by reference to factors in
another country perceived to be similar and/or interdependent through trade and
financial linkages. Herding and contagion need not be irrational in a world where
information is costly. Under these circumstances it can be optimal for one investor to
follow the lead of another perceived to have an information advantage. To “hide in
the herd” may also be an optimal strategy for managers whose investment perfor-
mance is measured against the average performance of all managers. Moreover, an
environment in which international investors expect to be bailed out of problems will
make it rational to follow the herd. But even if herding and contagion may be rational
from an individual point of view, to the extent that they result in excessive volatility,
they are unlikely to be socially optimal or desirable. In any case, the link between
cross-border capital flows and the economic fundamentals of the receiving country
are weakened or severed.

It is difficult to gauge to what extent herding and contagion, unrelated to e@pntagion can be transmitted
nomic fundamentals, played a role in driving recent capital flows. Low risk prentiimough trade and financial
on emerging market debt in the mid-1990s could suggest that these effects were lhpicages...
ativel” There is also substantial evidence that a crisis in one country increases the

17. Kim and Wei (1999) show that foreign portfolio investment in Korea was influenced by herd behav-
iour on the part of foreign investors.
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... and leveraged positions can

probability of a crisis in other countries (Eichengresral., 1996). To the extent that

the transmission is related to trade linkages, and there is evidence that suggests that
this transmission channel has been important in the past, such contagion is based on
economic fundamentals. An alternative transmission channel can occur through
“demonstration” or “wake-up call” effects (Goldstein, 1998): an event in one country
alerting investors to risks in “similar” countries that had not been properly taken into
account previously, thus leading to a re-adjustment of balance sheets. Such contagion
could bring exposure more into line with economic fundamentals, provided that the
re-assessment is based on a country-by-country basis. It cannot be determined to
what extent such revisions of perceived risks have been based on an assessment of
fundamentals rather than being driven by herd mentality.

While the contagion across the Asian countries could arguably be explained by
trade and “wake-up” linkages, that from Asia to Latin America and Russia in 1997
seems to have operateth financial linkages: Asian banks suffering losses on lend-
ing at home selling their holdings of Russian and Brazilian high-yielding bonds to
improve their liquidity position. The ensuing drop in bond prices in these countries
was then transmitted to other key emerging markets via widely-employed modern
risk management systems, whereby market volatility in one country automatically
increases estimated credit and market risk in another country with similar past
volatility.

The extraordinary impact of the Russian crisis on global financial markets

amplify contagion effects appears to have been transmitted through highly leveraged positions of some finan-

Emerging market countries can

cial institutions (including hedge funds). The small weight of Russia in international
trade indicates that trade links cannot account for the contagion that took place in
August 1998. Direct financial linkages were also too small to propagate the shock
throughout the international financial system. However, although firm data do not
exist, anecdotal evidence suggests that holdings of high-yielding Russian securities
had been financed partly by borrowing on margin and also that they served as collat-
eral for further borrowing. Under these conditions, the drop in the price on Russian
securities would have given rise to margin calls, forcing investors to raise liquidity by
selling Russian and other assets. Together with increased risk aversion, this in turn
would have depressed prices on these assets further, reducing their value as collateral
and prompting additional margin calls. The result may have been a broad-based sell-
off of emerging market securities and high yielding instruments issued in mature
markets. The small response in international financial markets to the Brazilian crisis
last January could reflect that financial institutions had substantially reduced their
leveraged positions in the wake of the Russian crises.

Countries can reduce their vulnerability to liquidity-driven disturbances by

take measures to reduce their maintaining sufficiently high reserve cover and by establishing credit lines that can

vulnerability to international

be drawn on in a crisis situation. Moreover, to minimise the risk of falling victim to

liquidity problems and to herd behaviour and contagion, the most appropriate policy in the long run is to
adverse herding and contagion make it easier and less costly for foreign investors to acquire information about the

effects...

economy, and to take measures to reduce the perception that investors will be
bailed out if they make mistaké& However, countries on the verge of financial
panics have even fewer options to modify capital flight than when outflows are
driven by changing perceptions of fundamentals only. In such circumstances

18. Investors have little incentives to engage in credit risk assessment when they expect to be bailed out,
thereby increasing the likelihood that they will simply follow the lead of the herd.
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interest rate hikes and the imposition of a transaction tax on capital flows are
likely to prove ineffective. Quantitative restrictions on outflows may not even
prove to be very effective, as there would be very strong incentives to find mea-
sures to circumvent such regulations.

Recent measures and proposals to reform the international financial architectued changes to the
have been motivated by a perceived need to help countries facing a potential ciigegnational financial
Such help is not necessarily altruistic insofar as it acts as a “circuit-breaker” to coatehitecture are being proposed
gion or herding effects. Thus, the recently established contingent credit line facilitjoicontain and minimise the
the International Monetary Fund (IMF) for countries facing adverse contagion effégslihood of crises
despite sound fundamentals could make liquidity-driven panics less slikely.
Increased private sector involvement in the resolution of crisgsgutomatic exten-
sion of loans under certain circumstances) could also reduce the risk of sudden with-
drawal of credit lines, but might also unduly reduce the availability of funds in the
longer term. Moreover, an international lender of last resort and an international
bankruptcy court could help to prevent financial panics altogether. In order for the
international community to create effective institutions of this Kitid,is necessary
to address adequately the moral hazard inherent in such arrangements (Giannini,
1999). At the domestic level, this is done by giving the lender of last resort and bank-
ruptcy courts vast powers to impose conditions unilaterally on those seeking their
services. Wielding such powers with supra-national institutions may not be compati-
ble with national sovereignty.

On the efficacy of capital controls

The volatility of foreign capital flows has raised questions about the desirabiltgpital controls remain
of free capital movements, and the possible use of controls to shelter countries flmmmon in emerging market
the disruptions associated with such instability. However, notwithstanding substantiahtries...
liberalisation of capital-account transactidfisegal and administrative restrictions
remained common in several emerging economies in the mid-1890sluding
those that later succumbed to crises. In addition to controls directly targeted at cross-
border movements of capital, most countries have prudential regulations on banks’
foreign currency exposure (discussed above) which can indirectly influence capital
flows. Direct restrictions typically take two different forms:

— Quantitative restrictions that prohibit outflows or inflows of funds. Such
restrictions are often used to prevent excessive exchange rate volatility due to
sudden capital outflows. Malaysia’s controls announced last September fall
under this category.

— “Tax-based” controls that make it more costly to move capital across borders.
The Chilean capital control system, in effect since 1991, imposes a transac-
tion tax on all inflows, except for foreign direct investment, through unremu-
nerated reserve requirements and withholding periods.

19. Fischer (1999) argues that the IMF, generally acting in concert with other official organisations, has
undertaken certain important lender of last resort functions in the past.

20. The average capital controls index for 17 emerging countries, constructed by Bartolini and Drazen
(1997) to gauge the restrictiveness of capital controls, fell by one-third from 1987 to 1995. This is
reported in Bacchetta and van Wincoop (1998).

21. See Table 1 in Bléndal and Christiansen (1999).
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... and aim at stabilising
cross-border flows...

... but their long-term

The objective of these restrictions has been to gain greater independence in
macroeconomic policy making and to shelter countries from capital flows perceived
to be excessively volatile. Some countries have also aimed at reducing volatility
through systematic discretionary changes: tightening controls on inflows when the
availability of foreign capital is abundant, and tightening restrictions on outflows
when foreign capital becomes scarce.

Proposals to limit capital movements implicitly assume that such flows can be

effectiveness is open to doubtcontrolled by legal means. There is, however, evidence that they are difficult to restrict

When effective, controls may

(Dooley, 1997; Eichengreen and Mussaal., 1998). The private sector can develop
various means to circumvent such restrictions: mis-invoicing in trade, leads and lags,
substituting exempted flows for flows subject to restrictions, and resorting to illegal
methods, including bribery. The ability to avoid selective capital controls has also
increased substantially with the proliferation of financial derivative instruments, which
facilitate the transformation of one financial instrument into another (Garber, 1998).
Indeed, a common finding of studies in this area is that the effectiveness of control pro-
grammes diminishes over time as the private sector invests in avoidance techniques.
And there may be serious difficulties in enforcing a reimposition of capital controls
once the private sector has become accustomed to a liberalised system.

If the reimposition of capital controls could be made effective as an emergency mea-

have short-term benefits but sure, they would have short-term benefits but could also have long-term costs. The short-
can also have long-term costs term benefits would come from greater independence in setting interest rates with the aim

Emerging market countries

of supporting economic activity (Edwards, 1998). The costs relate to the risk that tempo-
rary controls might become permanent and be used to perpetuate inappropriate policies
rather than foster policy reforms. Transitory restrictions on financial flows could also
reduce trade in goods and services if they would imply that trade-related currency expo-
sure could not be hedged. Temporary controls may also entail longer-lasting burdens in
terms of higher borrowing costs, if the risk of losses related to possible future controls is
factored into financial asset prices, and lower foreign direct investment, especially if the
controls affect the ability of investors to repatriate their profits and assets.

