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FOREWORD

This edition of the OECD Economic Outlook analyses prospective economic developments in OECD countries
over the next two years, and provides recommendations on the economic policies needed to ensure sustained economic
growth. In addition, this volume examines the impact of the hike in oil prices on the OECD economies and presents
alternative scenarios illustrating the possible macroeconomic effects of oil prices being significantly higher and lower
than assumed in the central projections. It also looks at the main fiscal issues that Member countries are confronted with
in the short and medium term.

The detailed country notes provide an assessment of the economic situation and the outlook for each Member
country and certain non-member economies. The projections on which the policy assessments presented in this edition
are based were finalised on 7 November and published in a preliminary edition on 20 November.

Apart from these issues a number of other themes are dealt with in more depth in four special chapters:

— Links between policy and growth: cross-country evidence. This chapter assesses the role that the accumulation
of physical and human capital, as well as policies and institutions, have played in shaping economic growth in
the OECD countries over the past decades. The analysis suggests that investment in all forms of capital is
important for economic growth, while the move towards stability-oriented macroeconomic policies has had a
positive effect on growth over the past decade. There is also evidence of a strong contribution from research
and development (R& D) activities, especialy if directly performed by enterprises. The chapter also addresses
policy issues more directly related to the current debate on the new economy. In particular, it underscores the
role that appropriate conditions in financial markets and product market regulations have in fostering
innovation and productivity enhancement.

— Revised OECD measures of structural unemployment. This chapter reviews the conceptual background to, and
presents revised estimates for, NAIRU-based measures of structural unemployment for most OECD countries.
The policy-relevance of such measures is also discussed. Estimated NAIRUs fell in many OECD countries in
the second half of the 1990s, although actual unemployment has remained well above the NAIRU for a
majority of countries for much of the 1990s, particularly in Europe. Among the various estimates, the
“short-run” NAIRU is seen as being useful in assessing to which shocks monetary policy should react. This
measure may be strongly influenced by temporary shocks such as from oil and non-oil import prices; however,
if such shocks are expected to dissipate in the near future no policy action may be necessary.

— House prices and economic activity. This chapter reviews the role of house prices in influencing private
consumption and residential investment in OECD countries. Deregulation of the mortgage markets in most
OECD countries since the 1970s has made it easier for households to borrow for current consumption on the
basis of their housing wealth, and the easing of borrowing constraints has often been accompanied by
sizeable withdrawal of housing equity. The analysis presented in the chapter and a review of existing
empirical work for the major OECD countries suggest that house prices have a significant positive impact
on private consumption through wealth effects and/or an easing of liquidity constraints. House prices also
influence the profitability of house building, and in many countries there is a close association between
profitability of house construction and private residential investment. A corollary of these results is that
residential property prices can be useful indicators of demand pressures in the economy.

— Trends in immigration and economic consequences. This chapter reviews the size and nature of immigrant
flows in OECD countries and some of the factors that influence the decision to migrate. It provides a
preliminary assessment of the broad impact of immigration on labour markets and public finances. The
chapter suggests that immigration has had no obvious impact on native unemployment and might even be

© OECD 2000



iv - OECD Economic Outlook 68

beneficial for the economy and for native employment to the extent that it acts as a source of flexibility.
Success with recent efforts to ease skilled labour shortages through net immigration, however, could prove
difficult to achieve in the short term. The chapter also notes that while increased immigration may limit the
adverse impact of ageing populations on living standards and government budgetary positions, it cannot on
its own resolve the problem.

Ignazio Visco

Head of the Economics Department
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Summary of projections?
Seasonally adjusted at annual rates
2000 2001 2002

2000 2001 2002
| I | I | I

Percentage changes from previous period

Real total domestic demand

United States 58 36 34 6.5 4.0 35 33 34 35
Japan 13 24 1.8 34 14 35 1.0 2.0 2.0
Euro area? 2.8 2.6 2.7 32 25 2.7 2.7 2.7 2.7
European Union 29 2.7 2.7 32 2.6 2.7 2.7 2.7 2.6
Total OECD 42 32 3.0 4.9 33 34 29 3.0 31

Real GDP
United States 52 35 33 59 37 35 32 33 34
Japan 1.9 23 2.0 45 15 33 13 22 23
Euro area? 35 31 238 37 33 3.0 3.0 2.8 2.7
European Union 34 3.0 2.7 35 34 2.8 2.8 2.7 2.6
Total OECD 43 33 31 5.0 35 33 29 31 31

Per cent

Inflation®
United States 21 22 23 2.6 21 23 22 23 23
Japan -15 04 -0.2 -18 -0.8 -0.2 04 -0.1 -0.1
Euro area? 12 1.9 2.0 11 1.8 2.0 2.0 21 21
European Union 14 2.0 22 12 18 21 21 22 22
Total OECD less high inflation countries? 13 18 19 14 16 19 18 19 18
Total OECD 2.6 24 23 2.6 2.6 25 23 24 23

Per cent of labour force

Unemployment

United States 40 42 45 40 40 41 43 44 4.6
Japan 47 4.6 4.6 48 47 47 4.6 4.6 4.6
Euro area? 9.0 8.3 7.7 9.2 8.8 8.4 8.1 7.8 7.6
European Union 8.2 7.6 7.2 8.4 8.0 7.7 75 7.3 71
Total OECD 6.2 6.0 5.9 6.3 6.1 6.0 6.0 6.0 5.9
Per cent of GDP

Current account balances
United States —4.3 4.5 —4.3 —4.2 —4.4 4.5 —4.4 —4.4 —4.3
Japan 28 27 3.0 29 27 26 28 3.0 31
Euro area? 0.0 0.1 0.4 0.1 -0.1 0.0 0.2 0.3 0.5
European Union -02 -0.2 0.0 -0.1 -03 -02 -0.2 0.0 0.1
Total OECD -12 -1.3 -12 -11 -13 -13 -13 -12 -11

Per cent

Short-term interest rates®
United States 6.5 7.0 7.0 6.3 6.7 6.9 71 7.1 6.9
Japan 0.2 0.6 0.9 0.1 0.3 0.5 0.8 0.9 0.9
Euro area? 44 54 55 3.9 49 53 55 55 55

Percentage changes from previous period

World trade 133 9.7 8.0 143 12.6 9.0 8.2 8.0 7.7

a) Assumptions underlying the projectionsinclude:
— no change in actual and announced fiscal policies;
— unchanged exchange rates from 30 October 2000; in particular $1 = ¥ 108.80 and 1.189 euro;
— the cut-off date for other information used in the compilation of the projections was 7 November 2000.

b) Greece will enter the euro area on the 1 January 2001. In order to present consistent projections for the euro area and to ensure comparability of the euro area data
over time, Greece has been included in the calcul ation of the euro area throughout.

c) GDP deflator, percentage changes from previous period.

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

e) United States: 3-month eurodollars; Japan: 3 month CDs; euro area: 3-month interbank rates. See box on Policy and other assumptions underlying the projections.

f) Growth rate of the arithmetic average of world import volumes and world export volumes.

Source:  OECD.




EDITORIAL

Global economic growth appears to have peaked during the first half of 2000,
but world economic prospects remain relatively bright, despite higher oil prices and
aweakening in many equity markets. After reaching 4% per cent this year — the fast-
est pace in more than a decade — OECD-wide output growth is projected to slow to
about 3% and 3 per cent in 2001 and 2002, respectively. Against a background of
some modest further tightening in monetary policy in the United States and in the
euro area, core inflation is likely to remain low in most OECD countries. Area-wide
employment should continue to rise while unemployment may remain close to its
present level, at about 6 per cent of the labour force. With a sharper and more wide-
spread rebound in activity outside the OECD area than earlier expected, world output
may rise by some 4% per cent this year, before slowing to a growth rate of 4 per cent
in 2001 and 2002.

This broadly favourable outlook is particularly conditioned on the assumption
that world oil prices ease back slightly from their recent levels — some 60 per cent
higher than the average price in 1999 — and on the absence of turbulence in financial
markets. Despite OPEC production increasing somewhat since the beginning of the
year, the oil market will remain tight over the coming months, with strong demand,
crude production close to capacity and stocks near historically low levels. This low
stock situation, in particular for some refined oil products in certain regions, and the
prospect of continuing political tensions in the Middle East has aso resulted in an
unusualy volatile market. Given these market conditions, arelatively minor disrup-
tion to supply or a spike in demand, for instance in the event of an unusually cold
winter, could lead to higher prices in the short run. The current situation, however is
not a crisis of the same dimension as the oil price shocks in the 1970s, in part since
oil intensity in the OECD area has halved and because production possibilities are
such that demand trends are likely to be satisfied at lower prices, once the short-term
tightnessin oil markets dissipates.

The macroeconomic consequences of recent higher oil prices hinge critically on
the extent to which they become embedded in the wage and price inflation process
through attempts to restore lost real incomes. So far, and in contrast to previous epi-
sodes of oil price hikes, there has been no evidence of such behaviour. Both the
greater importance attached to price stability as a goal of macroeconomic policy and
the impact of increased product market competition on wage bargaining attitudes
may account for this. Nevertheless, the situation may change if oil price increases are
sustained or spike higher, with the possibility of relatively large consequences for
output and inflation.

Against the background of turmoil in oil markets, financial market develop-
ments, so far, do not suggest turbulence or rising distress levels, but remain possible
sources of risk to the outlook. In particular:

— The optimism attached to technology stocks at the beginning of the year has
waned and risk premiain high-yield corporate bond markets have widened. If
these developments were to intensify or generalise to all financia markets,
then there would be adverse consequences on household wealth and on the

The outlook overall remains
broadly favourable...

... provided oil prices do not
risefurther...

... and financial markets
remain relatively calm
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Monetary policy in the
United States will depend on
how rapidly pressure on
capicity eases

The USfiscal position should
remain unchanged

ability for firms to obtain finance. This would impact on confidence and dis-
courage private spending, especially in the United States, triggering a sharper
than projected slowdown in activity.

— Thelower vaue of the euro and of the currenciesin some other OECD countries
over the past year could lead to more inflation than projected in these areas, if for
instance, the earlier exchange rate movements are increasingly considered to be
permanent and result in larger than anticipated lagged price responses.

— Attractive rates of return and buoyant economic conditions in the
United States have ensured that the record high current account deficit could
be financed without difficulty. Ultimately, however, the current account defi-
cit will require adjustment. It may take place smoothly, but a sudden reversal
cannot be excluded. A change in sentiment, for instance, could slacken the
pace of capital flows and lead to turbulence in foreign exchange markets with
inflationary consequences, possibly requiring a monetary policy response.
Thisin turn, would raise the possibility of a more abrupt slowing in the US
economy.

— In a number of non-OECD emerging market countries, growth could be
inhibited by continuing downward trends in equity prices, higher oil prices
and the projected slowdown in the OECD area. Thisrisk would rise, particu-
larly in those economies that have not fully dealt with balance sheet problems
in their corporate sectors, if significantly higher interest rates were required
to ward off inflation in OECD countries.

A slowdown in the US economy is now underway, as private demand reacts to
earlier tightening of monetary policy, recent declines in stock market prices and the
real income effects of higher oil prices. This should help reduce excess demand that
appears to have characterised the economy in recent years and ease the inflationary
risks entailed by the jump in oil prices. The rebalancing process will be further
assisted by the rise in underlying productivity and potential growth rates that has
taken place in the latter part of the 1990s. But actual productivity growth is likely to
come down as the economy slows, thus contributing to a lesser extent to restraining
price increases, while continued tightness in the labour market may push up wage
inflation. The projections assume that a further modest increase in the federal funds
rate in 2001 may be necessary to check inflationary pressures and that this will be
perceived by markets as necessary and therefore will not adversely affect confidence.
With the output gap continuing to decline in 2002 and as the economy moves
towards balance, there should be scope for the Federal Reserve to start reducing
interest rates during the course of that year.

As regards fiscal policy, and on the basis of existing legislation, the structural
budget surplusis officially projected to continue to rise steadily. A new Administra-
tion taking over next year is unlikely to change this position immediately. In any
case, given current economic conditions, a fiscal stimulus would not be desirable.
For 2002 and beyond, however, a new Administration and Congress are likely to
move forward with a policy agenda that appears likely to involve some combination
of tax cuts and spending increases. The scope for such measures is sensitive to pros-
pects for potential output and, in particular, the extent to which recent increases in
trend productivity growth can be sustained. The uncertainties in this regard are sub-
stantial and it would be prudent to base any measures on conservative assumptions,
while taking account of the spending pressures that population ageing will bring.



Therisein oil prices and less supportive monetary conditions have aready con-
tributed to a moderate deceleration in the pace of activity in the euro area during the
course of this year. Nonetheless, output is set to expand at rates above potential over
the coming two years, with unemployment declining to a 20-year low. Underlying
inflation trends have been surprisingly benign in the face of the ail price hike and the
depreciation of the euro, but core inflation is projected to move up somewhat as
spare capacity is exhausted and wage pressures start to emerge. The challenge for
policy isto avoid inflationary bottlenecks and prolong the expansion. So far, there is
no clear evidence that the euro area has succeeded in raising economy-wide produc-
tivity growth through the production or use of information and communication tech-
nology, although a key question is whether it is now the euro area’s turn to deliver
surprisesin this area. A further key issue is the extent to which structural reformsin
product and labour markets over the 1990s have contributed to strengthening aggre-
gate supply. Monetary policy will need to be based on careful assessments of the cur-
rent level and growth rate of potential output. In this context and provided the euro
does not significantly appreciate in the short term, the ECB may need to raise interest
rates somewhat further —the OECD assessment is for arise of 50 basis points — to
keep coreinflation from settling durably above 2 per cent.

With respect to fiscal policy, the various tax and spending measures put into
effect in 2000 and announced for 2001 and 2002 imply abroadly neutral stance over-
all during this three-year period, although projected changes in country structural
positions vary across the euro area. While improved trends in the underlying fiscal
position have provided room for tax cuts in some countries, additiona major easing
of fiscal policy would not be appropriate at present given limited spare capacity.
Indeed, in most countries further progress in strengthening public finances is
required in view of still large public indebtedness and future pension liabilities. This
should not preclude further tax reforms that help to improve supply performance to
the extent they are financed through expenditure restraint or implemented in a
revenue neutral manner. Maintaining the momentum for structural reforms more
generally still remains a priority.

The Japanese economy has started a moderate recovery. Output is projected to
grow at arate of 2 to 2% per cent during the projection period and as the output gap
closes slowly, deflation should gradually subside. Employment may increase modestly,
though unemployment is likely to remain high as the labour force responds to the
improved economic situation. Given a modest but sustained recovery underway and
provided it continues, a re-balancing of policy needs to begin, with monetary policy
continuing to support growth and fiscal consolidation starting gradually during 2002.

This re-balancing would be best implemented in the context of a transparent
medium-term framework for macroeconomic policy. Without such a framework for
the policy mix, there is a danger that confidence will not be restored and that long-
term interest rates will rise, thereby reducing growth prospects and subjecting the
financial sector to stress. Maintaining the credibility of monetary policy would be
facilitated by an explicit medium-term monetary strategy, that made clearer the
means to achieve the overall price stability objective. Similarly, the gradual start to
fiscal adjustment should be part of a transparent and credible fiscal improvement
plan aimed at stabilising, and ultimately reducing, the debt-to-GDP ratio over the
medium term. Given the amount of tightening that this will involve, the govern-
ment’s commitment to a well-defined consolidation strategy would limit the restrain-
ing effects on the economy and ensure an orderly financing of budget deficits.
Within this broad framework, priority will also need to be given to improving the

Editorial - xi

In the euro area, the challenge
for policy isto avoid
inflationary bottlenecks

and prolong the expansion

Any additional major easing
of fiscal policy would be
inappropriate at this stage

In Japan, the policy mix should

be rebalanced...

... within the context
of a transparent medium-term
macroeconomic policy

framework
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“Old economy” mechanisms
are ill crucial to
understanding the growth
process

efficiency of the public expenditure system, with spending decisions more systemati-
cally based on an overall assessment of economic returns. The third crucial element
of the overall policy approach is the continued pursuit of efforts to restructure and
liberalise the economy to enhance growth and efficiency.

While global economic growth appears to have peaked, the outlook implies an
unusually long expansion by historic standards in the United States and in a few
other OECD economies. Coupled with the strong pick-up in productivity growth
that occurred over the past five years in the United States, such performance has
prompted much discussion on the sources of growth and the set of policies which
favour a better growth performance. While the debate is dominated by “new
economy” arguments emphasising the production and diffusion of information and
communi cations technology, the evidence suggests that “old economy” mechanisms
are still crucial to understanding the growth process. In particular, the accumulation
of various kinds of capital —physical and, especially, human — as well as research
and development are important for growth, and differences across countries in this
respect contribute significantly to explain the observed variationsin growth patterns.

Raising levels of per capitaincome in the long term requires a broad set of poli-
cies, including: sound macroeconomic management; a tax system that encourages
work effort and entrepreneurship; openness to international trade and competition;
and government expenditure programmes that emphasise investment and capital
accumulation, including investment in infrastructure. Appropriate conditions in
financial markets and product market regulations also have an important role in fos-
tering innovation and productivity enhancement. The “new economy” does, how-
ever, raise some novel policy challenges, notably in respect of consumer protection,
taxation and competition policy.

17 November 2000



|. GENERAL ASSESSMENT
OF THE MACROECONOMIC SITUATION

The global situation and outlook

The current expansion of global economic activity is now maturing. Growth in  Global economic growth
most OECD countries is projected to slow following strong performancein late 1999  appears to have peaked
and the first half of 2000, although in Europe it will be fast enough to imply further
declines in unemployment. Evidence of such slowing has appeared in the United
States in recent months and seems to be emerging in some European countries. A
major exception to this general picture is Japan, where a moderate recovery driven
by strong profits and business investment is still gathering strength, but spare capac-
ity, while being absorbed slowly, is nonetheless likely to persist for some time. Over-
all, following a projected 4¥4 per cent increase in output in the OECD areain 2000,
growth may slow to around 3% per cent in 2001 and 3 per cent in 2002 (Tablel.1).

Outside the OECD area, recoveries from the emerging markets crisis have gained
momentum and inflation remains moderate. For the world as a whole, growth may
slow from 4% per cent in 2000 to 4 per cent in 2001 and 2002.

Therise in world oil prices to nearly double their average since their sharp fall Higher oil pricesare slowing
in 1986, with benchmark Brent crude averaging close to $31 per barrel during Octo- demand and activity
ber, has contributed to the apparent moderation in the overall pace of economic
activity in the OECD area. By directly raising consumer pricesin most countries dur-
ing the past year and thus reducing the purchasing power of households, it is acting
like an indirect tax increase, and reinforcing the restraining effect of the monetary
tightening that began in the second half of 1999. So far, despite protests against
higher oil-related costsin some countries, thereis little evidence of inflationary wage

Tablel.1l. Output growth
Percentage increasein real GDP over previous period

1999 2000 2001 2002
United States 4.2 5.2 35 3.3
Japan 0.2 1.9 2.3 2.0
Euro area® 25 35 31 2.8
European Union 24 34 30 27
Tota OECD 3.0 4.3 3.3 31
Memorandum items:
Non-OECD areg? 3.8 54 5.4 55
World® 3.3 47 41 41

a) Greece will enter the euro areaon 1 January 2001. In order to present consistent projections for the euro area and to
ensure comparability of the euro area data over time, Greece has been included in the calculation of the euro area
throughout.

b) The outlook for regions for which the OECD does not make projections is based on IMF and World Bank assess-
ments, using weights based on purchasing power parities.

Source:  OECD.
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Fiscal policy assumptions are based on measures taken and
stated policy intentions, where these are embodied in
well-defined programmes.* For the OECD area as a whole,
the outlook is for fiscal stances, as measured by changesin
structural budget balances, to be broadly neutral in 2001 and
in 2002 as the clearly restrictive stance in place over the past
several years comes to an end. This, however, masks diver-
gent trends across the area: there is a tightening of fiscal pol-
icy in the United States; a slight move towards some easing
in Japan in 2001 and, once account is taken of one-off reve-
nue increases rel ated to taxation of interest income on postal
deposits in 2000 and 2001, a tightening in 2002; and a
broadly neutral strance in the European Union as awhole.

Policy-controlled interest rates are set in line with the
stated objectives of the relevant monetary authorities with
respect to inflation (and, in some cases, to supporting activ-
ity) or exchange rates. In the case of the United States, thisis
interpreted to imply that the federal funds rate will be
increased by %2 percentage point during the first half of 2001
as inflation pressures intensify, but short-term interest rates
should ease by the end of the projection period as the econ-
omy dows and inflation remains under control. Maintenance
of price stability over the medium term is the primary objec-
tivein the euro area.** With headline inflation running ahead
of the target and spare capacity disappearing throughout the
region, the European Central Bank is assumed to raise its key
policy rate by % percentage point during the first half of 2001
so that three-month money market rates reach 5% per cent

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

Oil and non-oil commodity prices

and stay there through 2002. In Japan, the “zero-interest rate
policy” came to an end in August 2000, and policy rates are
assumed to remain constant at current low levels throughout
the projection period.

The projections assume unchanged exchange rates from
those prevailing on 30 October 2000; in particular, one US
dollar equals ¥ 108.8 and 1.19 euro. The fixed exchange rate
assumption is modified for Hungary and Turkey to allow for
continuous depreciation, reflecting the OECD interpretation
of “official” exchange rate policies.

QOil prices have moved significantly above levels built into
the projections finalised just six months ago, averaging
$30 per barrel for Brent crude over the third quarter of 2000.
In view of the unusually large amount of uncertainty sur-
rounding the near-term course of oil prices asthe winter heat-
ing season approaches, the technical assumption has been
adopted that OECD oil import prices, which normally aver-
age around $1 less than Brent crude prices, remain at $30 per
barrel until mid-2001. They are assumed to decline some-
what thereafter to $27 per barrel in the second half of 2002.
Overall non-oil commodity prices, after having started to
increase in the second haf of 1999, are projected to rise fur-
ther in 2001 as prices of metals and, to a lesser extent, agri-
cultural raw materials respond to high global industrial
activity. During 2002 non-oil commodity prices are assumed
to move in line with prices of OECD manufactured exports.

The cut-off date for information used in the projections
was 7 November 2000.

1998 1999 2000 2001 2002
Per centage changes
OECD import ail price (cif) -34.2 37.3 63.6 4.2 -6.8
Non-oil commodity prices? -13.7 -7.2 9.5 39 12
Memorandum item:
OECD import ail price (cif, $/barrel)® 12.6 17.3 28.3 29.5 27.5

a) Total Hamburg commodity price index, excluding energy. OECD estimate for 2000 and OECD projections for 2001 and 2002.

b) The historical data for OECD crude oil import prices are average cif unit prices as calculated by the International Energy Agency, that is, they include
cost, insurance and freight but exclude import duties. OECD estimate for 2000 and OECD projections for 2001 and 2002.

Sources:  Hamburg Institute for Economic Research (HWWA), International Energy Agency and OECD.

* Details of assumptions for individual countries are provided in the corresponding country notesin Chapter |1 “Developmentsin Individual

OECD Countries”.

** Price stability isdefined as an annual increase of the harmonised index of consumer prices below 2 per cent.
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and price adjustments designed to recover the lost real income. Thus, notwithstand-
ing the rise in headline inflation, and unlike the experience during the oil price rises
of the 1970s, core inflation (i.e. excluding food and energy) has risen only slowly
and remains low in most countries.

Monetary authorities appear to have responded by looking beyond the headline  But the outlook remains
numbers and basing their actions on the medium-term outlook for inflation. Provided  relatively favourable. ..
wage settlements continue to reflect core inflation, as is assumed in the projections,
and central banks continue to focus on the medium term, there should be no repeti-
tion of the stagflation that followed previous large oil price rises. Indeed, the overall
outlook remains relatively favourable: inflation should remain subdued and eco-
nomic expansion should continue with the level of activity moving into line with
potentia in most countries.

A key assumption underlying the projections is that world oil prices will stabi- ... despite oil prices assumed to

lise around their recent high levels until mid-2001 and decline only slightly thereaf- remain high

ter to end-2002 (Box I.1). On this basis, the negative effects of the oil price rise

should pass fairly soon as the income transfer from OECD countries to oil exporters,

so far mainly reflected in the large improvement in the current accounts of Africa

and the Middle East (Table1.2), stops rising. Headline inflation will converge with,

or even drop below, core inflation and, as oil producers eventually spend more of

their revenues, rising exports will support activity in OECD countries. Large current

account imbalances will remain in a number of countries, however, notably in the

United States, although typically these reflect factors other than oil.

Against the background of turmoail in world oil markets and the likelihood of con-  Financial markets have been
tinuing tension in the Middle East, reports that conditions in financial markets are  comparatively steady
becoming tighter have been widespread. There is scattered evidence to support this: the

Tablel.2. Current account balances

1999 2000 2001 2002

Per cent of GDP
United States -3.6 4.3 —45 4.3
Euro area® 04 0.0 0.1 04
European Union 0.2 -0.2 -0.2 0.0
Japan 25 2.8 2.7 3.0
OECD -0.8 -1.2 -1.3 -1.2

Billion of dollars

United States -3315 —432.8 —470.5 —483.3
Euro area® 29.6 -10 6.9 235
European Union 20.8 -15.0 -13.2 13
Japan 106.9 127.6 126.5 143.0
OECD —204.0 -307.1 -338.2 -318.7
Memorandum items:
Chinaand other Asia 75 34 0.3 56
Latin America -35.6 -25.1 —26.4 -33.0
Africa, Middle East -9.6 824 82.7 65.1
Former Soviet Union, Central and Eastern Europe 15.6 217 19.0 12.6
World -154.1 -162.4 —205.5 -225.3

a) Greece will enter the euro areaon 1 January 2001. In order to present consistent projections for the euro area and to
ensure comparability of the euro area data over time, Greece has been included in the calculation of the euro area
throughout.

Source:  OECD.
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latest Federal Reserve's Senior Loan Officer Survey on Bank Lending Practices indi-
cated that business lending practices are firming; some corporate borrowers have
reportedly had trouble accessing capital markets, with a notable fall in initial public
offerings in recent months; some spreads have widened in credit and bond markets;
and prices of some richly valued technology stocks have fallen sharply following dis-
appointing announcements of financial results. But it is not clear how far these indica
tions generalise. While there has evidently been a problem of indigestion arising from
very high demands for capital from telecommunications companies, overall price
trends in major financia markets since the OECD Economic Outlook 67 projections
were finalised in May do not suggest major turbulence or rising distresslevels.

— Foreign exchange markets. Since May, the euro has been recurrently weak,
depreciating by 7% and 8 per cent against the dollar and the yen, respectively,
and around 4 per cent in effective terms by the time exchange rates underly-
ing the projections were fixed at the end of October. This has contributed to
modest effective appreciations of the dollar and the yen, amounting to 3 and
4 per cent, respectively. The continued weakness of the euro was of enough
concern to lead G-7 countries to support it with market intervention on
22 September. After the European Central Bank resumed interventions in
early November, it regained some of its lost ground.

— Equity markets. Stock markets in the United States and Europe have fluctu-
ated without a clear direction, while the equity market in Japan has softened
(Figurel.1). In the latter part of September and into October, a string of dis-
appointing profit results and warnings sent stock markets around the world
lower, with many technology shares being particularly hard hit. Although
many markets recovered subsequently, in mid-November, the main markets
were significantly below their peak early this year, easing concerns that
wealth effects were fuelling excess demand in some countries, especialy in
the United States.

— Bond markets. Government bond yields have eased in the United States and
remained steady in the euro area (Figure 1.2), despite increases in policy-
determined interest rates and the euro’sweakness. In Japan, interest rates rose
somewhat all along the yield curve following the abandonment of the “zero
interest rate policy” in August. In the United States, the yield differential
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Figurel.2. Long-term interest rates
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Sources: Bloomberg, Japanese Securities Dealers Association, Federal Reserve Board.

between AAA-rated private and government bonds has not risen significantly
since May, although it is relatively high, reflecting inter alia supply condi-
tions in the government bond market and continuing concerns about risks.
The differential between AAA-grade and riskier corporate bonds was rather
stable until mid-September, but spreads widened significantly thereafter,
especialy for “junk” bonds. In Europe, the differential between high-yielding
private bonds and government securities has widened significantly in the past
six months, primarily due to investors concerns about deteriorating balance
sheets of companies in the telecommunication sector.*

During the projection period it is assumed that policy-controlled and short-term
market interest rates will rise further, though moderately, across much of the OECD
area as pressure on capacity emerges or remains high. Long-term interest rates are
broadly projected to follow. In the United States and some other countries, where

1. The spread of bonds in the “Euro High Yield Index” rose by around 250 basis points from May to
October, see Merrill Lynch, Bond-Indices — Europe, November 2000.

I nterest rates may rise
moderately in most OECD

countries

© OECD 2000
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World trade growth is set to
moder ate

Growth will slow in the
United States...

expansions are already mature, a small further increase in policy-determined ratesis
assumed to take place in the near future. However, the phase of monetary tightening
is assumed to come to an end as demand begins to converge towards sustainable
supply, alowing declinesin policy-determined rates before the end of the projection
period. In the euro area, an additional increase in policy rates is projected to raise
short-term market rates to 5%z per cent by mid-2001. In Japan, official rates are
assumed to remain constant at their current levels, but market rates could firm some-
what as the recovery becomes better established. Changes in fiscal stance are not
expected to be amajor force operating on the OECD area (see below).

Following its steep increase in 1999 and 2000, the expansion of world trade is
set to slow somewhat in coming years (Table 1.3). The slowdown islikely to be most
pronounced in trade within the OECD region, where the rate of growth could be
almost halved by 2002 (to 7 per cent) compared with 2000. The OECD area will
continue to benefit from strong export growth to the non-OECD region. However,
reflecting the increase in the oil price, the terms-of-trade of the OECD has deterio-
rated significantly and will improve only modestly with the slow decline in oil prices
assumed from the middle of 2001.

The slowdown in the United States is being led by household spending on con-
sumption and residential construction. Driving factors include monetary tightening
since June 1999, higher mortgage rates since early 1999, the retreat of equity prices

Tablel.3. World trade summary
Percentage changes from previous period

1999 2000 2001 2002
Merchandise trade volume
World trade? 59 133 9.7 8.0
of which: Manufactures 6.9 14.6 10.1 8.3
OECD exports 51 12.9 9.3 7.6
OECD imports 85 12.7 9.2 74
Non-OECD exports 6.5 15.0 10.2 9.0
Non-OECD imports 0.0 14.8 11.6 10.0
Memorandum items:
Intra-OECD trade? 74 12.3 8.9 7.1
OECD exports to non-OECD 17 15.1 114 9.5
OECD imports from non-OECD 7.3 144 9.9 8.5
Trade prices
OECD exports® -2.6 -39 20 14
OECD imports® -2.8 -14 -15 0.9
OECD terms-of-trade with rest of the world® -0.8 -7.3 -14 1.2

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 1995 structure of trade values.

c) Average unit valuesin local currency.

d) The OECD terms of trade are calculated as the ratio of OECD export to OECD import prices, excluding intra-
OECD trade.

Source:  OECD.
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from their peaks and the impact of rising energy prices on real income. As profit
growth eases and long-term borrowing rates remain high, business investment is also
likely to slow. Exports should remain buoyant, however, and despite further mone-
tary tightening, growth is projected to come down from 5% per cent in 2000 to a still-
healthy 3% per cent in 2001 and 34 per cent in 2002, only slightly below potentia,
while pressure on capacity remains high.

Growth in the euro area through the first part of 2000 was strong and broadly ... and in Europe...
based across the region as buoyant domestic demand was reinforced by continued
strength of exports. It may be expected to slow moderately from now on, however,
reflecting less supportive monetary conditions and households' losses of purchasing
power associated with the increase in energy prices. Notwithstanding this slowdown,
growth is projected at about 3% per cent in 2000 and 3 per cent in 2001, leading to
the disappearance of the area’s output gap. Indeed, the growing pressure on resources
is aready a concern in several Member countries where cyclical unemployment has
been substantially reduced or fully eliminated. In the rest of the European Union,
growth has been strong during 2000 but should also come down over the next
two years.

The Japanese recovery is becoming established with growth projected to aver- ... while a moderate recovery
age just over 2 per cent during 2001 and 2002. Rising profits — both actual and becomes established in Japan
anticipated — and increasing demand for information technology will continue to
support business investment and to drive the expansion, although some sectors
remain affected by restructuring. In this environment, private consumption should
strengthen, supported by increases in wages and winter bonuses, falling consumer
prices and a modest expansion of employment. The high volume of fixed term postal
savings due to mature between October 2000 and May 2001 will provide consider-
able liquidity to the household sector and may stimulate consumption somewhat. At
the same time, the oil price rise may have less effects on private consumption in
Japan than elsewhere as it may be offset by lower profit margins of distributors since
competition in this segment of the market has increased in the wake of regulatory
reforms. The coming fiscal package, the outline of which is assumed to result in
¥ 2.5 trillion for public works (Y2 per cent of GDP), will provide additional support
by boosting public investment during the first half of 2001. However, slower export
growth, due to adecline in market growth and the lagged effects of the yen's appreci-
ation during 1999, and progressive fiscal tightening as public works spending even-
tually begins to decline will act as restraining forces. Activity will remain below its
potential level during 2002.

Growth in most remaining OECD countries is likely to slow somewhat. Ina  Growth in most other OECD
number of cases, including both advanced economies (Canada and Australia) and countries should also slow in
emerging market economies (Korea, Mexico and Turkey), it should remain in line linewith the general area trend
with or above the area average. In others (New Zealand, Norway and Switzerland), it
is projected to slow to more modest rates. The transition countries are exceptions to
this picture, as growth is set to remain steady and robust in Hungary and Poland and
will rise in the Czech Republic.

As demand and activity have strengthened during recent years, employment has  Employment growth will
grown strongly in most of the OECD area (Table |.4) and unemployment hasfallen continue but at a reduced rate
sharply (Japan remains the major exception). With growth set to slow, employment in most countries...
increases in the area as a whole will ease from their 2000 levels. Correspondingly,

© OECD 2000
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Tablel.4. Unemployment, output gaps and inflation

1999 2000 2001 2002
Per cent
Employment growth

United States 15 13 0.7 0.8
Japan -0.8 -04 0.3 04
Euro area® 18 21 16 13
European Union 17 1.9 14 11
Total OECD 11 15 12 11

Percentage of labour force

Unemployment rate

United States 42 4.0 42 45

Japan 4.7 4.7 4.6 4.6

Euro area® 9.9 9.0 8.3 7.7

European Union 9.1 8.2 7.6 7.2

Total OECD 6.7 6.2 6.0 59
Millions

Unemployment levels

United States 59 5.7 6.0 6.5
Japan 32 32 31 32
Euro area® 13.6 124 115 10.8
European Union 15.7 14.4 134 12.8
Total OECD 337 31.7 31.0 30.8
Per cent

Output gaps’
United States 13 25 17 11
Japan -38 -32 22 -1.7
Euro area® -14 -0.3 0.3 0.6
European Union -1.2 -0.2 04 0.6
Total OECD -05 05 05 05

Inflation®
United States 15 21 22 23
Japan -0.9 -15 -04 -0.2
Euro area® 12 12 1.9 2.0
European Union 15 14 2.0 2.2
Total OECD less high inflation countries® 1.0 13 18 19
Total OECD 25 26 24 23

a) Greece will enter the euro areaon 1 January 2001. In order to present consistent projections for the euro area and to
ensure comparability of the euro area data over time, Greece has been included in the calculation of the euro area
throughout.

b) Per cent of potential GDP.

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

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

Source:  OECD.

unemployment is projected to remain fairly stable around its current level, although
there will be variations across regions. The largest employment gains are still
expected in the European Union, pushing the unemployment rate down to just over
7 per cent, the lowest level in 20 years. In contrast, employment growth will slow to
arate below that of the labour force, leading to a modest rise in unemployment in
North America, while employment growth will only be sufficient to stabilise unem-
ployment at a high level in Japan.
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Headline inflation has risen in response to higher energy prices with the notable ... while, abstracting from
exception of Japan. So far, however, underlying inflation remains relatively subdued energy prices, inflation will
in a majority of Member countries, even if it is drifting up in some. This reflects drift up slightly
remaining margins of slack in some regions of the OECD area, notably in Japan and
in parts of continental Europe. In the United States, it mirrors the favourable impact
that exceptionally strong productivity growth has had on unit labour costs during the
past year. However, spare capacity in most of the area either has already been elimi-
nated or is projected to disappear during 2001. As aresult, some upward pressure on
core inflation is likely to continue in most regions even if inflationary wage rises
aimed at compensating for higher energy prices are avoided. In the near term, this
upward pressure may be masked at the consumer price level as oil prices stabilise.?

The major uncertainty facing most OECD economies at this stage is the outlook
for oil prices, and the response of wage and price behaviour to higher headline infla-
tion that proves to be temporary. Oil prices are now significantly higher than the
levels built into the OECD Economic Outlook 67 projections in May, and the outcome
over the next year could well differ considerably from the assumptions built into the
projections reported here. Some of the key factors likely to influence oil prices and
their impact on the global economy are considered below. In addition, a number of
risks that have been extensively discussed in recent issues of the OECD Economic
Outlook remain important. These include risks arising from financial market develop-
ments, notably afurther substantial correction of equity marketsin the United States.
Moreover, the large and increasing external imbalance of the United States poses a
potential risk to the dollar, which could lead to more inflation there than projected
and to turbulence in foreign exchange markets more generally. Rising government
indebtedness in Japan may a so affect confidence and derail bond prices there, threat-
ening some financial institutions and the continued expansion of output. Finally,
emerging market recoveries are till fragile as suggested by the recent weakening of
equity markets in several non-OECD economiesin Asia If on top of the oil price
increase, financial conditions tighten in the OECD area by more than projected, this
could have negative effects for growth prospects in many of these economies, partic-
ularly those that have not fully dealt with balance sheet problemsin their corporate
sectors.

Will high oil pricesderail the global expansion?

Oil market trends and prospects

High oil prices have clearly induced a supply response: by October, OPEC pro- High oil prices have induced
duction was nearly 15 per cent higher than at the beginning of the year, primarily due  a supply response
to increased oil production in Saudi Arabia.® Non-OPEC supplies rose considerably
in the second half of 1999 but have remained fairly stable at a high level since then.
Furthermore, in 2001 OPEC crude production capacity and non-OPEC ail supply are

2. Theunderlying upward pressure should be evident in most countriesin slowly rising inflation as mea-
sured by GDP deflators. However, this does not apply to countries where oil production represents a
large part of the economy. Mexico and, especially, Norway are the major casesin point.

3. Thelnternational Energy Agency reportsthat as of early November only Saudi Arabiais estimated to
have any significant spare capacity, amounting to 1%2-2 million barrels per day. See International
Energy Agency, Monthly Oil Market Report, November 2000.

© OECD 2000
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But stocks are low and the
refining and distribution
systems are stretched

Oil prices may remain high in
the near term...

each expected to increase by around 1 per cent of globa demand, which should work
to reduce the pressure on prices next year.* Nevertheless, prices have remained high
and volatile, and this has been reflected in prices of other energy products such as
natural gas and, to alesser extent, electricity in some countries.

Oil market uncertainty and volatility have been related to the fact that the mar-
ket is stretched and lacks flexibility. Industry stocks of crude and refined products
have been low during 2000, roughly in line with levelsin 1996 (Figure|.3), when
demand was 6 per cent below current levels. With so little margin to meet unex-
pected demand increases, the market is exposed to potential disruptions and the
threat of regional supply imbalances. Indeed, even if crude ail is forthcoming in suf-
ficient quantities to meet demand, bottlenecks for specific final products (such as
heating oil) and in specific regions (e.g. the United States) may result from con-
straints on capacity to produce and transport petroleum products in the short term.
The tightness of current stock levelsin part reflects the fact that under present price
structures — with high spot prices and downward sloping future prices — thereis little
commercial incentive for refiners to rebuild stocks, though primary stock data may
be “distorted” by end-users building up inventories ahead of the approaching winter
heating season.®

Given the tight demand/supply balance over the coming months, the oil market
will remain vulnerable to any disturbance to supply or demand. Developments such
as continuing political tensions in the Middle East, an important refinery outage or
an unusually cold winter could result in oil prices well above recent peaks for an
extended period of time. On the other hand, if such disturbances are avoided and
inventories are restored to levels that provide the market with some margin of

Figurel.3. OECD industry oil stockst
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1. Stocksare primary national territory stocks on land and include stocks held by industry to meet |EA, EU and national
emergency commitments and are subject to government control in emergencies.
Source: International Energy Agency, Monthly Oil Market Report, various issues.

4. Various estimates suggest that OPEC capacity will increase in the range of 0.6-0.9 million barrels per day,
while the |EA expects non-OPEC supply to increase by 0.7-0.8 million barrels per day. See International
Energy Agency, Monthly Oil Market Report, September 2000, p. 18.

5. Inresponse to public fears of heating oil shortages during the coming winter, the United States gov-
ernment decided to release some 30 million barrdls of its Strategic Petroleum Reserve during a 30-day
period. Thisis not alarge amount in the global context (less than aday’s oil consumption) but it may
be significant in the context of speculative spot markets. This move has so far not been followed by
other countries.
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flexibility, prices could fall sharply once a seasond easing of demand occurs around
the second quarter of 2001. Against this background, the assumption adopted in the
present set of projections is that oil prices will stay high at $30 per barrel through to
mid-2001, before a very mild decline occurs during the remainder of the projection
period, leaving oil prices at about $27 in the second half of 2002.°

Beyond the short term, prices are likely to come down substantially due to
underlying trendsin demand and supply. In its new medium-term outlook,’ the Inter-
national Energy Agency (IEA) is assuming a constant crude oil price of $21 per bar-
rel in today’s money in 2000 to 2010, and increasing thereafter to $28 by 2020
(Table1.5). Thisisjudged by the |EA to reflect the full cost of expanding production,

Tablel.5. Global oil market trends 1986-2020

1986 20007 2010° 2020°
Million barrels per day
World demand® 61.6 75.6 95.8 114.7
OECD¢ 38.6 47.8 46.9 50.0
Former Soviet Union 8.9 35 5.8 7.4
Non-OECD! (excluding FSU) 14.1 24.4 39.2 52.6
of which:
China 2.0 48 7.6 11.0
Other Asia 33 7.3 14.2 19.8
Latin Americad 33 48 8.7 10.9
Others 5.6 75 8.7 10.9
World supply 62.0 76.2 95.8 114.7
OECD¢ 19.7 22.0 15.7 131
Former Soviet Union 12.3 79 10.3 12.2
Non-OECD¢ (excluding OPEC and FSU) 10.5 15.7 25.7 27.6
of which:
Latin Americad 23 38 9.2 10.0
Others 8.2 12.0 16.5 17.6
OPEC 19.5 30.5 4.1 61.8
Balancing item (Stock building) 04 0.3
Per cent
Memorandum item:
Sharesin world oil supply
OECD¢ 318 28.9 16.4 11.4
Non-OECD! (excluding OPEC and FSU) 16.9 20.6 26.8 24.1
Former Soviet Union 19.9 10.4 10.8 10.6
OPEC 314 40.1 46.0 53.9

a) OECD estimate.

b) Reference scenario as reported in International Energy Agency, World Energy Outlook — 2000, Paris, 2000.

¢) Including bunkers and stockbuilding.

d) Mexicoisincluded inthe aggregate for Latin Americafor 2010 and 2020.

Sources. International Energy Agency, Monthly Oil Market Report, various issues, and World Energy Outlook — 2000,
Paris, 2000.

6. Oil futures are often used as a rough guide to how oil prices could develop over the coming quarters
and they suggest that oil prices will decline moderately from a fourth quarter 2000 peak, but stay
above $30 through the first quarter 2001, before faling back gradually towards $23% per barrel at the
end of 2002. However, forward markets are extremely thin and, in current conditions of market vola-
tility and tight supply, forward prices may not be a good guide to wider market expectations. On the
other hand, many market observers take a more bearish stance on prices than forward markets would
suggest and see prices coming down to below $30 per barrel of Brent crude in the fourth quarter 2000
and to the low $20's by year-end 2001.

7. International Energy Agency, World Energy Outlook — 2000, Paris 2000.

... but prices are likely to come
down in the medium term

© OECD 2000
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Governments should respond
cautiously to pressure for cuts
in taxation of oil products

asit would provide an incentive to produce from existing fields, fields under devel-
opment, probable and possible resources and new discoveries. With such a price sce-
nario, increased oil supply, in particular from the OPEC countries, could satisfy
medium-term oil demand trends, which are likely to continue much as observed in
the recent past. Overall, world oil consumption is projected to increase by more than
2 per cent per year on average, rising substantially faster in non-OECD regions than
in the OECD area (reflecting increasing industrialisation, rising per capita incomes
and switching out of non-commercial fuels).

The public reaction to the recent oil price hike in many countries has raised
guestions about the role that high levels of taxation of energy products should play in
the future. Indeed, protests have prompted governments in a few European countries
to reduce certain taxes on oil consumption with a view to assuming some of the bur-
den of higher fuel costs (see Box 1.2). Such measures should be taken very cau-
tiously. Most especially, to the extent that thisis successful in lowering oil pricesfor
users, thisis a step in the wrong direction in terms of environmental policies. In par-
ticular, most OECD governments have assumed obligations under the Kyoto Proto-
col to reduce greenhouse gas emissions, especially carbon dioxide associated with
fossil fuel use. Compared with existing underlying trends, large cuts in energy con-
sumption are inevitableif these targets are to be met, and the most cost-effective way
to achieve this will involve substantia increases in post-tax prices of various forms
of energy, including oil. Indeed, simulations with the OECD’s “GREEN" model sug-
gest that achieving the Kyoto targets efficiently (but without international trade in
emission permits) might imply an increase in the price of refined oil products by
35to 75 per cent in 2010 compared with a baseline that is broadly in line with the
IEA scenarios described above (Figure 1.4) 8

There are other reasons for assessing energy tax cuts carefully before proceed-
ing. First, the revenue foregone with tax cuts must be made up elsewhere, either by
cutting expenditure or by raising other taxes. All feasible options entail some costs

Figurel.4. Energy priceincreasesin 2010 required to implement
the Kyoto Protocol

Difference in prices to end users from Business as Usua scenario
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Source: Simulations from the OECD’ s GREEN Model, version with 3 gases and assuming no use of flexibility mechanisms.
See Burniaux J.M., “A multigas assessment of the Kyoto Protocol”, OECD Economics Department Working Papers,
No. 270, Paris 2000.

8. See Burniaux, JM., “A multigas assessment of the Kyoto Protocol”, OECD Economics Department
Wobrking Papers No. 270, Paris 2000.



The recent increase in oil prices has attracted attention to
the heavy taxation of oil use in most OECD countries.
Taxes as a share of the final price of oil differ significantly
across the OECD countries and within countries depending
on the type of oil product and the user of the fuel (seefigure
below). For example, taxes as a share of the final price of

Box 1.2. Thelowering of energy taxesin responseto higher oil prices

Tax rateson motor fuel in OECD countries, 1999

General assessment of the macroeconomic situation - 13

premium unleaded gasoline range from less than 30 per
cent (Mexico and United States) to more than 80 per cent
(United Kingdom). Similarly, the tax component in the final
price of automotive diesel fuel for commercial use ranges
from close to zero (New Zealand) to more than 60 per cent
in several countries.

Per cent of final use price
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Source: International Energy Agency, Energy Prices and Taxes — Quarterly Satistics, 1st Quarter 2000.

In the wake of protests due to rising oil prices, taxes have
been lowered on oil productsin a few OECD countries
including:

— France. In August and September, the government
reduced excise taxes on gasoline for selected activities
and reduced other taxes for other groups hard hit by the
increase in ail prices. In addition, as from October 2000,
the excise tax for gasolineisto vary in order to keep the
combined excise tax and VAT on the product constant.
These measures are expected to cost the budget in 2000
and 2001 around FF 3 billion per year (around 0.03 per
cent of GDP), but will be mostly covered by a special
profit surtax on petroleum companies of FF 5%z billion.

— Italy. The excise tax on oil and some of its derivatives
was reduced in November 1999 and further cuts were
implemented in 2000. In addition, a mineral oil excise
that was planned in connection with the introduction of a
carbon tax has been delayed. The estimated budgetary
cost is 0.15 per cent of GDP for 2000.

— Belgium. The introduction of a subsidy for oil con-
sumption of low-income households may cost the bud-
get less than 0.01 per cent of GDP in 2000. As several
further oil cost relief measures will be implemented

in 2001, the overall budgetary cost could be 0.05 per
cent of GDP next year.

— Netherlands. In September, the government increased
tax rebates on fuel used by selected groups, and further
cuts will be implemented next year. The measures are
estimated to cost the budget around 0.05 per cent of
GDP annually.

— Portugal. The long-standing policy of varying excise
taxes to smooth fluctuations in the international price of
oil implies that government energy tax revenues are
likely to be lower by Y% per cent of GDP in 2000 than
originally budgeted.

— Spain. Different types of budgetary compensations for
various groups hard hit by the increase in the oil price
are likely to amount to 0.12 per cent of GDP in 2000.

Other countries may also make some adjustments to
energy taxation in the near future with the aim of reducing
the price for selected users. Overall, the reductions have so
far been small, involving minimal fiscal implications, and are
unlikely to have much effect in the international oil market.
But they do suggest a change in direction of policiesin this
area, in particular if the tax cuts are not reversed as oil prices
come down in the future.

© OECD 2000
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Theoil price increase involves
a significant redistribution of

world income

g
] 1 1 1 2
&b Ao bd o of

'
=
o

Source: OECD.

& & & &

Figurel.5. Termsof tradelosses dueto oil priceincreasesin OECD countries

which need to be factored into the decision-making process.® Second, until additional
supply is forthcoming in the medium term, the main benefits are likely to accrue to
producers, i.e. OPEC and the oil industry, rather than to the consumers for whose
benefit the policies are intended. Third, the logic of cutting taxes to stabilise prices
and thereby cushioning the impact of rising oil prices on users suggests that taxes
should rise again when producer prices fall. This may be politically difficult. To the
extent that it is desirable to insulate users of oil products from the impact of price
fluctuations, direct support for incomes is likely to be more efficient than trying to
stabilise prices themselves.

The macroeconomic impact of higher oil prices

Theincrease in oil prices since 1999 has entailed a redistribution of world
income. During 2000, the OECD areaas awholeislikely to suffer area income loss
of around ¥z per cent of GDP. With the exceptions of the United Kingdom, Canada,
Mexico and, most significantly, Norway, all OECD countries have been affected by
this loss, which ranges from negligible in Australia to as much as 2 per cent of
GDP in Korea (Figure 1.5). While this is a sizeable increase in the net oil import
bill, it is much less than the loss of 2% per cent of GDP in 1974 and 2%z per cent in
1979-80. This essentially reflects the sharp reduction in the oil intensity of OECD
economies by nearly 50 per cent since the early 1970s (Figure |.6) due to the high
price of oil that prevailed between 1974 and 1986, and the consequent reduction in
dependence on net imports of oil. Outside the OECD, there have been both gainers
and losers among non-OPEC countries: the former Soviet Union area has benefited
from higher oil prices, while some other countries, notably the emerging econo-
mies in Asia, have experienced major oil-induced cuts in real income (Table |.6).
The principal beneficiaries of the oil price hike are of course the OPEC countries,
which are likely to get additional oil export revenues of around $80 to $100 billion
in 2000.

Per cent of GDP
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9. Inparticular, energy taxation must be considered in the context of overall design of the tax system. It
may be noted, however, tha where taxation of energy products is high, specific duties would operate
to cushion the economy-wide implications of oil price fluctuations whereas ad val orem taxes would
tend to amplify them.
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Figurel.6. Energy and oil intensity
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1. Primary energy is measured in tons of oil equivalent.
Sources: International Energy Agency; OECD.

Tablel.6. Thedirect impact of the ol pricerise
on selected non-OECD countries

Increase in cost of crudeoil tousers Implied termsof trade | oss?

$billion Per cent of GDP $billion Per cent of GDP
Argentina 21 0.7 -16 -0.6
Brazil 8.4 11 34 0.5
China 16.9 17 40 0.4
Former Soviet Union 15.0 3.2 -14.4 -31
India 7.4 17 4.4 1.0
Malaysia 1.8 2.3 11 14
Phillipines 15 2.0 15 2.0
Singapore 2.6 2.7 3.2 34
South Africa 18 14 15 11
Thailand 2.8 2.3 2.4 2.0

Note: Theincrease in cost of crude il to users equals oil demand (million barrels per year) in 1998 (the latest year for
which data are available) times the estimated increase in the price of oil per barrel in 2000 ($28.3) compared with
1999 ($17.3). The terms of trade loss equals net oil imports times the increase in the il price.

a) Negative sign implies gain.

Sources. OECD, International Energy Agency, World Bank.

So far, the limited evidence available suggests that OPEC countries are using a
significant part of their higher revenues to strengthen their external financial posi-
tions. Some improvement in positions vis-a-vis international banks was registered by
the Gulf states in the first quarter of 2000, following a significant deterioration of
their net financial positions in the preceding three years (Table1.7). Moreover, the
Gulf states made net purchase of US securities of more than $13 billion in the first
half of 2000, a substantially faster pace than in the recent past.’® As recently as the
first half of 2000, exports from OECD countries to the OPEC area had not recovered

10. The Gulf states made a net purchase of around $3 billion during all of 1999. In 1998, the Gulf states
were net sellers of securities worth $13 billion. In the preceding two years they had been net buyers of
some $10 billion per year. See Table CM-V-3in US Treasury, Treasury Bulletin (variousissues).
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OPEC countries may use some
of their windfall gainsto
strengthen their financial
positions
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Theoil pricerise has already
weakened activity in the OECD
area

The inflationary effects of the
oil pricerise have been rather
small...

—— Tablel.7. Net position of OPEC vis-a-visBlISreporting banks ——
$ billion, end of period

1996 1997 1998 1999 2000, q1
Gulf States 875 722 755 54.7 57.8
of which:
Iran -0.1 -10 25 -01 13
Irag -36 -3.2 -33 0.1 0.0
Kuwait 9.0 74 71 79 9.7
Qatar -13 25 -33 -3.2 -33
Saudi Arabia 493 36.2 436 233 229
United Arab Emirates 4.2 353 33.9 26.7 27.2
Indonesia 442 525 -38.1 -32.8 -315
Other OPEC members 131 19.7 21.3 212 25.1
of which:
Algeria 6.6 -16 -10 -07 0.1
Libya 55 6.8 6.8 6.6 75
Nigeria 13 25 18 30 3.9
Venezuela 12.9 12.0 137 123 136
OPEC 56.4 39.4 58.7 431 51.4

Source:  Bank for International Settlements, Quarterly Review: International Banking and Financial Market Developments
(various issues).

from their decline following the collapse in revenues that OPEC countries experi-
enced in 1998." However, at some stage in the near future OPEC spending is likely
to strengthen, although it may not entail full respending of the higher revenues. In its
central projections, the OECD has assumed, in line with past experience, that, after
three years, around 75 per cent of the increase in oil export revenues of the OPEC
countries will be spent on higher imports, mainly from OECD countries.

The partial and delayed spending of OPEC’s increased oil revenues implies that
the oil price hike will weaken world demand for goods and services, since the pres-
sure on oil users to reduce expenditures in line with lost income does not have a full
counterpart in higher expenditure by oil producers. On the basis of simulation analysis
by the OECD, the risein oil pricesthat has occurred since the beginning of this year
may reduce output growth in the OECD area during 2000 and 2001, cumulatively, by
around 0.2 of a percentage point (Table |.8).

Given the extent to which it has raised costs throughout the economy, therisein
the oil price since early 1999 has so far had rather little effect on underlying inflation
trends. It has significantly raised headline consumer price inflation in the United
States and the euro area (Figure 1.7), and, to a much lesser extent, it has worked to
limit the extent of deflation in Japan. However, the year-on-year increase in con-
sumer prices excluding energy has drifted up only slightly in both the United States
and the euro area. At the same time, oil price developments do not appear to have
given a push to wages. In the United States, despite atight labour market, the growth
rate of hourly earnings has not shown any significant upward movements, although
the employment cost index has risen somewhat faster. In the euro area, year-on-year
hourly wages have risen only moderately, and have so far shown little signs of

11. The monthly rate of exports from the major seven OECD countries to the OPEC area fell from
$6.7 billion in 1998 to $5.8 billion in 1999 and $5.5 billion in the second quarter of 2000.
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Table1.8. Theimpact on the economic outlook
of therisein oil pricessince early 20007

Differences between central projections and scenario in which the oil price
remains constant at its end-1999 level of around $25

2000 2001
Per cent
Real GDP level
United States -0.1 -0.2
Japan -0.2 -0.3
Euro area® -0.2 -0.2
OECD total -0.1 -0.2
Percentage points
Consumer priceinflation®
United States 0.2 0.2
Japan 0.2 0.1
Euro area® 0.2 0.2
OECD total® 0.2 0.2
Per cent of GDP
Current external account
United States -0.1 -0.1
Japan -0.1 -0.2
Euro area’ -0.1 -0.1
OECD total -0.1 -0.1
$ per barrel
Memorandum item:
Thelevel of ail prices
Assumption in central projections 28.3 29.5
Assumption in this simulation 25.0 25.0

a) The effects of holding the oil price unchanged from its end-1999 level are simulated using the OECD’s global mac-
roeconomic model, INTERLINK. The simulation assumes that oil exporting countries spend around '3 of their
additional export revenues on imports the first year and around half the second year. Real interest rates and nominal
exchange rates are kept unchanged from central projections.

b) Greece will enter the euro areaon 1 January 2001. In order to present consistent projections for the euro area and to
ensure comparability of the euro area data over time, Greece has been included in the calculation of the euro area
throughout.

c) Private consumption deflator.

d) Excluding high inflation countries.

Source:  OECD.

responding to higher oil prices. There are also no signs of higher longer-term infla-
tion expectations as derived from the difference in yields on index-linked and con-
ventional bonds. In the United States, the hike in the oil price has not prompted
professional forecasters to revise up their projections for the average consumer price
inflation over the coming ten years.? Similarly, in Europe there have only been mod-
est upward revisions to long-term inflation forecasts, mostly confined to some
smaller countries where pressures on resources are currently high.*3

12. According to forecasters surveyed by the Federal Reserve Bank of Philadelphia, the projected average
annual consumer priceinflation in the coming ten years has been constant a 2% per cent since the sec-
ond quarter of 1999. See Federal Bank of Philade phia, Survey of Professional Forecasters (available
at http://mwww.phil.frb.org/files/spf).

13. See Consensus Economics Inc., Consensus Forecasts (various issues).

© OECD 2000
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Source: OECD.

... partly because of structural

Figurel.7. Consumer priceindiceswith and without ener gy
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These benign inflationary effects are in marked contrast to the earlier episodes

and macroeconomic policy  of oil price hikes, when a wage-price spiral was quickly put in motion. In addition to
reforms the substantial reduction in oil intensity noted earlier, several factors can account for
the weaker inflation effects at present:

— The abalition of forma or informal backward-looking wage indexation

arrangements removed the mechanism that proved to be particularly destabi-
lising in the wake of past oil shocks. Since the ending of the scala mobilein
Italy in 1992, wage indexation is not an important feature in any of the major
OECD countries.

The strengthening of competition in product markets has slowed down and/or
limited the extent to which oil prices and induced wage effects can be passed
on to customers. For example, the small effect of the increase in crude oil
prices on consumer price inflation in Japan is reportedly due to some extent
to more intense competition among oil distributors, and hence lower margins,
in the wake of regulatory reforms in the industry. Also, road haulage compa-
nies have reportedly found it difficult to pass higher costs on to pricesin the
current deregulated environment.

The greater importance attached to price stability as a goa of macroeconomic
policy implies that oil-induced wage-price spirals are not underwritten or
encouraged by an accommodative policy stance. The easing of policy in the
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aftermath of the first oil shock played an important role in driving up inflation,
and that will not be repeated with stability-oriented macroeconomic policy.

The OECD has examined the implications of oil prices being substantially Changesin oil prices could
higher or lower than assumed in the central projection (Table1.9). Should the oil  have significant impact on the
price rise again to its previous peak in 2000 of $38.50 per barrel and remain there  short-term outlook
until end-2002, the level of real GDP could be lower by 0.2 to 0.4 per cent in the
main OECD areas by the end of the projection period. In 2001, the inflation rate
could rise by ¥ percentage point, while second-round effects would imply that infla-
tion would remain higher than in the central projectionsin 2002. On the other hand,
if oil prices were to drop to $17.50, a level around the average of the past 15 years
that appears to be more in line with longer term fundamentals in the oil market, eco-
nomic activity would strengthen and inflation would be lower in @l regions.

Tablel.9. Oil price scenarios
Deviations from central projections

Oil pricefallsto $17.5*  Oil priceincreasesto $38.5

2001 2002 2001 2002
Per cent

Real GDP level
United States 0.3 0.3 -0.3 -0.2
Japan 04 0.6 04 04
Euro area? 04 04 04 -0.2
OECD total 0.3 04 -0.3 -0.2

Percentage points

Consumer priceinflation
United States -05 -0.3 0.5 0.2
Japan -05 -0.2 0.4 0.1
Euro area® -05 -04 0.5 0.2
OECD total -05 -0.3 0.5 0.2

Per cent of GDP

Current external account
United States 0.1 0.1 -0.1 -0.1
Japan 0.2 0.3 -0.2 -0.3
Euro area? 0.3 0.2 -0.2 -0.2
OECD total 0.1 0.1 -0.1 -0.1

$ per barrel

Memorandum item:
Thelevel of ail prices
Assumption in central projections 295 275 295 275
Assumption in this simulation 20.7 17.5 385 385

a) The effects of the oil price changes are simulated using the OECD’s global macroeconomic model, INTERLINK.
They indicate changes to GDP, consumer price inflation and the current account relative to a baseline scenario
where the oil price stays at $30 until summer 2001 and then gradually falls back to $27 by the end of 2002. The
price increase scenario assumes that the oil price increases gradually to $38.50 from October to January 2001 and
then stays at this level throughout 2002. The price fall scenario assumes that the oil price stays at $30 until the sec-
ond quarter of 2001, where it drops to $17.50 and stays there throughout 2002. The oil exporting countries are
assumed to spend around 5 or their additional export revenues on imports the first year and around half in the sec-
ond year. Real interest rates and nominal exchange rates are kept constant.

b) Greece will enter the euro areaon 1 January 2001. In order to present consistent projections for the euro area and to
ensure comparability of the euro area data over time, Greece has been included in the calculation of the euro area
throughout.

Source:  OECD.
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Asfiscal positions have
improved, many countries are
cutting taxes or boosting
spending

Whilefiscal policies are not
pro-cyclical, the long phase of
restraint isending

Fiscal issuesin the short and medium term

The improvements in overall fiscal positions that most OECD countries have
experienced in recent years have continued during 2000. In terms of the genera gov-
ernment finance balance, the OECD area as awhole s projected to achieve a surplus
this year for the first time since 1969 and to maintain it in 2001-02 (Table 1.10).
Against the background of surprisingly strong revenue growth, there has been a
widespread tendency to reduce taxes and boost public spending in many countries,
especially in Europe (Table 1.11).

At this stage, on the basis of the announced tax and spending policies reflected
in the projections, the clearly restrictive fiscal stance on an area-wide basis that has
been in place for several yearsis coming to an end. Abstracting from some large
one-off revenue gains, notably associated with the sale of mobile telephone licenses
(Box 1.3), the underlying structural budget position is projected to stabilise on an
area-wide basis during 2001 and to tighten only marginally in 2002. Although rela-
tively few countries appear so far to have shifted to an expansionary course, the trend

Table1.10. General gover nment financial balances?
Per cent of GDP/Potential GDP

1998 1999 2000 2001 2002

United States

Actual balance 0.3 1.0 23 26 27

Structural balance 0.0 0.7 17 22 25

Primary structura balance 32 35 44 4.6 47
Japan

Actual balance -5.0° 7.0 -6.0° -6.0° -5.7

Structura balance —4.20 —-6.0 -5.2¢ —5.4¢ -5.3

Primary structura balance -3.1° 4.7 -3.8 —4.0° -3.8
Euro aread

Actual balance 22 -13 0.3 -05 -0.3

Structural balance -13 -0.6 -0.6 -0.8 -0.6

Primary structura balance 29 32 30 27 2.8
European Union®

Actual balance -16 -0.8 0.7 0.0 0.1

Structural balance -1.0 -0.2 -0.1 -0.3 -0.2

Primary structura balance 31 34 34 30 30
OECD!

Actual balance -12 -0.8 0.5 04 0.5

Structural balance -1.0 -0.6 0.0 0.0 0.2

Primary structura balance 22 23 27 2.6 27

a) Actual balances are as a per cent of nominal GDP. Structural balances are as a per cent of potential GDP. The struc-
tural balance excludes one-off revenues from the sale of mobile telephone licences. The primary structural balance
is the structural balance less net debt interest payments.

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).

Includes deferred tax payments on postal saving accounts amounting to 0.8 and 0.9 per cent of GDP in 2000 and

2001 respectively.

d) Euro areaand European Union figures exclude L uxembourg. Greece will enter the euro area on 1 January 2001. In order
to present consistent projections for the euro area and to ensure comparability of the euro area dataover time, Greece has
been included in the calculation of the euro area throughout. Total OECD figures for the actual balance exclude, in addi-
tion, Mexico, Switzerland and Turkey and those for the structura balance further exclude the Czech Republic, Hungary,
Iceland, Korea and Poland.

Source:  OECD.
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Tablel.11. Major fiscal policy initiativesfor 2000 and 2001 in selected countries
The packages listed below are estimated by the OECD to cost around % per cent of GDP or more

Germany 2001  Reform of income and company taxation, including further reduction in statutory personal and corporate income
tax rates and an increase in the basic income tax allowance; broadening the tax base.

France 2000 A reduction in VAT rate by one percentage point; reduction in the VAT rate on dwelling improvement; cutsin
income tax rates; abolition of a surtax on corporate profits, cutsin real estate tax. These are partially offset by
increases in socid security contribution on profits and in ageneral tax on polluting activities.

2001 A cutin personal income taxes; reduced social security contribution rates for low-wage workers; reduction in
gasoline taxes. Pension income and social benefit revaluation, job creation by local governments.

Italy 2001  Tax cuts, mainly for low-income earners; lower social security contributions; reduced corporate income taxes.
Increased spending for infrastructure and social transfers.

United Kingdom 2000-01 A reduction in the basic income tax rate; lowering of taxes for small and medium-sized enterprises; reduction in
nationa insurance contribution. These will be partially offset by an introduction of a new climate change levy and
increased tobacco duties. Increases in spending on public health. Broadening the tax base and improving tax

compliance.
Canada 2000-01 Full indexation of the income tax system, cutsin personal and corporate income taxes.
Belgium 2000  Acceleration in the multi-annual reduction in social security contributions.
Finland 2000-01 Income tax cuts and reduction in social security contributions.
Ireland 2000 A cutintaxeson labour income, a move towards the application of unified tax rates on traded and non-traded goods

industries. Increased general infrastructure spending (1 per cent of GDP).
2001  Continued tax reform. Increased generd infrastructure spending (1 per cent of GDP).

Netherlands 2001 A reductionintax rates and an increase in earned income tax credits. These will be partially offset by reduced scope
for tax deductions; an increase in environmental levies and VAT rates; higher taxes on imputed income from wealth.

Sweden 2000-01 Incometax cuts.

Source:  OECD.

toward cutting taxes and increasing spending, if it persists, will entail a possibility
that fiscal policies become pro-cyclical. In the United States the underlying structural
budget position is still projected to continue to tighten steadily, but the outlook for
2002 could be affected by changes implemented by a new administration. In the
European Union, the various measures put into effect in 2000 and announced for
2001 and 2002 imply a broadly neutral stance overall during this three-year period,
although a slight stimulusis on track for 2001. This mainly reflects the tax reform
package in Germany. In Japan, the underlying budget deficit may come down
(abstracting from one-off revenues from the taxation of cumulated interest on postal
saving deposits) athough, as explained in Box 1.3, the shift toward tightening is not
projected until 2002.

Four main factors explain why cuts in taxes and increased public expenditures
can be accommodated in so many countries without seriously weakening estimated
underlying fiscal positions:

— Reduced interest payments on public debt are acting to strengthen the
non-cyclical budget position in ailmost all Member countries. In Greece, the
Netherlands and Sweden, net debt interest payments are likely to fall by more
than a full percentage point of GDP between 1999 and 2002; the reduction
could amount to between %2 and 1 percentage point for Australia, Belgium,
Canada, Denmark, Finland, Iceland, Ireland, Italy and the United States.

