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FOREWORD

This edition of the OECD Economic Outlook analyses prospective economic
developments in OECD countries over the coming two years and provides recom-
mendations on the economic policies needed to ensure sustainable economic growth.
In addition, this volume puts forth an alternative scenario assessing what might hap-
pen if a number of downside risks materialise. It also delves into improvements in
the operations of international financial markets in light of the crisis in emerging
market economies.

The detailed country notes provide an assessment of the economic situation and
the outlook for each Member country and certain non-member countries. The policy
assessments presented in this edition are based on a set of projections which were
finalised on 4 November 1998 and published in a preliminary edition in mid-November.
These projections reflect the broad lines of both the financial package agreed upon
between the Brazilian authorities and the IMF on 13 November and the supplementary
budget adopted in Japan on 16 November.

Beyond these issues a number of other themes are dealt with in more depth in three
special chapters:

– Challenges facing macroeconomic policies in European Economic and
Monetary Union: from 1 January 1999, the new European Central Bank will
be responsible for the formulation of monetary policy for the new euro area.
The fact that the euro area economy will be an entity consisting of eleven
sovereign countries raises special issues with regard to the operational struc-
ture, monetary policy and communications strategy of the new bank. Euro-
area governments will remain responsible for fiscal policy, but budgets will be
constrained by the need to maintain sound public finances to underpin mon-
etary union. This leads to issues of how much further consolidation will be
required in order to leave budgets with adequate flexibility, and whether poli-
cies may need to be co-ordinated.

– Recent stock market developments and implications: the drops in equity mar-
ket prices in the third quarter of this year stand out because of their size and
their simultaneous occurrence in a majority of large OECD economies. Many
of these markets have regained large parts of those declines and price levels
appear high on a number of measures. This chapter discusses the nature of the
third quarter drop and outlines some rough benchmarks for comparing current
prices. It also provides some rough measure of the effects of equity price declines
on OECD area activity.

– Low-income dynamics in four OECD countries: a surprisingly large propor-
tion of the population faces low incomes at some point over a number of years.
However, most stay poor for only a short time. The long-term poor tend to
belong to groups with specific characteristics, such as single-parent families or
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unemployed heads of household. Identifying the people at risk will help to
target policies aimed at alleviating poverty. Improving the employment poten-
tial of these groups is one key to poverty exit. As a significant share of those on
low incomes work, some form of work-conditional benefits could also help
alleviate poverty.

Ignazio Visco

Head of Economics Department
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Real total domestic demand
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European Union
Total OECD

Real GDP
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European Union
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Inflation b
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European Union
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Current balances
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European Union
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a) Assumptions underlying the projections include:
– no change in actual and announced fiscal policies,
– unchanged exchange rates from 27 October 1998; in particular $1 = Y 119.25 and DM 1.66;
– the cut-off date for other information used in the compilation of the projections was 4 November 1998.
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d) United States: 3-month Treasury bills; Japan: 3 month CD; Euro area: 3-month interbank rates.
e) Growth rate of the arithmetic average of world import volumes and world export volumes.
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EDITORIAL

Some calm has recently returned to international financial markets following
eighteen months of sharp, and widening, turbulence. Actions taken by authorities in
several countries since the middle of the year have contributed to this abatement of
tensions. If calm in financial markets persists, the outlook is for a further slowdown
in the OECD area as a whole in 1999 followed by a moderate rebound in 2000.
However, there are downside risks and further policy actions may be necessary to
ensure a satisfactory outcome.

Until the middle of the year, economic developments remained rather favourable
in North America and Europe, despite financial turbulence in emerging market
economies. By September, however, it became increasingly evident that financial
turmoil was also adversely affecting OECD countries’ financial markets, espe-
cially following the financial collapse in Russia, with significant falls in equity
markets, a widening of spreads between corporate and government bonds in some
OECD countries, and trading losses by some large investment funds. At the same
time, indications that the economic situation in Japan was deteriorating and that
banking sector problems were not improving added to market uncertainty. Finally,
the US dollar started to depreciate vis-à-vis other major currencies.

These developments led to a change in perception about the balance of risks
affecting future economic prospects in OECD countries. In particular, fears emerged
that a possible credit crunch and negative wealth effects might affect private invest-
ment and consumption in the United States. There was also increasing evidence that
financial market disorder was adversely affecting confidence in many OECD coun-
tries. As well, there were marked risks of further turbulence, with many focused on
Brazil. These concerns have led authorities in several countries to take a number of
actions over the past two months:

–Monetary policy has been eased in the United States and the United Kingdom.
On three occasions since early September the Federal Reserve cut the federal
funds rate by 25 basis points while the Bank of England reduced its official
interest rate twice by a total of 75 basis points since early October.

–Central banks in a number of countries set to participate in the European
Economic and Monetary Union on 1 January 1999 also decided to significantly
reduce their interest rates, implying that the convergence of interest rates will
now occur towards the lower levels prevailing in the region.

–In Japan, a broad agreement was achieved in the Diet to revitalise the financial
system. The new legislation includes important measures to deal with financial
sector problems. To support this, the Government has made an unprecedentedly
large sum of public funds available to recapitalize the banking system, amount-
ing overall to around Y 60 trillion, or about 12 per cent of GDP.

–In Brazil, the Government announced an ambitious programme to restore its
budget and current account positions and a financial package involving about
$40 billion to help protect the exchange rate has been agreed with the IMF.
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–In late October, the Leaders of the countries of the Group of Seven formally
endorsed the specific reforms announced by their Finance Ministers and Central
Bank Governors to strengthen the international financial system.

Following these actions financial market turbulence has tended to calm: financial
tensions appear to have abated in emerging market economies while equity markets in
most OECD countries have rebounded significantly. Under the assumption that the
situation in financial markets stabilises, the OECD now projects a slowdown in real
GDP growth for the OECD area, from above 3 per cent in 1997 to about 21/4 per cent
in 1998 and then to 13/4 per cent in 1999, before a recovery to around 21/4 per cent
in 2000. This reflects different economic situations across the major OECD regions:

–In Japan, strong deflationary forces are expected to continue acting on the
economy. As a result, even taking into account the effects of the fiscal packages
announced in April and November and assuming that rapid progress is achieved
in solving financial sector problems, output is expected only to edge up in 1999
and a very mild recovery is projected for the year 2000.

–In the United States, the economy is projected to slow to below potential growth
over the next two years, reflecting lower business profit expectations, the widen-
ing in credit spreads and the stabilisation, if not a reversal, of equity prices. None-
theless, the level of capacity utilisation should remain high in 2000.

–In the euro area, real activity is also expected to decelerate somewhat, although growth
should remain around potential in both 1999 and 2000, reflecting the continued mo-
mentum for recovery in domestic demand, and especially consumption.

In most emerging market economies, the outlook is for continued weakness.
Adjustment processes currently underway in the five Asian countries most severely hit
by the crisis are likely to persist through much of 1999, and given the degree of eco-
nomic integration, spillover effects will significantly reduce growth prospects in other
economies in the region. A slowdown is also expected in South America, in part
reflecting tighter fiscal and monetary policies in response to the crisis, while prospects
for stabilisation in the short run appear bleak in Russia.

Notwithstanding recent policy moves, there remains substantial uncertainty as to
how a number of announced measures will effectively be implemented and to what extent
they will affect world economic prospects. Overall, while the probability of a generalised
recession may have diminished, a number of the downside risks to the outlook are still
present. Against this background, policy makers of OECD, as well as non-OECD, coun-
tries need to take actions that minimise the likelihood of a global downturn:

–In general terms, it will be important that OECD countries do not resort to protectionist
measures as a means to counteract negative cyclical developments. Recourse to anti-
dumping actions has risen markedly over the past two decades in both the United States
and the European Union and this behaviour appears to have been increasingly related
to macroeconomic conditions. Given the external adjustments which must take place,
OECD markets need to remain open to exports of emerging countries affected by the
crisis and any adverse consequences for trade positions must be accepted.

–In Japan, resolution of domestic banking-sector problems is essential to heading
off the risk of global recession. The highest priority should therefore be rapid
implementation of the plans aimed at restructuring the banking system that have
received agreement in the Diet. Fast resolution of the financial sector problems
is key to improving business and consumer confidence in the short run. Flanking
this, it is important that fiscal support to demand not be withdrawn prematurely;
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the supplementary budget announced at the time of writing is reassuring in this
regard. Faster progress in other structural areas is also needed to improve eco-
nomic performance, which is all the more important as in the longer run action
will be necessary to ensure that government debt returns to a sustainable path.

–In the United States and in the euro area, monetary policy should remain biased
towards easing, as inflation risks have been considerably reduced or become
non-existent. On the other hand, on present projections there is no case for an
activist fiscal policy, as there is still a need to reduce public debt to levels sus-
tainable over the longer term. However, in the event of a rapidly deteriorating
environment, monetary authorities in both regions should stand ready to act
promptly and if recession looms, the United States and a few other countries
would have some room to take fiscal action; in any case, automatic stabilisers
should be allowed to work.

–Authorities in emerging market economies need to take policy measures to contain
the vulnerability of these countries to contagion risks and to set the stage for
sustained recoveries. In emerging Asian economies, the most critical task is to
restore quickly the viability of the financial and corporate sectors. In most
countries in South America, and in Brazil in particular, the strong commitment
to address underlying fiscal and current account sustainability problems needs
to be demonstrated. In Russia, the achievement of sustained growth will not be
achieved without developing institutions which strengthen the rule of law, public
governance and civil society.

                                                                                                    17 November 1998
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I. GENERAL ASSESSMENT
OF THE MACROECONOMIC SITUATION

The global situation and outlook for the OECD area

The financial turbulence in emerging markets has intensified since the summer and
has now, in varying degrees, affected most OECD countries. Although financial condi-
tions in the Asian countries experiencing the most severe pressure appeared to stabi-
lize during the early months of 1998, underlying economic conditions did not improve
and the situation has continued to deteriorate.1 At the same time, Russia has suffered a
serious crisis and several Latin American countries have been affected by contagion.
In this environment, nervousness and uncertainty in financial markets in OECD coun-
tries have been reflected in volatile equity prices and, especially in the United States,
sharply increased spreads in credit markets. The balance of risks in OECD countries in
Europe and North America, where economic conditions have generally remained good,
has shifted appreciably toward the down side. In Japan the economy has continued to
weaken sharply.

For the OECD area as a whole, the result has been a slowdown in growth from just
over 3 per cent in 1997 to an estimated 21/4 per cent in 1998 (Table I.1), mainly reflect-
ing developments in Japan and Korea. Taking account of the crisis outside the OECD

Financial turbulence has
intensified and spread

Most OECD economies outside
Asia have performed well
until now…

1. For a discussion, see Chapter III, “Developments in Selected Non-Member Countries”, and the note on Korea in
Chapter II, “Developments in Individual OECD Countries”.

area, the slowdown in world output has been rather sharper, from 4 per cent to 2 per
cent. Most OECD economies outside Asia have performed well until now, although
there has been considerable variation in cyclical conditions across countries. The level
of activity in the United States and the United Kingdom remains high but expansions

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

Current projection                   Revisions since March 1998a

Cumulative
revision

1997 1998 1999 2000 1998 1999 1998-99

United States
Japan
European Union
OECD

Memorandum items:
Non-OECD areab

Worldb

3.9 3.5 1.5 2.2 0.8 –0.6 0.2
0.8 –2.6 0.2 0.7 –2.3 –1.1 –3.4
2.7 2.8 2.2 2.5 0.1 –0.6 –0.5
3.2 2.2 1.7 2.3 –0.2 –0.8 –1.0

5.0 1.7 2.5 3.8 – – –
4.0 2.0 2.1 2.9 – – –

a) See OECD Economic Outlook 63, June 1998.
b) Constructed from OECD, IMF and World Bank projections for non-OECD regions, using 1997 GDP weights in world

GDP based on 1997 purchasing power parities.
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there are clearly past their cyclical peaks and signs of slowdowns which could prove to
be abrupt have begun to emerge. In the euro area,2 the expansion has been robust
during 1998, although it may be starting to mature. While most other OECD countries
have been negatively affected to varying degrees by the Asia crisis, activity has so far
remained relatively buoyant except in the Czech Republic and New Zealand.

The crisis in emerging markets and the associated financial turmoil are affecting
OECD countries through different channels (see Figure I.1):

– A negative impact on trade arising as the counterpart to adjustments in crisis
countries has been visible in Europe and the United States.

– Lower oil and commodity prices, to a large extent generated by weaker
demand in Asia, have contributed favourably to the terms of trade in most
OECD countries. However, they are negatively affecting countries (includ-
ing some OECD Members) where oil or primary products are important
sources of export revenue, and in some cases (notably Russia) have
contributed to the spread of the crisis.

– A redirection of global financial flows away from emerging markets has led to
sharply lower long-term interest rates in many countries. Throughout much of
1998, this has been a powerful compensating positive force in the countries
benefiting from it. However, since July, the flight to quality has become more
selective and increasingly focused on sovereign debt.

– Confidence in many countries has begun to be adversely influenced by the
extent and duration of crisis, as well as the diminishing prospects for any early
turnaround.

The direct trade impact has been apparent since the early part of this year, both in
the geographical breakdown of the trade statistics and in financial reports of enter-
prises whose businesses have substantial exposure to Asian markets. It is reflected in a
contraction of exports from the OECD area to non-OECD countries, a major factor
contributing to the sharp slowdown in world trade (Table I.2) which occurred abruptly
during early 1998. Given the continuing liquidity squeeze affecting emerging markets,
an early recovery of exports to these countries will remain relatively weak. However,
at least some recovery will probably occur and growth of world trade is projected to be
slightly faster during the coming two years than in 1998.

Oil and commodity prices have weakened substantially since the outbreak of the
Asia crisis, helping to sustain low inflation throughout nearly all of the OECD area
and bolster purchasing power of consumers. Though oil prices are above their low
point for the year, they are still down by 30 per cent compared with their 1997 average;
they are expected to rise gradually over the projection period.

The redirection of financial flows has been strikingly apparent in the United States
and Europe. Long-term interest rates both in the United States and Europe have declined
significantly since the Asia crisis began to unfold (see Figure I.1). Falling bond yields
in these regions were accompanied by rising equity prices until the recent correction
which occurred between mid-July and early October; the dollar and most European
exchange rates have been firm throughout the year, although the dollar has now fallen
by around 61/2 per cent in effective terms from its August peak as the monetary easing

2. “Euro area” refers to the eleven countries that will participate in European Economic and Monetary Union as from
1 January 1999: Germany, France, Italy, Austria, Belgium, Finland, Ireland, Luxembourg, Netherlands, Portugal and Spain.

… but financial turmoil is
having an effect

World trade has slowed sharply

Oil and commodity prices will
remain low

Long-term interest rates have
fallen…
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Figure I.1. Some economic indicators reflecting the crisis in emerging markets
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which has now taken place appeared increasingly likely; and exchange rate tensions
among euro area currencies have generally been absent.

The rest of the OECD area has benefited much less from the flight to quality. Given
the poor economic situation and the banking sector problems in Japan, long-term gov-
ernment bond yields there have fallen to extremely low levels. But both equity prices
and the yen have faced recurrent downward pressure, although the yen has strength-
ened sharply since August. In countries where oil or other primary products are impor-
tant sources of income or of export revenues, exchange rates have been weak. In Canada,
this has at times contributed to upward pressure on interest rates and a premium over
comparable US rates has re-emerged, following a sustained period in which Canadian
yields were below their US counterparts.

After July, the flight to quality became considerably more selective as financial
market participants displayed increasing risk aversion and a strong premium on liquidity
emerged. “Prime quality” borrowers (usually governments) have continued to benefit
from low yields. However, risk premia in other segments of the market have risen in
recent months and raising new money in capital markets has generally been difficult.

… but investors have become
more risk averse…

Merchandise trade volume
World tradea

of which: Manufactures
OECD exports
OECD imports
Non-OECD exports
Non-OECD imports

Memorandum items:
Intra-OECD tradeb

OECD exports to non-OECD
OECD imports from non-OECD

Trade pricesc

OECD exports
OECD imports
OECD terms of trade with rest of the world

Current account balances

United States
European Union
Japan
Korea

United States
European Union
Japan
Korea
4 non-OECD Asia crisis countriesd

Table I.2. World trade and payments summary

1997 1998 1999 2000

Percentage changes from previous period

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. Data are based on the 1994 structure of trade
values, deflated by total OECD export prices.

c) Average unit values in local currency.
d) Indonesia, Malaysia, Philippines and Thailand.

9.8 4.6 5.3 6.1
11.4 5.1 5.5 6.2
11.3 5.1 4.8 6.0
9.9 6.9 6.2 6.4
7.6 3.8 6.3 6.0
7.7 –2.1 3.2 5.3

11.6 7.4 5.5 6.4
7.0 –2.2 4.0 5.2
7.5 4.1 6.5 5.7

0.7 0.6 0.1 1.1
1.4 –1.1 –0.4 1.0

–1.2 3.9 1.3 –0.2

Per cent of GDP

–1.9 –2.7 –3.1 –3.1
1.4 1.4 1.3 1.3
2.3 3.2 3.3 3.6

–1.7 12.5 9.9 6.1

$ billion
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117.1 115.2 119.5 120.4
94.5 121.1 138.7 150.8
–8.2 37.6 32.3 21.3

–16.5 28.5 32.3 27.4
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In equity markets, prices fell sharply in all OECD economies in late August and Sep-
tember, reflecting a deteriorating outlook for profits, growing fears in Europe and North
America that these regions may not continue to be as insulated from the crisis in emerg-
ing markets as they have been to date, and deepening recession in Japan. Since early
October, as monetary policy has been eased in many countries, including the United
States, there has been some reversal of these developments. Equity prices have recov-
ered substantially and capital markets have re-opened to new issues, although mainly
to those of above average quality. But conditions in financial markets remain tighter
than they were during the first half of 1998.

Forward-looking business and consumer surveys suggest that global turmoil has
impacted on confidence in North America and Europe. If this continues, some
retrenchment in domestic spending could add to the direct trade impact in slowing
area-wide economic growth. In the United States business confidence had already
peaked before the end of 1997 but it is only since the second quarter that consumer
confidence has started to decline. In Europe, a similar pattern can be observed. Mainly
reflecting a deterioration of export prospects, business confidence began to weaken
during the early part of 1998 and has fallen sharply more recently, although consumer
confidence has remained fairly buoyant.

The global environment is more uncertain at this stage than usual and many of
the risks to the outlook are interdependent and operate on the down side. The central
projections reported in this issue of OECD Economic Outlook are based on the
assumptions that:

– economic conditions in the countries most severely affected by the crisis remain
difficult but do not take a serious turn for the worse;

– visible progress in resolving Japanese banking problems takes place; and
– the “millennium bug”, i.e. a potential inability of computers to read dates after

the beginning of the year 2000, will not seriously disrupt activity economy-wide
(see Box I.1).

These projections are judged to describe the most likely scenario, conditional in
the usual way on assumptions about fiscal and monetary policies and exchange rates
(see Box I.2), but many of the downside risks could interact in ways that reinforce
each other and lead to a substantially different – and more negative – outcome. These
are considered in the next section, and the broad outlines of a more pessimistic alternative
scenario are reported there.

The recent reductions in the federal funds rate in the United States are incorporated
in the projections and, given the absence of inflation pressures, two further 25 basis
point reductions are assumed by mid-1999. The Federal Reserve is assumed to keep it
steady thereafter. In the euro area, money market rates are assumed to converge at
current German levels. This implies a reduction in these rates, on average for the area,
before the European Central Bank takes over responsibility for monetary policy on
1 January 1999. These rates are assumed to decline somewhat during the first half of
1999 and to stabilize for the rest of the year before edging up slightly during 2000 as
the expansion in the euro area strengthens again. In Japan, short-term interest rates
should remain low throughout the projection period.