Given the potential benefits of international integrafidamerging market econo-

should aim at progressive mies should aim at progressive liberalisation of capital account transactions over time.

liberalisation of capital flows

As the experience of the crises in emerging markets in the recent and the more distant

over time, based on sound past demonstrates, it is essential to precede and/or match capital-account liberalisation
financial systems and with measures to strengthen the financial system and to establish macroeconomic sta-
macroeconomic stability bility. This should not serve as an excuse to unduly postpone liberalisation and to con-

tinue to pursue inappropriate structural and macroeconomic policies.

22. Empirical studies provide only weak evidence that capital account liberalisation improves economic
growth, but this may be related to methodological problems in detecting the benefits. See Eichengreen
and Mussat al. (1998).
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VIl. CAUSES OF THE RECENT WIDENING
OF OECD CURRENT ACCOUNT IMBALANCES

Introduction

Over the past two years a number of countries in South East Asia have exf@fcD current account
enced massive swings in current account positions, world trade growth has slowedmsiilalances have recently
stantially and current account imbalances for some of the major OECD countries hastened raising concerns about
widened sharply. The current account deficit for the United States is expecteslustainability
increase from 1% per cent of GDP in 1996 to 3Y2 per cent of GDP this year, whereaarideprotectionism
surplus for Japan is projected to widen from 1% to 3 per cent of GDP; the current
account surplus of the European Union (EU) remains relatively stable (at just over 1 per
cent of GDP). These movements reflect a number of partly inter-related factors: the
counterpart to the adjustment of the financial crisis in South East Asia, differences in
economic growth and cyclical positions, changes in competitiveness as well as under-
lying structural factors. Although as a percentage of GDP these current account posi-
tions are not as extreme as those reached in the mid-1980s, they have begun to raise
policy concerns in some quarters about sustainability and pressures for increased pro-
tectionism. Concern may be underlined by the analysis presented previously in this
Outlookand discussed further in this chapter which suggests that, at unchanged real
exchange rates, these imbalances are likely to persist over the medium term.

This chapter addresses some of the issues involved by analysing the main fac-
tors underlying recent changes in trade and current account positions to show to what
extent the imbalances are due to cyclical or other temporary factors, in particular
those associated with the crisis in South East Asia, rather than more deep-rooted trends or
structural factors. The issue of protectionist pressures is addressed in the next chapter.

The main points to emerge from the analysis are:

— The brunt of the current account adjustment of the Asian crisis countries Inggsort contraction in the
so far come about through import contraction with the corollary that the maisia-5 economies had
impact on the OECD regions has been through a fall in exports; the largestajor impact on OECD
adverse impact has been on Japan given its greater exposure to the markexpofts
the Asian-crisis countries.

— Recent increases in the current account imbalances of both the United Stdiigsning external imbalances
and Japan can be largely explained by movements in their relative growthamedargely due to relative
cyclical positions. OECD Secretariat calculations, comparing the changeémand and
exports which can be attributed to export market growth and the changeyidlical positions...
imports attributed to the growth in total final expenditures, suggest that this
can more than account for the change in the trade balances of both the United
States and Japan since 1996. The greater stability of the EU current account
position is a reflection of its more central relative cyclical position.
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... and in United States and — The widening of current account balances in both the United States and Japan is a
Japan, they reflect private reflection of private sector saving-investment imbalances, offset only partially by
sector saving — investment the change in the public-sector position. Conversely, for the European Union any

imbalances modest improvement in the current-account surplus is to be explained by an

improvement in government sector saving-investment balances.

Recent trends in selected current account

A growing current account Between 1996 and 1998 the combined current account balance of Korea and the
surplus in Asia has been offset four non-OECD Asian crisis countries — Indonesia, Malaysia, the Philippines and
by a widening deficits Thailand — (hereafter referred to as the “Asia-5") increased by more than
for the American continents $ 125 billion, rising from a combined deficit of $ 60 billion to a combined surplus of
and major oil producers $ 65 billion! With the surplus in Japan increasing by about $ 55 billion over the same

period and that in the European Union remaining broadly stable, the main offsetting
change was a further widening of the current-account deficit in the United States by
about $ 100 billion (Figure VII.1L Offsets are also found among major oil-producing
countries (reflecting weakening oil prices) as well as other members of North
America Free Trade Agreement (NAFTA) and countries in Latin America.

Figure VII.1. Change in current account balances, 1996-98——
Billions $

80

-100

Most of the increase in the Looking at trade balances, that of the Asia-5 increased by $ 120 billion
trade balance of the Asia-5 has between 1996 and 1998 and is expected to decline only marginally this year. Over
been through import $ 80 billion of the increase can be accounted for by a deterioration in the bilateral
contraction trade balances of OECD countries, and about $ 70 billion by those of the three main
OECD regions (Table VII.1, top panél)Jp until now, the adjustment to Asia-5 trade

1. Such changes are massive in relation to GDP in the zone, for example in the case of Korea the swing
in the current balance over this period amounted to about 17 per cent of GDP.

2. Outside the three main OECD regions, Australia and New Zealand are the OECD countries with
which the bilateral trade balance with Asia-5 has most severely worsened: between 1996 and 1998 the
combined trade balance of Australia and New Zealand worsened by $ 7 billion, equivalent to about
1Y per cent of combined GDP.
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Table VII.1. Trade adjustment of the major OECD regions with the Asia-52

$ billion Absolute change 1996-98
Trade balance: with:
1996 1997 1998 $ hillion % of GDP
OECD» Asab 14.7 28 —69.6 -84.3 -0.4
United States Asab -15.8 -18.3 -37.9 -22.1 -0.2
World -168.8 -183.0 —233.8 —65.1 -0.5
World as % of GDP 2.2 -2.3 2.7
Japan Asab 22.8 189 14 -21.4 -0.5
World 61.6 82.2 107.3 45.7 15
World as % of GDP 13 20 28
European Union® Asab 1.0 -0.9 -26.4 -27.3 -0.3
World 253 295 -6.6 -31.9 -0.4
World as % of GDP 0.3 0.4 -0.1
$ billion Change 1996-98
Exports of: to:
1996 1997 1998 Absolute Percentage
OECD® Asia5 203.8 198.2 126.6 —77.2 -37.9
United States Asia5 52.4 55.2 39.8 -12.6 —24.1
World 622.9 687.9 680.6 57.7 9.3
Asia-5 as % of World 84 8.0 5.8 -2.6
Japan Asia5 80.4 74.1 45.6 -34.8 —43.2
World 410.9 421.2 387.9 -22.9 -5.6
Asia-5 as % of World 19.6 17.6 11.8 -7.8
European Union¢ Asia5 49.7 484 28.1 -21.6 —43.4
World 752.9 780.9 777.6 24.7 33
Asia-5 as % of World 6.6 6.2 36 -30
$ billion Change 1996-98
Imports of: from:
1996 1997 1998 Absolute Percentage
OECD® Asab 189.1 1954 196.2 7.1 38
United States Asab 68.2 735 7.7 9.5 139
World 791.7 870.9 914.4 122.8 155
Asia-5 as % of World 8.6 8.4 85 -0.1
Japan Asab 57.6 55.2 443 -13.4 -23.2
World 349.3 339.0 280.6 —68.6 -19.6
Asia-5 as % of World 16.5 16.3 15.8 -0.7
European Union® Asab 48.7 49.3 54.5 5.8 119
World 727.6 751.4 784.2 56.6 7.8
Asia-5 as % of World 6.7 6.6 6.9 0.3

a) Asia5 refersto Indonesia, Korea, Malaysia, the Philippines and Thailand. Figures refer to trade in merchandise goods only. For Italy and Ireland, data for December
1998 are unavailable and so are assumed to be equal to November 1998.
b) OECD excluding Austria, Greece, Korea, Mexico and Turkey.
European Union excluding Austria and Greece. Intra-trade is excluded.

<
Source: OECD, Monthly Statistics of Foreign Trade.

balances has come about almost entirely from a massive reduction in the dollar value
of imports, mostly occurring in 1998Indeed, the decline in Asia-5 imports directly
accounts for a fall in world trade growth of 1% percentage points in 1998. Although
the evidence is patchy, available official data and other estimates suggest that there
has been strong growth in export volumes from the Asia-5, despite supply constraints

3. Of the estimated $ 120 billion increase in the trade balance of the Asia-5 between 1996 and 1998,
$ 110 billion is accounted for by a fall in the value of imports.
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Large percentage falls

in OECD exports to Asia-5,
have been particularly
severe for Japan

Imports coming from
the Asia-5 have remained
a stable share of total imports
for the main OECD regions

Rapid import volume growth
underlies the deterioration
in the US trade balance...

... reflecting the strength

arising from difficulties in obtaining export credits or imported inputs for certain
export categorie$ However, there have also been substantial declines in dollar
export prices to the extent that there has been little positive effect on overall Asia-5
export values in dollar terms.