— The widespread practice of indexing the tax system to prices rather than to
earnings implies an automatic strengthening of fiscal positions in the absence
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Assessing the underlying fiscal position for some OECD
countries in 2000 and, prospectively, in 2001 is unusually
complicated by large one-off revenues. The most important
are the one-off up-front payments associated with the sale of
third-generation mobil e telephone licenses in some European
countries. Rapid technological progress in the telecommuni-
cation industries and the increasing demand for high-quality
multimedia mobile services have made the dlocation of elec-
tromagnetic spectrum for the UMTS (universal mobile tele-
communications systems) to operating companies a high
priority in many countries.* OECD Member countries have
taken different approaches to making these allocations and,
where this has involved sales or licensing fees, to recording
the revenues. Since the amounts involved turn out or are
expected to be substantial for some countries, how to book
these revenues has become an important issue for fiscal
reporting and analysis. The SNA93 (System of National
Accounts) does not provide specific guidance on the treat-
ment of mobile phone license receipts in government appro-
priation accounts, but three approaches have been considered
or adopted in thisregard:

— A widely accepted approach is to consider the license to
be an intangible non-financial non-produced asset. In
this approach, the proceeds from the sale of the licenses
are recorded as revenues at the time the license is allo-
cated, and have an immediate direct impact on govern-
ment net lending/borrowing. The majority of EU
member countries concerned and the IMF are proponents

Box I.3. Assessing the underlying fiscal position

Estimated revenues from the UM TS licensing

of this view, and Eurostat recommends that all EU mem-
bers implement it unless the contract duration is less than
five years or the full purchase price is not agreed in the
lease contract.

— Anaternative gpproach isto treat the sale of licenses asthe
prepayment of arent for the use of a tangible non-financial
non-produced asset — el ectromagnetic spectrum — whereby
receipts are recorded as a purely financial transaction that
does not affect government net lending immediately. This
prepayment isamortised over thelife of the license follow-
ing accrual-based principles, which affects the government
net lending/borrowing by relatively small amounts each
year during the period in which the license contract isin
force. The United Kingdom supports this approach, argu-
ing that the sprectrum itself, rather than the license, isthe
asset.

— The third approach is to consider the sde of licenses to be
one-off indirect tax akin to broadcasting licenses or pass-
port fees. Canada, where only a small amount is involved,
has adopted this gpproach.

The estimates for the government financial balances as
reported in the OECD Economic Outlook are in accordance
with the approaches adopted by the various countries. There-
fore, care must be taken with the cross-country comparison
since the figures are based on different treatments of the
UMTS licensing sales. Estimates for those member countries
where the revenues from the UMTS licensing are most sub-
stantial are shown below.

Germany United Kingdom? Italy France Netherlands
Estimated revenue (% of GDP) 25 24 12 11 0.7
Year in which the licenses are sold 2000 2000 2000 2001 2000

a) The actual impact on recorded current government revenues is spread out over two decades, in line with the second approach described above.

of offsetting discretionary measures. For example, the annual fiscal dragin
France and Germany may be as high as % percentage point of GDP#

— Improved underlying labour market conditions are incressing the leve of poten-
tial output, and hence the level of structural government revenues. This effect is
set to be particularly strong in Ireland, Spain, Italy and the Netherlands.

14. For France, see Ministére de I’ Economie, des Finances et de |’ Industrie, Projet de loi de finances pour
2001, Paris, 2000. For Germany, the tax easticity with respect to household revenues is estimated to
be 1.85; see A. Boss and T. Elendner, “Ein Modell zur Simulation des Lohnsteueraufkommensin
Deutschland”, Kieler Arbeitspapiere No. 988, June 2000. With households’ income rising by 4 per
cent, thistranslates into government revenue gains of around 0.5 per cent of GDP.



It should be observed, however, that the revenues from the
sales of licenses are similar to pure financial transactionsin
that they have no counterpart in claims on rea resources and
will only involve claims on operators' income as they are
amortised in the future. Thus, their inclusion as receipts in
the budgetary accounts obscures the underlying fiscal posi-
tion and its impact on the flow of incomes and expenditures
in the economy. To deal with this, the OECD has adjusted the
general government structural balance, which is an indicator
of the fiscal stance, for those countries that adopted the first
approach, by subtracting UM T S-related revenues from the
structural balance. In computing the structural balance of the
United Kingdom, which adopted the second approach, no
such adjustment is necessary because only renta receipts for
the use of spectrum are recorded in the financial balance. For
Canada, which followed the third approach, no adjustment is
made since the revenue from license sales is negligible in
macroeconomic terms (0.02 per cent of GDP).

Another significant one-off item without any counterpart
interms of claimson real resources is the deferred tax receipts

Box |1.3. Assessing the underlying fiscal paosition (cont.)

Fiscal stancein Japan
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associated with fixed-term postal savings deposits maturing
in Japan. Substantial investments in ten-year postal saving
deposits were made in the early 1990s because those finan-
cial instruments provided not only a high fixed interest rate
(about 6 per cent), but also flexibility allowing depositors to
withdraw their money after six months without penalty. Asa
result, those savings deposits will mature in 2000 and 2001,
and deferred payment of accumulated tax liabilities on inter-
est incomes will be made and recorded. These deferred tax
payments are expected to amount to 0.8 per cent and 0.9 per
cent of GDP for 2000 and 2001, respectively. The improve-
ment in the government financial balance, expressed as per-
centage of GDP, in 2000 and 2001 will be mainly due to the
revenue increase from those deferred tax payments, since tax
payments are recorded on a cash basis while the interest
incomes being taxed were recorded on an accrual basisin
both government and household accounts during the previous
decade. The OECD has made no adjustment for these tax
receipts in the calculation of the structural balance, but the
effect on the structural balance if this were done is shown
bel ow.

Per cent of GDP
1999 2000 2001 2002
Net lending -7.0 -6.0 -6.0 5.7
Cyclicaly-adjusted net lending -6.0 -5.2 -5.4 -5.3
(Effects of taxes on postal savings) (0.8) (0.9)
Underlying cyclically-adjusted net lending -6.0 -6.0 -6.3 -5.3

* Most EU countries aim to introduce commercial services by 1 January 2002, in compliance with the EU decision. On the other hand,
Canada, New Zealand and the United States have |eft these decisions to the existing and potential operators, expecting that they will
upgrade their systems in response to consumer demand. Some Eastern European countries, Japan and Korea will also launch commercial

UMTS services during 2001 and 2002.

— Improvements in tax collection systems and greater efforts to limit tax evasion
are increasing structural revenues in some countries (Greece, Italy, Portugal,

Spain, United Kingdom).

In alonger-term perspective, there are severa reasons for fiscal prudencein a
number of European countries, and, eventually, in Japan. First, there is some uncer-
tainty about the underlying strength of fiscal positions. While OECD estimates of
cyclically adjusted budget balances suggest that improvements in budget positions
amounting to some 4 per cent of GDP since the early 1990s in the European Union,
and more than this in most other OECD countries except Japan, appear to be struc-
tural, there may be some doubts about the durability of certain improvements. For
example, the increase in taxes on businesses has played a disproportionate role in
improving public finances since the mid-1990s (Figure 1.8). The separation of total

Fiscal prudenceiswarrantedin
the light of uncertainty about
underlying improvements...

© OECD 2000
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Figurel.8. Cyclically adjusted total and businesstax revenues as a per cent of potential GDP:
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Source: OECD.

... and debt positions that
remain high

Changes from 1995 to 2000
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business-tax revenues into cyclical and non-cyclical components is subject to a par-
ticularly large margin of error,'> and some of the extraordinary increase in business
tax receipts in recent years may have been erroneously attributed to a structural
improvement. Indeed, cyclical peaksin the past have been associated with unusually
high estimates of structural business taxes in some countries, and these recorded
structural receipts have fallen in the ensuing downturn.'® There may also be some
doubt about the sustainability of structural revenue increases that are based on rising
asset prices, in particular in countries where employee share options have become a
significant part of total remuneration, or on strong increases in sales of heavily taxed
goods.

Second, while improved budget positions have led to declining government
debt-to-GDP ratios nearly everywhere (Figure 1.9), the pace of improvement in the
larger European countries has been slow. As a result, even assuming that the pro-
jected declines in this ratio occur, it will remain substantially higher in 2002 in both
the European Union and the euro area than it was when the Maastricht Treaty was
signed in 1991. In Japan, the debt-to-GDP ratio shows no sign of stabilising and will
require policy action as soon as the overall economic situation permits (see below).
L ooking further ahead, provided that the fiscal positions remain broadly stable as
assumed in the OECD’s Medium-Term Reference Scenario, most Member countries
will make continued progress in reducing their public debt ratio in the period to 2006
(Box 1.4). Japan remains the most notable exception to this trend, even though the
reference scenario embodies significant adjustments to offset rising ageing-related
spending. As a result, its gross debt-to-GDP ratio rises by 15 percentage points, to
140 per cent of GDP by 2006.

15. Seee.g. Vanden Noord P, “The size and role of automatic fisca stabilisersin the 1990s and beyond”,
OECD Economics Department Working Papers No. 230, Paris 2000.

16. For example, structural businesstax receipts fell by more than 1 percentage point of potential GDP in
the downturns in the early 1990s in the United Kingdom, Spain, Finland and Sweden.
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Figurel.9. General government grossfinancial liabilitiest

European Union countries
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1. Based on System of National Accounts (SNA) data. For European Union countries, these data include liabilities not included in the Maastricht definition of debt, for which
along time seriesis not available. The 2000 data are OECD estimates.
Source: OECD.

Provided spending is adequately restrained to ensure that underlying fiscal positions | f spending is adequately
are satisfactory, tax reductions are welcome in view of the scopethey provide for improv-  restrained, tax reductionsthat
ing incentive structures in the economy. A positive aspect of the tax cuts that have been  increase efficiency are welcome
implemented or announced is that in some countries they have been designed with aview
to taking strong advantage of this scope. Though differing to some extent from country to
country, there are several common features across many of these reforms:

— Socid security contribution rates paid by employers are being reduced for all
workers (Finland, Germany), for workers at the lower end of the wage scale

© OECD 2000
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Box |.4. Themedium-term reference scenario

The OECD’s medium-term reference scenario, which
extends the short-term projections to 2006 (table below), is
conditional on the following assumptions for the period

beyond the short-term projection horizon:

— The gaps between actual and potential output are
broadly eliminated by 2006.

— Commodity prices and most exchange rates remain
broadly unchanged in real terms.

— Monetary policies are directed at keeping inflation low, or
bringing it down in line with medium-term objectives.

— Fiscal policies are assumed to remain broadly
unchanged, i.e. the cyclically-adjusted primary budget
balance is held approximately constant. This implies
that the authorities take measures to offset underlying
changes of the structural primary balance. These
assumptions result in falling debt-to-GDP ratios in most
countries (table on opposite page).

Medium-term reference scenario summary

Per cent
F;fg{,\,(fr?P Inflation rate? Unemployment rate® Current balance Long-rtggw interest
2002-2006 2002 2006 2002 2006 2002 2006 2002 2006
Australia 37 2.6 22 6.1 6.0 -4.0 -3.0 6.8 6.4
Austria 22 18 18 4.0 4.4 2.0 -17 6.0 58
Belgium 24 19 17 7.6 7.1 6.0 6.4 6.0 58
Canada 2.8 20 21 6.7 6.8 22 23 6.3 6.3
Czech Republic 35 4.3 2.6 9.0 7.7 54 -5.7 8.0¢ 6.7
Denmark 21 2.6 20 51 59 27 34 6.3 6.1
Finland 33 21 25 8.4 8.0 8.0 8.6 6.0 58
France 23 2.3 17 8.2 8.8 24 24 5.8 57
Germany 18 14 17 6.3 6.2 0.0 13 5.7 5.6
Greece 34 2.6 2.6 10.0 9.7 44 -2.2 5.5¢ 5.54
Hungary 47 5.7 34 6.2 58 4.2 -2.9 1051 7.5¢
Iceland 24 5.2 49 2.6 38 -9.2 -8.0 11.4¢ 10.1¢
Ireland 7.1 38 50 3.6 50 -1.0 -1.6 6.0 6.0
Italy 25 20 18 9.4 9.2 -0.6 1.0 5.9 57
Japan 19 -0.2 0.2 4.6 4.3 3.0 34 23 38
Korea 5.7 15 25 35 35 23 -0.5 9.0 85
Mexico 4.8 5.8 39 2.8 30 -4.2 —4.8 12.8 10.0
Netherlands 2.3 2.6 2.8 2.3 30 51 41 5.9 58
New Zealand 2.8 2.0 20 6.0 58 -4.0 -2.0 75 6.0
Norway 13 1.0 25 34 36 19.7 16.0 6.8 6.6
Poland 49 9.5 38 15.0 12.0 -6.0 -4.8 13.14 8.8
Portugal 32 31 2.8 4.2 41 -12.0 -10.9 6.1 6.1
Spain 2.6 29 24 12.2 11.0 -38 -3.8 5.9 58
Sweden 2.0 2.7 29 37 5.6 11 15 5.8 6.0
Switzerland 18 18 18 18 18 12.9 12.7 44 4.3
Turkey 5.6 15.8 10.0 6.8 6.1 -34 -3.2 26.8 21.0
United Kingdom 2.2 2.6 24 55 6.0 -1.9 -1.9 5.7 6.0
United States 3.6 23 23 45 50 -4.3 -39 6.5 6.4
Euro area 24 2.0 20 7.7 7.7 04 11 5.8 57
European Union 23 22 20 7.2 7.3 0.0 0.6 58 58
Tota of above OECD countries 3.0 2.1¢ 2.0° 5.9 59 -1.2 -0.9 6.0° 6.0¢

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.

e) Excluding Turkey.

Note:  For further details see OECD Economic Outlook Sources and Methods (http://www.oecd.org/eco/out/sources-and-methods/index.htm).
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Box I.4. Themedium-term reference scenario (cont.)

The current version features a continuation of the short-  the period but remains high in a number of European coun-
term area-wide expansion, with medium-term growth of  tries. In spite of the closure of output gaps, the present levels
around 3 per cent and growth in world trade at around 7 per  of current account imbalances between major OECD coun-
cent. Area-wide inflation remains stable at around 2 per cent;  tries and regions persist over the medium-term, reflecting
the average unemployment rate remains broadly stable over  mostly underlying structural factors.

Fiscal trendsin the medium-term reference scenario

As a percentage of nominal GDP

Grosspublic debt

Financial balances® Net financial liabilitie®  Grossfinancial liabilities® (Maastricht definition)?
2002 2006 2002 2006 2002 2006 2002 2006

Austrdia 10 16 9 2 24 17 . .
Austria 0.0 0.1 45 38 60 53 60 53
Belgium 0.7 12 91 74 100 83 100 83
Canada 19 19 56 39 96 79 . .
Czech Republic -75 1.7

Denmark 31 29 18 4 42 28 40 26
Finland 53 4.8 =37 48 36 25 36 25
France -0.8 -0.1 40 35 63 58 57 53
Germany -1.2 -0.3 40 37 58 55 58 55
Greece 0.3 14 . . 96 83 96 83
Hungary -25 -17 . . . .

Iceland 25 35 15 0 30 15 . .
Ireland 7.3 59 . . 17 0 17 0
Italy -0.8 0.4 93 78 105 90 104 89
Japan 5.7 —4.8 54 69 125 140 . .
Korea 5.0 53 -32 42 8 0 . .
Netherlands 13 0.5 37 27 49 40 49 40
New Zealand 12 15 . . . .

Norway 144 14.1 -78 -121 24 23

Poland 2.3 -14 . . . . . .
Portugal -1.3 0.0 . . 52 42 52 42
Spain 04 1.0 37 28 64 54 56 48
Sweden 38 21 -9 -18 41 32 43 34
United Kingdom 18 0.6 26 18 47 39 38 31
United States 27 33 33 15 50 32

Euro area -0.3 0.4 51 43 68 60 68 60
European Union 0.1 0.4 45 37 65 57 62 55
Tota of above OECD countries 0.5 1.0 38 29 66 58

Note:  For further details see OECD Economic Outlook Sources and Methods (http://mww.oecd.org/eco/out/sources-and-methods/i ndex.htm).

a) Genera government fiscal surplus (+) or deficit (—) as a percentage of GDP.

b) Includesall financial liabilities minus financial assets, as defined by the System of National Accounts (where data availability permits) and covers the gen-
eral government sector, which is aconsolidation of central government, state and local government and the social security sector.

¢) Includesall financial liabilities, as defined by the System of National Accounts (where data availability permits) and covers the general government sector,
which is aconsolidation of central government, state and local government and the social security sector.

d) Debt ratios are based on debt figures for 1999, provided by Eurostat, and GDP figures from national authorities, projected forward in line with the OECD
projections for GDP and general government financial liabilities.
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The key policy issuein the
United Statesis whether
further tightening of monetary
policy isrequired

Inflationary tensions may
emerge as productivity growth
fallsfor cyclical reasonsand
wage inflation edges up

Policy requirementsin OECD countries

(Belgium, France, Italy, Netherlands, and United Kingdom), for new staff
(Greece, Italy and Portugal) and for persons on new permanent contracts
(Spain). As indicated by the experience of some of the countries that have
employed such measures in the past, the targeted cuts may increase the
demand for low-productivity workers.”

— Personal income taxes are being reduced in general (Australia, Canada, Fin-
land, France, Germany, Greece, Ireland, Netherlands, Spain and Sweden)
and/or targeted at low income earners (Austria, Germany, Ireland, Italy, the
Netherlands, Portugal, and the United Kingdom). Targeted reductions that
have increased the after-tax gain from work have been found to encourage
labour force participation and, to a smaller extent, overall labour supply.

— Corporate tax rates are being reduced in genera in Canada, Denmark, Germany,
Greece, Irdland, Itdy and Portugd, encouraging better resource allocation.

These measures will contribute to economy-wide efficiency improvements and raise
potential output over the longer term, but they will take time to have their full
effects; over the short run their impact is likely to be modest.

The United States

As noted above, the long-awaited slowing of the US economy is now under
way. This should help to reduce the excess demand that appears to have character-
ised the economy in recent years, and this re-balancing process will be further
assisted by the rise in potential growth rates that has taken place in the latter part of
the 1990s. Indeed, it now looks as if the potential growth rate has risen to 4 per cent,
a full percentage point higher than the OECD’s estimate in June 1999, and that
excess demand is | ess than previously thought.

The key issue remains whether the tightening of monetary policy that has
already been implemented is sufficient to bring about a soft landing. The possibility
that the oil price hike may lead to responses that have adverse effects on core infla
tion further complicates the task of the monetary authorities in maintaining price sta-
bility. Even taking account of the increase in the potential growth rate, the OECD’s
current assessment is that some further tightening will be necessary. However, arise
of only 50 basis points in the federal funds rate is estimated to be sufficient in 2001
to arrest increases in the inflation rate. With the pressures on resources continuing to
decline, there would then be some scope for the Federal Reserve Board to start
reducing interest rates in the second half of 2002.

The remarkable surge in productivity growth in the first half of 2000 has limited
some inflationary pressures originating in tight labour markets. Therisein productiv-
ity growth was importantly related to the continued strong increase in the capital
stock (Figure 1.10), as businesses took advantage of the persistent dramatic fall in the
price of computer equipment to invest in new technology. Though future underlying

17. See Chapter V, “Making Work Pay” in OECD Economic Outlook 66, December 1999, and articles in
OECD Economic Sudies, No. 31, 2000/2.
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Figurel.10. United States. Capital-labour ratio and relative
factor pricesin the business sector

1996 = 100

140 Sag

120

00 e T /

o
..
.

~an
e
-~

----- Ratio of the price deflator for business investment to compensation per employee
Ratio of capital to labour

1980 81 8 83 84 8 8 87 8 8 9 91 92 93 94 95 96 97 98 99 2000 01 02

Source: OECD.

productivity trends are inherently uncertain, the OECD expects recent trends to con-
tinue for some time as thereis no evidence to suggest that the rate of fall in computer
prices will ease in the near future. However, actual productivity growth islikely to
come down as the economy slows, so productivity developments in the short run
may not be as helpful in moderating price increases as in the recent past. At the same
time, continued pressures in the labour market may push up wage inflation.

Provided higher rates of potential output growth in the United States are sus- The higher potential growth
tained, some long-standing risks to the economy would seem to have become less rate hasreduced risks

seriousin the short term: associated with the stock
— Stock market correction. As highlighted in previous issues of OECD g?ir(:? andthecurrent account

Economic Outlook, a sharp correction of the apparently highly valued stock
market has been considered to be a major risk for the United States and the
world economy. However, if long-term dividend growth expectations have
risen in line with estimated potential output growth to 4 per cent, the extent
of the over-valuation of stock prices is much less than if a backward-1ooking
dividend growth record is used to assess fundamental values.*® Even so,
equity prices remain vulnerable to shiftsin investors' sentiments, as demon-
strated by recent falls in technology stocks.

— The current-account deficit. Concerns about the external financing require-
ments associated with the large current-account deficit in the United States
are widely seen to make the possibility of a disorderly fall in the dollar a
major downside risk. However, as expected rates of return on capital have
risen with higher potential growth rates, foreigners have sought to acquire
claims on future profit streams through mergers with and acquisition of US

18. Within the framework of the standard dividend discount model, the extent of the over-valuation of
equities is often measured by the implicit risk premium demanded by investors to hold stocks instead
of risk-free bonds, an unusually low risk premium signalling an over-valuation (see Chapter V
“Recent Equity Market Developments and Implication” in OECD Economic Outlook 64, December
1998). In the current year, theimplied risk premium isaround 2.2 per cent if dividends are expected to
grow at 4 per cent inreal terms, the return to equity holders from dividends and net share repurchases
is 2.2 per cent, and thereal interest rate is 4 per cent. If dividends were instead expected to grow at the
average potential growth rate over the 1986-93 period of only 2.7 per cent, the implicit risk premium
would be only 0.9 per cent. Theimplicit risk premium over the 1986-93 period was 2.9 per cent.
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... and has major implications
for public financesin the long
term

There are, however,
uncertainties about the future
evolution of the potential
growth rate

Tablel.12. TheUScurrent account deficit and itsfinancing

$ billion

1996 1997 1998 1999 2000 12

Current account balance -123.3 -140.5 -217.1 -3314 —415.2
Direct investment flows, net 5.4 1.0 40.2 124.6 96.3
Inflows from abroad 86.5 106.0 186.3 275.5 257.3
US purchases abroad 91.9 105.0 146.1 150.9 161.0
Corporate stocks, net -71.1 10.2 -59.3 -16.3 77.2
Inflows from abroad 1.1 67.8 41.9 98.1 176.4
US puchases abroad 82.2 57.6 101.2 114.4 99.2
Bonds, net 329.1 212.8 182.8 232.2 258.6
Inflows from abroad 396.1 274.2 217.6 246.4 266.7
US purchases abroad 67.0 61.4 34.8 14.2 8.1
Other identified flows -94.1 144 -16.3 -20.6 -18.1
Statistical discrepancy -35.2 -127.9 69.7 115 12

a) Annual rate, first half of 2000.
Sources.  Bureau of Economic Analysisand Federal Reserve Board.

companies and the buying of shares. Indeed, increased net direct investment
inflows and net flowsinto corporate stocks have covered around a half of the
additional financing needs due to the widening of the current-account deficit
since 1997 (Table 1.12).

Provided that the higher potential growth rate is durable, there will also be
major implications for public finances in the longer term. Official projections for the
period 2000-10, based on average growth rates of only alittle less than 3 per cent,
suggest that total budget surpluses could be on average 32 per cent of GDP and add
up to $4.5 trillion in the period.?® If instead the average growth rates were to increase
to the currently estimated potential growth rate of 4 per cent, cumulative surpluses
could be much higher than the baseline estimates.?° This would imply that there
could be significant scope to reduce taxes or increase public spending over the
medium term without weakening the underlying budget surplus. Alternatively,
refraining from such policy easing would significantly strengthen the capacity of the
authorities to meet the added public spending related to the ageing of the population
after 2008.

There are, however, uncertainties about the evolution of potential growth ratesin
the short and long run. Given the pivotal role of technologica advance in the informa-
tion and communication industries in raising dynamism in the 1990s, high trend output
growth in the future will depend critically on continued high rates of innovation and
product development in these sectors. As has been the case with magjor innovationsin

19. See Congressional Budget Office, The Budget and Economic Outlook: An Update, July 2000. The
figures referred to in the text are based on the assumption that discretionary spending grows at the
same rate as the inflation rate.

20. Sendtivity analysis suggests that an increase in the average GDP growth rate over the 2000-10 period
of only 0.4 percentage point could more than double cumulative surpluses over the period, see
Chapter 5 in Congressional Budget Office, The Budget and Economic Outlook: Fiscal Years 2001-
2010, January 2000.
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the past, technological advance in the computer industry will eventually slow down.
However, so far there are no signs of this taking place, and falling computer prices will
continue to induce businesses to use capital equipment more intensively in the medium
term. On the other hand, the diffusion of these innovations may temporarily slow down
if the economy turns down, as past experience shows that business investment is sensi-
tive to companies cash-flows and profit positions.

Theeuroarea

The euro area looks set to grow at rates above potential over the coming two  Growth is set to be above
years, with unemployment declining to a 20-year low and some excess demand pres- potential in theeuro areain
sure emerging (Table 1.13). Growth in 2000 has been supported by the weakening of  the coming two years
the euro, and the depreciation that has already taken place will continue to have posi-
tive effects on activity in the short term. Underlying inflation trends have been
remarkably benign in the face of the oil price hike and the depreciation of the euro,

Tablel1.13. Euroarea
Summary of projections

1999 1999 2000 2001 2002

Current prices

Percentagechanges,
Billion  Per cent of volume (1995 prices)
euro GDP

Private consumption 3558.6 57.0 2.8 25 2.6 2.6
Government consumption 1245.7 20.0 14 13 11 11
Gross fixed capital formation 13034 20.9 5.4 5.0 4.4 4.3

Residential 358.7 57 32 2.7 18 18

Business 789.0 12.6 6.5 6.4 59 5.7

Government 155.7 25 4.6 2.8 2.6 2.6
Final domestic demand 6107.7 97.9 3.0 2.8 2.7 2.7

Stockbuilding® 36.9 0.6 -0.1 0.0 0.0 0.0
Total domestic demand 6 144.6 98.4 29 2.8 2.6 2.7
Exports of goods and services® 1098.4 17.6 45 13.2 10.1 7.6
Imports of goods and services 1001.6 16.0 7.8 10.0 85 75

Net exports® 96.8 1.6 -04 0.7 0.5 0.2
GDP at constant prices 25 35 31 2.8
GDP at current prices 62415 100.0 3.7 47 5.0 49
Memorandum items:

Private consumption deflator 12 2.2 23 2.0

Total employment 18 21 16 13

Unemployment rate 9.9 9.0 8.3 7.7

Genera government financial balance® -1.3 0.3 -0.5 -0.3

Current account balance® 04 0.0 0.1 04

Household saving ratio® 9.9 9.7 9.9 9.8

Output gap® -14 -0.3 0.3 0.6

Note:  Greece will enter the euro areaon 1 January 2001. In order to present consi stent projections for the euro area and
to ensure comparability of the euro area data over time, Greece has been included in the calculation of the eurc
area throughout.

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

b) Excluding intra-area trade.

c) Asapercentage of GDP.

d) Asapercentage of disposable income.

e) As apercentage of potential GDP.

Source:  OECD.
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The strength of the supply side
isuncertain

Thereislittle evidence of new
technology raising productivity
growth rates...

... but sustainable resource
utilisation rates have risen

Some inflationary tensionsin
the short term call for a modest
risein interest rates...

but core inflation is likely to move up somewhat as spare capacity is exhausted.
There will be some tendency for convergence in cyclical positions across individual
countries in the euro area, with all but Italy and Portugal expected to be operating
above potential in 2002.

Important issues in the context of assessing monetary policy priorities are the
current level and growth rate of potential output in the euro area. As noted above, the
strength of the supply side of the US economy has been revised up in recent years,
and the question arises whether it is now the euro area's turn to deliver positive sur-
prisesin this area.

Thereis no clear evidence that the euro area has succeeded in raising aggregate
productivity growth through the creation and use of information and communication
technology. Companies in the euro area have taken the lead in some areas of new
technology, and the interest in acquiring licences for operating third-generation
mobile telephones bears witness to the vibrancy of this segment of the industry.
However, the information technology sector is small in many countries of the euro
area, and, although investment in new technology has increased, there has not been
any significant acceleration in aggregate investment. Nevertheless, it would be sur-
prising if productivity growth trends in the euro area did not eventualy benefit from
the creation and diffusion of new technology. The process could be accelerated by
improving framework conditions in the business sector.?*

Thereis firmer evidence that structural reforms over the past decade have raised
sustainable resource utilisation rates.?? For example, the area-wide structural
employment-to-population ratio is estimated to have risen by close to 2 percentage
points from 1995 to 2000, due to the combined effect of lower structural unemploy-
ment rates and higher trend participation rates. These structural improvements have
played a key role in the unusually rapid employment growth observed since 1997.
M oreover, the extent of these improvements has continued to surprise on the upside.
Such surprises will recur if past and future reforms are more effective than currently
anticipated in improving conditions in the labour and product market.

Against the background of modest excess demand emerging in 2002 and the
possibility that potential output is higher than generally recognised, the monetary
authorities may have to raise interest rates only modestly to ensure that inflation
stays below the upper limit of 2 per cent in the medium term. The OECD'’s projec-
tions assume that the average refinancing rate will rise by afurther 50 basis points by
mid-2001, and remain constant thereafter. Coming on top of a cumulative increase in
the policy rate of 225 basis points since November 1999, this would continue the
process of making the monetary policy stance less supportive of demand. However,
two upside risks to inflation could put pressure on macroeconomic policy were they
to materialise.

21. See Chapter IV “Links between policy and growth: cross-country evidence”.
22. For a discussion of the evolution of structural unemployment rates in Member countries, see
Chapter V “Revised OECD Measures of Structurd Unemployment”.
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First, interest rates would have to rise further if wage earners or producers ... but stronger policy
attempt to recover oil-induced losses in real income. The wage response has so far  responses would be required if
been muted, but the real test will come when existing wage contracts are renegoti- oil priceswereto have larger
ated. The central projections assume that wage moderation will continue, but thereis effects on wages...
arisk that the strengthening of the labour market may induce workers to demand
higher wages. Simulation analysis by the OECD illustrates the deleterious macroeco-
nomic effects of a combined increase in oil prices to $38.50 (i.e. the peak attained
this year) and nominal wages adjusting in an attempt to offset the direct impact on
real income. Assuming that real interest rates would remain constant, the effect
would be stagflationary relative to the central projection, with output lower and
inflation higher (Figure 1.11). In such an unfavourable environment, monetary policy
would have to react strongly to maintain price stability.

Figurel.11l. Theeffect of higher oil priceswith real wageresistancein the Euro area

— Centra projections e Qil pricerisesto $38.50 === Oil price risesto $38.50 with real wage resistance
Inflation rates GDP growth rates
Per cent Per cent
40 40
35 35
3.0 3.0
25 25
20 20
15 15

2000 01 02 2000 01 02

Note: The average price of imported oil is assumed in these scenarios to rise to $38.50 by the end of 2000 and to stay there throughout 2001 and 2002. The wage resistance
scenario assumes that nominal wages adjust to recuperate the direct impact of the higher oil price on consumer prices.
Source: OECD.

Second, continued declines in the value of the euro would directly add to infla- ... or if the euro wereto
tion and increase the risk of overheating in the area. Thiswould require corrective continueits decline
monetary policy action by the European Central Bank. The prospects for the euro are
highly uncertain, in particular since the reasons for its sharp drop thus far are not
well understood. In fact, there does not seem to be any single explanation for the fall
applicable for the whole period since January 1999 and for movements against both
the dollar and the yen. Concerns about the continued decline in the value of the euro
has prompted intervention in foreign exchange markets to provide support on several
occasions since September.

Japan

Although there is still some uncertainty about the robustness of the expansion in  The focus of policy in Japan is
Japan, the focus of policy making is shifting from crisis to recovery management. In  shifting from crisisto recovery
August, the Bank of Japan raised its overnight lending rate from practically zero to  management...

Ya percentage point, signalling that the monetary authorities no longer considered emer-
gency measures to be appropriate in the light of the recovery. Reflecting somewhat
greater concern about the fragility of the economy in the near term, the government has
announced another supplementary budget. However, this tenth supplementary budget
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... but the transition has not
been smooth

The macroeconomic policy mix
will haveto change asthe
recovery becomes firmly
established

Thereisno need for further
tightening of monetary

policy...

since the downturn in the early 1990s is comparatively modegt, little more than offset-
ting the automatic tightening of the fiscal stance due to declines in public spending
from abnormally high levelsin the absence of any new initiatives.

While markets had been prepared for the termination of “the zero interest rate
policy”, the raising of the overnight rate by 25 basis points was quickly transmitted
throughout the yield curve (Figure1.12). At the short end of the maturity spectrum,
this appears to have been related to perceived risks of continued rises in policy rates
in the absence of a clear monetary framework. As for longer-dated instruments, the
increase in yields was related to expectations of strong second quarter GDP figures
and to the risk of fiscal policy turning more expansionary to offset the impact of less
supportive monetary conditions. Indeed, the government was in an open disagree-
ment with the Bank of Japan’s decision to terminate the “zero interest rate policy”,
emphasising instead the fragility of the recovery. Though long-term government
bond rates have come down since mid-August, they still remain slightly above their
level prior to the raising of the overnight rate.

As the economic recovery becomes firmly established, the priority of fiscal pol-
icy will have to shift towards budget consolidation and debt stabilisation. This could
slow the return of the economy to normal rates of resource utilisation. In this environ-
ment, the role of monetary policy isto provide continued strong support to growth,
refraining from any tightening of policy unless there are clear indications that the
price stability objectiveis at risk.

At this stage, thereis no indication of any inflationary pressures that would war-
rant tighter policies, and it is assumed in the projections that no further increase in
policy rates will take place in the coming two years. To avoid excessive risk premia
being built into market rates because of uncertainty about monetary policy actions,
the monetary authorities need to introduce a transparent medium-term monetary
strategy?® that would provide greater clarity about their inflation objective and their

Figurel.12. Yield curvesin Japant
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1. The curvesrefer to yields on government financia instruments.
Source: Bloomberg.

23. In October, the Bank of Japan announced several changes to increase transparency. It has begun to
publish half-yearly reports where the range of forecasts by policy board members for inflation (con-
sumer and wholesale price indices) are presented for the current fiscal year. The views of its policy
board members concerning risksto inflation for the coming year are also outlined. However, theinfla-
tion objective of the Bank has not been clarified.
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use of instruments. In particular, such aframework would need to specify what infla-
tion rate or range is considered to be compatible with the broad goal of price stabil-
ity. This would involve making monetary policy in Japan more transparent than
judged to be necessary in some other OECD areas, but this would seem to be justi-
fied by the critical need in the case of Japan to provide strong monetary support for
the economy.

In view of the projected recovery, the authorities are assumed to begin budget ... but fiscal policy will have to
consolidation in 2002. This tightening of the underlying budget position by shift towards restriction
1 percentage point is but a step to stabilise the debt-to-GDP ratio. Indeed, stabilising
the debt ratio by 2010 in the face of ageing-related pressure on spending might possi-
bly reguire budget consolidation of as much as 10 per cent of GDP. A tightening of
this size would have to be spread out over along period in order to limit the restrain-
ing effects on the economy. However, investors may be hesitant to finance persistent,
even if gently declining, budget deficits unless they are in the context of aclear and a
credible medium-term consolidation plan. The maintenance of investors confidence
is a pre-requisite for an orderly return to stable public finances, and government
commitments about the future path of consolidation and the possible reaction to
adverse shocks could help in this respect.

Restructuring of the Japanese economy is progressing, aided by changesin the Restructuring of the economy
legal framework governing the transfer of resources between companies and sectors.  is being facilitated by changes
Accounting reforms have made it easier to identify loss-making activities, and the in framework conditions...
increased transparency has acted to stimulate better resource all ocation. The simplifi-
cation of procedures for merging and splitting companies has also encouraged this
process. The new reorganisation law is amajor step forward in facilitating restructur-
ing in an orderly way, providing protection of vital assets from secured creditors in
exchange for more effective implementation of restructuring plans.

The restructuring process has inevitably had adverse effects on the banking system. ... but it has had adverse effects

The re-capitalisation of the banking system in 1999 with public funds allowed banks on the banking system
to write off large amounts of bad debt. However, the introduction of better account-

ing rules has highlighted the extent of continuing problems in troubled sectors, nota-

bly property-related industries and retailing. The banking system therefore continues

to be saddled with high levels of bad debts and very low profits (Table 1.14). More-

over, costs related to bad debt may well increase in the future as troubled clients are

increasingly asking for debt forgiveness. For the management of individual banks it

may be expedient to accede to such requests, as partial debt forgiveness may delay

having to classify the whole debt of a company as non-recoverable. However, this will

tend to delay restructuring in the economy and could ultimately result in costsfor the

government. To avoid “easy” debt forgiveness, the authorities need to monitor such

practices and insist on strict loan classification and provisioning rules. As demon-

strated by recent bankruptcies in the insurance industry, serious problems remain in

other segments of the financial sector and need to be addressed.

Beyond the short term, it is essential that structural reform efforts continue as It is essential to continue
the economic recovery becomes better established. Further progressin implementing  structural reforms
the reform agenda contained in last year's OECD Review of Regulatory Reformin
Japan would make the economy more dynamic and strengthen its capacity to take
advantage of technological advances. A particular emphasis should be placed on
adjusting regulatory structures in the telecommunication sector with the aim of
encouraging new entry and rapid diffusion of new modes of communications. But
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Tablel.14. Income statementsfor Japanese banks, 1996-99
Financial years beginning 1 April

1996 1997 1998 1999
Trillion yen
Operating profits 5.9 51 38 4.6
of which:
“Core” operations 5.2 47 4.8 5.0
Bonds 04 0.7 0.9 -0.1
Current profits 05 4.7 -7.2 24
of which:
Capital gains on equities 1.0 27 0.8 3.8
Write-offs -6.9 -12.3 -11.9 -6.0
Final profits, after-tax® 0.3 -4.3 —4.4 0.9
Memorandum item:
Bad loans® . 65.7 64.3 63.4

a) Includes capital gains/losses on real estate.
b) Loans against which provision isrequired.
Source:  Bank of Japan, Research Monthly, August 2000 (in Japanese).

there is also a need to address structural problems that have emerged in the course of
recession, notably the appearance of marginalisation of youth in the labour market
and the increase in unemployment among older workers. So far, the authorities have
responded to these devel opments by increasing income support and expanding tradi-
tional active labour market measures. However, a solution to these labour-market
problems might have to involve the relaxation of de facto strict employment protec-
tion for insiders, the adjustment of the incentive structure embedded in unemploy-
ment benefit systems for older workers, and new measures to entitle unemployed
youth to employment-relevant training.



lI. DEVELOPMENTSIN INDIVIDUAL
OECD COUNTRIES

United States

The continuing transfor mation of the US economy has boosted its estimated annual potential growth rate to 4 per cent.
However, output growth has outstripped supply in recent years, resulting in a tight labour market. Inflation has
increased, pushed up by higher oil pricesand a slight increase in core inflation. With higher short-terminterest rates and
a stabilisation in the stock market, the growth of demand should slacken. That could lead real GDP growth to drop to
around 3% to 3%z per cent in 2001 and 2002, from over 5 per cent in 2000 — a slowdown that should be sufficient to sta-
bilise inflation, with unemployment rising somewhat. The current account deficit is projected to increase further, before
levelling out at around 4¥4 per cent of GDP.

In view of the prospects for increasing core inflation and in order to check inflationary expectations, some additional monetary
tightening may be called for. However, given the uncertainty about the potential growth rate and the magnitude of current
excess demand, increases should continue to be made cautioudy. Although the pace of discretionary government spending has
picked up, budget surpluses continue to rise rapidly. Fiscal policy, however, should avoid optimistic assessments about the
room for future tax cuts or spending increases in order to avoid both undue stimulus to the economy in the near term and the
need for a largereversal later on, asthe population ages.

The economy is continuing to pass through a period of rapid change, with the US capacity is now estimated
adoption of new information and communications technology boosting its capacity. to be growing at 4 per cent
The OECD now estimates that the underlying rate of expansion of supply is about
4 per cent per annum. The most recent data, covering the period to 1998, showed that
multifactor productivity continued to accelerate in the high-tech sector and has aso
registered gains in other sectors. Moreover, capital deepening continues apace
throughout the economy, with the stock of computersrising by more than 40 per cent
in 1999. In the first half of 2000, the pace of capital accumulation of this type of
equipment was even faster than in 1999. Despite falling prices, outlays on information

United States
The stock of high-tech capital continuesto soar Rapid productivity growth bringsafall in labour costs
Year-on-year percentage change Year-on-year percentage change
Per cent
50 6
—— Computers and peripheral equipment —— Nonfarm business hourly productivity
40 -=-=- Softwge Nonfarm business unit labour cost
------ Communications equipment 4
30
2
20 et
_________________ -7 - 0
e b
o — )
1991 92 93 94 95 96 97 98 99 2000 1995 96 97 98 929 2000

Sources. Bureau of Labor Statistics; Bureau of Economic Anaysis.
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United States: Employment, income and inflation

Percentage changes
1998 1999 2000 2001 2002
Employment® 22 19 1.9 1.0 11
Unemployment rate” 45 4.2 40 4.2 45
Employment cost index 35 32 4.6 4.7 49
Compensation per employee® 4.9 4.3 45 4.9 51
Labour productivity © 23 2.6 38 26 25
Unit labour cost® 25 16 0.7 23 25
GDP deflator 13 15 21 22 23
Private consumption deflator 11 18 25 21 22
Real household disposable income 4.8 3.2 3.0 34 33

a) Whole economy, for further details see " Sources and Methods".
b) Asapercentage of labour force.

) In the business sector.

Source: OECD.

and communications technology represented half of nominal spending on eguipment
and software, up from 40 per cent five years ago.

Growth has been very rapid, The growth of output, though, has been even faster than that of productive
and the labour market  capacity. In the first half of 2000, GDP rose by almost 6 per cent. Such a surge has
has tightened with the current  kept the labour market very tight. Unemployment has fallen only slightly, to about
account deficit widening 4 per cent, but there has been a somewhat greater reduction in the number of people
who currently want a job even though they are not actively searching. Product mar-
ket pressure has also resulted in imports growing markedly faster than total demand,
a development that, together with the increase in oil prices, has pushed the current
account deficit to 4% per cent of GDP.

Unit labour costs have stabilised, Degspite the degree of excess demand, there has been only alimited acceleration
boosting profits, despitean  in most measures of employee compensation and unit labour costs remained substan-
oil-induced jumpininflation  tially unchanged over the past year. The rate of growth of productivity has been in
line with that of hourly labour compensation. Flat unit labour costs have not been

United States
Real incomes grow despiterising gasoline prices Labour marketsremain tight
Year-on-year percentage change
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1. Percentage of labour force.

2. Unemployment plus those marginaly attached to the labour force and involuntary part-time workers as a percentage of the labour force plus the number of those marginally
attached to the labour force.

Sources: Bureau of Labor Statistics; Bureau of Economic Anaysis.
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United States: Financial indicators

1998 1999 2000 2001 2002
Household saving ratio® 4.2 22 0.0 -0.3 -0.2
Genera government financial balanceb 0.3 1.0 23 2.6 2.7
Current account balance® 25 -36 43 -45 43
Short-term interest rate” 55 5.4 6.5 7.0 7.0
Long-term interest rate” 53 56 6.1 6.4 6.5

a) Asapercentage of disposableincome.
b) Asapercentage of GDP.

¢) 3-month euro-dollar.

d) 10-year government bonds.

Source: OECD.

reflected in any deceleration in prices. Indeed in the first half of 2000, the rate of
increase of the domestic demand deflator for products other than food and energy,
picked up, after having been broadly stable in 1999. Such contrasting developments
in costs and prices have lifted company earnings. The surge in profits outside the
energy sector was accentuated by higher domestic crude oil and natural gas prices
and awidening of marginsin the refining and distribution chain, that resulted in gas-
oline prices growing more rapidly than crude oil pricesin the first half of 2000.
Overall, higher energy prices added 0.8 percentage point to the rate of growth of the
consumer price deflator which increased at an annual rate of 2.8 per cent in that
period. Nonetheless, real household income continued to grow at a brisk rate. In
effect, unexpectedly rapid productivity growth and afall in unit labour costs have
hel ped offset the impact of higher oil prices on real incomes.

By early November, stock prices were at the same level as in December 1999, High equity prices led
though some 9 per cent below their all time high. Rising profits have lowered the aver-  consumers to further reduce
age price to earnings ratio in the traditional sector of the economy to under 24, the their saving rate
same as at the end of 1997, with a marked narrowing of the premium for technology

United States: Demand and output

1997 1998 1999 2000 2001 2002
current prices .

billion $ Percentage changes, volume (1996 prices)
Private consumption 5529.3 4.7 53 54 36 30
Government consumption 12233 15 21 2.0 21 25
Gross fixed investment 1592.3 10.7 9.2 9.0 51 54
Public 264.7 53 9.1 4.8 24 38
Residential 328.3 83 6.4 -0.2 -34 -1.2
Non-residential 999.4 13.0 10.1 13.1 8.3 7.6
Final domestic demand 8344.9 54 5.6 5.6 37 34
Stockbuilding?® 62.9 0.2 -0.4 0.2 -0.1 -0.1
Total domestic demand 8407.8 55 52 5.8 3.6 34
Exports of goods and services 966.4 23 29 10.4 9.3 7.7
Imports of goods and services 1055.8 11.9 10.7 13.7 8.8 7.2
Net exports?@ -89.4 -1.3 -1.2 -0.9 -0.3 -0.3
GDP at market prices 83185 4.4 4.2 52 35 33
Industrial production _ 4.3 35 55 4.0 4.0

Note: National accounts are based on chain linked data. See " Sources and Methods" for further details.
a) Contributions to changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
Source: OECD.
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Fiscal policy remainstight,
but nonetheless a further
increasein interest rates

may be needed

The pace of the expansion
should slacken, bringing
demand into better balance
with supply

United States. Exter nal indicators

1998 1999 2000 2001 2002
$billion
Merchandise exports 670.3 684.4 782.6 868 941
Merchandise imports 917.2 1029.9 12334 1358 1447
Trade balance -246.9 - 345.6 -450.9 -491 - 506
Invisibles, net 29.7 141 180 20 23
Current account balance -2171 - 3315 -432.8 - 470 - 483
Percentage changes
Merchandise export volumes® 22 4.0 12.6 10.0 7.8
Merchandise import volumes? 11.8 125 145 9.4 7.3
Export performance® -11 -23 -11 -0.1 -03
Terms of trade 3.0 -15 -32 0.2 13

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

stocks. Nonetheless, personal sector wealth remains well above the average
1999 level, and this is probably one of the main factors underlying the continued
strong growth in household consumption outlays that have brought the saving ratio
closeto zero in thefirst half of the year.

Once again, there has been a marked increase in the federal government surplus.
Itislikely to reach $230 billion (2% per cent of GDP) in FY 2000. This improve-
ment was driven by a jump in income tax receipts, possibly due to continued strong
capital gains, that was only partly offset by the pick-up in overall federal non-interest
spending following the removal of the discretionary spending caps. In the absence of
an agreed budget for 2001, the projections assume growth in discretionary outlays
similar to that in recent years and no tax changes. On this basis, the federal surplus
should continue to climb, reaching $340 billion (3 per cent of GDP) by 2002, with
net federal debt declining to 25 per cent of GDP from 39% per cent in 1999. As well
as arising fiscal surplus, higher oil prices have also lowered demand. Nonethel ess,
output remains above potential. Consequently, with a slight increase in the underlying
rate of inflation, a resumption of the policy of increasing interest rates may be
required, even if some reduction might be envisaged towards the end of the projection
period as the economy moves toward balance.

The rise in short-term interest rates that has already occurred, together with the
modest further tightening (of 50 basis points) assumed in the projections, should
slow the economy. Indeed, the process has already started, though third-quarter GDP
data (showing an annual growth rate to 2.7 per cent) exaggerate the extent of the
slowdown. Moreover, unemployment at 3.9 per cent in October is still below the
average for the first half of the year. Higher interest rates are likely to have their
effect through two channels. With equity prices stabilising, the growth of consump-
tion will no longer outpace that of income and, in addition, higher long-term borrow-
ing rates should reduce the expansion of investment in the traditional sector of the
economy. Even the high-tech sector may be affected, given the signs of over-capacity
emerging in the telecommunications industry, the reduction in the rate at which com-
puter prices are falling, financing problems for new start-ups and increasing spreads
for borrowers. With the growth of output moving towards that in the rest of the
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OECD areg, the current account deficit should stabilise at about 4% per cent of GDP.
At the same time, the unemployment rate may start moving back towards 4%z per
cent, helping lessen the acceleration in prices outside the food and energy sectors. In
the second half of this year, with ail prices increasing less rapidly, the overall rate of
inflation should ease markedly. Thereafter, it may edge up slightly, asthe increase in
coreinflation is only partly buffered by easing oil prices.

The current account deficit has been largely financed by direct investment and  Alternatively, a hard landing
share purchases by foreigners. Such flows, while in many cases linked to the desire  could ensue, but better
of companies to participate in the surge of innovation in the US economy, are, none-  performanceisalso possible
theless, vulnerable to short-term changes in sentiment. Only a slight slackening in
their pace would put the dollar under significant downward pressure, raising the pos-
sibility of a more disruptive slowing in the economy. The likelihood of such an
adverse out-turn, though, has to be balanced against the fact that economic perfor-
mance has continued to surprise in the past. If underlying productivity proves to be
still accelerating, as many financial market analysts project, then the need for future
interest-rate increases would be lessened and actual growth could be somewhat faster
without generating any additional inflationary pressures.

© OECD 2000
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Japan

The economic recovery in the first half of 2000, with growth at an annual rate of 4%z per cent, has been stronger than
expected, led by business investment and surprisingly robust private consumption. Export growth was also strong but has
been erratic. A moderate expansion of both investment and consumption is expected over the next two years, although
significant uncertainty remains. Growth will nevertheless remain volatile as fiscal measures run their course. Output
growth is expected to be around 2 per cent in 2000, rising temporarily to 2% per cent in 2001 under the influence of the
latest fiscal boost before moving back to about 2 per cent in 2002.

With a modest recovery underway, some re-balancing of policy would now be appropriate. While the stance of monetary
policy should remain easy to continue to support the recovery, maintaining the credibility of monetary policy in this con-
text requires a more explicit monetary policy framework than has been the case till now. The recent decision to publish
inflation forecastsisa step in this direction. At the same time, fiscal policy should gradually be reoriented toward consol-
idation in a transparent medium-term framework. Without this policy mix there is a danger that long-term interest rates
will rise, thereby reducing growth prospects and subjecting the financial sector to stress. Priority will also need to be
given to improving the efficiency of the public expenditure system and to continuing with structural reforms.

Economic activity has gained Activity picked up strongly in the first half of 2000 and forward-looking indica-
momentum...  torssuggest that economic expansion will continue. Business investment has been the
driving force in the recovery, stimulated by a marked increase of actual and expected
profits and accelerating demand, both domestic and external, for information technol -
ogy. Rising activity is now lifting household incomes, and summer bonuses have stabi-
lised. Improved labour demand has in turn underpinned favourable consumer
sentiment despite the rise in bankruptcies and arelatively high level of unemployment.
Moreover, alarge volume of postal savings deposits are maturing this year and next,
providing households with additional liquidity. Although the statistics are volatile,
consumption is strengthening, broadening the base of the recovery.

... although conflicting forces The share of business investment in GDP and the growth rate of investment are
will constrain the growth  both expected to remain below levels reached in past recoveries. Enterprises are still

of investment  faced with excess capital stock and, athough firms are continuing to scrap at a rapid

rate, the overhang will neverthel ess serve to constrain investment demand. In addition,

expectations of lower future output growth than in the past and a greater emphasis on

Japan
Wage and salary incomes have started torise Corporate profitsare recovering from alow level
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Japan: Employment, income and inflation

Percentage changes
1998 1999 2000 2001 2002

Employment -0.7 -0.8 -04 0.3 04
Unemployment rate” 41 47 47 46 46
Compensation of employees -1.0 -1.0 11 11 14
Unit labour cost 15 -1.2 -0.8 -12 -0.6
Household disposable income 0.3 05 0.6 17 3.0
GDP deflator 0.3 -0.9 -15 -04 -0.2
Private consumption deflator 0.2 -0.5 -0.5 0.0 -0.1
a) Asapercentage of labour force.

Source: OECD.

profitability may also serve to limit investment recovery. Budget pressures are serving
to constrain public investment, particularly at the local government level, while fiscal
measures to stimulate residential construction have served to bring forward activity,
which will subsequently retard demand as from the second half of this year.

Price developments present a very mixed picture with deflation continuing Deflation has tended
according to most measures, although there are no indications of a downward spiral  to stabilise
developing. The domestic demand deflator has fallen at an annual rate of some
1Y% per cent in the first half, asignificantly larger decline than in 1999. Price declines
have been greatest in the investment goods component, where factors such as tech-
nological progress are likely to be important. Consumer prices have continued to
decline but only by some % per cent, while domestic wholesale prices have been ris-
ing since March 2000. Effects of higher oil prices on price movements have been
muted by a decrease in the profit margins of oil companies following deregulation of
this sector. Land prices continue to fall, although the annual rate of decline has
moderated to around 9 per cent.

Japan
Deflation persists Bankswant to lend but borrowing has contracted
Year-on-year percentage change
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1. Year-on-year percentage changes.

2. From third quarter of 1998, adjusted for loan write-offs.

3. Opinions on financial ingtitutions’ lending attitudes (accommodative minus severein per cent).
Source: Bank of Japan.
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Monetary and financial
conditions continue to
underpin activity

Japan: Financial indicators
1998 1999 2000 2001 2002
Household saving ratio® 134 132 12.8 124 13.2
General government financial balance ® -5.0 -7.0 -6.0 -6.0 -5.7
Current account balance® 32 25 2.8 2.7 3.0
Short-term interest rate® 0.7 0.2 0.2 0.6 0.9
Long-term interest rate® 15 17 1.8 21 2.3

a) Asapercentage of disposable income.

b) Asapercentage of GDP.

¢) 3 month CDs.

d) 10-year government bonds.

€) The 1998 deficit would have risen by 5.4 percentage pointsif 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

Source: OECD.

Monetary and financia conditions remain favourable for growth despite policy
rates being raised by 25 basis points in August. Base money has grown at around
5 per cent, while lending attitudes of banks are judged to be accommodative. Never-
theless, money supply has grown only slowly, in great part owing to weak demand
for bank lending as enterprises restructure their balance sheets and finance invest-
ment through improved cash flows. The rate of bankruptcies has moved up sharply,
but this reflects the expiry of the one year period of grace for capita repayments for
loan guarantees granted to small and medium sized enterprises at the end of 1998
rather than a tightening of financial conditions. The projection assumes no further
increases in policy rates over the projection period, although short-term rates will
drift upward somewhat. In a welcome departure from past practice, the BOJ has
started to publish the inflation and output forecasts of the members of the policy
board for the current fiscal year aswell as the main risks to the projections.

Japan: Demand and output

1997 1998 1999 2000 2001 2002

current prices

tillion yen Percentage changes, volume (1990 prices)

305.9 -05 12 16 21 2.2
49.6 15 13 0.2 0.5 0.6

Private consumption
Government consumption

Gross fixed investment 145.6 -74 -1.2 0.6 28 12
Public* 39.5 -3.0 7.8 -8.8 -1.3 -7.3
Residential 23.7 -14.4 14 1.0 -4.3 -2.0
Non-residential 82.4 -7.6 -5.9 54 6.3 55

Final domestic demand 501.1 -25 0.5 11 21 17

Stockbuilding ® 2.6 -0.6 0.1 0.1 0.2 0.0

Total domestic demand 503.6 -31 0.5 13 24 18

Exports of goods and services 56.3 -25 19 13.6 55 53

Imports of goods and services 50.3 -7.6 53 10.5 6.4 4.2

Net exports® 6.0 05 -0.3 0.7 0.0 03

GDP at market prices 509.6 -25 0.2 19 23 2.0

Industrial production® 7.2 1.0 5.8 4.0 2.8

a) Including public corporations.

b) Contributionsto changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
¢) Mining and manufacturing.

Source: OECD.
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Japan: External indicators

1998 1999 2000 2001 2002
$billion
Merchandise exports 374.0 4034 462.7 482 509
Merchandise imports 251.5 280.3 337.9 365 379
Trade balance 122.4 1231 124.8 117 131
Invisibles, net -15 -16.3 2.8 9 12
Current account balance 120.9 106.9 127.6 126 143
Percentage changes
Merchandise export volumes® -12 21 125 5.7 5.3
Merchandise import volumes? -53 9.6 11.5 7.7 4.2
Export performance® -31 -77 -38 -49 -34
Terms of trade 6.5 49 -55 -1.7 0.9

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

Fiscal policy is projected to remain broadly neutral this year and next but to  Fiscal policy remains neutral
tighten thereafter. However, the bunching of public works associated with the latest  in the short term although
fiscal stimulus package will lead to atemporary surge of demand (concentrated in  public investment continues
the first half of 2001). The October fiscal package this year is assumed to result ina  to weaken
rise of infrastructure spending of 2% trillion yen (Y2 per cent of GDP). Thisisless
than the announced plan since local governments seem likely to continue to cut back
on their own spending over the projection period. Excluding the one-off increases in
tax revenues from maturing postal savings deposits this year and next (worth
around % and 1 percentage point of GDP, respectively), the underlying structural fis-
cal deficit should remain around 6-6%4 per cent of GDP this year and next. However,
in the absence of anew fiscal package in 2001 and with continuing expenditure cuts
by local governments, the underlying structural deficit would decline by 1 per cent of
GDP in 2002. Such a consolidation might limit the rise in long-term rates to around
25 basis points by the end of the period. However, in these circumstances, general
government liabilities would be likely to increase to around 130 per cent of GDP
by 2002. With ongoing financial market reforms, the financing of this debt will
increasingly take place in a more transparent manne.

Growth is projected to be around 2¥4 per cent on average over the projection  Growth islikely to continue
period, driven by moderate rates of growth of both private consumption and business  at a moderate pace subject
investment. Export growth should slow to around 5 per cent, although the current to short-term volatility
account surplus may still increase somewhat. Fiscal measures will impart consider-
able volatility to half yearly and quarterly growth rates, making policy assessment
difficult. The first half of next year is projected to be strong with annual growth of
over 3 per cent, since the effects of the 2000 fiscal stimulus package will be felt most
strongly in the second quarter. The second half of 2001 might then be weak, how-
ever, with just 1 per cent growth as public works decline and residential construction
falls further with the expiration of tax incentives. Thereafter the economy is expected
to pick up again with growth of around 2 per cent in 2002. Employment growth is
expected to remain modest but the rate of unemployment will continue to be high as
discouraged workers re-enter the workforce. The output gap is projected to close
slowly while deflation should gradually subside.

© OECD 2000
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Domestic risks remain Uncertainty about prospects remains high and is reflected in the wide range of
important although they are  projections available. Domestic risks are closely associated with how restructuring
now more balanced  will unfold as the scenario rests on the assessment that the expansionary momentum
imparted by business investment will more than offset the negative impact of corpo-
rate restructuring on employment and hence on private consumption. The potential
for disruptive bankruptcies cannot be excluded, while banks remain vulnerable to
any marked decline in bond and share prices — an issue that may become urgent if the
latter remains at the low levels prevailing in November. On the other hand, the econ-
omy is in the midst of a major restructuring with rapid scrapping of old capital so

that investment and growth could easily surprise on the upside.



Developmentsin individual OECD countries - 47

Activity accelerated in thefirst half of 2000, under pinned by buoyant investment in machinery and equipment and a more
rapid expansion of private consumption. Current economic conditions remain favourable for growth above potential, not
least because of the major income and business tax reform that will come into effect in 2001. Partly because of higher oil
prices, however, economic activity is projected to slow somewhat from the second half of this year. With the expansion in
world trade slowing, the contribution from the external sector should decline, bringing GDP growth down from 3 per
cent thisyear to some 242 per cent by 2002.

One-off proceeds from selling mobile phone licences will generate a substantial general government surplus in 2000
because of the accounting conventions used. But a deficit will re-emerge in 2001, as income tax cuts worth more than
one per cent of GDP become effective, and will continue in 2002, though to a lesser degree. With the output gap becoming
positive, fiscal restraint, through strict spending control, will be necessary both for conjunctural reasons and to improve
public finances in view of population ageing.

Economic activity accelerated further in the first half of 2000 when real GDP  Economic activity accelerated
increased at an annud rate of some 3%z per cent. Exports continued to grow at double-  in thefirst half of 2000...
digit rates, although the net contribution of the external sector to GDP growth was
slightly lower than in the previous half year. On the domestic side, investment in
machinery and equipment —including intangible investment such as computer
software — grew at an annual rate of 12 per cent. Private consumption growth
improved strongly in the second quarter after stagnating in the first months of the
year. But construction slid back into recession with over-capacity in the new states
still congtituting the main brake for arecovery in this sector.

Employment growth also picked up in the first half of 2000, to an annual rateof ... and the labour market
1.8 per cent. A large part of the increase appears to be attributable to part-time improved
employment of new entrants into the labour market. Earlier changesin the obligation
to pay socia security contributions also seem to boost marginal jobs held as a main
occupation at the expense of those held as a secondary occupation. While the former
areincluded in the employment statistics, the latter are not.

Germany
Businesst sentiment is no longer improving Inflow of industrial ordershas accelerated
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Sources: Ifo Institute; Deutsche Bundesbank and OECD.
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Orders are buoyant but while
still favourable, the business
climate isweakening...

... In acontext of rising
oil prices affecting the terms
of trade and inflation

Germany: Employment, income and inflation

Percentage changes
1998 1999 2000 2001 2002

Employment 0.9 11 16 11 0.8
Unemployment rate” 8.9 8.3 7.7 6.9 6.3
Compensation of employees 19 24 3.0 2.8 31
Unit labour cost -0.1 0.8 0.0 0.1 0.6
Household disposable income 27 2.6 34 4.3 36
GDP deflator 11 0.9 0.0 1.0 14
Private consumption deflator 11 0.3 15 16 16
a) Asapercentage of labour force.

Source: OECD.

The inflow of industrial orders in manufacturing accelerated in the first half,
mainly driven by external demand. Business sentiment peaked at high levelsin early
summer 2000, after steady improvements since spring 1999. Although still at a high
level, the sentiment deteriorated markedly in the middle of the year, owing to down-
ward revisions of business expectations for the next six months. The drop is probably
related to the rise in energy prices.

Accelerating oil prices and the depreciation of the euro shaped the devel opment
of inflation rates. Import prices accelerated sharply, mainly on account of the oil
price rise. Export prices also accelerated — although to a lesser degree — responding
to the depreciation in the effective exchange rate. The implied deterioration of the
terms of trade may have led to a reduction in profit margins, as indicated by afall in
the GDP deflator in the first half of 2000. Consumer price inflation also accelerated,
reaching 2¥% per cent in the autumn. But core inflation, which excludes oil products,
remained at about half this level. Compensation grew more strongly than productiv-
ity in the first half (seasonally adjusted) but growth in unit labour costs remained
subdued.

Germany
Unemployment? is coming down Consumer confidence remainsrobust
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1. Seasondly adjusted, registered unemployment.
Sources. Deutsche Bundesbank and OECD.
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Germany: Financial indicators

1998 1999 2000 2001 2002
Household saving ratio® 10.2 9.9 10.1 10.2 9.8
General government financial balance® -2.1 -14 14 -1.7 -1.2
Current account balance® 0.2 -0.9 -0.9 -0.6 0.0
Short-term interest rate® 35 3.0 4.4 5.4 55
Long-term interest rate® 46 45 5.4 5.7 5.7

a) Asapercentage of disposableincome.
b) Asapercentage of GDP.

¢) 3-month interbank rate.

d) 10-year government bonds.

Source: OECD.

Although public spending restraint is projected to continue, based on the gov- Fiscal conditions support
ernment’s budget proposal and consolidation measures legislated earlier, overall fiss domestic demand...
cal conditions are supporting growth. In 2000, reductions in income taxes and social
security contributions have more than compensated for arise in energy taxes. More-
over, the main income and business tax reform, which will become effective from
January 2001 on, includes inter alia significant reductions in statutory tax rates for
both corporate and personal taxation, an increase in the basic income tax allowance,
and a broadening of the tax base. Some of the measures are being phased in over a
five-year horizon. Net tax reductions are estimated to total more than 1 per cent of
GDP in 2001. With extra revenues from the sales of universal mobile telecommuni-
cations systems phone licenses, of the order of 2.5 per cent of GDP, being counted as
affecting the budget balance, the general government is projected to exhibit a surplus

Germany: Demand and output

1997 1998 1999 2000 2001 2002
current prices .
billion DM Percentage changes, volume (1995 prices)
Private consumption 21123 2.0 2.6 17 2.6 24
Government consumption 713.3 05 -0.1 1.0 0.5 0.6
Gross fixed investment 784.6 3.0 33 2.4 2.8 2.7
Public 69.2 -39 51 0.7 0.7 05
Residential 276.2 0.3 -0.2 -0.3 0.1 05
Non-residential 439.2 59 51 4.3 4.6 4.1
Final domestic demand 3610.1 19 22 17 22 21
Stockbuilding® 6.2 04 0.2 0.2 -0.2 0.0
Total domestic demand 36164 24 24 19 21 21
Exports of goods and services 10211 7.0 51 12.6 9.3 7.4
Imports of goods and services 971.0 8.6 81 9.1 77 6.5
Net exports® 50.1 -0.3 -0.8 11 0.7 0.5
GDP at market prices 3666.5 21 16 30 2.7 25
GDP at market pricesin billion € 1874.7
Industrial production _ 42 15 51 4.3 32
Memorandum items
Investment in machinery and equipment 303.5 9.4 7.4 9.1 6.4 51
Construction investment 481.1 -1.0 05 -25 -0.1 05
a) Contributions to changesin real GDP (percentage of real GDP in previous year), actual amount in the first column
Source: OECD.
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... and, although decelerating,
growth will remain above
potential

But there are both external and
domestic risks to activity

Germany: External indicators

1998 1999 2000 2001 2002
$billion
Merchandise exports 542.7 543.2 546.7 567 618
Merchandise imports 462.9 470.0 482.6 498 537
Trade balance 79.7 731 64.1 69 81
Invisibles, net -84.4 -925 -81.9 -80 -81
Current account balance -4.6 -19.3 -17.7 -11 0
Percentage changes
Merchandise export volumes® 83 4.6 15.7 9.7 75
Merchandise import volumes? 10.8 4.8 12.6 8.1 7.0
Export performance® 0.2 -14 31 0.1 -05
Terms of trade 2.7 0.2 -4.8 -0.8 0.5

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

of 1.4 per cent of GDP in 2000. The proceeds from the auctioning are being used for
debt redemption, generating savings on interest paid in the following years (which
are assumed to be spent on infrastructure investment) To take account of their
one-off nature, these revenues have not been included into the Secretariat’s estimate
of the structural deficit. Overall, this estimate of the structural deficit is projected to
deteriorate by 1 per cent of GDP in 2001, owing to the tax reductions, but the struc-
tural deficit is then projected to improve by % percentage point in 2002 under the
influence of continued spending restraint.

With world trade expected to slow down over the next two years, the net contri-
bution to growth of the external sector will decline. But domestic demand should
remain robust, despite higher interest rates. Private consumption is projected to
accelerate further in the second half of 2000 and in 2001, based on income tax reduc-
tions and improved |abour market conditions. Investment should remain strong, ben-
efiting from tax cuts (despite a tightening of depreciation rules), from very high
capacity utilisation in manufacturing, and the favourable investment climate associ-
ated with wage moderation embodied in collective agreements that are largely fixed
until spring 2002. Construction, however, is expected to remain weak, although it
will benefit from higher infrastructure investment. All in all, GDP growth is pro-
jected to grow at an annual rate of 3 per cent in 2000 and 2.7 per cent in 2001.
Growth will further decelerate in 2002, but will remain above potential, while the
output gap will become positive. Headline inflation will edge up this year and wages
may accelerate in 2002 when unemployment falls below the estimated non-accel erating
inflation rate of unemployment. The unemployment rate should decline from 8.3 per
cent in 1999 to 6.3 per cent in 2002. Employment gains will decelerate, however,
with growth of margina employment losing momentum.