Fiscal policy is not expected to be a major factor affecting the outlook, although
Japan (where it is stimulative) is an important exception in this regard. In terms of the
overall OECD general government balance, slower economic activity will contribute

… and confidence may
be fragile

Central projections assume no
deterioration in crisis countries
and progress resolving
Japanese banking problems…

… low interest rates in the
main OECD regions…

… and fiscal stimulus in Japan
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to a moderate worsening by about 1/2 percentage point in 1999 and no further change is
projected for 2000 (Table I.3). In underlying structural terms, the OECD general
government balance will not change much during 1999 and 2000, as fiscal expansion
in Japan and some decline in the surplus in the United States nearly offset continuing
fiscal consolidation in the European Union.

The implications of the millennium bug for the macroeconomic outlook

1. See OECD, “The Year 2000 Problem: Impacts and Actions”, 1998, for a review of economy-wide and sectoral impacts of the year 2000
problem and the role and actions of governments (available on Internet site http://www.oecd.org/puma/ gvrnance/it/y2k.htm).

2. An estimated $300 billion would be the equivalent of around 1 per cent of 1998 world GDP. See Gartner Group, World-wide and Industry
Readiness, 1998; and Yardeni, E. “Could Y2K Cause a Global Recession?”, Fortune, 12 October 1998.

3. Edward Kelley, member of the Board of Governors of the Federal Reserve reported an estimated output loss of 0.1 per cent per year over the
next two years for the United States; also for the United States, DRI’s Standard & Poor’s estimated a 0.3 per cent loss of GDP in 1999 and
0.5 per cent in the two following years; Oxford Economic Forecasting estimated around 0.3 per cent per year loss of GDP for the United
States, Japan, Germany and the United Kingdom.

Box I.1.

Many computers and other date dependent systems (com-
munication networks, industry control systems, consumer elec-
tronic devices and safety systems) are programmed to identify
years by a two-digit code and may recognise 00 as the
year 1900, instead of the year 2000. This possibility has led to
very costly investments of financial and human resources by
business and governments to avoid disruptions that could range
from temporary and isolated to severe and widespread.1 No
one really knows what might be involved, but worst case sce-
narios are thought to include generalised utility failures,
financial crashes, bank runs, shut-down of hospital life-support
systems, and world recession. The range $300-$600 billion is
perhaps the most widely quoted figure for the world-wide cost
of dealing with the problem before the millennium, while worst
case scenarios for the years after 2000 suggest a 70 per cent
chance of a serious global recession.2

The macroeconomic consequences of the millennium bug
may be far smaller than many of these estimates would sug-
gest, and no explicit account is taken of them in the projec-
tions. For most organisations, the expenditures prior to the
year 2000 to prevent failures largely fall into three categories:
the allocation to this problem of existing resources devoted to
computer service support while other projects are delayed; new
investments to replace existing hardware or software that would
be too expensive or impossible to fix; and the cost of addi-
tional information technology support hired from outside. The
bulk of expenditures falls into the first of these categories, which
involves little of macroeconomic consequence beyond produc-
tivity losses due to the deferral of other work. Given that the
work deferred will usually be that whose priority is lowest,
and that new investments to replace systems being scrapped
will accelerate modernisation, the overall productivity losses
should be small and short-lived.3 Expenditures on new invest-
ment and outside computer service personnel clearly add to
aggregate demand in the economy – demand for specialised
information technology personnel is rising fast and so are

salaries in the sector – but there is no need to take explicit
account of this to assess overall macroeconomic trends. To the
extent that it is large enough to have a macroeconomic effect,
then at this stage it is probably already affecting standard indi-
cators of wage and salary behaviour, employment changes and
investment intention surveys. These are all taken into account
in the assessment of the macroeconomic situation reported here
and are reflected in the projections.

For 2000 and beyond, the uncertainty surrounding possible
scenarios involving widespread failures to prevent problems
precludes any meaningful estimates of possible costs. Provided
that there is a continuing acceleration of the substantial efforts
now under way to ensure that systems are ready to cope and that
awareness of the problem continues to increase, a scenario in
which most problems are successfully addressed before 2000
and that such failures as occur have little or no macroeconomic
impact is probably more likely than any other single outcome. It
is therefore implicitly assumed in the projections reported here.
Given that where the problems are most serious, incentives to
deal with them before failures occur are high, and that the real
time test which the millennium involves will quickly make
remaining problems transparent so that they can be addressed
quickly, there is at least some basis for this rather sanguine
assumption. Furthermore, past experience suggests that people
are resilient and adapt well to serious disruptions in ways that
minimise overall macroeconomic effects. A seven-month clo-
sure of clearing banks in Ireland in 1970, for example, resulted
in a major disturbance to the payments system but had very
little effect on overall spending or activity; similarly, a three-day
working week during the winter of 1974 in the United Kingdom,
imposed due to power restrictions during a coal miners’ strike,
was disruptive but any overall macroeconomic effects are diffi-
cult to identify. More recently, major power disruptions in
Auckland, New Zealand, and Quebec, Canada, have caused dis-
location and, in Quebec, considerable damage, but have had few
macroeconomic implications.
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Policy and other assumptions underlying the projectionsBox I.2.

Fiscal policy assumptions are based on measures and stated
policy intentions, where these are embodied in well-defined
programmes. Details of assumptions for individual countries
are provided in the corresponding country notes in Chapter II
“Developments in Individual OECD Countries”. Generally
speaking, the outlook is for fiscal stances, as measured by struc-
tural budget balances, to be mildly restrictive during 1998 and
to change relatively little in 1999 and 2000. An exception is
Japan, where fiscal policy is expansionary. Policy-controlled
interest rates are assumed to be set in line with the stated ob-
jectives of the national authorities with respect to inflation (and,
in some cases, to supporting activity) or exchange rates. In the
case of the United Sates, for which the two recent cuts in the
federal funds rate are incorporated in the projections, this is
interpreted to imply that policy determined interest rates will
decline by another 50 basis points during the first half of 1999,
while in Japan short-term interest rates should remain very
low. European Economic and Monetary Union (EMU) will
proceed from 1 January 1999 with eleven participating coun-
tries, leading to the elimination of differentials between com-
parable short-term interest rates across participating countries1

and of exchange rate related risk premia in long-term interest
rates. Short-term interest rates in the euro area are assumed to

1. Germany, France, Italy, Austria, Belgium, Finland, Ireland, Luxembourg, Netherlands, Portugal and Spain.

converge towards the German rate. The European Central Bank
is assumed to lower short-term interest rates twice in the course
of 1999, from 31/2 to 3 per cent, before raising them again some-
what in 2000.

The projections assume unchanged exchange rates from
those prevailing on 27 October 1998; in particular, one
US dollar equals ¥ 119 and DM 1.66. The fixed exchange rate
assumption is modified for Hungary, Poland and Turkey to
allow for continuous depreciation, reflecting the OECD
interpretation of “official” exchange rate policies.

The dollar price of OECD oil imports (cif) is estimated to
average $13.00 per barrel in the second half of 1998, and is
projected to rise somewhat thereafter to average $13.75 per
barrel in 1999. Non-oil commodity prices are estimated to
decline by nearly 11 per cent in dollar terms in the second half
of 1998 and they are projected fo futher decline by 23/4 per
cent on average in 1999. They are projected subsequently to
move in line with OECD manufactured export prices.

The cut-off date for information used in the projections was
4 November 1998.

Table I.3. General government financial balancesa
Per cent of GDP

1996 1997 1998 1999 2000

United States
Actual balance
Structural balance

Japan
Actual balance
Structural balance

European Unionc

Actual balance
Structural balance

OECDc

Actual balance
Structural balance

a) Actual balances are per cent of nominal GDP and structural balances are per cent of potential GDP.
b) Excludes the budgetary impact of the debt take-over of Japan National Railways Settlement Corporation and National

Forest Special Account (5.4 percentage points of GDP).
c) European Union figures exclude Luxembourg. Total OECD figures for the actual balance exclude, in addition, Mexico,

Switzerland and Turkey and those for the structural balance further exclude the Czech Republic, Hungary, Iceland,
Korea and Poland.

–0.9 0.4 1.6 0.8 0.6
–0.9 –0.1 0.8 0.4 0.5

–4.3 –3.3 –6.1b –7.8 –8.3
–4.2 –3.0 –4.1b –5.4 –5.7

–4.3 –2.4 –1.9 –1.7 –1.4
–3.4 –1.6 –1.4 –1.1 –0.9

–2.6 –1.1 –1.0 –1.5 –1.5
–2.4 –1.1 –0.8 –1.0 –1.0
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Growth in Japan is expected to resume in 1999 and 2000, even though very slowly,
given the persistently weak self-correcting forces at work. In the United States, growth
of output is projected to fall sharply, mainly reflecting a sharp deceleration of business
investment and less buoyant consumer spending. Economic growth appears likely to
weaken slightly in the euro area during 1999 but should strengthen again in 2000, as
domestic demand growth continues as the driving force of the expansion. The eco-
nomic situation in Korea and many of the non-OECD countries most seriously affected
by the crisis should stabilize by next year. Overall, growth in the OECD area will slow
somewhat to around 13/4 per cent in 1999 before picking up to around 21/4 per cent in
2000. At the world level, it will continue at 2 per cent in 1999 and might rise to around
3 per cent in 2000. In these conditions, prices will remain reasonably stable nearly
everywhere in the OECD area, while unemployment might drift upward as rises in the
United States and Japan more than offset declines in Europe (Table I.4).

Growth should resume very
slowly in Japan, fall sharply

in the United States
and continue at a modest pace

in the euro area

Inflation a

United States
Japan
European Union
Total OECD less high

inflation countriesb

Total OECD

Employment growth
United States
Japan
European Union
Total OECD

Unemployment rate
United States
Japan
European Union
Total OECD

Unemployment levels
United States
Japan
European Union
Total OECD

Table I.4. Unemployment and inflation

1997 1998 1999 2000

a) Percentage change in the GDP deflator from previous period.
b) High inflation 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 on the basis of historical data. Consequently, the Czech Republic, Greece, Hungary,
Mexico, Poland and Turkey are excluded from the aggregate.

Per cent

1.9 1.0 1.2 1.8
0.6 0.7 –0.4 –0.5
1.8 1.8 1.8 1.8

1.5 1.3 1.3 1.5
3.7 3.3 2.6 2.4

2.2 1.3 0.4 0.8
1.1 –0.7 –0.6 –0.1
0.6 1.0 0.7 0.8
1.7 0.7 0.5 0.9

Percentage of labour force

4.9 4.6 5.0 5.4
3.4 4.2 4.6 4.9

11.2 10.6 10.3 10.1
7.2 7.1 7.3 7.3

Millions

6.7 6.3 7.0 7.6
2.3 2.8 3.2 3.3

18.7 17.7 17.4 17.0
35.5 35.4 36.4 36.8
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Financial turbulence has now spread to the point where few, if any, countries remain
untouched. While markets have calmed somewhat since mid-October, the extent to
which turbulence might again intensify and the degree to which financial instability
will be reflected in weaker economic activity in affected countries remain highly
uncertain. Indeed, the most important risks to the outlook that have been at the root of
the deterioration of confidence since July are still present, even if policy action in
response to the turbulence has been taken in a number of areas – monetary easing in
several countries, the passage of new legislation to resolve banking problems in Japan,
likely agreement between Brazil and the IMF on a financial support package and com-
mitment by the Group of Seven to seek reforms that promote stability in the interna-
tional monetary system (see Box I.3) – and the symptoms of financial market
nervousness which have threatened to reinforce deflationary forces have receded.

In particular, the risks to the overall outlook arising from a further deterioration of
the situation in Asia, or in non-OECD regions elsewhere, continue to exist. Further-
more, as economic expansions in some countries have matured, balance sheet excesses
which would increase vulnerability may become increasingly apparent. The global
economy is highly interdependent as a consequence of trade and financial relation-
ships, which in the event that any downside risks materialise, creates potential for
them to interact with each other to amplify their effects. This section explores some of
the possibilities.

Downside risks in emerging markets

The main risk now facing emerging markets is that further setbacks in individual
economies, which need not be domestically generated, could accelerate the investor
flight from risk and have spillover effects across all emerging markets. Attention has
recently focused on Brazil, where the overriding need is to restore a sustainable bud-
getary position. The Government has announced an ambitious programme designed to
do this, and a financial support package to help protect the exchange rate is being
arranged by the IMF. Against the background of the failure to follow through with the
package announced in November 1997, it will be important to build the credibility
needed to make the present exchange rate policy sustainable by ensuring a rapid and
decisive implementation of the programme. A sharp depreciation could work to reverse
the progress toward price stability that has been made in recent years and, as occurred
in Asia crisis countries, could adversely affect some financial institutions and other
businesses who have borrowed heavily in foreign currency. Furthermore, should this
occur, pressure on other countries in the region would almost certainly increase. Very
high interest rates could persist throughout the region and financial markets in other
regions such as Asia could be affected.

A further shock in Asia cannot be excluded. In particular, failure by Japan to resolve
its banking problems and a further decline in domestic demand there could lead to
renewed downward pressure on the yen, thereby setting off another wave of currency
depreciations and upward pressures on interest rates in other countries in the region.
These would aggravate their internal and external debt problems. Intensified political
or social turmoil, or any other developments, that interrupted the reforms now under-
way in Asia crisis countries, or raised serious doubts about whether they would be

Risks in a deteriorating global environment

Downside risks are
considerable

Attention has recently focused
on Brazil

Asia remains exposed to
further shocks
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sustained, would also pose risks. The viability of the currency board arrangement in
Hong Kong, China, could be jeopardised if renewed falls in confidence about emerg-
ing markets, or internal developments such as a further severe downturn in property
prices, were to lead to an intensification of capital outflows. If any of these situations
arose, a devaluation by China to avoid a deterioration in competitiveness might occur.
They could also lead to further turmoil in Latin America as the problem of contagion
became more severe.

The OECD emerging market economies of Europe appear to be relatively well
placed to contain the risks of any further financial contagion, although in some of
these countries trade exposure to Russia may have an impact, even if this exposure is
generally much lower than it was several years ago. Indeed, the main risk to these
countries may be the possibility of a slowdown in the European Union. In the transi-
tion countries, fiscal policies appear to be sustainable, inflation is not a serious problem

Emerging OECD economies in
Europe may be less vulnerable

Strengthening the international financial systemBox I.3.

On 30 October 1998, the Group of Seven countries wel-
comed positive steps that have been taken toward imple-
mentation of the IMF quota increase and the New
Arrangements to Borrow. They called for implementation
to proceed rapidly and committed themselves to supplement-
ing the Fund’s resources where necessary, through activa-
tion of the New Arrangements to Borrow and the General
Arrangements to Borrow. They also announced agreement
on a number of steps to strengthen the international finan-
cial system, which are summarised in a declaration of their
Finance Ministers and Central Bank Governors.1 The main
steps and reforms, which will be implemented as rapidly as
possible, are the following:

– establishment of an enhanced IMF Facility, accompanied by
appropriate private sector involvement and, in some case, by
bilateral contingent financing, to provide a contingent
short-term line of credit for countries pursuing strong IMF
approved policies;

– commitment to deliver greater transparency in economic
policy-making and in disclosure of economic statistics and
key indicators and to endeavour to ensure that private sec-
tor institutions comply with principles, standards and codes
of best practices;

– establishment of a process for strengthened financial sector
surveillance by drawing on national and international regu-
latory and supervisory expertise and bringing together key
international institutions and key national authorities to
co-ordinate their activities, to foster stability and to exchange
information more systematically on risks in the international
financial system;

– commitment to strengthen the regulatory focus on risk man-
agement systems and prudential standards in financial sec-
tor institutions in G-7 countries, in particular where leverage

1. See the G-7 Leaders’ Statement on the World Economy and the accompanying Declaration of G-7 Finance Ministers and Central Bank
Governors, 30 October 1998.

is high. Other countries are called upon to take similar action
and appropriate means are to be sought to encourage
off-shore centres to comply with internationally agreed
standards;

– calls to private sector to facilitate “collective action clauses”
in bond issues to allow more orderly workout arrangements;
to the World Bank to work with other international financial
institutions and their members to put in place effective
insolvency and debtor-creditor regimes; to the IMF to move
ahead carefully with a policy of lending into arrears; and to
the private sector to develop market-based contingent
financing mechanisms and to be involved appropriately in
crisis management and resolution;

– agreement to support a broader range of reforms to
improve the effectiveness, transparency and accountabil-
ity of the IMF, including a presumption in favour of
release of information and a formal mechanism for sys-
tematic evaluation, involving external input, of the
effectiveness of Fund operations, programmes, policies
and procedures.

The Ministers and Governors also agreed to initiate further
work to identify additional concrete steps to strengthen the
international financing architecture. Areas where they prom-
ised to focus include: the scope for better prudential regula-
tion in both industrial and emerging market countries;
consideration of the elements necessary for maintenance of
sustainable exchange rate regimes in emerging market coun-
tries; developing new ways to respond to crises; assessing ways
to strengthen the IMF; and minimising the human cost of
financial crises. They committed themselves to consult widely
throughout the international community, to build a broad con-
sensus in support of the steps they proposed to take and to
encourage others to take similar action.
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and, in Hungary and Poland, banking systems appear to have strengthened consider-
ably since the transition began. Czech banks have improved their risk management
somewhat after the May 1997 exchange rate turbulence, when unhedged currency and
interest rate exposures in banks played a large role, although further balance sheet
adjustment is needed. At the same time, these countries are less dependent on short-
term capital inflows than are countries in either Latin America or Asia, while the pros-
pect of future EU accession may also boost confidence. Turkey faces special risks due
to large public sector imbalances, high inflation and strong trading links with Russia.
However, banks play a relatively small role in the private allocation of credit, which
may help to insulate the economy to some extent from external financial shocks.

Exposures of the major OECD regions
to turbulence in emerging markets

Macroeconomic developments in the major OECD regions to date reflect the trade
adjustments in the Asian countries hit by crisis in 1997, but any further adjustment
arising from the subsequent intensification and spread of the crisis is largely to come.
Since the full impact of financial turbulence on Latin America and the extent of spillovers
from the events in Russia to transition economies in Central and Eastern Europe are
not yet clear, the ultimate extent of direct trade impacts is highly uncertain. Table I.5
provides some perspective, however, of the possible exposures in terms of existing
trade structures. It shows that in overall terms, trade exposure to emerging Asia is far
more important than is exposure to other regions, since all the largest OECD econo-
mies have strong trade links there. Russia and neighbouring economies in transition
are of similar importance only to the European Union, while Latin America is of simi-
lar importance only to the United States.

In addition to the risks arising from direct trade linkages, financial turbulence in
emerging markets may affect OECD countries by threatening the solvency of exposed
financial institutions. Given the balance sheet problems that currently exist in Japan,
any significant deterioration in the assets of exposed institutions would be a source of

Risks arise from trade
linkages…

United States
Japan
Germanye

Francee

Italye

United Kingdom
Canada

Euro areae

Table I.5. Trade exposure of major OECD countries to emerging markets
Exports of goods and services as a per cent of GDP, 1997a

Total trade
exposure                     of which: Emerging markets

Former Soviet
Union, Central

and Eastern Latin
Asiab Europec Americad Total
[1] [2] [3] [1 + 2 + 3]

a) The implied services trade flows were estimated using direction of trade information for goods.
b) China; Hong Kong, China; Indonesia; Korea; Malaysia; Philippines; Singapore; Chinese Taipei and Thailand.
c) Including Czech Republic, Hungary and Poland.
d) Including Mexico.
e) Excluding trade within the euro area.
Source: OECD.

11.9 2.1 0.1 2.2 4.4
11.1 4.5 0.1 0.5 5.1
15.4 1.8 2.6 0.7 5.1
13.2 1.7 0.9 0.6 3.3
13.9 1.6 1.8 1.0 4.3
28.4 2.0 0.8 0.5 3.3
40.2 1.6 0.1 0.9 2.6

16.2 1.8 2.1 0.8 4.6
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concern. On the one hand, losses would aggravate financial problems in Japan. On the
other hand, efforts by Japanese banks to retrench by cutting their international opera-
tions back could worsen credit availability problems in affected countries. In the United
States and most of Europe bank balance sheets appear generally strong, particularly in
countries where banks experienced sustained periods of retrenchment and restructuring
during the late 1980s and first half of the 1990s.