Reflecting import contraction in Asia-5, there have been large falls in the value
of OECD exports to the region between 1996 and 1998: the dollar value of exports
from Japan and the European Union fell by about 43 per cent and from the United
States by 24 per cent (Table VI).iniddle panél. For Japan, this represents a reduc-
tion in total exports of nearly 8 per cent reflecting the importance of the Asia-5 as an
export market, compared with only 3 per cent and 2% per cent for the European
Union and the United States, respectively. The quarterly pattern of exports to the
Asia-5 from all the main OECD regions would suggest that a trough was reached in
the third quarter of 1998.

Changes in imports by the main OECD regions from the Asia-5 were less signif-
icant, with a fall in the value of imports by Japan roughly equal to the combined
increase by the United States and European Union. These changes mainly reflect
movements in aggregate imports. Thus, imports coming from the Asia-5 remained
relatively stable as a share of total imports for both the United States and European
Union, and to a lesser extent Japan (Table ViIbver panel.

A limitation of the preceding analysis of bilateral trade balances is that it does
not account for the multilateral nature of the adjustments taking place (for example,
potential exports to the Asia-5 may have been diverted to other markets), nor is the
effect on trade volumes and prices clearly distinguished. The following assessment
provides a broader macroeconomic — and multilateral — perspective on recent
changes in current account balances in the three major OECD regions, including the
impact of turmoil in South East Asia.

The widening of the US current account deficit between 1996 and 1998
occurred mainly because of rapid growth in import volumes and despite strong export
performance and terms-of-trade gains (Table VIl Bhis rapid import growth
reflects both strong growth in total final expenditures, as well as a relatively high
import elasticity with respect to demahdLow relative import prices, reflecting the
strong dollar, may also have contributed to a rise in import penetration.

The much stronger effect of market growth on import than on export volumes is

of demand and an extreme indicative of the relative strength of US demand and that the US cycle is not at all

relative cyclical position...

synchronised with those of its major trading partners. Calculating the difference
between the change in exports which can be attributed to export market growth and
the change in imports attributed to the growth in total final expenditures (see
Table VII.2), suggests that the “net demand component” of the deterioration in the
trade balance between 1996 and 1998 is equivalent to more than 1 per cent &f GDP.

4. Official estimates suggest that export volumes in Korea and Thailand rose 17 per cent and 8 per
centin 1998, respectively. IMF estimates suggest that export volumes in Indonesia increased 18 per
centin 1998.

5. The estimated elasticity of imports with respect to total final expenditure from the OECD INTER-
LINK model (used in the analysis presented in Table Vllig)significantly higher for the United
States (at about 2v4) than that for an average of European Union countries and Japan (about 1% to 1%4).

6. The calculated “net demand” component, combines both differences in potential growth rates and dif-
ferences in cyclical positions, as measured by short-term deviations from potential. As indicated in the
later section of this chapter, both components are important in explaining current and prospective
developments in the imbalances.
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Table VII.2. Trade based decomposition of changes
in currrent account balances, 1996-98

$ billion
United States Japan European Union?
Change in current account balance -98.5 54.9 5.7
Change in trade balance -56.6 385 -12.9
of which:

Export volumes 120.8 39.3 144.2
Export market growth® 98.8 46.6 145.3
Other factors® 220 -7.3 -1.2

Import volumes 256.3 -9.2 173.6
Total fina expenditure growth? 2185 -12.4 110.2
Other factorse 37.8 32 63.4

Net demand component’ -119.7 59.0 35.1
Terms of trade effect 29.1 6.1 9.1
Residual 9 49.7 -16.1 74

Balance on non-factor services -39 13.0 16
Balance on investment income -36.7 31 16.5
Balance on transfers -1.3 0.2 0.5
Memorandum items (percentage changes): "

Export volume 18.0 10.5 15.6
Export market 14.7 125 15.7
Import volume 279 -3.7 224
Total final expenditure 10.8 2.2 7.9
Terms of trade 35 24 13
Effective exchange rate 18.7 -1.3 .
Real exchange rate (CPl-based)' 14.2 -5.0 0.9

a) For the European Union intra-EU trade is excluded.

b) On the assumption that export volumes grow at the same rate as export markets.

c) Growth in export volumes not explained by growth in export markets.

d) On the assumption that import volumes grow at the rate of total final expenditure multiplied by the respective
INTERLINK demand elasticity.

€) Growth in import volumes not explained by growth in total final expenditure.

f) The net demand component is calculated as the difference between the change in exports that can be attributed to
growth in exports markets and the change in imports which can be explained by growth in total final expenditure. It
therefore combines changes attributable to potential and cyclical demand factors.

g) Residual includes customs/balance-of -payments adjustments effects and effects arising from initial imbalances and
from cross-product terms in the analysis.

h) Cumulative growth over the period 1996-98.

i) See Durand M., C. Madaschi and F. Terribile ‘‘Trends in OECD Countries' International Competitiveness: the
influence of emerging-market economies’, OECD Economics Department Working Paper No. 195 for a description
of the measures of competitiveness.

For the United States an inverse relationship is clearly discernible over the 1990s
between the balance of trade in goods and services and the relative output gap,
defined as the difference between the US output gap and a trade-weighted average of
the output gaps in competitor countrié/gure VI11.2)7 The United States moved

from a near-zero relative (and domestic) output gap in 1996 to a situation where the
relative output gap, at plus 3% percentage points, is at its most extreme in two dec-
ades. The main factors behind this change were an increase in US output above
potential and the downturn in Asia-5 and Japan.

7. For these purposes the output gaps for OECD countries are taken to be those described elsewhere in
this publication (and detailed in the Annex tables). For those (mainly non-OECD) countries/regions
for which an output gap is not published, a measure is constructed as the difference between actual and
projected GDP and its trend, based on a Hodrick-Prescott filter estimate.
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Figure VII.2. Relative output gaps
and trade balances on goods and services
in the main OECD regions, 1990-98
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1. The relative output gap is calculated as the difference between output gap and a trade-weighted measure of competitors’
output gaps (see main text for details of calculation).

... a deterioration in net A further factor contributing to the widening US current account deficit is the

investment income... balance on investment income, which has deteriorated from a surplus of about % per
cent of GDP in 1990 to a deficit of ¥4 per cent of GDP in 1998 and is expected to
worsen further in 1999. This trend is mainly the consequence of a steadily deteriorat-
ing net external indebtedness position; reaching about 16 per cent of GDP in 1997.
The United States became a net debtor in the late 1980s but, because of the higher
rate of return earned on its assets relative to its liabilities, ran a surplus on investment
income until as recently as 1997.
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Overall, the deteriorating US current account balance reflects a growing differand overall, a growing
ence between private sector saving and investment that has been apparent fromlhé&nce in private sector
early 1990< Thus, private sector fixed capital investment, driven by businessving and investment
investment, has been rising as a proportion of GDP since the early 1990s, and the
household saving rate has fallen further from an already low level in the early 1990s.

A number of factors might explain the decline in household savings, including the
strong performance of the US equity market, the effect of low unemployment on con-
sumer confidence and continued low inflatibthe growing private sector imbal-
ance has outweighed the trend improvement in the savings of general government,
which has shifted from a position of dissavings in the early 1990s to positive gross
saving of nearly 4% per cent of GDP in 1998.

The rise in Japan’s current account surplus between 1996 and 1998, occuinedise in Japan’s current
despite the severe impact of Asia-5 on export market growth as well as lossesaount surplus, has followed
export market share. It was mainly due to the absolute decline in import volumes éeabsolute decline
Table VII.2), which is mostly explained by the fall in total final expenditure growtim import volumes...
associated with the sharply weakening cyclical position of the Japanese economy.

Japan experienced a slight loss of export market share which cannot be easily
attributed to price competitiveness, even allowing for the currency devaluations in
the Asia-5 countries — because of the reversal of the previous strength of the yen
against other OECD currencies most aggregate measures suggest that competitive-
ness has been improving in recent years. Aggregate measures may, however, under-
state the effect of large swings in the exchange rates of the Asia-5 on Japan’s
competitiveness, particularly given the close overlap in product segments between
the exports of Japan and some Asia-5 countries (especially Korea, Thailand and
Malaysia).

The relative output gap of Japan, estimated to be minus 1% percentage paintsflecting a worsening
in 1998, became more negative between 1996 and 1998, despite the severity af themand and the relative
downturn in many Asian competitors, because output in Japan fell 4 percen@agécal position...
points relative to potential. It is not easy to discern a stable relationship between the
relative output gap and the balance of trade in goods and services during the 1990s
(Figure VII.2), perhaps because it may be partly obscured by large changes in the
exchange rate. The “net demand component” of the change in the trade balance, cal-
culated as the difference between the change in exports attributed to export market
growth and the change in imports attributed to the growth in total final expenditures
(see Table VII.2), explains all of the increase in the surplus since 1996.