A risk to these projections would arise if negative terms of trade effects on pri-
vate consumption and investment associated with persistently high oil prices and a
low euro exchange rate prove to be stronger than expected. On the other hand, the
tax reductions may induce higher consumption of private households than assumed
in the projections.
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France

France entered 2000 with robust economic growth and low inflation. Job creation was vigorous, and unemployment
dropped to its lowest level in ten years. Srong world trade growth, easy monetary conditions and high consumer confi-
dence underpinned economic activity. Capacity utilisation approached its highest level in a decade, and enterprises
therefore stepped up their gross fixed investments. The economic environment has, however, become less supportive
recently. Higher crude oil prices are in particular reducing growth in real household incomes and affecting confidence.

As a result, the pace of economic expansion appears to have eased somewhat.

At this juncture, fiscal policy needs to be prudent. The significant tax cuts made by the authorities are helpful to support
real incomes and launch a supply-side oriented reform of the tax system. They require, however, a strict adherence to the
“spending rule” introduced in the medium-term public finance programme in order to preserve a sound budget.
Spending restraint is also required in view of the high public indebtedness and large unfunded pension liabilities.

France entered 2000 with solid growth and moderate inflation. Output growth
benefited from a supportive international environment and the weak euro, as well as
from gainsin real disposable incomes and bullish consumer confidence. Industrial
firms encountered growing difficulties in satisfying orders because capacity utilisa-
tion was reaching level s unknown for a decade, and therefore stepped up their invest-
ment. Higher oil prices, however, have subsequently slowed real income growth,
reduced confidence and moderated household spending expansion, so that real GDP
growth has weakened somewhat.

In 1999 and the first half of 2000, enterprises created new jobs at a pace not seen
for many years. Besides output expansion, employment growth has been supported by
various other factors, including greater labour market flexibility, lower social security
contributions, new jobs in the public sector and wage moderation. This has allowed
unemployment to fall to its lowest level in ten years, with most categories of job seek-
ers enjoying improved employment prospects. About one-half of workersin large
enterprises (20 employees and more) have been covered by 35-hour agreements. These
firms have been able to reduce working time without cutting monthly salaries, in part
thanks to generous state subsidies. The legislation foresees that small firms (less than
20 employees) will be subject to the 35-hour rules beginning in 2002.

Economic growth slowed
somewhat during the first half
of 2000...

... but job creation remained
strong...

France
Capacity utilisation is at its highest The unemployment rateisat itslowest
sincethelate 1980'st in a decade
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... and inflation is still
moderate

The 2001 budget envisages no
further progressin fiscal
consolidation

France: Employment, income and inflation

Percentage changes
1998 1999 2000 2001 2002

Employment 14 18 21 18 13
Unemployment rate” 11.8 111 9.7 8.8 8.2
Compensation of employees 39 39 4.3 49 44
Unit labour cost 0.6 0.9 10 20 19
Household disposable income 37 3.0 4.0 48 45
GDP deflator 0.8 0.3 0.9 17 23
Private consumption deflator 0.7 0.7 15 21 2.0
a) Asapercentage of labour force.

Source: OECD.

With ail prices back to a high level, headline inflation has been creeping up.
Higher oil prices and the weaker euro, taken together, have contributed 1 per cent to
annual consumer price inflation. However, apart from energy and also food, price
movements have so far remained surprisingly subdued, most probably because nomi-
nal wages have not reacted to the upward drift in inflation. Hence, although core
inflation is presently not a concern, faster nomina wage increases would change this
assessment.

Genera government receipts in 2000 have benefited from vigorous income growth
in 1999 (close to hdf of state tax revenue is linked to previous year's income). The bulk
of these additional revenues was used to cut taxes, in the context of abroad reform of the
tax system. The various tax cuts add up to atotal of 1 per cent of GDP in 2000. The
authorities have announced a new tax cut plan for the period 2001-03 amounting to
FF 120 billion (approximately 1.2 per cent of GDP in 2003). The new plan mainly bene-
fits households through lower personal income taxes, employee socia security contribu-
tions, and passenger car taxes. Businesses too will get tax reductionsin the form of lower
corporate taxes, but to alesser extent. In addition to this three-year plan, the authorities
have decided to soften the impact of higher oil prices on energy consumers. A new

France

A trade deficit with OPEC countries Theinflationary impact of higher crude oil prices
has opened up has been limited, so far
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France: Financial indicators

1998 1999 2000 2001 2002
Household saving ratio® 15.6 15.6 15.6 16.0 16.2
General government financial balance® -2.7 -1.8 -14 -0.1 -0.8
Current account balance® 2.6 26 23 23 24
Short-term interest rate® 36 3.0 4.4 5.4 55
Long-term interest rate’ 47 46 55 5.8 5.8

a) Asapercentage of disposableincome.
b) Asapercentage of GDP.

c) 3-month interbank rate.

d) 10-year benchmark government bonds.
Source: OECD.

system of “floating gasoline taxes’ was introduced to help reduce the impact of volatile
prices on the cost of fuel for passenger cars and truck fleets. With all these measures,
general government revenues are now growing less rapidly than nominal GDP, so that
the tax burden is gradually drifting down. On the expenditure side of the budget, the
authorities decided to exceed in 2001 the 1.3 per cent per annum rea “ spending growth
rule” that was included in the medium-term public finance programme. In particular,
ministries have been authorised to start new recruitment after years of freeze. Public
hospitals will also be entitled to new hiring. Finally, the government loosened the
restraint on health care spending and raised pension benefits by more than inflation.
Overdll, these measures imply that no further progress is being made in consolidating
the budget, and that the underlying structural deficit will increase during the
period 2000-01. Proceeds from the sale of third generation telephone licenses via a
“beauty contest” in 2001 (slightly over 1 per cent of GDP) will be used to build up
assets of the pension reserve fund and, to alesser extent, for debt buy-backs (not
included in the OECD estimate of the structural deficit).

France: Demand and output

1997 1998 1999 2000 2001 2002
current prices .
billion FF Percentage changes, volume (1995 prices)
Private consumption 4509.1 34 23 26 23 22
Government consumption 1986.2 0.3 25 13 13 13
Gross fixed investment 1473.0 6.6 7.2 6.0 4.6 4.8
General government 2432 2.8 2.2 2.8 15 14
Household 3743 36 82 6.2 09 09
Other 855.6 9.0 8.1 6.8 6.9 7.0
Final domestic demand 7968.4 33 33 3.0 25 2.6
Stockbuilding?® -76 0.6 -0.4 0.0 0.0 0.0
Total domestic demand 7960.7 39 29 3.0 25 25
Exports of goods and services 2093.2 7.7 38 12.8 8.7 74
Imports of goods and services 18492 11.3 38 125 8.1 81
Net exports® 2440 -0.6 0.1 04 04 0.0
GDP at market prices 8204.8 32 29 33 29 25
GDP at market pricesin billion € 1250.8
Industrial production® _ 5.1 2.1 32 26 23

a) Contributions to changesin real GDP (percentage of real GDP in previous year), actual amount in the first column
b) Quarterly index.
Source: OECD.
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France: External indicators

1998

1999

2000

2001

2002

$billion
Merchandise exports 302.8 298.1 295.0 310 342
Merchandise imports 278.0 2784 287.0 303 333
Trade balance 24.8 19.8 8.0 7 8
Invisibles, net 133 17.8 22.0 21 23
Current account balance 38.2 375 30.0 28 31
Percentage changes
Merchandise export volumes® 8.8 38 14.0 9.2 77
Merchandise import volumes? 12.3 4.7 14.0 8.2 85
Export performance® -0.1 -18 15 -01 0.0
Terms of trade 15 -10 -34 -14 0.9

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

The economy will lose
momentum gradually in
2001 and 2002 with inflation
edging up

The short-term outlook is influenced by a mix of positive and negative and fac-
tors. On the positive side, the environment is propitious for increased investment:
business expectations remain positive and profit margins comfortable. In addition,
after years of weak investment, companies need to expand their production capacity,
modernise equipment, and incorporate new information and communication technol -
ogies. Business fixed investment is therefore projected to pick up strongly and
approach annual increases of nearly 7 per cent in real terms, allowing the capital
stock to grow in line with output. But, at the same time, several negative factors are
influencing the outlook. First, the sharp increase in ail prices is reducing household
real incomes, and — notwithstanding the package of tax cuts —adownward impact on
consumer spending should result. Second, world trade is projected to decelerate
markedly in the wake of the soft landing expected in North America. Third, the mon-
etary tightening by the European Central Bank will have a lagged dampening impact
on domestic demand. Finally, French enterprises are running into supply-side
constraints (hiring difficulties, high capacity utilisation) and have little leeway to
increase output, so that imports are growing faster than domestic production. On bal-
ance, the negative factors are expected to somewhat exceed the positive influences,
and real GDP is therefore projected to lose speed gradually over the next two years.
In this environment, inflation is expected to edge up, initially under the impulse of
energy prices, then increasingly under the pressure of higher wage settlements. But
with petroleum prices moderating as from the middle of next year, consumer price
inflation could remain in the 2 per cent range over the projection period.

Themain risk stemsfrom the
impact of high oil prices

This relatively positive outlook of growth persisting despite a less supportive
environment is threatened by the risks stemming from high oil prices. So far, energy
price hikes have been accompanied by remarkably mild retail price and nomina wage
responses —so mild that they are not entirely explainable. Thereis therefore arisk that
price increases are currently being repressed and that inflationary pressures will be
unleashed at some point. Growing inflation would erode real incomes further and
undermine confidence. In addition, higher oil prices may aso have a larger impact on
the world economy than projected. Without a healthy international economic environ-
ment, the French economy would lose more speed than projected, and the projected
further improvement in labour market conditions would not be realised.
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GDP growth should be around 2%, per cent in 2000, based on strong domestic and external demand. But the effects of
higher oil prices on inflation and confidence are likely to lead to somewhat slower growth over the projection period.
Wage behaviour has remained moderate so far, and if this continues, then consumer price inflation that is running at just
below 2% per cent at present could fall back to around 2 per cent by 2002.

Italy’s structural reform reguirements focus on the need to increase competition in the sheltered sectors of the economy,
where inflation inertia raises costs and affects the exposed sectors, thereby weakening competitiveness vis-a-vis the euro
area. Continuing efforts are also needed to tackle the wide divergence in labour-market performance between the North
and the South.

The recovery that began in late 1999 continued during the first half of 2000, The recovery has continued
underpinned both by domestic demand, most prominently investment in equipment, but the pace has slowed
and by strong exports. However, the pattern of activity changed during the semester.  somewhat
Following a period of negative stockbuilding, inventory accumulation strengthened
in the second quarter, while the restraining effects of higher inflation on real income
growth translated into a smaller impulse from household spending. On the external
side, export growth exhibited a weakening trend and imports jumped. At 2.6 per cent
in the second quarter (annua rate), real GDP was below expectations and represented a
decel eration compared with the 3 per cent registered in the previous quarter.

Industrial production has recovered substantially since mid-1999 and the level I mport demand has been
of capacity utilisation is the highest since early 1990. The upswing in industrial pro- strong, as have exportsto
duction has to a large extent been driven by the solid performance of real merchan- non-EMU countries
dise exports, which rose by 9 per cent in the first half of 2000. Export demand has
been supported by the weakness of the euro and expanding foreign markets, reflect-
ing mainly strong sales to the US and emerging Asian markets. Sales growth to the
euro area has been relatively modest, reflecting an underlying deterioration in com-
petitiveness vis-a-vis ltaly’s euro competitors. Real imports surged in the first half
of 2000, over and above the rise implied by the high import content of Italian
exports. This accentuated the adverse effects of worsening terms of trade, so that the
trade surplus continued to decline.

Italy
The external sector isdriving activity?! Capacity utilisation is still
below the cyclical peak in 1990
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1. Year-on-year percentage changes using three-month moving averages. Data are seasonally adjusted.
Source: OECD.
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The labour mar ket
has strengthened, without
narrowing regional differences

Inflation hasincreased, but
wage tensions are absent and
external competitiveness has
been maintained

Italy: Employment, income and inflation

Percentage changes
1998 1999 2000 2001 2002
Employment 11 12 13 12 11
Unemployment rate” 11.9 11.5 10.8 10.1 94
Compensetion of employees -1.2 36 39 39 36
Unit labour cost” 27 22 10 12 10
Household disposable income 2.6 3.0 3.6 4.3 39
GDP deflator 27 15 18 22 20
Private consumption deflator 21 22 2.7 25 2.0

a) Asapercentage of labour force.

b) Thefigure for 1998 reflects the introduction of the regional tax (IRAP) which was accompanied by the partial
abolition of the employers compulsory contributions to the health care system.

Source: OECD.

Assisted by accelerating investment, the labour market has registered further
improvement. Employment rose by 2 per cent in the third quarter of 2000 (annual rate),
corresponding to 430 000 additional employees. There has been a one percentage point
reduction in the unemployment rate since the end of 1999 (down to 10.5 per cent in
seasondly adjusted terms). However, a decline in unemployment in the South has not
sufficed so far to markedly reduce the wide regional disparities which characterise the
Italian labour market: the unemployment gap between northern and southern regionsis
till 16Y4 per cent. In the North, the unemployment rate is about 4% per cent and survey
figures point to a relatively tight labour market, with the business sector expressing
concerns about alack of specialised workers.

There is no evidence thus far that such tensions have compromised wage mod-
eration. Assisted by the improved economic momentum, labour productivity
increased relative to 1999, and this, combined with wage moderation and euro depre-
ciation, has supported Italy’s external competitiveness outside the euro area. How-
ever, oil prices continued to increase over the summer and the euro depreciated
further, exacerbating producer price inflation. Reflecting these mounting pressures,

Italy
Inflation acceler ates, while M onetary conditions continue to be supportive
wage growth remains moder ate
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1. Year-on-year percentage changes of the harmonised consumer price index. Core inflation excludes energy, food, a coholic beverages and tobacco.

2. Deflated using the consumer price index.

3. Long-term interest rate minus short-term interest rate.

Sources: OECD; Eurostat.



Developmentsin individual OECD countries - 57

Italy: Financial indicators

1998 1999 2000 2001 2002
Household saving ratio® 13.1 12.3 113 11.3 11.0
General government financial balance® -2.8 -1.9 -0.1 -1.0 -0.8
Current account balance® 1.8 0.6 -0.9 -0.7 -0.6
Short-term interest rate® 5.0 3.0 4.4 5.4 55
Long-term interest rate’ 49 47 5.7 5.9 5.9

a) Asapercentage of disposable income.
b) As apercentage of GDP.

¢) 3-month interbank rate.

d) 10-year government bonds.

Source: OECD.

the rate of consumer price inflation drifted up to somewhat above 2% per cent in the
third quarter of 2000, the highest level since early 1997.

The projection for the general government deficit takes into account the planned Higher tax receipts are being
concession of a“fiscal bonus’ (some %2 percentage point of GDP in 2000 and 1 point  given back astax cuts
in 2001). The official (and OECD) assumption is that this will not worsen the deficit
outturn for 2000, thanks to the higher baseline for receipts, resulting from tax reforms
(including the fight against tax evasion). For this year the OECD is projecting a deficit
outcome consistent with the official target.! However, for 2001 the official expenditure
assumption may be optimistic in light of a possible overrun, including on health. The

Italy: Demand and output

1997 1998 1999 2000 2001 2002

current prices Percentage changes, volume (1995 prices)

trillion L.
Private consumption® 1167.8 23 17 20 18 23
Government consumption 360.5 0.7 0.6 12 11 12
Gross fixed investment 359.6 41 44 6.9 47 5.2
Machinery and equipment 200.9 74 6.2 7.9 5.6 6.0
Construction 158.8 -0.1 18 55 34 4.0
Residential 88.9 -0.6 16 0.0 0.5 1.0
Non-residential 69.8 0.5 1.9 12.3 6.7 7.2
Final domestic demand 1888.0 2.4 2.0 29 23 2.7
Stockbuilding ® 15.4 0.6 0.4 -0.6 0.0 0.0
Total domestic demand 19034 29 25 22 22 2.7
Exports of goods and services 524.4 33 -04 9.5 9.3 7.6
Imports of goods and services 444.0 9.1 34 7.6 8.1 84
Net exports® 80.5 -1.3 -1.0 0.6 0.5 -0.1
GDP at market prices 19839 15 14 2.8 2.7 2.6

GDP at market pricesin billion € 1024.6
Industrial production _ 13 0.0 44 35 29

a) Final consumption in the domestic market by households.
b) Contributionsto changesin real GDP (percentage of real GDP in previous year), actual amount in the first column
Source: OECD.

1. The projection for the general government deficit in 2000 takes into account the revenues from sdlling of
third-generation mobile phone licences (UMTS). These equd L 26.8 trillion, some 1.2 per cent of GDP.
Such an amount is set against the underlying budget deficit of 1.3 per cent and alowed to reduce the debt.

© OECD 2000
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Monetary conditions are
supporting activity but inflation
isrising

Consumption is expected
to weaken temporarily,
but business sentiment

remains strong

The projections contain
significant risks

Italy: External indicators

1998 1999 2000 2001 2002
$billion
Merchandise exports 2455 231.0 2331 251 276
Merchandise imports 209.2 210.5 220.8 238 263
Trade balance 36.4 20.6 12.3 13 13
Invisibles, net -14.6 -139 -215 -20 -20
Current account balance 21.8 6.6 -9.2 -7 -6
Percentage changes
Merchandise export volumes® 33 15 10.6 9.4 7.7
Merchandise import volumes?® 10.9 38 89 8.7 8.9
Export performance® -6.2 -5.8 -21 0.0 -0.2
Terms of trade 5.2 -31 -5.8 -0.8 0.7

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

projection thus sees the possibility of a dight slippage from target in the absence of
new structural measuresto keep expenditures under better control.

Despite the increases in short-term interest rates by the European Central Bank,
monetary conditions remain accommodating. While long-term rates have also risen
recently, so too has inflation, and real interest rates remain low by historical stan-
dards. Taking into account both the direct effect of the oil-price hike on consumer
prices and the related second-round effects on the price of imported intermediate
inputs, the projection sees consumer price inflation rising to just below 2% per cent
in 2000, then decel erating somewhat from the first half of 2001. It should continue to
moderate thereafter, as the combined impacts of higher oil prices and exchange rate
depreciation unwind. However, following a year of moderate wage gains, wage
inflation seems set to accel erate somewhat in 2001, as the new round of wage negoti-
ations is expected to imply a partial recuperation of the losses caused by the gap
between actual and expected inflation in 2000.

Stronger inflationary pressures seem to have had some negative impact on con-
sumer confidence, which points to some temporary weakening in consumption
growth. Corporate surveys also suggest somewhat less optimistic business-sector
sentiment. But order books are still healthy and investment should remain robust,
albeit decel erating somewhat. Moreover, despite rising unit labour costs, the new
exchange rate assumptions imply a positive contribution to growth arising from the
external sector in both 2000 and 2001. GDP is thus projected to rise by nearly 2% per
cent in 2001 and some 2% per cent in 2002.

The main uncertainties attaching to the projections relate to the possible conse-
guences of the oil price hike on consumption and investment. Higher costs of inter-
mediate inputs could combine with weakening business confidence to dampen
investment plans, partly offsetting the influence of an accommodating monetary pol-
icy stance. Although the employment picture is improving, weakening household
confidence could lead to atemporary recovery in saving rates following the marked
decline which has occurred this year. On the other hand, if and when such confidence
effects dissipate, the positive impact on household consumption arising from the
planned “fiscal bonus’ could be underestimated, with inflationary consequences.
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United Kingdom

Growth has been robust in the first half of this year, mainly driven by household consumption. Labour markets have con-
tinued to tighten, with unemployment reaching very low levels by historical standards, but wage and price inflation
remain subdued. The outlook is for a gradual deceleration of output, corresponding to a smooth slowdown in domestic
demand, and for a limited pick-up in inflation.

Fiscal policy in thefirst half of the year has been slightly restrictive, reflecting buoyant revenue. This has eased the bur-
den borne by monetary policy in an economy with little slack. Interest rates might have to increase a bit further, however,
if the impact on aggregate demand of the acceleration of public spending is not offset by a sufficient slowdown of private
consumption, or if the exchange rate were to depreciate markedly.

Over the past year and a half, activity expanded at arate exceeding potential and  Growth has been robust,
approaching 3 per cent. The key factor underlying this vigorous performance was |ed by consumption
buoyant household consumption. This was accompanied by a sharp decline in the
household saving ratio, to only 3 per cent of disposable income in the second quarter,
the lowest level since the 1980s and well below what is observed in most other Euro-
pean countries (but above the current level in the United States). Meanwhile, private
fixed investment continued to slow — albeit after half a decade of rapid growth — some-
what diminishing the likelihood of a sharp productivity acceleration. Exports picked
up, reflecting the dynamism of demand overseas, but market share erosion continued
owing to the strength of the pound, despite the compression of exporters' margins. In
effective terms, the currency has come down from its spring 2000 peak, having depre-
ciated significantly againgt the dollar and to a lesser extent against the euro. Neverthe-
less, on most estimates the pound remains overvalued. In this context, and given the
vigour of domestic demand, import growth barely abated and the goods trade deficit
widened to over 3 per cent of GDP (at current prices).

United Kingdom

Growth remainsrobust and inflation subdued? Exchangerate overvaluation widensthe trade deficit
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Although unemployment

has declined further, inflationary
pressures have been contained
thusfar

Monetary policy has remained
on hold...

United Kingdom: Employment, income and inflation

Percentage changes
1998 1999 2000 2001 2002

Employment 11 13 12 0.7 0.4
Unemployment rate” 5.9 6.0 55 5.4 55
Compensation of employees 7.1 6.3 5.0 56 52
Unit labour cost 43 4.0 20 29 28
Household disposable income 25 55 45 55 5.0
GDP deflator 3.0 25 20 25 26
Private consumption deflator 24 20 14 24 23
a) Asapercentage of labour force.

Source: OECD.

At the same time, the strength of the pound helped offset the inflationary pres-
sures stemming from domestic labour and product markets. Unemployment continued
to decline, down to 5.3 per cent of the labour force, not least reflecting a welcome
decrease in long-term joblessness. Skill shortages remained pronounced in some sec-
tors. Meanwhile, prices for materials and fuels purchased by manufacturing industry
were rising at double digit rates. Notwithstanding, wage inflation as reflected in regular
pay as well as wage settlements did not increase and headline average earnings even
decelerated, owing partly to the ending of millennium-related bonuses. Moreover,
retail price inflation (excluding mortgage interest payments) remained clearly below
the 2Y%2 per cent target, while consumer price inflation (on a harmonised basis) did not
exceed 1 per cent and was the lowest in the European Union. The intensification of
competition in various sectors, including the car sector, helped contain inflation.
Furthermore, house price inflation slowed down significantly.

Faced with those mixed signs, and taking into account the time needed for
earlier pre-emptive interest rate hikes to work their way through, the Monetary
Policy Committee of the Bank of England has left the official repo rate unchanged
since last February, at 6 per cent. In general, market participants no longer expect a

The official repo rate hasremained below its

United Kingdom

Government spending is starting to pick up?
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1. Growth of total general government expenditure in real terms (using the GDP deflator).

Sources. Bank of England and ONS.
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United Kingdom: Financial indicators

1998 1999 2000 2001 2002
Household saving ratio® 5.8 5.1 3.9 4.3 4.6
General government financial balance® 0.4 13 2.7 22 18
Current account balance® 0.0 -1.2 -15 -1.9 -1.9
Short-term interest rate” 7.3 5.4 6.3 6.6 6.3
Long-term interest rate® 55 51 55 5.7 5.7

a) Asapercentage of disposable income.
b) Asapercentage of GDP.

¢) 3-month interbank rate.

d) 10-year government bonds.

Source: OECD.

further rise. Long-term interest rates have not fluctuated much since the Spring,
remaining below corresponding euro area averages, with the yield curve continuing
to be negatively sloped.

Tax receipts grew much faster than forecast at the time of the March 2000 Budget, ... while public spending
including on account of higher oil prices, while unemployment-related outlays under-  is about to accelerate
shot budgeted amounts. As a result, the cyclically-adjusted fisca surplus rose in the
first half of 2000.2 Other current and capital spending, however, has started to pick up
and the cyclically-adjusted surplus is projected to shrink by almost one percentage
point of GDP over the projection period. Measures on fuel duties and increases in
state-financed pension entitlements are presently under consideration but not taken into
account in the projections.® The structural surplus would nonetheless remain higher
and the debt-to-GDP ratio lower than in the largest euro area countries.

United Kingdom: External indicators

1998 1999 2000 2001 2002
$hillion
Merchandise exports 271.9 268.0 282.1 299 325
Merchandise imports 305.9 311.4 3275 349 377
Trade balance -34.1 -434 -455 - 50 - 52
Invisibles, net 33.9 25.6 23.9 23 23
Current account balance -0.2 -17.8 -215 -27 -29
Percentage changes
Merchandise export volumes® 15 34 7.9 7.4 6.0
Merchandise import volumes® 9.4 7.2 7.6 7.8 6.1
Export performance® -6.5 -24 -39 -20 -17
Terms of trade 17 0.9 -05 -0.2 0.6

a) Customsbasis.
b) Ratio between the total of export volumes and export market of total goods.
Source: OECD.

2. Unlike for most other European countries, the recei pts associated with the auction of third-generation
mobile phone licences (totalling 2.4 per cent of annual GDP) are treated by the United Kingdom as
rental income over the lifetime of the licences. The OECD has applied national treatment.

3. The November 2000 Pre-Budget Report, containing a number of new measures, was published after the
cut-off date for this Outl ook.

© OECD 2000
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United Kingdom: Demand and output

1997 1998 1999 2000 2001 2002

it pri .
current prices Percentage changes, volume (1995 prices)

billion £

Private consumption 517.9 4.0 4.3 35 24 2.2
Government consumption 148.4 11 33 18 4.3 3.3
Gross fixed investment 134.2 10.1 6.1 24 3.8 3.0
Public? 115 37 05 4.7 7.0 6.7
Private residential 29.6 -0.3 27 0.0 2.7 29
Private non-residential 93.0 13.8 7.6 2.7 3.7 2.7
Final domestic demand 800.5 45 45 3.0 3.0 2.6
Stockbuilding ® 4.4 0.1 -0.7 0.4 -0.1 0.0
Total domestic demand 804.9 4.6 3.7 34 29 2.6
Exports of goods and services 229.3 2.6 3.3 7.8 7.2 6.0
Imports of goods and services 228.8 8.8 7.6 85 75 6.1
Net exports® 05 -2.0 -1.6 -0.6 -05 -0.3
GDP at market prices 805.4 2.6 22 3.0 2.6 23
Manufacturing production _ 0.5 -0.1 15 3.0 2.8

a) Including nationalised industries and public corporations.
b) Contributionsto changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
Source: OECD.

The economy is projected Growth is projected to gradually moderate to trend rates over the next two
toreverttotrend years, so that the current small positive output gap would increase only slightly. The
main underlying force would be the deceleration in private consumption, which
would be affected by higher oil prices and no longer boosted by the sizeable wealth
effects withessed in recent years in connection with the buoyancy of stock and hous-
ing markets. This would be consistent with survey evidence of weakening consumer
confidence. Concomitantly, the household saving ratio would recover somewhat.
Capacity utilisation is high and fixed business investment is projected to pick up.
Public sector investment is set to rise more rapidly, in line with the July 2000 Spend-
ing Review, following a string of lean years. The external balance would exert a
diminishing but still significant drag on growth over the projection period. Against
this background, unemployment would not decline further from its current low level.
Wage and price inflation are projected to rise a bit, but retail prices are unlikely to
increase much faster than the target.

Overheating remainsa risk Risksto this rather benign outlook go both ways. On the bright side, the numerous
measures taken over the past few years to boost product market competition, raise the
employability of the low-skilled and sharpen work incentives for the low-paid should
help ease the inflationary pressures stemming from rising oil prices. On the opposite
side, some uncertainties loom. One relates to wage moderation or the lack thereof, in
the context of atight labour market. Another pertains to households' propensity to
save, which could turn out to be lower than projected if they feel that their balance
sheet positions are still strong, with interest rates far below their levels a decade ago. A
third one is associated with a possible firming of the euro vis-a-vis sterling, which
would ease many exporters' plight but push domestic prices up.
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Growth performance remained strong through mid-2000, aided by persistently robust demand in the United States and
rising world commodity prices. With income gains in the export sector spilling over into the rest of the economy, business
investment has surged and household demand has strengthened. Despite the recent momentum of the economy, underly-
ing cost and price pressures are still subdued. On the back of the improving terms of trade, the current account has
moved into substantial surplus. At the same time, stronger-than-anticipated economic growth has contributed to large
fiscal surpluses. Even with tax cuts, the economy is projected to shift to a more moderate pace of growth, owing to
monetary tightening and the expected slowdown in the United States.

Although coreinflation is still low, a further moder ate tightening of monetary policy may be needed in the near term, given that
the economy already appears to be operating at, or slightly above, full capacity. Against this backdrop, it would be advisable to
use any extra revenues beyond budgeted levels for public debt reduction rather than funding one-off spending initiatives, so as
to take pressure off monetary policy. Maintaining the pace of economic growth will also entail continuing policy effortsin the
area of structural reform. In this context, the proposed changes to the Employment Insurance programme, which may have
adverse effects on structural unemployment and hence potential growth, should be reconsidered.

Inthefirst hdf of 2000, real GDP expanded at an annual rate of 5 per cent, about the  Following a period of strong
same pace as recorded in the two preceding half years. Growth continued to be driven by growth, there are signs
exports and business fixed investment, with both advancing a double-digit rates. Corpo-  of moderation
rate capital spending has been supported by the rise in both capacity utilisation and profit-
ability to historical highs. Investment in machinery and equipment has been particularly
buoyant in recent quarters, as strong spending on computers, continued unabated follow-
ing the year 2000 episode. On the other hand, demand has shown some signs of slowing
in the mogt interest-sensitive sectors, such as construction and durable goods, gpparently
reflecting the monetary tightening from late 1999, though specid factors have also played
arole. Recent employment devel opments suggest that this tendency has begun to trans-
late into a more moderate pace of overal economic expansion, athough output growth
has increasingly relied on productivity gains. Combined with rising labour-force partici-
pation, dower employment growth has caused the unemployment rate to edge up from its
low of just over 6¥2 per cent reached in the middle of the year.

Although economic slack seems to have been absorbed, underlying inflation has  Rising commaodity pricesare
remained muted so far. While the annual increase in the all-items consumer priceindex reflected in higher headline
has moved toward the ceiling of the official 1 to 3 per cent target band, the Bank of  inflation and an external surplus
Canada's indicator of core inflation (excluding energy, food and indirect taxes) has

Canada
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Monetary conditions have
changed little

Canada: Employment, income and inflation

Percentage changes
1998 1999 2000 2001 2002

Employment 2.6 2.8 2.7 16 13
Unemployment rate” 8.3 76 6.7 6.7 6.7
Compensation of employees 4.7 51 7.0 5.0 4.9
Unit labour cost 14 0.5 21 1.6 18
Household disposable income 39 4.0 6.1 5.6 54
GDP deflator -0.6 1.6 33 24 2.0
Private consumption deflator 1.0 13 17 23 21
a) Asapercentage of labour force.

Source: OECD.

stayed well below the mid-point of the band. For the time being, there is no evidence
that higher energy prices, which have pulled up “headline” inflation, are feeding to any
significant extent into prices of other goods and services, or into inflation expectations.
With Canada being a net exporter of commodities in general and of energy in particu-
lar, rising world market prices have entailed a marked improvement in its terms of
trade. This, in turn, has resulted in alarge positive swing in the current account, which
registered a surplus of over 12 per cent of GDP in thefirst half of 2000. Despite strong
export volume growth, the real foreign balance has actually deteriorated somewhat, as
strong aggregate demand has boosted import volume growth.

Given signs that the economy was rapidly approaching capacity limits, the author-
ities sought to pre-empt inflation pressures by raising interest rates in parallel with
USrates over the six months to May 2000. Since then, with inflation continuing to
surprise on the downside, the Bank of Canada has |eft interest rates unchanged. Taking
account of exchange-rate developments, overall monetary conditions have also changed
relatively little in recent months. Some recent weakening notwithstanding, the fact that
the Canadian dollar has held up much better than many other currencies against its
US counterpart and remained roughly stable in effective terms reflects the significant
improvement in economic fundamentalsin recent years. The projections described below
assume that further modest interest-rate increases will be necessary in coming months to

Canada
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Canada: Financial indicators

1998 1999 2000 2001 2002
Household saving ratio® 6.1 5.4 6.1 6.4 7.0
General government financial balance® 0.2 22 25 21 19
Current account balance® -1.8 -0.4 1.8 2.2 22
Short-term interest rate® 5.0 4.9 57 6.2 6.2
Long-term interest rate® 55 5.7 59 6.2 6.3

a) Asapercentage of disposable income.
b) Asapercentage of GDP.

¢) 3-month prime corporate paper.

d) Over-10-year government bonds.
Source: OECD.

keep inflation comfortably within the target range. Some monetary easing is expected,
however, later in the projection period, when capacity pressures are seen to diminish.

Boosted by better-than-expected economic performance, the federal budget surplus  Fiscal surplusesremain large
in thefisca year 1999/2000 (ending in March) reached 1Y per cent of GDP. Thisis about
1 percentage point more than in the preceding year and compares with the authorities
commitment to achieve “a balanced budget or better”. At the general government level,
the financia surplus has been running in the 3 per cent range (national accounts defini-
tion) since mid-1999, reflecting the progress provinces have also made in improving their
fiscal position. Since the mid-1990s, general government debt has declined by about
15 percentage points. Nonetheless, at over 100 per cent of GDP, gross public debt is ill
high, although the fact that Canadian data now include funded government pension liabil-
itiestendsto overstate the margin over other OECD countries. With substantial tax reduc-
tions and additional spending, fiscal surpluses are projected to decline in the period ahead
but remain relatively favourable by international comparison, both in actual and
cyclically-adjusted terms.

Canada: Demand and output

1997 1998 1999 2000 2001 2002

current prices .
Y P Percentage changes, volume (1992 prices)

billion C$

Private consumption 512.5 29 35 3.6 2.8 26
Government consumption 171.7 1.6 13 2.0 17 15
Gross fixed investment 167.9 34 10.1 11.8 6.4 6.1
Public? 185 14 15.9 15.7 4.2 35
Residential 451 -2.0 6.6 33 35 39
Non-residential 104.2 6.1 105 14.4 7.8 7.3
Final domestic demand 852.1 28 4.4 51 34 32
Stockbuilding® 10.6 -05 -0.2 04 0.0 0.0
Total domestic demand 862.7 22 4.2 54 34 32
Exports of goods and services 346.5 89 10.0 11.6 75 6.4
Imports of goods and services 3315 6.1 9.4 13.3 7.8 6.8
Net exports® 15.0 11 0.4 -04 0.1 -0.1
Error of estimate” 0.2 0.0 0.0 -0.1 0.0 0.0
GDP at market prices 877.9 33 45 48 34 3.0
Industrial production _ 23 45 5.7 3.6 37

a) Excluding nationalized industries and public corporations.
b) Contributionsto changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
Source: OECD.

© OECD 2000



66 - OECD Economic Outlook 68

The government has
announced changesto the
Employment | nsurance
programme

Economic growth is projected
to continue at a more moderate
pace...

... but there are somerisks to
the outlook

Canada: External indicators

1998 1999 2000 2001 2002
$hillion
Merchandise exports 217.4 242.8 281.5 300 323
Merchandise imports 204.6 220.1 247.2 264 285
Trade balance 12.8 228 34.4 37 38
Invisibles, net -238 -251 -218 -21 -21
Current account balance -11.0 -23 12.6 16 17
Percentage changes
M erchandise export volumes® 85 11.0 12.4 77 6.4
Merchandise import volumes? 7.3 10.4 155 8.2 6.9
Export performance® -15 -09 -15 -13 -07
Terms of trade -32 3.2 6.1 0.4 -01

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

The investment boom in recent years has boosted economic efficiency and
potential output growth, which is estimated to have moved into the 3 to 3%z per cent
range. However, recently announced changes to labour market policy risk having a
negative impact on the economy’s productive capacity. In particular, they would
eliminate the “intensity rule”, which is meant to discourage repeat users of the
Employment Insurance system by reducing their benefits. Boosting the system’s gen-
erosity, when afurther tightening of eligibility criteriawould seem to be desirable to
enhance work incentives, could arrest, or even reverse, the decline in the structural
rate of unemployment, which has made a significant contribution to raising potential
growth in recent years.

After till growing faster than aggregate supply in the second half of 2000, rea
GDP s projected to expand thereafter at arate alittle below that of estimated poten-
tial output, as US demand becomes less supportive while past and prospective mone-
tary tightening dampens domestic spending. Nonetheless, core inflation is expected
to rise somewhat, though staying well within the official target range. At the same
time, headline inflation is projected to fall back to the core rate as the effect of
energy price increases dissipates, reducing the risk of spill-over effects and an
increase in inflation expectations. The external balance should remain in comfortable
surplus, asimport growth slows broadly in line with that of exports.

Other less favourable scenarios cannot be ruled out, however. On the one
hand, there are a number of risks that could result in a sharper-than-expected
downturn in the US economy. Given the strong trade linkages between the two
countries, this would obviously have serious consequences for Canada’'s growth
prospects. On the other hand, given the recent economic momentum both in the
United States and Canada, the slowdown in activity could be less pronounced than
expected. The emergence of sizeable excess demand could entail significant infla-
tion pressures and necessitate a more substantial tightening in monetary conditions
than assumed. This highlights the importance of continued prudence in fiscal-
policy setting as well as the avoidance of structural policy changes that could
adversely affect the economy’s growth potential.
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The economy continued to perform strongly in the first half of 2000, supported by robust domestic demand and buoyant
exports. With employment growth accelerating, unemployment fell further. Largely due to higher oil prices, headline
inflation rose above its 2 to 3 per cent target, but underlying inflation remained well in check. Economic activity is pro-
jected to slow mildly, to 3% per cent, with exports remaining a major pillar of growth, reflecting the supportive external
environment. The current account deficit is projected to narrow substantially.

Given that the economy is operating at a cyclical peak, it is essential that the budget surplus be maintained. Monetary policy
should remain vigilant against possible second-round effects flowing from the mid-year introduction of the goods and
servicestax. Further labour-market reform efforts are needed to reduce the still relatively high structural unemployment.

Real GDP grew at an annual rate of nearly 5 per cent in the first half of 2000, Strong domestic demand
making for an average 4.4 per cent growth rate over the past eight fiscal years. and dynamic exports have
Exports were boosted by buoyant world trade and a lower exchange rate. Domestic  kept economic activity high
demand remained robust, with its composition being heavily influenced by anticipa-
tions of the introduction of goods and services tax (GST) on 1 July 2000: dwelling
investment was brought forward to avoid the new tax while business investment and
some consumer spending seem to have been deferred to take advantage of the new
regime. Public spending was boosted by the preparation of the Olympic Games and
peace-keeping commitments in East Timor. Recent household and business surveys
indicate continued strong domestic demand in the second half of 2000, supported by
the positive impact of the Olympics.

Employment growth accelerated sharply in the first three quarters of 2000, coin-  Substantial employment gains
ciding with higher labour-force participation and a reduction in the unemployment have reduced unemployment
rate to 6% per cent in the third quarter. Despite the recent acceleration in some earn-  further, while underlying
ings indicators, the wage cost index suggests continued wage moderation. Helped by  inflation remains under control
further productivity gains, unit labour cost growth is well in check. The dlight over-
shooting of the Reserve Bank’s 2 to 3 per cent consumer price inflation target in the
second quarter was largely due to higher oil prices, while measures of core inflation

Australia
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Australiac Demand, output and prices

1997 1998 1999 2000 2001 2002

current prices .
u pri Percentage changes, volume (1997/98 prices)

billion A$

Private consumption 325.8 4.6 5.2 37 35 32
Government consumption 98.7 4.0 53 6.0 33 31
Gross fixed capital formation 126.5 75 6.5 3.6 4.8 44
Final domestic demand 551.0 52 55 4.1 38 35

Stockbuilding # -4.6 18 0.3 -0.1 0.1 0.0
Total domestic demand 546.3 7.0 5.7 4.0 39 34
Exports of goods and services 112.3 -0.3 46 108 85 83
Imports of goods and services 110.5 59 95 9.9 6.8 7.1

Net exports ® 18 -1.3 -11 -0.1 0.1 0.0

Statistical discrepancy ® 0.2 -0.2 0.0 0.2 -04 0.2
GDP at market prices 548.3 5.6 47 42 3.7 37
GDP deflator _ 0.1 10 34 28 26
Memorandum items
Private consumption deflator _ 1.0 0.6 4.0 34 28
Industrial production _ 0.9 20 3.0 33 3.6
Unemployment rate _ 8.0 7.2 6.6 6.3 6.1
Household saving ratio® _ 21 18 2.4 2.8 3.1
General government financial balance® _ 0.6 19 0.9 0.7 1.0
Current account balance® _ -5.0 -5.8 -4.8 -4.4 -4.0

Note: National accounts are based on chain linked data. This introduces a discrepancy in the identity between real
demand components and the GDP. See "Sources and Methods" for further details.

a) Contributionsto changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.

b) Asa percentage of disposableincome.

c) Asapercentage of GDP.

Source: OECD.

were still running at around 2% per cent. The jump in headline inflation in the third
quarter of 2000 to 6.1 per cent is a one-off effect from the introduction of the broad
based GST, which will fall out of the statistics next year.

Monetary policy has tightened With recent growth and inflation data somewhat higher than forecast, the

toreducetheinflation risks... Reserve Bank raised itstarget cash rate by afurther 25 basis pointsto 6.25 per centin
early August 2000. It was the fifth increase since November 1999, when the cash rate
was 4.75 per cent. The projections incorporate some further rate increases, but are
based on the assumption that there will be no secondary inflation effects in response
to the new GST.

... while therecent tax reform The Commonwealth recorded its largest ever budget surplus (2 per cent of GDP)
package will resultin  in FY 1999-2000, around 0.6 percentage point higher than the latest budget estimate.
a declining budget surplus  Stronger-than-expected tax revenues and lower expenses have both contributed, but
much of the improvement was due to one-off events. The tax reform (which came
into effect on 1 July 2000) will result in higher indirect tax revenues but this will be
more than offset by the accompanying income tax cuts and increases in welfare benefits,

so that the general government fiscal surplusis set to decline this year and next.

The upswing will continue, Over 2001-02, the economy is expected to slow somewhat, mainly as a result of
although therearerisks  tighter monetary policy and relatively high household indebtedness. Exports will
remain amajor source of growth and should, together with the import-dampening effect

of dowing domestic demand, help to reduce the external deficit from its current high
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level. A mgjor risk in the projectionsis that an international slowdown could weaken
the domestic economy. Further, the introduction of GST could raise inflation expecta-
tions. This would require tighter monetary policy than assumed and could necessitate
household balance-sheet restructuring, impacting negatively on private consumption.
However, there is also an upward risk to household consumption from income-tax
cuts and higher socia benefits.

© OECD 2000
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Economic growth accelerated in 2000 as exports gathered momentum following the depreciation of the euro and the
recovery in Austria’s export markets, and as private consumption strengthened further. Over the next two years, export
growth is expected to moderate and private consumption should slow as robust increases in wage income are partly offset
by higher taxes, while high capacity utilisation should underpin buoyant business investment. Overall, GDP growth is
projected to remain above potential, although declining from 3%z per cent in 2000 to about 2Y2 per cent in 2002.

The government’s ambitious fiscal consolidation effort is taking place during a period of high growth, which should ease
its implementation. However, the reliance on revenue increasing measures may require additional efforts to eliminate the
structural budget deficit. The prospect of the lowest unemployment rate in a decade may also require additional structural
reforms to avoid the build-up of inflationary pressures.

The economic recovery is The economic recovery became more broadly based in 2000, as private con-
broadening... sumption growth strengthened to 3 per cent and export growth accelerated to 9 per
cent in response to the recovery in Austria’s main export markets and improved
external competitiveness. High capacity utilisation bolstered business investment as
well asinducing higher import growth. But the contribution of net exports to growth
remained positive at above 1 percentage point.

... and the l[abour market Rapid employment creation continued into 2000, mainly taking place in the ser-
outlook isimproving  vice sector and with the support of public job creation programmes. Moreover,
part-time employment increased faster than full-time employment. Labour supply

growth moderated, allowing the registered unemployment rate to decline to around

4Y5 per cent in the second half of 2000, although this trend in labour supply should

reverse with recent labour market reforms, which are focused on raising the age of

early retirement and restricting benefits. Overall wage growth remained stable at a

low level, partly due to the current wage agreements and partly due to negative wage

drift, resulting from the increasing share of part-time workers. On the other hand,

consumer price inflation (as measured by the consumer price index) increased to

3 per cent in the second half of 2000, driven by higher oil and import prices aswell as

Austria
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Austriac Demand, output and prices

1997 1998 1999 2000 2001 2002
current prices .
billion Sch Percentage changes, volume (1995 prices)
Private consumption 14337 15 2.7 3.0 23 23
Government consumption 499.1 20 1.0 0.5 0.0 -1.0
Gross fixed capital formation 582.5 6.8 29 36 35 34
Final domestic demand 25153 2.8 24 27 22 19
Stockbuilding 17.8 -0.1 -0.7 -0.1 0.0 0.1
Total domestic demand 2533.1 27 17 25 22 21
Exports of goods and services 1074.3 8.7 35 8.8 84 7.3
Imports of goods and services 11107 6.9 19 6.5 7.2 6.6
Net exports® -36.4 0.7 0.7 1.1 0.7 0.5
GDP at market prices 25222 29 21 36 29 2.6
GDP at market pricesin billion € 183.3
GDP deflator _ 0.6 0.9 05 15 18
Memorandum items
Private consumption deflator _ 0.7 0.7 21 19 18
Industrial production _ 8.3 55 8.0 6.5 45
Unemployment rate® _ 5.7 5.2 46 42 4.0
General government firfancial balance® _ -2.3 -2.1 -1.6 -0.7 0.0
Current account balance® -25 -2.8 -3.0 -25 -2.0

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

c) Asapercentage of GDP.

Source: OECD.

by indirect tax increases. As these temporary effects peter out, consumer price
inflation should return to below 2 per cent in the latter part of 2001.

The government’s ongoing fiscal consolidation effort began with the Stability The fiscal stance becomes

Programme of spring 2000, centred mainly on reducing government employment and  restrictive, but...

pension expenditures. It was further extended in the two-year budget 2001-02, which

relies more on higher tax revenues and local government surpluses (the latter

accounting for about 15 per cent of the overall fiscal consolidation) in an effort to

balance the general government budget by 2002. Overall, fiscal consolidation for 2000

to 2002 should average just above 1 per cent of GDP over the period with the central

government’s share based on two-thirds revenue increases and one-third spending

cuts. Although interest rates are projected to rise, monetary conditions remain quite

favourable to growth.

Continued solid income growth, despite higher taxes and fees, should maintain ... growth prospectsremain

the expansion in private consumption at around 2% per cent in 2001 and 2002. The favourable...

external competitive position is expected to remain favourable but, in line with world

trade, export growth is projected to moderate over the projection period. At the same

time, import growth should remain strong in response to the high level of domestic

demand, implying a declining contribution to growth from net exports. The high level

of capacity utilisation should underpin business investment, while government con-

sumption is expected to remain weak. Overall, GDP growth is projected to remain

robust and above its potential, although the pace slows from 3% per cent in 2000 to

about 2¥2 per cent in 2002.

© OECD 2000
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... though domestic risks
remain

The fiscal consolidation programme’s reliance on revenue increasing measures
may reduce the tax base more than estimated. This may carry the risk of the govern-
ment being forced to implement additional consolidation measures in order to reach
its 2002 objective, thus further restricting economic activity at atime when the economy
is projected to be slowing. However, there is also an inflation risk since wages may
be higher than projected if recent labour market reforms (especially the increase in
effective retirement age) are insufficient to avoid bottlenecks in the labour market as
the unemployment rate reaches its lowest point in a decade.
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Real GDP growth is estimated to be around 3% per cent in 2000, despite a slowdown in the last months. Driven by
exports, robust expansion is projected to continue, although gradually slowing to around 3 per cent in 2002. Wth the
economy virtually at potential, some tensions may emerge in the labour market, but the increase in wages and compensation
per employee may remain moderate. On the basis of announced fiscal policy, the general government budget is likely to
move from broad balance in 2000 to a small surplus in the next two years, with the debt-to-GDP ratio falling to 100 per
cent in 2002.

Given the strength of the economy and the still high public sector indebtedness, it is essential to avoid a pro-cyclical
easing in the fiscal consolidation path. However, with appropriate spending restraint, an income tax reform aiming to
reduce replacement rates in the labour market would strengthen current supply measures designed to tap the large pool of
benefit recipients not in employment.

Economic activity was buoyant in the first half of 2000, boosted by rising exports A strong broadly based
as well as by strong private consumption, business fixed investment and residential  expansion
construction. The strength of private spending was underpinned by alarge increasein
real disposable income, historically high consumer confidence and a further decline
in the saving ratio. However, higher import prices and uncertainties about the price of
oil seem to have weighed on economic activity in the more recent period. Nonethe-
less, for 2000 as a whole, real GDP growth is estimated to be of the order of 3% per
cent, compared with 2% per cent in 1999. Employment has continued to grow at a
rapid pace and the standardised unemployment rate fell to 8.6 per cent in
September 2000. The increase in wages has accelerated somewhat but the rise in
compensation per employee has remained moderate, as the government has stepped
up the multi-annual programme of cuts in employers’ social security contributions.

Reflecting increases in oil prices and euro weakness, consumer price inflation reached
3.3 per cent in September. On the basis of the “health index”, which excludes most
energy products, alcohol and tobacco, inflation rose to 2.6 per cent.

Belgium
Export-led growth has continued The labour market hastightened
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Whilefiscal policy is expected
to remain neutral, monetary
conditions may tighten
somewhat

The expansion is projected to
continue, albeit at a slower
pace

The 2001 Budget and the stability programme for 2001-2005, imply a broadly
neutral fiscal policy. Under cautious assumptions, notably an average annual rate of
growth of real GDP of 2¥% per cent, the government has set a target for general
government surpluses of 0.2 and 0.3 per cent of GDP in 2001 and 2002 respectively.
With a somewhat higher projected rate of growth, the OECD expects the general
government budget to move from broad balance in 2000 to a small surplus of around
¥4 per cent of GDP by 2002. The primary surplus may widen somewhat to 6% per
cent of GDP in 2002 but, in cyclically adjusted terms, it is likely to remain stable.
The debt-to-GDP ratio may fall to 100 per cent in 2002 continuing its strong down-
ward path of recent years. On the assumption that monetary policy in the euro areais
tightened somewhat further over the next two years, monetary conditionsin Belgium
are likely to become progressively less supportive of growth.

Belgium: Demand, output and prices

1997 1998 1999 2000 2001 2002

current prices Percentage changes, volume (1995 prices)

billion BF
Private consumption 4694.7 33 19 2.6 24 2.2
Government consumption 1857.2 14 34 0.8 14 14
Gross fixed capital formation 1801.6 4.6 4.8 45 25 2.7
Final domestic demand 83535 32 29 26 22 22
Stockbuilding -20.0 0.6 -0.7 0.1 0.0 0.0
Total domestic demand 83334 39 21 2.7 22 22
Exports of goods and services 6608.3 4.4 5.2 124 9.2 7.7
Imports of goods and services 6214.7 6.5 45 11.5 85 7.2
Net exports® 393.6 -1.2 0.7 12 1.0 0.9
GDP at market prices 8727.0 24 2.7 38 31 29
GDP at market pricesin billion € 216.3
GDP deflator _ 16 1.0 17 2.0 19
Memorandum items
Private consumption deflator _ 1.0 12 2.6 19 1.6
Industrial production _ 32 0.9 25 30 2.7
Unemployment rate _ 9.5 9.0 8.2 79 7.6
Household saving ratio® _ 14.0 14.2 134 13.9 14.3
Genera government financial balance® -0.9 -0.7 -0.1 0.3 0.7

Current account balance® ~ 41 39 42 51 60

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

c) Asapercentage of GDP.

Source: OECD.

The depreciation of the euro in effective terms has boosted the international
competitiveness of Belgian firms, which will also benefit from a period of broad
wage moderation and further cutsin employers’ socia security contributions. Hence,
Belgian firms stand to gain market shares. However, as growth in the European
Union and the OECD areain generad is projected to slow, a progressive loss of buoy-
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ancy in Belgian exports will weigh on domestic activity as well as on imports. All
told, while the ex post contribution of net exports to growth may remain close to
1 per cent, real GDP growth is projected to slow to around 3 per cent in 2002.

Employment is projected to continue to grow at arobust pace, and the standard- The labour market is expected
ised unemployment rate may decline to around 7% per cent in 2002 — closeto itsesti-  to tighten further, with a risk
mated structural rate. With tight labour market conditions and relatively high inflation  of inflationary tensions
—even in terms of the health index — wages and compensation per employee are
expected to accelerate but only moderately, as the government is considering further
initiatives, notably an income tax reform, to bolster disposable incomes. However,
wage devel opments constitute the main risk to the projection, sinceit is not certain
that wage moderation will be sustained given the recent spike in inflation, with the
result that Belgium’'s competitive position might worsen. Another risk concerns
exports, which may be weaker if the slowdown in foreign markets is more
pronounced than projected.

© OECD 2000
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Czech Republic

Growth picked up to around 3 per cent in thefirst half of 2000, reflecting strong exports, a substantial fiscal stimulus and
a pick-up in investment spending. Notwithstanding the acceleration in foreign sales, the current account deficit widened
during the second quarter because of rising imports and higher oil prices. Meanwhile, inflation, after having fallen
sharply in 1999, increased somewhat but was held in check by high unemployment. Looking forward, output should
continue to expand, albeit at moderate rates, with the current account deficit rising to above 5 per cent of GDP.

In order to ensure that economic prospects are not seriously threatened, the substantial rise in the general government
deficit in 2000 should be reversed by adopting a much tighter fiscal stance. Rather than stimulating demand, emphasis
should be placed on reinforcing recent structural reforms so as to improve the supply-side response of the economy,
thereby laying the foundations for a more balanced pattern of growth over the medium term.

Growth picked up moderately
in 2000, reflecting both
domestic and external
factors...

... and inflation increased from
last year’s low levels, despite
still high unemployment

Aggregate demand increased by 3.1 per cent (year-on-year) in the first half
of 2000, spurred by a strengthening of private consumption and a surge in investment,
which grew by 1.8 and 6 per cent respectively. The rapid expansion of exportsin the
first quarter, itself aresponse to a pick-up in European demand, slowed somewhat in
the second. This, combined with sustained imports, due to higher oil prices and strong
domestic demand, led the current account deficit to widen to 3.2 per cent of GDP.

Both headline and net inflation (i.e. changesin the prices of non-regulated goods
and services), after falling substantialy last year, rose throughout 2000, reaching 4.4
and 3.5 per cent respectively by October 2000. Much of this rise represents the influ-
ence of energy and food prices, as well as an end to various one-off factors that had
served to lower price increases in 1999. For this reason, the hike in inflation was
largely anticipated and, despite high unemployment, real wages rose by 2.5 per cent
— broadly in line with productivity. As a conseguence, employment continued to fall,
although by the end of the second quarter the standardised unemployment rate, at
8.9 per cent, was about the same level as ayear earlier.

Czech Republic
The current account deficit widens Net exportsweaken
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Sources: Czech National Bank and OECD.
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Czech Republic: Demand, output and prices

1997 1998 1999 2000 2001 2002

current prices .
Y P Percentage changes, volume (1995 prices)

billion Kc

Private consumption 889.6 -2.6 12 12 24 30
Government consumption 3318 -0.9 -0.1 1.0 3.0 30
Gross fixed capital formation 514.4 -3.9 -55 50 6.5 55
Final domestic demand 17358 -2.7 -11 2.3 3.7 38

Stockbuilding # 33.0 -04 0.8 -0.2 0.0 0.0
Total domestic demand 1768.8 -3.0 -04 21 3.7 37
Exports of goods and services 949.7 10.7 6.6 16.1 12.0 10.6
Imports of goods and services 1049.7 79 5.8 14.4 11.8 10.6

Net exports® -100.0 11 0.1 0.3 -0.6 -0.8
GDP at market prices 1668.8 -2.2 -0.2 25 33 32
GDP deflator _ 10.2 24 19 34 43
Memorandum items
Consumer price index _ 10.7 21 4.0 4.3 4.4
Private consumption deflator _ 9.6 20 4.0 4.2 4.2
Industrial production _ 31 -2.9 55 5.0 4.9
Unemployment rate _ 6.5 8.8 9.0 9.1 9.0
Household saving ratio® _ 96 112 121 112 111
Genera government financial balance® _ -2.3 -4.9 -7.7 -6.5 -7.5
Current account balance® -24 -2.0 -39 -5.0 -54

a) Contributionsto changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) Asa percentage of disposable income.

c) Asapercentage of GDP.

d) OECD estimate which adjusts official data so as to increase international and intertemporal comparability.

Source: OECD.

The recovery of domestic demand reflected a substantial easing of macro- Macroeconomic policy eased
economic policy in both 1999 and 2000. Despite the pick-up in inflation, the Central  sharply, helping to swell
Bank’s two-week repo rate has stood at 5 per cent since October 1999, implying less  domestic demand...
than 2 per cent real interest rates throughout this year. Moreover, according to official
estimates the general government budget deficit is expected to widen sharply, reach-
ing 7.7 per cent of GDP (excluding some 2.4 per cent of GDP in privatisation reve-
nues), up from 4.3 per cent in 1999. The increase reflects moderate current revenue
growth of 4.4 per cent and substantial hikes in discretionary spending, including a
17 per cent rise in expenditures on goods and services, a50 per cent hike in subsidies
and a 10 per cent boost to household transfers.

Growth for 2000 as a whole is expected to be somewhat slower than in the first ... but growth will remain
half of the year with some weakening of the still rapid growth of exportsand continu- moderate, asthe current
ing strong imports. Over the period 2001-02, domestic demand and the current account deficit rises
account deficit are projected to increase under the impact of the persistent strong fis-
cal stimulus. Thus, assuming unchanged policies and notwithstanding awindfall rev-
enue of 1 per cent of GDP from a mobile telephone auction, the general government
deficit is projected to remain at about 7 per cent of GDP. In this context, personal
consumption is expected to rise steadily and investment is projected to remain strong,
reflecting both new tax incentives and direct government spending. While still high
unemployment and a moderate tightening of monetary policy should keep inflationary
pressures muted, on-going restructuring at the firm level and tight domestic credit
conditions, as banks clean up their balance sheets, will continue to constrain the

© OECD 2000



78 - OECD Economic Outlook 68

economy’s capacity to meet this demand. As aresult, a significant proportion of the
additional demand is projected to be met by imports and the current account deficit is
expected to rise to more than 5 per cent of GDP.

The main risk stemsfrom the The main risk to this projection is that the supply-side will not respond ade-
fiscal stimulusand quately to the ongoing fiscal stimulus in 2001 and 2002, resulting in an even larger
an inadequate supply-side  than projected widening of the current account deficit. Indeed, to date, the net incre-
response ment to output from the substantial increase in the general government deficit has
been limited, because of rising imports. In this context, with domestic demand
strengthening, the current expansionary stance of fiscal policy may be counter-
productive yielding increased imports and foreign indebtedness without generating a
significant increase in output.
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Denmark

The Danish economy is expected to grow at around 2% per cent in 2000. \Wage pressures have eased, although unem-
ployment has remained low, and the economy is operating very close to its potential. With annual GDP growth projected
to be around 2%z per cent in both 2001 and 2002, driven by buoyant exports and a pick-up in private consumption, supply
constraints may lead to accelerating wages and inflation remaining above the European Union average.

A tighter fiscal stance might become necessary to alleviate emerging pressures, and restraining the planned increases in
public consumption would be the most hel pful way to achieve this. Further measures to expand labour supply would also
contribute to raising capacity, allowing Denmark to sustain high growth in the medium term.

GDP grew by 2Y% per cent (at an annua rate and seasonally adjusted) in the first  Growth has picked up in 2000
half of 2000, following a strong performance in the second half of 1999. Business con-
fidence recovered and this fed through into expanding capacity through a strong
pick-up in machinery and equipment investment. Investment was also boosted sharply
as the extensive damage caused by the December 1999 hurricane was repaired. How-
ever, private consumption fell, despite rising confidence among households, reflecting
in part the end of the car restocking cycle and some rebuilding of savings from their
low levels. Expected strong export growth, based on both the improvement in export
markets and the effective exchange rate depreciation, did not materialise in the first half
of the year. Even with arecovery in the second half, Denmark’s export market share
will shrink. Nevertheless, the current account surplus in the first half of 2000 remained
at around 1 per cent of GDP. Employment growth has continued while unemployment
has stabilised at just over 5 per cent of the labour force. Annual wage gains have mod-
erated to around 3%z per cent, and consumer price inflation has probably peaked,
although to some extent this reflects earlier indirect tax increases, and the harmonised
index of consumer pricesis ill rising at around 2% per cent.

Despite the decis on against joining European Economic and Monetary Unioninthe  Monetary policy remainsfirmly
recent referendum, the long-standing monetary policy framework remains unchanged, linked to euro developments...
and the Danish krone continues to be fixed to the euro. Increases in euro interest rates
have been matched by Denmark, athough some unilateral moves were aso taken in the
run up and aftermath of the referendum so as to reaffirm the commitment to a fixed

Denmark
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Per cent balance of opinions Per cent January 1995 = 100
20
Export growth’ (left scale) 1s
10 ' Import growth? (left scale)
. —— Consumer confidence 15 —— Nominal effective exchange rate (right scale)
N - == Business tendency: manufacturing — 110
o N SR Pt 10
‘ 105
% . 5
-10
0 100
20 tel” 5
1998 % 2000 1997 %8 9 2000

1. Year-on-year percentage change.
Sources: Statistics Denmark; OECD.

© OECD 2000



80 - OECD Economic Outlook 68

... while the budget remains
in healthy surplus

Growth islikely to remain close
to potential, but overheating
remainsarisk

Denmark: Demand, output and prices

1997 1998 1999 2000 2001 2002

it pri .
current prices Percentage changes, volume (1995 prices)

billion Dkk

Private consumption 564.0 35 0.6 0.5 14 17
Government consumption 284.5 3.0 14 11 13 11
Gross fixed capital formation 218.0 6.7 0.3 79 2.3 33
Final domestic demand 1 066.6 40 0.8 22 16 19

Stockbuilding ® 6.5 03 -1.2 01 0.0 0.0
Total domestic demand 10731 43 -04 23 16 19
Exports of goods and services 405.7 22 79 6.0 7.8 6.5
Imports of goods and services 366.8 7.3 22 4.9 59 54

Net exports® 38.9 -1.6 2.1 0.6 1.0 0.7
GDP at market prices 1112.0 25 17 2.8 25 25
GDP deflator _ 21 2.7 28 2.7 2.6
Memorandum items
Private consumption deflator _ 18 2.6 29 2.7 26
Industrial production _ 21 2.6 45 4.0 3.7
Unemployment rate _ 5.2 5.2 5.2 51 51
Household saving ratio® _ 3.9 24 2.8 31 3.2
General government financial balance® _ 12 2.8 2.7 29 31
Current account balance® -0.6 18 14 2.2 2.7

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

) Asapercentage of GDP.

Source: OECD.

exchange rate. With the Danish economy currently at a similar point in the economic
cycle as the euro area as awhole, monetary conditions appear broadly appropriate and
should help at the margin to dampen activity and reduce the risks of overhegting.

The fiscal outcome for 2000 is likely to be even better than the genera govern-
ment surplus of 2.4 per cent of GDP projected in the government’s budget, because
of stronger growth. But the underlying fiscal stance is easier this year than it was
in 1999. Although the government’'s budget for 2001 contains some spending initia-
tives on education, research, culture and the environment, fiscal policy is assumed to
remain broadly neutral next year and also in 2002. On this basis, the overall budget
surplus is expected to gradually rise, bringing with it arapid decline in the public
debt to GDP ratio (Maastricht definition) to around 40 per cent by 2002.

A pick-up in both exports and consumption over the projection period is
expected, with GDP growth at 2% per cent per year, only slightly higher than the esti-
mated rate of growth of potential output. However, the relatively tight labour situa
tion and shortages of some skilled workers, together with the effects of higher oil
prices, may boost wage demands and make it more difficult to bring inflation down.
Despite the healthy budget surplus, fiscal policy may need to be tightened in order to
dampen activity if signs of overheating start to emerge: given already high tax bur-
dens, restraining the growth of public consumption projected in the 2001 budget
should be a prime candidate. Policies that would help to increase labour supply in
future years would also contribute to easing pressures on the labour market, espe-
cialy those changes that could generate relatively rapid responses, such as providing
stronger incentives to work through reform of the tax system.
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Less buoyant world trade and capacity constraintsin major export sectors are projected to lead to some slowdown in the
growth of economic activity to around 4% per cent in 2001 and 2002. However, growth is expected to remain far above
the euro area average and unemployment should continue to drop rapidly. Labour market shortages are likely to push up
wage costs by more than in the euro area. Nonetheless, with the effects of the oil price hike waning, price inflation could
recede to 2% per cent in 2002.

In this context, stringent control of government expenditure should be maintained to prevent overheating, while taxes on
labour should be reduced further in order to improve the supply side. Furthermore, other structural reformsaimed at rais-
ing potential output should be stepped up to ensure a continued fall in unemployment, while avoiding rising cost pressures.

Since mid-1999, the Finnish economy has regained momentum due to stronger  Buoyant exports boost output

world demand. Real GDP growth accelerated to 5 per cent in the first half of 2000 growth and inflation isup
(year-on-year), boosted primarily by soaring exports but also by robust domestic
demand. Activity has been underpinned by the extraordinary growth in the electronic
equipment industry, with an increase of 48 per cent in the 12 months to August.
These developments were reflected in some further decline in the unemployment
rate, to 9.7 per cent in September, and labour shortages have become more pressing
in the south of the country, and in the electronic equipment and construction indus-
tries. Most sectors have, nevertheless, agreed a relatively moderate wage rise of just
over 3 per cent for 2000. In some industries, however, covering 10 per cent of the
employees, the settlement led to a stronger increase, of 4 to 5 per cent, which could
lead to catch-up effects in 2001. Primarily due to the surge in oil prices, consumer
price inflation (measured by the 12 month change in the harmonised consumer price
index) has risen from the trough of 0.5 per cent in January 1999 to 3.4 per cent in
September 2000 — some 0.6 percentage point above the euro area average.