Table I.6 reports the lending positions of banks in major countries at the end of 1997
vis-à-vis emerging markets. Exposure of US banks is quite limited and while Japanese
banks have lent significant amounts to Asia, their exposure to other regions is minimal.
European banks, on the other hand, have substantial credits outstanding to all three regions.
The debt moratorium in Russia has called particular attention to the exposure to that
country and to the comparatively high share of total exposure to Russia (around 40 per
cent of total Russian bank borrowing) held by German banks. An appreciable part of
these German claims, which total around DM 60 billion, is covered by German govern-
ment guarantees (around DM 20 billion) and some may well be held by the Landesbanken,
hence also ultimately covered by state government guarantees. This lending amounts to
2 per cent of total loans, and it must be measured against a capital base in the sector of
nearly DM 400 billion, a figure widely thought to be understated. To a considerable degree,
therefore, while there may be some unpleasant fiscal surprises in store (and these may be
spread out over a period of several years), it is unlikely that bank losses in Russia will
impact on the macroeconomic situation in Germany.

However, the transparency of the overall situation is poor. No good statistical over-
view of exposures of financial institutions other than banks to emerging markets is
readily available, and many exposures are regarded as proprietary information and are
not reported. Exposures may also be indirect and largely unknown, as with lending to
hedge funds, some of which have been facing major liquidity or solvency problems in
the wake of the Russian default and other trading losses. Furthermore, off-balance
sheet exposures are thought to be high.3 Even though many of these off-balance sheet
positions are used to hedge on-balance sheet positions against market risk, credit
exposures remain which, in the current environment, could be important.

Perhaps the main channel through which developments in the emerging markets can
affect the major OECD regions is through their impact on confidence. The mood has been
poor in Japan since 1997, but in the United States and the euro area it remained buoyant
until recently. Events during 1998 have eroded this mood, both in financial markets and,
increasingly, in the business sector. Most important of these events have been:

– the severity of the Asian crisis in affected countries and the lack of evidence of
a significant recovery;

– the deterioration in the Japanese economy and continued concerns about the
health of the financial system there;

– the impact of developments in Asia on profitability of many manufacturers in
advanced OECD countries;

– the need for repeated revision to IMF programmes and the possibility, until the
recent favourable action by the US Congress, that the IMF might be approach-
ing the limits of its financial resources and hence its ability to manage any new
crisis situations which might emerge; and

… from financial exposures…

… which are not fully
transparent…

… and from the general impact
on confidence

3. Data from the US Federal Financial Institutions Examination Council, which include local lending in local currencies
and exposures resulting from revaluation of foreign exchange and derivatives positions, show a 45 per cent higher
exposure to Asian emerging markets than do the BIS data. See IMF, International Capital Markets, September 1998.
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– the uncertainty about implications of the unilateral Russian moratorium in terms
of the size of off-balance sheet exposures, who is exposed and how serious the
consequences will be.

Key risks within the largest OECD economies

The major risk to the outlook for OECD countries now concerns the possibility that
banks in Japan could fail to take full advantage of recent legislation designed to facili-
tate their restructuring (see Box I.4). If the banking system there is not strengthened
and confidence does not recover, domestic demand is likely to remain weak. This
could lead to a vicious circle, as sustained recovery would be difficult to achieve,
which would work against improving public finances and lead to further worsening of
bank’s asset quality. Continued deterioration in the Japanese banking system could
negatively affect crisis countries in Asia, given the important role Japanese banks play
in the region, and there could be important spillovers to North America and Europe.

A second risk arises from the possibility that renewed downward pressure in equity
markets could occur, leading to adjustments that go too far. By early October, a less
buoyant outlook for profits and the growing negative impact of the crisis in emerging

Continuing deterioration of the
Japanese banking system could
threaten the global outlook

Table I.6. Bank lending to emerging marketsa

United European
States Japan Canada Unionb

$ billion, December 1997

Asian emerging markets
5 crisis countriesc

China
Chinese Taipei
Singapore

and Hong Kong, China

Central and Eastern Europe
and Turkey
of which: Russia

Latin America

Total emerging markets

Asian emerging markets
5 crisis countriesc

China
Chinese Taipei
Singapore

and Hong Kong, China

Central and Eastern Europe
and Turkey
of which: Russia

Latin America

Total emerging markets

39.0 244.7 15.1 348.7
22.0 86.7 4.1 98.6
2.5 19.6 1.1 32.5
2.2 3.5 1.8 15.8

12.3 134.9 8.1 201.9

14.1 6.3 0.6 102.2
7.1 1.0 0.0 49.6

63.4 14.7 11.5 154.9

116.5 265.7 27.2 605.9

As a percentage of bank capitald

10.4 132.7 48.4 52.1
5.9 47.0 13.1 14.7
0.7 10.6 3.4 4.8
0.6 1.9 5.8 2.4

3.3 73.2 26.1 30.2

3.8 3.4 2.0 15.3
1.9 0.5 0.2 7.4

16.9 8.0 36.9 23.1

31.1 144.1 87.3 90.5

a) Exposure may be overestimated as a result of double-counting.
b) Germany, France, Italy, the United Kingdom, Austria, Belgium, Finland, Luxembourg, the Netherlands and Spain.
c) Korea, Indonesia, Malaysia, the Philippines and Thailand.
d) Capital and reserves of commercial banks for the United States, Japan, the United Kingdom, Canada and Luxembourg

and of all banks for the rest. Due to unavailability of more recent data, capital and reserves figures refer to 1996 while
the lending figures are for end-December 1997.

Sources: BIS, The Maturity, Sectoral and Nationality Distribution of International Bank Lending, Second Half 1997,
June 1998; and OECD, Bank Profitability, Financial Statements of Banks, 1998.

Excessive stock market
corrections could be
damaging…
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markets on confidence had already contributed to sharp corrections – ranging from
around 20-35 per cent compared to July peaks, depending on country. As financial
markets have calmed, there have been significant rebounds in most countries. But
since the earlier price declines generally appeared to be warranted on the basis of
many estimates of equity price overvaluation, the risk of renewed falls is considerable.
Such substantial falls from July peaks would reduce the risk that a prolonged asset
bubble will occur, and in the United States this would help to ensure that overheating
is avoided. However, should such corrections recur and be sustained, there are a number
of channels by which they could have deleterious effects on the real economy:

Government plans for bank restructuring in JapanBox I.4.

In the summer of 1998, the government announced a “total
plan” which included: i) establishing an infrastructure for deal-
ing with bad loans, including improvements in disclosure,
supervision, and property market liquidity;1 ii) giving enhanced
powers to the new supervisory body, the Financial Supervisory
Agency (FSA), to order bank restructuring; and iii) establishment
of a system of temporary public “bridge banks” to take over the
operations of any institution deemed to be insolvent, channel-
ling bad loans to a public resolution agency and trying to find a
private bank buyer for good assets, while continuing to lend to
sound borrowers. The bridge bank facility was perceived as a
mechanism to limit any further negative spillovers to the
economy from bank-sector restructuring. Around the same time,
a proposal was made for a merger of the troubled Long Term
Credit Bank (LTCB) with Sumitomo Trust, with the govern-
ment planning to inject some of the (former) ¥ 13 trillion bank
recapitalisation fund into LTCB to facilitate this merger.

An intense public debate soon emerged, in particular regarding
the use of public money for recapitalising LTCB, and the
government’s proposals were stalled in the Diet for several months.
The government was concerned that with (gross) financial
derivatives exposure of around $360 billion, LTCB’s failure could
have led to a chain reaction of defaults elsewhere, posing sys-
temic risks to the domestic economy and even abroad. Against
this, the parliamentary opposition was concerned that public
money might be used inappropriately to protect shareholders, man-
agement, and favoured borrowers. In the end, a compromise
between the ruling and opposition parties was reached under which
LTCB would be put under temporary special public management
with the purchase by the government of shares in the bank
– effectively nationalised – and a new independent body, the
“financial revitalisation committee”, would be established to
oversee the process.2 Agreement was also reached on how to deal

with weak but still solvent banks (bank rehabilitation). The gov-
ernment will be allowed to buy common stock in “under-
capitalised” or “extremely under-capitalised” banks, who would
be obliged in turn to carry out drastic restructuring and recognise
losses at shareholders’ expense, while healthier banks could also
apply for funds in view of the present need to avoid a large-scale
credit crunch. A ¥ 43 trillion fund was approved for the new
approaches (¥ 18 trillion for special public management and bridge
banks, of which ¥ 5 trillion is expected to be committed to LTCB,
and ¥ 25 trillion for bank rehabilitation). Together with the ¥ 17 tril-
lion already allocated for depositor protection, this doubles the
total amount of public funds committed from ¥ 30 trillion to
¥ 60 trillion.

This legislation importantly broadened the menu available
to the government for dealing with failed or failing banks: while
smaller banks’ business would be taken over by a publicly
owned bridge bank, the larger banks would be nationalised to
facilitate their orderly liquidation. An important condition for
success of this approach, however, will be that the new admin-
istrative agency set impartial rules clearly distinguishing good
from bad banks, and good assets from bad assets, while defin-
ing how bank shares will be valued in the event of nationalisa-
tion. New lending must be made strictly on the basis of prudent
commercial lending criteria. Also, competent public sector bank
administrators and bank supervisors will need to be found.
Regarding bank recapitalisations, the unclear nature of the con-
ditionality raises the risk that such funds could be provided
indiscriminately and could do little to promote bank
rationalisation. Effective implementation of the new frame-
work will also require more transparent disclosure of the actual
situation in banks; to this end, it has been argued that the gov-
ernment should rescind the option of valuing banks’ equity
portfolios at historical book value.

1. These measures include improved mechanisms for the disposition of bad loans: the easing of regulations covering asset-backed securities and
on creating special purpose corporations for holding such securities, in order to establish a market for them; the creation of an arbitration
panel to quickly settle disputed claims on real estate collateral, the allowance of private debt collectors, and more favourable tax treatment of
selling problem loans at a loss. Much of the required legislation was voted into effect during October 1998.

2. This committee will deal with the resolution of failed financial institutions under special public management and jointly assume with the
Ministry of Finance the responsibility for research, planning, and drafting with regard to both financial failure resolution schemes and pre-emptive
financial crisis management. In addition, a Japanese version of the US Resolution Trust Corporation will be established by merging the two
existing public debt collection bodies (the Resolution and Collection Bank and the Housing Loan Administration Corporation).
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– Adverse wealth effects on consumption could emerge insofar as households hold
equities. The effects are largest in the United States, where market capitalisation is
highest and share ownership widest. Just as the long boom in the stock market
may have contributed to a low household saving rate, so sharp equity price declines
or even just an end to the boom could raise it, at least for a time, as households
strengthen their financial positions; in particular, ageing baby boomers may sharply
step up their saving in order to maintain expected retirement wealth. Household
confidence could also be adversely affected in Europe and Japan, although direct
equity holdings are not so high.

– Investment could be adversely affected to the extent that lower stock market
prices imply a higher cost of capital, make new issues more difficult or encourage
take-overs as a means of expanding capacity.

– Credit availability could be affected. In Japan the credit crunch could be exacerbated
because further falls in equity prices would worsen the weak capital positions
which already exist in many of the largest banks. Many European banks may also
be exposed to share prices, although capital ratios and hidden reserves (associated
with unrecognised capital gains) are generally higher. US banks, however, would
not be affected directly since they hold virtually no shares (Table I.7).

Ready reckoners reported in Chapter V, “Recent Equity Market Developments and
Implications”, suggest that – in the absence of offsetting policy action – for every 20 per
cent decline in equity prices relative to the level of wealth that equity holders had
become accustomed to, there could be a decline of 0.7 per cent in GDP in the OECD
area in the following two years arising from the negative impact on consumption alone.

Finally, as the increased perception of risk and greater risk aversion noted earlier
lead to substantially tighter lending standards, the terms and conditions on which credit
is available to private borrowers can be expected to worsen substantially irrespective
of any declines in interest rates on government debt. The lack of transparency concern-
ing risks and exposures noted earlier is not a problem confined to risks associated with
emerging markets, as the recent Long-Term Capital Management rescue has

Profitsc

BIS capital adequacy ratiod

Holdings of equities
Estimated effect of 20 per cent

equity price drop:e

Resulting change in assets
Resulting BIS

capital adequacy

Table I.7. Conditions in the banking sector and the effect
of an equity price dropa

As a per cent of assets, 1997b

United United
States Japan Germany France Italy Kingdom Canada

a) Commercial banks for the United States, Japan, Canada and the United Kingdom, and all banks for the other countries.
b) Fiscal year for Japan.
c) 1997 for the United States and 1996 for the rest.
d) Asset size-weighted average of individual banks’ BIS capital adequacy ratios as of end-1997, as reported in The

Banker.
e) Assuming that changes in equity prices are reflected in proportional changes of the book value of equity.
Sources: OECD, Bank Profitability – Financial Statements of Banks, 1998; The Banker, “Top 1 000 Banks”, July 1998;

Board of Governors of the Federal Reserve System, Quarterly Flow of Funds Accounts; Office of the Superintendent
of Financial Institutions (Canada), Bank Assets and Liabilities; United Kingdom Office for National Statistics, Financial
Statistics.

1.85 0.03 0.53 0.18 0.50 1.15 0.88
12.40 9.19 10.15 11.12 11.00 12.50 10.16
0.11 5.43 3.50 2.75 2.13 1.74 3.52

–0.02 –1.09 –0.70 –0.55 –0.43 –0.35 –0.70

12.38 8.10 9.45 10.57 10.58 10.58 9.46

… while higher spreads reflect
risk aversion in credit markets
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4. At the end of September, Long-Term Capital Management – a fund open only to large investors – had been adversely
affected by unfavourable movements in the prices of a number of securities in its portfolio. According to some estimates,
at the end of the previous month, LTCMs borrowings amounted to over $100 billion, at time when its capital was just
over $2 billion. In addition, according to some estimates, the off-balance sheet national value of its derivative and
swaps position may have reached over $1 trillion. In order to avoid systemic market risk stemming from rapid forced
liquidation of these positions, its major creditors, acting under the aegis of the Federal Reserve, agreed to inject $3.5 billion
in new equity into LTCM and assumed control of the firm.

Risks are interdependent

demonstrated.4 Following recent events, not knowing risks and exposures of
counterparties to swaps, credit derivatives, and other off-balance sheet agreements has
contributed to making banks more cautious, as it has made it difficult for them to
assess the risks they have already assumed. Furthermore, as expansions mature, new
borrowers may be increasingly marginal and problems related to outstanding loans
may rise, which often leads lenders to become more cautious. Despite the calm that
has returned to financial markets in recent weeks, far more discriminating behaviour
and a premium on liquidity remain apparent (Figure I.2). Stocks of major banks have
fallen disproportionately nearly everywhere (notwithstanding the recent market cor-
rections), there has been a slight widening of long-term bond yields against Germany
within the euro area, spreads between corporate and sovereign instruments have wid-
ened, and dispersion among different qualities of corporate bonds has risen. The recent
warning by the Office of the Comptroller of the Currency in the United States that
lending standards of banks there have been deteriorating is likely to reinforce this
trend to more prudent behaviour.

What might a downside scenario involve?

The risks described above are highly interdependent, and most of them, if they
were to materialise, would make at least some of the others more likely. If several of
these were to occur, either simultaneously or in rapid sequence, they would set further
events in train, probably including:

– renewed declines in oil and commodity prices, due to a continuing fall in global
demand, which would adversely affect producing countries (see Box I.5);

– a reactive easing of monetary policy, probably first in the United States but
eventually also in Europe;

– a decline of both the dollar and the yen, reflecting monetary easing in the United
States and growing economic weakness in Japan.

A scenario has been prepared which considers what might happen if some event,
probably outside the OECD area, triggered some of these risks. The assumptions which
underly it are described in detail in Box I.6 and in the Appendix at the end of this note.
Two variants involving alternative monetary policy responses in the United States and
Europe were analysed. In the first, the authorities in both regions are assumed to ease
only cautiously, bringing interest rates down in line with inflation, but no more, so that
real interest rates evolve as in the central projections. In the second, the authorities of
both regions ease more aggressively in response to developments so that real interest
rates fall. This latter response is generally in line with past behaviour during periods of
recession. In Japan, nominal interest rates are so low in the central projections that
there seems to be little scope for further easing of monetary conditions, apart from
what would be implied by yen depreciation.
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The consequences of the 1998 fall in oil prices for some oil-producing countriesBox I.5.

During 1998, the average price of crude oil has fallen by around 30 per cent from its 1997 level. This is one of the largest
declines on record, and has only been exceeded four times this century: in 1921, 1927, 1931 and 1986 (see table below). It has
largely been due to weak demand in Japan and emerging economies affected by the financial turbulence, mild weather condi-
tions, the increase in Iraqi exports under the UN food for oil agreement and rising supply as new projects have come on stream.

The impact of oil revenues on budgets and on exports

                                  1997a 1998

Impact of 1998
                                   Oil-related fiscal revenue                        Oil-related export revenue price declineb

Share in total Share in total Loss in
revenue Share in GDP goods exports Share in GDP export revenue

(per cent) (per cent) (per cent) (per cent) (per cent of GDP)

United Kingdom 0.5 0.2 6.0 1.3 0.4
Canada 0.4 0.2 3.9 1.3 0.4
Norwayc 16.2 8.0 47.6 15.1 4.6
Mexico 36.6 8.4 10.3 2.8 0.9
Russia n.a. n.a. 24.6 4.9 1.5
Indonesia 19.3 4.1 12.0 3.2 1.0
Malaysia 7.4 1.8 4.9 4.0 1.2
Venezuela 58.0 12.0 78.7 20.8 6.4

a) In some cases, the figures refer to 1996-97 average. For Indonesia and Canada budget revenues refer to fiscal year starting 1 April 1997.
b) Based on data for 1997 and assuming that i) export volumes are not affected by lower prices and ii) export prices for oil and other oil

products all fall by the same amount, the impact varies significantly across countries.
c) Figures include revenues from gas sales.
Source: National sources, the IMF and OECD estimates.

The ten largest oil price falls in the twentieth century

Amount (per cent) Date Amount (per cent) Date

51.1 1986 27.9 1906
45.4 1931 23.0 1933
43.6 1921 22.1 1988
30.9 1927 21.0 1915
29.6 1998a 19.3 1901

a) January to October 1998.
Sources: G. Jenkins, Oil Economists’ Handbook, 5th edition, Vol. 1, Elsevier Applied Science Ltd, London and New York, 1989; International

Energy Agency, Monthly Oil Report; and IEA and OECD estimates.

For most OECD countries, weak oil prices have added to real incomes and helped to restrain inflation pressures, although the
effect of oil price declines on inflation is affected by the structure of oil product taxation, which varies significantly across the
Member countries. Moreover, oil plays a far smaller role than it did in the 1970s, given the fall in energy intensity of modern
economies since 1973. In response to the oil price shocks of the 1970s, energy efficiency in OECD countries increased substan-
tially. Energy consumption per unit of output in the OECD area as a whole fell by around 24 per cent between 1973 and 1996,
oil consumption per unit of output by 40 per cent, and net oil imports per unit of output by almost 55 per cent.

While lower oil prices are beneficial for oil-importing countries, important OECD oil-producing countries, such as Norway
and Mexico, have experienced significant losses of budget and export revenue. A number of non-OECD oil-exporting emerging
market countries, notably Venezuea, has been similarly affected and in some cases this has aggravated the crisis or contributed
to its spread. An indication of the extent to which the fiscal and external payments positions in several oil-producing countries
depend on oil revenues is provided in the table below. Although the degree of dependency varies significantly across countries,
the reported shares suggest that both budgets and, especially, external finances rely heavily on oil-related revenues in most of
these countries. In Mexico, where the oil sector is nationalised, and to a lesser extent, Indonesia, oil-related revenues contribute
more to the budget than they do to exports. The last column of the table reports some estimates of the direct impact of the fall in
oil prices in 1998 on the export revenues of the oil-producing countries considered here.
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A more pessimistic scenario than described by the central
projections has been constructed in order to examine the pos-
sible impact if some downside risks to the outlook were to
materialise, either simultaneouly or in rapid succession. Three
interdependent sources of risk were considered:

– There is assumed to be a deepening of the crisis in Asia and
a widening to Latin America, reflecting renewed outflows
of capital and further risk mark-ups on emerging market
investments. This leads to further bouts of currency depre-
ciation and demand shrinkage in these economies, and fur-
ther global oil and commodity price declines, with associated
downward exchange rate pressures on major OECD
commodity producers.