Japan’s stock of net external assets has grown steadily from about 10 per cent
of GDP in 1990 to over 25 per cent of GDP in 1997, with a rise in the surplus on

8. Although the saving-investment balance is conceptually identical to the current account there is a sta-
tistical discrepancy. Moreover, in the case of the United States, as shown in Table VII.3, this discrep-
ancy has recently been increasing, making it more difficult to isolate the causes of the change in the
current account.

9. Recent empirical research, including that by the OECD (see Boone, L., C. Giorno and P. Richardson,
“Stock Market Fluctuations and Consumption Behaviour; Some Recent EvidéDEED Economics
Department Working PapeXo. 208) suggests that every 10 per cent increase in the value of stock
market wealth (relative to disposable income) might reduce the personal sector savings rate by ¥z a
percentage point. Given the rise in stock market wealth of about 40 per cent from the beginning
of 1996 to the end of 1998, these findings might explain a large part of recent falls in household sav-
ing. Moreover, (positive) effects of the rise in the valuation of equities on fixed investment, although
more difficult to quantify, might be equally important. One researcher has estimated that the effect on
investment (as a share of GDP) is about similar to that on consumption, see Meredith G., “Effect of
Equity Prices on Aggregate Demand”, unpublished IMF Office memorandum, (1997).
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... and an increasing private

investment income over this period from % to 1% per cent of GDP. However,
since 1996 the investment-income balance has remained relatively flat in dollar terms
and so has not contributed to the widening current account surplus.

Overall, for Japan there has been a trend fall in both gross savings and fixed capi-

sector saving-investment tal formation as a proportion of GDP since the early 1990s. The increase in the current

imbalance

The current account of the
European Union has remained
relatively stable...

... reflecting more stable
demand and cyclical position
and...

account surplus between 1996 and 1998 reflects a widening of the imbalance between
private-sector savings and investment which has only been partially offset by the gen-
eral government sector (Table VI1.3). Thus, between 1996 and 1998, with output fall-
ing substantially below potential, business and housing fixed investment have declined
as a share of GDP. The effect on the current account has been exacerbated by a rise in
household savings. The severity of the current downturn, with falling employment and
incomes unprecedented in recent times, has led to sharp declines in consumer
confidence, which may be a major cause of the rise in household sa%ings.

— Table VII.3. Saving-investment based decomposition of changes ——
in current account balances, 1996-98

Change expressed as a percentage of GDP

United States Japan European Union
Current account balance -1.0 18 0.1
Gross savings 05 -19 0.9
General government 25 -2.6 24
Private sector -2.0 0.6 -16
Gross capital formation 12 -3.7 0.9
General government -0.1 -0.9 -0.1
Private sector 13 2.7 1.0
Statistical discrepancy -0.3 0.0 0.1

Note: Components may not add due to rounding.
Source: OECD Annual National Accounts and OECD estimates.

The current account position of the European Union has remained relatively sta-
ble over recent years, reflecting more stable demand and cyclical position, lesser
exposure to the Asia-5 and the absence of any major changes in the terms of trade or
price competitiveness (Table VII.2). Growth in export volumes (excluding estimates
of intra-EU trade) has been in line with growth in export markets.

Since 1996 the output gap and relative output gap of the European Union have
closed somewhat, in marked contrast to the position in both the United States and
Japan. In 1998 the estimated relative output gap is about minus 1% percentage points,
mainly reflecting that output in the European Union is about 1 percentage point
below potential. As for the United States there has been a clearly discernible inverse

10. Recent econometric evidence suggests that the fall in consumer confidence between the end of 1996
and the end of 1997 may have increased the household savings rate by about % of a percentage point
(see Economic Planing Agency “Economic Survey of Japan 1997-98", July 1998, No. 315,
pp. 45-47). The Bank of Japan’s “Monthly Research Report”, June 1998, pp. 132-4, provides similar
econometric evidence of a link between saving rates and consumer confidence.
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relationship between the relative output gap and the trade balance over much of
the 1990s (Figure VII.2), although there was little reduction in the trade balance
in 1998 despite a significant closing of the relative output gap. Looking at the change
in exports which can be attributed to export market growth and the change in imports
attributed to the growth in total final expenditures (see Table VII.2), suggests that the
“net demand component” of the trade balance has only changed by some ¥ per cent
of GDP since 1996 — much less than for either Japan or the United States.

The stability in the current balance of the European Union in recent years reflectgreater stability in the
a trend improvement in the government saving-investment balance, which has afteghg-investment balance
the increase in the excess of private sector capital formation over private saving
since 1996 (Table VII.3). The former is consistent with the fiscal consolidation
measures which have been undertaken to meet the Maastricht criteria.

Medium-term prospects for current account imbalances

As argued above, relative demand and cyclical positions can explain mucRwofrent account imbalances
the recent increase in current account imbalances. However, over the medium temagpersist over the medium
output gaps are closed, current account imbalances may persist because of markethecause of differences
differences in potential output growth across regions, even if they are eventuiallyotential growth
resolved over a longer time horizon. The OECD current estimates of potential output,
incorporated in the short-term projections and the medium-term reference scenario,
suggest an average annual rate of growth of 2% per cent for the United States which
is significantly higher than that for Japan at 1 per cent per annum or the European
Union countries at 2% per cent per annum.

Divergent demographic trends are an important factor underlying these differportant regional differences
ences. Working age population in the United States is (abstracting from immigraiopotential growth rates over
flows) likely to increase on average by over 1 per cent per annum over the nexttfieemedium term reflect
years, compared to a rise of less than ¥ per cent per annum in Europe and a fdll/efgent
over ¥ per cent per annum in Japan. This implies that over the next five years ala@stographic trends
two-thirds of the difference in the potential growth rates of Japan and the United
States might be explained by divergent demographic trends.

These differences in potential output growth are one of the main factors explgifithout changes in real
ing why the current account imbalances between regions experienced in the madtange rates or trade
recent period might — in the absence of major changes in real exchange rates ampieness further adjustment
degree of openness of the economies — persist over the medium term even if therayr-be slight...
rent differences in cyclical positions disappear. Thus, in the OECD’s most recent
medium-term projections (as described in the appendix to Chapter | “General Assess-
ment of the Macroeconomic Situation”), the US current account deficit is expected to
remain at or around 3% per cent of GDP over the next five years, while the current
account surpluses for Japan and the European Union are projected to remain at or
around 3%z and 1%z per cent of GDP, respectively.

These external imbalances could be even larger if, as suggested by some analystsd imbalances could be
the growth of US potential has increased more strongly over the recent period thanlendjer if US growth potential
cated by OECD estimates. As an illustration of the quantitative importance of the lirdee higher...
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... although supply-side

improvements could also
enhance US trade
performance...

... and exchange-rate

between differentials in potential output growth rates and the size of the current account
imbalances, a simulation has been carried out using the INTERLINK model. This is
based on the alternative assumption that the US economy converges over the next five
years towards an average growth rate of potential of 3% periaeft, percentage point
higher than in the current reference scenario. The combination of assumptions which
might plausibly support such an alternative comprise: a lower trend unemployment rate
(at 4% per cent), a higher rate of trend factor productivity growth (an additional ¥4 per
cent per annum) and higher capital investment — all of which might, for example, be asso-
ciated with the wider impact of innovations in the computer and telecommunications sec-
tors on US supply performance. On this basis, the projected level of GDP for the United
States would be about 2¥ per cent higher than baseline after five years. Assuming
unchanged trade elasticities and real exchange rates, this would, over the same period
raise US imports by about 6 per cent and GDP in the rest of the OECD that is by about
Y. per cent. As a result, the US current account deficit would be a further %2 per cent of
GDP larger than in the reference scenario (at around 4 per cent of GDP) by 2004. The
current balance surpluses for Japan and the European Union would then be %2 and ¥4 per
cent larger (at 4 and 1% per cent of GDP).

Such estimates may exaggerate the impact of divergences in potential output growth
on the size of current-account imbalances because they focus on the implications for trade
from a demand perspective, assuming that estimated trade elasticities are unchanged. If
supply-side improvements, reflected in higher total factor productivity, underlie an
increase in potential growth, then there might also be favourable effects on the (non-price)
competitiveness of traded goods, leading to an enhanced trade perfoffriamedation
to the previous illustrative simulation of higher US potential growth, an accompanying
decline in the US income elasticity for imports from 2.0 to 1.5 would be sufficient to limit
the decline in the current-account balance to %, rather than ¥, per cent of GDP.

The medium-term projections may also overstate the extent of current account

movements may also mitigateimbalances because the real exchange rate is held fixed as a technical assumption, even

further growth in regional
imbalances

though current exchange rates may in part reflect cyclical differences and would also be
likely to shift if current account imbalances were perceived by financial markets to be
unsustainable. Macroeconometric model simulations generally suggest that exchange rate
movements might play a role in mitigating such imbalances, although typically very large
exchange rate changes would be required to eliminate them completely. INTERLINK
model simulations suggest that exchange rate depreciation (appreciation) does lead to an
increase (decrease) in the current account balance, although the extent depends on the
country/region concerned according to the size of estimated price elasticities as well as
initial conditions. Thus, for the United States (which is estimated to have a relatively low
export price elasticity) a 10 per cent depreciation leads to an increase in the current
account equivalent to about ¥ per cent of GDP after 3 years, but for Japan (which has a
much higher export price elasticity) the increase is nearly % per cent of GDP, with the
response from the Euro area between these extrémes.