Owing to tight expenditure control, the fiscal stance is expected to be somewhat ~ Stronger income tax cutsare
restrictive in 2000 despite an income tax cut of around 0.4 per cent of GDP. In its planned for 2001
draft 2001 budget, the government has proposed to reduce income taxes further by

Finland
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1. Harmonised consumer price index, year-on-year percentage change.
Sources: Statistics Finland and Eurostat.
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The overall outlook is bright

A major uncertainty concerns
wage devel opments

Finland: Demand, output and prices

1997 1998 1999 2000 2001 2002

current prices .
P Percentage changes, volume (1995 prices)

billion FIM
Private consumption 3236 4.9 3.6 33 25 24
Government consumption 142.6 17 20 0.4 0.9 0.8
Gross fixed capital formation 114.3 9.4 4.6 5.4 6.0 51
Final domestic demand 580.5 5.0 34 31 29 26

Stockbuilding # 2.8 07 -05 00 -01 0.0
Total domestic demand 583.3 5.7 28 31 27 26
Exports of goods and services 248.3 8.9 63 113 9.2 7.9

Imports of goods and services 196.5 8.3 32 6.8 59 5.3
Net exports® 51.8 1.0 16 2.6 22 2.0

GDP at market prices 635.5 55 4.0 54 4.6 4.2

GDP at market pricesin billion € 106.9

GDP deflator _ 31 0.7 13 21 21

Memorandum items

Private consumption deflator _ 19 17 32 2.6 22

Unemployment rate _ 114 102 9.6 8.8 8.4

General government financial balance® _ 13 1.9 4.0 48 53

Current account balance® 5.7 54 55 6.5 8.0

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

around 0.6 per cent of GDP in 2001. This is welcome, as it will improve the supply
side of the economy. But with the economy close to overheating, it will necessitate
the continuation of atight grip on expenditures. Despite the further tax cuts, the fiscal
stance is projected to be neutral in 2001 and 2002. Strong revenue growth could lead
to agenera government surplus of over 5 per cent of GDP by 2002, the second largest
in the euro area

The economic outlook remains favourable, although the income tax cutswill only
partly offset less buoyant world demand, the effect of higher oil prices and the impact
of higher interest rates on private consumption. Thus, economic growth could slow
from 5%z per cent in 2000 to around 4%z per cent on average in 2001 and 2002. Thisis
still above the growth rate of potential output, so that excess demand is projected to
intensify. Despite capacity constraints, the electronic equipment industry will continue
to contribute substantially to economic expansion. Unemployment should remain on a
downward trend, and bottlenecks in the labour market are likely to become more
severe. Thiscould lead to afurther acceleration of wage inflation to around 4% per cent
in 2001 and 2002. Nevertheless, due to an assumed fall in oil prices, price inflation is
projected to decelerate from its peak of 3%aper cent in 2000 to around 2% per cent
by 2002. Boosted by soaring exports and despite a terms of trade loss, the current
account surplusis set to mount to around 8 per cent of GDP by 2002.

The main uncertainty in the outlook concerns labour cost developments. Despite
labour market tensions, the tripartite central wage agreement reached in November
may lead to somewhat lower wage rises than projected. This would lead to lower
inflationary pressures, especially if underpinned by further structural reform.
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Growth has remained robust in 2000 at about 4 per cent. Activity is set to gather further momentum in 2001 and 2002,
driven by surging investment outlays and healthy export growth. This should lead to a decline in the unemployment rate,
which is currently among the highest in the OECD. Headline inflation has picked up, largely dueto higher energy prices,
but may recede somewhat over the projection period. Greece's application for euro area membership was approved in

mid-June 2000 and the country will join the single currency area in January 2001.

Sustaining inflation at levels close to the euro area average in the face of strong momentum could become a major policy
challenge. With monetary conditions set to ease further in the run up to euro area membership, the pace of fiscal consol-
idation should be stepped up by reining in primary government expenditure. Progress in reforming the labour market and
enhancing competition in product markets, including a faster opening to competition of network industries, would help to

secure low inflation and boost incomes.

Economic activity has remained vigorous in 2000, with output estimated to
grow at around 4 per cent, driven by surging exports and strong investment activity.
Retail sales weakened in early 2000, due to the waning effect of the reductionsin the
car sales tax and the stock market slump. However, lower interest rates and the
1999 tax/benefit package are expected to reinvigorate household spending. Headline
inflation has picked up to 3 per cent in September 2000, reflecting higher oil prices,
the depreciation of the drachma and the waning effects of indirect tax cuts. Core
inflation has, however, remained low so far even though it has drifted up in recent
months to 2 per cent in September 2000. The collective agreement concluded in
May 2000 ensures subdued labour cost pressures until 2001, although wage drift has
risen in some rapidly-expanding sectors, for instance in financial services.

Monetary conditions have eased, with the Bank of Greece reducing its key inter-
vention rate by 2.25 percentage points since January 2000. Even looser monetary
conditions are predicted, due to the elimination of the interest rate differential with the
euro area. Indeed, on current assumptions, short-term interest rates would have to drop
afurther 250 basi s points by end-2000. The exchange rate has already converged to the

Growth hasremained resilient
and headline inflation
has picked up

Monetary conditions
are set to ease further...

Greece
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... While the fiscal stance will
be broadly neutral in 2001
and 2002

Growth will strengthen further,
and inflationary pressures
couldrise

Greece: Demand, output and prices

1997 1998 1999 2000 2001 2002

current prices .
Y pr Percentage changes, volume (1995 prices)

billion Dr

Private consumption 23905.9 31 29 29 3.0 32
Government consumption 5018.9 17 -0.1 0.8 0.5 0.5
Gross fixed capital formation 2 66124 11.8 7.3 7.8 9.1 9.7
Final domestic demand 35537.2 45 34 36 4.0 4.4

Stockbuilding ¢ 64.5 0.2 -0.5 0.0 0.0 0.0
Total domestic demand 35601.7 4.7 29 37 4.0 44
Exports of goods and services 6432.0 59 65 125 119 9.0
Imports of goods and services 8929.9 11.3 39 8.7 79 7.7

Net exportsb -2497.9 -2.0 0.2 0.0 0.2 -0.3
GDP at market prices 33103.8 31 34 4.0 4.6 44
GDP deflator _ 52 29 3.0 24 2.6
Memorandum items
Private consumption deflator _ 45 24 29 27 25
Industrial production _ 4.3 0.6 54 6.1 6.0
Unemployment rate _ 11.2 12.0 114 10.7 10.0
General government financial balance® _ -25 -18 -1.0 -04 0.3
Current account balancede -3.2 -4.2 -4.6 -4.6 -4.4

a) Excluding ships operating overseas.

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

d) Asa percentage of GDP.

€) On settlement data basis.

Source: OECD.

central rate in the Exchange Rate Mechanism, and also the differential on the
long-term interest rate has become small. In July 2000, the Bank of Greece reduced
the minimum reserve requirement for commercial banks from 12 per cent to 2 per
cent (the level mandated by the European Central Bank). In order to prevent a surge
in liquidity, only 10 per cent will be returned to the banks in January 2001, while the
rest will be converted into time deposits maturing in 6 to 18 months.

The government deficit is projected to decline to 1 per cent of GDP in 2000,
despite the implementation of the 1999 tax and benefit package and lower revenues
from the stock market transactions tax. Buoyant revenues during the first half of 2000
have more than offset dlippage on current primary expenditure. The draft 2001 Budget
again includes tax cuts and various spending initiatives. However, strong growth and
buoyant underlying revenue developments due to better revenue collection should
lead to afurther reduction in the deficit to %2 per cent of GDP in 2001. The budget is
projected to move into a small surplusin 2002.

Led by strong investment activity, heathy exports, and relaxed monetary condi-
tions, output is projected to grow by around 4%z per cent in 2001 and 2002. Joining
the euro area should boost private sector confidence and profitability should be sus-
tained due to the moderate collective agreement, at least until 2001. The labour mar-
ket is expected to benefit from strong activity, with the unemployment rate declining
to 10 per cent in 2002. Inflation is projected to rise by 2% per cent in 2001 before
edging down to 2%z per cent in 2002. The main policy issue is the sustainability of
low inflation in the face of strong momentum. Cost pressures could arise from capac-
ity constraints and stronger wage drift, while domestic demand could gather even
more steam than projected.
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GDP growth accelerated to more than 6 per cent in the first half of 2000. Meanwhile, inflation remained well above gov-
ernment targets. Despite these conditions, strong export performance and comparatively slow import growth helped
reduce the current account deficit significantly. Looking forward and assuming unchanged policies, growth is projected
to remain strong, with falling unemployment, lower inflation and a smaller budget deficit.

Given the strength of the economy and in order to ensure that this balanced growth is achieved, the significant tax cuts
and spending measures currently envisaged as part of the 2001-02 budget will have to be offset by cuts in permanent
expenditures. Otherwise, the significant fiscal stimulusimplicit in these plans runs the risk of overheating the economy.

Output expanded by 6.2 per cent (year-on-year) in the first semester of 2000, Economic activity accelerated

driven by stronger net exports and moderate growth of domestic demand. Consumer  further...

expenditure rose 3.8 per cent and although investment grew rapidly overall — due to a

pick-up in government projects — private spending on machinery and equipment

decelerated sharply. Exports of goods and services rose rapidly throughout the first

half, with import growth not far behind. Notwithstanding higher energy prices, the

cumul ative current account deficit improved significantly, falling to 1 billion eurosin

the third quarter, down from 1.25 billion at the same time in 1999.

Despite the strong expansion of output, employment growth slowed from more ... while employment
than 3 to less than 1 per cent and the unemployment rate fell modestly to 6% per cent.  growth slowed and inflation
Inflation, after falling early in 2000, began picking up towards the middle of theyear  proved much higher
under the influence of high energy and food prices and despite strict limits placed on  than expected
price increases of regulated goods and services. As a result, consumer prices grew
9% per cent over the first eight months of the year, well above the government’sini-
tial target of 6-7 per cent. Indeed, even coreinflation, after falling during the first half
of the year, began climbing in the third quarter.

Macroeconomic policy has been broadly supportive of demand. Improved |n thiscontext, interest rates
investor sentiment towards the end of 1999 resulted in a pick-up of capital inflows, fell pro-cyclically, whilethe
which pushed interest rates down. Moreover, the authorities decided to keep the general government deficit is
currency’s rate of crawl steady at 0.3 per cent per month until the end of the year. on track to meet its target
As aresult, and notwithstanding a 100 basis point increase in interest rates in

Hungary

Disinflation pauses The current account improves

despite a wor sening trade balance
Per cent Millions of euros

20 500
— Heedlineinflai . T
ineinflation Coreinflation? 250
------ Coreinflation®
0

-250
-500
-750
-1 000

)\ Current account balance
ALEN o I Trade balance (customs basis)®
8 St 1250

1997 98 9 2000 1997 98 99 2000

1. Asmeasured by the Central Statistical Office.

2. Asmeasured by the Nationa Bank of Hungary.

3. 2000 Q3 is an estimate based on data for July and August.

Sources. OECD, Central Statistical Office and National Bank of Hungary.

© OECD 2000



86 - OECD Economic Outlook 68

Growth could remain strong
and balanced...

... unless external demand
slows or the fiscal stance
|oosens

Hungary: Demand, output and prices

1997 1998 1999 2000 2001 2002

t pri .
current prices Percentage changes, volume (1995 prices)

billion HUF

Private consumption 4206.2 4.8 51 44 54 51
Government consumption 1964.7 2.8 25 15 25 25
Gross fixed capital formation 1898.9 133 6.6 6.0 6.5 75
Final domestic demand 8069.8 6.3 48 41 5.0 5.2

Stockbuilding 467.9 19 -0.2 0.2 0.2 0.2
Total domestic demand 8537.7 7.8 43 41 49 5.0
Exports of goods and services 3885.6 16.7 132 18.0 13.0 114
Imports of goods and services 3882.6 228 12.3 15.0 120 11.2

Net exports® 3.0 -29 0.1 1.3 05 0.1
GDP at market prices 8540.7 4.9 45 55 55 51
GDP deflator _ 12.6 9.0 7.9 6.6 5.7
Memorandum items _
Consumer price index _ 14.2 10.0 9.6 8.0 6.0
Private consumption deflator _ 13.3 10.5 9.6 7.8 5.8
Industrial production _ 125 10.2 15.0 9.0 7.2
Unemployment rate _ 8.0 7.1 6.7 6.4 6.2
Genera government financial balancebe _ -6.1 -5.3 -4.3 -3.4 -25
Current account balance® -4.9 -4.3 -3.2 -4.1 -4.2

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

¢) OECD estimate which adjusts official data so asto increase international and intertemporal comparability.

Source: OECD.

October 2000, monetary conditions have loosened pro-cyclically. Meanwhile,
although still high, the general government deficit is on track to fall by about 1 per
cent of GDP as compared with 1999, as revenues have responded to both the strong
growth and higher than expected inflation.

GDP is projected to expand by 5% per cent in both 2000 and 2001, and some-
what less rapidly in 2002. This projection is based on the continuation of the tax and
spending policies of the 2000 budget, with the general government deficit expected
to gradually fall as automatic stabilisers respond to the strength of demand. This
should help inflation to fall slowly. While exports are projected to continue growing
quickly, they should weaken as the pace at which new capacity comes on line slackens.
Imports, however, are expected to remain relatively strong, so that the external sec-
tor’s net contribution to growth should diminish and the current account deficit grad-
ually widen. Despite the rapid pace of GDP expansion, employment growth is
projected to remain moderate. Unemployment is projected to fall only moderately
because of agradual increase in labour force participation.

Outcomes would be considerably different if demand for Hungary’s exports slows
or if thereisasignificant relaxation of the fiscal stance in the 2001-02 budget. In the first
case, the current account deficit would be higher than projected, and growth would sow.
The second risk stems from the tax and spending measures embodied in the forthcoming
budget, which could increase the government deficit by a further 1% per cent of GDP.
These steps could well lead to significantly higher inflation than projected here, a larger
current account imbalance, and an increase in the risk premium on the currency. More-
over, the proposal to raise the minimum wage by 57 per cent would add to inflationary
pressures, while simultaneoudy increasing joblessness among the less skilled.
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Following a boom period in which Iceland’s economy became overheated, the economy now appears to be slowing. Out-
put growth is likely to be close to 3%z per cent in 2000, after four years of increases averaging 4% per cent. Inflation
peaked earlier this year, but remains high. Output is expected to slow considerably further next year, in part reflecting a
cutback in the allowable fish catch. Despite a projected rise in unemployment, inflationary pressures could gain momen-
tumin the near term, following the recent fall in the exchange rate.

Monetary and fiscal policy may nevertheless be sufficiently restrictive to ensure at least a stabilisation in the rate of
inflation at 5 per cent by 2002. However, further interest rate increases cannot be ruled out, given the need to finance a
very high current account deficit, to counter sporadic weakness in the exchange rate and to reduce inflation to that of its
trading partners.

Inflation rose significantly in 1999 and the first half of this year. The twelve- Inflation peaked earlier this
month change in the consumer price index peaked at 6 per cent in April. After abrief  year, but remains high
slowdown, consumer price inflation began to accelerate again in the fall, registering an
annual gain of 4.6 per cent in November. Although some of this movement reflects
developments in oil prices, a pick-up in underlying inflation reflects continued tight-
ness in the real economy. Real GDP growth was 4.3 per cent in 1999, only dightly less
than during the previous three years. Activity is likely to have expanded more slowly
in 2000, but output is still growing faster than its potentid rate. With the unemployment
rate averaging about 1% per cent thisyear, increasesin private-sector compensation are
likely to exceed 7 per cent, following an even more rapid increase in 1999.

Nominal policy rates have been raised during this year, and real interest rates Monetary and fiscal policies
have risen further in the summer as inflation eased. A sudden decline in the value of  arerestrictive
the currency following the announcement of the fishing quota cutback at mid-year
prompted two rounds of central bank intervention and the brief closure of the inter-
bank foreign exchange market. The value of the currency has continued to decline
since the summer, leading to a further increase in the policy rate to 11.4 per cent in
November (from the 10.6 per cent it had reached in June). The projections assume
that official rates will be raised once again before falling in 2002 when the positive
output gap will have nearly closed. The government budget surplus rose to 2 per cent

Iceland
Inflation remains above euro arearates The current account deficit haswidened markedly
Year-on-year change, consumer price index
Per cent % GDP
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Iceland: Demand, output and prices

1997 1998 1999 2000 2001 2002

it pri .
current prices Percentage changes, volume (1990 prices)

billion 1kr

Private consumption 299.4 10.0 6.9 4.0 2.0 25
Government consumption 112.8 34 4.9 35 25 11
Gross fixed capital formation 109.5 26.6 -08 111 05 17
Final domestic demand 521.7 121 47 55 17 20

Stockbuilding 2 -0.2 01 -01 -01 0.1 0.1
Total domestic demand 521.4 12.3 46 5.4 18 21
Exports of goods and services 190.9 22 55 26 -1.0 34
Imports of goods and services 187.7 233 6.1 7.0 0.6 25

Net exports® 32 -7.6 -0.6 21 -0.6 0.1
GDP at market prices 524.7 45 4.3 3.6 13 24
GDP deflator _ 53 38 42 48 5.2
Memorandum items _
Private consumption deflator _ 1.0 33 5.0 59 4.9
Unemployment rate _ 2.8 19 13 18 2.6
General government financial balance® _ 05 2.0 2.8 24 25
Current account balance® 69 69 91 -100 -92

a) Contributionsto changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
b) Asa percentage of GDP.
Source: OECD.

of GDP in 1999, and a record surplus of 2% per cent of GDP is likely this year. Reve-
nue growth has exceeded expectations to a greater extent than expenditure. The budget
for 2001 is expected to increase the structura surplus somewhat further.

Output growth should slow Following a marked downward revision to the estimate of the cod stock made by
considerably next year... the Marine Research Institute, the government lowered the allowable fishing quota
for the current fishing season. This sharp reduction in the catch, combined with fairly
restrictive monetary and fiscal policies, is expected to produce a considerable slow-
down in activity. GDP growth is projected to drop to 1.1 per cent next year, with a
decline in exports and a decel eration in domestic demand, especially business invest-
ment. With the recent drop in the exchange rate, inflationary pressures are likely to
increase. In 2002, growth should rebound to about 2¥2 per cent, as real net exports
improve and financial conditions are eased.

... whilethe large current With a current account deficit expected to reach 10 per cent of GDPin 2001, the
account continuestobearisk  economy remains vulnerable to a change in investor sentiment, which might be
brought about by any re-opening of the national wage contracts in February 2001.
Such developments would accentuate inflationary pressures, by weakening the
exchange rate and raising labour costs, and could engender a harder landing for the
economy than projected. Furthermore, should domestic demand prove to be more
resilient than expected to the reduction in the cod catch, import growth could be
higher, putting further pressure on the external accounts.
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Strong, broad-based economic expansion is likely to continue this year with real GDP growing by around 11 per cent.
But it should slow steadily thereafter, to some 7 per cent by 2002, as labour shortages become more pronounced.
Consumer price inflation should peak this year and slowly decline to annual rates of under 4 per cent in 2002, even
though wages are projected to increase rapidly.

The key policy issueisto ensure that price and wage increases, which have been in part stimulated by the weak exchange
rate and oil price hikes, do not get out of control. The structural budget surplusis set to rise, tightening the fiscal stance.
Further tax cuts should be oriented to raising labour supply rather than increasing net real wages and cuts in indirect
taxes to reduce headline inflation should be resisted. Meanwhile it would be helpful to spread out public investment over
time so as to both raise efficiency and reduce demand pressures.

Economic activity grew by 9% per cent in 1999, and the momentum has carried  The growth momentum
into this year with growth expected to be around 11 per cent. In the first half of 2000, remainsstrong...
consumer spending has been exceptionally strong, while exports have expanded at an
annualised rate of 17 per cent owing to buoyant foreign markets and a favourable
exchange rate. With demand buoyant in all areas, the growth rate has been deter-
mined by supply factors: the labour force has continued to increase by some 3% per
cent, underpinning even higher growth rates of employment, although this is now
starting to slow. Investment in machinery and equipment has been increasing by
some 14 per cent per annum, mainly in the high technology sector where productivity
growth is rapid. Despite the recent appearance of labour shortages, foreign direct
investment inflows, akey element in the take-off during the 1990s, remain robust.

Consumer price inflation (measured by the harmonised consumer price index) ... but inflation has

has risen from 2 per cent in the middle of 1999 to some 5% per cent in the third quar-  accelerated, threatening

ter of this year. Increases in indirect taxes account for % percentage point of this the national wage agreement
acceleration while goods and energy prices have also risen rapidly, reflecting the

weakness of the nominal effective exchange rate and oil price increases. While these

factors may be temporary, service prices continue to rise rapidly, reflecting strong

demand and the need to pay wages similar to those in the high-productivity exporting

sectors. Possible second round effects from compensatory wage increases have

Ireland
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Year-on-year change Year-on-year change!
Per cent Per cent Per cent
-15 8
6 —— Total employment
10 === Labour force
4 B 6
2 5 PR .
.” A 4
0 N A 0 /” e
i Y g
is Y44 —— WPl home (Iéft scale) B
2o i Tes W oo WPl exports (eft scale) s 2
P Nominal effective 5 L
4 S 1 exchange rate .
(right scale)
-6 10 0
1997 %8 %9 2000 1998 99 2000

1. Comparable data are not available prior to the fourth quarter of 1997.
Sources: Central Statistics Office and OECD.

© OECD 2000



90 - OECD Economic Outlook 68

The budget surplusissettorise
further

Growth should remain very
strong thisyear although the
peak might have been passed

become an issue as pressures mount to change the terms of the national wage agree-
ment, which sought to limit increases to 5% per cent assuming an inflation rate of
some 3 per cent this year. In response, the government has introduced some minor
price controls and sought to speed up the release of residential land in order to bring
down the high rate of house price inflation.

Ireland: Demand, output and prices

1997 1998 1999 2000 2001 2002

rrent prices
current pri Percentage changes, volume (1995 prices)

billion IrE

Private consumption 279 7.8 7.7 8.7 8.0 8.0
Government consumption 7.3 51 5.2 3.0 3.6 34
Gross fixed capital formation 10.7 155 13.0 11.3 9.5 10.1
Final domestic demand 458 9.1 8.6 8.6 7.8 7.9

Stockbuilding # 0.7 0.3 -1.9 0.0 0.0 0.0
Total domestic demand 46.5 9.4 6.3 8.6 7.8 7.9
Exports of goods and services 421 214 124 155 133 8.4
Imports of goods and services 354 258 87 149 141 95

Net exports® 6.7 -0.3 45 27 14 0.4
GDP at market prices 52.8 8.6 9.8 110 79 7.0
GDP at market pricesin billion € 67.0
GDF deflator _ 5.8 38 4.8 4.6 3.8
GNP at market prices 46.4 7.8 7.8 9.0 6.2 55
Memorandum items
Private consumption deflator _ 38 33 6.5 4.8 38
Industrial production _ 153 120 140 105 8.7
Unemployment rate _ 7.6 5.6 4.2 36 36
Household saving ratio® _ 104 106 7.9 7.1 6.4
General government financial balance® _ 22 2.7 56 6.5 7.3
Current account balance® 0.9 0.7 0.9 03 -10

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

¢) Asapercentage of GDP.

d) Asapercentage of GNP.

Source: OECD.

Despite tax cuts, revenues have been very strong in the first half, and even with
high levels of spending the general government surplusis set to rise although the fis-
cal stance should remain neutral. After excluding the prepayment of off-budget pen-
sion liabilities last year, worth some 2 per cent of GDP, it appears that the underlying
structural budget surplus should remain at around 4 per cent this year but it is
expected to tighten in the following two years. The budget projections assume that
tax cuts for 2001 will remain moderate and that implementation of investment spend-
ing in the National Development Plan will be spread out over the projection period.
Indirect taxes are assumed to remain at existing level s, despite calls from some quarters
for cuts to lower inflation.

Economic activity and inflation are projected to peak this year, with GDP
growth expected to slow to some 8 per cent in 2001, which is closer to its estimated
current potential rate. With labour market conditions remaining tight, wage increases
are likely to remain high, stimulating imports and reducing the contribution of the
foreign sector to growth. With importsrising and exports gradually slowing, the current
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account is projected to move into deficit. Inflation should gradually decline as the
effects of the depreciation of the exchange rate and oil price hikes wear off.

The main risk to the projection is that the current surge of inflation may become  Unwinding inflationary
entrenched in expectations, leading both wages and inflation to overshoot and result-  pressuresremains
ing in a greater slowdown of activity than foreseen. Such arisk would become more the greatest risk
pronounced if the nomina effective exchange rate were to rebound from its current
low level. On the other hand, investment, technology, population growth and productivity
could continue to underpin growth at very high rates.

© OECD 2000
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The economic expansion continued through 2000, though at a more moderate pace, in the face of restructuring in the
financial and corporate sectors. The strong recovery reduced the unemployment rate to under 4 per cent, while inflation
appears to have been limited to around 2%z per cent for the year. Output growth is projected to continue slowing from the
nearly 11 per cent rate recorded in 1999 to a more sustainable level close to 6 per cent in 2001 and 2002.

Qustaining the recovery from the 1997 economic crisis requires effective implementation of reforms to advance market-based
restructuring of the financial and corporate sectors. It isimportant that the newly-independent central bank demonstrate that
achieving its medium-term inflation target is its primary objective. Containing the growth of public spending in line with the
medium-termfiscal plan is necessary to meet the costs of financial-sector restructuring aswell as future spending pressures.

The pace of the recovery slowed
in thefirst half of 2000...

... owing, in part, to higher oil
prices and uncertainty about
the restructuring of the
corporate and financial sectors

The strong rebound from the severe recession of 1998 was followed by a decel-
eration in output growth to 7% per cent (seasonally-adjusted annual rate) in the first
half of 2000. The expansion continued to be centred on large increases in wages and
employment, which have fuelled private consumption, and arecovery in fixed invest-
ment. Rising imports of capital goods, combined with higher oil prices, reduced the
current account surplus from 6 per cent of GDP in 1999 to around 2% per cent
in 2000. The jump in ail prices has also contributed to a pick-up in inflation from a
1% per cent rate (year-on-year) in the first half of 2000 to an estimated 3 per cent in
the second. Nevertheless, there appears to be some slack remaining in the economy,
given that the labour force participation rate is about 1%z percentage points below its
pre-crisis level. Moreover, capacity utilisation is at moderate levels, except in the
consumer electronics and communication eguipment sectors, which accounted for
one-fifth of therisein industrial production in the first half of 2000.

The slowdown in growth has been partly anormal reaction to the strong rebound
seen in 1999. But it also reflected the impact of higher oil prices (Korea relying on
imported oil for about half of its energy needs), fiscal consolidation and concerns
about problems in restructuring weak firms, including Daewoo Motors, which has
been declared bankrupt. These concerns have contributed to a 45 per cent fall in the
stock market price index since the beginning of 2000, with negative implications for
wealth and confidence. In this context, a number of firms have had trouble rolling

Korea

The pace of the expansion has moder ated Inflation has picked up
Seasonally adjusted

......

Per cent Per cent
10 10

— Consumer price index?

=== Core consumer price index? 3

~ -
.....

ceem 4

20 * —— GDP growth' (left scale) D N L

- = = Unemployment rate (right scale) veoeet 0

-30 0 2
1997 98 99 2000 1997 98 99 2000

1. Percentage change over previous quarter, annual rates.
2. Three-month moving average, year-on-year changes.
3. Excludes energy and agricultural products (apart from grains).

Sources: Bank of Koreaand OECD.



Developmentsin individual OECD countries - 93

Korea: Demand, output and prices

1997 1998 1999 2000 2001 2002

current prices .
Y P Percentage changes, volume (1995 prices)

trillion won

Private consumption 255.0 -11.4 103 7.0 5.0 5.0
Government consumption 45.7 -04 -0.6 1.0 1.0 1.0
Gross fixed capital formation 159.1 -21.2 41 12.0 4.0 3.0
Final domestic demand 459.8 -13.8 7.1 7.9 4.3 39

Stockbuilding -39 -55 55 -0.6 1.0 0.0
Total domestic demand 455.8 -19.6 143 7.3 55 4.0
Exports of goods and services 157.4 132 163 204 155 120
Imports of goods and services 162.0 -224 289 213 190 110

Net exports ® -46 12.3 -0.8 26 11 23

Statistical discrepancy ? 21 0.0 -05 0.0 0.0 0.0
GDP at market prices 453.3 -6.7 107 8.9 5.8 5.6
GDP deflator _ 51 -1.6 -0.9 20 15
Memorandum items
Private consumption deflator _ 7.8 04 25 35 2.8
Industrial production _ -65 241 190 100 7.0
Unemployment rate _ 6.8 6.3 4.0 37 35
Household saving ratio® _ 227 248 240 220 192
Consolidated central government balance © _ -4.2 -2.7 -15 -0.2 0.0
Current account balance® 12.8 6.0 25 17 23

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

c) Asapercentage of GDP.

Source: OECD.

over their maturing bonds, prompting the government to establish a 10 trillion won
(2 per cent of GDP) fund to purchase bonds.

The government has launched a second financial-sector restructuring pro- Government effortsto complete

gramme using 40 trillion won (7Y2 per cent of GDP) of public money. Thisbringsnet financial-sector restructuring
expenditures in this area to around 130 trillion won. While these primarily have been accompanied
debt-financed outlays have boosted government interest payments, the growth of by fiscal consolidation
overall expenditures has been limited in line with the goal of balancing the consoli-
dated central government deficit by 2003. A large surge in tax revenues in the first
half of 2000 suggests that this objective may be achieved prior to the target date.
Monetary policy remains supportive of the expansion, with the central bank giving
priority thus far to concerns about financial-market stability. However, with oil price
increases now feeding through, the emphasis is shifting to controlling inflation, as
evidenced by the 25 basis point risein the call rate in October.

Output growth is projected to dow to closeto 6 per cent —arate roughly inlinewith  The economy is projected
the economy’s potential —in 2001 and 2002. Achieving a soft landing would help stabi-  to slow to a more sustainable
lise core inflation around the medium-term target of 2.5 per cent by 2002, while support-  pace in 2001 and 2002,
ing continued job creation to bring the employment-to-population ratio back towardsits  although there are
1997 level. Such afavourable outcome does depend on effective actions to resolve out-  some downside risks
standing problems in the financial and corporate sectors. Moreover, the possibility of
additional failures among the large chaebols raises the risk of even more serious finan-
cial-sector problems that would impinge on the real economy. However, the risk of a sec-
ond foreign-exchange crisisis limited by the fact that Korea's foreign reserves —which
now exceed $92 hillion, the second-highest in the OECD area— are almost double its
short-term foreign debt. The major risk on the external side would be a sharp slowdown
in key overseas markets, particularly the United States.

© OECD 2000
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L uxembourg

Real GDP growth is projected to decline from 8 per cent this year to around 5% per cent in 2002. This pattern mainly
reflects developments in the euro and in activity in neighbouring countries, which have led to a strong boost to exports.
Inflation may also peak this year at around 3 per cent, mainly due to rising energy prices, and fall back to about 2 per
cent in 2002. Employment growth should remain high, with most new jobs going to cross-border workers.

\Wage indexation arrangements should be terminated, or at least be linked to underlying inflation, to reduce the risk that the
increase in energy prices sets off a wage-price spiral. A more restrictive fiscal policy could also be helpful in countering

growing inflationary pressures.

Economic growth has been
high and inflation hasrisen

Real GDP growth rose to 7%2 per cent in 1999, well above the long-term average
(5¥2 per cent since 1985). Although this overstates underlying trends because a new
system for elderly care boosted public consumption and hence GDP (by 0.8 percentage
point in 1999), there was nevertheless a broadly based acceleration in economic activ-
ity. A buoyant labour market and the activation of an indexation threshold for wages
and social security benefits contributed to the strengthening in private consumption,
while the rise in export growth mainly reflects developments in the finance and trans-
port and communications sectors. Growth in fixed investment also rose markedly,
although a large part of this reflects one-off purchases of aircraft and satellites. These
purchases and the strength in domestic demand more generally, resulted in avery large
increase in imports, slashing the net foreign contribution to growth. Indicators for the
first half of 2000 suggest that underlying growth has accel erated, notably in the finance,
manufacturing and construction industries. Employment growth has also picked up, to
around 5% per cent (year-on-year) in recent months, and the unemployment rate
(national definition) has edged down to 2% per cent. Cross-border workers again took
most new jobs with the (resident) labour force growing at not much more than 2 per
cent. Inflation has accelerated over the past year to almost 3% per cent, mainly owing to
the rise in energy prices; meanwhile, underlying inflation has doubled, to around 2 per

L uxembourg
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L uxembourg: Demand, output and prices

1997 1998 1999 2000 2001 2002
current prices .
billion LE Percentage changes, volume (1995 prices)

Private consumption 289.0 2.3 4.1 35 55 5.0
Government consumption 107.9 2.8 12.8 39 3.6 3.6
Gross fixed capital formation 125.8 15 26.6 0.1 32 4.0
Final domestic demand 522.8 22 114 26 45 44

Stockbuilding # 18 0.1 0.1 -0.1 0.0 0.0
Total domestic demand 524.6 23 11.5 25 45 44
Exports of goods and services 685.5 99 7.9 15.0 10.0 8.3
Imports of goods and services 585.6 8.3 11.2 11.2 9.3 8.0

Net exports® 100.0 3.0 -1.9 6.0 2.6 20
GDP at market prices 624.6 5.0 75 8.1 6.2 55
GDP at market pricesin billion € 15.5
GDP deflator _ 15 23 2.6 2.8 21
Memorandum items
Private consumption deflator _ 17 14 31 23 21
Industrial production _ 4.3 31 8.0 6.0 4.0
Unemployment rate _ 31 29 2.7 25 2.3
a) Contributionsto changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.
Source: OECD.

cent.* A price index threshold was breached in June, triggering a 2% per cent increase
in wages and social security benefits, less than one year after the previous indexed
increase. Another threshold is likely to be breached in mid-2001. The short intervals
between index-linked wage increases have contributed to an acceleration in wage rate
growth to around 4%z per cent.

The depreciation of the euro and the strengthening in export market growth in - Monetary conditions and
the past year have provided a powerful boost to economic activity. This source of  export markets should become
stimulus should nevertheless wane over the coming two years. While the stance of  progressively less supportive
fiscal policy is set to ease, thisis unlikely to be as significant for activity as develop-
ments in the euro or in export markets. The government has announced personal
income tax cuts amounting to 1.2 per cent of GDP in 2001 and 0.5 per cent of GDP
in 2002. Asresult of these and corporate income tax cutsin 2002, the general govern-
ment budget surplus is likely to decline from 4%z per cent of GDP in 1999 to 1% per
cent of GDP in 2002.

Real GDP growth is projected to reach a peak of around 8 per cent thisyear andto  Growth should remain robust,
slow progressively over the next two years to a more sustainable rate of 5% per centas  albeit weakening, but
export markets weaken and the stimulus from euro depreciation passes. Employment  underlying inflation may rise
growth should remain solid, abeit easing to 3% per cent, with cross-border workers
continuing to fill most new jobs and unemployment edging down to about 2% per cent
in 2002. Inflationislikely to peak thisyear at 3 per cent or so and to fall to around 2 per
cent in 2002. The main risk to these projectionsis that the energy-price shock leadsto a
serious wage-price spira owing to indexation arrangements.

4. Underlying inflation excludes petroleum products, solid fuels, coffee, tea, cocoa, potatoes and cut flowers.

© OECD 2000



96 - OECD Economic Outlook 68

Output may have grown by around 7 per cent in 2000, helped by the continued expansion of the United States’ economy, while
the strength of the peso and tighter monetary conditions have allowed inflation to come down. The deterioration in the current
account has been limited by rising oil-export revenue. The external factors at work this year are likely to wane in 2001, GDP
growth being projected to ease to a more sustainable rate of around 5 per cent per year over the next two years. Inflation
should continueto fall steadily, while the current account deficit could widen to just over 4 per cent of GDP by 2002.

To reduce risks of overheating, monetary action needs to be supported by fiscal restraint. Moreover, the incoming administra-
tion, which will take office on 1 December, should take the opportunity of the current benign economic climate to move ahead
inareaswhere structural reform has stalled. High onthelist of prioritiesisatax reformto strengthen budget revenues and limit
tax digtortions. Reforms to enhance competition in product markets are also needed, in the dectricity sector in particular.

Economic activity picked Robust exports to the United States and booming domestic demand underpinned
upin 2000... real output growth of 8% per cent in the first half of 2000 from the previous period, at
an annual rate. GDP growth could reach close to 7 per cent for the year as a whole.
The expansion has induced strong job creation in the formal sector, and real wage
increases have boosted household disposable income. The buoyancy of aggregate
demand, combined with a strong exchange rate, hasled to a surge in imports; but ris-
ing oil export prices have helped limit the deterioration of the trade deficit. The cur-
rent account deficit could move to nearly 3% per cent of GDP in 2000, mostly
financed by long-term capital inflows.

... and inflation has continued Despite election-related volatility earlier this year, the effective exchange rate
to decline has appreciated, helping to bring 12-month consumer price inflation down to 8.8 per
cent in September, while underlying inflation moved below that rate. The headline
rateislikely to fall to just over 8 per cent by December 2000, almost 2 percentage
points below the central bank target.

After strong public spending Revenue from privatisation operations fell short of budget projections
growth in 2000, a deceleration  for 2000, but booming activity and oil-related receipts (which still account for
isassumed one-third of budget revenues) created a substantial revenue windfall. Hence, the

public-sector deficit target of 1 per cent of GDP should easily be met, with

Mexico
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Mexico: Demand, output and prices

1997 1998 1999 2000 2001 2002
current prices )
billion Pesos Percentage changes, volume (1993 prices)
Private consumption 20404 54 4.3 8.0 55 4.8
Government consumption 314.6 22 1.0 43 1.0 35
Gross fixed capital formation 619.5 10.3 5.8 10.6 9.7 9.2
Final domestic demand 29745 6.0 4.3 8.1 59 5.6
Stockbuilding # 206.3 0.2 -0.8 0.7 0.2 0.0
Total domestic demand 3180.8 6.0 34 8.6 59 55
Exports of goods and services 963.9 121 139 16.0 11.0 9.0
Imports of goods and services 965.6 16.5 12.8 21.0 13.2 10.5
Net exports® -1.7 -11 0.3 -1.7 -1.0 -0.8
GDP at market prices 3179.1 4.8 37 7.0 5.0 4.8
GDP deflator _ 155 15.9 10.1 7.7 5.8
Memorandum items
Private consumption deflator _ 205 16.4 9.3 7.2 55
Unemployment rate” _ 32 2.6 24 2.6 2.8
Current account balance® -3.8 -2.9 -34 -3.8 -4.2

a) Contributionsto changesin 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) Asapercentage of GDP.

Source: OECD.

higher-than-budgeted revenue largely offset by higher spending. For 2001
and 2002, a prudent spending stance is assumed, and the budget deficit should
fall to around ¥ per cent of GDP.

Short-term interest rates declined steadily in late 1999 and early 2000, whenthe Real interest rates might

downward trend was halted and then reversed, partly as a result of central bank be slow to come down
action. By October, the three-month Cetes rate had risen above 17 per cent, up from a
low of 14 per cent earlier in the year, implying stubbornly high real interest rates.
Since the central bank has announced that it will maintain tight monetary conditions
in order to consolidate the disinflation process, rea rates are assumed not to come
down much in the short term. The aim isto bring down the inflation rate close to that
of Mexico’'s main trading partners by 2003.

Demand from the United States is projected to slow, while oil prices are Output growth should moderate
assumed to stabilise at arelatively high level. Against this background, and in the to a more sustainable rate
context of relatively tight macroeconomic policies, real GDP growth is projected to
moderate to a more sustainable rate around 5 per cent in 2001 and 2002. Inflation
should continue to come down gradually, to 5 per cent by the end of 2002, although
this projection hinges on the usual assumption of an unchanged exchange rate. The
current account deficit could widen to just over 4 per cent of GDP by 2002, but
with long-term capital inflows expected to remain strong, financing should not be a
problem. The main risk concerns the pace of deceleration of domestic demand, in
the context of the uncertain strength of Mexico’'s main export markets. The prudent
fiscal policy stance that is assumed might not be sufficient to support the disinfla-
tion process, creating risks of an excessive appreciation of the real exchange rate
and of awidening of the current-account deficit. In this case, further fiscal tightening
might be required.

© OECD 2000
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Netherlands

After increasing to 4%z per cent in 2000, real GDP growth is projected to ease progressively to around 3% per cent
in 2002, as the boost from euro weakness and the tax cut in 2001 dissipate. The labour market is expected to tighten fur-
ther and the unemployment rate to fall to around 2¥4 per cent. Reflecting growing labour shortages, real compensation
per employee is projected to accel erate somewhat, while headline inflation, after rising further in 2001, is expected to
fall in 2002, asthe impact of higher import prices and the increase in value added tax fades away. Due to the strength of
activity, the general government budget is likely to stay in surplus despite a considerable tax cut in 2001. Consequently,
the cyclically-adjusted budget may remain close to balance.

Given the strength of the economy, increasing shortages in the labour market and the expansionary stance of fiscal policy
embodied in the 2001 budget and in the tax reform, the authorities should refrain from using future budgetary windfalls
for additional spending or further tax cuts. Also, in view of the very low unemployment rate and the still large pool of
working-age benefit recipients without a job, a further tightening of welfare programmes, in terms of level of benefits and
eligibility conditions, should be considered.

Export led growth has In the first half of 2000, economic activity remained buoyant, with surging exports
continued  offsetting a slight deceleration in domestic demand, notably private consumption. Until
August both consumer and producer confidence remained quite strong. In recent months,
however, as aresult of therise in energy prices and the more uncertain environment, pri-
vate consumption and economic activity seem likely to have weskened somewhat. None-
theless, in 2000 as a whole, real GDP growth is estimated to increase to around 4Y2 per
cent (compared with 3.9 per cent in 1999), far above the potential rate of growth esti-
mated by the OECD at around 3%z per cent. Registered unemployment has continued to
trend down, to 2.4 per cent in the second quarter of 2000. The growth in average wages
has remained moderate, partly as a result of the increasing number of employees at the
lower end of the labour market. Consumer price inflation increased to 2.5 per cent in
August 2000, but underlying inflation remained subdued at around 1% per cent.

Fiscal policy is becoming The stance of fiscal policy will be eased significantly in 2001, as areform of the
expansionary, while monetary  persona income tax regime, implying atax cut of 0.7 per cent of GDP, will beimple-
policy may be tightened further — mented. The reform includes a shift from direct taxesto indirect taxes and areduction
in social security contributions. The hike in indirect taxes will result in a one-off

Netherlands
Growth remains export led Thelabour market hastightened
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1. Volume, year-on-year percentage changes of quarterly data.
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Netherlands: Demand, output and prices

1997 1998 1999 2000 2001 2002
current prices )
billion Gid Percentage changes, volume (1995 prices)
Private consumption 363.6 44 4.4 41 4.3 35
Government consumption 168.4 34 25 35 23 25
Gross fixed capital formation 158.0 41 6.5 6.6 41 43
Final domestic demand 690.0 41 44 45 38 35
Stockbuilding # 19 0.1 -0.2 -0.1 0.0 0.0
Total domestic demand 691.8 42 4.2 44 38 34
Exports of goods and services 449.2 7.4 5.6 10.3 9.3 6.8
Imports of goods and services 405.6 8.0 6.3 10.8 9.6 7.1
Net exports® 43.6 0.1 -0.1 0.3 0.3 0.2
GDP at market prices 735.4 41 39 45 39 34
GDP at market pricesin billion € 333.7
GDP deflator _ 20 16 3.0 39 26
Memorandum items
Private consumption deflator _ 18 19 3.0 4.1 25
Industrial production _ 24 14 5.0 45 30
Unemployment rate _ 4.2 32 2.8 25 2.3
Household saving ratio® _ 134 10.6 9.4 10.6 10.6
Genera government financial balance® _ -0.7 1.0 1.6 1.0 13
Current account balance® _ 6.3 53 51 5.2 51

Note: National accounts are based on chain linked data. Thisintroduces a discrepancy in the identity between real
demand components and the GDP. See "Sources and Methods" for further details.

a) Contributionsto changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.

b) Asapercentage of disposable income.

c) Asapercentage of GDP.

Source: OECD.

increase in inflation of one percentage point while the whole package will entail a
rise in households’ disposable income of around 5% per cent. The reform also
implies a further decline in the replacement rate, which should encourage persons of
working age on welfare to return to the labour market. In the 2001 budget, unemploy-
ment outlays and interest payments are expected once again to be considerably lower
than was projected a few years ago in the coalition agreement, which was based on
very cautious growth assumptions. The windfall gains in expenditure will be fully
spent, but additional revenues will not be used for additional tax cuts or lower social
security contributions, although the budgetary rules would have alowed it. Monetary
conditions in the euro area are expected to be tightened further over the next two
years, with both short- and long-term interest rates rising somewhat.

The boost to economic activity provided by exportsislikely to weaken progres-  Other forces may become
sively, as the effect of stronger competitiveness due to the depreciation of the euro is  less supportive of activity
limited by increasing capacity problems and growth in export markets is projected to
slow. Also, the strong fall in new second mortgage contracts in the first quarter
of 2000 may point to a declining contribution to consumption growth of wealth
effects stemming from rising house prices.

Expansion in real GDP is projected to decline only moderately, to 3% per cent Economic growth is expected
in 2002, roughly in line with potential output growth. Private consumption is toremain above potential, with
expected to remain buoyant, due to the rise in disposable income following the tax arisk of inflationary pressures
reform. But, after the very rapid increase of production capacity from 1997 to 2000,

© OECD 2000
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the growth in business fixed investment is projected to slow down, as a result of
lower profits and higher interest rates. Reflecting growing labour shortages, real
wages and compensation per employee are expected to accelerate, albeit only mod-
estly, to around 2 per cent in 2002. The private consumption deflator is projected to
rise temporarily to 4 per cent in 2001, and to fall back in 2002. The main risk is that
wage moderation may not be as effective as assumed in the projections. Moreover, it
isuncertain to what extent the tax reforms and other structural measures will lead to a
further “activation” of working-age persons on welfare.
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New Zealand

With past interest rate hikes and some recent policy measures damping confidence and domestic demand, real GDP fell
in the second quarter of 2000. As exports have continued to advance strongly, spurred by a substantial exchange rate
depreciation, the large current account deficit narrowed to about 6 per cent of GDP in the same period. The deprecia-
tion, combined with the rise in oil prices saw inflation reach the official target ceiling of 3 per cent in the third quarter
of 2000, and a further increase is likely. Economic activity is projected to rebound, boosted by strong exports, although
the strength of the recovery will depend on the extent to which confidence and domestic demand improve.

Although the recent drop in output has headed off a build-up in excess demand, some further tightening in monetary condi-
tionsislikely to be necessary to avoid the emergence of generalised inflation. Managing spending pressureswill be a major
challenge for fiscal policy, and should eventually be addressed by budget savings. Nevertheless, if the rebound falters, the
automatic stabilisers should be allowed to operate.

Real GDP fell 0.6 per cent (actual rate, production-based) in the second quarter Economic activity slumped
of 2000, led by a pronounced decline in construction activity. Past interest rate hikes in the second quarter ...
also slowed consumer spending. On the positive side, machinery and equipment
investment kept growing despite increasing business-sector pessimism, while contin-
ued export growth meant that the trade bal ance moved back into surplus. Meanwhile,
employment fell in the first half of the year, but rebounded thereafter. Thus the unem-
ployment rate dropped to just under 6 per cent, slightly above its estimated structural
rate. At the same time, excess demand in product markets, which had emerged as a
result of the strong momentum of the economy in the second half of 1999, islikely to
have been temporarily eliminated. With inflationary pressures from rising oil prices
and the currency depreciation, the increase in the consumer price index reached 3 per
cent (year-over-year basis) in the third quarter. Moreover there are recent indications
that firmsincreasingly plan to raise prices.

With interest rates holding steady, the marked fall in the value of the currency in ... while monetary conditions
recent months has meant that monetary conditions (the effect of both interest-rate and  eased substantially
exchange-rate movements) have eased substantially. The depreciation came in spite of

New Zealand
Slumping confidence has affected GDP growth A falling exchangerate has already
shown up in rising prices
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The government’s books have
remained in surplus

Output growth should resume
in the second half of this
year ...

New Zealand: Demand, output and prices

1997 1998 1999 2000 2001 2002

current prices Percentage changes, volume (1991/92 prices)

billion NZ$

Private consumption 61.5 17 24 18 17 17
Government consumption 14.6 -1.0 8.7 -4.8 15 1.0
Gross fixed capital formation 19.9 -1.9 84 6.2 35 4.4
Final domestic demand 96.0 05 47 18 21 23

Stockbuilding *° 0.7 -0.7 11 -01 0.0 0.0
Total domestic demand 96.8 -0.2 5.8 17 21 22
Exports of goods and services 279 16 6.2 9.2 7.8 74
Imports of goods and services 27.3 27 120 33 53 5.7

Net exports® 0.7 -04 -2.2 18 0.7 0.5
GDP (expenditure) at market prices 97.4 -0.6 37 36 29 2.8
GDP deflator _ 17 0.1 22 29 20
Memorandum items
GDP (production) _ -0.2 34 35 29 2.8
Private consumption deflator _ 20 12 18 29 20
Unemployment rate _ 75 6.8 6.1 6.0 6.0
Current account balance® -4.1 -6.7 -5.7 -4.7 -4.0

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

c) Asapercentage of GDP.

Source: OECD.

firming export prices and probably reflects the still-large current account deficit and
uncertainty over government policies and growth prospects. The projections incorpo-
rate a modest rise in interest rates in the near term to restrain a spill-over from higher
import costs into domestic prices against a backdrop of the possible re-emergence of
capacity pressures.

The government recorded a surplus on its accounts in the June 2000 fiscal year,
owing partly to tax increases and better-than-expected economic conditions earlier in
the period. The June Budget foresees rising actual and structural surpluses, athough
both expenditures and revenues will be a a higher share of GDP than envisaged under
the previous administration. However, spending pressures, especially in the health and
education sectors, will need to be carefully managed in order to meet fiscal targets.

Real GDP is projected to expand at a moderate pace over the next two years, sup-
ported mainly by the external sector due to continued solid growth in New Zealand's
trading partners and a favourable competitive position. The drop in confidence is
expected to be temporary, given these positive factors. Nonetheless, household spend-
ing is projected to remain relatively subdued because of interest-rate hikes. On the other
hand, business investment is projected to hold up relatively well due to capacity con-
straints. Meanwhile, the boost in rates should help avoid a significant overshoot of the
economy’s potential and restrain inflationary pressures. Headline consumer price infla-
tion should begin to slow by the end of 2001 as the effects of the recent depreciation
and oil price increases dissipate. The unemployment rate, while edging down, will
probably remain aboveits structura rate.
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The current economic situation is clouded by mixed indicators, creating consider- ... but downside risks exist

able uncertainty over future developments. Should the slump in confidence persist,
domestic demand could be weaker than projected, hel ping to contain cost pressures and
lessening the need for interest-rate increases. But if the new industrial relations frame-
work encourages wage settlements beyond productivity gains, the economy could see
more inflation than projected, leading to larger interest rate hikes along with subdued
growth. This situation would be exacerbated by any greater-than-expected dowing in
New Zealand’s export markets.

© OECD 2000
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The rebound in output growth that started in mid-1999 has continued in 2000 and, with the economy already close to full
employment, has heightened the inflationary pressures prompted by the oil price hike. The central bank has reacted
swiftly by increasing its key deposit rate from 5% to 7 per cent. The high oil priceis projected to lead to a current account
surplus of about 20 per cent of GDP in 2001 while the government surplus is likely to be close to 15 per cent of GDP.

Despite the speedy monetary policy reaction since April, the overheating risks remain substantial. They could become
more severe, because labour supply will be reduced by the introduction of a fifth holiday week, the strong rise in child-
care cash benefit, the continuing sharp increase in sickness leave and the absence of measures to contain early retire-
ment. Monetary policy should stand ready to restrain demand should inflationary pressures not dissipate, while the fiscal
authorities should at least avoid departing from the intended neutral budgetary stance.

The pick-up in output growth The Norwegian economy experienced a short and shallow growth pause that
and theoil pricehike haveled ended in mid-1999, under the impact of an easing of monetary policy and increasing
to afurther riseininflation world demand for Norwegian products. Real mainland GDP increased by 2.4 per
cent in the first half of 2000 compared with ayear earlier. Falling oil investment has
remained a substantial drag on output growth but the coming on stream of new oil
and gas fields has started to boost petroleum exports. The labour market response to
stronger activity has been rapid, with the unemployment rate falling back to 3.4 per
cent in the third quarter. New vacancies are now higher than at any time during the
1990s. High ail pricesand the tight labour market have pushed up inflation, with con-
sumer prices (measured by the harmonised index) rising 3.6 per cent in the year to
September, 0.8 percentage point more than in the euro area and the highest rate since
1992. The tight labour market conditions have affected the two-year wage agreement
for 2000 and 2001. Wage increases will remain higher than those granted in trading
partner countries, while labour costs are increasing even more due to the granting of
two extra days of vacation in both 2001 and 2002.

The central bank hasreacted With monetary policy aiming to achieve low inflation as the fundamental precon-
swiftly to inflationary pressures  dition for exchange rate stability vis-a-vis the euro, the inflationary pressures have led
to arisein thekey deposit rate of 1% percentage pointsto 7 per cent between April and

September. Based on a projected economic slowdown and an assumed neutra fiscal

Norway
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Norway: Demand, output and prices

1997 1998 1999 2000 2001 2002

o
current prices Percentage changes, volume (1990 prices)

billion NOK

Private consumption 520.8 33 24 29 2.0 2.0
Government consumption 2184 38 2.7 28 24 20
Gross fixed capital formation 252.1 5.8 -5.6 -2.2 -2.2 0.9
Final domestic demand 991.3 4.0 0.4 16 11 17

Stockbuilding # 23.0 14  -12 0.2 -0.1 0.0
Total domestic demand 1014.2 54  -09 18 10 16
Exports of goods and services 448.1 0.3 17 5.0 4.8 34
Imports of goods and services 366.2 9.3 -3.1 16 25 36

Net exports® 81.9 -3.0 18 15 11 0.2

GDP at market prices 1096.2 2.0 0.9 31 24 19

GDP deflator _ -0.8 6.6 16.1 75 10
Memorandum items

Mainland GDP at market prices® _ 33 0.8 23 18 19
Mainland GDP deflator _ 39 28 29 44 31
Exports of non-manufactures (incl. energy) _ -2.8 24 74 5.0 2.0
Private consumption deflator _ 27 2.2 30 2.8 2.6
Unemployment rate _ 32 3.2 33 33 34
Household saving ratio© _ 6.6 6.7 6.3 6.6 6.8
General government financia balance® _ 36 49 140 148 144
Current account balance® -1.3 39 154 205 197

Note: National accounts are based on chain linked data. This introduces a discrepancy in the identity between rea
demand components and the GDP. See " Sources and Methods" for further details.

a) Contributionsto changesin real GDP (percentage of real GDP in previous year), actual amount in the first column.

b) GDP excluding oil and shipping.

c) Asapercentage of disposable income.

d) Asapercentage of GDP.

Source: OECD.

policy in the coming years, the Norwegian central bank switched its monetary policy
biasfrom upward to neutral in September. There are indications that the monetary tight-
ening already had some damping effect on private consumption and on the housing
market in the third quarter.

The draft budget presented in early October showsindeed a neutral stance, with rel-
atively strong expenditure growth offset by tax increases, especially on capital income.
With strong oil revenues leading to an estimated general government surplus of 15 per
cent of GDP in 2001, pressures to rai se government expenditure are very strong.

Reflecting the tightening of monetary policy and less buoyant world trade,
mainland GDP growth is projected to decel erate somewhat from 2.3 per cent in 2000
to slightly below 2 per cent in 2001 and 2002. The output gap, however, should
remain positive. The slowdown in private consumption, induced by the interest rate
rise, is expected to be partly offset by a gradual recovery of oil-sector investment.
The deterioration in competitiveness should lead to a further loss of market share by
manufacturing exporters. With oil prices assumed to decline only dlightly and the
labour market remaining extremely tight, headline inflation is projected still to be
clearly above 2 per cent at the end of the projection period.

The economy remains on the brink of overheating despite the speedy shift in mon-
etary policy and the neutral fiscal policy stance in 2001. Monetary policy should stand
ready to restrain demand further if price and cost pressures do not diminish sufficiently.

Pressures for higher
government outlays are very
strong

Slower demand and lower
inflation are projected...

... but inflation risks remain
substantial

© OECD 2000
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Poland has been one of the fastest growing European economiesin 1999-2000, with real GDP expanding by 4% per cent
annually on average. Activity has been underpinned by supportive economic policies, including relatively low interest
rates until recently and an easy fiscal stance. Srong domestic demand, fuelled by aggressive bank lending, has led to
double-digit inflation and a growing current account deficit. Higher energy prices, together with a jump in food prices,
are aggravating these trends.

These symptoms of over heating call for careful monetary and fiscal policies. The National Bank of Poland has appropri-
ately tightened its stance since late 1999 within its inflation-targeting framework. However, inflation is unlikely to be
reduced sufficiently to reach the target range in December 2000. Monetary policy and structural measures are thus nec-
essary to make further disinflationary progress. Smilarly, the authorities should resume their fiscal consolidation efforts
so as to reduce the need for external financing through short-term capital flows.

Output growth slowed The Polish economy has expanded rapidly in 2000, fuelled by supportive financial
during 2000...  conditions and a favourable external environment. Output growth has been strong, but
it has also become more balanced. In the first part of the year, domestic demand
increased rapidly, in particular household spending, while net exports contributed nega-
tively to growth. In the second part of the year, indications are that these contributions
have changed: domestic demand growth has eased under the pressure of higher interest
rates, and net exports have become a positive contributor to GDP growth. Despite
strong activity, labour market conditions have deteriorated. Net job creation has been
virtually flat, and unemployment has risen sharply. Industrial firms (especially coal
mines) appear to have finally embarked on long-delayed restructuring, with the
government providing generous financial support to departing workers.

.. but inflation remained Inflation rose significantly in the first half of 2000. After reaching a single-digit
high... low in 1999, consumer price increases gathered pace, peaking at 11.6 per cent in

July 2000, well above the 5.4 to 6.8 per cent target range established by the National

Bank of Poland for the end of the year. Apart from strong domestic demand, therisein

Poland
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Poland: Demand, output and prices

1997 1998 1999 2000 2001 2002
current prices .
billion ZI Percentage changes, volume (1995 prices)
Private consumption 301.1 4.8 51 4.6 4.2 4.4
Government consumption 75.7 14 0.8 21 20 20
Gross fixed capital formation 110.9 14.4 6.9 6.5 5.0 8.0
Final domestic demand 487.6 6.5 49 47 41 5.0
Stockbuilding ° 5.2 01 -02 0.1 0.1 0.1
Total domestic demand 492.7 6.6 47 48 41 51
Exports of goods and services 120.4 17.0 21 9.8 9.9 84
Imports of goods and services 140.8 19.1 15 7.8 6.4 7.8
Net exports® -20.4 -13 0 -12 0.2 08 -01
GDP at market prices 472.4 49 4.0 51 49 5.0
GDP deflator _ 11.8 71 100 9.2 9.5
Memorandum items
Private consumption deflator _ 115 72 102 8.4 7.2
Industrial production _ 49 45 9.0 8.0 8.0
Unemployment rate _ 106 139 151 150 150
General government financial balance® _ -2.3 -32 -2.8 -1.5 -2.3
Current account balance® -4.4 -8.0 -7.6 -7.1 -6.0

Note: National accounts are based on chain linked data. This introduces a discrepancy in the identity between real
demand components and the GDP. See " Sources and Methods" for further details.

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

b) Including statistical discrepancy.

c) Asapercentage of GDP.

Source: OECD.

inflation resulted from a number of factors, including crude oil price hikes,
drought-related food price increases, and higher excise taxes and value added tax.
Although some of these factors are temporary, core inflation is estimated to have
increased by over 3 percentage pointsin 2000.

With export performance improving — thanks to the recovery in Europe—and ... and the current account
domestic demand weskening, the current account deficit has stabilised at around 7% per  deficit stabilised
cent of GDP in 2000.> Net foreign direct investment flows provided financing for about  at a very high level
half of the external deficit so far this year. High interest rates on zloty-denominated
securities have a so attracted short-term portfolio investment.

With inflation exceeding itstarget range in both 1999 and 2000, the National Bank  The tightening of monetary
of Poland raised its reference rate several times, to 19 per cent at the end of policy should slow domestic
August 2000. The tightening of monetary policy has aready contributed to lower demand growth
domestic demand growth and should help reduce inflation. Hence, the inflation target  and reduce inflation...
of 6-8 per cent established for December 2001 seems achievable. With inflation drifting
down, it should be possible to ease monetary policy at some stage, allowing domestic
demand to pick up again in 2002.

5. The OECD balance-of-payments projections are on a transactions basis, which can differ substantidly from
the cash basis.

© OECD 2000
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... and the authoritiesintend to
tighten fiscal policy in 2001

The growing recourse

to short-term capital inflows
carriesarisk

of financial volatility

Fiscal policy remained loose in 2000, with the general government deficit
expected to stay at around 3 per cent of GDP. Higher inflation led to wage increases,
debt servicing payments rose, costly separation packages were paid in the context of
industrial restructuring plans, and unemployment benefits grew rapidly. The
draft 2001 budget calls for areduction of the official budget deficit by 0.9 per cent to
1.6 per cent of GDP. Thiswould be achieved by raising indirect tax rates and cutting
back on some socid transfers.

With its growing dependence on short-term capital inflows to finance the budget
and balance of payment deficits, Poland is vulnerable to abrupt changes in market
sentiment. Investors have so far been attracted by the country’s impressive economic
potential and its prospective membership in the European Union. Nevertheless, there
are other aspects that make the macro picture less attractive, including the lack of fis-
cal consolidation, growing short-term indebtedness, and uncertainties concerning
forthcoming parliamentary elections. In these circumstances, a sudden slowdown in
the European Union would make the current account deficit more problematic. A
flight to quality in international capital markets would also make Poland vulnerable
to financial distress. This would lead to a lower exchange rate, higher inflation,
tighter money and slower activity than projected.
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Economic activity remained strong in 2000, as a recovery in exports more than offset a sharp slowdown in private con-
sumption. Unemployment continued to edge down and inflation picked up, boosted by the increase in the domestic price
of oil and its second-round effects. Output growth should remain at around 3 per cent on average over the period
2000-02, as exports and investment continue to expand strongly. The current account deficit is projected to widen to
12 per cent of GDP in 2002. Consumer price inflation is likely to remain above the euro average, due to therising price
of domestic oil products and the tightness in the labour market.

Fiscal policy targets are unambitious, given the state of the cycle, the external deficit and the recent intensification of price
and wage pressures. Moreover, fiscal consolidation in the future will require better control of public spending, including
structural reforms in health and social security. A tighter rein should be kept on the ballooning public sector wage bill,
which typically has strong spill-over effects on private sector wage demands. Finally, current tax reform proposals need to
be implemented and additional measures taken to improve tax administration and control.

After seven years of expansion, the economy is now operating close to its esti-  Output growth remains
mated potential. Rea output growth is projected at around 3% per cent for 2000, with ~ strong...
the momentum shifting from domestic demand to the external sector. Private con-
sumption decelerated sharply as the increase in the domestic price of oil derivatives
and rising interest rates affected real disposable income. Thiswas in part offset by a
strong pick-up in exports, which benefited from the growth of export markets and the
depreciation of the euro, although Portugal has continued to lose market share. Fixed
capital formation has remained strong, as private investment has picked up. Buoyant
import growth and a deterioration in the terms of trade have led to a widening of the
trade balance, with the current account deficit exceeding 10 per cent of GDP in 2000.

Employment has continued to grow strongly, leading to a further fall in unem- ... with the labour market tight
ployment to around 4 per cent. In spite of the slowdown in consumption, inflation and inflation moving up
continued to rise. The year-on-year consumer price increase accelerated to 3.4 per
cent in the third quarter, as the direct effect of the rise in domestic oil prices (an
administratively delayed and partid reflection of the rise in international oil prices)
was followed by a broader second-round impact.

Portugal
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A public spending freeze and
extraordinary revenues will
help achieve the 2000 budget
deficit target

Output growth is likely
to remain strong

Portugal: Demand, output and prices

1997 1998 1999 2000 2001 2002

t pri .
current prices Percentage changes, volume (1995 prices)

billion Esc
Private consumption 11802.3 54 4.8 33 29 2.8
Government consumption 3592.2 4.6 34 30 21 23
Gross fixed capital formation 4469.5 8.7 6.0 5.8 6.0 5.8
Final domestic demand 19 863.9 6.0 4.8 38 35 35
Stockbuilding ® 76.1 00 00 -01 -01 00
Total domestic demand 19940.0 6.0 4.8 3.7 34 35
Exports of goods and services 5685.6 7.6 4.8 8.9 9.2 8.2
Imports of goods and services 7076.1 13.8 8.8 8.7 85 8.4
Net exports” -13905 29 22 09 -07 -1
GDP at market prices 18549.4 35 3.0 32 3.0 29
GDP at market pricesin billion € 925
GDP deflator _ 4.0 2.7 23 3.0 31
Memorandum items
Private consumption deflator _ 2.6 2.3 2.7 3.0 29
Industrial production ® _ 5.7 31 15 25 25
Unemployment rate _ 51 45 4.1 4.1 4.2
Household saving ratio ® _ 10.8 95 9.2 9.1 9.1
Current account balance® -65 -89 -106 -11.5 -120

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

¢) Asapercentage of disposableincome.

d) Asapercentage of GDP.

Source: OECD.

Government current spending has continued to grow significantly more rapidly
than nominal GDP. Contrary to previous years, however, tax revenue growth has
been lower than budgeted. Thiswas mainly the result of lower-than-expected receipts
from oil excise taxes, asthe rise in international oil prices was not fully passed on to
domestic consumers. The introduction of a mid-year spending freeze and extraordi-
nary revenues from the sale of mobile phone concessions — equivalent to 0.4 per cent
of GDP — will help the achievement of the budget deficit target of 1.5 per cent of
GDP in 2000. The draft budget for 2001 calls for a further reduction in the deficit to
1.1 per cent, while the Stability and Growth Programme targets a balanced budget
in 2004. Even assuming a recovery in receipts from oil excise taxes, meeting these
targets will require new tax measures and/or actions to improve spending control
which have not been incorporated in the centra projections.

Price and wage increases are likely to acceleratein 2001, especialy if the cost of
oil products rises further. Economic activity is projected to remain strong, with real
output growing at around 3 per cent in 2001 and 2002. Investment should stay buoy-
ant, as EU transfers are stepped up and a new round of infrastructure projects gets
under way. Higher inflation should lead to lower real wage growth and a further
deceleration of real disposable income, and hence slower consumption growth. At the
same time, employment growth islikely to slow, the unemployment rate stabilising at
present low levels. As export-market growth slows and imports remain strong, the
current account deficit could widen to 12 per cent of GDP in 2002.
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The main risk to the projections concerns the behaviour of wagesaswell aspos- Wages and public spending
sible public spending overruns which would tend to exacerbate demand pressures. As  constitute a risk
the economy continues to operate close to potential and in the absence of a sharper
fiscal policy tightening, wages could rise faster than expected. In this case, growing
inflationary pressuresin domestically-oriented sectors and a steeper erosion of exter-
nal competitiveness would cause a further widening of the external imbalance, lower
output growth and higher unemployment.

© OECD 2000
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Slovak Republic*

In spite of the strength of exports, GDP growth softened during the first half of 2000 as domestic demand fell. Inflation contin-
ued its downward track, falling faster than expected in the middle of the year. Real wages kept declining even as already high
unemployment rose. The government has maintained the tighter fiscal stance it adopted in the middle of 1999, though it may
use a significant windfall from privatisation to ease this a little during the last quarter. GDP growth is projected to pick up
modestly as structural changes gradually promote job-generating growth in the enter prise sector and domestic demand revives.

The authorities will have to remain vigilant to keep the fiscal position under control as they push ahead with structural
changes in the enterprise sector, reform of the welfare system and complete restructuring in the banking sector.

Growth has weakened... GDP growth of 1.7 per cent during the first half was almost ¥4 of a per cent
lower than that recorded for the same period in the previous year. However, exports
rose by 19.8 per cent, outweighing strong reductions both in household and govern-
ment consumption, and investment. A bare recovery in domestic demand during the
first quarter was reversed in the second quarter, when all its components fell sharply
—in aggregate by 2.1 per cent. The current account balance has continued to improve
as demand for imports lags export growth. The trade deficit in the first half was
2.3 per cent of GDP compared with 6.8 per cent in the previous year.

... and coreinflation fallen, The one-off impact of price deregulation (during 1999) has now almost fallen
as unemployment remains high  away, and consumer price inflation has declined unexpectedly quickly. Twelve-
month inflation in August was 8.7 per cent, almost half of that at the peak recorded
in March. Given nominal wage moderation, real wages have fallen by some 7 per
cent in the first half of 2000. However, unemployment in the growing labour force
remains high. In August, the government introduced subsidies for employerstaking
on long-term unemployed. Together with a previous tightening of qualification
criteria, thisresulted in asharp fall in the rate of registered unemployment.

Slovak Republic

Unemployment started to declinet Sovereign spreads arefalling?
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1. Monthly changes in registered unemployment; the dotted line is the 12-month moving average.
2. Spread measured as differencein annual yield between equivalent German and Slovak sovereign bonds, in basis points.
Sources. Slovak Statistica Office, Bloomberg and OECD.