– Economic decline in Japan is assumed to continue while
bank restructuring there remains stalled or else proceeds and
is disorderly. This causes the yen to fall and domestic demand
and confidence to weaken further.

– Global equity markets are assumed to sustain another sharp
correction. This weakens confidence and adversely affects
internal demand in the major OECD countries. The US dol-
lar falls under pressure from a massive outflow of capital
from the US equity market.

Putting numbers on the size of these shocks is of course
somewhat arbitrary, and these are mainly illustrative. The main
assumptions used here are as follows:

– These developments occur during 1998 or early 1999, so
that they have little or no effect on 1998 but affect full year
outcomes for 1999 and 2000.

– Exchange rate declines are 30 per cent in non-OECD Latin
America on average, and 20 per cent each in China, the
dynamic Asian economies, Korea, and Japan, with the yen
falling to 145 per dollar. The dollar falls 10 per cent against
the euro and 5 per cent against pound sterling. Currencies

A downside scenarioBox I.6.

of non-Asian OECD countries other than the United States
or EU members decline by varying amounts up to 15 per
cent against the dollar.

– Domestic demand falls, ex ante, by 2 and 8 per cent below
baseline in OECD and non-OECD emerging markets,
respectively, in 1999 and by about half as much in 2000. (In
Mexico and Central and Eastern Europe, this includes a fiscal
tightening to prevent a widening of fiscal deficits, while in Korea
and Turkey real government expenditures are maintainted.) In
Japan, domestic demand falls ex ante by 31/4 per cent below
baseline in 1999 and reverts to baseline in 2000.

– Equity markets decline by 30 per cent relative to their lev-
els at early November 1998, bringing the total correction
since mid-July peaks to as much as 40 to 50 per cent,
depending on the country.

– The price of OECD oil imports falls by around 30 per cent.
Non-oil commodities fall 12 per cent.

A quantification of impacts of each of these shocks on
OECD activity, which was made on the basis of simula-
tions of the OECD’s INTERLINK model and is described
in the Appendix at the end of this chapter, in large part
depends on the response of policy. Two alternative monetary
policy reactions were assumed. In the first, a “cautious”
policy stance assumes fixed real interest rates in the United
States and Europe, and fixed nominal rates in Japan. Under
the second, involving more “aggressive” policy easing, real
interest rates are allowed to decline in line with a Taylor
rule (giving equal weight to the output gap and inflation in
the setting of nominal interest rates). In this case the net
equity market decline is assumed to be limited to 20 per
cent as the decline in real interest rates itself prompts a par-
tial recovery of the equity market. In both cases, automatic
fiscal stabilizers are allowed to work. Ready reckoners have
also been made of the impacts of more aggressive fiscal
policy responses.

The scenario suggests that in the case where monetary easing takes place cau-
tiously, there would be essentially no growth next year in the OECD area as a whole
(Table I.8). The United States would experience a recession, Japan’s economy would
continue to contract and growth in the European Union would fall to below 1 per cent.
More aggressive monetary easing would mitigate the deflationary forces and produce
a somewhat better outcome, but not enormously so.

A pessimistic scenario suggests
that growth could nearly stop
in 1999 if risks materialise
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Policy requirements in OECD countries

In Japan, dealing with banking
problems should have the

highest priority

The failure to make progress
has reflected a lack of a sense
of urgency about the problem

Japan
OECD Economic Outlook63, finalised in April 1998, called for a comprehensive

approach to the problems afflicting the Japanese economy, involving structural reform,
macroeconomic stimulus, and a programme to strengthen the financial sector. Much is
indeed happening in the area of structural reform, although more is still needed in
order to raise productivity in nontradeable sectors and to improve corporate gover-
nance.5 Many of these reforms are conducive to stronger activity, and should be imple-
mented faster, but others may be working in the opposite direction in the short run.
Overall, the impact of these measures on the economic situation is unlikely to be felt in
the near term. Macroeconomic stimulus is being pursued actively, but its effectiveness
has been limited by the difficulties local authorities have experienced in financing
their share of planned public investment. Furthermore, a profound lack of confidence,
in large part due to the severe and prolonged crisis in the banking system, has depressed
private spending. Economic weakness in turn makes the bad loan problem worse. The
Asia crisis has further aggravated, and is aggravated by, financial paralysis in Japan.
Addressing balance sheet problems in the banking sector is the key to breaking out of
this vicious cycle, and it should now have the highest priority.

The main features of the bad loan problem, which some market estimates put as
high as 30 per cent of GDP, and the current status of efforts to deal with it are described
in the country note on Japan (see Chapter II, “Developments in Individual OECD

5. See OECD Economic Surveys, Japan, 1998, for a full description of recent developments in structural reform.

Real GDP growth rate
United States
Japan
European Union
OECD

Current account
United States
Japan
European Union
OECD

Short-term interest rates
United States
Japan
Euro area

Table I.8. Main features of a more pessimistic outlook

     Downside scenario with alternative
                      Central projections              monetary policy responses

                Unchanged real interest            Lower real interest
               ratesa in the United States     ratesa in the United States
                   and European Union             and European Union

1999 2000 1999 2000 1999 2000

a) Relative to central projections.

Per cent

1.5 2.2 –0.4 1.6 0.4 1.8
0.2 0.7 –2.4 1.9 –2.2 2.4
2.2 2.5 0.7 1.4 1.0 1.7
1.7 2.3 0.1 1.8 0.6 2.1

$ billion

–271.9 –281.0 –256.1 –263.8 –261.1 –297.5
138.7 150.8 137.8 156.2 140.1 164.9
119.5 120.4 84.9 28.4 83.8 31.5
–23.1 –33.2 –39.1 –92.9 –45.5 –112.3

Per cent

3.8 4.0 2.1 1.9 1.1 1.2
0.5 0.5 0.5 0.5 0.5 0.5
3.0 3.1 1.0 0.9 0.4 0.2
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Countries”) and in Box I.4. The failure to make progress does not reflect a lack of
money: the ¥ 30 trillion in public money (recently raised to ¥ 60 trillion) set aside ear-
lier this year for protecting depositors and recapitalising banks remains nearly
untouched.6 Nor does it reflect a lack of understanding of what needs to be done in
broad terms, since there is considerable international experience with similar prob-
lems on which to draw.7 Rather, it appears to have reflected the lack of a sense of
urgency about the situation that has allowed significant action to be delayed by the
process of consensus building to resolve disagreements about details. If banks do not
take substantial advantage of the scope that the existing plans offer for recapitalisation
and restructuring in the near future, the Government will need to force the issue.

Partly because the 1996 jusen (housing loan corporation) rescue proved to be con-
troversial, the specifics of the Government’s proposals have been the subject of intense
political debate. Much of the debate has turned on questions of whether banks should
or should not be “closed”, “nationalised” or “recapitalised”, involving distinctions that
are not fundamental to the core issues. Underlying this debate, there appear to be three
substantive issues. First, there has been concern that public money might be used inap-
propriately, leading to unfair distribution of losses and moral hazard. So long as the
losses are covered by shareholders’ funds and management responsible for problems
is replaced before any public money is provided, the risks in this regard should not be
great, whatever specific processes and institutions are created.

Second, before the decision was taken to resolve the Long-Term Credit Bank (LTCB)
situation within the framework of temporary nationalisation under the “Law for Emer-
gency Measures to Revitalise Financial Functions”, the Government expressed concern
that closure of a large bank could pose systemic risks. Particularly given its cross-border
operations, including those involving derivatives, this would have had implications
internationally and for the credit standing of Japanese banks in international markets.
Here the issue was not “closure” versus other ways of resolving the situation of LTCB
(or any other large bank which needs to be recapitalised or wound up), but the recogni-
tion that the banking situation has reached a stage where any losses that cannot be absorbed
by shareholders must be socialised. The Japanese Government must allow no doubts that
the international commitments of Japanese banks will be honoured.

Finally, in light of the deterioration of the economy in Hokkaido following the
closure last November of Hokkaido-Takushoku Bank, there has been concern that
resolving banking problems will be deflationary in the short term. While job losses are
likely in the banking industry as it consolidates, any aggravation of the credit crunch
should be avoidable. The Hokkaido problem appears to have arisen because the bank
was a major lender in the region and because of its closure there was a reduction in the
overall availability of credit in the region. Provided efforts are made to ensure that
other lenders are ready to fill the gap when a bank is closed, this should not be neces-
sary. In some cases, substantial competition may already exist and, if not, a publicly
owned “bridge bank” along the lines envisaged in the Government’s total plan can be
put in place to take over the operations of the closed bank (possibly from the same
physical premises).

Three substantive issues
underlie the debate:
distribution of losses…

6. Banks have reportedly been fearful of possible conditions that would be attached to capital injections and by the
associated stigma in accepting such funding. As a result, only a small fraction of the ¥ 13 trillion fund intended for bank
recapitalisation has been used – ¥ 1.8 trillion or about 5 per cent of banks’ capital. As of 30 October 1998, only
¥ 1.4 trillion out of the ¥ 17 trillion made available to the Deposit Insurance Corporation has been used. Another
¥ 1 trillion is scheduled for disbursement on 16 November 1998 in connection with the disposal of Hokkaido-Takushoku
Bank.

7. For a survey of recent international experience with similar problems, see the Box “Selected episodes of banking crises
and resolution mechanisms in OECD countries”, in OECD Economic Outlook63, June 1998, pp. 28-29.

… the international
consequences…

… and concerns that the
immediate effect of positive
action could be deflationary
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Resolving the banking system’s problems will take time even if implementation
of the recent necessary legislation proceeds rapidly. In the meantime, it will be
important that macroeconomic policy be as supportive of activity as possible. Given
the extremely low level of nominal interest rates now prevailing in Japan – call rates
are only 1/4 per cent and ten year government bond rates are below 1 per cent – the
issues that must be addressed are largely fiscal. In this regard, the package announced
in the first half of 1998 is the latest of a series that started in August 1992 when the
weakness of the post-bubble period economy started to become apparent (Table I.9).
Well over half of these packages has consisted of infrastructure investment and tem-
porary tax cuts, with much of the remainder involving outlays that have little direct
impact on incomes or real spending such as land purchases and lending by public
sector agencies. Overall, the results have been disappointing. Less public works spend-
ing has taken place than has been intended, partly due to local government financing
problems. What has taken place has, by and large, produced poor value for money,
led to the creation of a large and inefficient construction sector, and involved sub-
stantial increases in government debt. While these packages may have helped the
Japanese economy to avoid a more severe recession, they have not succeeded in
generating a sustained recovery.

However, as public works projects are completed and temporary tax cuts expire,
the prospect inevitably looms of a sharp fiscal tightening which, as in 1997, the economy
is not ready to absorb. As earlier in 1998, the political and economic case for ensuring
continuing fiscal support becomes compelling, notwithstanding the need for a
medium-term correction in light of rising indebtedness and demographic trends. The
stimulus from the April package should soon be felt and plans have been made to
ensure that it is not withdrawn. Indeed, a new economic package to be announced in
mid-November is expected to make temporary household income tax reductions per-
manent and to introduce sizeable new corporate tax cuts. It is also likely to provide for
substantial new public works spending by the central government. As announced, this
will involve suspending the Fiscal Structural Reform Law. This in turn will provide
the Government with more flexibility in issuing deficit finance bonds.

Fiscal policy must remain
supportive

28 August 1992
13 April 1993
16 September 1993
 8 February 1994
14 April 1995
20 September 1995
24 April 1998
Cumulative

Table I.9. Recent fiscal packages in Japan
Yen trillion (project cost base)

             Infrastructure investment Tax cuts Other Total

Public works Building Total

Local
and

Disaster govern-
equipment

Generala relief ment

a) Includes central government and joint central-local government projects.
b) Central government budget figures, rather than project cost figures.
c) OECD estimates.
Sources: Economic Planning Agency and OECD.

3.4 0.5 1.8 0.6 6.3 0.0 4.5 10.7
3.6 0.5 2.3 1.2 7.6 0.2 5.4 13.2
1.0 0.5 0.5 0.0 2.0 0.0 4.2 6.2
3.6 0.0 0.3 0.6 4.5 5.9 4.9 15.3
0.2b 0.7 b 0.0 0.2 b 1.1 b 0.0 3.5c 4.6c

3.9 0.7 1.0 0.9 6.5 0.0 6.3 12.8
4.5 0.2 1.5 1.5 7.7 4.6 4.4 16.7

20.3 3.1 7.4 4.9 35.6 10.6 33.1 79.4
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Over the medium to longer term the rapid increase in public indebtedness that
financing a continuing large fiscal stimulus implies will have to be reversed or at least
contained. To the extent that additional fiscal stimulus must be limited by finding bud-
get savings in other areas, and as it is withdrawn after recovery is well-established, the
emphasis should be on broadening the tax base and gradually reducing expenditures
on public works.

While there is virtually no scope for policy-determined interest rates to go lower,
the Bank of Japan has been very active in providing liquidity to the system to hold
money market rates down to very low levels. This liquidity has resulted in rapid
increases in cash holdings and narrow monetary aggregates, but has not visibly
affected broader aggregates whose growth rates remain relatively low (Figure I.3).
Its main expansionary effect has been the contribution that it may have made to the
weakness of the yen until mid-August and, in view of the potential deflationary
effects of the recent large and rapid appreciation of the yen, continued large injections
of liquidity appear to be desirable.

The recent strength of the yen may reflect forces of a technical nature, as a number
of fund managers have moved under pressure of margin calls to close the short yen
positions that low interest rates have encouraged them to build up in recent years.
These forces should work themselves out and the yen’s appreciation may prove to be
only temporary. If the yen weakens again, however, there may be limits to how much
depreciation the authorities can tolerate. A very weak yen could worsen the credit
crunch by boosting banks’ foreign asset levels in yen terms, thereby requiring addi-
tional capital or an offsetting cut in domestic lending, and it would not be helpful in the
wider context of the Asia crisis.

The United States and the European Union

Until recently the monetary policy bias in the United States and the European Union
was toward tightening. However, the global turbulence in financial markets has shifted
this bias toward easing as the risk of inflation appears to have dissipated in the United
States, to have diminished in the United Kingdom and not to exist in the euro area. At
the same time, evidence that the US and UK economies are slowing has accumulated.

And large liquidity injections
may have to continue
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1. Broadly-defined liquidity; includes M2 plus certificates of deposit plus quasi-money.
Source: Bank of Japan.  

Figure I.3. Money supply growth in Japan

Per cent

M1
M2 + CD
Liquidity1

Monetary base

Year-on-year percentage changes

Financial market turbulence
has shifted the monetary policy
bias toward easing…
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As the turbulence has increasingly affected financial markets in the United States and
Europe, calls for easing have increased. Short-term interest rates in the United States
and the United Kingdom have been reduced, and this appears to have been helpful to
confidence in the markets. Even if the US and EU economies at this stage continue to
operate at high or rising levels of capacity utilisation, further easing may well be
appropriate during the coming year. Policy will need to respond flexibly in a timely
way as the outlook for activity and inflation change, although care should be taken to
avoid over-reactions.

In the United States, a tension has existed since the second quarter between slow-
ing activity and continuing robust final domestic demand. This appears likely to be
resolved by a sharp slowing of final demand as the stock market correction causes
consumer spending to weaken and a less buoyant outlook for corporate profits dis-
courages business spending. To the extent that the increasing risk aversion in financial
markets leads to a general tightening of the terms and conditions on which credit is
available to most potential borrowers, the forces working to slow private spending will
be intensified. Given that trade developments will continue to impinge negatively on
activity and that slower growth in final demand is likely to slow inventory investment,
the weakening could be considerably sharper than reflected in the central projections.
The yield curve, which until recently has been very flat, points to some risks in this
regard (Figure I.4), although it is somewhat unusual for the yield curve to flatten as a
consequence of falling market rates rather than deliberate policy tightening. Should
conditions which are likely to lead to such a sharper slowdown emerge, monetary
policy will have to be further eased rapidly.

The economic situation in the United Kingdom differs from that in most other
OECD countries in that domestic cost pressures are apparent, largely reflecting labour
market tightness, and inflation remains a policy concern. Monetary policy has been
firm for some time and, despite the recent cuts in interest rates, remains so – the exchange
rate remains reasonably firm, money market rates are relatively high in real terms and
the yield curve is still quite strongly inverted. Lower commodity and import prices
have helped keep inflation close to the official target, the economy has been slowing
since the second half of 1997 and growth is likely to fall to slightly below 1 per cent
next year. With the external environment deteriorating, the margin for manoeuvre to

… and if tighter credit
conditions prevail in the United
States, further rapid monetary

easing may be needed

Easing should continue in the
United Kingdom
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relax the policy stance further appears to be increasing. Provided inflation remains
under control, this margin should be used.

In the euro area the expansion is starting to mature but growth is projected to be
strong enough to allow further progress in reducing unemployment, even if its level will
remain very high (see the table contained in the Box I.7, which explains how the OECD
is dealing with some data issues raised by the single currency area). So long as unem-
ployment is declining, and its high level mainly reflects structural problems, there will be
little reason for monetary policy to ease beyond i) what will be implied by the conver-
gence of money market rates during the transition to monetary union, and ii) compensation
for any decline in inflation. However, uncertainty associated with financial turbulence
and the deteriorating external environment appears to be eroding business and consumer
sentiment and the response of banks to these developments is uncertain. Particularly if
the dollar and pound sterling should depreciate further in response to slowing activity
and monetary easing in the United States and the United Kingdom, this favourable outlook
could change for the worse. Should this happen, given the complete absence of area-wide
inflation pressures, a timely monetary easing would be appropriate.

A consideration in the euro area has been the need to manage the convergence of
interest rates at the end of 1998 in a way that facilitates the conversion to euros and the
transfer of operational responsibility for policy to the European Central Bank. Financial
turbulence has not led to intra-European exchange rate tensions and the transition to
monetary union has been proceeding smoothly. Against this background, premia in
some countries over the lower money market rates prevailing in Germany and France
are being progressively reduced as short-term interest rates converge to these lower
levels. This may be helpful in Italy, where the expansion remains hesitant, but it may
also mean that monetary conditions remain easier than desirable, or will become so, in
some smaller countries where expansions are quite advanced. However, once mon-
etary union begins individual countries will have to develop ways other than monetary
adjustment to adapt when cyclical conditions are out of line with the area average. In
this regard, fiscal tightening may be considered, although for those countries where
budget positions are already fairly good and well within Stability and Growth Pact
commitments, the political case for this may prove difficult.

More generally, fiscal policy should remain geared to sustaining the consolidation
that has been achieved in recent years. In the United States, the temptation to cut taxes
should be resisted, as experience elsewhere suggests that surpluses that emerge around
cyclical peaks are often transitory. The buoyancy of receipts from capital gains tax, for
example, may prove to be temporary, while no reform of Medicare and the Social
Security system to put their finances on a sound long-term basis has yet occurred. In
the euro area, following the substantial consolidation effort made to meet Maastricht
requirements in 1997, there has been a pause. Several countries have almost no margin
for allowing the budget to deteriorate in the event of economic weakness, and only a
few meet the “close to balance” criterion which the Stability and Growth Pact calls for
over the medium term (see Chapter IV, “Challenges for Monetary and Fiscal Policies
in the Euro Area”). EU countries should focus on continuing their progress towards
medium-term consolidation objectives so that some room is created to allow more
budgetary flexibility than the Pact now permits.

However, if the situation deteriorates substantially, both the United States and the
European Union are likely to hear calls for fiscal stimulus. Particularly if private demand
falls as interest rate reductions prove to be ineffective in dealing with rising risk aversion
and any balance sheet problems which emerge, this may have to be considered. Indeed,

Monetary conditions in the
euro area might also have to be
eased if the favourable outlook
changes for the worse

Fiscal policy should continue
to focus on the medium term…

Euro area interest rates will
converge at French and
German levels

… but if global downside risks
materialise, fiscal stimulus may
have to be considered
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A comprehensive data set for the euro areaBox I.7.