11. The US economist Paul Krugman has noted an empirical relationship between income elasticities of
trade and growth rates which he has called a “45-degree rule”, under which fast-growing countries
appear to face high income elasticities of demand for their exports, while having low income elastici-
ties of import demand. He suggests a supply-side explanation in terms of increasing product returns
and product differentiation. See Krugman, P., “Differences in income elasticities and trends in real
exchange ratesEuropean Economic RevieMo. 33, pp. 1031-54, 1989.

12. These estimates are based on model simulations where real interest rates and real government expendi-
tures are assumed unchanged and domestic demand is endogenous. The corresponding current account
effects would be significantly greater on the alternative assumption of unchanged GDPs, at around % per
cent of GDP for the United States and 1 per cent of GDP for both Japan and the Euro area.
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Introduction and summary

Widening imbalances in current account positions across some of the m@jarent account imbalances
OECD economic areadhave raised concerns about related increases in protkave raised concerns
tionist sentiments. So far trade disputes have been confined to a few, highly visibleut related increases
areas covering a very small fraction of global commerce, but concerns have he@notectionist sentiments
expressed that tensions in trade relationships could spread to other sectors if exter-
nal imbalances persist. According to the OECD’s Medium-Term Reference
Scenario (see Appendix to Chapter I) present current account imbalances are
unlikely to narrow much, at current real exchange rate levels, even if differences in
cyclical conditions are eliminated. This implies a risk that protectionist sentiments
may strengthen over the coming years.

If protectionist measures are implemented, prospects for sustained groWw#de policies do not have
would be damaged and the adjustment process taking place in emerging maak&tgificant impact on current
adversely affected. Moreover, the effects on current account adjustments woulaicoeunt adjustment, but can
small, as ultimately restoring more balanced positions depends on securing chamgest on growth prospects
in saving and investment behaviduProtectionist policies cannot directly influence
these at an aggregate level and tend over time to result in lower levels of both imports
and exports, leaving the trade balance broadly unchanged.

Nonetheless, it is still sometimes argued that protectionism and lack of market
openness are contributing to current account imbalances. This chapter reviews
whether barriers to international trade and investment have risen and assesses trends
in market openness indicators. The main findings are:

— Tariff levels on industrial goods have fallen considerably up until the late 1980s
in most OECD countries and since then have been broadly constant.

— Up to 1996, the frequency of use of non-tariff barriers to trade also declined,
but their importance may have escalated recently following the financial
turmoil in emerging market economies.

— Anti-dumping cases have typically been initiated by OECD countries, espe-
cially the United States, the European Union, Canada and Australia. But there
has been a marked increase recently in resort to them by non-OECD countries.

— The countries most affected by anti-dumping actions are mainly China, the
United States, Korea and Japan. The five Asian countries mainly affected by

1. Inthe United States the current account deficit increased from 1.8 per cent to an estimated 2.7 per cent
of GDP (the change being worth $ 99 billion) between 1996 and 1998, whereas the surplus for Japan
widened from 1.4 per cent to an estimated 3.2 per cent of GDP (the change being worth $ 55 billion).
In contrast, the current account surplus of the European Union has remained relatively stable at around
1 per cent of GDP. Movements in the balance on goods and services account for most of the change in
the current account positions.

2. See the previous chapter for an analysis of the causes behind the recent widening of current account
imbalances.
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Border protection has fallen in
all major OECD areas

The dispersion of tariffs has
risen due largely to the
tariffication of quantitative
controls on imports of
agricultural products

turmoil in financial markets since mid-1997 have not been disproportionately
hit by the rise in anti-dumping actions by OECD countries.

— Over alonger time period, recourse to anti-dumping actions appears, to some
extent, to be related to cyclical economic conditions, tending to increase
during periods of high spare capacity and falling when capacity is tight.
There is also evidence of this pattern in prices: filing of anti-dumping investi-
gations follows drops in the world price of the affected product.

— Aggregate measures of trade openness over the past 30 years show that it has
increased, but changes have been uneven across sectors and countries, with
Japan still displaying a lower degree of openness than either the United States
or the European Union (EU).

— Restrictions on direct foreign investment have declined in the manufacturing
sector over the past decade and inflows have increased, except in Japan. A
number of barriers remain in the service sector in most countries. Scattered
evidence suggests that barriers to competition seem to restrict market access
more in Japan than elsewhere.

Is protectionism creeping back

A large number of commercial policy instruments exist to directly restrict
foreign trade flows. Such instruments include import tariffs and quotas, foreign trade
licensing and export taxes. Recourse to these border measures has fallen considerably
in most OECD economies. By the end of the 1980s, average tariff rates on industrial
goods had dropped by almost a factor of three since the 1960s to below 5 per cent in
Japan, to around that level in the United States and slightly above that in the Euro-
pean Union (Table VIII.1). For some products, however, notably textiles and apparel,
tariffs still remain high and in others, such as food, beverages and tobacco, the “tarif-
fication” (see below) of certain quantitative border measures in the mid-1990s has
meant a rise in the production-weighted tariff rate, especially in the United States,
Canada, Norway, and Mexico.

Tariffs, from an economic welfare perspective, are generally preferred to other
trade inhibiting commercial policies due to their transparency and readily quantifi-
able efficiency costs. In broad terms, the distortionary impact of a tariff depends on
the price elasticity of demand of the product on which the tariff is levied and rises
disproportionately with the level of the tariff. A low average tariff rate could thus dis-
guise significant efficiency losses if the dispersion of tariff rates were high. Widely
used dispersion measures, such as the standard deviation, and trade policy specific
measures such as the number of tariff “spiRdwive risen or remained constant over
the past decade in those OECD countries for which data are available (Table VIII.1).
In part, this reflects the gradual replacement and ultimately the abolition of virtually
all quantitative restrictions on imports of agricultural products, with their estimated
tariff equivalent as agreed in the context of the Uruguay Round Agreement on

3. Domestic tariff “spikes” are defined as those tariff rates that exceed a certain threshold value usually
taken to be three times the overall simple bound rate, or above 15 per cent.
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Table VIII.1. Production-weighted average tariff rates?

Per cent
Agriculture, Mining and Manufacturin Food, beverages Total, all Domestic tariff Standard
forestry, fishing quarrying 9 and tobacco products spikese® deviation

(sicyr ® 2 (©)] (31)
United States

1989 3.8 0.2 4.7 7.6 4.4 4.5 7.7

1993 4.1 0.2 5.0 8.2 4.7 4.0 8.6

1996 7.9 0.2 5.4 15.9 5.2 3.8 14.2
European Union

1988 6.4 0.5 8.4 27.4 8.2 2.2 6.1

1993 6.1 0.3 8.6 27.1 8.4 2.3 6.1

1996 10.7 0.6 7.7 325 7.7 4.8 20.7
Japan

1988 51 0.5 4.1 15.6 4.2 5.3 8.9

1993 51 0.3 35 175 3.6 57 12.7

1996 5.0 0.3 33 18.9 34 6.8 11.8
Canada

1988 4.1 34 10.0 16.8 8.7 0.5 8.8

1993 4.0 34 9.7 15.6 8.4 0.3 8.4

1996 55 19 14.4 57.4 12.1 14 27.5
Norway

1988 19 6.6 4.8 79 53 12.2 6.9

1993 1.5 3.8 4.9 8.1 4.0 12.3 6.9

1996 60.3 3.0 334 135.1 22.3 7.6 91.1
Switzerland

1988 29 0.7 5.0 234 4.8 6.4 13.0

1993 2.7 0.5 4.6 18.7 4.5 6.3 11.6

1996 2.6 0.8 3.2 11.7 3.2 49 74
Australia

1988 1.7 2.2 12.8 6.2 11.2 3.1 14.3

1993 0.7 0.7 77 3.2 6.6 7.9 12.1

1996 0.5 0.5 4.8 3.3 4.2 10.8 9.1
New Zealand

1988 29 2.2 13.7 8.9 10.6 2.4 15.7

1993 18 15 7.3 5.6 5.7 6.2 10.4

1996 1.7 12 6.4 5.2 51 8.3 155
Mexico

1988 10.6 34 11.8 14.0 11.0 0.0 7.0

1993 12.2 12.2 13.5 15.2 12.9 0.0 5.2

1996 14.7 14.7 19.9 43.6 18.0 0.7 13.7

a) Calculations are based on each country’s own value-added.

b) International Standard of Industrial Classification.

c) Domestic tariff ‘‘spikes’ are defined as those tariff rates exceeding three times the overall simple average most favoured nation rate.
Source: OECD (1997c).