*  Theprocess of accesson of the Slovak Republictothe OECD isinitsfinal stage at the time of going to print. On 28 September 2000, the OECD and the Sovak
Republic signed the Agreement on the invitation to the Sovak Republic to accede to the Convention on the OECD. This Agreement contains the terms and
conditions under which the Sovak Republic will be ableto jointhe OECD. It wasratified by the Slovak Parliament on the 26 October. The Slovak Republicis
expected to have become an OECD Member after having deposited its instrument of accession with the French authorities, depository of the OECD
Convention, before the publication of thisissue of the OECD Economic Outlook.
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Slovak Republic: Demand, output and prices

1997 1998 1999 2000 2001 2002

current prices .
! o Percentage changes, volume (1995 prices)

billion SKK

Private consumption 356.6 58 -0.2 -1.7 4.0 35
Government consumption 145.7 4.0 -6.9 -0.7 3.0 25
Gross fixed capital formation 246.5 111  -188 -1.0 85 6.5
Final domestic demand 748.8 7.2 -1.7 -1.3 51 4.2

Stockbuilding 4.7 23 33 -05 -0.2 0.0
Total domestic demand 753.5 9.5 -4.8 -1.8 4.8 4.1
Exports of goods and services 397.8 12.2 36 220 130 120
Imports of goods and services 465.2 19.9 -6.1 158 155 125

Net exports ® -674 -5.9 72 3.7 21 -0.7
GDP at market prices 686.1 41 19 19 2.7 35
GDP deflator _ 51 6.6 6.0 5.7 51
Memorandum items
Private consumption deflator _ 6.1 102 9.5 75 7.0
Industrial production _ 5.0 -3.3 5.0 45 35
Unemployment rate _ 121 16.4 18.9 18.0 17.0
General government financial balanceb _ -4.6 -3.6 -3.8 -4.2 -4.0
Current account balance® _ -100 -58 -25 46 53

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

A cautious monetary policy has successfully targeted areductionin coreinfla- A cautious macroeconomic
tion; interest rates have fallen and international reserves have risen. The exchange stance underlies ongoing
rate has been broadly stable against the euro. Fiscal policy has remained tight since  efforts to implement structural
the third quarter of 1999 as the government has made greater efforts to reduce tax reforms
arrears, and has continued to keep government expenditure in check. Restructuring
in the banking sector is well advanced, and the sale of major state-owned banks to
strategic investors should be completed during the first half of 2001. Privatisation
has resumed: a majority holding in the tel ecommunications company was sold in
July, and the largest commercial banks have been put out to tender.

Two transitory factors should lead to some recovery in domestic demand over  Growth is expected to pick up
the next year. First, the government is intending to invest a significant amount of modestly asinvestment rises...
the SKK 25 hillion cash it received from telecom privatisation in, banking sector
restructuring, repayment of government guaranteed loans, repayment of arrearsin
the health sector and housing construction. Second, SKK 27 billion of privatisation
bondsissued in 1995 fall due for repayment during 2001.

Robust export growth (18 per cent inthe first half of 2000 year-on-year) hasnotso ... but will only take root
far spilled over into the rest of the economy, though by off-setting the fall in domestic  if reforms facilitate
demand it has averted a transitional recession associated with restructuring. Only if  the generation of new jobs
structural changes allow recovery in the enterprise sector, will the anticipated easing of
fiscal policy lead to renewed consumer confidence and sustained growth in domestic
demand. To thisend, and to maintain low international financing costs, the government
should conclude the reforms it is implementing in the banking sector and develop its
plans to achieve financial sustainability in the welfare system. Such policies are aso
valuable in promoting international confidence in the economy. This should help attract
greater foreign direct investment, which in the medium term should lead to a higher
share of export value-added originating in the Slovak Republic.

© OECD 2000
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In terms of economic weight, measured by GDP at mar-
ket exchange rates, the Slovak Republic ranks 28th in the
OECD, between Hungary and Luxembourg. Per capita
income measured at purchasing power parity is less than
half the OECD average, although not the lowest in the
OECD area.

The Slovak economy experienced high rates of growth
during the years following its emergence as an indepen-
dent state. These were initially based on strong exports
and subsequently on very high levels of public investment
and expenditure. However, given slow progress on struc-
tural reforms this led to the emergence of serious macro-
economic imbalances. The government introduced a series
of austerity measures during 1999 and 2000 that substan-
tially reduced the external deficit and improved the fiscal
position, whilst maintaining modest GDP growth. Com-
pared with other transition economies, Slovakia has expe-
rienced relatively modest inflation. But consumer prices
remain under some pressure from increases in still regu-
lated prices. In contrast, high unemployment has persisted
throughout Slovakia's independence. Its 1999 level of
16.4 per cent would have placed it top in an OECD rank-
ing. Increasing unemployment has partly been the conse-
quence of measures taken by the government to stabilise
the economy and structural reforms needed to lay the
foundations for sustainable growth.

The Slovak economy in per spective*

The Slovak economy in comparison with the OECD, 1999

The economy is very open. Foreign trade, of which
85 per cent is with OECD countries, represents about
130 per cent of GDP. The economy is equally open to cap-
ital flows. Despite Slovakia's disappointing record in
attracting foreign direct investment, the government has
been able to issue sovereign debt on international markets
that has traded at low and declining spreads over similar
debt issued by large OECD Members. The prospects for
FDI are improving as the government implements its pro-
gramme to restructure and privatise the largest banks. This
is expected to create a better environment to pursue
reforms in the enterprise sector. In aiming to foster the
development of private businesses, the government has
undertaken a number of important measures: abolishing
legislation that created wrong incentives for enterprise
restructuring, reinforcing bankruptcy proceedings, extend-
ing privatisation in the large enterprise sector and
promoting a better climate for investment.

Deepening economic restructuring over the next years
will almost unavoidably continue to put pressure on the
social area, placing a significant burden of adjustment on
the public sector. The Slovak Republic indeed faces a sig-
nificant challenge in addressing high and persistent struc-
tural unemployment, which notably affects the more
vulnerable segments of the population (young and old
people) and less devel oped regions.

Slovak Republic 29 other OECD countries

Rank in OECD? M aximum Minimum Average
Size
Area (million square km) 0.05 (25) 9.976 0.003 1.198
Population (million) 54 (23) 2729 0.3 38.2
Labour force (million) 25 (25) 139.3 0.1 17.4
GDP (US$ bn, current prices) 19.7 (28) 9192.0 8.8 921.5
Structure (per cent)
Participation rate 69 (16) 81.3 55.7 71.0
Unemployment rate® 16.4 (1 15.9 23 6.9
Gross public debt/GDP¢ 23.6 (21) 116.6 11.0 73.0
Government expenditure/GDP¢ 421 a7) 56.0 235 37.6
Gross fixed investment/GDP 294 (2 30.2 171 22.7
Performance
Average annual GDP growth 1995-99¢ 5.0 (9 9.2 12 29
GDP per capita 1998 (US$, PPP) 9997 27) 37491 6538 21543
Average annual inflation 1995-99s f 7.8 (6) 80.7 0.4 4.8

a) (1) = Highest/largest amongst OECD countries.

b) ILO definition. Comparison with 25 OECD countries.
¢) Comparison with 21 OECD countries.

d) General government.

e) Average annual percentage change.

f) Consumer price index.

Sources:  Slovak Statistical Office and OECD.

* For a detailed review of the Slovak economy, see OliveiraMartins J. and T. Price, “Policy Interdependence during Economic Transition:
The Case of Slovakia 1999-2000”, OECD Economics Department Working Papers, No. 253.
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Domestic demand slowed somewhat in the first half of 2000, but activity remained strong as exports were buoyant. Headline
and core inflation have risen substantially during the year. While slowing, output and employment growth are projected to
remain strong and the unemployment rate to decline to 12 per cent in 2002. With the effect of the il price hike waning, but
GDP growing above potential, headline inflation is likely to stabilise over the projection horizon at around 3 per cent.

In the face of rising core inflation and still relaxed monetary conditions, the fiscal stance should be tightened to damp
demand pressures. On the supply side, the liberalisation of product markets should continue. Given the current risk of a
wage-price spiral, a reform of the wage bargaining process and the removal of indexation of wage contracts to headline
inflation would help to contain labour cost pressures. Easing the stringent employment protection legislation would also
help to sustain strong employment growth.

After several years of growth of around 4 per cent, the economy remained Activity remains strong while
strong in the first half of 2000, despite a deceleration of domestic demand. Private underlying inflation has
consumption remained buoyant as unemployment continued to fall, although it accelerated
slowed somewhat due to higher interest rates and the oil price hike. Machinery
investment was weak in the second quarter, but construction remained buoyant. The
mild deceleration of domestic demand was compensated by stronger exports. The
labour market continued to improve, with national accounts employment growing at
more than 3 per cent. Despite a sharp rise in the labour force, the unemployment rate
declined by 1% percentage points to 13.7 per cent in the year up to the third quarter
of 2000. Consumer price inflation hit 4.0 per cent in October 2000, pushed up by the
oil price hike and the depreciation of the euro. Underlying inflation also rose during
the summer reaching 2.8 per cent, and the inflation differential with the euro area has
widened. Wage inflation has increased only moderately so far.

With the euro weak and inflation above the European Union average, monetary  The fiscal stance remains
conditions remain relaxed even though interest rates have been rising. The government  neutral and monetary
deficit for 2000 islikely to be lower than originally expected by the government dueto  conditions relaxed
booming value-added tax receipts and higher than expected revenues from direct

Spain
Output growth remains strong Coreinflation hasdrifted upt 4
Per cent Per cent
4
[ Total domestic demand?® —— Gross domestic product® — Difference with the euro core HICP® R
Foreign balance? === Current balance® === HICP »”

= = CoreHICP® .

1998 9 2000 1998 99 2000

1. Year-on-year percentage changes.

2. Contribution to GDP growth.

3. Asapercentage of GDP.

4. Harmonised inflation as defined by Eurostat.

5. Excluding energy, food, alcohol and tobacco.

Sources. Ministry of Economy and Finance; National Institute of Statistics and Eurostat.
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Output growth is projected
to slow

The economy risks over heating

Spain: Demand, output and prices

1997 1998 1999 2000 2001 2002

current prices
u pr Percentage changes, volume (1995 prices)

billion Ptas

Private consumption 48 626.2 45 4.7 4.1 33 33
Government consumption 14 415.3 3.7 29 12 14 14
Gross fixed capital formation 17 999.2 9.7 89 6.1 6.6 5.0
Final domestic demand 81 040.7 55 5.4 4.1 38 34

Stockbuilding 180.2 0.1 0.2 0.2 -0.1 0.0
Total domestic demand 81 220.9 5.6 55 4.2 37 34
Exports of goods and services 21989.9 8.3 6.6 11.0 9.4 8.8
Imports of goods and services 21151.3 134 11.9 11.0 9.8 9.2

Net exports® 838.6 -1.3 -1.5 -0.2 -0.3 -0.3
GDP at market prices 82 059.5 4.3 4.0 4.1 35 31
GDP at market pricesin billion € 493.2
GDP deflator _ 2.3 29 29 29 29
Memorandum items
Private consumption deflator _ 20 24 34 32 29
Industrial production _ 54 32 4.0 34 31
Unemployment rate _ 18.8 15.9 14.1 12.9 12.2
Household saving ratio® _ 127 11.9 11.2 111 111
Genera government financial balance® _ -2.6 -11 -0.3 0.2 04
Current account balance® -0.2 2.1 -3.3 -3.7 -3.8

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

c) Asapercentage of GDP.

Source: OECD.

income taxes. For 2001, the government aims at a balanced budget. The restrictions on
hiring and on wages for civil servants will remain and a new tax on the use of eectro-
magnetic spectrum will collect the equivalent of 0.2 per cent of GDP. However, this
will be offset by higher socia spending as the government is legally obliged to make
additional pension payments to compensate for higher than expected inflation in 2000,
and infrastructure spending will be boosted further. Overall, the fiscal stance measured
by the structural budget balance will be broadly neutral.

Private consumption is likely to slow due to higher interest rates and the oil price
shock. Investment should remain strong, given the high level of capacity utilisation and
the additional infrastructure spending for public sector projects and for third generation
mobile telephony. Overall, domestic demand growth is projected to fall to below
3% per cent in 2002 with GDP growth easing to close to 3 per cent in 2002 as the nega-
tive contribution of net exports to GDP stabilises at around a quarter per cent of GDP.
The current account deficit islikely to exceed 3Y2 per cent of GDP in 2001 and 2002.
The consumption deflator is expected to remain above 3 per cent in 2001, reflecting
strong demand pressures, while wages are likely to edge up somewhat.

In a context of output growing above potential, the main risk concerns wage
developments. Wage increases could be stronger, as many contracts are indexed to
headline inflation. This could create a price-wage spiral that would drive up inflation
further and result in losses of output and employment in the medium term.
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Sweden

The economy continued to expand vigorously in the first half of 2000, and GDP is expected to increase by 4 per cent for
the year. Demand stimulus from fiscal policy has been significant, and monetary policy has remained supportive. Short-
terminterest rates have risen less than el sewhere and have been lower than in the euro area since June 2000, while infla-
tion remains low. Nonethel ess, the output gap isjudged to have closed this year and GDP is expected to grow faster than
potential in 2001 before moderating to that rate (2% per cent) in 2002.

With the budget and the current account both in comfortable surplus and inflation still well below the average European
Union level, there are no immediate risks of serious imbalances. However, a steadily tighter labour market, spurred by
expansionary macro policies, may increase inflationary pressures. The upcoming wage negotiations, the oil shock and
recent weakness in the crown reinforce such risks. In this light, it would have been preferable to have offset the consider-
able tax cuts announced in the Budget for 2001 with spending cuts, and to aim them more directly at increasing labour
supply. The onusis now on the monetary authorities to contain overheating risks by raising interest rates.

The economy continued to expand at an annual rate close to 4 per cent inthe High growth and low inflation
first half of 2000, underpinned by both domestic demand and net exports. Employ- were sustained in the first
ment growth was also well maintained, increasing at an annualised rate of 2 per cent.  half of 2000
Unemployment has therefore fallen quite rapidly to near 4 per cent, the government’s
target level for this year, and labour shortages have spread. Against this backdrop
inflation stayed remarkably low, with the harmonised consumer price index (HICP)
up amere 1.1 per cent over the 12 months to August. In the run-up to the wage nego-
tiations this winter, private-sector wage increases have remained broadly stable at 32
to 4 per cent. Since the implied real wage gains exceed productivity growth, the
profit share is declining further.

The Central Bank has kept the repo rate unchanged at 3% per cent since February, Demand has been supported
while recorded inflation has stayed low and indicators have pointed to inflation by low interest rates, strong
expectations close to the 2 per cent inflation target. Thus, monetary policy has consumer and business
accommodated buoyant demand, and the short-term interest rate has been below that  confidence...
of the euro area since June, thereby causing the crown to weaken dlightly against the
European currency. Long-term interest rates on government bonds have edged down

Sweden
Thelabour market istightening But inflation is still below the EU-average
Year-on-year change
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2. Production restricted by shortage of skilled labour. Percentage balance of opinions.
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Sources. Statistics Sweden; OECD.
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Sweden: Demand, output and prices

1997 1998 1999 2000 2001 2002

t ori
current prices Percentage changes, volume (1995 prices)

billion SKr

Private consumption 919.2 24 4.1 50 4.8 3.0
Government consumption 4384.6 2.2 18 -14 13 18
Gross fixed capital formation 269.6 9.4 8.1 4.9 6.4 59
Final domestic demand 16734 35 4.2 32 4.2 33

Stockbuilding # 11.0 0.3 -0.5 0.1 -0.1 0.0
Total domestic demand 1684.4 39 36 33 4.1 32
Exports of goods and services 773.6 7.3 52 9.7 6.8 51
Imports of goods and services 644.9 104 5.0 85 9.0 7.0

Net exports® 128.7 -05 05 1.3 -03 -04
GDP at market prices 18131 3.0 38 4.0 3.2 24
GDP deflator _ 13 0.5 0.7 19 2.7
Memorandum items
Private consumption deflator _ 1.0 0.7 1.0 18 2.3
Industrial production _ 4.6 21 7.6 55 45
Unemployment rate® _ 6.5 5.6 47 41 37
Household saving ratio © _ 31 21 21 20 22
General government financial balanced® _ 1.9 19 34 33 3.8
Current account balance® 2.8 25 24 16 11

Note: National accounts are based on chain linked data. Thisintroduces a discrepancy in the identity between real
demand components and the GDP. See "Sources and Methods" for further details.

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

b) Based on monthly Labour Force Surveys.

¢) Asapercentage of disposableincome.

d) Asa percentage of GDP.

€) Maastricht definition.

Source: OECD.

in 2000, and the yield spread vis-a-vis Germany has disappeared. In addition to low
interest rates, consumer confidence continues to benefit from healthy household bal -
ance sheets, falling unemployment and substantial increases in real disposable
incomes. Business confidence has also strengthened, albeit more moderately.

... and expansionary fiscal The fiscal policy assumptions underlying the projection are based on the Bud-
policy getsfor 2000 and 2001 which include annual tax cuts of some 0.7 per cent of GDPin
each of these years. Previously set expenditure ceilings are restraining total central
government spending but they allow cyclical savingsto be converted into higher dis-
cretionary outlays. One-off factors have worked to reduce public consumption this
year, but the underlying increasing trend should show up in 2001 and 2002, particu-
larly at the local level. Notwithstanding the easier fiscal stance, cyclical gains and
falling net interest payments have combined to increase the budget surplus to almost
3% per cent of GDP in 2000, a level that should be maintained next year. Even so, the
cyclically-adjusted surplus is expected to fall from 2% per cent of GDP this year to

just over 2 per cent in 2001.

I nterest rates are expected With the current policy ease likely to keep growth above potential —real GDPis
toincreasein response projected to rise by more than 3 per cent in 2001 — the unemployment rate is

to mounting inflationary — expected to move further below its sustainable level, prompting wage increases to
pressure accelerate to around 5% per cent by the end of the projection period. Against this

background, monetary policy is expected to be tightened. The short-term interest rate

is assumed to increase by 1% percentage points to 5¥4 per cent by the end of 2001,
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thereby eliminating most of the current negative differential against the euro area
Nevertheless, with spreading capacity constraints leading to losses in market shares
the current account surplusis projected to shrink from 2%z per cent of GDP in 2000 to
just over 1 per cent in 2002 and consumer price inflation to move slightly beyond the
2 per cent target by the end of the projection period.

The main risk to the projection, other than the possibility of weaker external Therisksare mostly
developments, is on the side of faster growth, particularly in 2001. A continued decline  on the upside
in the household savings rate in the forthcoming years or less pronounced losses of
export market shares than assumed in the projection would push GDP growth higher.
Unless accompanied by a more rapid increase in labour supply, inflationary pressures
could be further aggravated in such a scenario.

© OECD 2000
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Switzerland

The sharp increase in activity in late 1999 and early 2000 slowed considerably in the second quarter following the tight-
ening of monetary policy and the rise in the oil price. The unemployment rate fell to 1% per cent in early autumn, but
underlying inflation remained low. Output should continue to grow moderately at about 2% per cent over the coming two
years, while unemployment could stabilise somewhat below 2 per cent at about its structural level. Inflation should
remain below 2 per cent over the projection period, the objective aimed at by the Swiss National Bank.

The gradual tightening of monetary policy towards more neutral monetary conditions seems appropriate in order to
guarantee a prolonged period of non-inflationary growth. In view of the comfortable public finance position, which
should ensure a balanced federal budget in 2001, as planned, any easing of fiscal policy would be inopportune, given the

need to reduce borrowing further.

The Swiss authorities should increase their efforts to raise productive potential by

strengthening competition in product markets.

Activity slowed in the second
quarter while inflationary
pressures remained moderate

Monetary conditions have

GDP grew by 3% per cent in thefirst half of 2000 with respect to the previous half
year thanks to buoyant exports and investment. However, activity slowed significantly
between thefirst and second quarter to an annual rate of around 2% per cent. The mon-
etary tightening of late 1999 and the increase in inflation due to therise in oil prices
have restrained private consumption, while export growth has also slowed. According
totheleading indicators, activity islikely to remain moderate in the second half of 2000
reflecting less buoyant order books, even though consumer confidence remains at his-
torically high levels. The unemployment rate fell to 1.7 per cent in early autumn. The
big rise in employment was offset by the increase in the labour force, especially of for-
eigners. There are till few signs of wage pressures in the labour market, since the fall
in unemployment is partly structural, as indicated by the reduction in the long-term
unemployed. Inflationary pressures are still low. Underlying inflation has remained sta-
ble at around 0.5 per cent over the past few months, although the oil price hike has
pushed headline inflation to 1.9 per cent in October 2000.

The gradual tightening of monetary policy that began in the autumn of 1999

tightened  continued until mid-2000. The 3-month Libor fluctuation margin was increased by
half a point in mid-June to 3 to 4 per cent. This tightening has resulted in a slight
Switzerland
Monetary policy hastightened Output growth has dowed
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1. The shaded areaindicates the target ranges of the 3-month LIBOR, which have been fixed by the Swiss National Bank since early 2000.

2. Real terms. Year-on-year percentage changes.

3. The KOF barometer is aleading indicator of future development of GDP growth, with an average lead of 6 to 9 months.

Sources: KOF/ETH; OECD.
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Switzerland: Demand, output and prices

1997 1998 1999 2000 2001 2002
current prices '
billion SE Percentage changes, volume (1990 prices)
Private consumption 224.2 22 2.2 21 20 19
Government consumption 55.8 0.7 -04 0.3 0.3 0.2
Gross fixed capital formation 729 45 18 6.2 4.6 45
Final domestic demand 353.0 2.6 17 29 24 24
Stockbuilding 2.2 17 -0.2 -0.2 0.0 0.0
Total domestic demand 355.2 4.3 14 26 24 2.3
Exports of goods and services 147.1 5.0 5.9 9.9 6.6 5.8
Imports of goods and services 130.9 9.6 55 8.2 6.7 6.4
Net exports® 16.2 -1.9 0.1 0.7 -0.1 -04
GDP at market prices 3714 23 15 33 24 20
GDP deflator _ 0.2 0.6 1.0 1.6 18
Memorandum items
Private consumption deflator _ -0.3 0.3 17 18 17
Industrial production _ 4.3 33 54 32 2.3
Unemployment rate _ 39 2.7 20 18 18
Current account balance® 98 116 127 127 129

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

appreciation of the Swiss franc against the euro since the first quarter of 2000, partly
offsetting the depreciation against the US dollar. The projections include small interest
rates rises in late 2000 and early 2001, in parallel to those expected in the euro area.
As aresult, monetary conditions are expected to become neutral.

The objective of fiscal policy isto bring the federal budget into balancein 2001  The objective of balancing the
and to be in surplus as from 2002. With better than expected economic conditions, budget for 2001 will be easily
budget outcomes for the federal and the general government will be above target, achieved
yielding a surplus in 2000. This surplus will probably increase in 2001, and could be
boosted by extraordinary revenues from the sale of third-generation mobile telephone
licences, scheduled for end-2000.

The recent slowdown of GDP growth to around 2 per cent is likely to persist The growth slowdown should
in 2001-02 as a result of the tightening of monetary policy and of a less favourable prevent overheating risks
international environment. The decel eration is expected to come mainly through slower
growth in exports and investment, but to be less marked for private consumption, since
higher real wage increases should compensate lower employment creation. With
growth slowing to arate close to potential and limited tensions on capacity, inflation
should remain at around 1% per cent in 2001-02 despite the oil price rise. Unemploy-
ment could stabilise at just under 2 per cent, around its structural rate. Two main risks
are attached to these projections. One relates to the labour market, where bottlenecks
could lead to stronger wage gains. The second concerns the Swiss franc, which could
appreciate significantly given the large current account surplus and the recent volatility
in financial markets and could lead to a deterioration of competitiveness of the
economy and amore pronounced slowdown of output.

© OECD 2000
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GDP growth should be in the range of 7 per cent in 2000, the first year of the stabilisation programme supported by the
International Monetary Fund. Linking the rate of exchange-rate depreciation to targeted inflation has affected price
dynamics and inflation has fallen. However, the current account has deteriorated sharply. The target of single-digit infla-
tion by the end of 2002 seems achievable if demand pressure decelerates over the next two years, as projected. At the
sametime, the external deficit islikely to narrow toward a more sustainable level.

The stabilisation programme is accompanied by an extensive structural reform agenda, aimed at improving budget trans-
parency, privatising state-owned enterprises and liberalising product markets. The full implementation of these reforms
isrequired for credibility in the programme to be maintained.

GDP is growing fast and
inflation isfalling

Exchange-rate depreciation is
based on targeted inflation

Domestic demand is booming
and the current account

Real GDP grew by nearly 6 per cent in the first half of 2000, reflecting a strong
recovery of both consumption and investment from a very weak base. The main con-
tributing factor was a sharp fall in real interest rates which accompanied the announce-
ment of athree-year stabilisation programme in late 1999. The programme has been
followed by amarked decline in inflation expectations and a steady reduction in infla-
tion, athough the target of a 25 per cent consumer price increase by December will be
overshot by around 10 percentage points.

Monetary policy is providing an anchor to inflation expectations, with the rate
of exchange-rate crawl strictly geared to the inflation target. Critical support is
coming from the side of incomes policy which applies to the government sector
and the minimum wage. However, neither public-enterprise nor private-sector
wage bargaining outcomes are covered by the incomes policy, and these have been
slow to adjust to the inflation target.

Real disposable incomes have benefited from the decline in inflation, while
earnings from earlier high nominal yields continued to accrue to holders of longer-

deficit rising  term bonds, accentuating the positive demand effects of lower current yields. How-
ever, booming demand has spilled over into imports, and the oil-price rise has exacer-
bated the resulting negative impact on the current account, which is expected to
Turkey
Disinflation is underway But the current account isdeteriorating
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1. Year-on-year percentage changes.
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Sources: State Planning Organisation; OECD.
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exceed 4%z per cent of GDP in 2000. The government has increased the rate of value-
added tax on luxury cars, aswell as fees on consumer credits, in order to curb domes-
tic demand and imports. The new budget also extends a number of “temporary”
tax-raising measures into 2001.

Turkey: Demand, output and prices

1997 1998 1999 2000 2001 2002
current prices )
willion TL Percentage changes, volume (1987 prices)
Private consumption 19619 0.6 -31 6.0 3.2 35
Government consumption 3535 7.8 6.5 50 20 20
Gross fixed capital formation 7618 -39 -160 16.2 7.0 53
Final domestic demand 30773 -0.2 -6.0 85 4.1 3.9
Stockbuilding - 377 0.9 21 0.0 0.0 0.0
Total domestic demand 30395 0.6 -4.0 8.3 41 3.8
Exports of goods and services 7088 12.0 -7.0 150 6.6 75
Imports of goods and services 8763 23 -37 180 4.0 5.6
Net exports ® -1674 2.6 -0.9 -1.7 0.6 0.3
Statistical discrepancy 2 115 -0.1 0.1 0.0 0.0 0.0
GDP at market prices 28 836 31 -5.0 7.0 4.9 4.4
GDP deflator _ 757 560 501 224 158
Memorandum items
Private consumption deflator _ 830 607 543 225 11.8
Unemployment rate _ 6.3 7.3 7.1 7.0 6.8
Current account balance® 11 09 -46 -42 34

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

Fiscal restraint is an essential part of the stabilisation programme and entails Fiscal policy isin line

new controls over off-budget entities and inclusion of the state-owned enterprisesin  with the programme
the fiscal targets. These have been a prime source of chronic fiscal deficitsin the past.
Asto the central government, there have been major tax increases which, in conjunc-
tion with high growth, have allowed its primary surplus target to be surpassed by
August. Primary expenditures have been kept under control by incomes policy mea-
sures and by the early positive impact of the socia security reform. The decline in
interest rates has also begun to reduce interest expenditures substantially. It is
expected that the high primary surplus of the central government, along with buoyant
privatisation revenues, will allow the level of the debt relative to the gross national
product to stabilise in 2000, following asharp rise in 1999.

A marked deceleration of domestic demand is projected over the next two years. Decelerating demand will help
First, the income effects of the recent interest rate declines will turn sharply negative achieve the programme’s
as outstanding bonds (with an average maturity of around one year) mature. Second, targetsin 2001 and 2002
the impact of the recent demand-curbing measures will be felt. Third, the real interest
rate is expected to rise to amore “norma” level (in the 10 to 15 per cent range) from
its recent undershooting. Weaker demand growth should allow the target of single-
digit inflation to be met by the end of 2002. However, real exchange-rate apprecia-
tion (amounting to a cumulative 20 per cent in 2000 and 2001) will hold back export
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Risks attach to the current
account deficit and to wages

volume. The current-account deficit is thus likely to remain above 4 per cent of GDP
in 2001, before falling back to around 3% per cent in 2002 as the impact of real
appreciation unwinds.

A principal risk relates to the perverse effects of possible demand overheating
on the inflation and current-account targets of the programme. The risk to inflation
is amplified by a possible failure to achieve the goals of wage policy. Although
state-owned utilities have not been allowed to pass on the rising world oil price,
this comes at the cost of higher state enterprise-sector deficits. These risks and ten-
sions will be reduced to the extent that the fundamental fiscal and structural
elements of the programme are implemented in full.



[I1l. DEVELOPMENTSIN SELECTED
NON-MEMBER ECONOMIES

Recoveries in most non-member economies in Asia, Europe, and South America have gained momentum in the past
six months, underpinned by exports and a strengthening of domestic demand. Inflation has remained moderate. Growth
in Dynamic Asia has been stronger than expected and activity in China has also picked up modestly. Russia has profited
from much higher oil and other key export prices. Performance in South America has been somewhat uneven, with Brazl

recovering strongly and growth in Argentina remaining sluggish.

Recovery is projected to broaden and gain further momentum in most non-member countries over the next two years. But
higher oil prices will restrain growth somewhat in 2001 in those countries more dependent on oil imports, such as
Thailand and the Philippines. The overall impact is likely to be modest unless higher oil prices lead to a greater slow-
down in OECD countries than is now expected. The downside risks posed by high ail prices, or a harder than expected
landing of the United States economy, are underscored by the marked drop in equity prices recorded in most Asian non-
members since the first quarter of 2000. There are some upside risks on inflation if oil prices do not moderate.

Dynamic Asia and China

Economic recoveries have been stronger than foreseen last spring but differences
among countries are becoming more apparent. The leaders have been Malaysia,
Singapore and Hong Kong, China, all of which recorded growth in real GDP above
potential in the first half of 2000. Growth in Thailand has also picked up but has been
lessrobust in relation to past growth performance than in the other three. The recovery
in Indonesig, particularly in domestic demand, is till comparatively weak and fragile.

Very rapid export growth driven by strong external demand, particularly from
the United States and Asian OECD countries, has been a major factor in the unex-
pectedly strong recoveries. Imports have also been growing rapidly, spurred by
sharply rising demand for imported inputs used by export industries and for inven-
tory restocking. Domestic demand growth has picked up significantly since the sec-
ond half of 1999 and is becoming increasingly important to the recoveries. Private
consumption, inventory accumulation, and fiscal stimulus have been the strongest
contributors to domestic demand. But business fixed investment in the crisis coun-
tries is now reviving and, except in Indonesia, is expected to record positive
year-on-year growth in 2000 for the first time since 1997.

Underlying forces are on balance favourable to a continuation and broadening
of the recoveries. Although posted inflation rates have risen with the surge in oil
prices, coreinflation rates are still low and, except possibly in the Philippines, appear
unlikely to riseto levels that would require areversal of the current supportive stance
of monetary policy, at least before 2002. Rising capacity utilisation rates, particularly
in export sectors, should stimulate growing momentum in business investment in
2001. Fiscal stimulusislikely to diminish after this year in those economies that are
net oil importers, particularly in Thailand and Chinese Taipei where general govern-
ment deficit levels are now above 5 per cent of GDP. However the rise in oil prices
will provide more room for expansionary fiscal policy in Indonesia.

Economic recoveries have been
stronger than expected

Exports have been especially
strong

Underlying forces favour
continued recovery

© OECD 2000



126 - OECD Economic Outlook 68

Higher oil pricesand debt loads
will restrain growth

Higher oil prices and the heavy private sector debt |oads in some crisis countries
are expected to damp growth moderately in 2001, but could pose further downside
risks. Rapid growth has led to substantial improvement in financial conditions in
Malaysia and in Hong Kong, China. The improvement in Thailand has been more
gradual and modest and financial risks remain somewhat greater. There has been
very little improvement in the severe debt problems of the corporate sector in
Indonesia, which remain a major constraint on growth. The comparatively large
decline in equity prices since the first quarter of 2000 recorded by Thailand and
Indonesiamay be an indication of market unease over their continuing financial bur-
dens. The dampening impact of higher oil pricesis likely to be greatest for Thailand
and the Philippines, which are relatively dependent on net oil imports, but small for
the region as awhole. The rise in oil pricesis unlikely to pose a major risk to the
recoveries unless it was to lead to a much greater slowdown in OECD countries than
is now foreseen.

Tablelll.1. Projectionsfor selected Asian economies?

1999 2000 2001 2002
China
Real GDP growth 71 8.0 7.6 7.8
Domestic demand growth 7.8 7.9 7.9 8.0
Inflation -1.3 04 10 20
Current account balance (US$ bn) 15.7 15.1 12.7 6.7
Current account bal ance (% of GDP) 16 14 11 0.7
Hong Kong, China
Real GDP growth 31 9.0 71 55
Domestic demand growth 2.1 8.3 6.9 5.8
Inflation -2.0 -1.8 20 15
Current account balance (US$ bn) 7.2 59 5.6 5.2
Current account bal ance (% of GDP) 4.3 33 2.8 24
Indonesia
Real GDP growth 0.0 37 5.0 6.1
Domestic demand growth -3.0 23 54 7.9
Inflation 20.0 2.6 5.0 45
Current account balance (US$ bn) 5.8 111 1.1 9.6
Current account bal ance (% of GDP) 44 8.2 8.5 6.6
Malaysia
Real GDP growth 54 85 7.0 6.5
Domestic demand growth 24 9.0 7.6 6.8
Inflation 2.8 25 35 3.0
Current account balance (US$ bn) 12.6 13.6 128 125
Current account bal ance (% of GDP) 16.1 15.6 13.3 11.9
Philippines
Real GDP growth 32 35 3.0 35
Domestic demand growth -1.0 38 2.6 4.2
Inflation 7.0 5.0 55 5.0
Current account balance (US$ bn) 7.8 5.8 5.9 5.3
Current account bal ance (% of GDP) 104 8.2 9.0 7.4
Thailand
Real GDP growth 42 56 58 7.0
Domestic demand growth 6.2 5.8 51 7.8
Inflation 0.0 20 4.0 35
Current account balance (US$ bn) 125 9.9 10.5 9.2
Current account bal ance (% of GDP) 9.6 7.6 8.0 6.3

a) The figures given for GDP and inflation are percentage changes from the previous period. Inflation refers to the
Consumer Price Index. 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.

Source:  Figures for 1999 are preliminary figures from national sources or OECD estimates. Figures for 2000-2002 are

OECD projections.
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In China, the rebound in activity witnessed during the second half of 1999
gained strength in the first nine months of 2000, when GDP increased at an annual
rate of 8.2 per cent. The pick-up in growth was underpinned by strong export growth
but also by arecovery in urban consumption and in investment. Both construction
and industry grew rapidly, reversing last year's weakening trends and compensating
for the sluggish performance in agriculture.

The current recovery is still largely dependent on macroeconomic policy stimu-
lus and external demand. However, fundamentals are healthier than in previous eco-
nomic upturns. Consumer and business confidence is improving, retail sales have
been rising steadily, reported industry profits are rising, capacity utilisation
is increasing, and there are signs of improvement in the inventory overhang. In

Box I11.1. Progressin reformsto China'senterprises

Recovery in Chinaisgaining
strength...

... and fundamentals are
healthier than in previous
upturns

China has been undertaking extensive reforms to its busi-
ness sector that are very important to its macroeconomic per-
formance and which will become all the more essential once it
enters the World Trade Organisation. A recently published
OECD study* assessing these reforms finds that significant
progressis being made, but that much more needsto be doneif
the reform process is to succeed.

Thefirst objective of enterprise reform isto improve finan-
cial performance, which has deteriorated markedly for both
state-owned enterprises (SOE) and non-state enterprises dur-
ing the 1990s. Reforms to improve performance have
focused on retiring excess industry capacity built up during
the investment boom of the early 1990s, reducing excess
labour and other government-imposed burdens on SOE, and
reorganising and downsizing of the SOE sector. As a result,
surplus labour of SOE has been reduced by roughly one-half,
industry capacity utilisation has begun to improve, and debt
loads of many larger SOE have been reduced substantially
through the debt-equity swap programme ingtituted in 1999.
However several factors have limited the gains from these
measures. First, government efforts have focused on larger
loss-making SOE, while the serious problems of non-state
enterprises, whose overall importance to the economy is
greater, have received relatively little attention. Second,
because government revenues are quite limited, SOE con-
tinue to bear much of the burden for supporting laid-off
workers and so do not reap the full benefits of their labour
shedding. And third, industry reorganisation through mergers
and acquisitions has been severely hampered by government
imposition of non-economic considerations and by regional
protectionism.

The second key objective of enterprise reforms is to
improve enterprise behaviour. Distortions in management
and in externd incentives that are responsible for many of the
current problems of enterprises need to be corrected so that
enterprises make effective use of the gains from measures to

* OECD, Reforming China’'s Enterprises, Paris, 2000.

improve financial performance. Reforms in this area have
focused on establishing effective corporate governance struc-
tures in SOE and on improving the discipline exercised by
the financial system. Some progress has been made in
removing line government agencies from day-to-day enter-
prise management and in establishing boards of directors and
other structures to improve the accountability of SOE man-
agement to their state owners. Commercial bank lending
standards have been tightened considerably and an important
step toward dealing with the extensive non-performing bank
loans was taken with the formation of four bank asset man-
agement companies in 1999. However, progress has been
uneven and constrained by several factors that have limited
the benefits. Top SOE managers continue to be appointed by
government or political officials and boards of directors tend
to be dominated by insiders. Policy considerations such as
the need to sustain operations of large loss-making SOE con-
tinue to influence bank lending. It is aso doubtful that current
reformswill be sufficient to fully resolve non-performing bank
loans.

Thethird reform objectiveisto devel op institutions needed
to allow enterprises to focus on their commercial objectives.
A key priority is to establish modern social insurance sys-
tems to relieve SOE of their excess social burdens and to
improve the functioning of labour markets. Key institutional
foundations have been laid for socialising these programmes
and extending their coverage. However progressin imple-
mentation islimited by the scarcity of government revenues.

Overall, enterprise reforms in China are now at a critical
stage. Rapid progress needs to be made over the next several
years to break bottlenecks in key areas, notably in ending
undue government interference in SOE operations and bol-
stering efforts to improve financial discipline. Without such
progress, the reform processis likely to become more diffi-
cult to sustain and the gains that have been made could be
jeopardised.
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Continued recovery in domestic
demand should support growth

addition, deflation has been arrested, helped by the recovery in domestic consump-
tion. On the external side, export growth has remained robust, spurred by strong glo-
bal and regional demand. Imports of goods and services have also been growing
strongly. The economy has continued to receive a boost from fiscal expansion,
funded by US$18 billion worth of extra-budgetary treasury bonds issued this year.
The bulk of the government bond proceeds has been used for infrastructure invest-
ment in western provinces, reflecting the priority now being given by the central
government to development of China's West. Further stimulus has been provided by
housing reforms, which have boosted spending for home renovation and decoration,
and the suspension of direct taxes on investment. In addition, improvement in busi-
ness financial conditions arising from ongoing enterprise reforms (see Box I11.1)
should contribute to an overall strengthening of the macroeconomic situation.

Real GDP growth is expected to moderate next year, as the contribution from
net exports and state investment weakens, but should remain in the 7%2to 8 per cent
range over the next two years. The recovery in private consumption is expected to
strengthen somewhat, athough its speed will be constrained by labour shedding by
urban enterprises and subdued growth in the cash income of rural residents. Fiscal
and monetary policies are expected to remain largely supportive of growth. Inflation
will continue to edge up, as the situation of oversupply gradually improves and the
rise in service prices continues. Although the trade and services balances will
decline, the current account is expected to remain in surplus. Contracted foreign
direct investment inflows registered with the authorities have been rising again, per-
haps in anticipation of China’s entry to the World Trade Organisation. The impact of
high oil pricesis expected to be relatively mild in China, as net oil imports are rela
tively low in relation to GDP.

Strong GDP and industrial
growth continuesin Russia

Higher reserves have bolstered
monetary policy, but central
bank intervention

may be adding to inflationary
pressures

The Russian Feder ation

Fuelled by high prices for a number of key exports, notably energy products and
metals, the Russian economy continues to exhibit strong growth in 2000. GDP grew
by areported 7% per cent in the first half of 2000, while industrial output was 10 per
cent higher than in the corresponding period of the previous year. While industrial
growth is still concentrated primarily in a number of export-oriented and import-
substituting sectors, there has also been a partial recovery in domestic demand.
While still well below pre-crises levels, real incomes were 13 per cent higher in the
first half of 2000 relative to the same period in 1999, while retail trade was up by
8 per cent. The production of investment goods has also picked up, mirroring an esti-
mated 17 per cent growth in fixed capital investment relative to the same period of
1999. The high export prices and growth in export volumes, coupled with only a
modest recovery in import demand, have significantly increased Russia’s current
account surplus. The surplus rose from US$9 billion in the first half of 1999 to a
reported US$23 billion in the first half of 2000.

The very strong current account has helped restore credibility to monetary pol-
icy and the rouble. Despite the burden of foreign debt service, gross gold and foreign
currency reserves doubled in the first three quarters of 2000, reaching US$24 billion.
As the nominal exchange rate has remained rather stable in the range of
27-28 roubles to the dollar, the strong inflows can be associated with somewhat
greater inflationary pressures. CPI inflation for the first eight months of 2000
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Tablelll.2. Projectionsfor the Russian Federation?®

1999 2000 2001 2002
Russia
Real GDP growth (annua %) 32 6.5 4.0 4.0
Inflation 36.7 220 15.0 15.0
Unemployment (ILO definition) 12.0 10.0 10.0 10.0
Consolidated fiscal balance (% of GDP)® -2.0 0.0 0.0 0.0
Current account (US$ bn) 250 40.0 25.0 12.0
Current account bal ance (% of GDP) 14.0 18.0 9.0 4.0

a) The figures given for GDP are percentage changes from previous year. Inflation refers to end-of-year consumer
priceindex.
b) Includes federal, regional and local budgets.
Source:  Figures for 1999 are final figures from national sources, figures for 2000 are preliminary estimates from
national sources or the OECD estimates, and figures for 2001 and 2002 are OECD projections.

amounted to 12.5 per cent, and annual inflation could well exceed the annual
December-on-December target of 18 per cent.

In contrast to the chronic budget deficits of the past, the federal budget experi- The federal budget isin surplus
enced a surplus amounting to 4 per cent of GDP in the first half of 2000. The primary
surplus was 7 per cent. The turnaround in the Russian federal budgetary position is
due primarily to increases in tax collection, particularly higher export and excise tax
receipts. The federal government is on track to more than meet its budgetary deficit
target for 2000 of 1 per cent of GDP.

Current positive trends in output, investment, fiscal consolidation, and macro- The outlook for the Russian

economic stability are sufficiently strong to carry into at least early 2001. Meanwhile economy isfavourablein the
the current account surplus is likely to narrow in 2001 and 2002 as further recoveries  short term, but key structural
in consumption and investment fuel imports. The pace of industrial growth islikely reformsare still needed
to slow somewhat because of continued pressure for the rea appreciation of the rou-
ble and necessary increases in repressed domestic energy and transportation prices.
M edium-term prospects continue to depend critically on key structural reforms,
including taxation, fiscal federalist relations, corporate governance, and competition.
The current political and economic situation presents a major opportunity for Russia
to make progress in this area. The recently adopted comprehensive economic pro-
gramme of the government, and a number of recent initiatives to amend or pass new
laws are important first stepsin this direction.

South America

Growth in South Americaistending to pick up, though somewhat unevenly. Growth in South Americais
Strong exports and accelerating domestic demand are underpinning growth in Brazil  expected to strengthen
while oil revenues are helping economic activity in Venezuela and easing condition
for the dollarisation process in Ecuador. On the other hand, in the second quarter of
2000 a slight deceleration occurred in some countries, notably Argentina, Colombia
and Chile. Inflation has remained moderate. Growth is expected to strengthen some-
what further over the projection horizon, though generally remaining below esti-
mated potential. Inflation seems likely to remain subdued though pressures may
emerge from the impact of rising oil prices. Additional pressures may emerge in the
external accounts.
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Export-led growth continued in
Brazl also supported by a
revival of domestic demand

Labour market conditions are
also improving...

... and thefiscal position
ison track

But, medium-term challenges
are substantial

With a fragile recovery,
Argentina presents a difficult
situation

The Brazilian economy is projected to grow at around 3% per cent in 2000,
accelerating to 4 per cent in 2001. Recent export performance has been very positive.
Comparing the first half of 1999 with the first half of 2000, total export volume
increased by 15.3 per cent, while import growth was only 9% per cent. Brazilian
exporters seem to have benefited from the combination of currency devaluation and
strong world demand. A process of import substitution also took place. While
imports of capital goods and consumer durables decreased by 13 and 23 per cent
(year-on-year) respectively in the first half of 2000, there were increases in domestic
demand for these products. Recently, there are signs of a more general revival of
domestic demand supported by lower consumer interest rates, following the continu-
ous decrease in overnight money market rates (200 basis points since June, falling to
16Y% per cent in October).

Inflation has remained subdued, but adjustments in regulated tariffs (electric-
ity and telephone), rising prices for fuel and a seasonal increase in the price of
some agricultural products (grains and meat) induced a larger than expected
increase in the consumer price index in July and August (over 1 per cent in July
and in August). However, these pressures had only atemporary effect and inflation
will remain moderate.

The labour market has also developed favourably, notably industrial employ-
ment with a growth rate of 4.3 per cent in July (year-on-year), together with employ-
ment in the informal sector. As aresult, the unemployment rate fell to 6.7 per cent in
September (seasonally adjusted) from apeak of 8.3 per cent in November 1999. Real
incomes also recovered from last year’s|osses and are roughly back at their level one

year ago.

These conditions are helping the ongoing fiscal adjustment. While the increase
in revenues in 1999 was due to temporary measures and increased social security
contributions, this year the economic recovery is leading the revenue expansion.
Federal government revenues in 2000 are expected to increase by 11 per cent. Given
improved control of expenditure, largely as a result of the Fiscal Responsibility Law
—the fiscal targets for this year (including a primary surplus at 3¥4 per cent of GDP)
should be met. The fiscal adjustment and the fal in interest rates are also improving
the management of the public debt.

Nonetheless, Brazil faces important challenges in the medium-term in the
areas of tax reform and fiscal federal relations, public pensions and social secu-
rity reform. Education and health care also need to be addressed firmly in order
to increase the prospects for sustained growth. The external balance may also
constrain economic expansion. Indeed, the export growth induced a surge of
imports of intermediate products (32%2 per cent growth year-on-year for the first
half of 2000). Exports to the OECD area are also dominated by traditional goods
very sensitive to cyclical conditions, and this raises questions about the sustain-
ability of the current export performance.

Recovery in Argentinais fragile. The economy isin avicious circle of high
interest rates, recession and loss of confidence. While for the first half of 2000 GDP
grew by 1.2 per cent (year-on-year), indicators of industrial activity and retail sales
indicate a slump in the second quarter. Consumer prices continue to decline. The fis-
cal deficit isturning out larger than programmed (despite tax increases at the begin-
ning of the year). The improvement in the trade balance barely offset the
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Tablell1.3. Projectionsfor Brazil and Argentina

1999 2000 2001 2002
Brazil
Real GDP growth 0.8 35 4.0 43
Inflation® 43 79 6.8 42
Fiscal balance (% of GDP) -10.0 -5.0 —4.0 -35
Primary fiscal baance (% of GDP) 3.0 33 35 3.0
Current account balance (US$ bn) —24.4 -25.0 -27.0 -28.0
Current account bal ance (% of GDP) 4.3 —4.2 4.1 -39
Argentina
Real GDP growth -32 20 25 25
Inflation® -1.0 -1.0 05 10
Fiscal balance (% of GDP)® -25 -2.0 -2.0 -2.0
Current account balance (US$ bn) -12.3 -12.0 -11.5 -11.0
Current account bal ance (% of GDP) 4.3 —4.0 37 -35

a) Consumer price index average annual growth rate.
b) Central government, excluding privatisation receipts.
Source:  Figures for 2000-2002 are OECD estimates or projections.

deterioration in the income balance, so that the current account deficit in the first
quarter of 2000 was roughly unchanged from that of 1999 (4.3 per cent of GDP).

Capital inflows have not resumed, and interest rate spreads are high. The sover-  Capital markets remain wary...

eign risk spread was 560 basis points by the end of July, higher than the low of
420 basis points in March. These conditions are reflected in very high domestic
interest rates. The opportunities for new foreign investments have declined since the
privatisation programme is already well advanced. The lack of market confidence
undermines the fiscal account owing to the large refinancing needs of the public sec-
tor; and public borrowing is crowding out financial resources for the private sector in
the domestic market.

Seeking to prove its commitment to fiscal austerity by reducing the fiscal deficit ... despite the fiscal tightening
and to improve financial market confidence, the Argentinian government raised con-
sumption and personal income taxes at the beginning of 2000 and undertook expen-
diture cuts (about US$ %2 hillion) starting in May (among them a 12-15 per cent cut
in public sector wages). But fiscal tightening further depressed domestic demand and
exacerbated social unrest. This, in turn, contributed to the caution of foreign inves-
tors who are reluctant to increase their exposure to Argentina.

The strength of the dollar, to which the Argentinian peso is pegged, and Brazil’'s The real sector isstill suffering
successful (non-inflationary) devaluation led to significant losses of competitiveness.  from lossin competitiveness
Timid labour market reform is too recent to have yet had any effect on productivity
and labour costs. The agricultural sector is also suffering from the terms-of-trade
losses due to the fall in international commodity prices. Falling domestic demand is
also reflected in a sharp contraction of the construction sector. As a result, employ-
ment contracted in the first quarter of 2000 by 1.3 per cent with respect to the same
period in 1999, and the unemployment rate rose from 14%2 to 15%4 per cent.

In the present configuration domestic demand seems unlikely to be ableto drive  Some relief could come from
arecovery. Export prospects are also limited by a weak competitive position, external factors...
although rising world demand has led to a pick-up in the iron and steel sectors as
well as automobile and heavy industry. The Argentinian government is firmly com-
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... with continued support from
government policies

mitted to the currency board and this position is justified by extremely high costs
involved in abandoning the present regime (with risks of insolvency in the public
sector and a large part of the private sector). The economic stagnation itself is exac-
erbating risk perceptions. The recovery in Brazil and in other countries in South-
America should help the export sector. Despite the depreciation of the Brazilian real,
the price and wage deflation in Argentina has created an inflation differential
vis-&-vis Brazil which is gradually restoring some competitiveness. Any reversa in
the dollar appreciation would also help, especially in restoring competitiveness
vis-a-vis European markets, the main export outlet.

In the short term, some loosening of fiscal policy may be needed, although it
should be targeted to stimulate consumption or private investments without compro-
mising medium-term public spending. The Argentinian government has already
increased the fiscal target for this year. To the extent that financial markets are will-
ing to finance it, there is some room for an increase in the debt stock (currently at
45 per cent of GDP). The government is also seeking ways around the constraints
imposed by the currency board. For example it intends to persuade privatised public
utilities to alow a three-month delay for payment of enterprise bills, or to persuade
banks to lend against VAT credits accumulated by large enterprises (unable to use
them due to insufficient turnover). In addition, the government is preparing some tax
measures to reduce the cost of credit. Over the medium term, however, the sustain-
ability of the currency board is only compatible with deeper labour and product mar-
ket reforms.



V. LINKSBETWEEN POLICY AND GROWTH:
CROSS-COUNTRY EVIDENCE

Summary and conclusions

This chapter discusses some of the main factors shaping the growth process in
the OECD countries. It draws on empirical evidence from a sample of OECD coun-
tries over the past three decades. The chapter follows on from one in the previous
issue of the OECD Economic Outlook (No. 67, July 2000) which showed widening
disparities in growth rates of output per capita in the 1990s, resulting from a contin-
ued slow-down in many OECD countries, but also a significant acceleration in afew,
most notably the United States.

The first section of the chapter focuses on the basic factors driving the growth pro-
cess, namely the accumulation of various kinds of capital: physical, human and knowl-
edge. The role of the public sector as a provider, or funder, of infrastructure, education
and research, and implications for growth, are aso discussed here. The second section
extends the analysis to a number of other policy and institutional factors that could influ-
ence output growth via their impact on the accumulation of physical capital or via their
impact on economic efficiency and alocation of resources. The third section exploresthe
implications of the empirical evidence for the interpretation of the observed cross-country
differencesin output per capita, aswell asthe evolution of growth rates over time in each
country. The section also sheds some light on the current debate on the “new economy”
by looking at two aspects that may be of particular importance in the current period of
rapid technological change: financial market conditions and product-market regulations.

The main conclusions of this analysis are the following:

— The accumulation of physical capita and human capital is important for
growth, and differences across countries in this respect contribute signifi-
cantly to explain the observed differences in growth patterns. In particular,
the evidence suggests that investment in education may be characterised by
positive externalities that make social returns to schooling greater than pri-
vate returns, although improvements to education systems may take time to
make significant impacts on average skills in the workforce, especially in
ageing populations.

— Macroeconomic policy geared towards stable, low inflation and sound public
finances contributes to better growth performance, for example by encourag-
ing private accumulation of physical capital and a shift in investment towards
higher returns projects.

— Public expenditure on health, education and research clearly sustains living
standards in the long term, and social transfers help to meet social goals, but
all have to be financed. The corresponding taxation could negatively affect
incentives to save and invest, with however the effect on the economy
depending on the efficiency of taxation and expenditure.

This chapter follows up on the
review of growth patterns
in the OECD countries

Investment in all forms of
capital isimportant...

... and can be encouraged by
appropriate macroeconomic

policies

Both public expenditure, and
the taxes needed to finance it,
need to be carefully designed so
that their net impact on growth

is positive
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Research and devel opment
(R&D) spending appears

to have a significant positive
impact on growth

Increased investment in
equipment using new
technologies spurs productivity
growth, and is helped by
continuing fallsin their price...

... aswell as an appropriate
financial and regulatory
environment

— Research and development (R& D) appears to be important to the growth pro-
cess. In the past decade, R& D intensity has risen in a number of countries.
Moreover, increases in business-performed R& D have in some cases more
than compensated for fallsin defence-related government outlays, the former
having a potentially more direct effect on productivity and output growth.
Interpretation of the large cross-country differencesin R&D intensity and in
the role that governments play in supporting directly and indirectly private
R&D is, however, complicated by the increasingly interconnected and global
nature of R&D networks.

— While the current debate on growth is dominated by “new economy” argu-
ments, the evidence here suggests that “old economy” forces are till crucial
to understanding the growth process. A key example is the United States,
where the recent exceptional performance can be seen as the result of afairly
traditional process of strong capital deepening, in this instance due to
ICT-driven investment resulting from rapid falls in the price of ICT capital
equipment. Of course, “new economy” elements are involved: rapid capita
deepening is related to the technological advance and falling prices of 1C
technologies -- a process widely expected to continue for some time. Over the
longer term, reorganisation of working methods and network externalities
associated with increasing ICT use could lead to an acceleration in multifac-
tor productivity.

— Against a backdrop of the need for governments to ensure a broad economic
environment conducive to sustained growth, there are specific areas of policy
that could support the spread of new technologies. One area that has attracted
widespread attention is that small, innovative businesses have played a key
role alongside more established firms in making advances in technology and
devel oping downstream products and services. The evidence presented in this
chapter underscores the role that appropriate conditions in financial markets
and product-market regulations have in fostering innovation and productivity
enhancement.

There arewide disparitiesin
growth rates across the OECD
countries...

... and policy and institutions
arelikely to play a key role

Basic deter minants of growth

As discussed in the previous Outlook, OECD countries have shown wide dis-
parities in growth performances over the recent decades. The 1990s, in particular,
saw some relatively affluent countries (notably the United States) pulling further
ahead, while most other countries continued to slow down. Persistent differencesin
the accumulation of different forms of capital (physical, human, knowledge), market
conditions and technologica progress —all of which could themselves be influenced
by policy and institutions — are potentially important sources of these differencesin
growth paths across countries.

Although there is agreement on the importance of policy and institutions for
growth, the precise mechanisms linking policy to capital accumulation, economic
efficiency, technical progress and, ultimately, output growth are till the subject of an
intense debate (see Box 1V.1). In particular, policy and institutions may influence



Renewed interest in the determinants of growth, in part
encouraged by the availability of databases covering alarge
number of developing aswell as OECD countries, has gener-
ated a vast literature.* There is, however, no agreement on
the mechanisms linking policy settings to growth. A number
of studies suggest that policy and institutions mainly affect
the level of economic efficiency with which resources are
alocated in the economy. This would imply that any policy
change will affect output growth only in a short to
medium-term perspective by shifting the growth path,
although the underlying rate of growth remains determined
by exogenous (but potentially different across countries)
population growth and technologica progress. Other studies
assume that technological progressitself could be influenced
by policy, leading to amore persistent effect of policy on out-
put growth.

The distinction between these two views largely depends
on how one sees the process of accumulation of various types
of capital being affected by policies and on how capital accu-
mulation then feeds back into output growth. Policies can
influence savings and the formation of physical capital,
human capital (e.g. education), knowledge capital
(e.g. R&D) and infrastructure. Some of these forms of capital
are likely to influence the process of innovation and techno-
logical progress: for example human capital and R&D are
important ingredients in the formation of new ideas and their
trandation into new production processes; and technological
progress itself may be embodied in new capital equipment,
thus creating a link between physical capital accumulation
and long-term growth rates.

Only empirical evidence can determine which view of the
link between policy and the growth process is most relevant.
Aggregate analyses, such as that presented in this chapter,

Speed of conditiona convergence towards
the steady-state growth path (per year)?

Half way to convergence

Box IV.1. Policy influences on output growth

The estimated speed of convergence
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can only shed some light, while microeconomic evidence is
needed to better assess the link between capital accumulation
and technological progress. In particular, the results pre-
sented in this chapter lend some support to the notion that
countries converge to a country-specific steady state output
per capita growth path and are interpreted under the assump-
tion that policy largely affects growth viaits impact on the
level (as opposed to the growth) of economic efficiency. On
this basis, the observed growth in output in any given period
can be seen as the combination of three different forces:
i) technological progress —which is assumed to be exoge-
nous; ii) a convergence process towards the steady-state path
of output per capita; and iii) shifts in the level of the steady
state that can arise from changes in policy and ingtitutions as
well asinvestment rates and population changes.

The speed with which countries converge to their specific
steady state paths of output per capitagives an idea of therel-
ative importance of the different components shaping the
growth process. Most studies that focus on a large sample of
countries, including many non-OECD countries, find conver-
gence to be dow. In this case, any policy change will have a
long-lasting effect on growth but be of limited intensity in
any one year. By contrast, with arapid convergence, a policy
change will have a significant but shorter-lived impact on
growth, and its potential effect on living standards will be
quickly felt. Estimates reported in the table below suggest
that this second scenario is more likely for OECD countries:
following a change in a growth-related variable, it takes
about four yearsto go half way to the new steady state output
per capita.** Hence, observed changes in factor inputs as
well asin policies over past decades are likely to have signif-
icantly affected growth patterns and are of importance in the
assessment of cross-country differences.

Range of estimated values

15% 17%

4.3 years 3.9years

a) The values reflect the coefficient on the lagged output per capitain a growth regression. The range reflects the val-
ues obtained in different specifications on the growth equation.

* For areview of the empirical literature see Ahn and Hemmings (2000).

** As discussed above, an interpretation of more persistent policy influences on growth could be made, either by assuming a constant-
returns-to-capital production process, or by assuming that policy affects technological progress. While thereis no firm evidence on the first
hypothesis, most of the policy and institutional factors considered in this chapter do not seem likely to affect technological progress, with
the likely exception of R& D activity. See Bassanini, Scarpetta and Hemmings (2000) for a more detailed discussion.
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Business investment is a key
factor for growth, and varies
significantly across countries

Some types of public investment
also boost output

private decisions on savings and investment and the formation of human capital.
They can also contribute to the overall efficiency with which resources are allocated
in the economy, over and above their effects on the accumulation of physical and
human capital.

In order to shed light on the role of policy and institutions on output growth in
OECD countries, an empirical analysis based on growth regressions has been under-
taken. The analysis focuses on a sample of 21 OECD countries over the period 1971-
1998 and it considers separately the effects of policy and institutions on physical
capital accumulation and economic efficiency.! Conclusions are also drawn concern-
ing the overall impact on output per capita.

Theaccumulation of physical and human capital

The accumulation of physical capital (typically proxied by the share of invest-
ment in GDP) is a key factor in the growth process, although its effects could be
more or less permanent depending on the extent to which technological innovationis
embodied in new capital (see Box IV.1). Whatever the transition mechanism from
capital accumulation to growth, the significant differences in the investment rate
point to it as a possible source of differences in output per capita in different coun-
tries and over time. In particular, long-run averages of business-sector investment
rates range from around 10 per cent to over 20 per cent of GDP. Furthermore, major
shifts in investment rates within countries are common, a notable example being the
rapid rise in the US investment rate in recent years (see below).

The empirical analysis confirms the importance of physical capital accumula
tion for output per capita, although thereis no strong evidence that an increase in the
rate of physical investment will have permanent effects on underlying growth rates
as opposed to a permanent effect on the level of output.? More specifically, the analy-
sis suggests that a 1 percentage point increase in the business sector investment rate
could increase the annual rate of growth by as much as 0.2-0.3 per cent during the
transition process, with along-term impact on the level of output per capita of about
1.3-1.5 per cent (Table 1V.1).

The government also is a direct investor in certain activities and, although the
volume of its investment is small compared to that of the private sector, such invest-
ment may have a distinct bearing on growth, depending on its composition. For
example, public investment in transport, communication and other infrastructure is
likely to influence growth by contributing to an environment conducive to private-

1. The country sampleincludes neither the new members of the OECD nor Iceland, Luxembourg and Tur-
key. Moreover, some regressions (e.g. those including R& D indicators or indicators of financial devel-
opments) are based on smaller samples due to data availability. See Bassanini, Scarpetta and
Hemmings (2000) for details. The same source provides an overview of recent studies applying growth
regressions to data for OECD countries and their main results. Moreover, the analysis benefited from a
workshop on growth organised by the OECD Economics Department held in July 2000; papers can be
found in www.oecd.org/subject/growth (OECD Economics Department Working Papers Nos. 260-268).

2. For the former to be the case, one should have observed a significantly higher partial elasticity of out-
put with respect to capital than the capital share in value added. Indeed, in a competitive market with
a constant returns to scale production function, the estimated partial elasticity of output with respect
to capital should be equd to the capital share in total vaue added. The estimated value of the partial
elasticity is around 0.25, that is consistent with the range found for the capital share in National
Accounts data, albeit somewhat on the low side.
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TablelV.1. Theestimated role of capital
accumulation for growth

Range of the estimated long-run
impact on output per working-age
person (per cent)

Business sector investment rate? 1.3to 15
(increase of 1% point)

Human capital® 3.8t06.8
(1 additional year of average schooling in the working-age population)®

a) The values reported in this table are the estimated long-run effects on output per working-age person of a given
change in the variable. The range reported reflects the values obtained in different specifications of the growth
equation.

b) One additional year of average education is about a 10 per cent increase in the cross-country average.

Source:  OECD.

sector activity. The varied nature of public-sector investment and its possibly com-
plex role in the growth process is reflected in somewhat mixed conclusions from the
empirical research. The empirical analysis conducted for this chapter suggests that
the effect of government investment on output per capita, controlling for the required
financing, has been positive, though not always statistically significant.

Studies on growth typically assume that formal skills and experience embodied Human capital is of great
in the labour force represent a form of (human) capital. It could be argued that importance for growth...
human capital, like physical capital, is subject to some kind of diminishing returns,
so that a more highly-trained and skilled workforce would enjoy higher levels of
income in the long term, but not necessarily permanently higher growth rates of
income. Alternatively, investment in human capital (e.g. expenditures on education
and training) could have a more permanent impact on the growth process if high
skills and training go hand-in-hand with more intensive research and development
and a faster rate of technological progress or if a highly-skilled workforce eases the
adoption of new technologies.®

Available indicators of human capita typicaly focus only on levels of formal ... and its proxy based on
education. They are admittedly crude and somewhat narrow proxies, taking little formal education attainment
account of quality aspects of formal education or other important dimensions of  shows variation across
human capital. Nonetheless, estimates of the average years of schooling amongst the  countries and over time...
working-age population suggest that, despite some convergence over the past
decades, there remain significant differences across the OECD countries.* In terms of
the evolution over time, Figure IV.1 indicates that the increases in average education
were in the range from less than half ayear per decade (e.g. the United States, from
relatively high initial levels) to more than one year per decade (e.g. Germany and
Italy, the latter from arelatively low level).

3. Indeed, new-growth models that incorporate a knowledge-producing sector can be interpreted as
incorporating the role that, for example, research universities may play in growth. An early example
of thistype of model was by Uzawa (1965), later examples by Lucas (1988), Romer (1990), Grossman
and Helpman (1991) and Aghion and Howitt (1998).

4. Thisindicator of human capital is based on education attainment amongst the population of working
age and average years of schooling at each level of education. It is derived from OECD data (OECD
Education at a Glance, various issues) combined with data from de la Fuente and Doménech (2000).
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.. with an estimated strong
effect on observed growth
trends

— Figure IV.1. Average years of education? of the working-age population —
in OECD countries, 1970 and 1998
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1. Average number of years of education in the population aged 15-64 years, based on data on level of education attained
and assumptions about the number of years of education implied by different levels of education attainment.
2. Western Germany in 1970.
3. 1990 instead of 1998 for Japan.
Source: OECD.
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Analysis conducted for this chapter indicates that the long-run effect on the
level of output per capita of an additional year of education has ranged between 4
and 7 per cent (Table IV.1).° However, although average levels of human capital
have typically been rising — thus continually feeding through into higher growth —
the relatively slow rates of increase (half to one year per decade) need to be bornein
mind in evaluating this result.

The magnitude of the impact on growth found in this analysis suggests that the
economy-wide returns to investment in education may be larger than those experi-

5. Theseresults are in contrast with a number of previous studies that failed to find a robust association
between human capital and output per capita. For example, Benhabib and Spiegel (1994) and Barro
and Sala-i-Martin (1995) found no, or very limited, effects of human capita on growth. The more sig-
nificant results found in the present study may be due to the use of better quality data on human capi-
tal. Indeed, using a similar indicator of human capital, de la Fuente and Doménech (2000) also found
astatistically significant role for human capital in growth.
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enced by individuals. This possibly reflects spillover effects, such as links between
education levels and advances in technology, and implies that incentives for individ-
uals to engage in education may be usefully enhanced by policy to reap maximum
benefits for society as awhole. However, there are some caveats to this interpretation
of the results. First, the impacts found in the analysis may be over-estimated because
the indicator of human capital may be partially acting as a proxy for other variables,
an issue al'so raised in some microeconomic studies. In addition, the empirical analy-
sis suggests that the impact is determined with some lack of precision. In any case,
the average level of formal education is bound to react only slowly to changesin
education policy, as the latter typically affect only young cohorts entering the work-
force. Finally, extending the period of formal education may not be the most efficient
way of providing workplace skills, and this aspect of education must also be bal-
anced against other (sometimes-competing) goals of education systems. Thus, for
those countries at the forefront of educational provision, the growth dividend from
further increases in formal education may be less marked than that implied in the
empirical anaysis.

Innovation, R& D and growth

Expenditure on R& D can be considered as an investment in knowledge that can  Innovation isa key driver
translate into new technologies and more efficient ways of using existing resources of growth, and isinfluenced
of physical and human capital. Insofar as it is successful in these respects, it is plau- by R&D activity
sible that higher R& D expenditure would, ceteris paribus, be associated with perma
nently higher growth rates. The potential benefits from new ideas may not accrue
fully to the innovators themselves due to spillover effects, implying that without pol-
icy intervention the private sector would likely engage in less R&D than is socially
optimal. This can justify some government involvement in R& D, both through direct
provision and funding and through indirect measures such as tax incentives and pro-
tection of intellectual property rights to encourage private-sector R&D.