1. More information on the Eurostat series, and their method of calculation is available from the internet site: http://europa.eu.int/en/comm/
eurostat/serven/part3/euroind/eur11.htm.

2. A document describing the methodology and providing some results is available on the OECD internet site (http://www.oecd.org/eco/data/
euroset.htm). Half-yearly data are available for a limited number of the above variables.

3. Source data for volumes for the eleven euro countries do not have the same base year and are therefore re-based to a common 1999 base year.
Export and import series are corrected for trade within the euro area.

4. The euro conversion rates are calculated as described in: “Joint communiqué on the determination of the irrevocable conversion rates for the
euro”, 2 May 1998 (http://www.ecb.int/emi/pub/htm_jcom.htm).

5. See Winder, C.C.A, “On the construction of European area-wide aggregates: a review of the issues and empirical evidence”, De Nederlandsche
Bank Research Memorandum, No. 499, 1997 (available on http://www.dnb.nl/english/publicationsfrset.htm).

The OECD regularly aggregates historical data and projec-
tions for the European Union and the OECD area and reports
them in the Annex Tables of the OECD Economic Outlook.
The introduction of the euro on the first of January 1999 will
also make a complete set of macroeconomic statistics for the
euro area essential for macroeconomic analyses of the area.
Eurostat and the European Central Bank (ECB) already pro-
duce certain national account, inflation, financial and mon-
etary statistics for the euro area. These are available for a
relatively short time period, and so far, have only a limited
coverage, with few volume series in level terms.1 In the mean-
time, for the purpose of analysis, the OECD has compiled
annual series, in most cases extending over the past 25 years,
for demand and output (volumes, price deflators and values in
current price terms), potential output and the implied output
gap, the appropriation account for households, the general
government appropriation account, the cyclically-adjusted
general government account, the labour market, the current
account, interest rates, exchange rates and competitiveness
indicators.2

A number of aggregation methods are possible. For the
years from 1999 onwards the approach is straightforward.

The value and volume series of the eleven euro area coun-
tries can simply be added together after converting the
national series to euros.3 The more difficult aggregation prob-
lem lies in the years before 1999, since exchange rates vis-à-
vis the euro do not exist and the bilateral exchange rates
among euro member countries changed over time. Using the
exchange rates against the ecu instead to convert is not ideal,
as these were influenced by the behaviour of the exchange
rates of non-euro area countries, mainly the United Kingdom,
and the ecu basket does not include the Finnish markka or
the Austrian schilling. To overcome this problem, growth rates
for values and volumes for the euro area are calculated as
weighted averages of the corresponding growth rates for the
eleven member countries, with previous period values
expressed in a common currency used as weights. Corre-
sponding level series are constructed on the basis of these
growth rates and corresponding 1999 values expressed in
euros.4 This approach was also adopted in order to avoid pos-
sible ruptures in series, to obtain appropriate measures of
inflation,5 as well as to avoid the distortions which can result
from using fixed weights. For periods where comparisons
can be made with other published estimates, the obtained
growth rates do not differ significantly.

8. Debt-equity ratios reported at the end of 1997 reached 500 per cent for the 30 largest chaebol and averaged 400 per
cent for the manufacturing sector as a whole.

Korea must resolve balance
sheet problems in corporate

and banking sectors

the considerable political support in the United States for tax cuts which already exists
in Congress would provide a basis for rapid implementation should a consensus in
favour of fiscal stimulus emerge.

Other OECD countries

In Korea, which has experienced a severe crisis during 1998, the critical task is to
resolve balance sheet problems which have led to a high rate of bankruptcy in the
corporate sector and a major deterioration of asset quality and capital positions in the
banking sector. In particular, financial restructuring which would substantially reduce
debt-equity ratios is urgently needed, as this would ease the cash-flow position of an
important part of the corporate sector.8 At the same time, this would facilitate the reso-
lution of the banking sector’s problems by making the sector’s losses more transparent.
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A comprehensive data set for the euro area (cont.)Box I.7.

The outlook for the euro area

1993 1994 1995 1996 1997 1998 1999 2000

Demand and output
Private consumption
Government consumption
Gross fixed investment

Private residential investment
Private non-residential investment
Government investment

Final domestic demand
Stockbuildinga

Total domestic demand

Exports of goods and services
Imports of goods and services
Net exportsa

GDP at constant prices

Output gap (level)

Employment, income and inflation
Employment
Unemployment rateb (level)

Compensation per employee
Unit labour costs

Household disposable income

GDP price deflator
Private consumption deflator

Household saving ratioc (level)

Government sector
Total receipts
Total outlays
General government financial balance

General government structural balance

Government debt

Financial indicators
Short-term interest rate
Long-term interest rate

Euro/US dollar (percentage change)

External indicators
Merchandise exportsd

Merchandise importsd

Trade balance
Invisibles, net
Current-account balance

Current-account balancee

Percentage changes

–0.6 1.4 1.9 1.8 1.5 2.4 2.5 2.6
1.0 1.1 0.9 2.0 0.2 1.3 1.4 1.4

–7.4 2.5 3.0 0.4 1.9 4.4 4.3 4.5
–0.5 5.8 1.7 0.0 0.2 2.0 3.3 3.5

–11.5 2.0 5.4 2.0 3.4 5.9 5.0 5.4
–3.9 –2.2 –3.0 –5.6 –1.3 2.7 3.4 2.8

–1.7 1.6 1.9 1.5 1.3 2.6 2.7 2.8
–0.5 0.9 0.0 –0.4 0.6 0.5 0.0 –0.1
–2.2 2.4 1.9 1.1 2.0 3.0 2.6 2.7

11.3 9.1 6.5 7.3 11.1 6.3 4.4 5.3
1.5 8.0 5.6 4.7 8.8 8.0 5.8 6.0
1.2 0.3 0.3 0.5 0.6 0.0 –0.1 0.1

–1.0 2.7 2.2 1.6 2.5 2.9 2.5 2.7

–2.0 –1.5 –1.4 –1.9 –1.7 –1.3 –1.2 –1.0

Percentage changes

–1.9 –0.6 0.4 0.0 0.4 1.1 1.0 1.0
11.3 12.2 11.9 12.3 12.4 11.7 11.3 10.8

5.5 3.4 4.0 2.4 2.0 1.7 2.5 2.8
4.4 0.0 2.3 1.2 0.1 0.2 1.2 1.3

3.1 3.6 4.8 3.9 3.1 3.6 3.7 4.0

3.6 2.6 2.7 2.0 1.4 1.6 1.5 1.6
3.9 3.3 2.7 2.5 1.9 1.3 1.4 1.5

12.9 12.1 12.3 11.8 11.5 11.3 11.1 11.0

Percentage of GDP

46.7 46.1 46.0 46.4 46.8 46.4 46.3 46.2
52.2 51.1 50.9 50.6 49.3 48.7 48.3 47.8
–5.5 –5.0 –4.8 –4.1 –2.5 –2.3 –1.9 –1.6

–4.4 –4.2 –4.1 –3.1 –1.6 –1.6 –1.3 –1.1

67.2 69.5 72.8 75.4 75.2 73.9 73.1 72.1

Per cent

8.7 6.3 6.5 4.7 4.2 3.9 3.0 3.1
8.1 8.1 8.5 7.1 5.9 4.7 4.2 4.3

12.9 –0.6 –8.8 2.4 14.0 1.5 –5.4 0.0

$ billion

621 708 870 912 901 966 1 071 1 138
532 604 727 741 724 765 854 916
89 105 144 172 176 201 217 222

–66 –83 –90 –87 –69 –76 –77 –75
24 22 54 85 107 125 140 146

0.4 0.4 0.8 1.2 1.7 1.9 2.0 2.0

a) Contributions to changes in real GDP (as a percentage of real GDP in the previous period).
b) As a percentage of labour force.
c) As a percentage of disposable income.
d) Excluding intra-euro area trade.
e) As a percentage of GDP.
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As this proceeds, macroeconomic policies should be as supportive as possible pro-
vided that inflation remains moderate and financial market confidence is maintained.
In the longer term, there is a substantial range of structural reforms to be implemented
involving the strengthening of the framework conditions – such as bankruptcy proce-
dures, corporate governance systems and prudential arrangements in financial markets –
which are essential in a market economy.

Most remaining OECD countries either have important oil and commodity produc-
ing sectors, which have been adversely affected by lower prices during the past year,
or are themselves emerging market countries that have been lightly touched by conta-
gion as financial turbulence has spread. Although most have experienced downward
pressure on exchange rates during the past year, they are a heterogeneous group of
countries and few generalisations can be made about policy priorities overall or in
response to international developments. In most of these countries, the main risks to
the outlook relate to developments in the United States and the European Union, rather
than to any worsening of contagion.

In Canada and Australia where expansions remain reasonably solid, and in New
Zealand, where the economy has slowed sharply, inflation is very low. Exchange rates
have been allowed to fall in response to market pressure, but this should pose little risk
and monetary policy can safely be accommodative, and even eased further, if the inter-
national situation worsens. Fiscal positions are good, but the need to retain financial
market confidence in light of high public and/or international indebtedness calls for
continued prudence in all three. Iceland and Norway, on the other hand, must resist
rising inflation pressure that has emerged as a result of overheating in the recent past.
In Norway, a resumption of wage moderation would be helpful but, given tight labour
market conditions, continued restrictive monetary policy to resist inflation pressure
seems essential regardless.

The Czech Republic, Hungary, Mexico, Poland and Turkey are somewhat more
vulnerable to contagion – even if the risks differ among them. While they should
continue to allow exchange rates to absorb some of any financial pressures that
emerge, they cannot be indifferent to the inflationary consequences and would
have to respond with monetary tightening at an early stage and to an increasing
degree. A rapidly improved fiscal position is essential in Turkey and assuring the
credibility of intended fiscal discipline is a priority in the other countries. In the
meantime, all need to press forward with structural reform agendas which, although
priorities vary considerably across countries, cover areas such as strengthening
tax bases, industrial restructuring, privatisation of state-owned enterprises, and
modernisation of social security regimes.

Risks elsewhere relate more to
developments in the United

States and European Union
than to contagion
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By 1997 many of the emerging market economies most affected by financial turbu-
lence had made some progress, although generally incomplete and not well-designed,
towards establishing more open and liberalised financial systems.9 Developments dur-
ing the past year have opened a debate about the role of liberalised financial markets,
including the issue of reversing some aspects of the liberalisation that has already
taken place. This debate has to be seen against the background of long-identified
conditions achieving successful financial liberalisation,10 in particular:

– sound and stable macroeconomic policies;
– the creation of the full range of market based systems and institutions, involving

disciplines as well as rewards. Financial liberalisation must be seen in a broad
economy-wide context; partially liberalised economic systems, in which serious
distortions remain or some important sectors operate poorly, can develop severe
and destructive imbalances;

– some combination of supervisory policies and market disciplines to ensure
that financial institutions are adequately capitalised and operate in an environ-
ment conducive to prudent behaviour regarding the balance between risk and
return; and

– an effective and operational framework of commercial law which, among other
things, provides a basis for dealing with bankruptcy when it arises.

While virtually all emerging market countries have been subject to some financial
market pressure, the extent of this pressure and the difficulties they now face, have
varied considerably across countries. These variations to a considerable degree reflect
differences in the extent to which the underlying conditions described above have
been put into place. Generally, the countries now widely regarded as being “severely
affected” or “in crisis” had:

– large current account and/or underlying budget deficits that could not easily be
reconciled with exchange rate policies designed to contain inflation; or

– highly leveraged corporate sectors (Figure I.5) and inadequately capitalised and
poorly supervised banking systems with bad loan problems that were likely to
deteriorate even before the crisis began; or

– political tensions or uncertainties that call into question the prospects for imple-
menting the changes needed to build the necessary framework conditions of a
market economy.

Emerging market countries where these problems are less severe have generally been
more lightly affected by the crisis.

The role of financial liberalisation in the crisis in emerging markets

The role of liberalised
financial markets in the crisis
has become the subject of a
debate

9. In particular, banks, whose financial condition was often fragile, were permitted in several countries to raise large
amounts of short-term capital in international financial markets. At the same time, various forms of restrictions applied
to many other forms of capital inflows, particularly to non-bank corporations. These probably encouraged the inflow of
short-term capital through banks while limiting the breadth and depth of the foreign exchange markets once capital
inflows through banks reversed. Korea, for example, maintained ceilings, prior approval requirements or other restric-
tive screening procedures covering foreign access to local bond and equity markets and direct borrowing abroad by
non-bank corporations. Although the specific form and the scope varied across countries, similar types of restrictions
existed in Indonesia, Malaysia and Thailand.

10. For more elaboration, see “Emerging Markets and the Liberalisation of Capital Markets”, OECD Economic Outlook58,
December 1995; “Financial Sector Liberalisation in Emerging Markets”, OECD Economic Outlook61, June 1997;
Edey, M. and K. Hviding, “An Assessment of Financial Reform in OECD Countries”, OECD Economics Department
Working Paper No. 154, 1995; and Harris, S.L. and C.A. Pigott, “Regulatory reform in the Financial Services Industry”
in The OECD Report on Regulatory Reform, Vol. 1: Sectoral Studies, 1997.

Most crisis countries have had
important macroeconomic
policy problems or weak
banking systems
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The judgement of many financial market participants in lending countries has also
been poor. It is clear that there has been an underappreciation of the risks involved in
investing in emerging markets. Where Asia is concerned, unrealistic optimism related
to the region’s long history of spectacular success and the apparently sound macroeco-
nomic fundamentals there may explain the judgements that were made. But Russia
and Brazil had obvious macroeconomic policy imbalances and, in the case of Russia,
far more fundamental structural problems. It seems clear from market commentary, in
the case of Russia at least, that a perception that these countries were “too important to
fail”, and that financial support from either governments or international institutions
would be forthcoming if necessary, played an important role in encouraging financial
institutions to behave as they did. Such a perception, that the disciplines of a market
economy will not be applied where large amounts of international lending is involved,

But moral hazard may have
been a problem
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Figure I.5. Private sector leverage ratios in Asian crisis countries
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creates a moral hazard problem in financial markets that is inconsistent with maintain-
ing a prudent balance between risk and return.

If a country’s financial institutions, supervisory arrangements and wider eco-
nomic framework are so weak that it would be unwise to allow open financial mar-
kets to operate freely, restraints of some kind may be implicitly desirable. The
questions are how these restraints should be structured, to whom they should be
applied and how they should be implemented. In particular, it has been argued that
proper sequencing in capital movement liberalisation is important, and that exces-
sive short-term instability in foreign exchange markets may potentially have impor-
tant effects. Restraints to limit this should be evaluated in line with the need to
encourage longer-term capital flows.11

Since the main concerns about the operation of liberalised financial markets appear
to relate to the behaviour of financial institutions themselves, priority should be given
to ensuring that appropriate restraints are applied to these institutions. This can best be
done in the context of prudential supervision since restraints can be applied to the
observable financial behaviour of a manageable number of identified institutions which
are, or in any case should be, obliged to provide accurate reporting of their financial
activities on a regular basis. These restraints can apply generally to institutions’ opera-
tions and portfolio management. Alternatively, they can involve more focused regula-
tions, such as the Slovak Republic’s requirement, designed to avoid excessive net foreign
exchange exposure, that requires a 80 per cent ratio between foreign exchange claims
on non-residents and total foreign exchange liabilities.

Much of the debate about the role of liberalised financial markets has centred on
capital controls, which would be applied to most business and households and would
be imposed more widely on broad classes of cross-border transactions. Such controls,
which are widely recognised to be undesirable as a general matter but have been
recommended as a way of gaining temporary relief from exchange market pressures,
were widely applied in OECD countries during the post-war period. They did not pre-
vent the very good economic performance most countries enjoyed when the controls
were most pervasive, and their general elimination was not complete until fairly recently.
On the other hand, they did not ultimately succeed in insulating foreign exchange
markets from pressures related to capital movements, which was their principal objec-
tive. Indeed, the post-war dollar and sterling crises that led to the collapse of the
Bretton Woods system in 1971-73 occurred before capital controls were abolished in
the United States in 1974 and the United Kingdom in 1979.

At a practical level, the difficulties that capital controls entail are well known:

– International capital movements are economists’ abstractions estimated and clas-
sified after the fact by statisticians, which makes it difficult to design and imple-
ment controls effectively. In practice, restrictions are usually applied at points
where official channels operate to provide legal access to foreign exchange, and
often include an ad hoc range of other restrictions affecting areas such as repa-
triation of proceeds from exports. But since international capital movements

Especially where underlying
structures are weak, restraints
on financial operations are
needed

Priority should be given to
applying restraints to financial
institutions in a supervisory
context

11. It is still debatable whether the Chilean scheme, designed to sustain longer-term capital inflows while discouraging
short-term movements by such devices as a one-year holding period on some flows and non-remunerated deposits on
others, has been fully successful. This owes much to the difficulty of assessing the extent to which the behaviour of
capital flows reflects this scheme or other measures which are in effect and more general features of the Chilean
economic environment.

Capital controls on broad
classes of cross-border
transactions have also been
recommended

But most types of capital
controls entail practical
difficulties
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need not involve observable financial transactions, circumventing controls is
rarely difficult, although it may involve costs.

– The costs of administering, enforcing and complying with capital controls are
relatively high.

– Capital controls encourage economic inefficiency to avoid them and may invite
corruption.

– To the extent that capital controls are effective in insulating foreign exchange
markets from pressure they may encourage governments to avoid problems rather
than attempt to solve them.

– Broad and stringent controls maintained for too long impede domestic financial
market development.

Finally, as regards the international financial architecture, a wide range of ideas
has been floated. The actions to which the G-7 Finance Ministers and Central Bank
Governors committed themselves in late October, and which were endorsed by their
leaders (see Box I.3), represent useful steps to increase transparency, strengthen the
resiliency of domestic financial systems to shocks and facilitate crisis management
– in particular by bringing private creditors into the process at an early stage.12 More
ambitious proposals which would involve new international institutions or a large role
for regulation (including capital controls) will need to be reviewed cautiously before
action is taken. In any event, no amount of strengthening of the international architec-
ture can be expected to prevent difficulties from emerging in countries that do not
address their domestic problems. And no institutional framework or regulatory envi-
ronment is likely to insulate the world from excesses by financial markets unless major
participants are obliged to face more of the negative consequences of their own decisions
with greater frequency than has often been the case in the past.

12. In particular, working groups were set up by Finance Ministers and Central Bank Governors of a number of systemically
significant economies in April 1998 to examine some of the issues related to the stability of the international financial
system and the effective functioning of global capital markets; enhancing transparency and accountability; strengthening
domestic financial systems; and managing international financial crises. The reports of these working groups, and a
summary entitled, “Summary of Reports on the International Financial Architecture” were released to the public in
October 1998. The declaration of the G-7 Finance Ministers and Central Bank Governors on 30 October 1998
(summarised in Box I.3) effectively endorsed many of the recommendations of these reports.

Appendix: Quantifying the downside risks

Downside scenarios consider
alternative monetary policy

responses while allowing
automatic stabilizers to operate

Changes in the international
architecture are being

considered

The alternative downside scenarios reported in the main text were quantified
with the OECD’s INTERLINK model on the basis of a number of separate compo-
nent shocks related to specific downside risks, namely a further emerging markets
shock, a demand shock in Japan, an OECD equity markets shock and an exchange
rate shock. Since outcomes are likely to be quite sensitive to the response of poli-
cies, two alternative monetary policy reactions are considered: a first case with
real interest rates in the United States and Europe and nominal rates in Japan
unchanged compared to those in the central projections, and a second case with a
more “aggressive” policy easing in which real interest rates in the United States
and Europe are allowed to decline, in line with a rule giving equal weight to changes
in output gaps and inflation from the central projections. In both scenarios the
automatic fiscal stabilizers are allowed to work. To assess the potential impact of a
more aggressive fiscal policy response, corresponding ready reckoners are discussed
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below. Table I.10 and Table I.11 summarise the effects on main macroeconomic
aggregates (as differences from the central projection) for the main OECD zones,
coming from each of the relevant components. The key assumptions underlying the
individual shocks are described in the footnotes to these tables and in the main text.