Agriculture (URAA)# This process, known as “tariffication” was one of the major
commitments accomplished at the last round of global trade talks —the Uruguay
round. Thus, the rise in tariff dispersion measures and the corresponding small
increase in the average tariff level between 1993 and 1996 is unlikely to have been
associated with an overall increase in distortionary costs.

4. See OECD (1995) for an assessment of the impact of the Uruguay Round Agreement on Agriculture
in OECD countries.
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Protection remains very high in

Figure VIII.1. Protection in the agriculture sector
Producer support estimates
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1. Data for 1998 are provisional estimates.
Source: OECD, PSE/CSE Database.

While much progress has been achieved in lowering protection on industrial

the agricultural sector in most goods, barriers to trade in agriculture remain pervasive in most OECD countries.

OECD countries

Non-tariff barriers to trade may

Protection in the agricultural sector, as measured by producer support estimates
(PSEs), has remained broadly constant at a very high level in Japan at around
60 per cent and at about 40 per cent in the European Union and 20 per cent in the
United States over the past decade (Figure VIII.1). In Canada over the same period,
PSEs have fallen by some 10 percentage points to around 15 per cent, but still
remain above the levels in those OECD countries with low assistance to agricul-
ture, such as Australia and New Zealand. Up until the Uruguay Round, agriculture
had been largely excluded from the agenda of multilateral trade talks. Some
progress began to be made with the URAA and its disciplines on market access,
export subsidies and domestic supgdrurthermore, it was agreed to resume mul-
tilateral trade negotiations on agricultural products towards the end of 1999 as part
of the Uruguay Round’s “built-in” Agenda (see Box VIII.1). Efficiency gains from
the dismantling of market access barriers in the agriculture sector are likely to be
substantial. For example, empirical work by the OECD (Goleliral, 1993) sug-
gests that full multilateral trade reform in agriculture could yield over $ 450 billion
per year in net welfare gains.

While the level of tariffs and certain quantitative import controls have declined

be gaining greater importance and are programmed to fall further, there are concerns that non-tariff barriers to trade in
as a means of impeding accessgeneral (NTBs) may be gaining greater importance as a means of protecting domestic
to markets producers of goods and services and impeding access to international markets. A basic

problem in analysing NTBs is the lack of a clear definition of what they are: NTBs con-
sist of all barriers to trade that are not tariffs. Examples of these NTBs thus include
countervailin§ and anti-dumping duties, “voluntary” export restraiftsubsidies

5. For further details, see Josling (1998).

6. Countervailing duties (CVD) are intended to counteract foreign government subsidies for exports or
domestic duties.

7. \oluntary Export Restraints (VERSs) and orderly marketing arrangements are banned under Article 11
of the WTO Agreement on Safeguards, but some prominent examples have yet to expire, such as
the 1991 EU “consensus” on imported Japanese cars, which is expected to be abolished by
December 1999.
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Box VIIl.1. A millennium trade round? }

The next World Trade Organisation (WTO) Ministerial agreement to launch a new round of multilaterjal
Conference, to be held in late 1999 will consider whether to trade negotiations.

launch a new round of multilateral trade negotiations  ap agenda for a new round of negotiations has yet to| be

— called by some “the Millennium Round”. Most OECD  gqgreed, but many suggestions have been put forward. These
countries broadly support a new round of trade negotiationsjncjyde additional cuts in industrial tariffs and a host pf
to further relax impediments to movements of goods and ser-yra¢e facilitation issues covering agriculture, electronic
vices across countries and as a stimulus to global economicqgmmerce competition, investment and government gro-

activity. Some developing countries, however, are more hesi-c,rement policies. It remains an open question whether|the
tant and others are even critical of the idea of a new round. «pjijt-in” agenda would follow its own course or whether t

They claim that most suggested agenda topics for negotiayoy|d be merged into the new round’s agenda. The lgast
tion would disproportionately benefit the developed OECD geyeloped countries are also expected to link negotiations
countries. Other countries are concerned that a new round isy;ith assistance for other initiatives such as “capacity-build-
premature, given the current accession process to the WTQpg \yhile some OECD countries would like to establigh
of some 30 countries, including China and Russia, and jinks petween trade and labour standards and with envifon-

would divert attention from the gradual implementation of ant standards. These proposals are strongly resisted by
commitments agreed during the last Round. These includeyeye|oping countries who fear that such links would ulti-
the expected elimination by 2005 of quotas on imports of mately be used as disguised protectionism and would effec-
textiles and clothing, the implementation of guidelines in the tively deny their comparative advantages. While
areas of trade-relat_ed investment measures (TRIMS), trade'negotiations are still proceeding on the timing and agenda
related aspects of intellectual property rights (TRIPs) and of 5 new round, wide support already exists for a negotia-
agriculture. Furthermore, under the Uruguay Round a rangeyjon process that favours a short round; some have gug-
of selective negotiations, in the areas of trade in agrlculture,gested a three-year period. Suggestions have also been
trade in services and aspects of intellectual property weremade to conclude, when possible, negotiations in spedific

scheduled — the so-called “built-in” Agenda — regardless greas before the set deadline for the whole round — the ¢on-
of whether the WTO Ministerial Conference results in an cept of an “early harvest”.

which sustain in operation loss making enterprises, technical barriers to’teaude,
obstacles to the establishment and provision of services. Moreover, the term is often
used to include certain domestic measures, such as restraints on distribution and non-
competitive practices that can also distort trade in the same way as border measures do.

Some of these instruments — in particular, technical regulations, minimAmising proportion of trade
standards and certification systems regarding health and consumer safety dispaites concern technical
not, ipso factq constitute barriers to trade, as they are generally employedotoriers to trade
meet legitimate policy goals. However, there is a perception that, in some cir-
cumstances, these sorts of policy instruments are being mis@useising pro-
portion of trade disputes concern technical barriers to trade (TBTs) in the human
health and safety area. Two recent examples which have received considerable
attention concern bans on imports into Europe of hormone-fed beef and geneti-
cally modified organisms on the basis of possible health risks. Exporters of these

8. Technical regulations, minimum standards and certification systems, which are used by all OECD
governments for health, safety and environmental protection and to enhance the availability of infor-
mation about products, may result in the erection of technical barriers to trade (TBTs). TBTs are
mainly caused by the differential application of technical regulations, standards and certification sys-
tems between domestic and foreign suppliers, although the fact that such regulations, standards and
certification systems differ across countries may in itself be a barrier to trade. In practice it is difficult
to evaluate the extent to which standards are applied or enforced differentially. See Hoekman and
Kostecki (1995) for a detailed discussion of TBTSs.

9. To the extent that they are abused, they are contrary to the World Trade Organisation’s (WTO) most-
favoured nation principle. As it is difficult to distinguish between the use of trade policy instruments,
such as anti-dumping and countervailing duty actions which are legitimate and those which are not,
recourse to these instruments are treated as NTBs for the purposes of this study.

OECD



212 - OECD Economic Outlook

products argue that there is no conclusive scientific evidence to suggest a health
risk and feel either that stated policy objectives dissemble protectionist measures
or that the original (legitimate) objectives have been distorted for protection pur-
poses. Trade disputes of this complex kind, which also involve issues such as
environment standards and animal rights, are likely to rise, given the recent sharp
increase in the number of notifications to the World Trade Organisation (WTO)
of TBTs, especially for the protection of human health and safety (Figure VIII.2).
Itis thus important that newly created dispute settlement procedures are promptly
adhered to by all parties and the judgements which are handed down respected.

Figure VIII.2. Number of natifications of technical barriers to trade!
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1. For certain years, several notifications indicated more than one objective. As a result, the total number of objectivesmespand to the total number of notifications
received.
Source: WTO Secretariat.

NTBs are less transparent than Trends in the use of NTBs are difficult to monitor because these instruments
tariffs and their efficiency of trade policy are generally less transparent than tatiffdost indicators focus
costs are harder to estimate on the incidence or frequency of use of NTBs (Table VIII.2) and do not capture

the restrictiveness of such measures. As a consequence, it is difficult to measure
the distortionary impact of NTBs, as this requires information which is intrinsi-
cally hard to measure and presupposes an ability to correctly identify the purpose
of the NTB measure as a genuine obstacle to trade. To complicate matters further,
the mere threat of certain NTBs, for instance an anti-dumping investigation, even
if it never materialises, can be sufficient to change behaviour and thereby
generate welfare losses (see Messerlin, 1991).