Overall expenditure on R&D as a share of GDP has risen somewhat since the Expenditures on R&D have
1980s in most countries (Figure 1V.2), mainly reflecting increases in business- increased from the 1980sto the
performed R& D that accounts for the majority of expenditure in most OECD coun-  1990s, especially
tries.® The increase in business-sector R& D intensity in the 1990s as compared with  in the business sector ...
the 1980s has been driven by larger resources made available by private firms, rather
than by governments: indeed the share of publicly financed business-sector R&D has
declined over the past decade.

The empirical analysis suggests that business-performed R&D has had a sub- ... and thisis estimated to
stantial impact on output and growth.” Confirming some previous studies, R&D have had a significant positive
activities seem to have high social returns: the 10 per cent increase in R&D intensity  effect on output per capita
(about 0.1 per cent of GDP) recorded from the 1980s to the 1990s could have
boosted output growth in the latter period by some 0.3-0.4 per cent. This could imply
along-run effect of about 1.2 per cent higher output per capita under the “conserva-
tive” view that changes in R&D do not permanently affect output growth. The

6. OECD (2000) provides more details on recent trends in R&D intensity. In particular, the decline in
government spending on R& D has been affected by the reduction in military R& D budgets following
the end of the cold war and, more generally, effortsto reduce fiscal imbalances.

7. These empirica findings are not fully comparable with those discussed above, insofar as the analysis
from which they are drawn only includes 16 countries over the 1981-98 period.
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— Figure 1V.2. Expenditureon R& D in the OECD countries, 1980s and 1990s —
Per cent of GDP
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results are not clear-cut for R&D activities performed by other institutions (mainly
government and research laboratories). There are, however, potential interactions
between the different sources of R&D activities that were not considered in the
empirical analysis, i.e. certain forms of government R&D could stimulate business
R& D8 Moreover, the nature of the two forms of R&D activity may be different. For
example, while business R&D is likely to be more directly targeted towards innova
tion and implementation of innovative processes (leading to improvements in pro-
ductivity), non-business oriented R&D (e.g. defence, fundamental science and health
research) may generate basic knowledge with possible “technology spillovers’ in the
long run. The latter are difficult to identify in growth regressions, not least because
of the long lags involved, and the possible interactions with human capital and asso-
ciated institutions.

8. See Guellec and Van Pottel sberghe (2000).
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Policy and institutional influences on growth

M acr oeconomic policy setting and growth

In recent years, most OECD countries have succeeded in lowering inflation and  Both the level and variability

improving public finances, and a number of studies have shown the beneficid effects  of inflation could be harmful
of these moves for economic growth. The usual arguments for lower and more stable  for growth
inflation rates include reduced uncertainty and enhanced efficiency of the price
mechanism. Moreover, more stable inflation may be associated with more stable out-
put growth, also reducing uncertainty and improving the environment for private-
sector decisions. There could also be an additional effect on capital accumulation
where inflation exacerbates tax distortions (e.g. nominally-denominated allowances).
Nevertheless, a simple comparison of inflation rates and growth rates for OECD
countries shows that the link may not be very strong, especially when inflation is
low, as at present. By contrast, there is a somewhat stronger negative correlation
between the change in variability of inflation and changes in average growth rates
from the 1980s to the 1990s.°

More sophigticated empirical analysis lends stronger support to the notion that the
level of inflation has a negative impact on output, mainly viaitsimpact on the accumu-
lation of physical capita in the private sector (Table IV.2). On this basis, the approxi-
mately 4 percentage point reduction in the average rate of inflation from the 1980s to
the 1990s could be associated with about 1.6 per cent higher output per capita. More-
over, the average reduction in the variability of inflation observed from the 1980s to
the 1990s could be associated with an increase in output per working age person of
about 1.3 per cent, holding al other factors constant. These results are consistent with
the view that uncertainty about price developments influences growth mainly viaits
impact on economic efficiency, for example by leading to a sub-optimal choice of
potential investment projects, with lower average returns. At the same time, the results
suggest that high levels of inflation discourage savings and investment and by this
channel negatively affect growth. However, some care has to be taken in interpreting
the evidence on the negative relationship between inflation (or its variation) and
growth, given the current conditions observed in many OECD countries. At low levels
of inflation, the link with growth is likely to be more uncertain.t°

Most types of government expenditures probably have some impact on eco- Government expenditures
nomic growth, directly and indirectly, whether or not this is their main purpose. and taxation could also have
Analysing the impact of these expenditures on growth is not straightforward, in part a bearing on growth
because the mechanisms may be complex and slow to operate in some cases, but also
because the causation could go the other way.™

9. The correlation between the change in the standard deviation of inflation from the 1980s to the 1990s
and the change in the average growth rate is -0.42 (with a t-statistic of —2.23). If countries with rela-
tively high variability of inflation are excluded (e.g. Mexico, Ireland, Turkey, Korea and Greece), the
correlation is not statistically significant (—0.28, with a t-statistic of —1.23).

10. On the one hand, some argue (e.g. Feldstein, 1996) that further reductions in inflation, even towards
zero inflation (or more stringently, price stability) would see continuation of the benefits of reduced
inflation. On the other hand, others (e.g. Akerlof et al., 1996) claim that negative effects on growth
emerge at very low levels of inflation through nominal wage rigidities creating market inefficiencies.

11. For example, long-run data often show that government expenditure as a share of GDP tends to rise
with standards of living (Wagner's law), reflecting income-elastic demand for key government ser-
vices (health, education and law and order). Kolluri et al. (2000) find strong support for Wagner's law
operating in OECD countries based on regressions linking total government expenditure with GDP.
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Over the past decade, tax

pressureincreased in many

countries...

... and thisis estimated to have
led to a lower output per capita,
ceteris paribus

TableIV.2. Estimated impact of changesin institutional
or policy factorson output per capita®

Impact on output per working age person Order of
per cent) magnitude
: withrespect
verievte Effect via Effect via Overall [0OECD
economic investment effect expenencec
efficiency (1980s-90s)
Inflation rate 04t00.5 0.4t00.5 About 1/4 the
(fall of 1% point) observed fall
Variability of inflation 2.0 20 About 1.5 times
(1% point fal inthe standard the observed fall
deviation of inflation)
Tax burdend -0.3 -0.3to-04 -0.6t0-0.7 About 2/3 of the
(increase of 1% point) observed increase
Business R& D intensityd 1.2 1.2 About the increase
(increase of 0.1% point) observed
Trade exposure? 4.0 4.0 About the increase

(increase of 10% points) observed

a) The values reported in this table are the estimated long-run effects on output per working-age person of a given
policy change. The range reported refl ects the values obtained in different specifications of the growth equation.

b) The effect via economic efficiency refersto the impact on output per capita over and above any potential influence
on the accumulation of physical capital. The effect viainvestment refers to the combined impact of the variable on
the investment rate and by that channel, on output per capita.

c) Average change from the 1980 average to the 1990 average in the sample of 21 OECD countries, excluding new
Members as well as Iceland, Luxembourg and Turkey.

d) In percentage of GDP.

Source:  OECD.

In any case, expenditures have to be financed. Where public consumption or
social transfers are financed by government deficits, a traditional argument for a
more restrictive fiscal policy is to contain the crowding-out effects that reduce
growth through cut-backs in private-sector investment. Where taxes are raised to
support government spending, they may distort incentives, reduce the efficient allo-
cation of resources and hence reduce the level or growth of output.

Over the past decade, the size of the public sector tended to increase in most
OECD countries as did government gross liabilities, although the most recent years
have seen somereversal of thistrend. Notwithstanding these latest developments, the
ratio of total government expenditure to nominal GDP was still in the range of
40-50 per cent in anumber of OECD countriesin 1999. Less than afifth of expendi-
tureistypically allocated to areas more directly related to growth (e.g. schooling,
infrastructure and R&D) (Figure 1V.3).

The empirical results reported in Table IV.2 provide some support for the idea
that the tax pressure related to government spending could have an overall negative
impact on output per capita, by influencing the efficiency of resource allocation
across different investment projects, and by reducing the accumulation of physical
capital. Bearing in mind the illustrative nature of this exercise, the observed average
increase in tax pressure across the 21 OECD countries between the 1980s and the
1990s (about 1.5 per cent of GDP) could have led to alower output per capita,
ceteris paribus, of about 0.9 to 1.1 per cent. The composition of expenditure is also
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Figure IV.3. Share of total government spendingin GDP
in OECD countries, 1995
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important: both government consumption and investment seem to have a positive
impact on output per capita. In addition, it seems likely that the structure of taxes has
some bearing on this result as an additiona negative effect was found for tax struc-
tures with a heavy weight on direct taxes.

Trade and growth

Empirical studies have often pointed to the importance of foreign trade for Exposureto foreign trade
growth. Aside from the benefits of exploiting comparative advantages, gains from hasincreased in all OECD
trade may arise through economies of scale, greater exposure to competition and the countries over the past
diffusion of knowledge. Past progress in reducing tariff barriers and dismantling decade...
non-tariff barriers has almost certainly opened up opportunities to gain from trade.

The relatively open policy stance now in place across OECD countries would sug-
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... with an estimated positive
contribution to income per

capita

Financial systems deliver a
range of servicesthat are likely
to encourage growth...

... and recent OECD analysis
finds supporting evidence for
thiswithin Member countries

gest that the amount of trade conducted is by now more a reflection of patterns of
growth (and to some extent geography, size and transport costs) rather than some-
thing that is tightly constrained by tariff and non-tariff barriers.

Given this interpretation of the link between trade and growth in OECD coun-
tries, the results in Table V.2 concerning trade exposure probably capture various
competitive pressures, as much as factors directly related to trade policy. The results
are based on a measure of trade exposure that attempts to control for the inherent
higher exposure of small countries as compared to large countries (Table 1V.2). The
results point to a significant contribution to output per capita (about 4 per cent) from
the observed average increases in trade exposure in the OECD countries over the
1980s-90s period.

Financial development and growth

Financial systems play arole in the growth process because they are key in the
provision of funding for capital accumulation and for the diffusion of new technolo-
gies. A well-developed financial system: i) mobilises savings by channelling the
small-denomination savings of individuals into profitable large-scale investments
while offering savers a high degree of liquidity; ii) provides insurance to individua
savers against idiosyncratic risk through diversification; iii) reduces the costs of
acquiring and evaluating information on prospective projects, for example through
specialised investment services; and iv) serves in the monitoring of investments to
reduce the risk that resources are mismanaged. All these services are likely to con-
tribute to economic growth, but there could, in theory, also be opposite effects. For
example, lower risk and higher returns resulting from diversification may prompt
households to save less.

Degpite the theoretical complications, a number of empirical studies attempting
to explain cross-country differencesin growth across a broad range of countries have
concluded that financial development plays a significant role.*? In particular, finan-
cial market development appears to be significantly related to output per capita.'®
The results point to effects working through two channels. One is through increased
efficiency, which may arise from the allocation of resources towards higher-return
projects. The other is through the accumulation of physical capital. However, asis
the case in previous studies, the possihility of reverse causality must be recognised in
assessing these results insofar as economic growth may & so prompt the devel opment
of financial systems.

12. See, for example Levine (1997), Levine et al. (2000), Temple (1999).

13. Specificaly, an indicator of stock market capitalisation was found to be statistically significant in the
regression analysis. Results using private credit of deposit money banks as a share of GDP were
somewhat weaker. See Leahy et al. (2000) and Bassanini, Scarpetta and Hemmings (2000).
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Deter minants of growth in OECD countries over the past decades g

and the “ New Economy”

Explaining past growth trends

The results discussed above can be used to shed some light on the possible Changesin policy settings
impact of policy changes on the growth path of each country over the past decade within countrieshave generally
(Figure 1V.4).1* The improvement in human capital seems to be acommon factor gonein the direction
behind the growth process of the past decades in al OECD countries, but especially of fostering growth...
so in Italy, Greece, Ireland and Spain where the increase in human capital accounted
for more than half a percentage point acceleration in growth in the 1990s with
respect to the previous decade. The contribution stemming from changes in the
investment rate is more mixed. Some countries are estimated to have benefited from
an increase in the business investment rate in the past decade (e.g. Canada, Austria,

Belgium, New Zealand, Portugal and Spain), while others experienced a negative
impact from lower investment rates (e.g. Finland, and to a lesser extent Norway and
Sweden).

There have also been important changes in policy and institutional settings
in each country that have contributed to growth, over and above the changes in
inputs of physical and human capital. Most countries have benefited, especially
in the 1990s, from a lower variability of inflation. The most noticeable examples
include Portugal and New Zealand, where about half a percentage point higher
annual output per capita growth rate is estimated to be due to this factor,
ceteris paribus. By contrast, in spite of the greater fiscal discipline especially in
the last decade, the rise in the size of government contributed to a marginal
growth slow-down in many countries. Exceptions include Ireland and the
Netherlands, where a reduction in taxes and expenditures as a share of GDP mar-
ginally boosted output per capita growth in the 1990s. Finally, the generalised
process of trade liberalisation in which all OECD countries have been involved
is estimated to have increased growth by up to two-thirds of a percentage point
annually over the past decade.

Despite developments in the past decade, there remain profound differencesin ... however, thereremain large
the main determinants of economic growth across the OECD countries. As anillus- cross-country differencesin the
tration, Figure IV.5 presents the changes in output per capita that would occur in  main determinants of growth
individual countries if these determinants converged to the OECD average (of the
1990s). The potential contributions are derived from the empirical results discussed
above. Focussing on the basic determinants of growth, arelatively low investment
rate tended to reduce output per capita in a number of countries (e.g. United States,

United Kingdom, Ireland), ceteris paribus, whilst relatively low levels of human
capital have had a negative impact on output per capita in some European countries,

14. Note that Figure V.4 does not report the estimated effect on growth of different initial conditions
(i.e. the convergence process) nor does it show the unexplained country-specific effect. The coeffi-
cients used to perform the decomposition are from a growth equation that includes the variability of
inflation, trade exposure and government consumption (as a share of GDP) as a proxy for the poten-
tid effect of government “size” on growth. Thislast variableis highly correlated with the overall tax
and non-tax receipts, for which however there is not full country coverage. For further details on the
decomposition, see Bassanini, Scarpetta and Hemmings (2000).
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Figure IV.4. The estimated effect of changesin explanatory variablesto changes
in output per capita growth rates! over the period 1980s-1990s

Observed chan . .
inompmpera?i?a Contribution from:

growth rate Investment Human Population Variability “Size" Trade
(per cent) share capital growth of inflation of government? exposure

Austrdlia  (0.80)
Austria  (-0.23)
Belgium  (0.37)
Canada  (-0.60)
Denmark  (0.34)
Finland (-0.90)
France (0.04)
Greece (-0.06)
Irdand (1.21)

Italy  (-0.06)
Netherlands  (0.97)
New Zesland  (-0.26)
Norway  (0.61)
Portugal  (-0.15)
Spain  (0.46)
Sweden  (-0.64)
Switzerland  (-0.58)
United Kingdom  (0.01)
United States  (-0.19)

-10 -05 0 05 10 -10 -05 0 05 10 -10 -05 0 05 10 -10 -05 0 05 10 -10 -05 0O 05 10 -10 -05 0 05 1.0
Per cent Per cent Per cent Per cent Per cent Per cent

Note: The calculations are from decompositions of differences in growth rates based on the results of multivariate regressions. The sum of the contributions shown do not
correspond to the observed change in output per capita growth rates because the estimated impact of initial levels of GDP per capita and the component unexplained by
the regressions are not shown.

1. The changesin growth are based on differences in average growth in GDP per person of working age over each decade. The 1980s include the period 1981-89; the 1990s
cover the period up to 1997.

2. Government consumption as a percentage of GDPis used as a proxy for the size of government due to data availability. This variable is highly correlated in most countries
with the tax and non-tax receipts (as a share of GDP) for which, however country coverage is more limited.

Source: OECD.

particularly in Portugal and Spain.'® It should be stressed, however, that in the case
of human capital, closing the gap with the OECD average could take a long time,
given that formal education policy mainly affects new entrants in the working-age
population.6

Differences in macroeconomic policy conditionsin the 1990s had only alimited
effect on output per capita. At the same time, the large “size” of government had a
negative influence on output per capita in some countries, notably in Denmark and
Sweden. Moreover, the relatively low exposure to foreign trade (after controlling for

15. It should also be noted that the calculations in Figure 1V.5 are based on a regression in which the esti-
mated effect of human capital on output per capita is on the high side of the range presented in
Table V.1

16. In addition, some countries, including Australia, Canada, Ireland and New Zealand, had a somewhat
lower output per capita as aresult of arapidly growing population.
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FigureIV.5. Differencesin output per capital and estimated contributions
from differencesin policy and institutional variables, 1990s

Change in output . . .
per conitato reach Estimated effect to country converging to the OECD averagein:
the OECD average Investment Human Population Variability “Size" Trade
(per cent)? share capital growth of inflation of government? exposure

United States (-31.83)
Switzerland (-19.84)
Canada (-11.18)
Denmark (-9.74)
Belgium (-9.33)
West Germany  (-8.11)
Japan  (-7.79)
France (-6.91) I
Austria  (-6.16)
Sweden (-3.33) I
Australia (-3.23)
Norway®  (-1.72)
Netherlands  (-1.16)
United Kingdom ~ (2.68)
Ity  (3.71)
Finland  (6.59)
Irdland (11.47)
Spain  (26.27)
New Zedland (36.69)

Portugal  (56.66)
Greece (65.59)
-15 0 15 30 -15 0 15 30 -15 0 15 30 -15 0 15 30 -15 0 15 30 -15 0 15 30
Per cent Per cent Per cent Per cent Per cent Per cent

Note: The contributions from policy and institutional variables are calculated on the basis of the observed differences in these variables in each counrty with respect to the
OECD average and the estimated elasticities in the growth regressions.

1. Output per capitarefersto GDP (in 1993 PPPs) per working age person.

2. Government consumption as a percentage of GDPis used as a proxy for the size of government due to data availability. This variableis highly correlated in most countries
with the tax and non-tax receipts (as a share of GDP) for which, however country coverage is more limited.

3. Mainland only.

Source: OECD.

the size of individual economies) somewhat reduced potential output per capitain
Australia and New Zealand, possibly reflecting geographical realities but also in
Greece.

Results based on regression analysis clearly have limits in the extent to which  There are limits to the extent
they can confirm and quantify links between policy and institutional settings and to which these results can shed
economic growth. An obvious and inherent difficulty isthat relatively recent growth light on very recent growth
issues, in particular the current debate about the possible shift to a “new economy”  trends...
due to the development and diffusion of ICT, are difficult to examine using the
regression approach. The most fruitful analyses on the effects of ICT to date have been
based on growth accounting or case studies which attempt to isolate the impact on
aggregate productivity of the ICT-producing sector, and the identification of wider
effects on productivity in other sectors (see the previous OECD Economic Outlook for
areview). These studies point out that rapid technological change in the ICT-producing

© OECD 2000
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... but a comparison of

model -predicted and actual
growth rates sheds some light
on the strength of “new
economy” factors

sectors and falling relative prices of 1CT equipment induced rapid growth of invest-
ment in the United States, thereby boosting growth in |CT-using sectors.

A tentative contribution from the regression analysis to the current debate can
be made by comparing the growth rates estimated by the empirical model discussed
in this chapter with the values actually observed in a country where there is some
evidence of a“new economy”, the United States. Panel A of Figure V.6 plots pre-
dicted annual growth of output per capitain the United States with the actual values.
From the figure, there is little evidence of a positive gap opening up between actual
and predicted growth rates, that is to say factors included in the growth regression
explain most of the observed growth paths up to 1998, and there is little need for
additional explanatory factors. Consistent with most growth-accounting studies, this
also suggests that there is still little evidence of a generalised pickup in productivity
resulting from spillover, or network, effects in the use of IC technology, since these
effects should have shown up in a divergence between estimated and observed
growth rates.

Figure1V.6. US growth performance and therole of investment
in output per capita

Panel A. Observed and fitted annual growth ratesin the United States, 1972-1998

HL&:KJ»'—\on—\Nw.bmm\lg.
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Panel B. Contribution of investment to the steady-state level of output per capita
1990 = 100 in the United States

115
----- USA
——— OECD average .
110
105
100
95
90
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1. Thefitted series is based on a panel regression where the coefficients of some variables are allowed to vary across
countries.
Source: OECD.
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This result suggests an interpretation of the “new economy” that emphasisesan  Rising investment in the US
ICT-driven process of capital deepening. Indeed, the good fit of the growth regres-  explains most of the
sion is largely explicable by the business-sector investment variable. Panel B of acceleration in growth
Figure IV.6 plots the estimated contribution of the investment rate to output
per capita. The figure shows that this contribution soared in the United States in the
1993-1998 period — accounting for arise in the steady state output per capita of more
than 10 per cent — while it had remained roughly constant in previous decades.'’ If
the rise in the investment share in the United States is a more permanent phenome-
non, its economy would converge over timeto this higher steady-state level of output
per capita. This may not seem implausible given that a significant part of therise in
investment in the United States has been due to a major fall in the relative prices of
ICT equipment,®i.e. therise in investment has not required a similar rise in savings.

In any case, the figure also shows that no such boost from investment to output could
be detected in the OECD-wide average over the same period.

Encouraging the “ New Economy”

Although evidence of new forces shaping the growth process is still limited, itis  Encouraging the new economy
undeniable that the recent years have witnessed an acceleration in growth in some requires both “old” and
countries and, at least in the United States, this has been driven by an ICT-related pro-  “new” policies
cess of capital deepening. Setting the right broad economic environment for encourag-
ing further diffusion of this technology is likely to involve a combination of both “old”
and “new” palicies. Thus, the general framework conditions discussed above, includ-
ing macroeconomic conditions and the climate for investment in physical and human
capital development and R& D, will remain important in a comprehensive growth strat-
egy. At the sametime, anumber of more specific issues affects the ability of marketsto
adapt to the new technologies. This section focuses on two areas of concern. First, the
role that the financial environment may play in fostering investment and innovation;
and second, the role that product-market regulations may have on innovation and tech-
nological progress through their influence on competition, market entry and incentives
for business start-ups. Finally, the new technologies raise a number of challenges to
exigting policiesin various areas and these are briefly presented.

Thefinancial environment and innovation

As discussed above, financial systems have an important role to play in the Financial environment
growth process. In the context of the new economy, a specific contribution they conditions may play an
could offer is that of allowing the emergence of new, innovative enterprises. In par- important rolein the
ticular, the financial environment is likely to have played arole in the development  development of | CT-related
of “venture capital” markets. Venture capital typically consists of equity, or industries
equity-linked, investments in young, privately held companies and has often served
as seed money in ICT businesses. In addition, share markets have aso played arole
in providing funding by the public. The fact that these forms of capital, and other
forms of high-risk capital, have developed to differing degrees across countries sug-
gests that differences in financia framework conditions may be influentia in deter-
mining investment in innovative projects and ultimately the rate of innovation itself.

17. Theempirica analysis does not, of course, “explain” in detail why investment in ICT has soared so much.
18. Seethe previous OECD Economic Outlook and Bassanini, Scarpetta and Visco (2000).

© OECD 2000



150 - OECD Economic Outlook 68

In theory the relationship
between financial systemsand
innovation iscomplex...

... and measurement issues are
prominent

However, there would appear to
be some connection between
framework conditions and
various indicators of
innovation...

... but the most important
factors seem to be enforcement
and transparency, rather than
specific issues of shareholder
and creditor rights

Product-market regulation may
be another factor influencing
the degree of entrepreneurial

activity and innovation in ICT
industries...

The link between financial environment and innovation is not clear-cut. For
example, a system of shareholder rights that results in ownership concentration may
strengthen shareholders’ incentives to monitor enterprises and investments, but may
also inhibit the development of liquid equity markets, providing fewer opportunities
for risk diversification and greater obstacles to funding risky projects. In terms of
creditor rights, a harsher bankruptcy policy might elicit more efficient decision-
making by enterprise managers but may also reduce incentives for managers to
undertake risky projects that offer the potential for higher future returns, leading to
lessinnovation and slower long-run growth.

Given the trade-offs involved, questions of how financial conditions affect inno-
vation, investment and growth are essentially empirical. The approach taken in this
chapter isto examine simple correlations between measures of framework conditions
and innovation, investment and growth.'® Such an approach is clearly tentative, at
best, as it faces inevitable measurement difficulties and tends to skim over the com-
plex nature of both evolving financial systems and their interactions with the growth
process. Nonethel ess, some significant relationships emerge.

The results (Table V.3, left-most column) suggest that severa specific indica-
tors of innovative activity are positively correlated with a compound measure of
investor protection, which includes measures of transparency and enforcement, as
well as shareholder and creditor rights. R&D spending, R&D personnel and patent
applications in OECD countries tend to rise with investor protection. Also, measures
of 1POs and venture capital investment, which can be seen as proxies for investment
in innovative new businesses, show significant and positive correlation with the
compound measure of investor protection. Finally, supporting the view that stronger
investor protection might help economies to adapt to and deploy changing technolo-
gies, results indicate that cross-country changes in multifactor productivity (MFP)
growth from the 1980s to the 1990s are significantly correlated with the compound
measure of investor protection.

Examination of the role played by the separate components of the summary
measure of investor protection indicates that the correlations in the left-hand column
of Table IV.3 are driven largely by the indicator of enforcement and transparency,
rather than statutory shareholder and creditor rights. It is possible that financial sys-
tems may adapt to whatever legal framework conditions are in place, with this adap-
tation helped by strong enforcement and transparency. Thus, the particular rights and
mechanisms that apply may be less critical to the functioning of economic activity
than their clear and consistent enforcement and execution.

Product-market regulation and MFP growth

Entrepreneurial behaviour is an important factor in the growth process at any
time but especially so in periods of major technological change, when new technolo-
gies are often more efficiently harnessed through the creation of new enterprises and
the redesign of existing ones. Product-market regulation is one of the influences on
the entrepreneurial climate, alongside issues such as taxation, employment regula
tions and, as discussed above, finance. For example, excessive regulation in the reg-
istration of new businesses (as well as opacity in the procedures) adds further costs

19. See Leshy et al. (2000).
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—— Table1V.3.

Correlation coefficients

Correlation between financial framework conditions and indicators of innovative activity? ——

Indicator of financial framework conditions

Enforcement,
transparency, Enforcement Shareholder and Shareholder Creditor
§1arggglder transparency creditor rights rights rights
creditor rights
R& D expenditure as a per cent of GDP
(average 1990-97) 0.56%** 0.65%** 0.00 0.08 -0.22
Total R& D personnel per 1 000 labour force
(average 1990-97) 0.57*** 0.68*** -0.06 0.00 -0.19
Resident patent applications per 10 000 population
(average 1990-97)° 0.65%** 0.69*** 0.05 0.16 -0.04
Patents in the United States, per 200 000 population
(average 1990-97)° 0.57** 0.62x** -0.24 -0.07 -0.20
IPOs per million of population,
(1995:7-1996:6) 0.50** 0.45* 0.30 0.48** -0.26
Venture capital investment, early stage and expansion,
as a per cent of GDP (average 1995-98)¢ 0.47%* 0.44* 0.05 0.19 -0.26
Change in MFP growth corrected for hours worked
(average 1990s minus average 1980s) 0.48** 0.47%* 0.15 0.26 -0.19

a) 21 countries are covered in the calculation. The indicators of financial framework conditions are based on factor analysis (see Leahy et al, 2000) .

*: significant at 10% level; ** at 5% level; *** at 1% level.
b) Excluding Japan.
¢) Excluding Japan, Switzerland and the United States.
d) Datafor Japan and Australia are for 1994 and 1997, respectively.

Sources: Indicators of financial framework conditions are from La Porta et al. (1998) and Kaufmann et al. (1999a, b). Other data are from OECD sources.

that can discourage entry. Furthermore, administrative procedures might require
many steps and interaction with a multitude of different agencies, raising start-up
costs and reducing incentives for developing new ventures.

Tentative evidence of the correlation between stringent administrative regula-
tions concerning start-ups (e.g. licences and permits, communication rules, adminis-
trative burdens on corporate and sole proprietor firms, legal barriers to entry) and
productivity performance is shown in Table IV.4.%° Indeed, strict regulations seem to
be associated with poorer MFP growth from the 1980s to the 1990s. Administrative
burdens are not the only dimension of product-market regulation that may matter for
speeding up the adoption of new technologies and, more generally, the process of
innovation. The indicator of the stringency of overall domestic product-market regu-
lation is also negatively related to the evolution of MFP growth from the 1980s to the
1990s. More specifically, the indicator reflecting government involvement in busi-
ness operations (e.g. price controls, use of command and control regulations) appears
to be negatively and significantly associated with MFP growth. All in all, these
results point to the potential negative implications for productivity growth of

20. Theindicator of administrative regulation, aswell as dl other indicators of product-market regulation,
increases with the strictness of regulations. The product-market regulation indicators are from
Nicoletti et al. (2000).

... and negative correlation
between indicators of product-
market regulation and changes
in MFP growth lends some
support to this hypothesis
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However, there are a number of
additional policy challenges
directly related to the spread of
ICT

TableV.4. Correlation between changesin average
multifactor productivity growth between
1980s and 1990s and OECD indicators of product-market regulation

Correlation
Overall product-market regulation -0.30
Inward orientated policies -0.41*
State control -0.25
Public ownership -0.04
Involvement in business operations -0.43*
Barriersto entrepreneurship —0.52%*
Administrative burdens —0.63***
Regulatory and administrative opacity -0.02
Barriers to competition 0.14

Notes: * significant at 10% level; ** at 5% level; *** at 1% level.
19 countries are covered in the calculation: Australia, Austria, Belgium, Canada, Denmark, Finland, France,
Greece, Germany, Ireland, Italy, Japan, the Netherlands, New Zealand, Norway, Portugal, Spain, Sweden and
United States. The MFP growth data are cyclicaly-adjusted figures from Scarpetta et al. (2000). MFP growth in
Germany for 1991 is excluded from the calculations. The indicators of regulation are based on factor andysisof a
range of variables. Note that “outward-orientated” indicators could not be used for correlations because EU
countries were given the same value in most of the data. See Nicoletti et al. (2000) for more details. Note that
Norway was a significant outlier in the correlations. With the exclusion of Norway, the correlation between
overall product-market regulation and the acceleration of MFP becomes statistically significant (at 5% level) and
all the others are higher and often statistically significant.

Source:  OECD.

stringent regulations in the product market and suggest an area where, despite recent
reforms, more remains to be done.?

Policy challenges created by the spread of | C technologies

The increased role of ICT in the OECD economies raises anumber of additional
policy issues that are not discussed in this chapter. Reaping the full benefits of ICT
reguires, for example, the removal of barriers to network access. Moreover, regula-
tory reforms are needed to foster competition in new ICT-related activities such as
mobile telephony. At the same time, there are a so features of the |C technology that
pose new challenges to competition: certain products become more useful as more
people use them (e.g. networks or software) and economies of scale in their produc-
tion can be large, both factors making it more difficult for other enterprisesto enter a
market where an incumbent is already established. The spread of e-commerce has
implications for tax revenues, privacy and consumer protection that are difficult to
tackle given the borderless nature of the net and the many jurisdictions involved.
Last but not least, socia concerns are raised about the possible emergence of a“digi-
tal” divide in the access to the new technologies.

21. A number of other studies have also found a negative impact of more general regulatory indicators on
growth (see Ahn and Hemmings, 2000, for areview of the evidence).
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V. REVISED OECD MEASURES
OF STRUCTURAL UNEMPLOYMENT

Introduction

An important challenge in setting economic policy is to identify the rate of
capacity utilisation that is sustainable, in the sense that it is associated with reasonably
stable inflation. There are different ways of measuring capacity utilisation. Looking
at perhaps the most common measure, unemployment, this idea of sustainable
resource utilisation has been made operational in the concept of the NAIRU —the
non-accelerating inflation rate of unemployment, i.e. the unemployment rate consis-
tent with stable inflation.

Views are mixed as to the usefulness of the NAIRU concept. Nevertheless,
economists analyse future inflation trends, the sustainability of fiscal positions, and
the need to undertake structural reforms to permanently reduce unemployment and
for these purposes they need a benchmark to identify and distinguish sustainable and
unsustainabl e trends in output and unemployment. The NAIRU concept provides
such a benchmark. Estimates of the NAIRU help to make more transparent the
assumptionsthat lie behind policy analysis and recommendations.

The measurement of the NAIRU is also controversial. By its nature, it is non-
observable and depends on a wide range of institutional and economic factors. It fol-
lows that even if one accepts the concept, it can only be estimated with uncertainty.
Moreover, it may well vary over time — European experience suggests that, in
general, inflation would rise if unemployment reached the low unemployment rates
associated with stable inflation in the 1960s. And at times, such as when there are
large fluctuations in oil or raw material prices, it is clear that unemployment would
have to rise or fall very steeply to stabilise inflation.

The OECD has recently reviewed its procedures for deriving estimates of the
unemployment rates consistent with stable inflation.2 The procedures have been
updated and improved in several respects. The new estimates focus on the unem-
ployment rate consistent with stable price inflation, as measured by the private con-
sumption deflator.® More importantly, the new procedures allow the distinction
between and estimation of a slow-moving NAIRU and a more volatile short-term
NAIRU, which is affected by temporary factors, such as oil price fluctuations,
impacting on inflation in the short term. They aso provide a gauge to the measure-
ment of uncertainty surrounding the NAIRU estimates. The current chapter first

1. Asnoted by others (see, for example, Braun (1984)), the acronym is a misnomer, the concept is cor-
rectly defined as a “non-increasing” inflation rate of unemployment.

2. Thiswork isreported in more detail in Richardson, et al. (2000).

3. Previous OECD estimates related to wage inflation and the NAWRU, as described in Elmeskov
(1993) and daborated in OECD (1999).

The NAIRU isthe rate of
unemployment consistent with
stableinflation...

... providing a benchmark to
assess the sustainability of
macroeconomic policy

I ts measurement is subject to
uncertainty, particularly
becauseit isdetermined by a
wide range of factors and
varies over time

The OECD hasrecently revised
its proceduresfor estimating
the NAIRU
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reviews the conceptual background to the new indicators. It then presents the esti-
mates resulting from applying the new procedures. And, finally, it illustrates how
these estimates can be used to analyse inflation developments and monetary policy.

The existence of a NAIRU
implies the absence of

any long-run trade-off between
inflation and unemployment

Both the level and change of
unemployment may have an
effect on inflation...

... which isalso influenced by
temporary supply shocks

Conceptual framewor k

The dominant view among economic analysts is that there is not a long-term
trade-off between inflation and unemployment: in the long run, unemployment
depends on essentially structural variables, whereasinflation is a monetary phenomenon.*
In the short term, however, a trade-off exists such that if unemployment falls below
the NAIRU, inflation will rise until unemployment returns to the NAIRU, at which
timeinflation will stabilise at a permanently higher level. The existence of aNAIRU
therefore has immediate implications for the conduct of economic policies, in that:
macroeconomic stimulus alone cannot permanently reduce unemployment; and any
short-term improvements relative to the NAIRU resulting from stimulative policy
actions will be reflected in progressively higher rates of inflation. In practice, the sit-
uation may be somewhat less clear-cut — the NAIRU may, to some extent, be influ-
enced by the path of actual unemployment — but, conceptually, the notion of a
NAIRU determined mainly by structura factors remains important.®

Inflation can usefully be thought of as being determined by three factors: infla-
tion expectationginertia, the pressure of demand as proxied by unemployment and
supply factors.® Inflation expectations are often slow maoving, which means that the
effects of demand pressures or supply shocks get built into the inflation process only
gradually. With regards to demand pressures, unemployment may be important not
just in terms of its level, but also its recent movements. For example rapidly falling
unemployment may put upward pressure on inflation even at high levels of unem-
ployment; an effect sometimes referred to as a*“ speed limit”.

Taking appropriate account of supply shocks isimportant in order to distinguish
between one-off price changes and ongoing inflation. An important distinction to
make here is between temporary and long-lasting supply shocks.” Temporary supply
shocks (for example, changes in real import prices or changes in real oil prices) are
typically those which are expected to revert to zero over the horizon of one to two
years that is particularly relevant to monetary policy. Such temporary shocks may
alter therate of inflation, at any given rate of unemployment, but the NAIRU will be

4. Friedman (1968) and Phelps (1968) are jointly credited with introducing the concept of the structural
or natural rate, whilst the term NAIRU was first introduced by Modigliani and Papademos (1975).

5. This “orthodox” view contrasts with the dternative of “full hysteresis’, whereby the level of unem-
ployment exerts no influence on inflation, although inflation is affected by the rate of changein
unemployment. In this extreme case, unemployment is not anchored by structural variables, but will
instead reflect the cumulative effect of all past shocks to the economy, including those to demand. A
further implication is that unemployment can be maintained indefinitely at any level with stable infla-
tion, which undermines the NAIRU concept. However, there is considerable empirical evidence
against the hysteresis model in this extreme form; in particular, a substantial number of empirical
studies suggest that the level of unemployment does have an effect on inflation, see for example the
recent survey by Nickell (1998).

6. Thisfollows Gordon's (1992) description of the Phillips curve as a “triangle model” explaining infla-
tion in terms of the same three factors.

7. The latter may include, potentidly, a fairly wide range of influences affecting pricing policies
(changes in mark-ups, input prices, etc.), the transformation and distribution process (competition,
regulation, price controls, etc.), and wage determination (tax wedges, unionisation, income
policies, etc.).
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largely unchanged once they have passed.® By contrast, along-lasting supply shock
(caused by factors such as the level of red interest rates, the tax wedge, demographics,
etc.) may permanently alter the NAIRU, so that inflation will rise or fall until unem-
ployment adjusts.

Within such a framework, it is useful to identify three distinct concepts: the Three different NAIRU
NAIRU (with no qualifying adjective), the short-term NAIRU and the long-term  concepts are defined each
equilibrium rate of unemployment.® Each of these relate to the same basic idea of an  relating to a different
“unemployment rate consistent with stable inflation”, but differ according to thetime time horizon
horizon to which they refer:

— TheNAIRU isdefined as the rate towards which unemployment convergesin
the absence of temporary supply influences once the dynamic adjustment of
inflation is completed (i.e. in the medium term or when the effects of tempo-
rary supply shocks dissipate).

— The short-term NAIRU is defined as that rate of unemployment consistent
with stabilising the inflation rate at its current level in the next period (where
the precise time frame is defined by the specific frequency used in the infla-
tion analysis, for example, the next quarter, the next semester, or the next
year). It depends on the NAIRU (as defined above) but is a priori more vola
tile because it is affected by all supply influences, including temporary ones,
expectations and inertia in the dynamic process of inflation adjustment and
possible related speed-limit effects. It follows that the short-term NAIRU
concept will be influenced a so by the level of actual unemployment.

— The long-term equilibrium unemployment rate corresponds to a long-term
steady state, once the NAIRU has fully adjusted to all supply and policy
influences, including those having long-lasting effects.

Of these three concepts, the first two play clearly defined roles in macro-
economic analysis and policy assessments and give rise to relationships that, in prin-
ciple, make it possible to provide empirical estimates. Because of difficultiesin
identifying the effects of individual 1ong-lasting supply influences, the long-term
equilibrium rate of unemployment is less easy to quantify empirically. However,
while important for structural policies, the long-term equilibrium rate may be of
limited relevance to macro policy, especially if the complete adjustment of the
NAIRU towards the long-run equilibrium is very protracted.

Revised OECD estimates of the NAIRU

Recently the OECD has revised its estimates of the NAIRU for OECD countries  New NAIRU estimates suggest
(see Table V.1 for revised estimates and the appendix for detail of the methods used a mixed performance across
in revision).’® These new estimates suggest that the extent and direction of changes OECD countries during
in the NAIRU over the 1990s is distinctly mixed across OECD countries, although  the 1990s
this might be favourably contrasted with the 1980s during which the NAIRU rose
across virtually all of them (the United States and Portugal being exceptions).

8. Itispossible that factors, which permanently change the level of the wedge between the real product
wage and the real consumption wage, may also affect the NAIRU.

9. For more formal definitions of these NAIRU concepts see the appendix to Richardson et al. (2000).

10. For most countries, the NAIRU estimates correspond to commonly used, national definitions of
unemployment. For Belgium and Denmark, the OECD standardised rate is used.
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TableV.1. NAIRU estimates and standard error &

Standard errors®
1980 1985 1990 1995 1999
Average Final year

Australia 51 6.0 6.5 71 6.8 1.0 16
Austria 19 32 4.6 5.0 49 0.2 0.3
Belgium 55 6.8 84 8.0 8.2 13 13
Canada 8.9 10.1 9.0 8.8 7.7 0.6 0.9
Denmark 58 5.9 6.9 7.1 6.3 10 13
Finland 43 39 5.6 10.6 9.0 14 18
France 5.8 6.5 9.3 10.3 9.5 11 17
Germany 33 44 53 6.7 6.9 0.9 12
Greece 4.6 6.5 84 8.8 9.5 0.8 11
Ireland 12.8 13.2 14.1 10.8 71 12 20
Italy 6.8 7.8 9.1 10.0 104 0.8 11
Japan 19 27 22 29 40 0.2 0.3
Netherlands 47 75 75 6.1 47 1.0 13
New Zealand 16 51 7.0 75 6.1 0.6 0.8
Norway 22 26 4.6 49 3.7 0.5 0.6
Portugal 6.1 54 4.8 42 39 1.0 14
Spain 7.8 144 17.4 16.5 15.1 12 12
Sweden 24 21 38 58 58 0.8 10
Switzerland 23 29 3.0 33 24 0.8 10
United Kingdom 44 8.1 8.6 6.9 7.0 11 15
United States 6.1 5.6 54 53 5.2 0.9 12
Euro area 55 71 8.8 9.2 8.8
Weighted average of above countries® 5.0 5.9 6.3 6.5 6.5

a) Correspond to commonly used national definitions of unemployment except for Belgium and Denmark where the correspondance is with the standardised unempl oy-
ment rates.

b) Estimated standard errors around initial econometric estimates.

¢) Weighted by size of labour force.

Source:  OECD.

Countries where the estimated NAIRU has risen by about 2 percentage points or
more during the 1990s include Finland, Germany, Japan and Sweden, while Italy and
Greece experienced a rise of just over 1 percentage point. Conversely, countries
where the NAIRU hasfallen by about a percentage point or more — Canada, Netherlands,
New Zedand, the United Kingdom, Spain, Portugal, Ireland and Norway —include many
of those where labour market reforms have been most extensive.'* Nevertheless, the
experience of these countries suggests that even following major reforms the estimated
NAIRU may only fdl gradudly (typically by less than ¥z percentage point per year) and
with considerable lags. A striking exception is Ireland for which the NAIRU appears to
have fallen by aremarkable 7 percentage points over the past decade.

Estimated NAIRUs fell in many There does appear to be a more uniform improvement in labour market perfor-
countriesin thesecond half  mance across many countries in the second half of the 1990s with two-thirds of the

of the1990s...  countries examined having experienced some fall in the estimated NAIRU over the

past five years. For example, Denmark, Finland, France, New Zealand and Norway

11. Previous analysis has found that there is a correlation between falling structural unemployment and
the extent to which OECD Job Study recommendations have been implemented, see OECD (1999).
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have all had substantial falls in the NAIRU (of at least a percentage point) over the
second half despite it rising earlier in the decade. Moreover, there are other countries
(Canada, Ireland and Spain) for which the NAIRU has fallen more steeply in the
second half of the 1990s. A major exception is Japan where the NAIRU has risen
steeply, by over a percentage point, in the second half of the decade. Overall, while
there do seem to be signs of recent progress, there remains considerable scope for
further improvement: a weighted average of the NAIRUs across @l the countries
examined (which cover about 82 per cent of the total OECD |abour force) suggests
that structural unemployment in the OECD is significantly higher now than in 1980
(let dlone in earlier decades). Moreover, while disparities have narrowed marginally,
large differences across countries remain.

At the same time, the revised estimates imply that for most OECD countries ... while unemployment has
actual unemployment has been well in excess of the NAIRU for much of the 1990s, been well above the NAIRU in
consistent with the substantial reduction in area-wide inflation. Thisis particularly many countries, especially in
the case for the euro area; the average gap between unemployment and the estimated  Europe, during most of
NAIRU since 1993 is about 1% percentage points (Figure V.1). Much of thisgap is the 1990s
accounted for by the three largest euro area economies, for which unemployment
was still between 1 and 1% percentage points higher than the estimated NAIRU in
the second half of 1999, although the gap was narrowing. Conversely, for some of
the smaller euro area countries the unemployment gap has just closed (Austria and
Spain) or unemployment has been below the NAIRU for ayear or more (Ireland and
Netherlands). On this basis, recovery is even more advanced in both the United
Kingdom and United States, where unemployment has been below the estimated
NAIRU for three and four years, respectively. In order to reconcile inflation out-
comes with these differing profiles of the gap between unemployment and the
NAIRU, it is necessary to consider the role of short-term supply shocks, embedded
in the short-run NAIRU.

Monetary policy and inflation

Indicators of structural unemployment provide a useful input to the setting of Theshort-run NAIRU indicates
monetary policy if they help in assessing inflationary developments in the short how seriously to take
term.2? In this respect, the short-term NAIRU concept may be a useful synthesis of  the presence or absence of
information concerning current inflationary pressures (see Estrella and Mishkin, inflation pressures
1998 and King, 1999) even though its inherent volatility means that it is unsuitable
as a target. Indeed, fluctuations in the short-run NAIRU provide an indication of
which inflationary shocks policy-makers can ignore. For example, the effect of
adverse temporary supply shocks that may dissipate in the near future should not be
seen as necessitating a permanent rise in unemployment. In this situation, policy-
makers need to assess, before taking action, whether or not inflation is likely to be
consistent with policy objectives when the shock wears off.13

12. Here and in the following paragraphs discussing the policy usefulness of the NAIRU, it should be
noted that to avoid confusion the terms “NAIRU” (i.e. without qualifying adjective) and “short-run
NAIRU” are used strictly according to the definitions of the previous section.

13. See King (1999) for a discussion of how the appreciation of sterling in 1996 and 1997 was assessed
by the Bank of England’s Monetary Policy Committee in broadly these terms, and aso Meyer (2000)
in the context of recent US monetary policies.

© OECD 2000
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FigureV.1. NAIRU and short-term NAIRU1
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The importance of the distinction between the NAIRU and short-run NAIRU is
illustrated in Figure V.1, which shows estimates for the G7 and euro-area economies:
periods when unemployment is higher (lower) than the short-run NAIRU generally
signal periods of falling (rising) inflation, even though the short-run NAIRU gap is
sometimes of the opposite sign to that of the NAIRU gap. For the United States, the
top left-hand panel of Figure V.1 shows that the unemployment rate was consistently
above the short-run NAIRU over the period 1996 to 1998, a period during which
inflation fell, even though the unemployment rate was below the NAIRU.

Since 1996 unemployment has tended to exceed both the NAIRU and the short  Therelative strength of
run NAIRU for the three largest euro-area economies, implying that demand pres-  exchange rates has been
sures have been an important influence behind the fall in inflation, at least until the important in explaining the
end of 1998. Over the same period, favourable movements in the short-run NAIRU  short-run NAIRU, although
in the United Kingdom and United States relative to euro-area economies are most recently theoil pricerise
explained by the relative strength of exchange rates and their effects on imported has been dominant
inflation. However, since 1999 the rise in oil prices has become a major factor
explaining the upturn in inflation and the corresponding increases in the short-run
NAIRU across most OECD countries.

For Japan the rise in inflation during 1996 and 1997 can be related to unemploy-
ment falling below the NAIRU combined with pressure from import prices following
depreciation of the yen. However, since 1997 the relatively rapid rise in unemploy-
ment, to levelsin excess of therising NAIRU has played an important role in driving
inflation down to negative rates. Indeed, the relatively large unemployment gap
coupled with the strengthening of the yen led to a further fall in inflation in 1999,
despite the sharp rise in oil prices.

If speed-limit effects are strong then the short-run NAIRU will show atendency to  “ Speed limit” effects may
track the actual unemployment rate because pronounced changes in unemployment will  represent a constraint in
generate considerable changes in inflation in the short-run. In these circumstances, a reducing unemployment even
rapid closing of a positive gap between actud unemployment and the NAIRU may gen-  if it isabove the NAIRU
erate unacceptable short-term inflationary effects. Among the G7 economies, such effects
arefound to be particularly important for Italy and the United Kingdom as reflected in the
peth of the short-run NAIRU estimates, which for these countries tend to fluctuate around
the actual unemployment rate rather than around the NAIRU (Figure V.1). Thus, for both
countries there have been prolonged periods during the 1980s and 1990s when the actual
unemployment rate has exceeded the NAIRU, but the profile of the short-run NAIRU
suggests that the scope for reducing unemployment without (temporarily) increasing
inflation was limited. Such speed limits may be less pronounced in other countries, but
nevertheless have represented a constraint in reducing unemployment quickly, even
whileit has remained well in excess of the NAIRU during most of the 1990s.

Finally, the limitations of any analysis based on the NAIRU and short-run  The limitations of any analysis
NAIRU should be emphasised, particularly that they depend on estimated econometric  based on the NAIRU suggest
relationships that explain inflation developments imperfectly, and are sometimes that it is only one of a range of
subject to large margins of error. Asillustrated in Table V.1 and Figure V.2, standard  indicatorsthat may be useful
errors surrounding the NAIRU estimates are on average about ¥ of a percentage for assessing inflation
point across all countries, but rise above 1 percentage point at the end of the estima-
tion period.X* Moreover, different specification choices may lead to different policy

14. See Richardson et al. (2000) and Boone (2000) for a description of the Monte Carlo methods used to
calculate these standard errors.
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FigureV.2. NAIRU estimates and standard error bands!
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conclusions. For example, the choice of which temporary supply shocks to consider
(oil and import price inflation in the current analysis) is based on what variables
explain inflation consistently well across most OECD countries, but other choices
are possible.’® These factors all suggest that the NAIRU and short-term NAIRU can
only serve as elements in a range of possible indicators that are useful for assessing
inflationary pressures.

Appendix: Estimation and adjustment of the NAIRU

The current OECD NAIRU estimates are based on the methodology presented and diss  The NAIRU estimates are based on
cussed in Richardson et al. (2000). Preliminary estimates are obtained from a Phillips curve  recent empirical work adjusted for
relationship using a Kalman filter. In some cases, these estimates are subsequently adjusted for  a number of factors
possible biases, particularly to allow for the effect of recent policy reforms given the uncer-
tainty surrounding the empirical estimates. This appendix describes this procedure and the
specific nature of the adjustments made in the case of individual OECD countries.

Estimation procedurefor preliminary estimates

In preliminary estimation, the Phillips curve specification found to be most robust across  Preliminary estimates are based on
all the countries examined was based on consumer price inflation and included both imported  estimated Phillips curves
inflation and oil prices as measures of temporary supply shocks. Although the theoretical
framework underlying the Phillips curve gives little guidance as to the choice between wage or
price inflation as the dependent variable, a measure of consumer price inflation has been used
on the grounds that such avariableis close to broad measures of inflation of most relevance to
policy makers and because the results were typically better determined econometrically.*

The Kalman filter generates atime-varying NAIRU from its ability to explain inflationary ~ The NAIRU is estimated to vary
developments subject to constraints relating to the movement of the NAIRU through time.Y”  smoothly over timeusing a Kalman
The first constraint specifies movement in the NAIRU either as a random walk or, more com-  filter...
monly for the European countries, as an autoregressive process. A second constraint concerns
the smoothness/volatility of the estimated NAIRU. The degree of variation is, in principle,
arbitrary but the choice of assumption is conditioned by the facts that too little variation in the
NAIRU will result in mis-specified and unreliable inflation equations, while too much varia-
tion undermines the concept and makes the NAIRU difficult to project and of limited use for
policy analysis.

Applying the above framework to 21 OECD countries generated resultsin which the ... for 21 OECD countries
unemployment gap was significant in explaining inflation across all countries (for the G7

15. For example Brayton et al. (1999) suggest that variations in the mark-up of prices over unit labour
costs explain low inflation in the United Statesin recent years. Similarly, Meyer (2000) suggests that
the temporary effects of productivity acceleration on inflation dynamics are especially relevant in the
case of the United States.

16. In practice, the choice between wage or price inflation does not appear to radically alter the results,
although the use of price inflation represents a change from previous OECD estimates which relate to
wage inflation and hence the NAWRU. For most countries the chosen inflation indicator was based
on the private consumption deflator.

17. The use of the Kaman filter to estimate the NAIRU follows a proliferation of recent studiesincluding
Gordon (1997 and 1998), King et al. (1995), Staiger et al. (1997a) where it is applied to the United
States, Bank of England (1999) to the United Kingdom, Gruen et al. (1999) to Austraia, Irac (1999)
to France, Meyler (1999) to Ireland, Apel and Jansson (1998, 1999) to Sweden, Rasi and
Viikari (1998) to Finland, Orlani and Pichelman (2000) for the European Union and Fabiani and
Mestre (1999) to the euro area. There are fewer studies where the approach is applied consistently
across a number of countries, although Laxton et al. (1998b) and Laubach (1999) both apply it to all
the G7 countries.
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These estimates are subject to
statistical uncertainty and are
adjusted for...

... three main sources of bias

For some countries allowance
ismade for changesin inflation
expectations and changes

in monetary policy regimes

economies typically explaining a quarter of inflation variation); temporary supply shocks rep-
resented by changesin real non-oil import prices and real oil prices were found to have significant
effects across virtually all countries; and the corresponding Phillips curves performed well in
terms of a standard range of diagnostic tests.

Revisionsto preliminary estimates

The NAIRU estimates generated by the econometric procedure described above have
subsequently been scrutinised by OECD country experts and sometimes revised to take
account of specific biases, particularly to allow for the effect of recent reforms. These revi-
sions also take into account the uncertainty surrounding the econometric estimates, as mea-
sured by the standard errors reported in Table V.1. In some cases these revisions simply
involved using a more appropriate definition of inflation or unemployment in the Phillips
curve estimation, which led to a better fitting Phillips curve and a profile for the NAIRU that
was judged to be more plausible.’®

For two countries (Canada and Greece) a more fundamental change of specification to
the Phillips curve involved more explicit modelling of inflation expectations. For a further
three countries (Australia, France and Switzerland) the preliminary estimates appeared to con-
tradict other information, particularly relating to the likely effect of recent labour market
reforms, and so were judgementally adjusted. These latter revisions occur at the end of the
estimation period where uncertainty surrounding any filter-based estimates of the NAIRU is
greatest.*® Two countries (Finland and Ireland) were considered as special casesin so far asthe
basic estimation framework was considered inadequate for explaining recent episodes.® These
revisions are discussed in further detail below.

M ore explicit modelling of inflation expectations (Canada and Greece)

In the original estimation, inflation expectations in the Phillips curve for most countries
are proxied by a distributed lag of past inflation rates. However, this assumption may lead to
biased estimates of the NAIRU following a change in policy regime. Canada and Greece are
two countries where allowing for such aregime change seemed appropriate and leads to sig-
nificant changes in the estimated NAIRU.

Canada was one of thefirg countries to introduce explicit inflation targeting in 1991. Empiri-
cal evidence from the Bank of Canada suggests that this has significantly influenced inflation
expectations and following this evidence, inflation expectations from 1991 onwards are modelled
as aweighted average of the (mid-point of the) inflation target and adistributed lag of past inflation
rates (with weights of about half on each component).2 The inflation variable used in the Phillips
curve is the core measure of consumer price inflation (excluding the effects of food, energy and
indirect taxes) that the Bank focuses on for the purposes of monetary policy (athough formaly the
inflation target is formulated in terms of the headline consumer price inflation). The new policy
regime may have provided an anchor for inflation expectations. Thus the fact that inflation in recent
years has only modestly undershot the official target may reflect its credibility rather than an only
small unemployment gap. In consequence, not taking into account the effect of the change in policy
regime on expectations is likely to lead to the NAIRU being over-estimated over recent years.

18. In the case of Spain this involved using an inflation rate based on core consumer price index rather
than the consumers’ expenditure deflator. For Denmark a standardised rate of unemployment was
used in place of aregister-based definition, because the latter might not be a consistent basis for esti-
mating the NAIRU given recent policy reforms which have eliminated a number of those on the rolls
who would not fit within the standardised unemployment definition. In the case of Germany a distinct
break in the NAIRU series was introduced to allow for the effect of re-unification (although this
change had virtualy no effect on the estimated NAIRU at the end of the estimation period).

19. SeeTableV.1and Figure V.2.

20. Finland and Ireland are also the two countries with the largest standard errors surrounding the Kalman
filter NAIRU estimates.

21. See, for example, Fillion and Léonard (1997); and Perrier (1998).
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Indeed, allowing for the change in policy regime lowers the NAIRU estimate on average by
0.3 percentage point over the period since the target has been in operation and by dightly more at
the end of the estimation period.??

Over the course of the 1990s, consumer price inflation in Greece has fallen from 20 to
2% per cent per annum. One factor underlying this fall, at least over the past several years,
may have been the effect that prospective membership of the European Economic and M one-
tary Union has had on lowering inflation expectations. To allow for this effect in the estima-
tion of the NAIRU, inflation expectations from 1991 onwards are specified as a weighted
average of past inflation and average euro area inflation, where the weight is estimated but
allowed to increase at a linear rate over time.? Allowing for this regime shift implies a sys-
tematically higher NAIRU (because some of the disinflation is attributed to an expectations
effect rather than the unemployment gap), that is on average nearly a percentage point higher
than implied by the standard Phillips curve specification.

Allowing for the impact of recent reforms (Australia, France
and Switzerland)

A practical limitation of the estimation method concerns the greater uncertainty at the The effects of labour market
end of the sample period and, in particular, with respect to the effects of recent and on-going reforms can be quite significant,
reforms. For those countries where such reforms took place in the late 1980s to mid-1990s (for  but for some countries reforms
example: the Netherlands, New Zealand, Spain and the United Kingdom), their impact on the may be too recent to show up in the
NAIRU istypically found to be substantial but relatively slow to emerge.* To the extent that a  estimates
number of other OECD countries are currently undergoing similar reforms, it may be too soon
to see any appreciable reduction in the NAIRU reflected in current econometric estimates. In
such cases, further adjustments are, therefore, made on the basis of the scale and nature of
these recent reforms.?

In Australia there have been significant reforms to both product and labour market insti-
tutions since 1996, including changes to the coverage of industrial awards, a move towards
more decentralised bargaining and ongoing deregulation and privatisation of utilities. To
incorporate the effect of these changes, the NAIRU was progressively revised downwards
from 1998 to 6% per cent in 1999 (compared with a preliminary estimate of 7% per cent).

For France the preliminary econometric estimates suggested that the NAIRU had been
broadly stable over the 1990s (at just over 10 per cent), athough the standard error surrounding
the estimate is among the largest of any country. Such a profile is not easily reconciled with the
structural reforms that have been implemented since 1995, in particular large cutsin social secu-
rity contributions, as well as evidence that the labour market has become more flexible with a
growing share of temporary and part-time employment. To reflect these reforms the NAIRU is
progressively revised downward from 1995, so that by 1999 it has fallen to 9% per cent.

Switzerland has recently undergone a major reform of the unemployment insurance sys-
tem that involved a tightening of unemployment benefit eigibility criteriain 1996 and 1997,
with moreintensive use of active labour market policiesin 1998 and with participation becom-
ing a condition of unemployment benefit eligibility. The tighter eligibility criterion has
implied a significant drop in register-based unemployment — an effect which the Kalman filter
can pick up only gradually. The preliminary econometric estimates of the NAIRU were
adjusted to reflect these changes; afall of % per cent isimposed from 1997 to give an estimate
of the NAIRU of 2% per cent in 1999.

22. For Canada the econometric NAIRU estimate was a so revised down 0.1 percentage point in 1999 to
reflect the effect of recent reforms to the unemployment insurance system.

23. By the end of the sample the weights on lagged and euro areainflation are around 85 and 15 per cent,
respectively.

24. The fall in NAIRU estimates for these countries since implementing labour market reforms has, on
average, been up to % per cent per annum, typically over aperiod of four to five years.

25. For further details of the reforms, see the most recent OECD Survey relating to the country concerned
as well as the chapter on “Recent labour-market performance and structural reforms” in OECD
Economic Outlook, No. 67.
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For some countries, special factors
make the estimates much less
reliable

Special cases (Finland and Ireland)

In two specid cases (Finland and Ireland) the specific estimation framework is consid-
ered inadequate for explaining past and recent experiences.

Finland has been affected by a number of major shocks in the early 1990s: the bursting
of an asset price bubble, a sharp terms-of-trade fall and the collapse of trade with the former
Soviet Union. To reflect the impact of these shocks the profile of the estimated NAIRU has
been judgementally adjusted in order to give a profile with a more pronounced rise in the early
1990s, that fallsin the second half of the 1990s (consistent with supply side improvementsin
taxes, replacement rates and employment protection legislation) to a level of about 9 per cent
in 1999.

The case of Ireland is unusual given the importance of immigration flows, which may
mean that the NAIRU is more volatile than for most other countries with a greater tendency to
follow the actual unemployment rate. Attempts to allow for this in the estimation process
were, however, unsuccessful. Instead the econometric estimate was progressively revised
downwards from 1995 to be more in line with the sharp fal in actual unemployment, so that
by 1999 it had fallen to 7 per cent (compared with an econometric estimate of 9 per cent).
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VI. HOUSE PRICES AND ECONOMIC ACTIVITY

In many OECD countries, movementsin real house prices have been closely cor-
related with the business cycle. Strong increases in property values were associated
with the overheating in the late 1980s in several countries, and are widely considered to
have contributed significantly to an unsustainable expansion in demand. With house
prices rising more rapidly than most other prices in several Member countries in the
second half of the 1990s, their potential macroeconomic impact is again becoming an
important issue. In the United States for instance, the contribution of real estate devel-
opments to the current economic expanson has been emphasised recently; house price
developments are being scrutinised in the United Kingdom as advanced indicators of
demand pressure; in several smaller European countries, the potential impact of boom-
ing property values on demand has been a matter of concern.

This chapter examines the role of house prices in influencing private consump-
tion and residential investment in OECD countries.! The main results suggest that:

— House prices have a significant positive impact on private consumption.

— House prices aso appear to have an important effect on private residential
investment.

— As might be expected, property prices can be useful indicators of demand
pressures in the economy.

The first section of this chapter documents the developments of inflation-
adjusted house prices over the past three decades in selected OECD countries. The
second section assesses how changes in the mortgage market since the early 1970s
are likely to have affected the link between property prices and demand. The third
and fourth sections examine the role of house prices in influencing respectively, pri-
vate consumption and residential construction. The final section discusses the policy
implications of the findings of the chapter.

Many OECD countries have experienced large variations in the level of house
prices? in real terms, i.e. adjusted for movements in the consumer price index, over
the 1970-99 period (Figure VI.1). Measured as the standard deviation of the annual
growth rate of real house prices, fluctuations have been particularly strong in

1. Detailed analyses of the trends, outcomes and issues in housing market of OECD countries can be
found in Girouard and Bléndal (2000).

2. Dataon house prices for 16 countries have been provided by the Bank for International Settlements.
See footnote of Figure V1.1 for detailed definitions of data across countries. Regional house price
dynamics can be very large. However, in this paper property price devel opments are considered at the
national level.

House price movements and economic activity

House price movements have
macroeconomic impacts

House price fluctuations have
been strong in many OECD

countries...

© OECD 2000
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FigureVI.1. Real house price developments, 1970-19991
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1. Dataon residential property prices are not strictly comparable across countries due to differences in definitions. In most countries, the house price index covers house
prices on a national basis. However, in Australia, the index refers to aweighted average of capital cities and regional areas, whereas in Germany, the index refers to the
prices of houses located in western Germany. In Japan, the price index refersto residentia land prices. Furthermore, depending on the country, the index relates to prices
of existing and/or new houses, to prices of houses for owner-occupation only or also to prices of second residences, to prices of houses for which aloan has been applied
for only or to amix-ajusted house price index taking into account severa differences in property type. House prices are deflated by the consumer price index.

Source: Bank for International Settlements.
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Finland, Italy, Japan, the Netherlands, Spain and the United Kingdom. In these coun-
tries, the cumulative increase and decrease in property values over the cycle have
been striking:

— In Japan, inflation-adjusted property prices rose by close to 75 per cent in the
five yearsto 1990 and have fallen by athird since then.

— InItaly, real house prices increased by more than 50 per cent in the 1988-92
period. In 1974-75 and 1979-81 prices had risen by around 40 per cent in real
terms.

— In the United Kingdom, inflation-adjusted house prices rose by more than
50 per cent in 1972 and 1973, only to fall by 30 per cent in the subsequent
four years. In the latter part of the 1980s, real house prices rose by more than
two-thirds in a period of four years. They then fell by more than 20 per cent
in the five yearsto 1994.

— In the Netherlands, real property prices rose by close to 75 per cent in the
1974-78 period, and then fell by 50 per cent by the mid-1980s. The cumula-
tiveincrease in real house prices since 1993 has been more than 50 per cent.

— In Finland, an increase of more than 50 per cent in the three years to 1989
was followed by a45 per cent fal in the subsequent four years.

— In Spain, real house prices rose by 120 per cent in the five years to 1991.

In many OECD countries, changesin real house prices appear to be closely cor- ... and havein general been
related to business cycles as measured by OECD output gap indicators. Falling closely associated with the
property values have accompanied recessions in Japan and some European Union business cycle over the past
countries since the early 1980s. Conversely, the overheating in the late 1980s in the 30 years
United Kingdom and some of the Nordic countries was associated with sustained
growth of inflation-adjusted real estate prices. Statistical correlations suggest strong
links, in particular in the United Kingdom, Canada, Germany, Spain and some of the
Nordic countries over the 1970-99 period. For France, Japan, and Italy the correla-
tion coefficients are significant for the period since 1980.3

Since the mid-1990s, real house prices have risen rapidly in the United Kingdom, Recent increasesin house
Ireland, the Netherlands, the Nordic countries and Australia. Sustained, if more prices have coincided with
moderate, price increases have also taken place in the United States. The cumulative  strong economic expansions
rise in house prices in these countries has been associated with strong economic
expansion, with most of them now operating near or above full capacity. The housing
market was weak in a few countries in the latter part of the 1990s. In Japan, real
property prices have continued their gradual but steady decline since 1990. In
Germany the housing market is still suffering from the hangover following the unifi-
cation boom and from the withdrawal of tax subsidies in the late 1990s.

Changes in house prices affect the wealth position of households as commonly  Changesin house prices affect
measured. Indeed, residential property is often the single most important component  the wealth position of
of the asset side of a household balance sheet. Overall, the relative weight of real  households...
estate has fallen somewhat in the 1990s as a result of the sharp increase in the price

3. Correlation coefficients for the United Kingdom, Germany, Canada, Spain and some of the Nordic
countries range from 0.5 to 0.75 over the 1970-99 period. They are statistically significant in France
and Italy after 1980 at 0.6 and 0.8 respectively. In the United States, a significant correlation is
observed since 1990. In Japan, there is no evidence of a correlation between property prices and the
output gap except in the 1970s.
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TableVI.1. Household assets

Per cent of household total assets

Housing assets Other assetsin 1998
Other Other
1970 1980 1990 1995 1998 Equity financial tangible
assets assets
Per cent

United States 22 27 27 23 21 20 50 8
10 14 8 10 10 3 44 43
Germany . . 34 34 32 3 35 30
France? 34 44 43 42 40 3 47 9
Italy 36 40 37 35 31 17 39 13
United Kingdom . 40 a4 33 34 12 47 7
Canada 21 22 23 22 21 17 39 23

a) 1998 datarefer to 1997.

Sources: OECD, Financial Accounts of OECD countries; United States, Federal Reserve, Flow of Funds Accounts of the United States, September 2000; Japan, Economic
Planning Agency, Annual Report on National Accounts, 2000; Germany, Deutsche Bundesbank, Ergebnisse der gesamtwirtschaftlichen Finanzierungsrechnung
der Deutschen Bundesbank; France, INSEE, 25 ans de Comptes de Patrimoine (1969-1993), and Rapport sur les Comptes de la Nation. (France's estimates for
household equity holdings have been corrected to exclude non-quoted shares. Data presented are based on national authorities' estimates of the ratio of quoted to
non-quoted shares in household portfolios); Italy, Banca d'ltalia, Supplementi al Bollettino Statistico and unpublished estimates; United Kingdom, Central
Statistical Office, United Kingdom National Accounts, Financial Satistics; Canada, Statistics Canada, National Balance Sheet Accounts.