In the first scenario, with unchanged real interest rates, OECD growth falls sub-
stantially to be close to 0 and 13/4 per cent in 1999 and 2000 respectively. World trade
growth falls sharply, to less than 11/4 per cent in 1999 before recovering to around
41/2 per cent in 2000, while unemployment rises to almost 81/4 per cent by the end of
2000, higher than its previous peak in 1993. Nominal short-term interest rates fall to
just below 2 and 1 per cent in the United States and Europe, respectively, in line with
declining inflation.

With a more “aggressive” monetary easing in Europe and the United States, the
negative impact on demand and activity is more limited. The extent to which the slow-
down is likely to be reduced depends significantly on the influence of policies on
equity markets, which is difficult to assess. In the second scenario, the equity market
shock is assumed to be about one-third smaller than before. In this case, substantial
reductions in real interest rates imply corresponding declines in nominal short-term
rates to around 11/4 per cent for the United States and 1/4 per cent for Europe by 2000.
The OECD area would then grow by a little over 1/2 per cent in 1999 and 2 per cent in
2000, while world trade would grow by about 2 per cent next year before recovering
more strongly to around 6 per cent in 2000.

In terms of underlying components, the emerging markets shock accounts for about
one-half of the overall impact on the level of OECD area GDP by the end of 2000 and
more than three-quarters of the impact on world trade. This is mainly reflected in a
worsening of the OECD area’s current account balance of about $130 billion over the
next two years, given the role of the emerging market economies both as export mar-
kets and export competitors. The impact of this component shock on GDP is largest for
Japan, which is more exposed to the emerging markets in both respects than either the
United States or Europe.

The effects of declines in oil and other commodity prices, which are also included
in the emerging markets shock, are relatively small for GDP with a terms-of-trade gain
for the OECD area being largely offset by a decline in export demand by the non-OECD
commodity-producing regions. Competition from emerging markets and lower com-
modity prices does, however, put substantial further downward pressure on OECD
area inflation, which is also reflected in declining nominal interest rates in the United
States and Europe and rising real interest rates in Japan.

The equity market shock is equally important, operating mainly through the influ-
ence of lower stock market wealth on consumption.13 Investment would also be affected,
although the direct effects are less well-defined empirically (the implications of a sepa-
rate “credit crunch” channel are not included). The direct effects of the equity-market
shock are most marked for the United States, given its much higher degree of market
capitalisation, and contribute to further reductions in its current-account deficit and

In one, OECD growth falls
close to zero in 1999

In the second, monetary policy
eases more aggressively
and OECD growth in 1999
is 1/2 per cent

The emerging markets shock
accounts for half the impact

13. The calibration of equity market effects is based on the various estimates reported in L. Boone, C. Giorno and
P. Richardson, “Stock Market Fluctuations and Consumption Behaviour: Some Recent Evidence”, OECD Economics
Department Working Paper, 1998 (forthcoming), which are also summarised in Chapter V “Recent Equity Market
Developments and Implications”.
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GDP growth rate (volume)
United States
Japan
European Union

OECD

Inflation (private
consumption deflator)
United States
Japan
European Union

OECDe

Current account balance
United States
Japan
European Union

OECD

Unemployment rate
United States
Japan
European Union

OECD

Short-term interest rate
United States
Japan
Euro area

World trade growth rate

Note: Interest rates are assumed unchanged in nominal terms for Japan and unchanged in real terms for the other OECD
countries (see text).

a) Relative to the central projections, the emerging-markets shock assumes: exchange rates vis-à-vis the US dollar are
20 per cent lower in China; Hong Kong, China; the Asian NIEs and Korea; 30 per cent lower in Latin America; 15 per
cent lower in Mexico; and, for Turkey, the real effective rate is 10 per cent lower. Import volume growth is lower by
7 per cent in China; Hong Kong, China; and the Asian NIEs in 1999; and by 3 per cent in 2000. For Latin America,
corresponding reductions in import volume growth are 8 per cent and 4 per cent respectively. For Hungary, Korea,
Mexico, Poland and Turkey, domestic demand is assumed to grow by an ex ante 2 per cent slower than in the central
projections for 1999. Oil prices are assumed to be $3.50 lower (about 30 per cent) and other commodity prices 12 per
cent lower.

b) Relative to the central projection, Japanese domestic demand is assumed to contract by 31/4 per cent in 1999.
c) Relative to the central projection, equity prices are assumed to fall by 30 per cent in G-7 countries (the effects of stock

market contraction in Japan are, however, embodied in the demand shock in Japan, i.e. [2] in the table heading above).
d) Relative to the central projection, the exchange-rate shock assumes the following movements in exchange rates vis-à-

vis the US dollar: The euro (along with the exchange rates of Denmark, Greece, Sweden and Switzerland) is assumed
to appreciate by 10 per cent and the pound sterling by 5 per cent. The Japanese yen depreciates by 20 per cent, the
Canadian dollar by 5 per cent and both the Australian and New Zealand’s dollar by 12 per cent. All other OECD
currences are assumed unchanged.

e) Excluding high-inflation countries.

Table I.10. Downside scenario with unchanged real interest rates
in Europe and the United States

Difference from the central projection

             Combined shock              of which:

             Emerging-            Demand-              Equity-              Exchange-
          markets shocka   shock in Japanb     market shockc         rate shockd

             [1]+[2]+[3]+[4]               [1]              [2]              [3]              [4]

1999 2000 1999 2000 1999 2000 1999 2000 1999 2000

Percentage points

–1.9 –0.6 –0.9 –0.2 –0.1 0.0 –1.0 –0.4 0.2 0.0
–2.6 1.2 –1.1 –0.5 –2.6 0.0 –0.3 –0.2 1.4 2.0
–1.5 –1.1 –0.6 –0.3 –0.1 0.0 –0.4 –0.4 –0.5 –0.5

–1.6 –0.5 –0.7 –0.3 –0.5 0.0 –0.6 –0.3 0.2 0.1

–1.4 –1.7 –1.0 –1.0 0.0 –0.1 –0.1 –0.6 –0.2 0.1
–0.4 –2.2 –1.0 –1.4 –0.4 –2.2 0.0 –0.3 1.1 1.6
–1.6 –2.4 –0.8 –1.2 0.0 –0.1 –0.1 –0.4 –0.7 –0.7

–1.2 –1.8 –1.0 –1.0 –0.1 –0.4 –0.1 –0.5 –0.1 0.1

$ billion

15.8 17.2 –9.4 –28.7 –3.6 –1.0 19.2 41.0 9.7 5.9
–0.9 5.4 –4.4 –17.7 21.6 17.6 –4.2 –10.3 –13.9 15.7

–34.6 –92.0 –25.4 –51.0 –4.3 –3.2 –0.9 –0.7 –4.0 –37.1

–16.0 –59.7 –39.9 –89.6 11.3 10.0 10.6 21.0 2.0 –1.1

Percentage points

0.8 1.5 0.4 0.7 0.1 0.1 0.4 0.9 –0.1 –0.2
0.2 0.2 0.1 0.1 0.2 0.3 0.0 0.0 –0.1 –0.3
0.4 1.0 0.2 0.4 0.0 0.0 0.1 0.2 0.1 0.3

0.4 0.9 0.2 0.5 0.1 0.1 0.2 0.4 0.0 0.0

–1.7 –2.1 –1.2 –1.2 0.0 –0.2 –0.2 –0.8 –0.2 0.1
0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

–2.0 –2.2 –1.0 –1.0 0.0 –0.1 –0.1 –0.3 –0.9 –0.8

–4.1 –1.6 –3.1 –0.6 –0.5 0.1 –1.1 –1.2 0.6 0.0
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inflation rate. There are, nonetheless, significant effects for Japan and Europe, which
reflect the relative importance of international trade linkages.

The effects of the demand shock in Japan are mainly confined to Japan, as its imports
from the rest of the OECD area are relatively small, but are nonetheless significant given
its weight in the OECD aggregates. This component shock contributes to a significant
increase in Japan’s current account surplus and decline in its inflation rate.

The main impact of the exchange rate shock is to redistribute the current account
and growth adjustments within the OECD area: a net appreciation in Europe reduces
its current account surplus and growth rate with corresponding depreciations in the

And the exchange rate shock
redistributes growth and
current account adjustments

Percentage points

–1.1 –0.4 –0.7 –0.3 –0.1 0.0 –0.5 –0.2 0.2 0.0
–2.4 1.7 –1.1 –0.4 –2.6 0.0 –0.2 0.0 1.5 2.0
–1.2 –0.8 –0.5 –0.2 –0.1 0.0 –0.2 –0.2 –0.4 –0.4

–1.1 –0.2 –0.6 –0.2 –0.4 0.0 –0.3 –0.1 0.2 0.1

–1.3 –1.2 –1.0 –0.9 0.0 –0.1 –0.1 –0.3 –0.2 0.1
–0.4 –2.0 –1.0 –1.3 –0.4 –2.2 0.0 –0.2 1.1 1.7
–1.5 –2.2 –0.8 –1.1 0.0 –0.1 –0.1 –0.3 –0.6 –0.7

–1.2 –1.5 –0.9 –0.9 –0.1 –0.4 –0.1 –0.3 –0.1 0.1

$ billion

10.8 –16.5 –11.4 –40.8 –3.3 –2.9 16.1 21.6 9.4 5.6
1.4 14.1 –3.7 –15.0 21.5 18.0 –3.4 –5.9 –13.1 17.0

–35.7 –88.9 –25.6 –49.2 –4.5 –2.6 –1.9 0.9 –3.7 –38.0

–22.4 –79.1 –41.8 –96.0 11.4 9.1 7.9 10.8 0.1 –3.1

Percentage points

0.4 0.9 0.3 0.6 0.0 0.1 0.2 0.4 –0.1 –0.2
0.2 0.2 0.1 0.1 0.2 0.3 0.0 0.0 –0.1 –0.3
0.4 0.8 0.2 0.4 0.0 0.0 0.1 0.1 0.1 0.3

0.3 0.6 0.2 0.4 0.0 0.1 0.1 0.2 0.0 0.0

–2.7 –2.8 –2.0 –1.9 –0.1 –0.2 –0.4 –0.9 –0.2 0.3
0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

–2.6 –2.9 –1.3 –1.4 –0.1 –0.1 –0.1 –0.4 –1.1 –1.1

–3.3 –0.1 –2.9 0.0 –0.5 0.3 –0.8 –0.3 0.9 0.0

Table I.11. Downside scenario with lower real interest rates
in Europe and the United States

Difference from the central projection

             Combined shock              of which:

             Emerging-            Demand-              Equity-              Exchange-
          markets shocka   shock in Japanb     market shockc         rate shockd

             [1]+[2]+[3]+[4]               [1]              [2]              [3]              [4]

1999 2000 1999 2000 1999 2000 1999 2000 1999 2000

GDP growth rate (volume)
United States
Japan
European Union

OECD

Inflation (private
consumption deflator)
United States
Japan
European Union

OECDe

Current account balance
United States
Japan
European Union

OECD

Unemployment rate
United States
Japan
European Union

OECD

Short-term interest rate
United States
Japan
Euro area

World trade growth rate

Note: Interest rates are assumed unchanged in nominal terms for Japan and lower in real terms for the other OECD
countries (see text).

a) See Table I.10.
b) See Table I.10.
c) Relative to the central projection, equity prices are assumed to fall by 20 per cent in G-7 countries (the effects of stock

market contraction in Japan are, however, embodied in the demand shock in Japan, i.e. [2] in the table heading above).
d) See Table I.10.
e) See Table I.10.
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United States and Japan boosting their current accounts and growth rates. Together
with the relatively large effects of the crisis on internal demand in the latter two
countries, the exchange-rate adjustment fully offsets the original negative impact of
the emerging-markets shock on their current accounts. With such movements in
exchange rates, the burden of OECD area current-account adjustment would be largely
borne by Europe.

Given the size of the various shocks envisaged, and if the risks considered here
were to materialise, then the possibility of stimulative fiscal action would likely come
onto the policy agenda as a means of stabilizing the situation. This would be particu-
larly the case if the room for monetary-policy manoeuvre were limited by already very
low interest rates. Ready reckoners of more aggressive fiscal policy action suggest that
for the United States, a discretionary fiscal expansion of 1 per cent of GDP through
higher public investment with unchanged interest rates and exchange rates would raise
the US GDP level by about 11/2 per cent relative to the downside scenario in 1999 and
11/4 per cent in 2000. If direct tax cuts were used instead, then the impact multiplier
would be significantly smaller (1/2 per cent in 1999 and 1 per cent in 2000), as a sub-
stantial part of the consequent rise in household disposable income would likely be
saved. The impact of such fiscal action would be stronger if undertaken simultaneously
in all three main OECD regions. If so, and assuming that public investment in the
OECD area was increased accordingly, the OECD area GDP level might be raised by
up to 13/4 per cent in 1999 and 11/2 per cent in 2000, relative to the downside scenarios.

Ready reckoners suggest fiscal
stimulus could play a

stabilizing role
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Domestic demand remained strong in the first half of 1998. Household consump-
tion was particularly buoyant, with spending running well ahead of income, so push-
ing down the saving ratio. In major part, this appears to have been the result of a surge
in the stock market, with the value of personal equity portfolios rising, relative to
incomes, to levels not seen since the early 1960s. Business investment was also very
buoyant, especially for computer equipment. Part of this strength in domestic demand
was offset by the weakness of external trade, with an appreciation of the dollar and a
standstill in foreign demand leading to a widening of the current account deficit. None-

II. DEVELOPMENTS
IN INDIVIDUAL OECD COUNTRIES

United States

The economy appears to have reached a cyclical high point in 1998. The year-on-year growth rate peaked at 4.2 per cent in the
first quarter. Following a deterioration in corporate profits linked to a strong dollar, accelerating labour costs and lower
external demand in Asia and Latin America, economic growth is projected to slacken progressively to not much more than one
per cent in the middle of 1999. The slowdown should ease tensions in the labour market and help stabilise wage increases.
Nevertheless, with labour costs running ahead of prices, the fall in profits could accelerate, raising the risk of a drop in equity
prices and a significant fall in investment.

In the current situation distinguished by slowing demand growth, low inflation and financial turbulence some further reduction
in interest rates seems appropriate. The projections are indeed based on the federal funds rate being lowered to 4.50 per cent
during 1999 from its current level of 5 per cent. However, were the downside risks to the projections to materialise, larger cuts
might be necessary, especially if the current instability in financial markets were to persist. As to fiscal policy, a continued
reduction in debt over the medium-term would help prepare public finances for the ageing of the population.

Strong domestic demand kept
the economy buoyant…
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theless, output growth continued at the same strong pace as seen in 1997, while falling
oil, commodity and import prices ensured that the rate of inflation continued to fall
through the first half of 1998.

By the second quarter of 1998, some signs of slackening in activity started to emerge.
Although consumer spending and housing remained strong, the fall in exports acceler-
ated and business investment was weaker. The slackening in the growth of final
demand continued in the third quarter with capital formation and foreign sales drop-
ping. But with stockbuilding surging, output growth held up more than expected. The
labour market has remained tight, even though the unemployment rate edged up after
reaching a twenty-eight year low, at 4.3 per cent, in April.

Strong demand for labour has led to a small, but significant, acceleration in both
total employment costs and hourly earnings. This development was not offset by pro-
ductivity gains, thus leading to an increase in the growth of unit labour costs, at a time
when competitive pressures, stemming from the strong dollar, held back the increase
in domestic prices. Consequently, domestic after-tax corporate profits fell in the sec-
ond quarter. This development, coming after a four-year period in which the share of
profits in GDP only increased slightly, was associated with a marked downward revi-
sion of earnings expectations. The valuation of these lower earnings was also affected
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b) As a percentage of labour force.
c) In the business sector.

Employmenta

Unemployment rateb

Employment cost index
Compensation of employeesc

Labour productivityc

Unit labour costc
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1.9 2.4 2.2 1.1 1.1
5.4 4.9 4.6 5.0 5.4

2.8 3.1 3.6 4.0 3.9
2.7 3.9 4.0 4.3 4.5
1.7 1.7 1.4 0.4 1.3
1.0 2.2 2.6 3.9 3.2

1.9 1.9 1.0 1.2 1.8
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by financial turbulence that raised risk premia world wide and resulted in a substan-
tially higher gap between the yields of high quality corporate bonds and government
securities. Indeed, by early October, this spread was nearly 190 basis points, a level
not seen in the previous forty years. With the medium-term outlook for corporate earn-
ings being revised down and the risk premium up, share prices were over 20 per cent
below their early summer highs.

The heightened perception of risk in financial investments was accompanied by a
marked rise in the price of government securities and a relatively flat yield curve for
maturities over two years. At the long end of the market, most of the fall in yields
appears to reflect a strong desire for liquidity and pronounced easing in inflation
expectations. Bond markets have also benefited from the move of the federal budget
into a surplus of one per cent of GDP, as discretionary spending caps limited the growth
of outlays and revenues were boosted by high tax receipts on realised capital gains
taxes.

The Federal Reserve, given the strains in the financial system and feeling that the
risks of weaker output exceeded the possibility of higher inflation, lowered the federal
funds rate by 50 basis points in two stages during September and October. Moreover,
the second of these was not made following a scheduled meeting of Federal Open
Market Committee. These cuts appear to have restored some liquidity to capital mar-
kets after the precipitous fall in new issues of equity and below-investment quality
bonds in the summer, but domestic risk premia only eased slightly. Although bank
lending has provided some substitute, credit standards appear to have been tightened.
Market expectations of further cuts have also led to some steepening in the yield curve
and weakening of the effective exchange rate of the dollar to slightly below its first
half average. Moreover, the equity market staged a marked recovery eliminating a
large part of its earlier losses. With the economy expected to weaken further, cuts of
50 basis points in the federal funds rate are built into the projections.

The slowdown in the economy is expected to become more pronounced in the first
half of 1999. Overall, growth may be around 11/2 per cent next year, but it should pick
up thereafter as the impact of lower short-term interest rates is felt and the external
environment improves. The Federal budget surplus should be reduced both by slower
growth and by the decision to exceed previously legislated spending caps by $20 bil-
lion (1/4 per cent of GDP). At the origin of the slowdown is the reaction of companies
and households to the marked weakening of corporate profits that has occurred during
1998. Such a movement worsens domestic demand through two channels. Lower

Government bond yields
dropped…

… and official rates followed

Falling asset values will slow
consumption…

Financial indicators

1996 1997 1998 1999 2000

a) As a percentage of disposable income.
b) As a percentage of GDP.
c) 3-month Treasury bills.
d) 10-year government bonds.

Household saving ratioa

Private sector financial balance

General government financial
balanceb

Current account balanceb

Short-term interest ratec

Long-term interest rated

3.1 2.2 0.7 1.0 1.1

–0.8 –2.0 –3.9 –3.5 –3.3

–0.9 0.4 1.6 0.8 0.6

–1.8 –1.9 –2.7 –3.1 –3.1

5.0 5.1 4.7 3.8 4.0
6.4 6.4 5.2 4.4 4.8
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equity values are projected to result in increased household saving. With income growth
also slowing, this generates a slackening of consumers expenditure to a more sustain-
able growth rate. In addition, in 1999 corporations are expected to scale back invest-
ment outlays, so that investment is projected to grow only slightly and may even fall in
nominal terms. Nevertheless, the corporate sector will still have a relatively high
financial deficit and will have to rely more on the banking system for credit. This
weakness in domestic demand is partially offset by a smaller drag on the growth of the
economy from the foreign sector. The adverse impact of the past appreciation of the
dollar gradually wears off and export markets are projected to recover – so boosting
exports. Indeed, this movement is the principal reason why growth is projected to pick
up in 2000, to 21/4 per cent, even though the current account deficit continues to widen.

With growth remaining below potential from the second half of 1998 onwards,
some increase in the unemployment rate is projected. Such a move should relieve pres-
sures in the labour market and help to stabilise wage increases. However, with produc-
tivity growth slackening, the expansion in unit labour costs may remain above that of
prices, even though the latter may accelerate somewhat as the downward pressure from
imports prices lessens. As a result, corporate profits are expected to weaken further
throughout the projection period.