10. For a discussion of these issues, see Deardorff and Stern (1997).
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Table VI1I1.2. Pervasiveness of non-tariff barriers ——

Per cent
Frequency ratio? Import coverage ratio®

1988 1993 1996 1988 1993 1996
United States 255 22.9 16.8 16.7 17.0 7.7
European Union 26.6 23.7 191 132 111 6.7
Japan 131 12.2 10.7 8.6 8.1 74
Canada 111 11.0 104 5.7 45 4.0
Norway 26.6 237 4.3 13.8 111 3.0
Switzerland 12.9 135 7.6 13.2 13.2 9.8
Austraia 34 0.7 0.7 8.9 04 0.6
New Zesland 141 0.4 0.8 115 0.2 0.2
Mexico 20 20 14.6 18.6 174 6.9

a) Thefrequency ratio isthe proportion of national tariff lines that are affected by a particular non-tariff barrier (NTB).
or by a specified group of NTBs, irrespective of whether the products affected are actually imported.

b) Theimport coverage ratio is the share of a country’s own imports that is subject to a particular NTB or any one of a
specified group of NTBs.

Source: OECD (1997c).

Indeed, one trade policy instrument which has received much attentionAmgi-dumping actions have
anti-dumping actions, since their use as disguised protection is féafauti- proliferated during the past few
dumping initiations have proliferated during the past few years to levels reackedrs to levels reached at the
at the beginning of the decade and are used by a growing number of countriesedinning of the decade and
the late 1980s fewer than 10 countries (treating the EU as a bloc) — which wareeused by a growing number
all OECD members — launched anti-dumping procedures. Now marfecountries
than 20 countries, most of which are non-OECD members, regularly use them.

Nonetheless, the majority of cases are still filed by the United States, the Euro-
pean Union, Australia and Canada (Table VI11.3); indeed these countries account
for over three-quarters of the anti-dumping measures currently in force.
Anti-dumping cases filed by OECD countries are concentrated among a small
number of products including base metals (primarily steel), chemicals,
machinery and electrical equipment and plastics.

Investigations span a much wider spectrum of countries. Over the past decade
some 100 countries have been concerned by such measures, of which OECD coun-
tries account for roughly 40 per cent of the total. The most affected countries
include China, the United States, Korea and Japan. The five Asian cougtries
struck by the turmoil in financial markets over the past 18 months and where cur-
rent account adjustments have been most marked have not, however, been
disproportionately hit by the rise in anti-dumping actions by OECD countries.

11. Anti-dumping and countervailing duties are permitted under the trade remedy laws of the WTO pro-
vided “material” injury from dumping can be established. Their purpose is twoiptd: help local
producers adjust to intensified competition from foreign tradeignd remove “unfair” competition
by foreign producers. About one quarter of actions brought to the WTO result in the imposition of
duties or price undertakings. Initiations of anti-dumping procedures, or intentions to start them, have
frequently led to other arrangements outside the WTO, with foreign governments or firms, on “grey”
area measures such as voluntary export restraints, exporter's consent to respect price minima, which
replace final WTO determinations like definitive anti-dumping duties or price undertakings. Care,
therefore, should be used in interpreting trends, levels and the composition of anti-dumping statistics.

12. These countries are Indonesia, Korea, Malaysia, the Philippines and Thailand.
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In the major OECD areas anti-

Table VIII.3. Use of anti-dumping actions
Actions reported for the year ending 30 June

1993 1996 1997 1998
European Union? 81 70 67 117
United States 178 46 57 60
Canada 83 24 19 25
Australia 106 11 30 65
Other OECD® 88 48 73 47
OECD Total® 536 199 246 314
of which: Against Asia-5¢ 71 38 34 46
Total Non-OECD® 21 145 196 212
of which: Against Asia-5¢ 2 13 24 31

a) Before 1995, Austria, Sweden and Finland were not members of the European Union, but are included in the EU
calculations for 1993 to maintain consistency over time.

b) Of those countries reporting.

c) Asia5 comprises Korea, Indonesia, Thailand, Malaysia and the Philippines.

Source: WTO, Report of the Committee on Anti-dumping Practices, various years.

Over a longer time period, recourse to anti-dumping actions, to some extent,

dumping actions appear to be appears to be related to cyclical economic conditions. The number of anti-dumping

related to cyclical economic investigations initiated by the European Union and the United States has tended to

conditions and movements in increase during periods of high spare capacity — proxied by the output gap — and fall
world prices when capacity is tight (Figure VIII.3). Such a relationship, however, is difficult to

Figure VII1.3. Anti-dumping initiations and economic slack

reconcile with activity developments in the US economy over the past four years or so.
While the output gap for the United States is estimated to have closed in 1996 and
excess demand to have risen above 2 per cent by 1998, the number of anti-dumping ini-
tiations almost doubled over the same period from 16 to 28 actions. This increase, how-
ever, is almost entirely associated with a greater number of actions brought against steel
products, an area where considerable spare capacity in the United States remains. There
is also fragmented evidence of an inverse pattern between world prices — which them-
selves are related to capacity developments — and anti-dumping actions. In the first
quarter of 1999, the World Bank’s steel product price index was 20 per cent below its
year earlier level and reached its lowest point in over 20 years. This drop has coincided
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1. Anti-dumping initiations over 12 months to mid-year.
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with renewed allegations of dumping, and in the United States, where 40 per cent of all

anti-dumping measures are imposed on steel products, legislation for the introduction
of steel quotas has been proposed, and the Administration is discussing “voluntary”
export restraints with Russia and Korea. Prices of other commaodities on which anti-

dumping measures are frequent, such as woodpulp and urea (fertiliser) have also
dropped, and by similar magnitudes over the past year.

In summary, levels of assistance afforded to domestic industries through protec-
tionist trade policies have gradually fallen over the past 40 years. The average level
of tariffs and the incidence of use of NTBs in most OECD countries for which data is
available reached relatively low levels by the mid-1990s. There are concerns, how-
ever that recourse to some trade policy instruments are being mis-used and that these
instances are on the rise. But it is difficult to advance conclusive evidence.

Evidence on external openness to trad

Against the background of a general decline in direct trade restrictions, maikete liberalisation has led to
openness has increased significantly over the past five decades. The volume of aoiildcrease in the share of
merchandise trade is today about sixteen times what it was in 1950 and has almosatie in OECD GDP, although
pled as a share of global GDP. Services trade has also grown at a rapid pace, becontiilgeach major region
one of the fastest growing components of world trade since the mid-1980s. However,
the evolution of openness — calculated as the average share of imports and exports of
goods and services in GDP — has differed visibly across the major OECD economic
areas (Figure VII1.4). Since 1970, trade openness has increased in the European Union
and especially in the United States. In Japan, after rising in the 1970s and early 1980s,
it fell back to its 1970 level in the mid-1980s and has been quite stable sincEthen.

Figure VIII.4. Trade openness
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1. Average share of imports and exports of goods and services as a per cent of nominal GDP.
2. Net of intra-EU trade.

13. In Japan, and to a lesser extent the European Union, movements in this measure of trade openness are
influenced by changes in world commaodity prices. For example, the threefold rise in the price of oil in
the early 1970s and Japan’s high dependency on imported energy was a major factor behind the
increase in trade openness for Japan. The indicator is also influenced by the magnitude of an economy,
with an inverse relationship between the size of the domestic economy and the level of trade openness.

OECD



216 - OECD Economic Outlook

— Table VIII.4. Import penetration rates for manufacturing industries®2 —
Per cent

1970 1975 1980 1985 1990 1995 1996

United States 53 6.7 89 123 145 17.9 18.2
Japan 4.0 4.2 55 54 6.8 7.7 9.1
European Union® 7.2 89 10.3 113 10.7 12.7 12.9
Canada 252 28.1 30.6 35.7 373 49.7 49.4
Australia 16.2 17.9 215 26.4 242 319 314
Iceland . 64.1 53.8 52.7 55.2 56.7 .
Korea . . . . . 27.0 26.3
Mexico . . . . 15.7 39.1 40.2
New Zealand 324 32.0 355 37.8 36.2 39.9 .
Norway 39.8 39.6 38.7 426 434 438 458

a) Import penetration is defined as the ratio of manufacturing imports to apparent consumption of manufactured goods
(domestic production minus exports plusimports). A low penetration rate does not necessarily imply import barriers.
It may reflect greater productivity or price competitiveness on the part of national firms.

b) Net of intra-EU trade. Excludes Austria, Belgium, Ireland and Luxembourg.

Source: OECD, STAN Database.