... and are linked to changesin
household borrowing

Before the 1980s, mortgage
markets were subject to
restrictionsin many countries

Deregulation in the mortgage mar ket

of equities, but it still accounts for 20 per cent of total gross household assets in the
United States and Canada, and between 30 to 40 per cent in the major European
countries, (Japan, at 10 per cent, is an exception to this picture) (TableV1.1). As
owner-occupation rates exceed 50 per cent in most OECD countries* a large number
of households will be affected by changes in property prices.

House price fluctuations also tend to be associated with changesin household bor-
rowing. An increase in property prices generally goes hand in hand with increased net
mortgage lending, the predominant mode of lending to households, while falling real
estate prices are typically accompanied by decreased mortgage borrowing by house-
holds. These co-movements in property prices and household borrowing were compar-
atively wesk in the 1970s, but they have become stronger in the 1980s and 1990s.

The increased correlation between house prices and mortgage lending to house-
holds since the early 1980s reflects changesin the financial system that have expanded
the scope for households to use their housing wealth as a basis for borrowing. In the
regulatory environment prevailing in most countriesin the 1970s, financial institutions
usually had limited scope to increase mortgage lending, despite a higher value of assets
that could be used to secure loans. Mortgage lending was generally reserved for specia-
lised ingtitutions that were prohibited from engaging in other activities, direct quantita-
tive limits were imposed on mortgage loans or the funding capacity of these
institutions curtailed, and terms and conditions of mortgage lending were regulated.

4. See Chapter VIII, “Monetary Policy in a Changing Financial Environment” in OECD Economic
Outlook 67, June 2000.
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Financia reforms since the 1980s have significantly reduced constraints on Financial reforms have
households’ borrowing (Table V1.2). In some cases it contributed to macroeconomic  increased households’ accessto
fluctuations as both policymakers and market participants went through a learning mortgage credit...
process as they adapted to the new environment.® In the United States, the United

—— TableVI1.2. Selected financial deregulation and liberalisation measur es affecting the housing market ——

United States

Japan
Germany

France

Italy

United Kingdom

Canada

Australia

Denmark

Finland

Netherlands
New Zealand
Norway

Sweden

Securitisation introduced in 1971
Interest rate deregul ation, phasing out of Regulation Q? over four years starting in 1980
Elimination of portfolio restrictions for thriftsin 1980

Bank specialisation requirements reduced in 1993
Interest rate deregulation completed in 1994

Interest rate deregul ation in 1967
Implementation of Second Banking Directive (89/646/EEC)® into national law in 1992

Bank specialisation requirements reduced in 1984

Elimination of credit controlsin 1987

Securitisation introduced in 1991

Implementation of Second Banking Directive (89/646/EEC) into national law in 1992

Interest rate deregul ation in 1983

Credit cellings eliminated in 1983 and temporarily re-imposed in 1986-87
Implementation of Second Banking Directive (89/646/EEC) into national law in 1993
Separation of long-term and short-term credit i nstitutions abolished in 1994

Credit controls, “the corset”, diminated in 1980

Bank of England’s minimum |lending rate abolished in 1981

Banks allowed to compete with building societies for housing finance after 1981
Building societies allowed to expand their lending business after 1986

Government withdrew guidelines on mortgage lending in 1986

Securitisation introduced in 1987

Implementation of Second Banking Directive (89/646/EEC) into national law in 1993

Ceiling on interest rates on bank loans eliminated in 1967

Restrictions on the banks' involvement in mortgage financing abolished in 1967
Banks allowed to have mortgage loan subsidiaries in 1980

Securitisation introduced in 1987

Bank specialisation requirements eliminated for large domestic banksin 1980
Quantitative bank lending guidance eliminated in 1982
Interest rate deregul ation in 1985

Liberalisation of mortgage contract terms in 1982

Interest rate deregul ation in 1982

Elimination of restrictions on mortgage bond issuance in 1989

Implementation of Second Banking Directive (89/646/EEC) into national law in 1991

Funding quotas from the Central Bank to commercia banks eliminated in 1984
Interest rate deregul ation in 1986

Government withdrew guidelines on mortgage lending in 1987

Securitisation introduced in 1989

Interest rate deregul ation in 1980
Implementation of Second Banking Directive (89/646/EEC) into national law in 1992

Credit-allocation guidelines removed in 1984
Interest rate deregulation completed in 1984

Lending controls abolished in 1984
Interest rate deregul ation in 1985

Interest rate deregul ation in 1985
Lending ceilings for banks abolished in 1985

a) Deposit interest rate ceilings.
b) This Directive refers to the co-ordination of laws, regulations and administrative provisions relating to the taking up and pursuit of activities and services of credit
institutions. It is aimed at further liberalising banking services from the point of view of both the freedom of establishment and the freedom to provide financial

services.

Sources: Williamson and Mahar (1998), Freedman (1998), Booth et al. (1994), Drees and Pazarbasioglu (1995), and OECD.

5. As became evident later, many ingtitutions over-extended mortgage credit in the new competitive
environment. Indeed, many countries suffered serious problems with mortgage loans, requiring costly
public interventions (see Edey and Hviding, 1995).
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... and competition in the
mortgage market has
intensified

Kingdom, the Nordic countries, Australia and New Zealand, the liberalisation pro-
cess was relatively quick and was almost completed by the mid-1980s. In some con-
tinental European countries and Japan, deregulation tended to be less comprehensive
and slower.

In the countries where liberalisation was completed by the mid-1980s, competi-
tion in the mortgage market rose as new entrants fought to gain market share:

— In the United States, the reduction of preferential tax treatment in favour of
thrifts,® the elimination of interest-rate ceilings and government measures to
develop secondary markets in mortgage bonds increased competition
between banks and thrifts for customers. The share of non-thrift institutions
in total mortgage origination, i.e. direct lending to households, rose from
45 per cent in the late 1970sto 60 per cent in the late 1980s, and their sharein
outstanding home mortgages reached 70 per cent in the late 1980s.

— Inthe United Kingdom, banks entered the mortgage market as credit controls
were lifted and restrictions on mortgage lending for non-housing purposes
abolished. The market share of building societies in net advances, i.e. new
loans secured on dwellings, which accounted for 50 per cent of the mortgage
market in the late 1970s, dropped to 35 per cent by the late 1980s. Housing
credit was expanded significantly, and the range of types of contract available
was increased.

— In Canada, ceilings on interest rates on loans and restrictions on commercial
banks' involvement in mortgage financing were abolished in 1967, permitting
banks to invest in non-insured mortgages. Since then, there has been rela-
tively strong competition between banks and trust and mortgage loan compa-
nies in the market for mortgages. The banks' share of the residential
mortgage market (including securitised mortgages) climbed steadily from
10 per cent in 1970 to about 55 per cent in the late 1990s (Freedman, 1998).

— In most Nordic countries, the impact of financial deregulation was particu-
larly strong on the housing market as it was accomplished within few years
and in conditions when tax systems gave strong incentives to borrow. The
lifting of lending and deposit rate ceilings opened the way to more competi-
tion by facilitating entry of banks and other financial institutions into new
segments of the credit market.

In Germany, the financial system was largely liberalised in the early 1970s, with
all interest rate restrictions having already been removed in 1967. However, competi-
tion on the funding side of the banking sector has remained somewhat distorted
given that public-sector financial institutions, accounting for alarge share of the resi-
dential mortgage market, benefit from advantageous financing conditions due to per-
ceived public guarantees.

In a number of other countries the reform process was less comprehensive and
competitive pressure less intense in the mortgage market:

— In France, deregulation allowed commercia banks to compete in the mort-
gage market after 1987, but restrictions on interest rates remained for alonger
period. Although market-driven lending became the rule, funding sources

6. The term “thrift” refers to savings and loans and saving banks. Both institutions have traditionally
focused on retail deposit gathering and mortgage lending.
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were not completely competitive, and public-sector financia intermediaries
still enjoy significant advantages. Until mid-1999, the Crédit Foncier de
France, the main state housing loan institution, had the monopoly right to
issue mortgage bonds.

— In Italy, quantitative ceilings on bank loans were abolished in 1983 but re-
imposed temporarily in 1986 and 1987. In 1994, important restrictions on
activities in the banking sector were eliminated and all types of credit institu-
tions were allowed to issue mortgage bonds and grant long-term loans. Banks
are nonetheless subject to various procedural and lending restrictions on their
mortgage activity, limiting their possibilities to engage in mortgage lending.

— Japan took a gradual path to deregulating its financial markets. Interest rate
deregulation began in the early 1980s but restrictions were not completely
eliminated until the mid-1990s and credit controls were lifted gradualy in the
early 1990s. However, in the second half of the 1980s, housing loans
increased massively as banks were faced with abundant liquidity due to the
relaxed monetary policy. They lent to housing loan corporations (jusen),
which were active in mortgage financing and contributed to the substantial
expansion of property loans.

Reforms in financial markets have often been reflected in the extent to which
households inject equity into the housing market or, in some cases, withdraw it,
i.e. the difference between households' residential investment and the flow of net
mortgage lending to households (Figure V1.2). Deregulation of the mortgage market
in the 1980s was accompanied by housing equity withdrawal on alarge scale in the

Figure VI.2. Housing equity withdrawal in selected countriest
Per cent of household disposable income

Per cent Per cent
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1. Housing equity withdrawal is defined as the difference betwen net mortgage
lending to households and residential investment by households.

2. Datainclude net land purchases.

3. Databefore 1991 are for West Germany.
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United States

New mortgages:

Outstanding
mortgages:

Japan

Germany

France

Italy
United Kingdom

Canada

Austria

Belgium
Denmark

Finland

Greece
Ireland
Netherlands
Norway

Portugal
Spain

Sweden

Main lenders®
(approximate market share)

TableVI.3. Mortgage marketsin OECD countries. I nstitutional set-up?

Interest adjustment
(approximate market share)

(years)

" Maximum
Typical term loan-to-valueratio®

(per cent)
Fixed rate: 74%
Initial fixed-period rate: 26% 30 75-80¢
Mortgage companies: 58%
Commercial banks: 24%
Savings Institutions: 15%
Mortgage pools: 55%
Commercial banks: 19%
Savings institutions: 12%
Housing | oan corporation: 30% Fixed rate: 36% 25-30 70-80¢
Commercial banks: 64% Initial fixed-period rate and variable rates: 64%
Mortgage banks: 28% Initial fixed-period rate: 100% 25-30 60-80
Savings banks: 26%
Co-operative and Mutual credit banks: 14%
Co-operative and Mutual credit banks: 34% Fixed rate: 60% 15 80
Commercial banks: 33% Variable rate: 40%
Savings banks: 13%
Commercial Banks: 100% Initial fixed-period rate: 50% 15 50
Fixed rate: 50%
Building societies:® 23% Initial fixed-period rate: 95% 25 100
Commercial banks: 71% Variablerate: 5%
Commercial banks: 55% Fixed or initial fixed-period rate: 92% 25 754
Trust companies: 11% Variable rate: 8%
Co-operative credit institutions: 14%
Bausparkassen: 20% Initial fixed-period rate: 100% 20-30 60-80
Savings banks: 26%
Mortgage banks: 19%
Commercial banks: 91% Initial fixed-period rate: 79% 20 80-85
Insurance corporations and Pension funds: 6% Fixed rate: 21%
Mortgage banks: 90% Fixed rate: 78% 30 80
Commercial banks: 10%
Commercial banks: 38% Initial fixed-period rate: 90% 15-18 70-80
Specialised lenders: 38%
Co-operative and Mutual credit banks: 19%
Commercial banks: 67% Initial fixed-period rate: 88% 15 70
Specialised ingtitutions: 31% Fixed rate: 12%
Building societies: 62% Initial fixed-period rate: 70% 20 90
Commercial banks: 38% Variable rate: 30%
Commercial banks: 85% Initial fixed-period rate: 80% 30 75
Insurance corporations and Pension funds: 15% Variable rate: 20%
Savings banks: 43% Initial fixed-period rate: 10% 15-20 80
Commercial banks: 38% Variable rate: 90%
Commercial banks: 100% Variable rate: 100% 15 90
Savings banks: 52% Initial fixed-period rate: 50% 15 80
Commercial banks: 38% Variable rate: 50%
Mortgage banks: 80% Initial fixed-period rate: 100% <30 60-80

Insurance corporations and Pension funds: 10%
Commercial banks: 10%

Note: Inafixed rates contract theinterest rate does not change throughout the entire duration of the loan. An initial fixed-period rate contract will start with aperiod during
which the interest rate does not change. After thisinitial period, the interest rate can either be fixed for another period or vary. In avariable rate contract the interest

rate could change from every day up to one year.
a) Most recent data available.

b) Market shares of main lenders in the United States refer to new mortgage, representing the flow of new loans, and to outstanding mortgages defined as the stock of

loans (including securitisation). For Canada and European countries, securitised mortgage loans are included.

¢) Normal maximum loan-to-value ratios are presented here. The European Mortgage Federation also reports absolute maximum |oan-to-value ratios.

d) For these countries, typical |oan-to-value ratio are presented.

€) Since 1997 a number of building societies have converted their status of mutual institutions to commercial banks. The share of building societies indicated above

refers to the remaining institutions under the Building Society Act.

Sources. European Mortgage Federation (2000), Noguchi and Poterba (1994), US Department of Housing and Urban Development, Canadian Housing and Mortgage
Corporation.
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United Kingdom and Norway, and, to alesser extent, in the United States and Sweden.
While this was followed by a period of no housing equity withdrawal or housing
equity injections, there has been a tendency in these countries for mortgage borrowing
by households to exceed their residential investment in the latter part of the 1990s.
Such equity withdrawal provides households with liquidity and may work to provide
a stimulus to consumption. By contrast, in countries where the deregulation of the
mortgage market has been less extensive, the household sector has been permanently
injecting equity into housing, in most cases by substantial amounts. Japan is an
exception in this respect, but, as noted earlier, the positive housing equity withdrawal
in the 1980s was primarily related to ample liquidity in the financial system.

Partly reflecting the uneven progressin liberalising mortgage markets, theterms  However, convergence across

and conditions on mortgage loans vary considerably across countries (Table VI1.3). countriesisstill far from
For example, normal maximum loan-to-value ratios range from 50 per cent in Italy complete
to 100 per cent in the United Kingdom, the standard length of mortgage loans varies
from 15 yearsin France, Italy, Finland and Greece to 30 years in the United States,
Denmark, and the Netherlands, and the share of variable rate mortgage loans ranges
from 10 per cent to 100 per cent. While these differences are likely to reflect differing
regulations and intensity of competition in mortgage market, they aso mirror differ-
ences across countries with respect to legal procedures (e.g. the granting of loans and
repossession in the case of loan default) and differences in regulations of the rental
sector.

Housing wealth and private consumption

Changes in property prices can have powerful impacts on private consumption Changesin house prices may
through wealth effects.” Thus, owner-occupiers may perceive house price increases  influenceconsumption through
as an addition to their wealth, and reduce their saving out of current income.® How- awealth effect...
ever, households planning to purchase their own homes may reduce their consump-
tion in the wake of higher house prices as they will have to save more for higher
down-payments and repayments. For these reasons, the strength of the wealth effect
is uncertain.

Changing house prices may influence private consumption, even if wealth ... and through an easing of
effects are absent, to the extent they influence the borrowing capacity of house- liquidity constraintson
holds.® Credit rationing was often an inherent feature in a system that artificially —households
fixed interest rates at low levels. But rationing at the margin may also be afeature of
amarket-based system for reasons such as asymmetric information between borrowers
and lenders (see Deaton, 1991, for a review of arguments for credit constraints). In
practice, households’ ability to borrow is strongly dependent on their capacity to

7. See Miles (1995) for a comprehensive coverage of issues related to the housing markets and their
macroeconomic impact.

8. It is dso possible that owners do not fed wealthier when the value of their property goes up since
their implicit rental costs have gone up as well. However, in this case the increased implicit rental cost
could induce the owners to trade down and the resulting housing equity withdrawal could be used to
increase consumption.

9. SeeKennedy and Andersen (1994) for a comparative analysis of the role of house pricesin household
saving.
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The OECD has examined the long-term determinants of
consumption in mgjor OECD economies, and in particular the
role of housing wealth in driving households' current spend-
ing. Building on earlier OECD work on the impact of stock
market wealth on private consumption, the approach adopted
has been to estimate structural consumption equations. Two
different long-run specifications have been employed. The
first one relates private consumption to the net worth of house-
holds (or the personal sector). Thisimplicitly assumes that the

MPC out of net worth

Box VI.1. Wealth and consumption: somerecent empirical evidence

Estimates of marginal propensity to consume

marginal propensity to consume (MPC) is equal for different
forms of wealth, so that a dollar change in housing wealth is
constrained to have the same effects as a dollar change in
financial or other forms of wealth. The second specification
allows the MPC to differ across three major components of
total net worth: net financial wealth (i.e. financial assets minus
financid liabilities), housing wealth and other wealth derived
as aresidud. Apart from these central variables, both specifi-
cations include interest rate and inflation terms.

MPC out of housing wealth

United States 0.04 0.05
Japan 0.16%
France 0.03 0.042
United Kingdom 0.02 0.03*
Canada 0.05 0.12

a) Net housing wealth, i.e. gross housing wealth minus home mortgages.
Source:  OECD.

The main results suggest that the long-run marginal pro-
pensity to consume out of net worth (including housing
wealth) in the United States, France, the United Kingdom
and Canada ranges from 0.02 to 0.05 (Table). Regression
results also indicate that an extra dollar of housing wealth in
the United States will ultimately result in increased private
consumption of about 5 cents. The marginal propensity to
consume out of housing wealth in France and in the United
Kingdom is estimated to be somewhat smaller. On the other
hand, the OECD estimates for Japan and Canada are high and
significantly above results reported in the literature.

The importance of housing wealth in determining private
consumption is supported by econometric studies in a num-
ber of countries.! Recent work in the United States suggest
that for each dollar increase in housing wealth, households
increase their consumption by 3 to 5 cents (Greenspan, 1999,
and Brayton, Davis and Tulip, 2000).? In the United Kingdom,
many studies have attempted to link consumption behaviour
with the devel opments in the housing market.® The estimated
long-term housing wealth elasticity ranges from 6 per cent to
15 per cent and corresponding estimates of marginal propen-

sity to consume out of housing wealth vary between 0.02 and
0.08. In Japan, Ogawa et al. (1996) reported property wealth
effects (land and housing wealth) with estimates of the long-
term elasticity ranging from 6 per cent to 10 per cent. In
Italy, little evidence of housing wedlth effects is reported in
the literature. However, Rossi and Visco (1995) provided
evidence of a marginal propensity to consume out of total
wealth of the order of 0.03 to 0.035, once account is taken of
double counting of social security transfers in the measure-
ment of disposable income and pension wealth. Similarly, in
Canada, evidence of housing wealth effectsis limited in
empirical studies. Bérubé and Cété (2000) presented esti-
mates for long-term net worth elasticity ranging from 2 per
cent to 4 per cent. For France, avariety of studies provide no
strong evidence of any wealth effect at all.

The importance of housing equity withdrawal for private
consumption is also supported by OECD regression analysis
for the United States, the United Kingdom, France and Canada.
In these countries, changesin housing equity withdrawal influ-
ence the saving ratio, operating in addition to total wealth
effects that determine the long-run value of the saving rate.*

1. See Boone et al. (1998) for areview of the role of stock market fluctuations on wealth and consumption.
2. The estimates of marginal propensity to consume vary substantially across models as they depend on the particular measure of wealth that
isincluded in the set of explanatory variables, on the measure of private consumption, on the data sample, and on the particular specifica

tion being estimated.
3. For asurvey, see Church, Smith and Wallis (1995).

4. Recent work in the United States suggests that cash-out refinancing activity in 1998 and early 1999 islikely to have boosted consumption
spending, but by only a small amount relative to aggregate consumption spending (Brady et al ., 2000).
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supply assets that can serve as a security for repayments and real estate is the most
widely used collateral asset. Households can withdraw part of the rise in housing
equity by increasing their borrowing secured on rising property values, and use some
of the proceeds to finance extra consumption.

Empirical work by the OECD (see Box V1.1) suggests that the recent increases
in house prices have contributed to boosting demand in a few countries. Over the
1996-99 period, the growth of housing wealth in excess of income growth in the
United States may have contributed 0.4 percentage point to the total drop of the
household saving ratio of some 2.4 percentage points. In the United Kingdom,
increases in the ratio of housing wealth to disposable income over the same period
could have reduced the saving ratio by some 2 percentage points.

Property prices can have important effects on residential investment through
their impact on the profitability of such activity. When house prices rise above cur-
rent construction costs, it will be profitable for developers to engage in the building
of new housing units. Because such investment is likely to be small in the short run
relative to the existing housing stock, current construction activity is unlikely to have
much impact on house prices. The new units can thus be sold at the price prevailing
in the secondary housing market and at a margin over costs. However, over time the
cumul ative addition to the housing stock will impinge on property prices, and in the
long run price-cost margins will return to normal.

As measured by the ratio of residentia property prices to the implicit residential
investment deflator (which excludes land costs), price-cost margins in the housing
construction industry have fluctuated markedly in several Member countries for which
dataare available. The annual fluctuations and cumulative changes have been particularly
pronounced in some of the smaller European countries, notably in Denmark, Finland and
Norway and to a lesser extent in the United Kingdom (Figure V1.3). By contrast, the
three largest OECD countries have experienced only small changesin price-cost margins.

For the mgjority of countries under review there is afairly close contemporaneous
association between the congtruction profitability indicator and private residentia invest-
ment (Table V1.4). The correlation coefficient is strikingly high in some of the smaller
European countries, even exceeding 0.8 over the 1980-99 period in the Netherlands,
Denmark, Spain and Belgium. On the other hand, the correlation is weak in the United
States, Japan, France and Norway, while the negative correlation observed in Germany
may be attributable largely to large-scale subsidies aimed at improving housing standards
inthe New Lander, which are not taken into account in the profitability indicator.

Notwithstanding the close short-run associations in many countries, there is
little formal evidence of a stable long-run relationship between the profitability of
construction and private residentia investment. To some extent this could result from
the fact that the profitability indicator used here does not include the cost of land,*®
but it could also reflect the importance of other factors. For example, prices for new

10. Studies using better measures of price-cost discrepancies have detected more significant long-run
links between profitability and investment in some countries.

House prices and residential investment

Changesin housing wealth
have played arolein driving
consumption in some countries
in recent years

Property prices can influence
residential investment through
their impact on the profitability
of house building

High volatility in the price-cost
margins have characterised
several small countries

Price-cost margins have been
closely correlated with private
residential investment in some
countries...

... but thereislittle evidence
that profit margins alone can
explain private residential
investment in the long run
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Figure V1.3. Residential investment and its profitability in selected OECD countriest

—— Profitability of residential investment (left scale)
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1. The profitability of housing investment is measured as the ratio of residential
property pricesto theimplicit residentia investment deflator. In Japan, residential
property pricesrefer to theimplicit price deflator for the housing stock as recorded
in national accounts.

Source: OECD.
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TableVI.4. Residential investment and its profitability?

Correlation coefficients, 1980 to 1999
(*: Statistically significant at 5 per cent level)

United States 0.37
Japan 0.35
Germany -0.71*
France 0.25
Italy 0.77*
United Kingdom 0.61*
Canada 0.66*
Australia 0.51*
Belgium 0.83*
Denmark 0.92*
Finland 0.59*
Ireland 0.43
Netherlands 0.92*
Norway 0.16
Spain 0.82*
Sweden 0.60*

a) Data for residential investment refer to the private sector. Its profitability is measured as the ratio of residential
property prices to the implicit residential investment deflator (which excludes land costs).
Source:  OECD.

and existing houses may differ for reasons such as segmented financing arrange-
ments. Also, property developers may have been constrained in their investment
decisions by lack of finance. Indeed, construction companies have typically been
highly leveraged and thus particularly vulnerable to any changes in lending practices
of financial ingtitutions.

Policy implications

The link between house price developments and movements in aggregate Property prices may serve
demand suggests that monitoring developments in property markets can provide a as useful indicators of excess
useful input to the setting of economic policy. In anumber of OECD countries house demand pressures...
prices are already regarded as important indicators of the state of the economy and
demand pressures, and timely and comprehensive data on property prices are available.

However, in some other countries, adequate information about real estate pricesis
lacking. Increased efforts would therefore be warranted to develop better data collection
systemsin this area.

It is also important to monitor changes in mortgage arrangements that make it ... and to monitor changesin
easier for households to withdraw housing equity and hence to finance consumption.  the opportunity for households
In the coming years, in particular in the European Union with the establishment of a  to withdraw housing equity
single market in financial services, terms and conditions on mortgage products are
likely to change further. Market forces may act to make mortgage borrowing easier
in the countries where down-payment requirements are still high and repayment peri-
ods remain short. This process of convergence may thus involve a stimulus to
demand in some countries by making it easier to withdraw housing equity.
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Where strong increases in property values are part of a more general pattern of
excess demand in markets for goods and services, the need for a monetary policy
response is clear. The more difficult situation arises when no such general pattern of
excess demand is apparent. Rising property prices may give rise to concern that
inflation pressures are latent, but in their absence a policy response is difficult to jus-
tify. The major risk in this circumstance is that property prices may rise to unsustain-
able levels, resulting in severe balance-sheet problems once a correction sets in, as
occurred in a number of countries in the late 1980s and early 1990s. Strong supervi-
sion arrangements in the financial sector and high prudential standards provide the
best means of guarding against this risk.
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VIlI. TRENDSIN IMMIGRATION
AND ECONOMIC CONSEQUENCES

Introduction and summary?

For avariety of reasons, international migration has long been a concern in both
originating and receiving countries. Recently, the debate has focussed on the role that
immigration may play in easing the economic and budgetary impacts of declining
and ageing OECD populations and addressing skilled labour shortages in sectors
such as information technology. This chapter reviews recent trends in international
migration and then attempts to synthesise what is known about the impacts of immi-
gration on labour markets and public finances. It concludes with a brief discussion
on some of the linkages between emigration and economic development in the
source country. The main findings can be summarised as follows:?

Most studies suggest that immigration confers small net gainsin terms of per
capita output to the host country, but the distribution of the benefits is not
necessarily even and depends on the qualification structure of the immigrant
and native-born workforce.

Past immigration has had no obvious impact on native unemployment. It
might even have been beneficial for the economy and for native employment
to the extent that it acts as a source of flexibility.

A number of OECD countries have recently moved to favour the immigration
of more skilled labour. This has raised concerns of apossible “brain drain” in
less devel oped countries.

Immigration impacts on government expenditures and revenues, but the net
impact at the national level seems to have been negligible so far.

Increased immigration can limit the adverse impact on living standards and
government budgetary positions due to declining and ageing populations, but
cannot on its own resolve the problem.

Policies to stimulate economic development may reduce the incentive to
emigrate from developing countries.

1. This chapter has been prepared in co-operation with the Non-member Economies and International
Migration Division of the Directorate for Education, Employment, Labour and Social Affairs.

2. For amore detailed assessment see Coppd et al. (2000) and the bibliography and references therein.
See also Visco (2000a).

This chapter reviews trends
in immigration and its impacts
on labour markets and public

finances
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Migration statistics are not
readily comparable across
countries

Immigration patterns have
changed in all OECD countries

Trendsin international migration

Box VII.1. Migration statistics: definitions and compar ability issues

A number of statistical caveats should be borne in mind when assessing the
overall scale of immigration, the number of foreign residents and some of their key
characteristics (see Box VI1.1). Caution is especially required when interpreting
flows and stocks of immigrants across countries. Furthermore, the analysis presented
here deals primarily with legal immigration, although illegal migration is thought to
account for a significant proportion of migration flows (see below).

Given these caveats, the size and pattern of immigration has changed markedly
in recent decades and varies widely among OECD countries:

— The United States has historically been, and continues to be, an important net
recipient of immigrants and is the largest gross recipient of immigrants in
absolute terms among the OECD countries (Figure V11.1, top panel). Rela-
tive to population, however, gross immigration rates are now about half the
rate recorded between the middle of the 19th century and the first two
decades of the 20th century.

In OECD countries the principal sources of migration data
are population registers, residence or work permits, censuses
and, in a few cases, dedicated surveys. These sources gener-
ally do not have as their raison d' étre the recording of migra-
tion, and this makes it difficult to compile harmonised and
comparable data. Moreover, they only provide official infor-
mation based on legal entry and do not capture clandestine
migration flows. Problems associated with the actual timing
of migrant arrivals or departures and breaks in time series are
common, since often the data are based on administrative
formalities, which change frequently and do not apply to
everyone. For example, in cases where data are based on the
issuance of permits, arrivals data may not correspond with
actual movements, since individuals may decide not to use
the permit or to delay arrival. In other cases, illegal immi-
grants may already be in the country, but only counted when
their status changes.* A particular problem is identifying the
level of intra European Union migration flows, since there
are no restrictions on movement and reporting requirements

are difficult to enforce. Changes in status and governmental
procedures can, therefore, lead to substantial, and in some
sense artificia variation over timein the recorded arrivals.

International comparisons, notwithstanding great efforts
by the United Nations to collect data based on a common
approach, are even more difficult, given the diversity of
sources, lack of common definitions and the different compi-
lation methods used. In particular, some OECD countries
define the immigrant popul ation as those of foreign national -
ity (European countries, Japan and Korea), whereas others
count the number of foreign-born persons (Australia, Can-
ada, New Zealand and the United States). In the former case,
the stock of migrants in the overall population tends to be
lower because naturalised citizens are not considered to be
immigrants. This, however, is not always the case, as some
countries have nationality laws which limit the scope for for-
eigners, even for their children who are born in the host
country, to become naturalised citizens.**

* |n the United States, for instance, a least half the number of immigrants issued with a permanent residence permit in 1986 and 1995 were
aready in the country when their status was adjusted following amnesty programmes.
** For amore detailed discussion on migration statistics, see the statistical annex in OECD, Trends in International Migration.

3. The sourcesfor net migration and gross migration flows are different. The former is based on popula-
tion registers, with net migration calculated as aresidual and the latter is based on administrative for-
malities. The two series are not directly comparable.
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FigureVII.1. Arrivalsof foreignersinto OECD countriesin 1998
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1. Datafor Denmark refer to 1997.
Sources: OECD; ISTAT (1998), Rapporto Annuale.

— Most European countries have switched away from being emigration nations
and, as aresult, in most years over the past four decades the European Union
(EV) as awhole has been receiving a net inflow of migrants (Figure VI1.2).
Net flowsrose through the 1980s and peaked in the early 1990s, driven by the
fall of the “iron curtain” and a number of wars and ethnic conflicts, which
led to an increased volume of asylum seekers, especially in Germany, the
Netherlands, the Nordic countries and the United Kingdom. Since then
tighter controls on immigration have led to adeclinein legal arrivals.*

— In Japan, net migration has traditionally been negligible. Recently, however,
restrictions on temporary migration have been eased and in 1998 Japan

4. Arrivals of migrants can mask the underlying scale of inward and outward movements in some coun-
tries because of the relative importance of emigration. Germany, for instance, receives about four
times as many arrivals as most other European countries where data are available and yet the net
intake of migrants is similar to other major host countries in Europe.

© OECD 2000



188 - OECD Economic Outlook 68

Source countrieslargely reflect
geographical proximity and
historical ties

Theforeign population in
the OECD area hasrisen over
the past decade...

... and has different education
and employment profiles
compared with nationals

Figure VI1.2. Net migration in major OECD areast
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1. Net migration is measured as the difference between the total population on 1 January and 31 December for a given
calendar year, minus the difference between births and deaths.
Sources: OECD; Eurostat (1999).

received a large number of arrivals. But, relative to population, arrivals
remain limited, compared with a number of the smaller OECD countries.

The number of source countries for migrant arrivals have increased in amost all
OECD countries and their distribution differs considerably among countries. For
example, the largest groups of foreigners to arrive in Germany are of Turkish and
East European origin. In Italy, the recent rise in inward flows is mainly of Albanian,
ex-Yugoslav and North African origin, and for France and the United Kingdom peo-
ple from former territories and colonies remain an important source of arrivals. In the
United States, the main group of new immigrants come from Mexico, whereas in
Australia they predominantly come from Asian countries, New Zealand and the
United Kingdom. Cross-country differences in source countries, therefore still
largely reflect geographical proximity and historical ties.

Reflecting the increase in immigration during the 1980s and early 1990s, the
stock of the foreign population in the OECD area rose by over 13 million between
1988 and 1998 (where data are available), to reach nearly 57 million persons, equiv-
alent to 7 per cent of the total population. In Europe, the proportion is relatively low
at about 5 per cent in 1998, compared with around 20 per cent in Australia and
Canada and nearly 10 per cent in the United States. However, within Europe the size
of the foreign relative to the overall population spans awide range (Table V11.1).

The characteristics of the foreign population differ in some important respects
from the national profile. In a number of large OECD countries, almost half the for-
eign adult population only has a lower secondary level of education (Table V11.2).
This, in part, reflects past demands for |ow-skilled workers in the manufacturing sec-
tor, notably in many European and “settlement” countries, such as Australia and
Canada where the share of foreigners employed in industry is larger than the corre-
sponding share for nationals (Table V11.3). In the United States, the share of foreign-
ers employed in agriculture is also disproportionate compared with the share for
nationals. The dichotomy in educational attainment levels between the native and
foreign populations is likely to narrow, if the increasing emphasis on inflows of
skilled workers continues (see bel ow).
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TableVII.1. Foreign or foreign born population
in selected OECD countries

Thousands Per cent of total population

1988° 1998° 1988° 1998°

Australia® 3753 3908 223 211
Austria 344 737 45 9.1
Belgium 869 892 8.8 8.7
Canada? 4343 4971 16.1 174
Denmark 149 256 28 48
Finland 19 85 04 16
France 3714 3597 6.8 6.3
Germany 4489 7320 7.3 8.9
Ireland 82 111 24 3.0
Italy 645 1250 11 21
Japan 941 1512 0.8 12
Luxembourg 106 153 274 35.6
Netherlands 624 662 42 44
Norway 136 165 32 3.7
Portugal 95 178 10 18
Spain 360 720 0.9 15
Sweden 421 500 5.0 5.6
Switzerland 1007 1348 15.2 19.0
United Kingdom 1821 2207 32 38
United States® 19 767 26 300 79 9.8
European Union? 11 249 14 291 41 51
Total® 43677 56 872 5.7 7.0

a) Datafor the United States, Canada and Australiarefer to foreign-born population.

b) 1990 for the United States; 1991 for Canada and Australia; 1982 for France.

¢) 1990 for France; 1996 for Canadaand Australia.

d) Excluding Greece.

e) For those countries shown in the table, and, where applicable, for the dates noted in the above footnotes.
Source:  OECD.

—— TableVII.2. Foreign and national adult populations classified
by level of education in selected OECD countries®

1995-98 average, percentages

Lower secondary Upper secondary Third level
Foreigners Nationals Foreigners Nationals Foreigners Nationals
United States” 35.0 15.7 24.1 35.0 40.9 49.3
Germany 48.5 13.2 37.0 62.2 144 24.6
France 63.3 334 22.9 454 13.8 211
Italy 47.1 56.3 38.3 343 14.6 9.3
United Kingdom 65.1 439 14.7 325 20.2 23.7
Canada® 22.2 231 54.9 60.3 22.9 16.6
Sweden 30.8 20.4 415 50.3 21.7 293

a) The educational attainment classification is defined as follows: lower secondary refers to pre-primary education or
none, primary or lower secondary; upper secondary refers to upper secondary education or post-secondary non ter-
tiary education; third level refers to tertiary education.

b) Foreign-born and native populations aged 25 and over. Lower secondary refers to less than high school diploma,
upper secondary refers to high school diploma, and third level refers to some college or more.

c) Foreign-born and native populations aged 25 to 44. Lower secondary refers to below grade 9, upper secondary
refers to grades 9 to 13, and third level refers to some post-secondary education plus university degrees.

Sources.  Labour Force Surveys (Eurostat), Statistics Canada, US Census Bureau.
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Illegal immigration is thought
to beon therise

Table VII.3. Employment of foreignersand national
by industry division?
1995-1998 average

Agriculture Industry Services
Foreigners Nationals Foreigners Nationals Foreigners Nationals
Australia 2.2 5.8 26.7 20.7 71.1 73.4
Austria 1.3 7.6 42.0 29.2 56.7 63.2
Belgium 1.1 2.7 359 27.1 63.0 70.3
Canada® 24 4.7 24.6 19.6 73.0 75.7
Denmark 4.4 3.9 229 26.6 72.7 69.5
Finland 3.6 7.7 235 27.6 72.9 64.7
France 3.2 4.8 38.2 26.0 58.7 69.3
Germany 14 3.1 46.3 4.1 52.3 62.8
Greece 3.9 19.9 41.3 225 54.7 57.6
Ireland 3.7 11.0 25.2 28.3 71.2 60.8
Italy 6.8 6.6 349 322 58.3 61.2
Japan® 0.3 55 64.1 61.6 35.6 33.0
Luxembourg 1.6 3.8 28.3 20.0 70.1 76.2
Netherlands 21 3.8 28.3 22.9 69.7 73.4
Portugal 1.9 12.8 38.8 325 59.3 54.7
Spain 75 8.5 20.7 30.1 71.8 61.4
Sweden 15 3.3 27.2 25.7 713 71.0
United Kingdom 0.7 1.9 20.2 274 79.1 70.7
United States? 4.2 24 26.2 22.6 69.5 75.0
Total® 3.3 4.3 29.2 274 67.5 68.4

a) For each country, each two columns represent breakdowns of foreigners and nationals (foreign-born and natives for
Australia, Canada and the United States) in total employment of their respective industry groups.

b) 1996.

c) Foreign employment refers to June 1997. National employment refers to total civilian employment for the period
1995-98.

d) 1997.

e) For those countries shown in the table, and, where applicable, for the dates noted in the above footnotes.

Sources:. OECD, Eurostat, Australian Bureau of Statistics, Statistics Canada, Japan’s Ministry of Justice, US Census

Bureau.

As noted earlier, both gross arrivals and net flows of immigrants may underesti-
mate the level of migration due to the movements of illegal or clandestine immi-
grants. These are immigrants who enter unlawfully, overstay the expiration date of
their visa or asylum seekers who remain despite not having been granted political
refugee status. By definition it isimpossible to know exactly how many illegal immi-
grants enter OECD countries, but they may be more significant now as compared
with earlier periods.®> Moreover, within-year gross flows of clandestine migrants are
believed to be even higher, suggesting that many must enter and leave again after a
short period of time.

5. Efforts have been made to estimate the importance of illegal immigration based on the response to
“regularisation” programmes. In the United States, a relatively recent estimate suggested that the
number of illega immigrants entering in 1996 was approximately 300 000, equivalent to one third of
the number of legal immigrants that year. In Europe, estimates of clandestine immigration have been
put as high as half amillion a year, implying an even larger proportion of illega to lega immigrants.
For Japan, the number of undocumented residents was officially estimated a the beginning of 1999 at
270 000. And in Australia, the number of temporary visitors who fail to return on the expiry of their
visa was estimated at about 53 000 persons in mid-1999. (For references, see Coppel et al., 2000).



Trends in immigration and economic consequences - 191

Knowledge on why some people migrate and what happens when they do
remains still fairly thin, despite a growing literature. Two genera influences on the
incentive to emigrate are usualy distinguished: “push”, or supply side factors affect-
ing the interest and willingness to emigrate and “pull”, or demand side factors that
affect the demand for immigrants in the destination country.

On the supply side, relative expected incomes between host and source coun-
tries is generally thought to be an important factor influencing the incentive to
migrate.® Relative expected income discrepancies can be approximated by the pro-
portion of per capita income in the source countries (where the data are available)
relative to the host country. On this measure, using country average statistics and
thus ignoring disparities in income distribution within source and host countries, the
incentive to move can be quite sharp (Table V11.4).” In all the major seven countries,
except the United Kingdom, the average annual per capitaincome in 1997 in the

—— Table VIl.4. Per capitaincomein sourcerelativeto host countries ——
in current PPP$, 19972

! Ratio of source
Weighted source country GDP

Aver age number Per cent of total

: f a ; ; ; country GDP f
riost country “houands | incalation . Percaptain 1097, PO RICES
per capitain 1997
Australia 87.4 66.6 12 265 60.7
Belgium 51.2 74.1 17 688 7.7
Canada 207.3 48.6 9 900 440
Denmark® 26.1 334 16 679 70.4
Finland 7.8 61.2 8 744 434
France 775 55.3 6 231 28.3
Germany 679.3 499 10 016 47.1
Italy® 111.0 67.4 8 279 40.8
243.9 67.3 10 387 432
Netherlands 75.6 432 15 497 73.4
Norway 18.0 61.7 17 565 718
Sweden 33.6 32.6 17 835 90.1
Switzerland 775 50.4 19 262 76.3
United Kingdom® 219.8 894 14 832 715
United States 773.8 77.8 6 371 22.0

a) Based on immigration flows between 1995-98.

b) Immigration data refer to average 1995-97.

c) Immigration data refer to 1998 only.

Source:  OECD, World Bank Development Indicators, 1999.

6. Thisfollowsin the tradition of seminal work by Harris and Todaro (1970) on rural urban migration.

7. The coverage of the immigrants included in the calculations for this table varies widely between
countries (from 33 to 89 per cent). This reflects both the lack of data on the full decomposition of host
country immigrants by source country and the absence of per capita GDP datafor former Yugoslavia,
Bosnia, Croatia, Iran, Irag, Somalia and Zaire. As a consequence of the latter, the relative income
indicator is biased upwards, especially in countries such as Denmark, Sweden and Switzerland since a
relatively large proportion of their migrants are from source countries where GDP data is lacking. A
downward bias, however, is also possible if the low coverage of immigrants is related to insufficient
information on migrants from other EU countries.

The principal factorsdriving immigration

Immigration flows are
influenced by a complex
set of factors

These includethe difference
in expected incomes between
host and source countries...

© OECD 2000



192 - OECD Economic Outlook 68

... anumber of non-economic
factors...

... and labour shortagesin host
countries

The main economic concerns
about immigration relate to its
impacts on the labour market
and public finances

Conseguences of immigration and policy issues

source countries is less than half the level of the host country, whereas the simple
average for all the countries shown in the table is close to two thirds. The
United Statesisfairly unique in that its migratory flows come primarily from countries
with very low per capitaincomes®

Relative income discrepancies need not correspond closely with actual migra-
tion movements, as these also depend on the immigration policy of the destination
country as well as other factors that influence the expected costs and benefits of
moving. Non-economic factors are likewise important. The psychological stress
associated with moving to live in another country and the language and cultural dif-
ferences impinge on the decision to move as well as the choice of destination coun-
try. Both the economic and non-economic costs borne by migrants are partially
muted by the presence of existing migrant networks in the host country, which there-
fore provides a strong dynamic force in the choice of destination country, with the
source country of recent arrivals influenced, via family reunion programmes, by the
settlement patterns of past immigrants (Carrington, Detragiache and Vishwanath,
1996). Moreover, some research (most recently by Daveri and Faini, 1999) suggests
that international migration acts as a family strategy to diversify sources of income,
minimise risks to the household and overcome access barriersto credit markets.

On the demand side, the need for migrant workers in many host countries has
been stressed.® A number of large European countries and the United States have tra-
ditionally filled positions in the service sector and in import-competing industries
through recourse to foreign labour. This was especially the case between the mid
1950s and the early 1970s when there were widespread labour shortages and coun-
tries like Australia, France, Germany and the United Kingdom actively promoted
immigration. The importance of this demand side force declined in the aftermath of
the first oil shock in 1973. In recent years, there has been a shift in host-country
labour demand towards skilled workers and increased emphasis on attracting skilled
immigrants (see below).

Immigration is a contentious issue. Opponents of migration fear adverse
impacts on the labour market, public finances, social conditions and on the distribu-
tion of income. Proponents of migration, on the other hand, note the positive eco-
nomic role immigrants can play, for instance in terms of addressing specific labour
shortages and the problems linked to ageing populations. But the factual basis for
these concerns and aspects of international migration are often limited.

8. These caculations, however, exclude “non-immigrants’. These are people who have the right to
remain and work in the United States for up to 6 years, although they often become permanent resi-
dents. In recent years the United States has admitted some 600 000 “non-immigrants’ per year, of
which about 80 per cent are skilled workers. It is probable, therefore, that a greater proportion of the
“non-immigrants” are from richer countries and earn above average incomes within their own coun-
tries, compared with the average immigrant.

9. See, forinstance, Faini (1998).
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I mpacts on the labour market

Despite no obvious relationship between immigration and unemployment
(Figure VI11.3), concerns are often expressed that immigration will lead to higher
unemployment and lower wages for the native population. In theory, the labour
market impact of immigration depends on how the skills of immigrants compare
with those of nationals in the host country. One should expect that the wage
income of the migrating factor — predominantly unskilled labour — and of others
with which it competes will rise in the source country and fall in the destination
country (or, if wages in the destination country are inflexible, unemployment will
increase), while the wage and income of complementary factors will move in the
opposite direction, as production adjusts to the new factor intensities. The distribu-
tional impacts are more complex when other factors of production, such as capital,
areincluded in the analysis.1°

It is difficult to evaluate the size and nature of these effects, since, apart from
differences in skill and educational attainment, they also depend on the volume of
immigrants, the different immigration waves, their settlement patterns, as well as
the characteristics of migrants, such as sex, age, country of origin and legal status.
Moreover, the effects are likely to vary over time as immigrants acquire new skills
and experience in the local labour market. And as relative wages change, decisions
on human capital investment by the native population are also likely to adjust.
Nonetheless, available empirical studies from the United States fail to find that
immigration has harmful effects in terms of raising unemployment in the receiving
country (Borjas, 1993 and Friedberg and Hunt, 1995). In Europe the results are less
categorical, with a few studies reporting small negative effects of immigration on
unemployment (Winkelman and Zimmerman, 1993). This finding may reflect
lower labour market flexibility and the slow speed of adjustment in EU economies
compared with the United States. Studies which examine the effect of immigration

Figure VI1.3. Immigration and unemployment rates
in OECD countries, 1998
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Source: OECD.

10. SeeBorjas (1999) for aformal discussion and extensionsto this basic modd.

In theory, the consequences
on wage rates depends on the
skill composition of foreign
and native labour

In practice, the magnitudes
aresmall
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Migration contains a number
of economic benefits
to the host country...

on wages generally support the predictions of standard theory, although the magni-
tudes are small.*

Immigrants, especially in EU countries, tend to have a considerably higher rate
of unemployment than the native population (Figure V11.4). But over time, as immi-
grants acquire language skills, better understand labour market institutions and
improve their qualifications, the rate of foreigner unemployment declines and
approaches that for nationals. Moreover, as this process of assimilation matures,
wage convergence between immigrants and natives advances (Borjas, 1998).

Although much attention has been paid to the potential adverse effects of immi-
gration on the labour market, migration may in fact confer a number of economic bene-
fits to the host country. First, immigration creates demand for goods and services
produced by the host population with favourable consequences for labour demand.
Second, immigrants, especially in the EU, tend to serve as aflexible labour reserve and
in part compensate for the low geographical or functional mobility of the native born
population. Immigration may hence speed up adjustment to changing conditions and
thereby help soften the cost of adjustment on the native popul ation. Nonethel ess, immi-
gration is not a substitute for flexible markets and potential benefits are only likely to
be harnessed if market institutions and policies provide the right framework for both
migrants and the native popul ation to look for and find work.

Figure VI1l.4. Foreign-born and native unemployment rates,
1995-1998 aver age
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1. Datarefer to 1996.

2. Datarefer to 1998.

3. Datarefer to 1995-97.

4. Datarefer to 1997.

5. Datarefer to foreigners and nationals, instead of foreign-born and native.
Source: OECD.

11. For the United States, Freidberg and Hunt (1995) report that a 10 per cent increase in the fraction of
immigrants in the population — a large increase — reduces native wages by at most 1 per cent. In the
European context, a study of German workers found that immigration depressed the wage rate of blue
collar workers and increased that of white collar workers in the 1980s (De New and Zimmerman,
1994). In the case of France, Garson et al. (1987) show that immigration has a very small impact on
nationals' wages.
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For the economy overall, it is harder still to determine with precision whether ... although these are unlikely
immigration induces net benefits or costs. A few studies, however, have attempted to  to be evenly distributed
do so and these typically find aggregate net benefits for the native population. The
benefits, however, are not necessarily evenly distributed and some groups (e.g. those
whose labour is substitutable with immigrants) could lose from immigration.
Moreover, the transfers of wealth could be many multiplesthe size of the net benefits.

Immigration and skilled labour shortages

Structural shiftsin OECD economies towards more “knowledge” intensive out-  There has been an upward
put have raised the demand for skilled labour. In some sectors, such as information  shift in the demand for skilled
technology (IT), the increase has been sizeable and rapid and made it difficult for workers
employers to find suitably qualified workers. For instance, the unemployment rate
for IT workers in the United States is currently less than 2 per cent and salaries have
increased at a pace above the national rate, both common features for other high
skilled workers. This hasled to some callsfor increased immigration and particularly
are-orientation of migration policies to favour attracting high skilled individuals on
atemporary basis.

A number of OECD countries have aready adapted their legislation in order to  Measures have been taken
facilitate the entry of skilled foreign workers as a partial response to skilled labour to increase the intake
shortages. For instance, the Japanese authorities have extended the maximum visa  of skilled workers
duration for some categories of skilled workers from one to three years. In the
United States, caps to temporary immigration have recently been raised and in the
same vein, the United Kingdom and France introduced a fast-track work permit sys-
tem in order to speed up the recruitment of foreign workers by companies experienc-
ing severe skill shortages. Finaly, the German government has launched a temporary
immigration programme in order to recruit I T specialists.

These initiatives are too recent to show in data on the composition of immigrant
arrivals. But given the multiple criteria for entry in host countries it will be difficult to

Table VII.5.  Immigration by eligibility category in selected
OECD countries?

As a percentage of total
Family Skills Refugee Other®
1993 1998 1993 1998 1993 1998 1993 1998
Australia® 42 27 29 34 14 11 15 28
Canada 65 61 15 23 10 13 10 3
Denmark® 29 32 12 1 19 15 40 42
New Zealand 20 42 73 49 5 9 2 1
United States® 53 72 16 12 14 8 17 8

a) Refersto permanent settlers or equivalent, unless otherwise noted.
b) The category “other” varies according to country. For Australia, this category includes New Zealanders, who may
emigrate to Australia without avisa. In Denmark, “other” includes EU residence certificates.

c) Fiscal year ending June 30.

d) Refersto residence permits.

e) Fiscal year ending September 30.

Sources:. OECD (1999), Trends in International Migration, Australian Department of Immigration and Multicultural
Affairs (DIMA), Citizenship and Immigration Canada, New Zealand Immigration Service, US Immigration
and Naturalization Service, European Migration Centre (EMZ).

© OECD 2000
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Immigration impacts on
government expenditures and
revenues...

... but the effects are
complicated to calculate...

... whilethe net impact at the
national level isnegligible

radically shift the orientation of immigration programmes. For example, in countries
such as Australiaand Canada, which have a tradition of selective immigration and have
over recent years shifted their focus more in favour of skilled migrants, this category
still only accounted for less than a third of the overall number of entrantsin 1998,
which is only asmall increase compared with earlier in the decade (Table V11.5).

I mpactson general government budgets

Part of the public debate regarding the costs and benefits of immigration has
centred on the impact that immigrants have on public finances. The question is often
phrased in terms of whether immigration places an additional |oad on social welfare,
education and health systems, which is not compensated by higher tax payments.
Whether the net contribution to budgetary positionsis positive or negative is not just
important from a public finance angle, as it may also be a factor influencing policies
which encourage or discourage immigration. This discussion has led some govern-
ments to put in place policies, such as waiting periods, which restrict access of new
arrivals to some social protection payments, including unemployment benefits.

Efforts to compute the net fiscal contribution of immigrants are complicated.
The results depend very much on the methodology adopted, the time period con-
cerned, the assumptions about what should be considered and excluded, which pub-
lic services are regarded as pure public goods, the appropriate discount rate and the
demographic unit of analysis (individuals or households). The scope of various stud-
ies also differs, with most serious attempts to quantify immigration effects on gov-
ernment outlays focussed on welfare spending. This work generally finds that
foreign born individuals are less likely to receive public assistance and, when they
do, to receive lower levels of such transfers than the native-born population with
similar characteristics.*? Recent analytical work in the United States (most recently
Gustman and Steinmeier, 2000), however, finds the likelihood that an immigrant
receives social welfare payments has increased between the beginning of the 1970s
and the late 1990s in line with the reduced human capital and poor English language
skills possessed by more recent immigrants, both of which are associated with
greater welfare use. Welfare recipient rates among immigrants, however, tend to fall
with length of settlement in the host country towards the level of the native-born
population (Borjas and Hilton, 1996).

Research results that report an additional net burden are more of an accounting
exercise, the analysis is static and often lacks an economic framework. This
approach is of limited interest because it mixes together immigrants of different gen-
erations and it ignores life-cycle effects on demands for public services and the pay-
ment of taxes. Studies which follow immigrants over time have mostly suggested
that in net present value terms immigrants and their descendants tend to contribute
more in terms of tax revenues than they absorb via higher government outlays, but
the orders of magnitude are typically small. These findings, however, are sensitive to
the composition of new immigrants, particularly their level of educationa achieve-
ment and age at arrival in the host country. Moreover, given the concentration of
immigrants in a few geographic areas, the budgetary impacts at local levels of
government may be important, especially in the years following arrival.

12. For an overview, see the special chapter on immigration and social transfers in the 1997 edition of
OECD, Trends in International Migration.
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Isincreased immigration a solution to ageing
OECD populations?

One of the major structural changes facing OECD economiesis population age- OECD countries face ageing
ing.t® The proportion of the population of working age will decline, particularly in  and declining populations...
the years after 2010, when the baby boom generation begins to retire. Moreover,
under current United Nation population projections, which are based on low or zero
net migration flows, the population of the European Union and Japan are expected to
fall between year 2000 and 2050 by 12 and 17 per cent respectively, equivalent over-
all to some 65 million people. In the United States, the overall population is pro-
jected to increase, although the proportion of elderly people rises.

Contracting or slower growing populations and labour forces will impact on ... with negative consequences
material living standards and generate added fiscal pressures. OECD estimates sug- for living standards and
gest that the cumulative effect by mid-century could be to reduce the United States  added fiscal pressures
living standards — measured by GNP per capita adjusted for terms of trade effects—
by 10 per cent, the European Union’s by 18 per cent and Japan’s by 23 per cent
below the level they might have reached extrapolating current productivity trends
with unchanged dependency ratios (the proportion of the population above 65 years
of age relative to the population aged 15 to 64 years).'

One option for dealing with ageing populations, which has been rarely analysed A recourse to immigration
in depth, is to increase and change the population age structure through immigration.  could have an impact on the
Increased immigration would have an immediate impact on the working-age popula-  age structure of the population
tion, assuming the relatively young age structure of net migration to apply also in the
future.’> Nonetheless, in a number of OECD countries, the age profile of the foreign
population is not too different from that of the native population (Figure V11.5). This
suggests that maintenance of past migration trends would not be sufficient to offset
ageing populations.

A recent report by the United Nations (United Nations, 2000) has investigated However, it could not on its
the level of migration required to achieve population objectives in selected countries  own solve the problems linked
between 1995 and the year 2050. Maintaining the size of the population or that of the to ageing
working-age population (15 to 64 years) at their highest levels reached in the absence
of migration after 1995 would imply migration flows for the EU that are not too dif-
ferent than those recorded over the past decade. On the other hand, the level of net
migration required in order to maintain the old-age dependency ratio at its 2000 level
entails enormous increases in al countries and regions studied, implying very large
increases in the overall population (Figure V11.6).

Even if these very large increases in migrants could be attracted to countries
with ageing populations, immigration policy cannot easily be fine-tuned to reach pre-
cise demographic objectives. For instance, while policy may have control over the
level of immigration, it has little or no control over emigration and hence net migra-
tion is difficult to influence. In addition, the existence of free circulation agreements,
the persistence and difficulty of tackling illegal immigration and humanitarian

13. For more detailed discussion on ageing see OECD (1998) and Visco (2000b).

14. These results also depend on conservative assumptions concerning migration. For more details on the
model, the underlying assumptions used and the simulated scenarios see Turner et al. (1998).

15. The median age of new immigrants is on average about 30 years, compared with 36 years for the
overall OECD popul ation.

© OECD 2000
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Figure VII.5. Foreign and national population by age group,! 1995-1998 aver age
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1. Foreign-born and native populations for Australia, Canada and the United States.

2. Population aged 15 and over, for the year 1996.

3. Datarefer to 1998.

Sources. Eurostat, Australian Bureau of Statistics, Statistics Canada, US Census Bureau.
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Figure VI1.6. Immigration and ageing
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commitments limit and complicate the ability to control the demographic composi-
tion of immigration.'® Realistically, therefore, while increased immigration can limit
the adverse impact on living standards and government budgetary positions due to
declining and ageing populations, it cannot on its own solve them.

Development policy issues

Immigration impacts not only on the host country, but in the source country | mmigration affects economic
economy as well. One of the major concerns is that the source country will loseits opportunitiesin the source
most qualified workers —the “brain drain” — and as a result its economic develop- country
ment will suffer. The extent to which thisis an issue depends on whether emigrants
remain permanently in another country or whether they eventually return to their

16. Even those countries which have traditionally had selective immigration seem unable to make alarge
difference to the overall composition of arrivals (Cobb-Clark, 2000, for Australia and Duleep and
Regets, 1992, for Canada).

© OECD 2000



200 - OECD Economic Outlook 68

Policies to stimulate
development may reduce the
incentive to emigrate from
developing countries

Table VII.6. Worker remittancesin selected emigration
countries, 1998

Worker remittances, Workersremittances as a per cent
million US$ of exports of goods and services
Albania 452 153.5
Jordan 1543 425
Bangladesh 1600 27.3
Egypt 3370 26.9
Nicaragua 200 26.3
India 9453 20.7
Morocco 2011 20.2
Jamaica 659 19.5
Greece? 2816 18.9
Dominican Republic 1326 17.7
Sri Lanka 999 17.7
Pakistan® 1738 17.1
Ecuador 840 16.8
Nigeria 1574 16.0
Guatemala 457 13.1
Turkey 5 356 9.8
Honduras 220 9.2
Tunisa 718 85
Peru 400 53
Mexico 5627 4.3
Tota of above 41 359 12.1

a) Datarefer to 1997.
Source:  International Monetary Fund, Balance of Payments Satistics Yearbook, Part 1, Washington, 1999.

country of origin. Little, however, is known on the level of, and motivation for remi-
gration, although for the United States it has been estimated that approximately
25 per cent of immigrants eventually return to their country of origin. To the extent
that a sizeable fraction of emigrants ultimately return, they may actually serve eco-
nomic development well, as the experience gained in another country is transferred
and applied in the source country. Moreover, remittances from emigrants represent
an important source of finance. In Albania, for instance, remittances are one and a
half the level of its exports of goods and services and they are equivalent to about
20 per cent of exportsin India, Morocco and Greece (Table VI1.6). Overal, workers
remittances in the 20 countries shown in the table totalled some $41 billion in 1998,
which is close to the net level of official foreign aid from OECD countries.

Even if the positive aspects of emigration were outweighed by the loss of
skilled workers, it would be hard for policy to respond directly, since democratic
governments cannot easily control the outflow of their population. But nor can gov-
ernments ignore high permanent net emigration. Indeed, it is a signal that something
iswrong in the source country economy. Addressing the problem of a “brain drain”
is hence connected with policies that promote economic development and thereby
reduce the incentive to migrate in the first instance.

While there is no magic code to economic devel opment, there is little doubt that
increased investment in physical and human capital are universal drivers of economic
growth, especially when supported by well functioning markets (see Chapter 1V:
“Links Between Policy and Growth: Cross Country Evidence”). In this respect,
greater market access to developed country markets and openness to foreign direct



Trends in immigration and economic consequences - 201

investment in emigration countries could enhance work opportunities and thereby
lower the incentive to move. Foreign aid can also contribute to the development pro-
cess, especially when it complements domestic policy reforms in the recipient coun-
try and provides a conduit for the transmission of technical know-how. In the short
term, however, such policies are unlikely to make a big impact on the incentive to
emigrate, as the benefits from more open markets and foreign investment take time
to materialise.’

17. Seefor ingtance, OECD, 2000a.
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Statistical Annex

This annex contains data on some main economic series which are intended to provide a background to the recent
economic developments in the OECD area described in the main body of this report. Datafor 2000-2002 are OECD esti-
mates and projections. The data on some of the tables have been adjusted to internationally agreed concepts and defini-
tions in order to make them more comparable as between countries, as well as consistent with historical data shown in
other OECD publications. Regional totals and sub-totals are based on those countries in the table for which data are
shown. Aggregate measures contained in the Annex, except the series for the euro area (see below), are computed on the
basis of 1995 GDP weights expressed in 1995 purchasing power parities (see following page for weights). Aggregate
measures for external trade and payments statistics, on the other hand, are based on current year exchange rate for values
and base-year exchange rates for volumes.

Given the uneven progress in the transition of the Member countries to the new system of National Accounts
(SNA93) and the European System of Accounts (ESA95) (see Table “National accounts reporting systems and base-
years’ below), the publication of three Annex tables have been temporarily suspended: Annex Table 24, “Capital income
sharesin the business sector”; Annex Table 25, “ Rates of return on capital in the business sector”; Annex Table 58, “Pro-
ductivity in the business sector”. When data homogeneity and country coverage become comprehensive enough to arrive
at reasonably consistent data series across countries the OECD will resume their publication.

The OECD projection methods and underlying statistical concepts and sources are described in detail in documentation
that can be downloaded from the OECD Internet site:

— OECD Economic Outlook Sources and Methods (www.oecd.org/eco/sources-and-methods/index.htm);
— OECD Economic Outlook Database | nventory (www.oecd.org/eco/data/eoinv.pdf);
— The construction of macroeconomic series of the euro area (www.oecd.org/eco/data/euroset.htm).

NOTE ON STATISTICAL TREATMENT OF GERMANY,
THE CZECH REPUBLIC, HUNGARY, POLAND,
THE SLOVAK REPUBLIC AND THE EURO AREA AGGREGATE

In this publication, data up to end-1990 are for western Germany only; unless,
otherwise indicated, they are for the whole Germany from 1991 onwards. In tables
showing percentage changes from previous year, data refer to the whole Germany
from 1992 onwards.

For technical reasons, data for the Czech Republic, Hungary and Poland are shown
and included in aggregate measures for total OECD from 1993 onwards only. In
tables showing percentage changes from previous year, data (for the Czech Republic,
Hungary and Poland) are included from 1994 onwards.

Data for the Slovak Republic (expected to become an OECD Member before the
publication of this issue of the OECD Economic Outlook) are not included in any
regional totals and subtotals.

Greece will enter the euro area on 1 January 2001. In order to present consistent
projections for the euro area and to ensure comparability of the euro area data over
time, Greece has been included in the calculation of the euro area throughout.
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Seven major OECD countries
European Union

Euro area

Africaand the Middle East

Dynamic Asian Economies (DAES)

Other Asia
Latin America
Central and Eastern Europe

Country classification

OECD

Canada, France, Germany, Italy, Japan, United Kingdom and United States.

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

Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands,
Portugal and Spain.

Non-OECD

Africaand the following countries (Middle East): Bahrain, Cyprus, Iran, Iraq, Jordan, Kuwait,
Lebanon, Oman, Qatar, Saudi Arabia, Syrian Arab Republic, United Arab Emirates and
Yemen.

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

Non-OECD Asiaand Oceania, excluding China, the DAEs and the Middle East.
Centra and South America.

Albania, Bulgaria, Romania, the Newly Independent States of the former Soviet Union, and
the Badltic States.