Apart from the downside risks stemming from developments in the world economy,
the main risk to these projections stems from the possible reactions of corporations and
financial markets to weaker profits and from the possibility of a marked reduction in
credit flows. Companies, which are relying on continued extensive borrowing to main-
tain the current level of investment, may indeed see their credit ratings falling in line
with their declining profitability. This might further reduce their access to funds and
increase their cost of borrowing, making investment less profitable. At the same time,
another drop in the stock market could depress consumer sentiment further and push
the economy towards recession, thereby lowering imports. While larger cuts in official
interest rates could help to stabilise the situation, they might also lead to a further fall
in the external value of the dollar which could put pressure on domestic inflation. On
the other hand, the reaction of consumers to recent stock market falls is uncertain. In

… and raise unemployment,
thus bringing output closer to

its equilibrium level

The reaction of financial
markets to lower profits

will be critical

Demand and output
Percentage changes, volume (1992 prices)

1995
current prices

billion $ 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.

Private consumption
Government consumption
Gross fixed investment

Public
Residential
Non-residential

Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
Industrial production

4 953.9 3.2 3.4 4.7 2.9 2.4
1 138.1 0.7 1.3 1.1 2.0 0.5
1 230.8 7.9 7.3 8.9 1.0 2.2

218.4 3.4 1.2 0.4 3.1 3.0
284.8 7.4 2.5 9.3 –0.6 0.7
727.7 9.3 10.7 10.9 1.1 2.5

7 322.9 3.6 3.8 5.0 2.4 2.1
30.7a 0.0 0.5 –0.1 –0.4 0.1

7 353.5 3.6 4.2 4.9 2.0 2.2

819.5 8.5 12.8 0.5 3.1 6.6
903.3 9.2 13.9 10.9 7.3 5.8
–83.9a –0.2 –0.4 –1.6 –0.8 –0.1

7 269.6 3.4 3.9 3.5 1.5 2.2
– 3.5 5.0 3.1 1.1 2.6
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the near-term, households might consider their current level of wealth is still suffi-
cient, lessening the need to increase saving. As a result, personal consumption would
be better maintained than in the central projections, thereby limiting the extent of the
slowdown in economic growth.

External indicators

1996 1997 1998 1999 2000

$ billion

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

Merchandise exports
Merchandise imports
Trade balance
Invisibles, net
Current account balance

Merchandise export volumesa

Merchandise import volumesa

Export performanceb

Terms of trade

612.0 679.3 661.5 674 721
803.3 877.3 917.2 960 1 013

–191.3 –198.0 –255.7 –286 –292
56.4 42.7 27.1 14 11

–134.9 –155.2 –228.6 –272 –281

Percentage changes

9.7 15.4 0.5 2.9 6.9
10.0 14.7 11.6 7.3 5.8
2.8 5.9 –1.6 –2.2 0.0

–0.6 0.7 3.0 1.5 0.4
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Several significant contractionary forces have combined to prolong and worsen the
recession that is now well into its second year: most indicators point to the likelihood
that the summer marked the fourth consecutive quarter of economic contraction. First,
the balance sheet problems of the banking sector remain unresolved, and the resulting
uncertainty has led to diminished confidence among consumers and investors, leading
to sharp declines in private spending. Second, credit conditions deteriorated last winter
and may worsen further because of renewed declines in land and equity prices. Third,
the crises in emerging markets have exerted more adverse effects on export market
growth, profitability and risk premia than had been foreseen, more than offsetting any
positive output effects from the yen’s earlier depreciation against the dollar and Euro-
pean currencies. Finally, these forces have triggered large-scale corporate restructur-
ing. The resulting fall in employment and incomes has served to reinforce the loss of
confidence and ratify the private sector’s depressed expectations for the future. House-
holds have raised their saving rates, and businesses have reduced both their production
and investment levels. However, with industrial inventories still at very high levels in
relation to shipments and profits falling sharply, pressures for production cutbacks and
restructuring are likely to continue unabated. Conditions in the labour market have
deteriorated, with the unemployment rate at over 4 per cent, job offers less than half
the number of job seekers, and compensation levels recently falling below year-earlier
levels. In addition, the number of corporate bankruptcies and the associated liabilities
have increased by 25 and 28 per cent, respectively, in the first nine months of this year,
thereby contributing to the difficulties in the banking sector.

Despite the reduced levels of investment, the business-sector capital stock is still
growing at around 3 per cent per year, and, with the working-age population edging
down only slightly, potential supply is estimated by the OECD to be expanding by
around 11/4 to 11/2 per cent per year. With a cumulative decline in real GDP of 41/2 per
cent since the cyclical peak, it is clear that a sizeable output gap has opened up. This
has generated deflationary pressures, with domestic prices falling slightly, despite higher
unit labour costs. The core consumer price index (excluding perishables) is falling at a
rate of around a half per cent per year. Domestic wholesale prices – goods alone – have

Japan

The economic situation in Japan is grave. Policy support on a number of fronts has so far not been able to prevent the recession
from deepening, with renewed deflationary pressures in goods, labour and asset markets. The credit crunch is continuing,
bankruptcies are rising, exports are falling and private-sector confidence is dwindling. The result is that expectations are being
revised downwards and spending is being deferred. But assuming that the banking system’s balance-sheet weaknesses may
now finally be dealt with, that the expansionary effects of additional budgetary spending may be about to be seen and that
export markets are on the verge of a turnaround, activity may begin to stabilise, even though any rebound may be limited.
Output growth in 1999 might be barely positive and slack would probably continue to widen.

This critical situation calls for bolder policy action than has been adopted to date. Now that the financial legislation has been
enacted, the authorities should move expeditiously to recapitalise the banking sector conditional on its wholesale restructuring.
The monetary authorities should continue to ensure that ample liquidity is available, while, inevitably, fiscal policy will have to
remain at least as expansionary as before, and plans being readied to provide more support should ensure that stimulus is
provided in ways that are as efficient as possible. But the build-up of public debt entailed by this fiscal policy stance can be
sustained only if conditions for more robust medium-term growth are quickly re-established. For this it is essential to step up the
pace of structural reforms. The immediate focus should be on those that would generate increased business activity (such as
further deregulation of telecommunications and easing restrictions in the construction sector) or would reduce household
income uncertainty (such as temporarily raising the duration of unemployment benefit payments).

The downturn has worsened

Extra slack has pushed prices
down
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been falling at a 2 per cent annual rate. Import prices too were falling until the spring,
when the effects of the earlier depreciation began to appear, and again more recently,
but in any case the terms of trade have moved favourably. This, combined with recent
double-digit declines in import volumes, brought the current account surplus to around
3 per cent of GDP in the first half of 1998 for the first time in over four years.

Budgetary policy, which was initially slated to be tight in the fiscal year (FY) 1998,
was loosened substantially by the April fiscal package. Public investment was boosted
by 7.7 trillion yen, and the special income tax cut was raised to 4 trillion yen. While
most of the tax cuts have now been implemented, and the initial budget’s capital spending
was intended to be unusually heavily front-loaded, the effects of the stimulus have
been difficult to detect thus far, in part because of local governments’ inability to
finance their allocated share of added public investment in view of their serious fiscal
problems. It is assumed, nevertheless, that a substantial pick-up in government invest-
ment is taking place in the second half of the year.

Budget guidelines for late FY 1998 and FY 1999 have been announced and, if
adhered to, will entail a substantial further easing of policy, pushing the actual and
cyclically-adjusted general government deficits to 73/4 and 51/2 per cent of GDP,
respectively, in the calendar year (CY) 1999. Permanent tax cuts of over 6 trillion yen
per year, including corporate tax cuts worth 2 to 3 trillion yen, will be implemented in
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1999; and, by suspending the revised Fiscal Structural Reform Law (FSRL),1 public
investment should continue to increase moderately with an additional 51/2 trillion yen
assumed for CY 1999. The details of the proposed tax cuts and of a further supplemen-
tary budget for FY 1998 are scheduled to be released by mid-November. The projec-
tions are based on the assumption that public pension contributions will be frozen at
the current rate of 17.35 per cent of standard earnings, but that benefits will be re-rated
in line with wage movements in the past five years.2 Finally, fiscal policy is assumed to
remain as expansionary in the year 2000 as in 1999 on the premise that the FSRL is
once again suspended. The result is that gross debt is projected to reach 118 per cent of
GDP in 2000, nearly double its share in 1992.

The monetary authorities have had to confront risks of a deflationary spiral arising
in part from the unresolved problems in the banking sector, the associated breakdown
in the credit creation mechanism, and the resulting widening of creditor risk premia.
Their response has been to accommodate the market’s needs for liquidity, to promise
stability and, in September, to edge down the target overnight rate for the first time in
nearly three years. As a result, there are signs of some acceleration in money supply.
Year-on-year broad money growth has picked up to nearly 4 per cent, but, unlike the
situation in the spring when an even higher rate was briefly recorded, it has been
accompanied by faster growth in broadly-defined liquidity as well. At the same time
longer-term bond yields have continued to trend lower, with 10-year government rates
setting record lows of around 0.8 per cent of late.
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“Japan premium” (3 months)1 (right scale)

Premium over government bond yield (5-year)2 (left scale)

Higher credit risk in the banking system

1. This revision was passed in May. It delayed the target date for reaching the medium-term goals of eliminating the
issuance of so-called deficit bonds and for reducing the deficit of central and local governments to 3 per cent of GDP
from FY 2003 to FY 2005. It also allowed the social security spending ceilings stipulated in the original version to be
exceeded.

2. The 1998 government net lending figures exclude the recent transfer to the general governmentís account of 26.9 tril-
lion yen (5.4 per cent of GDP) in debt from the Japan National Railways Settlement Corporation and the National
Forest Special Account. They do, however, include slightly more than 1 trillion yen (1/4 per cent of GDP) in govern-
ment transfers to the Deposit Insurance Corporation to cover losses associated with bank rescues in 1998. Although
this announced amount is widely expected to be just the first of many such payments, their timing and magnitude
remain uncertain; accordingly, the projections exclude any further spending of this type.

Monetary policy has been
increasingly focused on the

provision of liquidity…
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The decline in bank lending has nevertheless continued undiminished, even though
firms perceive a stabilisation in lending attitudes, and many borrowers are facing higher
rates despite the policy easing. Shorter-term market rates on anything other than gov-
ernment paper have generally edged up over the summer as they did last winter. It is
the banks and credit co-operatives that have fared the worst as the “Japan premium” –
the gap between what they pay and what banks based in other countries pay for three-
month borrowing in global markets – has widened once again. They must now pay
around 0.8 percentage point more than the government for five-year debt issues. They
have also suffered from continuing increases in corporate bankruptcies, the liabilities
of which have been running at around 3 to 31/2 per cent of GDP per year, and from
renewed declines in equities prices, with the Nikkei 225 average down about 19 per
cent in the first half of the fiscal year. However, as the yen and equity prices have risen
in recent weeks, banks have benefited from a reduced need for capital to cover the yen
value of their foreign assets and higher values for their substantial equity holdings.
Nonetheless, despite aggressive provisioning and write-offs, their balance sheets
remain as encumbered as ever by their bad loans. Official figures for their problem
loans as of March 1998 based on broadened criteria were 35.2 trillion yen (5.1 per cent
of all loans and 7.0 per cent of GDP), but self-assessment showed loans worth 87.5 tril-
lion yen (11.0 per cent of total credit exposure and 17.5 per cent of GDP) to be doubt-
ful or at least in need of careful collection, and private-sector analysts believe that the
amount of such loans is greater still, as much as 30 per cent of GDP.

The official response to the increasingly serious situation in the banking sector has
been to propose a variety of financial remedies beyond the commitment of public
funds for recapitalising the banks and for additional resources for the Deposit Insur-
ance Corporation earlier in the year. The implementing legislation, just approved by
the Diet, calls for the setting up of a new body to oversee the clean-up and to engage in
financial planning and regulation; allows the government to temporarily nationalise
failing banks3 so as to restructure them or wind them down; and establishes clear rules
governing both public intervention in banks with a high risk of failure and recapitalising
the sector more generally. There is already broad support for the government’s propos-
als to require consolidated reporting as from next March, to encourage the disposal of
collateral lying behind problem loans and to ease their securitisation and to allow
“servicers” (not only lawyers) to engage in the collection of such loans.

… but banks remain in dire
straits as risk premia widen

Most of the legislation to
handle the banking problems
has finally been passed

3. The Long Term Credit Bank has already been placed under temporary public administration.

Financial indicators
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a) As a percentage of disposable income.
b) As a percentage of GDP.
c) 3-month CDs.
d) Central government bonds, 10-year maturity.
e) The 1998 deficit would rise by 5.4 percentage points if account were taken of the assumption by the central government

of the debt of the Japan National Railway Settlement Corporation and the National Forest Special Account.
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Assuming that some recourse is made to the tools provided by this legislation, the
central projection is for the recession to come to a grudging end around the turn of the
year. But the recovery will be weak at best, with output still growing below modest
potential rates, unemployment steadfastly rising and slight deflation continuing. It is
fiscal stimulus which will prevent a further decline in the near term, but that is not
likely to be enough to lift the economy onto a self-sustaining growth path in view of
the private-sector weaknesses described above. Corporate restructuring is expected to
be a drag, even after inventory adjustment is completed late in 1999, with firms appar-
ently having made downward revisions to their medium-term growth expectations.
Financial system fragility may persist, even if additional sudden or gradual collapses
of financial institutions can be avoided. The credit crunch will only slowly be allevi-
ated, given the time needed to deal with banks’ balance-sheet weaknesses. For all these
reasons, business investment is likely to be restrained. Households too may well defer
their spending until their concerns about job security and future incomes – the pension
system in particular – are assuaged. The only bright spot for private demand is pro-
jected to come from exports, with a rebound in market growth, especially in its Asia-
Pacific neighbours, more than offsetting renewed losses in market share resulting, in
part, from the recent appreciation of the yen. Even though import growth may also
revive, the foreign sector would continue to make a small, positive contribution to
growth. Combined with persistently favourable shifts in the terms of trade and
renewed rises in net investment income, this should make for a steady increase in the
current account surplus, which is projected to reach more than 31/2 per cent of GDP
by 2000.

The main risks to this sombre outlook are nonetheless on the downside; the realisa-
tion of any of them might be sufficient to push the economy into a more intense period
of recession and deflation. Public sentiment may not be comforted by the authorities’
measures to deal with the systemic problems in the financial sector. Confidence may
sag if the solutions are not convincing, and market forces may cause weak banks to fail
in a disruptive fashion, leading to a more severe credit crunch. On the other hand, more

A weak recovery is in the
offing…

… but downward risks
predominate

Demand and output
Percentage changes, volume (1990 prices)

1995
current prices
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 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Including public corporations.
b) Annual amount.
c) Mining and manufacturing.

Private consumption
Government consumption
Gross fixed investment

Publica

Residential
Non-residential

Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
Industrial productionc

290.5 2.9 1.1 –1.8 0.2 1.0
47.4 1.5 –0.1 0.5 0.5 0.3

137.6 9.5 –3.5 –7.2 –0.3 0.0
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72.1 9.5 4.3 –9.6 –4.1 –0.3
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aggressive action to clean up banks’ balance sheets might result in faster shrinkage of
capacity, with possibly short-term contractionary effects. A related risk emanates from
asset prices: if they resume their declines, then both direct wealth effects and indirect
effects through the banking system may prevent any early end to the recession. In
addition, the depression in export markets in the rest of Asia may be more prolonged or
weakness may spread, removing external support for the recovery and contributing to
further downward pressures on prices.

External indicators

1996 1997 1998 1999 2000

$ billion

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

Merchandise exports
Merchandise imports
Trade balance
Invisibles, net
Current account balance

Merchandise export volumesa

Merchandise import volumesa

Export performanceb

Terms of trade

400.4 409.3 377.5 414 431
316.8 307.5 251.5 264 276
83.6 101.7 126.0 150 155

–17.8 –7.2 –4.9 –11 –4
65.8 94.5 121.1 139 151

Percentage changes

0.7 11.8 –0.2 3.3 4.4
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GDP expanded by 31/2 per cent (at an annual rate) in the first half of the year as
stronger domestic demand offset a weaker pace of export growth. Public consumption
surged by some 6 per cent and inventory accumulation contributed nearly 2 per cent to
the growth of domestic demand. Investment in plant and machinery was particularly
strong. Construction continued to be a drag on activity, but the saving ratio remained
stable and private consumption increased by 13/4 per cent. On the external side, export
growth slowed significantly and, with imports rising, the contribution to growth from
the foreign balance turned negative. Merchandise exports to the Asian/Pacific region
declined by 8 per cent, although export growth to Europe and to North America
remained strong. Imports from south-east Asia rose by some 10 per cent.

Employment stabilised and started to increase during 1998, while unemployment,
seasonally adjusted, has steadily declined from the peak of 11.8 per cent in the last
quarter of 1997. In western Germany the improving labour market is a consequence of

Germany

GDP accelerated strongly in the first half of the year to over 3 per cent, as the expansion broadened to include domestic
demand. Employment started to increase after several years of marked decline. Business sentiment has since deteriorated
markedly, as export orders weakened. While consumer sentiment has been resistant to international financial-market disturbances
and domestic orders have been picking up gradually, GDP growth is projected to slow in 1999, as weakening international
activity reduces the hitherto strong contribution from real net exports and investment. But monetary conditions are projected to
underpin a gradual expansion of domestic demand. The labour market is projected to recover slowly with unemployment
remaining high.

With inflation falling, and interest rate convergence in the Euro area expected to occur at rates prevailing in low interest
countries, the authorities might not need to shift monetary stance prior to handing over responsibility for monetary policy to the
European Central Bank. The slowing pace of fiscal consolidation may be viewed as appropriate from a short-term perspective
in view of the current level of uncertainty, but the structural budget deficit is projected to remain high. Further consolidation
measures will thus be required to achieve medium term fiscal sustainability. In the key area of labour market reform, the
favourable outcomes which have been negotiated by the social partners need to be underpinned by further structural reform of
the social-security and wage-bargaining systems while tax reform remains important to underpin investment and growth.

Activity was strong
in the first half…

… and the labour market
stabilised
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the cyclical upturn and a redirection of demand towards more labour-intensive domes-
tic components. In the eastern Länder improvement has been due to a sharp increase in
active labour-market measures.

Having levelled off in the first half of 1998, the business climate has deteriorated in
the wake of the Russian crisis. New manufacturing orders, while remaining at high
levels, have stopped increasing as firmer internal demand has been largely offset by
slower growth in export orders. On balance, GDP growth is estimated to have slowed
in the second half, in part because of temporary factors associated with the unwinding
of the strong public consumption growth and inventory accumulation of the first half.
Growth for the year could thus be around 23/4 per cent.

While export market growth has decelerated sharply, German competitiveness
remains sound. The trade-weighted exchange rate has appreciated by around 61/2 per
cent compared with the 1997 average, but the real effective exchange rate has
remained at about the level of mid-1997, due to increased productivity and declining
unit labour costs. At the same time, conditions increasingly favour a strengthening of
domestic demand. Investment in plant and machinery should continue to grow under
the impulse of improved profitability and high capacity utilisation, and surveys of
investment intentions have indicated a gradual shift of investment motives from
rationalisation toward capacity expansion. Though investment by export-oriented
industries could slow, it should strengthen in domestically-oriented sectors. Public and
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conditions are strengthening

Employment, income and inflation
Percentage changes

1996 1997 1998 1999 2000

a) As a percentage of labour force.

Employment
Unemployment ratea

Compensation of employees
Unit labour cost

Household disposable income

GDP deflator
Private consumption deflator

–1.3 –1.3 0.0 0.4 0.7
10.3 11.4 11.2 10.8 10.3

1.0 0.2 1.6 3.1 3.8
–0.3 –1.9 –1.1 0.9 1.2

3.7 1.8 2.6 3.2 3.9
1.0 0.6 1.1 1.3 1.4

2.0 1.9 1.0 1.2 1.3
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Demand and output
Percentage changes, volume (1991 prices)

1995
current prices

billion DM 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.