Other indicators of market The share of trade in output, however, is but one indicator of the extent to which
openness also vary acrossOECD markets have become more open. Other measures, such as the import penetra-
countries, sectors and by the tion rate and the intensity of exposure to foreign competition for manufacturing indus-
technology content of traded tries provide additional information (Tables VIII.4 and VIII.5). They show wide
manufactured goods variations across countries, sectors and by the technology content of traded manufac-
tured goods. Since 1970, the import penetration rate in all three major OECD regions
has doubled, or more than doubled, although in Japan the level is about half the size of
what it is in the other two major regions. Exposure to foreign competition is also lower
in Japan than elsewhere, albeit less strikingly so. Based on disaggregated import pene-
tration rates, the following industries: motor vehicles, computers, office machinery and
communication equipment and semiconductors are more exposed to import competi-
tion than for example, food, beverages and tobacco, non-metallic mineral products and

Table VIII.5. Exposure to foreign competition
for manufacturing industries?
Per cent

1970 1975 1980 1985 1990 1995 1996

United States 10.6 14.2 175 189 24.2 29.2 29.7
Japan 121 15.1 16.7 19.0 18.0 194 21.2
European Union® 15.9 20.2 22.0 24.6 20.9 26.6 27.6
Canada 45.1 4.7 51.4 58.4 59.8 74.9 74.8
Australia 25.9 29.0 34.2 37.2 34.8 45.5 45.1
Iceland . 78.4 774 75.0 7.7 81.0 .
Korea . . . . . 48.0 46.1
Mexico . . . . 24.2 63.3 63.7
New Zealand 53.7 48.3 58.4 59.2 57.3 61.5 .
Norway 58.5 58.9 57.1 61.4 63.4 64.0 66.2

a) The exposure to foreign competition indicator (E) is a synthetic measure which takes into account both the export
orientation of an industry and its import penetration. The indicator is based on the notion that the share of output
exported (export ratio) is fully exposed and that the exposure of the share sold on the domestic market is
proportional to the import penetration rate on that market. It is defined as E = X/Y + (1 - X/Y) * M/D, where Y is
output, M imports, X exports and D domestic demand.

b) Net of intrarEU trade. Excludes Austria, Belgium, Ireland and Luxembourg.

Source: OECD, STAN Database.
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basic metals. Indeed, import penetration appears to have increased most in the high and
medium technology sectors. This may reflect the trend towards increased intra-firm and
intra-industry tradé$ and given Japan'’s low share of intra-industry trade it may at least
partly explain its low import penetration rate.

The role of internal measures on market opennes

While there has been a general trend towards opening markets to internati@realuntry’s overall openness to
trade, it is most likely that future progress in this field will be achieved through otliexde also depends on policies
means than changes in trade policy regimes. The degree of a country’s overall dpahrestrict market entry by
ness also depends on domestic policies that restrict entry into national markets. Bueign firms
policies include competition policies and investment barriers which favour local
national producers or limit the ability of foreign firms to establish local production or
distribution facilities, discriminatory industrial subsidies, tax concessions, govern-
ment procurement practices and restrictions on land ownership or use. In many coun-
tries, policy reforms in certain of these areas could most certainly contribute to
increased market openness.

In nearly all OECD countries restrictions on outward and inward direct inveRestrictions on foreign direct
ment in manufacturing have been substantially reduced over the past decade. Bunvastment have declined
cratic prior authorisation arrangements have mostly been replaced with sinapleinflows have increased
notification procedures required for administrative and statistical purposes. Tth@anufacturing
easier regulatory framework governing foreign direct investment (FDI) in manufacall countries, except Japan
turing has favoured increased FDI flows and contributed to the globalisation of pro-
duction system& As in the case of trade, however, the realised degree of openness
to foreign investment varies significantly across countries. While for manufacturing,
the stock of foreign investment abroad by US and Japanese firms is broadly similar
as a per cent of GDP, at about 3% per cent, and some 8 per cent for companies based
in the European Unioff the stock of inward investment is much lower in Japan than
in the other two regions, at just under %2 per cent. This compares with 3% per cent
and 4 per cent in the United States and the European Union, respectively. This dispar-
ity in FDI inflows is also evidenced in the share of foreign affiliates in Japanese man-
ufacturing production which is between six to ten times lower than in any other major
seven country and has declined since the early 1980s (Table VIII.6).

14. The share of trade by multinational companies in the OECD countries for which data are available, is
about 50 per cent, of which intra-firm trade accounts for about 40 per cent. For an analysis on the role
of multinationals in trade patterns see OECD (1894 his is a factor behind the high share of intra-
industry trade in the OECD total which is around 60 per cent in the EU and the United States. The pro-
portion in Japan is lower at 40 per cent, albeit on a rising trend since imports and exports are more
diversified between investment, intermediate and consumer goods.

15. Increasing FDI by multinational companies has influenced international trade patterns, though in ways
that are not always straightforward. Empirical evidence on the impact of foreign investment on
exports and imports remains largely inconclusive, the effects varying significantly between countries
and the time period under consideration. For more details, see Barrell and Pain (1997), Barry and
Bradley (1997) and Blomstromt al. (1997). In the case of Japan, a MITI study on the impact of Jap-
anese overseas activities in manufacturing on the balance of trade finds a positive, but declining,
impact of foreign affiliates on Japan’s trade surplus.

16. Includes intra-EU area stocks of foreign direct investment. Belgium, Denmark, Greece, Ireland,
Luxembourg, Portugal and Spain are not included due to lack of data.
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— Table VIII.6. Share of foreign affiliates in manufacturing production® —

Per cent
Host country 1981 1988 1995
United States® 7.0 10.6 15.7
Japanb-c d. e 47 24 25
Germany® 16.7 13.1 12.8
France® ¢ 29.4 28.4 31.0
Italy® d.f 16.9 21.3 24.6
United Kingdom 19.3 20.2 30.5
Canada? 27.3 31.2
Finland" 2. 6 33 10.1
Ireland’ 46.1 55.1 65.2
Mexicod . 18.9 .
Netherlandsd " 425 40.7 428
Norway 10.5 10.9 195
Sweden® 8.3 14.9 21.6
Turkey' . 6.3 12.1

a) The criterion used for the collection of data on foreign affiliates is the effective exercise of control over company
decisions. For statistical purposes, this is defined as an equity holding of over 50 per cent in a company.
b) Turnover instead of production
c) Datafor 1980 instead of 1981.
d) Data for 1989 instead of 1988.
e) Datafor 1992 instead of 1995.
f) Data for 1993 instead of 1995.
g) Data for total industry are used instead of manufacturing industry.
h) Turnover instead of production in 1995.
i) Datafor 1983 instead of 1981.
Source: OECD, Activities of Foreign Affiliates and STAN Databases.

In most countries many An increasing proportion of FDI flows now goes to services and about half the
restrictions remain on FDI stock of outward FDI by OECD countries is in services. These investments are
inflows in the service sector mostly concentrated in the finance, insurance and non-financial business sectors.

Many OECD countries have filed reservations on the liberalisation of foreign
investment under the OECD Codes of Liberalisation of Capital Movements. These
are concentrated in the services area, especially in transportation, banking and
financial intermediation, communications and professional and business related
services. The actual importance of these reservations is hard to evaluate, given that
they may cover a wide range of situations which are likely to differ across coun-
tries. Nevertheless, this points to potentially important barriers to market access by
foreign companies, and hence some scope for further liberalisation of foreign
investment regimes.

Based on synthetic indicators Synthetic indicators of barriers to international trade and investment have
of market access, the United been constructed by the OECD in the context of its work on Regulatory Réform.
States and the EU appear more As expected from the analysis presented in the first half of this chapter, Japan dis-
open than Japan plays the largest degree of openness on explicit barriers, but an overall summary

indicator, which also takes into account implicit barriers, such as national
discrimination implied by regulatory and administrative procedures, indicates that,
when implicit barriers are also considered, the United States and most EU countries
are more open than Japéh.

17. A summary indicator has been derived by conducting factor analysis on five first-level indicators:
i) legal and administrative barriers to foreign ownership of busineBséise existence of explicit pro-
visions discriminating against business activity on the basis of nationiditpationality discrimina-
tion implied by regulatory and administrative proceduiesaverage trade tariffs ang the incidence
of NTBs. For more details, see Nicoletti and Scarpetta (forthcoming).
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To some extent, cross-country comparisons of price levels for traded goBdse levels are much lower
may also provide some insight as to whether domestic competition policies limithe United States and much
market access. Countries where prices appear to be consistently lower thagher in Japan
trading partners may be considered as being more open than countries with tieda-the OECD average
tively higher prices. Figure VIII.5 compares price performance in the manufacturing
sector for the major seven countries. This comparison is based on levels of PPPs for
nine industries. The United States and Canada stand out as having particularly low
manufacturing prices, while Japan has particularly high prices in all manufacturing
sub-sectors. Conducting the same comparison on prices of three service industries
most exposed to foreign competition (distribution, transportation and communica-
tion and business services) shows the same hierarchy in price levels.

Figure VIII.5. Comparative price performance in manufacturing
1993 sectoral PPPs, OECD = 100
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-150
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1. Contribution of industries with above or below average OECD prices.

Another indicator of potential barriers to competition is the level of mark-ups
earned by firms in the traded goods sector. Work carried out by the OECD suggests
that mark-up ratios in the manufacturing sector estimated up to the early 1990s were
highest for Japan, Germany, the Netherlands and Finland, and lowest for the United
States and the United Kingdom (see Oliveira Martins and Scarpetta, 1999). Tentative
estimates for selected service industries (wholesale and retail trade and transport and
communication) display wider cross-country variation than for manufacturing and
show that mark-ups are highest in most of the EU countries and lowest in the United
States, Canada and Japan.

18. In Japan, private practices, such as cultural differences in the way business is done may also play a
role, limiting the size of FDI inflows. For further details see Lawrence (1993).
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