Weighting scheme for aggregate measures

Per cent

Australia.......coueeeeveveeeeereeene, 1.82 MEXICO ...cvvevveeriereeeeeree e 2.97
Austria........ 0.82 157
Belgium... 1.05 New Zedand.........c.ccooceenenenne 0.29
_______________ 3.25 NOIWaY ......ccccovvevecerieresenene. 048
0.61 Poland........cccooeveenmnerie i 1.29
_____ 057 Portugal ... 065
0.46 Spal PPN 2.84
572 Sweden.......c.cveeeieeceeeeee 0.84
8.33 Switzerland........occoceveveereeveene. 0.86
0.6 Y TUIKEY .ottt 1.66
O. a4 Un!ted Kingdom ......ccccceeeenennee 5.20
1N oo 0.03 UNIEd SHBAES...ooovroors 35.26
Total OECDA.........ccovvvvevirrienne 100.00

Memorandum items:
European Union.................... 34.57
Euro areaP........cccoeeveveveneennne 27.95

Note: Based on 1995 GDP and purchasing power parities (PPPs).

a) Datafor the Slovak Republic (expected to become an OECD Member before the publication of thisissue of the OECD
Economic Outlook) are not included in any regional totals and subtotals.

b) Greece will enter the euro area on 1 January 2001; in order to present consistent projections for the euro area and to
ensure comparability of the euro area data over time, Greece has been included in the calculation of the euro area

throughout.
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Many countries are changing from the SNA68/ESA79 methodology to the SNA93/ESA95 methodol ogy for the national accounts data.
In the present edition of the OECD Economic Outlook, the status of national accounts in the OECD countriesis as follows:

Australia
Austria
Belgium
Canada

Czech Republic
Denmark

Finland
France
Germany®

Greece

Hungary

Iceland
Ireland
Italy

Japan

Korea

Luxembourg
Mexico
Netherlands

New Zealand
Norway

Poland

Portugal

Slovak Republic
Spain

Sweden

Switzerland
Turkey

United Kingdom
United States

Use of
Expenditure accounts Household accounts Government accounts chain-weighted Bgnag m;rrk/
priceindices Y
SNA93 starting in 1959 SNA93 darting in 1959 SNA93 starting in 1959 YES 1998/992
ESA95 starting in 1995 SNAG68 ESA95 starting in 1995 NO 1995
ESA95 starting in 1970 ESA95 starting in 1995 ESA95 starting in 1970 NO 1995
SNA93 starting in 1955 SNA93 dtarting in 1955 SNA93 starting in 1955 NO 1992
SNA93 starting in 1994 Partial SNA93 startingin 1994  GFS adjusted by OECD NO 1995
ESA95 starting in 1988 ESA95 starting in 1988 ESA95 starting in 1988 NO 1995
ESA95 starting in 1988 ESA95 starting in 1988 ESA95 starting in 1988 NO 1995
(introduced in April 1999) (introduced in April 1999) (introduced in April 1999)
ESA95 starting in 1978 ESA95 starting in 1978 ESA95 starting in 1978 NO 1995
(introduced in July 1999) (introduced in September 1999) (introduced in September 1999)
ESA95 starting in 1991 ESA95 starting in 1991 ESA95 starting in 1991 NO 1995
(introduced in April 1999) (introduced in April 2000) (introduced in September 1999)
ESA95 starting in 1995 Not available ESA95 starting in 1995 NO 1995
(introduced in September 1999) (introduced in September 1999)
SNA93 starting in 1995 Partial SNA93 startingin 1995  GFS adjusted by OECD NO 1995
to broadly match SNA93
ESA95 (introduced fall 2000) Not available Not available NO 1990
ESA95 starting in 1990 ESA9S5 starting in 1990 ESA95 starting in 1990 NO 1995
ESA95 starting in 1982 ESA79 ESA95 starting in 1995 NO 1995
(introduced in April 1999) (introduced in April 1999)
SNAG8 SNAG68 SNAG8 NO 1990
SNA93 starting in 1970 SNA93 garting in 1975 SNA93 starting in 1975 NO 1995
(introduced in March 1999) (introduced in fall 2000) (introduced in fall 2000)
ESA95 starting in 1995 Not available SNA93 starting in 1970 NO 1995
SNA93 starting in 1980 Not available Not available NO 1993
ESA95 starting in 1995 ESA95 starting in 1995 ESA95 starting in 1995 YES 1995
(introduced in October 1999) (introduced in October 1999) (introduced in October 1999)
SNAG68 SNAG68 SNAG8 NO 1991/92
SNA93 starting in 1978 SNA93 garting in 1978 SNA93 starting in 1978 YES 19972
SNA93 starting in 1991 SNA93 darting in 1991 Partial SNA93 starting in 1991 YES 1995
ESA95 starting in 1995 ESA79 ESA95 starting in 1995 NO 19952
ESA95 starting in 1993 Not available Not available NO 1995
ESA95 starting in 1995 ESA95 starting in 1995 ESA95 starting in 1995 NO 1995
(introduced in June 1999) (introduced in September 2000) (introduced in October 1999)
ESA95 starting in 1993 ESA95 starting in 1993 ESA95 starting in 1993 YES 1995
(introduced in May 1999) (introduced in October 1999) (introduced in October 1999)
SNAG8 SNAG68 SNAG8 NO 1990
SNAG68 SNAG68 SNAG8 NO 1987
ESA95 starting in 1987 ESA95 starting in 1987 ESA95 starting in 1987 NO 1995
NIPA tables (SNA93) since NIPA table s(SNA93) since NIPA tables (SNA93) since YES 1996

1959q1; revised volumes

1959q1

1960q1

Note: SNA: System of National Accounts. ESA: European Standardised Accounts. NIPA: National Income and Product Accounts. GFS: Government Financial Statistics.
a) Change in benchmark/base year since the last edition of OECD Economic Outlook.
b) Dataprior to 1991 refer to West Germany and are spliced to accord with the new SNA93/ESA95 accounts.
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Annex Table 1. Real GDP
Percentage change from previous period

Average Estimates and projections

1973.83 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Australia 24 6.9 51 2.0 4.9 4.6 45 14 -09 2.6 38 5.0 44 3.7 38 5.6 47 4.2 37 37
Austria 24 0.3 2.2 2.3 17 3.2 4.2 4.6 3.4 1.3 0.5 2.4 17 2.0 1.2 2.9 21 3.6 2.9 2.6
Belgium 19 2.7 1.9 18 2.7 4.6 3.6 2.8 19 1.6 -15 3.0 2.6 1.2 3.4 2.4 2.7 3.8 3.1 2.9
Canada 28 5.7 54 2.6 41 4.9 25 03 -19 0.9 2.3 4.7 2.8 15 4.4 33 45 4.8 34 3.0
Czech Republic . . . - . . . . - . 2.6 5.9 48 -10 -22 -0.2 25 3.3 3.2
Denmark 15 44 4.3 36 0.3 12 0.2 1.0 11 0.6 0.0 55 2.8 25 31 25 17 2.8 25 25
Finland 26 34 31 25 4.2 4.7 51 00 -63 -33 -11 4.0 38 4.0 6.3 55 4.0 54 4.6 4.2
France 2.3 1.6 1.6 2.3 25 4.2 4.3 2.6 11 1.3 -0.9 1.8 18 1.1 1.9 3.2 2.9 3.3 29 2.5
Germany 16 2.8 2.0 2.3 15 3.7 3.6 5.7 5.0 22 -11 2.3 17 0.8 1.4 2.1 16 3.0 2.7 2.5
Greece 2.5 2.8 3.1 16 -05 4.5 3.8 0.0 3.1 0.7 -16 2.0 21 2.4 3.5 3.1 3.4 4.0 4.6 4.4
Hungary . . . . . . . . - . . 2.9 15 1.3 4.6 4.9 45 55 55 51
Iceland 4.2 4.1 3.3 6.3 85 -0.1 0.3 1.2 07 -33 0.6 4.5 0.1 5.2 4.8 4.5 4.3 3.6 1.3 2.4
Ireland 3.8 4.4 31 -04 4.7 5.2 5.8 8.5 19 3.3 2.7 5.8 9.7 7.7 10.7 8.6 9.8 11.0 7.9 7.0
Italy 2.7 2.8 3.0 25 3.0 39 29 2.0 14 08 -09 2.2 2.9 1.1 1.8 15 14 2.8 2.7 2.6
Japan 3.2 3.9 4.4 2.9 4.2 6.2 4.8 5.1 3.8 1.0 0.3 0.6 15 51 1.6 -25 0.2 1.9 2.3 2.0
Korea 75 8.7 65 116 115 113 6.4 7.8 9.2 54 55 8.3 8.9 6.8 50 -6.7 107 8.9 58 5.6
Luxembourg 12 6.2 29 7.7 23 104 9.8 2.2 6.1 45 8.7 4.2 3.8 29 7.3 5.0 7.5 8.1 6.2 55
Mexico 4.8 3.5 25 -36 18 1.3 4.2 5.1 4.2 3.6 2.0 45 -6.2 51 6.8 4.8 3.7 7.0 5.0 4.8
Netherlands 17 3.3 3.1 2.8 14 2.6 4.7 4.1 2.3 2.0 0.8 3.2 2.3 3.0 3.8 4.1 3.9 4.5 3.9 3.4
New Zealand 13 85 16 0.6 0.7 27 -08 03 -23 0.6 49 6.1 34 2.6 29 -06 37 3.6 2.9 2.8
Norway 38 5.9 5.2 3.6 20 -01 0.9 2.0 31 33 31 55 38 4.9 4.7 2.0 0.9 31 24 19
Poland . " “ . . . “ . . . “ 5.3 7.0 6.0 6.8 4.9 4.0 5.1 4.9 5.0
Portugal 25 -1.9 2.8 41 6.4 4.9 51 4.4 23 25 -11 2.2 29 3.6 3.7 35 3.0 3.2 3.0 29
Slovak Republic . . . . . . . . . . . 49 6.7 6.2 6.2 4.1 19 1.9 2.7 35
Spain 19 1.5 2.6 3.2 5.6 5.2 4.7 3.7 2.3 07 -12 2.3 2.7 24 3.9 4.3 4.0 4.1 3.5 3.1
Sweden 15 45 20 24 3.0 17 27 16 -11 -16 -24 4.1 3.7 11 20 30 38 4.0 32 24
Switzerland 0.9 3.0 34 1.6 0.7 31 4.3 37 -08 -01 -05 0.5 0.5 0.3 1.7 2.3 15 3.3 2.4 2.0
Turkey 3.8 6.7 4.2 7.0 9.5 2.1 0.3 9.3 0.9 6.0 80 -55 7.2 7.0 7.5 31 -50 7.0 4.9 4.4
United Kingdom 11 2.4 3.8 4.2 4.4 5.2 2.1 0.7 -15 0.1 2.3 4.4 2.8 2.6 3.5 2.6 2.2 3.0 2.6 2.3
United States 22 7.3 3.8 34 34 4.2 35 18 -05 31 2.7 4.0 2.7 3.6 4.4 4.4 4.2 52 35 33
Euro area 21 23 23 24 25 4.0 3.9 3.6 24 14 -08 23 22 14 23 2.8 25 35 31 28
European Union 19 2.4 2.6 2.8 2.9 4.1 3.5 3.0 18 11 -04 2.7 2.4 1.7 2.5 2.7 2.4 3.4 3.0 2.7
Total OECD 2.6 4.9 3.6 31 36 45 3.7 3.0 13 21 14 31 25 3.2 35 25 3.0 4.3 33 31

Note: The adoption of new national account systems, SNA93 or ESA95, has been proceeding at an uneven pace among OECD member countries, both with respect to variables and the time period covered. As a consequence,
there are breaks in many national series. Moreover, a growing number of countries are using chain-weighted price indices to calculate real GDP and expenditures components. See Table “National Account Reporting
Systems and Base-years’ at the beginning of the Statistical Annex and OECD Economic Outlook Sources and Methods (http://vwww.oecd.or g/eco/sour ces-and-methods/index.htm).

Source: OECD.
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Annex Table 2. Nominal GDP
Percentage change from previous period

Average Estimates and projections

197383 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Australia 139 134 111 85 130 136 118 6.4 15 4.0 5.4 5.8 6.0 6.0 5.4 5.7 57 7.8 6.6 6.5
Austria 8.6 5.0 54 51 3.8 4.8 7.1 8.2 7.3 5.7 3.3 53 41 3.3 2.8 35 3.0 4.2 4.4 4.4
Belgium 9.1 8.0 6.6 4.8 4.1 7.0 8.8 58 4.8 5.3 2.2 49 4.4 2.4 4.8 4.1 3.8 5.6 5.1 4.8
Canada 12.3 9.3 8.0 55 9.0 9.6 7.3 3.3 0.8 2.2 3.8 59 5.2 3.2 5.4 2.7 6.2 8.3 5.8 51
Czech Republic . . . . . . . . . . . 139 168 138 6.1 7.8 2.1 4.4 6.8 7.6
Denmark 11.5 10.3 8.8 8.4 5.0 4.6 5.4 4.6 3.9 35 14 7.3 4.6 51 4.8 4.7 4.5 5.7 5.3 5.2
Finland 14.2 12.2 8.8 6.9 86 132 116 55 -4.5 -2.5 1.2 6.0 8.1 3.8 8.5 8.8 4.7 6.8 6.8 6.4
France 13.4 9.0 7.1 7.5 55 7.5 77 55 4.1 3.3 15 3.6 3.6 2.6 31 4.0 3.3 4.2 4.6 4.8
Germany 6.2 49 41 5.6 34 53 6.1 9.1 9.1 74 2.5 49 3.8 1.8 2.2 3.2 2.5 2.9 3.7 39
Greece 20.3 236 213 194 137 207 189 206 235 157 126 134 121 99 106 8.4 6.3 7.0 7.1 7.1
Hungary . . . . . . . . . . . 230 274 228 239 181 139 138 124 111
Iceland 52.0 306 356 333 297 227 201 182 8.4 0.3 29 6.5 2.9 7.2 84 100 8.2 8.0 6.2 77
Ireland 18.5 11.0 8.4 6.1 7.0 86 117 77 3.8 6.2 8.0 75 131 102 156 148 140 163 129 111
Italy 20.7 146 122 10.6 94 110 95 104 9.1 53 3.0 58 8.1 6.4 4.3 4.2 29 4.7 4.9 4.7
Japan 9.6 6.7 6.6 4.7 4.3 6.9 7.0 75 6.6 2.8 0.9 0.8 0.8 3.5 1.9 -2.2 -0.7 0.3 1.9 1.8
Korea 28.0 147 115 167 171 187 120 197 211 135 129 165 167 109 8.3 -1.9 8.8 7.9 8.0 7.2
Luxembourg 8.6 10.9 6.0 85 52 111 146 7.5 8.6 7.2 9.3 9.2 4.1 46 108 6.6 99 108 9.2 77
Mexico 37.8 644 604 67.0 1452 1038 318 346 285 186 116 133 294 373 257 210 201 178 132 109
Netherlands 8.1 4.7 49 29 0.7 3.8 6.0 6.5 5.0 4.3 2.7 5.6 41 4.2 59 6.1 5.6 7.6 8.0 6.1
New Zealand 14.2 151 172 160 139 109 59 4.1 -1.3 2.3 7.7 7.8 6.2 4.5 29 1.1 3.8 59 59 4.9
Norway 13.3 126 10.7 2.6 9.1 4.9 6.7 5.9 5.7 2.8 49 53 7.1 94 7.8 12 75 197 101 3.0
Poland . . . . . . .. . . . . 445 369 259 218 172 115 157 146 150
Portugal 23.4 223 252 254 171 173 182 177 148 128 55 8.7 8.1 6.9 6.9 77 5.8 5.6 6.1 6.1
Slovak Republic . . . . . . . . . . . 194 171 110 132 94 8.6 8.0 8.6 8.8
Spain 18.3 133 105 146 11.8 111 122 113 9.5 7.6 3.1 6.3 7.7 6.0 6.2 6.7 7.0 7.1 6.5 6.2
Sweden 12.1 11.9 8.7 9.3 8.1 89 106 103 6.4 -0.4 0.3 6.6 7.3 2.5 3.2 4.3 4.3 4.7 5.2 5.2
Switzerland 4.8 6.6 59 4.8 35 6.0 75 8.2 5.2 2.6 2.2 2.2 1.6 0.7 15 2.6 2.1 4.4 4.0 3.9
Turkey 43.2 582 595 455 463 729 759 729 603 735 813 952 1007 903 952 811 482 606 284 208
United Kingdom 151 7.1 9.6 7.5 99 115 9.7 8.4 5.1 4.0 51 6.0 54 59 6.5 57 4.7 5.0 51 5.0
United States 9.8 11.3 7.1 5.7 6.5 7.7 7.5 5.7 3.2 5.6 51 6.2 49 5.6 6.5 5.7 5.8 75 5.8 57
Euro area 12.2 9.2 7.8 8.1 6.1 8.0 8.4 8.6 7.2 5.8 2.7 5.2 5.2 3.6 39 4.5 3.7 4.7 5.0 49
European Union 13.5 9.5 8.5 8.4 7.0 8.8 8.8 8.8 7.3 55 3.1 55 55 4.2 4.5 4.8 39 4.8 5.0 4.9
Total OECD 13.3 125 104 96 119 126 100 9.4 7.2 6.7 5.4 7.9 7.8 7.6 7.3 58 5.6 6.9 58 55

Memorandum item
OECD less highinflation
countries?® 11.8 9.9 7.8 6.9 6.9 8.4 8.0 7.4 55 51 39 5.4 4.9 4.9 5.0 3.8 4.2 55 5.0 4.8

Note: The adoption of new national account systems, SNA93 or ESA95, has been proceeding at an uneven pace among OECD member countries, both with respect to variables and the time period covered. As a consequence,
there are breaks in many national series. See Table “National Account Reporting Systems and Base-years” at the beginning of the Statistical Annex and OECD Economic Outlook Sources and Methods
(http://mwwv.oecd. or g/eco/sour ces-and-methods/index.htm).

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

Source: OECD.
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Annex Table 3. Real private consumption expenditure
Percentage change from previous period

Average Estimates and projections

1973-83 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Australia 3.1 1.9 4.6 2.1 2.1 3.8 5.8 2.9 0.6 2.7 18 4.0 5.0 33 39 4.6 5.2 3.7 35 3.2
Austria 2.8 -1.3 1.9 2.2 29 3.3 3.7 3.8 2.8 3.0 0.7 1.8 29 3.2 0.1 1.5 2.7 3.0 2.3 2.3
Belgium 2.0 11 2.2 3.1 1.8 3.7 39 3.2 3.0 22 -10 2.0 1.0 0.7 2.1 3.3 1.9 2.6 2.4 2.2
Canada 2.8 4.5 5.2 4.0 4.1 4.4 3.6 13 -14 18 18 3.1 2.1 2.5 4.4 2.9 35 3.6 2.8 2.6
Czech Republic . . . . . . . . . . . 53 59 6.9 19 -26 1.2 1.2 2.4 3.0
Denmark 0.9 34 5.0 57 -15 -10 -01 0.1 16 19 0.5 6.5 1.2 2.5 3.7 35 0.6 0.5 1.4 17
Finland 2.4 3.2 3.8 4.0 51 53 46 -06 -38 -44 31 2.6 4.4 4.2 35 49 3.6 33 25 2.4
France 2.3 0.8 15 3.2 2.6 2.3 3.3 25 0.8 07 -01 0.6 1.6 1.3 0.1 3.4 2.3 2.6 2.3 2.2
Germany 2.0 1.8 1.7 35 3.4 2.7 2.8 5.4 5.6 2.7 0.1 1.0 2.0 1.0 0.7 2.0 2.6 17 2.6 2.4
Greece 3.0 1.7 39 0.7 1.2 3.6 6.0 2.6 2.8 24 -0.8 2.0 2.7 2.4 2.8 3.1 2.9 2.9 3.0 3.2
Hungary . . . . . . . . . . . 02 -71 -43 1.9 4.8 51 4.4 5.4 51
Iceland 3.7 3.7 4.2 69 162 -38 -42 0.5 29 31 -47 2.9 2.2 54 55 100 6.9 4.0 2.0 2.5
Ireland 2.1 2.0 4.6 2.0 3.3 4.5 6.5 14 1.8 29 3.0 4.4 4.3 6.3 7.4 7.8 77 8.7 8.0 8.0
Italy 3.2 3.0 3.1 4.0 3.8 4.0 3.7 21 2.9 19 -37 15 1.7 1.2 3.0 2.3 1.7 2.0 18 2.3
Japan 33 2.6 3.3 35 4.2 53 4.8 4.4 25 2.1 1.2 1.9 2.1 29 05 -05 1.2 16 2.1 2.2
Korea 6.1 7.9 6.4 8.1 8.1 9.0 108 8.0 8.0 55 5.6 8.2 9.6 7.1 35 -114 103 7.0 5.0 5.0
Luxembourg 2.7 14 2.7 5.7 4.6 4.6 51 5.7 6.3 -09 1.7 2.4 2.4 4.4 3.8 2.3 4.1 35 55 5.0
Mexico 4.1 33 33 -26 -01 1.8 7.3 6.4 4.7 4.7 15 46 -95 2.2 6.5 54 4.3 8.0 55 4.8
Netherlands 2.0 1.2 2.8 2.6 2.7 0.8 35 4.2 3.1 25 1.0 2.2 1.8 4.0 3.0 4.4 4.4 4.1 4.3 35
New Zealand 0.7 5.7 0.5 4.0 2.4 2.3 08 -03 -19 -01 2.3 5.6 4.6 4.3 2.8 1.7 24 18 17 1.7
Norway 2.9 3.2 9.4 50 -08 -20 -06 0.7 15 2.2 2.3 4.0 3.4 5.3 3.6 3.3 2.4 2.9 2.0 2.0
Poland . . . . . . . . . . . 3.9 3.7 8.6 6.8 4.8 51 4.6 4.2 4.4
Portugal 18 -2.9 0.7 5.6 53 55 2.6 59 3.7 4.3 1.5 2.2 1.6 4.0 29 54 4.8 33 29 2.8
Slovak Republic . . . . . . . . . . . 1.0 3.4 8.0 5.4 58 -0.2 -1.7 4.0 35
Spain 1.6 -0.2 35 3.3 5.8 49 57 3.6 2.9 22 22 0.9 1.6 2.2 3.1 4.5 4.7 4.1 33 3.3
Sweden 0.8 15 2.7 4.4 4.5 2.4 1.1 -04 09 -14 31 1.8 0.6 1.4 1.7 2.4 4.1 5.0 4.8 3.0
Switzerland 0.2 13 1.6 2.3 2.2 1.7 2.3 12 16 01 -09 1.0 0.6 0.7 1.4 2.2 2.2 21 2.0 19
Turkey 39 81 -06 58 -03 1.2 -10 131 2.7 3.2 86 -54 4.8 8.5 8.4 06 -31 6.0 3.2 35
United Kingdom 13 1.9 3.9 6.6 5.3 7.5 3.2 07 -17 0.5 2.9 2.9 1.7 3.6 39 4.0 4.3 35 2.4 2.2
United States 2.6 5.4 5.0 4.2 3.3 4.0 2.7 18 -02 2.9 34 3.8 3.0 3.2 3.6 4.7 53 5.4 3.6 3.0
Euro area 2.3 14 2.3 3.4 34 3.2 3.6 35 3.0 19 -09 1.2 1.9 1.6 15 2.9 2.8 2.5 2.6 2.6
European Union 2.1 15 2.6 4.0 3.7 3.8 35 2.9 2.3 1.7 -03 1.6 1.8 2.0 2.0 3.2 3.0 2.7 2.6 25
Total OECD 2.7 3.6 3.8 39 35 4.1 3.6 31 15 2.4 17 2.7 2.3 2.9 2.8 2.8 3.8 39 3.1 2.8

Note: The adoption of new national account systems, SNA93 or ESA95, has been proceeding at an uneven pace among OECD member countries, both with respect to variables and the time period covered. As a consequence,
there are breaks in many national series. Moreover, a growing number of countries are using chain-weighted price indices to calculate real GDP and expenditures components. See Table “National Account Reporting
Systems and Base-years’ at the beginning of the Statistical Annex and OECD Economic Outlook Sources and M ethods (http: //www.oecd.or g/eco/sour ces-and-methods/index.htm).

Source: OECD.
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Annex Table 4. Real public consumption expenditure
Percentage change from previous period

Average Estimates and projections

1973.83 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Australia 3.8 5.6 59 4.5 11 2.9 3.1 3.2 2.3 0.6 0.3 4.0 3.6 2.6 1.6 4.0 53 6.0 33 3.1
Austria 25 0.8 1.3 18 0.2 11 1.4 13 2.2 2.0 2.7 25 0.0 1.3 -04 2.0 1.0 0.5 0.0 -1.0
Belgium 2.7 0.2 2.9 1.3 27 0.7 1.1 -03 3.6 1.5 -01 14 1.2 2.4 0.1 14 3.4 0.8 1.4 14
Canada 31 1.1 4.3 19 14 4.6 2.8 3.7 2.8 1.0 01 -12 -05 -14 -12 1.6 13 2.0 1.7 15
Czech Republic . . . . . . . . . . . 23 4.2 35 08 -09 -01 1.0 3.0 3.0
Denmark 3.4 -04 25 0.5 25 09 -08 -02 0.6 0.8 4.1 3.0 21 34 1.3 3.0 14 1.1 1.3 11
Finland 4.1 2.0 4.3 34 4.4 1.9 2.2 4.0 21 -24 -42 0.3 2.0 25 4.1 1.7 2.0 0.4 0.9 0.8
France 33 29 2.1 2.4 2.2 3.1 1.7 25 2.6 3.6 4.2 06 -01 2.2 2.1 0.3 25 1.3 1.3 1.3
Germany 2.2 2.5 2.1 25 15 21 -16 2.2 0.4 5.0 0.1 2.4 15 1.8 -0.9 05 -01 1.0 0.5 0.6
Greece 5.6 3.0 32 -08 0.9 57 54 06 -15 -30 26 -11 5.6 0.9 3.0 1.7 -01 0.8 0.5 0.5
Hungary . . . . . . . . . . . -74 57 -19 31 2.8 25 15 25 25
Iceland 5.8 0.6 6.5 7.3 6.5 4.7 3.0 4.4 31 -07 2.3 4.0 18 1.2 2.5 3.4 49 3.5 2.5 11
Ireland 4.3 -0.7 1.8 26 -48 -50 -13 54 2.8 30 -04 4.1 2.8 3.1 57 51 5.2 3.0 3.6 34
Italy 2.7 1.8 3.0 2.6 4.8 4.0 0.2 25 17 06 -02 -09 -22 1.0 0.8 0.7 0.6 1.2 1.1 1.2
Japan 4.3 2.3 0.3 5.1 16 2.3 2.0 15 2.0 2.0 2.4 2.4 33 1.9 1.5 15 13 0.2 0.5 0.6
Korea 53 1.3 4.8 8.4 6.1 8.0 85 3.6 7.2 59 4.6 1.9 0.8 8.2 15 -04 -06 1.0 1.0 1.0
Luxembourg 25 2.2 2.0 2.7 4.7 49 3.9 3.1 3.9 1.5 3.7 2.0 2.2 4.4 2.1 28 128 39 3.6 3.6
Mexico 6.9 6.5 1.0 14 -12 -05 2.2 33 54 1.9 2.4 29 -13 -07 2.9 2.2 1.0 4.3 1.0 35
Netherlands 3.0 0.0 2.4 3.6 2.6 1.4 15 1.6 15 1.7 1.5 0.6 06 -04 3.2 3.4 25 35 2.3 2.5
New Zealand 2.6 2.2 15 2.1 0.1 1.7 0.6 40 -19 31 -05 -10 2.9 2.7 52 -10 8.7 -4.8 1.5 1.0
Norway 4.8 0.8 2.4 1.9 46 -0.1 1.9 49 4.3 53 35 14 0.3 2.8 1.9 3.8 2.7 2.8 2.4 2.0
Poland . . . . . . . . . . . 1.2 4.8 2.0 3.0 14 0.8 21 2.0 2.0
Portugal 7.4 0.2 6.4 7.2 3.8 8.1 6.6 54 103 1.1 0.9 2.1 22 07 35 4.6 34 3.0 2.1 2.3
Slovak Republic . . . . . . . . . . . -11.4 21 210 4.0 40 -69 -0.7 3.0 2.5
Spain 5.2 2.4 55 5.4 8.9 4.0 8.3 6.6 5.6 4.0 24 -03 18 1.3 2.9 3.7 2.9 1.2 1.4 14
Sweden 2.9 2.2 2.2 13 1.0 0.6 2.1 2.6 27 -01 01 -09 -06 09 -10 2.2 18 -14 1.3 18
Switzerland 19 1.7 3.4 34 17 4.5 5.4 5.4 35 07 -01 20 -01 2.0 0.0 0.7 -04 0.3 0.3 0.2
Turkey 6.7 19 141 9.2 94 -11 0.8 8.0 3.7 3.6 86 -55 6.8 8.6 4.1 7.8 6.5 5.0 2.0 2.0
United Kingdom 16 1.2 -0.2 1.6 0.0 0.0 0.8 25 2.9 05 -08 14 16 1.7 -14 11 3.3 1.8 4.3 3.3
United States 18 1.8 5.0 4.6 24 1.6 25 2.6 14 04 -03 0.2 0.0 0.5 1.8 15 2.1 2.0 2.1 25
Euro area 3.0 2.1 2.6 2.7 2.9 2.7 1.0 2.6 21 2.9 1.3 1.0 0.5 1.6 1.0 11 14 1.3 1.1 11
European Union 2.9 1.9 2.3 2.6 2.6 2.4 1.2 2.7 2.3 24 1.0 0.9 0.7 1.6 0.7 1.3 17 1.3 1.6 15
Total OECD 3.0 21 3.4 4.0 2.4 2.2 2.2 2.7 2.2 1.7 0.9 0.8 0.8 1.4 1.3 15 18 1.6 1.7 18

Note: The adoption of new national account systems, SNA93 or ESA95, has been proceeding at an uneven pace among OECD member countries, both with respect to variables and the time period covered. As a consequence,
there are breaks in many national series. Moreover, a growing number of countries are using chain-weighted price indices to calculate real GDP and expenditures components. See Table “National Account Reporting
Systems and Base-years’ at the beginning of the Statistical Annex and OECD Economic Outlook Sources and Methods (http://vwww.oecd.or g/eco/sour ces-and-methods/index.htm).

Source: OECD.
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Annex Table 5. Real total grossfixed capital formation
Percentage change from previous period

Average Estimates and projections

1973.83 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Australia 13 106 111 -28 4.8 91 103 -76 -85 3.2 49 116 3.2 49 110 7.5 6.5 3.6 4.8 4.4
Austria 0.2 0.1 6.9 2.4 4.4 6.8 6.3 6.6 6.3 01 -20 8.4 12 21 0.8 6.8 2.9 3.6 35 34
Belgium -1.2 2.7 6.9 3.2 6.2 157 126 85 41 1.7 -31 -01 49 0.8 6.7 4.6 4.8 4.5 25 2.7
Canada 3.9 25 103 54 10.7 9.8 59 36 -35 -13 -27 74 -19 58 154 34 101 118 6.4 6.1
Czech Republic . . . . . . . . . . . 173 198 82 -29 -39 55 5.0 6.5 55
Denmark -3.4 129 126 171 -38 66 -08 -21 -33 -20 -40 76 116 4.0 8.0 6.7 0.3 7.9 2.3 33
Finland 11 -1.7 2.8 1.0 49 110 130 -46 -186 -16.7 -166 -27 106 84 119 9.4 4.6 54 6.0 5.1
France -0.1 -1.1 29 4.4 57 8.9 7.7 32 -16 -17 -65 15 21 -01 0.0 6.6 7.2 6.0 4.6 4.8
Germany -04 01 -05 3.3 18 4.4 6.3 8.5 6.0 45 -45 40 -07 -08 0.6 3.0 3.3 24 2.8 2.7
Greece -1.9 -5.7 52 -62 -51 8.9 7.1 5.0 48 -32 -35 -28 4.2 8.4 78 118 7.3 7.8 9.1 9.7
Hungary . . . . . . . . . . . 125 -43 6.7 9.2 133 6.6 6.0 6.5 75
Iceland 0.0 9.4 10 -16 188 -02 -79 3.0 33 -111 -10.7 06 -11 257 96 266 -08 111 0.5 1.7
Ireland 2.2 25 7.7 28 -11 52 101 134 -62 -18 -35 120 127 164 179 155 130 113 95 101
Italy -0.1 3.4 0.4 2.3 4.2 6.7 4.2 4.0 10 -14 -109 0.1 6.0 3.6 1.2 4.1 4.4 6.9 4.7 5.2
Japan 1.0 4.3 5.0 4.8 91 115 8.2 8.5 33 -15 -20 -08 17 111 -08 -74 -12 0.6 2.8 1.2
Korea 12.2 10.0 43 106 170 137 159 282 133 -0.7 6.3 10.7 119 73 22 -21.2 41 120 4.0 3.0
Luxembourg -2.3 01 -95 310 179 150 7.0 27 316 -90 284 -149 35 -35 105 15 26.6 0.1 3.2 4.0
Mexico 2.0 6.4 79 -118 -01 5.8 58 131 110 108 -25 84 -290 164 210 103 58 10.6 9.7 9.2
Netherlands -1.3 5.8 7.0 6.9 0.9 4.5 4.9 1.6 0.2 06 -28 2.2 5.0 6.3 6.6 4.1 6.5 6.6 4.1 4.3
New Zealand -04 11.5 40 -18 01 -22 48 -12 -186 14 148 167 122 7.0 38 -19 8.4 6.2 35 4.4
Norway 2.7 1.0 -4.0 7.6 03 -18 -69 -108 -04 -31 3.8 4.5 3.4 99 139 58 -56 -2.2 -2.2 0.9
Poland . . . . . . . . . . . 92 166 197 215 144 6.9 6.5 5.0 8.0
Portugal 06 -174 -35 109 180 105 4.4 7.6 35 48 -6.0 3.4 4.8 34 135 8.7 6.0 5.8 6.0 5.8
Slovak Republic . . . . . . . . . . . -5.0 53 320 120 111 -188 -1.0 8.5 6.5
Spain -1.0 -6.9 6.1 99 140 139 136 6.6 16 -44 -105 25 8.2 21 5.0 9.7 8.9 6.1 6.6 5.0
Sweden -0.4 7.2 5.2 0.3 8.2 6.6 11.3 1.3 -89 -108 -17.2 6.1 9.4 50 -22 9.4 8.1 4.9 6.4 5.9
Switzerland 0.4 4.7 2.8 5.4 4.0 8.1 5.3 38 -29 -66 -27 6.5 18 -24 1.5 4.5 18 6.2 4.6 4.5
Turkey 2.9 09 115 84 451 -10 22 159 0.4 64 264 -16.0 91 141 148 -39 -160 16.2 7.0 53
United Kingdom -0.2 9.3 4.0 2.1 89 1438 59 -23 -87 -07 0.8 3.6 2.9 49 75 101 6.1 24 3.8 3.0
United States 18 16.0 6.7 2.7 11 29 29 -02 54 5.3 59 7.4 55 8.4 89 107 9.2 9.0 51 5.4
Euro area -0.4 -0.1 2.0 3.9 4.5 7.6 7.3 5.2 12 01 -6.6 25 2.6 1.3 2.3 5.3 5.4 5.0 4.4 4.3
European Union -0.3 1.5 2.6 3.9 5.4 8.6 7.0 41 -03 -03 -58 2.6 35 2.3 3.2 6.3 55 4.7 4.3 4.2
Total OECD 15 7.8 5.2 33 54 6.8 5.8 38 -12 2.0 0.4 4.6 34 6.9 6.0 5.1 55 6.5 4.7 4.5

Note: The adoption of new national account systems, SNA93 or ESA95, has been proceeding at an uneven pace among OECD member countries, both with respect to variables and the time period covered. As a consequence,
there are breaks in many national series. Moreover, a growing number of countries are using chain-weighted price indices to calculate real GDP and expenditures components. See Table “National Account Reporting
Systems and Base-years’ at the beginning of the Statistical Annex and OECD Economic Outlook Sources and Methods (http://vwww.oecd.or g/eco/sour ces-and-methods/index.htm).

Source: OECD.
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Annex Table 6. Real gross private non-residential fixed capital formation
Percentage change from previous period

Average Estimates and projections

1973.83 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Australia 2.0 70 141 -30 8.6 93 103 -76 -11.2 04 21 123 7.7 9.0 108 6.8 4.9 19 6.1 5.0
Austria 0.9 08 131 15 8.3 9.4 96 111 77 -33 -65 101 -16 3.8 8.7 10.9 6.5 6.6 4.7 4.6
Belgium -1.1 8.2 8.8 6.4 89 139 176 106 -37 02 -68 -24 6.8 4.0 7.3 5.9 57 50 4.0 3.0
Canada 6.6 31 104 1.6 9.6 16.8 6.0 -16 05 -59 -24 9.2 5.7 6.4 20.7 6.1 105 144 7.8 7.3
Denmark 0.0 115 192 180 -51 -68 35 22 -10 -54 -77 75 132 28 9.2 86 -01 8.0 38 45
Finland 1.0 -1.6 5.8 4.7 53 107 163 -74 -231 -188 -175 -29 209 9.8 81 131 4.8 6.6 6.9 58
France 0.5 0.6 4.4 6.6 7.5 9.6 8.3 54 -12 -24 -79 0.6 31 -03 13 9.0 8.1 6.8 6.9 7.0
Germany 0.8 -0.4 50 4.3 3.8 5.6 74 101 75 10 -90 0.7 10 -07 21 5.9 51 43 4.6 41
Greece 0.9 -0.6 99 -194 -7.7 170 186 75 51 3.7 19 0.5 30 151 82 130 54 89 112 123
Ireland 3.1 -30 -151 -44 6.5 19.6 96 190 -106 -53 -31 84 129 17/ 206 207 106 10.7 93 105
Italy -0.9 57 0.6 5.8 7.7 110 53 5.6 02 -12 -147 40 107 5.0 24 4.8 47 100 6.3 6.9
Japan 2.0 11.7 121 45 59 147 145 109 63 -56 -102 -53 52 113 90 -76 -59 54 6.3 55
Korea . 16.1 46 130 205 127 156 189 134 0.1 53 151 141 73 -30 -292 118 183 3.6 25
Mexico . 105 159 -171 87 203 71 196 226 228 -56 -04 -389 458 340 183 98 120 115 110
Netherlands -0.4 56 148 120 0.3 1.2 8.1 2.5 22 -34 -43 0.1 7.7 7.0 9.2 5.4 8.6 6.9 5.2 5.0
New Zeadland 0.0 289 25 53 127 -31 66 -6.6 -17.9 85 238 182 187 42 -15 33 8.6 6.5 59 55
Norway 3.3 1.6 -54 67 -21 -16 -74 -103 1.8 -35 6.5 2.5 23 133 142 71  -75 -5.2 -4.0 0.6
Span 00 -116 -12 164 233 147 148 4.2 35 -17 -161 48 133 35 75 100 9.6 6.0 6.5 52
Sweden 0.4 82 113 2.1 9.0 51 135 -06 -146 -150 -157 185 20.0 8.0 3.0 105 7.6 6.0 6.0 6.0
Switzerland 20 38 52 8.7 4.6 9.7 4.7 63 -26 -106 -59 20 4.9 23 4.3 6.8 20 8.0 5.6 5.6
United Kingdom 1.8 11.1 92 -32 120 167 129 10 -79 -29 -29 3.7 7.7 88 11.8 138 7.6 2.7 3.7 2.7
United States 3.0 17.6 6.7 -27 -01 5.4 5.5 0.7 -4.9 3.4 8.4 8.9 98 100 122 130 101 131 8.3 7.6
Euro area 0.2 04 43 6.3 7.2 8.9 8.8 6.5 18 -11 -101 17 5.0 21 41 74 6.5 6.4 5.9 5.7
European Union 0.6 2.6 5.4 4.8 8.0 101 9.6 5.6 00 -19 -90 2.7 6.5 3.6 51 8.4 6.5 6.0 5.5 5.2
Total OECD 23 104 74 13 51 9.5 8.6 48 -01 02 -16 4.6 6.4 8.8 9.6 6.8 6.3 9.3 6.8 6.3

Note: The adoption of new national account systems, SNA93 or ESA95, has been proceeding at an uneven pace among OECD member countries, both with respect to variables and the time period covered. As a consequence,
there are breaks in many national series. Moreover, a growing number of countries are using chain-weighted price indices to calculate real GDP and expenditures components. Some countries, United States, Canada and
France use hedonic price indices to deflate current-price values of investment in certain information and communication technology products such as computers. See Table “ National Account Reporting Systems and
Base-years’ at the beginning of the Statistical Annex. National account data do not always have a sectoral breakdown of investment expenditures, and for some countries data are estimated by the OECD. See also

OECD Economic Outlook Sources and Methods (http://vwww.oecd.or g/eco/sour ces-and-methods/index.htm).

Source: OECD.
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Annex Table 7. Real grossprivateresidential fixed capital formation
Percentage change from previous period

Average Estimates and projections

1973.83 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Australia 0.5 20.6 26 -76 -25 198 88 -112 -61 131 133 119 59 -7.7 135 137 74 7.6 17 33
Austria 0.1 -1.3  -08 2.1 2.8 7.1 04 -11 4.7 8.6 4.4 76 114 24 -20 08 -56 -0.5 -0.5 15
Belgium -5.5 27 204 0.0 85 252 176 80 -89 4.9 1.8 5.3 56 -41 5.0 2.3 0.2 2.5 2.3 2.0
Canada 1.8 0.6 9.2 128 147 2.2 42 -10.2 -145 72 -35 42 -151 9.7 126 -20 6.6 3.3 35 3.9
Denmark -7.9 203 -21 213 -32 -94 -84 -113 -101 0.1 6.3 8.9 85 58 8.7 49 4.6 9.0 -5.0 0.1
Finland 0.4 -15 -42 -7.8 09 158 174 -56 -166 -206 -143 -45 -27 26 215 78 103 6.3 6.8 6.0
France -0.9 44 27 1.6 29 5.6 74 -17 -69 -37 -52 4.4 21 0.4 0.9 3.6 8.2 6.2 0.9 0.9
Germany -1.3 20 -100 -06 -13 3.6 4.8 8.4 4.2 9.8 41 119 04 -0.2 0.4 03 -0.2 -0.3 0.1 0.5
Greece -38 -197 -05 146 34 29 -18 54 -06 -16.7 -105 -11.3 26 -12 6.6 9.8 6.9 4.7 6.4 6.1
Ireland 0.9 83 -07 8.1 6.2 03 132 -06 11 81 -11.7 236 149 184 161 58 21.0 133 8.7 8.7
Italy -0.4 06 -31 -30 -21 2.2 3.0 3.7 3.3 13 -15 -23 -01 -14 -27 -06 1.6 0.0 0.5 1.0
Japan -1.7 -21 2.6 81 224 114 0.9 48 -85 -65 24 85 -65 136 -162 -144 14 1.0 -4.3 -2.0
Korea 11.9 -9.3 0.8 16.2 90 227 197 621 108 -73 112 -17 8.3 15 -63 -79 -191 -5.9 5.0 3.9
Mexico 3.0 5.0 81 -16 44  -1.2 5.8 4.4 7.6 2.9 5.2 40 -79 25 4.5 7.5 6.8 7.0 6.5 6.0
Netherlands -2.0 44 -0.8 4.2 16 113 0.7 -25 -54 64 -03 6.2 0.9 3.9 64 -09 3.3 53 3.0 2.5
New Zealand -4.1 185 -05 -31 -39 42 151 20 -158 34 170 127 22 54 6.3 -169 120 6.4 -3.6 21
Norway 18 -0.7  -09 7.8 32 -69 -125 -178 -21.7 -10.6 31 246 91 -01 74 -09 -22 106 8.6 2.4
Spain -3.2 -5.4 6.5 2.1 6.3 114 3.3 64 -37 -40 -41 0.4 7.1 9.7 0.7 92 101 8.0 6.7 4.7
Sweden -1.8 107  -27 -29 100 107 6.2 81 -21 -73 -328 -341 -239 89 -223 3.6 188 80 150 100
Switzerland -1.7 9.4 05 -16 27 4.9 58 -34 -7.7 -16 58 193 00 -102 -40 -06 0.8 25 2.7 21
United Kingdom -0.3 6.7 -27 120 81 190 -116 -175 -151 0.2 8.1 25 -31 9.7 25 -03 2.7 0.0 2.7 2.9
United States -1.2 14.6 14 120 02 -05 -41 -86 -128 163 7.3 9.7 -36 74 2.0 8.3 6.4 -0.2 -3.4 -1.2
Euro area -1.4 -1.3  -38 0.3 11 6.0 5.0 33 -11 24 -0.2 6.1 18 0.9 11 19 3.2 2.7 18 18
European Union -1.1 09 -27 2.5 2.5 8.0 2.3 01 -33 1.6 -0.3 3.6 0.7 2.7 0.8 1.9 3.9 2.6 2.0 2.0
Total OECD -0.1 5.9 0.6 7.3 51 54 05 -11 -74 6.0 37 6.9 -26 59 -06 1.8 4.0 14 -0.6 0.5

Note: The adoption of new national account systems, SNA93 or ESA95, has been proceeding at an uneven pace among OECD member countries, both with respect to variables and the time period covered. As a consequence,
there are breaks in many national series. Moreover, a growing number of countries are using chain-weighted price indices to calculate real GDP and expenditures components. See Table “National Account Reporting
Systems and Base-years’ at the beginning of the Statistical Annex and OECD Economic Outlook Sources and Methods (http://vwwwv.oecd.or g/eco/sour ces-and-methods/index.htm).

Source: OECD.
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Annex Table 8. Real total domestic demand
Percentage change from previous period

Average Estimates and projections

1973-83 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Australia 55 6.0 53 0.8 30 5.7 70 -07 -23 30 30 53 4.8 32 34 7.0 57 4.0 39 34
Austria 21 13 20 22 24 3.2 33 44 3.6 14 0.8 33 1.8 2.0 0.5 2.7 17 25 2.2 21
Belgium 14 25 2.0 2.6 35 4.8 4.3 2.9 1.7 1.8 -15 21 19 0.9 2.6 3.9 2.1 2.7 2.2 2.2
Canada 2.9 4.7 5.8 3.4 4.7 5.3 4.1 00 -14 0.9 1.4 3.2 1.7 1.4 6.2 2.2 4.2 5.4 3.4 3.2
Czech Republic . . . . . . . . . . . 6.4 8.4 79 -09 -30 -04 2.1 3.7 3.7
Denmark 0.7 5.0 51 56 -17 -07 -01 -07 -01 09 -03 7.0 4.2 22 44 43 -04 23 1.6 19
Finland 2.4 2.0 3.3 2.9 5.1 6.4 67 -12 -85 -58 -57 3.7 4.4 2.9 6.0 5.7 2.8 3.1 2.7 2.6
France 2.0 0.9 2.0 3.4 3.3 4.2 3.9 2.7 0.5 06 -16 18 18 0.7 0.6 3.9 2.9 3.0 2.5 2.5
Germany 13 19 1.0 33 2.4 35 2.8 5.2 4.6 28 -11 2.3 17 0.3 0.6 24 2.4 1.9 2.1 21
Greece 2.2 0.9 4.7 0.5 0.0 4.4 4.9 24 36 -06 -09 11 3.9 3.3 3.6 4.7 2.9 3.7 4.0 4.4
Hungary . . . . . . . . . . . 20 -30 0.6 4.0 7.8 4.3 4.1 4.9 5.0
Iceland 31 6.4 2.7 45 156 -06 -43 15 45 -46 -42 25 2.2 7.2 57 123 4.6 5.4 1.8 21
Ireland 2.7 15 1.5 1.0 0.8 2.8 6.9 5.9 01 -03 11 5.6 7.2 7.8 9.8 9.4 6.3 8.6 7.8 7.9
Italy 2.3 3.3 3.2 3.1 4.3 4.1 3.1 2.7 21 09 -51 17 2.0 0.9 2.5 2.9 2.5 2.2 2.2 2.7
Japan 2.6 3.2 3.8 39 51 74 5.6 52 29 0.4 0.1 1.0 2.3 5.7 02 -31 05 13 24 18
Korea 7.2 8.9 55 82 106 114 126 116 104 32 4.6 9.6 9.3 78 -08 -196 143 7.3 55 4.0
Luxembourg 1.6 1.3 0.4 8.9 7.2 6.8 4.9 47 116 -26 83 -28 2.6 2.7 5.6 23 115 2.5 4.5 4.4
Mexico 4.0 4.3 41 -49 11 3.9 5.6 7.0 57 6.0 11 56 -140 5.6 9.6 6.0 34 8.6 5.9 55
Netherlands 1.4 1.7 3.7 3.9 14 1.9 4.4 3.2 1.7 15 -11 2.9 19 2.8 3.9 4.2 4.2 4.4 3.8 3.4
New Zealand 0.6 105 -01 14 1.2 1.4 29 -03 -6.2 2.0 4.9 6.9 5.1 4.1 33 -0.2 5.8 1.7 2.1 2.2
Norway 28 45 54 71 07 -30 -20 -04 0.8 17 35 38 4.3 4.2 6.4 54 -09 18 1.0 16
Poland . . . . - . . . - . . 4.3 7.5 9.7 9.3 6.6 4.7 4.8 4.1 51
Portugal 2.2 -4.8 1.7 6.0 8.8 7.5 3.6 55 3.7 43 -1.2 2.7 2.8 3.0 4.7 6.0 4.8 3.7 3.4 3.5
Slovak Republic . . . . . . . . . . . -50 106 16.0 4.3 95 -48 -1.8 4.8 4.1
Spain 15 -04 3.2 4.7 7.4 6.5 6.9 4.5 2.6 08 -35 13 2.9 1.9 3.4 5.6 55 4.2 3.7 3.4
Sweden 11 4.0 35 2.6 39 2.6 3.9 13 -19 -20 -56 3.0 19 0.7 0.8 3.9 3.6 33 4.1 32
Switzerland 0.9 3.2 1.9 4.5 2.0 2.6 4.1 39 -06 -27 -10 2.7 18 0.4 1.3 4.3 14 2.6 2.4 2.3
Turkey 3.8 6.4 3.2 7.0 89 -13 15 146 -06 56 142 -125 114 7.6 9.0 06 -40 8.3 4.1 3.8
United Kingdom 0.9 2.8 3.1 4.7 4.9 8.0 28 -03 -27 0.8 2.2 34 18 3.0 3.8 4.6 3.7 3.4 2.9 2.6
United States 2.2 8.7 4.2 3.6 31 3.2 2.8 14 -11 3.1 3.2 4.4 2.5 3.7 4.7 55 5.2 5.8 3.6 3.4
Euro area 18 17 23 33 34 41 3.9 3.6 2.3 13 21 21 20 11 17 34 29 2.8 2.6 2.7
European Union 1.6 1.9 25 3.6 3.7 4.7 3.7 2.9 15 12 -16 24 2.1 14 2.2 3.7 31 2.9 2.7 2.7
Total OECD 24 51 3.6 35 39 4.6 4.0 31 0.9 21 12 31 2.3 34 33 28 38 4.2 32 30

Note: The adoption of new national account systems, SNA93 or ESA95, has been proceeding at an uneven pace among OECD member countries, both with respect to variables and the time period covered. As a conseguence,
there are breaks in many national series. Moreover, agrowing number of countries are using chain-weighted price indices to calculate real GDP and expenditures components. See Table “National Account Reporting
Systems and Base-years” at the beginning of the Statistical Annex and OECD Economic Outlook Sources and Methods (http: //mmw.oecd.or g/eco/sour ces-and-methods/index.htm).

Source: OECD.
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Annex Table9. Real exports of goods and services
Percentage change from previous period

Average Estimates and projections

1973-83 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Australia 30 161 111 43 122 35 29 85 131 54 8.0 9.0 51 106 115 -03 46 108 85 8.3
Austria 51 6.3 71 -23 31 102 113 79 59 17 -13 56 6.5 6.0 101 8.7 35 8.8 8.4 7.3
Belgium 2.7 6.5 0.4 2.8 5.0 9.6 8.3 4.6 31 37 -04 8.4 5.7 1.2 6.7 4.4 52 124 9.2 7.7
Canada 3.3 18.6 5.5 5.2 3.3 9.5 1.3 4.7 2.3 79 109 131 9.0 5.9 8.8 89 100 116 7.5 6.4
Czech Republic . . . . . . . . . . . 02 16.7 9.2 81 107 6.6 161 120 10.6
Denmark 4.0 35 5.0 0.0 51 7.8 4.2 6.2 61 -09 -15 7.0 29 43 41 2.2 79 6.0 7.8 6.5
Finland 4.6 5.2 0.7 0.7 2.9 3.5 1.6 12 -73 103 167 131 8.6 58 141 8.9 6.3 113 9.2 7.9
France 4.5 7.3 21 -08 2.8 85 108 4.8 5.5 52 -01 7.9 7.8 31 121 7.7 3.8 128 8.7 7.4
Germany 41 8.2 76 -06 0.4 55 102 110 126 -08 -55 7.6 5.7 51 113 7.0 51 126 9.3 74
Greece 5.1 16.9 1.3 140 16.0 9.0 48 -41 37 104 -33 6.6 0.5 35 182 5.9 6.5 125 119 9.0
Hungary . . . . . . . . . . . 137 134 84 264 167 132 180 130 114
Iceland 4.9 24 111 59 33 -36 29 00 -59 -19 7.0 99 -21 9.9 57 2.2 55 2.6 -1.0 3.4
Ireland 7.3 16.6 6.6 29 137 9.0 103 8.7 57 139 97 151 200 122 174 214 124 155 133 8.4
Italy 4.8 7.7 3.9 0.8 4.5 5.1 7.8 75 -14 7.3 9.0 9.8 126 0.6 6.5 33 -04 9.5 9.3 7.6
Japan 8.7 14.8 54 57 -05 5.9 9.1 6.9 52 4.9 13 4.6 54 63 116 -25 19 136 55 53
Korea 13.6 7.7 46 265 217 125 -41 38 112 113 113 161 246 112 214 132 163 204 155 120
Luxembourg 0.9 18.0 9.5 3.3 44 117 8.1 3.4 6.7 4.8 2.8 4.4 4.4 40 105 9.9 79 150 100 8.3
Mexico 9.7 58 -45 45 95 58 5.7 53 51 5.0 81 178 302 182 107 121 139 160 110 9.0
Netherlands 2.4 7.5 51 18 4.0 9.0 6.6 53 4.7 2.9 1.5 6.7 7.1 4.6 8.8 74 56 103 9.3 6.8
New Zealand 4.3 7.4 80 -04 6.1 41 -26 4.6 9.6 2.7 59 103 3.7 3.7 3.0 16 6.2 9.2 7.8 7.4
Norway 4.2 79 7.2 22 11 64 110 8.6 6.1 52 35 8.7 4.3 9.3 6.1 0.3 17 5.0 4.8 34
Poland . . . . - . . . - . . 131 229 120 145 170 -21 9.8 9.9 8.4
Portugal 2.4 11.6 6.7 6.8 11.2 6.5 13.0 100 2.6 49 -36 8.7 9.1 7.2 8.5 7.6 4.8 8.9 9.2 8.2
Slovak Republic . . . . . . . . . . . 142 3.0 0.7 176 122 36 220 130 120
Spain 5.7 11.7 2.6 19 6.3 5.1 3.0 3.2 7.9 7.4 85 167 100 104 153 8.3 6.6 11.0 9.4 8.8
Sweden 31 6.8 15 3.7 4.2 25 3.2 16 -24 24 77 141 113 35 130 7.3 5.2 9.7 6.8 51
Switzerland 2.4 7.5 80 -04 2.3 6.5 6.6 21 -21 3.0 1.5 18 16 2.5 8.6 5.0 5.9 9.9 6.6 5.8
Turkey 8.6 254 -19 51 264 184 -03 2.6 3.7 110 7.7 152 80 220 191 120 -70 150 6.6 7.5
United Kingdom 2.7 6.6 6.0 4.5 5.9 0.6 4.8 49 -0.2 4.1 3.9 9.2 9.5 7.5 8.6 2.6 3.3 7.8 7.2 6.0
United States 3.8 8.4 2.7 74 112 161 118 8.7 6.5 6.2 3.3 89 103 82 123 2.3 29 104 9.3 7.7
Euro area 6.5 104 35 -10.7 -27 6.5 7.9 8.0 74 22 127 8.9 6.8 6.9 138 38 45 132 101 7.6
European Union 4.1 8.1 4.6 14 4.0 5.6 7.8 6.4 4.7 3.9 1.8 9.2 8.4 48 104 6.0 40 109 8.9 7.3
Total OECD 53 9.8 38 35 72 100 8.6 7.1 57 54 33 9.1 9.9 73 117 4.2 40 116 8.8 74

Note: The adoption of new national account systems, SNA93 or ESA95, has been proceeding at an uneven pace among OECD member countries, both with respect to variables and the time period covered. As a conseguence,
there are breaks in many national series. Moreover, agrowing number of countries are using chain-weighted price indices to calculate real GDP and expenditures components. See Table “National Account Reporting
Systems and Base-years” at the beginning of the Statistical Annex and OECD Economic Outlook Sources and Methods (http: //mmw.oecd.or g/eco/sour ces-and-methods/index.htm).

Source: OECD.
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Annex Table 10. Real imports of goods and services

Percentage change from previous period

Austraia
Austria
Belgium
Canada

Czech Republic

Denmark
Finland
France
Germany
Greece

Hungary
Iceland

Ireland

Italy

Japan

Korea
Luxembourg
Mexico
Netherlands
New Zealand

Norway

Poland

Portugal

Slovak Republic
Spain

Sweden
Switzerland
Turkey

United Kingdom
United States

Euro area
European Union

Total OECD

Average Estimates and projections
1973-83 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
32 221 35 -33 27 171 206 -40 -24 7.1 42 141 8.1 82 103 59 9.5 9.9 6.8 7.1
3.7 10.1 62 -29 54 104 84 7.3 6.5 18 -07 8.3 7.0 5.9 9.4 6.9 19 6.5 7.2 6.6
1.8 6.4 0.4 4.5 6.7 104 9.6 4.8 2.8 41 -04 7.2 5.0 0.8 57 6.5 45 115 8.5 7.2
3.9 18.1 8.8 8.5 5.6 137 6.3 2.3 3.2 6.2 7.4 8.3 6.2 58 151 6.1 94 133 7.8 6.8
. . . . . . . . . . . 7.8 212 143 7.2 7.9 58 144 118 106
0.7 55 8.1 68 -20 15 41 12 30 -04 -27 123 7.3 35 8.0 7.3 22 49 59 54
2.9 1.9 6.2 15 9.2 109 90 -08 -135 0.6 1.3 1238 7.8 6.4 113 8.3 3.2 6.8 5.9 5.3
2.8 3.1 4.7 6.3 7.5 8.6 8.4 5.2 2.6 1.7 -38 8.5 7.8 15 71 113 3.8 125 8.1 8.1
3.0 5.2 45 2.7 4.2 5.1 83 103 131 15 -55 74 5.6 3.1 8.4 8.6 8.1 9.1 77 6.5
2.5 0.2 128 3.8 16.6 8.0 10.7 8.7 6.0 1.3 0.2 13 9.2 70 139 113 3.9 8.7 7.9 7.7
. . . . . . . . . . w“ 88 -0.7 62 246 228 123 150 120 112
1.8 9.1 9.4 09 233 -46 -103 1.0 53 -59 77 4.2 40 167 85 233 6.1 7.0 0.6 25
4.0 9.9 3.2 5.6 6.2 49 135 51 2.4 8.2 75 155 164 125 168 258 87 149 141 9.5
2.4 12.4 5.3 40 122 5.9 89 115 2.3 74 -10.9 8.1 9.7 -03 102 9.1 3.4 7.6 8.1 8.4
0.9 105 -14 20 95 209 186 79 -31 -07 -03 89 142 119 05 -76 53 105 6.4 4.2
11.6 74 -06 179 196 129 163 130 192 53 6.2 216 224 142 32 -224 289 213 190 110
1.2 13.9 7.0 3.8 7.5 8.2 6.6 4.5 90 -08 28 -01 3.8 4.0 9.3 83 112 112 9.3 8.0
1.0 178 110 -76 51 367 180 197 152 196 19 213 -150 229 227 165 128 210 132 105
1.7 5.0 6.3 35 4.2 7.6 6.7 4.2 4.1 21 -21 6.7 7.2 4.4 9.5 8.0 6.3 108 9.6 7.1
0.8 16.5 0.6 2.8 86 -08 124 21 -54 8.3 58 132 9.0 8.4 4.2 27 120 3.3 5.3 5.7
20 58 89 118 -65 -24 22 25 0.2 0.7 4.4 49 5.6 80 113 93 -31 16 25 36
. . . . - . . . - . . 113 242 280 239 191 15 7.8 6.4 7.8
0.9 -4.4 14 169 231 173 6.1 140 73 107 -33 9.0 7.8 50 106 138 8.8 8.7 8.5 8.4
. . . . . . . . . . . -3.4 92 172 131 199 -61 158 155 125
2.4 -1.8 79 144 201 144 173 7.8 9.0 69 -52 113 110 80 133 134 119 110 9.8 9.2
15 54 7.0 44 7.6 54 74 08 -49 12 -27 122 7.2 30 118 104 5.0 8.5 9.0 7.0
2.5 8.3 3.7 8.1 6.2 5.2 5.9 26 -16 -42 0.1 7.9 5.1 2.7 7.6 9.6 5.5 8.2 6.7 6.4
7.3 197 -66 -35 230 -45 69 330 -52 109 358 -219 296 205 224 23 -37 180 4.0 5.6
1.9 9.9 25 6.9 79 128 7.4 05 -50 6.8 3.2 5.4 55 9.1 9.2 8.8 7.6 8.5 7.5 6.1
3.1 24.3 6.5 8.4 6.1 3.8 3.9 38 -05 6.6 91 120 8.2 86 137 119 107 137 8.8 7.2
3.9 6.2 36 -7.0 51 8.1 8.1 9.2 6.9 17 21 7.6 5.6 50 116 85 78 100 8.5 75
25 6.0 4.9 55 8.8 8.5 9.0 6.8 4.2 40 -38 7.9 7.4 3.9 9.3 9.7 6.2 9.5 8.1 7.3
31 14.7 45 59 8.0 9.5 9.0 6.5 18 50 31 100 9.0 83 105 7.2 85 120 85 7.0

Note: The adoption of new national account systems, SNA93 or ESA95, has been proceeding at an uneven pace among OECD member countries, both with respect to variables and the time period covered. As a conseguence,
there are breaks in many national series. Moreover, agrowing number of countries are using chain-weighted price indices to calculate real GDP and expenditures components. See Table “National Account Reporting
Systems and Base-years” at the beginning of the Statistical Annex and OECD Economic Outlook Sources and Methods (http: //mmw.oecd.or g/eco/sour ces-and-methods/index.htm).

Source: OECD.
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Annex Table11. Output gaps
Deviations of actual GDP from potential GDP as a percentage of potential GDP

Estimates and projections

1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Australia 55 -19 -03 -18 -06 03 09 -11 -47 -46 -36 -16 -08 -04 -04 08 12 14 11 0.8
Austria 06 -24 24 20 -21 09 12 27 30 20 -07 -06 08 -07 -11 -05 -08 03 06 08
Belgium -43 35 31 29 -16 11 25 31 24 14 -25 -24 -22 -34 -22 -21 -17 06 -02 01
Canada -54 -20 1.1 0.9 2.2 40 33 10 -37 -50 -50 -25 -20 -29 -18 -16 -03 0.9 0.9 0.7
Denmark 27 -03 16 30 09 -03 -20 -32 -35 41 55 -25 -21 -15 -05 01 -01 0.3 0.4 0.5
Finland -15 -11 -09 -12 0.3 24 47 28 -49 -90 -113 -93 -7.7 -64 -38 -23 -18 0.1 1.0 15
France -30 -37 -41 -37 -31 -12 0.9 1.3 0.5 00 -24 -22 -23 -31 -32 -21 -12 0.3 1.0 13
Germany 51 -41 -36 -28 -29 -13 -04 24 17 12 -19 -13 -11 -19 -21 -17 -18 -0.7 0.1 0.6
Greece 27 -18 -04 -03 -21 08 29 09 17 04 -24 -27 -27 -24 -13 -22 -17 -08 0.3 0.9
Ireland 37 -32 -32 64 52 -33 -08 30 -03 -25 -52 55 -32 -30 -04 15 29 55 53 41
Italy -20 -23 -17 -13 -07 0.9 16 15 08 -04 -28 -22 -07 -13 -15 -18 -23 -1.6 -1.2 -0.8
Japan -15 -12 -12 -23 -23 -04 05 2.2 2.8 11 -07 -18 -23 0.9 1.0 -29 -38 -3.2 -2.2 -1.7
Netherlands 31 -13 01 02 -07 -10 07 21 14 05 -11 -04 -08 -07 -04 02 07 1.6 2.0 2.0
New Zealand -2.8 2.0 2.0 2.3 15 -02 -06 -23 -51 -54 -23 0.7 1.2 1.2 05 -20 -09 0.0 0.2 0.1
Norway @ 19 -12 2.1 2.5 1.7 -14 -43 -39 -38 -32 -26 -10 -08 0.1 1.1 1.9 0.8 1.0 0.8 0.8
Portugal -04 -47 -47 -37 -09 0.6 2.3 3.4 2.8 25 -13 -18 -17 -10 -03 0.1 0.0 0.1 0.0 -0.2
Spain 54 55 -48 -48 -20 04 17 23 17 -07 -45 -49 54 -63 -51 -32 -13 -04 0.2 0.6
Sweden -3.7 -08 0.0 1.2 2.8 34 45 45 13 -22 53 -30 -13 -20 -21 -15 -03 1.0 18 18
Switzerland 0.7 1.8 3.6 3.0 1.1 1.5 33 45 18 -01 -18 -23 -24 -32 -25 -18 -20 -0.6 -0.1 0.1
United Kingdom -56 -50 -31 -08 1.9 49 4.7 28 -14 -40 -37 -18 -14 -10 0.2 04 03 0.8 0.9 0.8
United States 56 -17 -10 09 -05 08 16 04 -25 -18 -16 -02 -02 02 07 12 13 25 17 11
Total of above Euro area countries -34 32 -29 -25 20 -04 10 20 12 02 -26 -22 -19 -25 -24 -18 -14 -03 0.3 0.6
Total of above European Union countries -38 -36 -29 -22 -13 05 16 21 08 -05 -29 -22 -18 -22 -19 -14 -12 -02 04 0.6
Total of above OECD countries -42 23 -16 -15 -10 06 14 13 -05 -10 -21 -13 -12 -08 -04 06 -05 05 05 05

Note: Potential output for all countries except Portugal is calculated using the “ production function method” described in Giorno et al, “Potential Output, Output Gaps, and Structural Budget Balances’, OECD Economic
Sudies, No. 24, 1995/1. Potential output for Portugal is calculated using a Hodrick-Prescott filter of actual output. See also OECD Economic Outlook Sources and Methods
(http: //mmw.oecd.or g/eco/sour ces-and-methods/index. htm).

a) Mainland Norway.

Source: OECD.
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Annex Table 12. Compensation per employeein the business sector
Percentage change from previous period

Average Estimates and projections

1973.83° 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Australia 9.4 10.0 5.0 6.5 5.2 6.4 7.5 8.2 2.8 3.2 3.3 2.0 35 5.6 3.3 3.0 2.2 4.2 3.8 3.7
Austria 8.6 5.6 55 57 41 4.3 4.8 5.6 57 4.2 3.7 3.2 3.6 0.8 2.2 3.1 2.1 2.0 2.6 3.2
Belgium 10.5 6.7 6.7 4.4 25 2.8 3.0 8.1 6.9 5.6 29 3.2 1.8 11 2.8 19 2.2 2.5 3.3 3.0
Canada 9.7 4.8 55 29 6.9 7.1 49 5.0 49 3.2 2.3 0.5 2.3 29 6.0 3.0 2.6 3.9 3.3 3.4
Czech Republic . . . . - . . . . . . 173 176 17.7 106 9.5 6.1 6.9 6.4 6.7
Denmark 11.6 6.1 4.9 51 73 114 4.6 4.1 4.0 4.4 2.5 3.2 3.4 2.9 2.1 2.4 2.5 4.0 4.4 4.4
Finland 144 100 104 7.4 8.0 9.6 103 9.3 49 1.8 1.3 4.6 41 2.1 2.8 4.4 2.3 41 4.5 4.3
France 13.9 9.4 5.6 4.1 4.7 4.2 4.0 3.6 4.5 4.0 2.1 14 1.2 2.0 1.9 1.8 1.8 1.6 2.8 3.0
Germany 6.5 3.8 31 3.7 33 3.2 3.0 4.2 48 104 3.7 3.0 33 10 0.7 1.0 1.0 1.1 1.6 2.3
Greece 20.7 186 219 129 107 173 225 163 164 127 87 118 147 106 11.2 8.3 4.2 5.0 51 55
Hungary . . . . . . . . . . . . 238 230 215 171 121 140 127 106
Iceland . . . . . 263 132 189 255 21 -33 4.3 8.7 4.0 3.0 70 111 8.1 8.6 7.6
Ireland 18.3 10.5 4.1 6.2 6.1 53 6.8 3.3 3.2 7.8 49 1.7 25 1.8 6.1 -03 4.0 8.0 8.1 8.0
Italy 19.8 11.8 103 6.9 7.4 7.3 9.1 8.1 8.9 6.3 53 3.0 49 49 34 -18 1.9 2.2 29 2.4
Japan 9.3 4.2 34 2.4 25 3.0 3.8 51 4.3 0.9 0.6 2.0 0.8 0.6 09 -10 -03 1.1 0.5 1.1
Korea 21.7 7.6 49 105 102 175 100 163 191 111 108 112 150 11.2 34 20 114 8.0 7.0 5.7
Mexico . . . . . . 2710 279 299 241 152 114 1/6 231 210 180 135 120 9.0 7.0
Netherlands 8.1 0.8 18 2.7 15 13 0.9 33 45 4.2 3.0 2.8 13 17 21 2.8 2.9 4.2 49 4.5
New Zealand 13.6 35 123 188 142 112 6.8 0.9 1.3 11 1.9 19 -02 1.7 2.6 2.4 2.4 3.1 3.7 3.2
Norway 10.4 7.5 7.1 9.8 9.1 8.6 4.6 5.0 54 4.5 2.2 2.8 3.0 25 24 75 5.6 4.8 6.0 4.8
Poland . . . . . . . . . . . 407 341 296 20.7 155 126 118 125 125
Portugal 24.2 206 193 189 136 94 129 173 184 16.1 6.6 5.9 6.4 55 5.0 45 4.3 4.8 5.2 53
Spain 20.0 111 79 8.0 1.3 52 6.0 9.7 10.8 107 9.3 2.9 2.4 4.4 31 2.8 3.0 34 3.7 39
Sweden 11.9 9.8 8.5 8.3 7.5 81 123 9.8 6.2 3.2 8.5 57 2.3 6.2 3.7 3.3 1.2 3.9 45 4.9
Switzerland 55 33 39 4.3 3.2 3.6 4.5 5.0 7.2 6.3 1.8 1.3 2.4 0.7 2.7 0.8 15 2.0 2.8 3.0
United Kingdom 15.6 7.6 9.1 9.6 7.5 81 104 106 9.7 5.6 6.3 6.4 29 4.3 4.2 55 49 3.3 5.0 4.9
United States 8.0 5.0 4.0 3.9 45 4.7 3.2 49 3.9 5.7 2.8 2.3 19 25 3.2 49 4.3 45 49 51
Euro area” 12.8 7.9 6.5 5.7 4.6 4.6 4.8 5.6 6.1 8.1 55 3.2 3.8 1.9 1.7 1.2 1.4 1.8 2.6 2.9
European Union” 13.8 8.2 7.1 6.3 52 57 6.5 7.0 7.3 7.1 4.7 3.5 3.2 3.0 2.7 2.0 24 24 3.3 3.4
Total OECD 10.8 6.2 5.2 4.8 4.8 54 5.6 6.8 6.5 6.1 3.8 3.8 3.8 39 3.7 35 35 3.7 4.0 4.0

Memorandum item
OECD less highinflation
countries® 10.8 61 51 48 47 53 47 60 56 55 34 30 27 28 28 27 30 33 3.6 38

Note: The business sector isin the OECD terminology defined as total economy less the public sector. Hence business sector employees are defined as total employees less public sector employees. See also OECD Economic
Outlook Sources and Methods (http://wwwv.oecd.or g/eco/sour ces-and-methods/index.htm).

a) Average 1975-83 in the case of Korea.

b) Luxembourg excluded.

¢) High inflation countries are defined as countries which have ha