Private consumption
Government consumption
Gross fixed investment

Public
Residential
Non-residential

Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
Industrial production

Memorandum items
Investment in machinery

and equipment
Construction investment

1 975.3 1.6 0.5 1.6 2.1 2.5
686.6 2.7 –0.7 1.0 1.2 1.1
735.6 –1.2 0.1 2.8 3.2 3.8
82.5 –6.4 –8.6 1.9 3.9 2.5

251.8 –0.5 –0.7 –0.9 1.2 1.7
401.3 –0.5 2.1 5.0 4.1 5.2

3 397.5 1.2 0.1 1.7 2.2 2.5
18.3a –0.5 1.2 0.9 0.0 0.0

3 415.7 0.7 1.4 2.6 2.1 2.4

821.2 5.1 11.1 6.8 5.0 5.1
794.2 2.9 8.1 6.5 4.9 4.9
27.1a 0.6 0.8 0.1 0.1 0.1

3 442.8 1.3 2.2 2.7 2.2 2.5
– 0.5 4.0 3.9 2.9 3.7

262.3 1.9 3.9 8.8 6.1 6.3
473.3 –3.1 –2.5 –1.5 1.0 1.9

private construction activity is recovering in the west although in the east demand is
stabilising only slowly. Consumer confidence has improved markedly in line with
labour market developments and indicators for the retail sector are also generally
improving. Household spending power has been rising due to lower consumer price
inflation, increased employment and a stabilisation of social security charges.

With interest rates in the Euro area expected to converge to the lower rate now
prevailing in Germany, financial conditions remain favourable and monetary policy is
likely to remain supportive. Although equity prices have declined from their peak ear-
lier in the year and volatility remains high, equity price fluctuations do not appear to
have a pronounced impact on the real economy. Yields on government bonds have
fallen to record low levels due not only to the low inflation environment but also to the
“flight to quality” following the crisis in Russia in late August. The cost of corporate
borrowing from banks has also declined, although to a lesser extent. The crisis in

Financial conditions are
favourable and monetary

conditions remain supportive

Financial indicators

1996 1997 1998 1999 2000

a) As a percentage of disposable income.
b) As a percentage of GDP.
c) Maastricht definition.
d) 3-month interbank rate.
e) 10-year bond yields.

Household saving ratioa

General government financial
balanceb, c

Current account balanceb

Short-term interest rated

Long-term interest ratee

11.5 11.0 11.0 11.0 11.1

–3.4 –2.6 –2.4 –2.1 –1.8

–0.6 –0.2 0.4 0.7 0.9

3.3 3.3 3.5 3.0 3.1
6.2 5.7 4.6 4.1 4.3
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Russia should not result in much strain to the banking system as a whole. In
the event of a full default (unlikely at this stage) there could be a fiscal impact of
around DM 20 billion spread out over a number of years. In general, the banking
sector remains well capitalised, thereby supporting continued lending activity.

Although the fiscal objectives of the new government are still to be legislated – and
are therefore not taken into consideration – fiscal consolidation is set to continue on
the basis of current policy. But it will be at a slower pace, with the general government
deficit projected to decline marginally to around 21/2 per cent of GDP this year and to
21/4 per cent in 1999. It is assumed that the existing policy to restrict current expendi-
tures, particularly in the health sector, will continue, general government consumption
being projected to expand by around 1 per cent a year. The social security surplus is
expected to persist in 1999 but should be reduced in 2000 as reserves are rebuilt. In the
absence of further policy initiatives, OECD projections show the structural budget
deficit falling to close to 11/4 per cent of GDP in 2000 reflecting, inter alia, pension
reform measures and the increased VAT rate in 1997. Privatisation revenues of
DM42.2 billion and DM 17.3 billion in 1998 and in 1999 respectively will help to
reduce gross financial liabilities as a share of GDP.

Structural reforms have served to improve the functioning of labour markets,
although the full impact of the measures on employment creation will probably take
some time to emerge. At the same time, further financial-market liberalisation and
reforms to corporate governance have served to make goods markets more competi-
tive and efficient. However, the tax system remains an important impediment to a
stronger pick up of investment and growth and structural unemployment is likely to
remain high unless recent more flexible labour-market behaviour is underpinned by
further institutional change.

Although domestic demand should slow significantly in the second half of 1998,
there is sufficient momentum for it to expand by around 2 per cent in 1999. With
export growth decelerating and imports picking up, the contribution to growth from
net exports will be negligible, so that GDP is expected to increase by around 2 per cent,
firming to 21/2 per cent – a little above potential – in 2000. Germany’s export markets
should expand by around 5-6 per cent a year and, with competitiveness remaining
rather steady, export growth should stabilise at this level. Negotiated wage rises are set

Fiscal consolidation has slowed
and will not represent a drag
on growth

Structural reforms have served
to improve performance but
need to be completed

GDP growth is projected to
slow in 1999 but this should
only be temporary

External indicators

1996 1997 1998 1999 2000

$ billion

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

Merchandise exports
Merchandise imports
Trade balance
Invisibles, net
Current account balance

Merchandise export volumesa

Merchandise import volumesa

Export performanceb

Terms of trade

522.7 510.9 544.7 607 645
451.4 439.2 456.4 506 537
71.3 71.7 88.3 102 108

–85.1 –76.4 –80.2 –84 –86
–13.8 –4.7 8.1 17 22

Percentage changes

7.1 10.6 7.4 5.1 5.1
5.5 6.1 7.8 5.2 5.1

–0.6 0.3 0.5 –0.1 –1.0
–0.3 –1.7 3.4 0.7 0.0
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to increase but they should not affect competitiveness significantly since productivity
gains should imply broadly stable unit labour costs. Employment is projected to
increase by around 2/3 per cent in 2000, but the unemployment rate is likely to remain
high at around 10 per cent.

The projection is based on the expectation that financial turbulence will be con-
tained, so that the banking system will not come under any pressure to curtail the
supply of credit to the economy. Moreover, international uncertainty is assumed to
have only a limited effect on consumer confidence. There is, however, considerable
uncertainty about how instability in the international environment might be transmit-
ted to the domestic economy, and more negative outcomes via depressed business sen-
timent cannot be precluded. A downside risk to investment would also arise if wage
growth accelerated in the context of the changed policy environment following the
introduction of the euro. Any move to reverse recent structural reforms could also
impact negatively on investment activity and employment growth. With respect to
upside risks, private demand could recover more quickly than projected, while past
structural reforms in goods and financial markets might have increased potential growth
to a greater extent than incorporated in the projections.

Financial market turmoil
increases uncertainty



O E C D

Developments in individual OECD countries- 53

While the pace of the expansion has remained on the order of 3 per cent per annum
through mid-1998, it has been increasingly driven by domestic demand. Consumption
has distinctly strengthened, buoyed by rapid job creation, real wage gains and rising
consumer confidence. With the capacity utilisation ratio exceeding its long-run aver-
age, the long-awaited investment rebound gathered momentum, especially as regards
machinery. Stockbuilding has also contributed to domestic demand growth, albeit less
markedly than during earlier cycles. Exports slowed down considerably during the
first half of this year, while the tempo of imports barely slackened. The deceleration in
exports mainly resulted from drops in sales to Asian countries in crisis, and translated
into a slowdown of industrial output. Recent foreign trade developments also reflect
the appreciation of the franc’s effective exchange rate since the start of this year. Even
so, the current account surplus remained large, at 2.6 per cent of GDP in the first half.

Thus far in 1998, job creation has been more dynamic than generally foreseen,
with private sector employment up by 2.1 per cent in the year to June. By September,
the unemployment rate had declined to 11.7 per cent of the labour force, down 0.6 per-
centage point from the end of 1997. Youth unemployment decreased, partly as a result
of a large-scale youth-job programme which by end-September had led to 89 000 hires,
mostly in or around the public sector. The law cutting legal weekly working time from
39 to 35 hours, described in OECD Economic Outlook 63, was promulgated in

France

Despite weakening foreign demand, output growth remained strong in the first half of 1998, driven by a rebound in household
consumption and investment. Recent indicators point to a continuation of favourable domestic demand conditions. Price stability
and historically low interest rates will contribute to supporting activity, although at a slightly slower pace, in 1999 and 2000.
Notwithstanding the buoyancy of domestic demand, the current account should remain in sizeable surplus. With growth still
somewhat above potential, the unemployment rate should continue its slow decline.

Progress in further reducing the structural fiscal deficit is projected to be gradual and limited, reflecting selective tax cuts and
significant social spending. Fulfilling the government’s ambition to sustain vigorous and job-creating growth in the face of a
possible additional deterioration in the external environment calls for intensifying structural reform efforts, particularly in and
around the labour market. Social partners should be allowed maximum flexibility in implementing the reduction in legal
working time.

Growth is now pulled entirely
by domestic demand

Job creation has strengthened
accompanied by continuing
wage moderation
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June 1998. By late October, some 500 enterprise agreements had been reached cover-
ing around 60 000 persons, typically involving increased flexibility in the allocation of
time over the year and a temporary freeze in nominal wages. The anticipation of the
implementation of the new law, which will become compulsory at the start of 2000 for
enterprises employing over 20 persons, may have helped to moderate the wage
increases granted this year. Nominal wage restraint is also related to the persistence of
very low inflation, with consumer prices rising at less than 1 per cent per annum and
producer prices for commodities and intermediate goods falling.

Monetary conditions have remained rather accommodative, despite marginal tight-
ening since mid-1997. The central bank’s intervention rate has not changed since last
fall, short-term market rates have been hovering around 31/2 per cent, and long-term
rates have continued to drop, approaching a historic low of 4 per cent recently, in the
context of the general flight to quality. Narrow monetary aggregates have been grow-
ing rapidly this year, but to some extent this reflected substitution within broader
aggregates, with M3 currently expanding at about the targeted medium-term pace of
5 per cent per annum, following a prolonged lull. Credits to enterprises and house-
holds are also on the rise.
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Capacity utilisation is now above
its long-run average1

Employment is rising and unemployment slowly declining
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Sources:INSEE and OECD.  

Monetary conditions are fairly
accommodative

Financial indicators

1996 1997 1998 1999 2000

a) As a percentage of disposable income.
b) As a percentage of GDP.
c) Maastricht definition.
d) 3-month interbank rate.
e) Public and semi-public sector bonds.

Household saving ratioa

General government financial
balanceb, c

Current account balanceb

Short-term interest rated

Long-term interest ratee

13.3 14.5 14.4 14.3 14.3

–4.1 –3.0 –2.9 –2.4 –1.9

1.3 2.7 2.6 2.4 2.4

3.9 3.5 3.5 3.0 3.1
6.5 5.7 4.7 4.1 4.3
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With employment and consumption overtaking the authorities’ projections, the
execution of the 1998 Budget is turning out to be easier than planned. Despite some
slippage on health care outlays, the deficit of the general government is therefore pro-
jected to end up slightly below the 3 per cent target. However, this would not imply a
significant improvement in the structural deficit, if one corrects also for a one-time
accounting operation in 1997. On this measure, the draft budget for 1999 foresees
limited tightening. This strategy of gradual deficit reduction reflects the authorities’
concern not to dampen domestic demand in the face of a negative external contribu-
tion to growth. It translates into a significant increase in the volume of total outlays
and a reduction in the revenue to GDP ratio, which by international standards is indeed
very high. A number of taxes are being cut, including the real estate transaction tax
(which should foster labour mobility) and, over the next five years, the wage-based
component of a widely criticised local government tax (the taxe professionnelle). At
the same time, the wealth tax is stiffened and a new green tax is being introduced. For
the first time in many years, the social security accounts are projected to show a small
surplus. Public debt is projected to increase somewhat in 1999, to close to 59 per cent
of GDP.

Fiscal consolidation is
proceeding rather gradually

Employment, income and inflation
Percentage changes

1996 1997 1998 1999 2000

a) As a percentage of labour force.

Employment
Unemployment ratea

Compensation of employees
Unit labour cost

Household disposable income

GDP deflator
Private consumption deflator

0.1 0.4 1.2 1.3 1.3
12.3 12.4 11.8 11.2 10.6

3.4 2.7 3.7 3.8 3.8
1.8 0.4 0.6 1.3 1.2

2.4 3.5 3.8 3.4 3.6
1.2 0.9 0.7 1.0 1.3

1.8 1.1 0.5 0.9 1.2

Demand and output
Percentage changes, volume (1980 prices)

1995
current prices

billion FF 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Annual amount.
b) Quarterly index.

Private consumption
Government consumption
Gross fixed investment

General government
Household
Other

Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
Industrial productionb

4 586.6 2.0 0.9 3.4 2.6 2.4
1 495.6 2.6 1.2 1.5 2.0 2.2
1 374.8 –0.5 0.0 4.6 4.6 4.2

242.1 –7.5 0.2 0.9 2.3 2.6
351.1 –1.0 –0.6 2.1 3.8 3.4
781.6 2.0 0.3 6.8 5.6 5.0

7 457.1 1.6 0.8 3.3 2.9 2.7
23.7a –0.7 0.0 0.5 0.1 0.0

7 480.9 0.9 0.8 3.9 3.0 2.7

1 803.0 5.2 12.5 5.7 4.0 5.1
1 621.5 3.0 7.7 8.2 5.7 5.5

181.5a 0.6 1.5 –0.6 –0.5 –0.1

7 662.4 1.6 2.3 3.1 2.4 2.6
– 0.2 3.9 4.8 3.3 3.1
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External indicators

1996 1997 1998 1999 2000

$ billion

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

Merchandise exports
Merchandise imports
Trade balance
Invisibles, net
Current account balance

Merchandise export volumesa

Merchandise import volumesa

Export performanceb

Terms of trade

281.8 284.1 298.8 329 349
266.9 255.9 270.8 302 322
15.0 28.1 27.9 27 26
5.6 9.4 9.9 11 13

20.5 37.6 37.9 38 40

Percentage changes

5.1 12.9 6.3 3.9 5.0
2.5 7.8 8.7 5.7 5.5

–1.2 3.6 –0.1 –1.4 –0.9
–1.2 –0.3 1.0 0.5 –0.2

The latest business surveys are somewhat less encouraging but still suggest that
activity will remain strong in most sectors and that domestic demand will continue to
drive the expansion. Output growth is projected to slow a bit in the near future but to
remain above potential over the next two years. Private consumption is likely to ben-
efit from an improving labour market situation, which should reduce precautionary
saving a little. Low interest rates should bolster private residential construction as well
as business investment, which may also be boosted by the advent of the euro and the
millennium bug. The current weakness of export growth is projected to lessen over the
projection horizon and the current account surplus should remain in the neighbour-
hood of 21/2 per cent of GDP. With growth somewhat above potential and the continu-
ing creation of some 100 000 new quasi-public sector youth jobs each year, the
unemployment rate may fall to 101/2 per cent by the end of 2000. Wage and price
inflation are projected to pick up only marginally over the projection period, reflecting
some rebound in world commodity prices and a gradually closing output gap.

This central scenario fits into one of a largely self-sustained expansion in the euro
area. However, considerable uncertainty surrounds the international environment at
large. If export growth does not pick up, the still relatively upbeat mood of businesses
could be affected, with an adverse impact on investment. On current policies, fiscal
consolidation would then slow down, all the more so as controls on social spending
remain insufficient. Another risk pertains to the complex ramifications of the move
towards the 35-hour legal working week, which, if not implemented very flexibly,
could affect competitiveness.

Risks are more on the
downside than on the upside

Growth is set to remain above
potential save a further sharp

deterioration in the external
environment



O E C D

Developments in individual OECD countries- 57

Following a pick-up in the second half of 1997, real GDP growth unexpectedly
stalled in the first half of 1998. The Asian crisis contributed to a fall in exports and
higher imports, while growth was also adversely affected by decelerating private con-
sumption under the combined effects of reduced incentives for car purchases and weak
disposable income growth. In addition, a fall in construction investment more than
offset the influence of stronger purchases of machinery and equipment. Stockbuilding
cushioned the slowdown in aggregate output growth, but even so the industrial sector
underwent a significant slowdown. Industrial production estimates suggest that activ-
ity may have firmed since September, and recent business surveys have displayed
signs of a pick-up in the demand for investment goods. While both domestic and for-
eign orders have declined recently, they remain close to levels obtained by mid-1997
and the investment plans of small firms have been resilient in the face of international
uncertainty. On balance, real GDP growth is unlikely to exceed 11/2 per cent for 1998
as a whole.

Italy

After a growth pause in the opening months of 1998, prospects for the second half of the year appear finely balanced. Helped
by less restrictive economic policies and tax breaks for residential construction, business fixed investment should strengthen,
while stronger real income growth should begin to support consumption. But investor uncertainty has increased with the
volatility of global financial markets, and consumer confidence remains fragile following a five-year period of stagnant real
disposable income. Overall, real GDP growth is projected to be around 11/2 per cent in 1998. While it could pick up to 2 to
21/2 per cent in the following two years, Italy’s growth performance is likely to remain weaker than in many European countries.
In such a context, labour market conditions, though improving, will remain weak, dampening nominal wage growth and
inflation.

The immediate policy requirement is to keep the budget deficit and inflation low, and to reduce outstanding public debt. This
will consolidate the progress towards convergence and underpin recent structural policy initiatives. These have focused on
improving public-sector efficiency, exposing product markets to greater competition and reducing unemployment. The latter
remains the major disequilibrium in Italy’s economy, calling for more vigorous policy action to tackle problems in the labour
market, which remains characterised by over-regulation, while productivity differentials across regions are not fully reflected in
wage levels. Skill imbalances need to be addressed through improved training and education.

Economic growth has slowed
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With the economy operating below its potential and capacity utilisation still
beneath the 1990 cyclical peak, labour market conditions have been showing only
weak signs of improvement. Job creation has increased in the service sector, and there
has been a rise in female and youth employment in the south. Overall, however, the
seasonally-adjusted rate of unemployment has been steady at around 121/2 per cent,
while regional unemployment rates have continued to diverge. Recent wage settle-
ments in the chemical, banking, insurance and civil service sectors have provided for
moderate wage increases, influenced by high unemployment and a favourable infla-
tion performance. Falling import prices and steady producer prices have stabilised the
rate of consumer price increases at around 13/4 per cent, despite a rise in VAT rates.

On the external side, the trade surplus has continued to shrink, notwithstanding
improved terms of trade. This mainly reflects relatively weak exports to Germany and
a switch from surplus to deficit in trade with Japan and the emerging Asian economies,
including China. Although Asian countries account for less than 7 per cent of Italy’s
total imports and a little over 5 per cent of total exports, certain sectors, such as textiles
and clothing, have been severely hit by the Asian crisis.

Falling nominal and real interest rates, together with high and rising rates of return
on capital and tax incentives for construction, should continue to make gross fixed
investment the most dynamic component of domestic demand. Benchmark long-term
Treasury bond rates have already declined to historical lows. After a temporary rise, by
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Monetary conditions have continued to ease

Per cent

Official discount rate
Fixed-term advances rate
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Sources:Bank of Italy; OECD.  

Relative export prices in manufacturing
Nominal effective exchange rate

Interest rates have fallen

Unemployment has remained
high and inflation low

The trade surplus has fallen

Employment, income and inflation
Percentage changes

1996 1997 1998 1999 2000

a) As a percentage of labour force.
b) The estimate for 1998 takes into account the introduction of the regional tax (IRAP) which was accompanied by the

partial abolition of the employers’ compulsory contributions to the health care system.

Employment
Unemployment ratea

Compensation of employees
Unit labour costb

Household disposable income

GDP deflator
Private consumption deflator

0.4 0.0 0.2 0.4 0.4
12.1 12.3 12.2 12.1 11.9

6.0 4.7 1.2 2.2 2.7
5.3 3.2 –0.3 0.1 0.2

4.6 3.2 3.0 3.2 3.5

5.0 2.6 2.7 1.9 1.5
4.4 2.4 2.3 1.8 1.3
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early November the differential vis-à-vis the German equivalent had fallen back to
around 30 basis points, close to the level prevailing prior to the weakening of global
financial-market conditions. With inflation remaining in line with targets, and money
supply having decelerated since the summer, key official rates were cut by 1/2 per cent
in April and a further 1 per cent in October, bringing the discount rate down to 4 per
cent and the rate on fixed-term advances to 5.5 per cent. Consequently, the short-term
interest-rate differential vis-à-vis Germany has fallen to 75 basis points.

According to the 1999 budget, the general government deficit is expected to
decline to 2.6 per cent of GDP this year (so far, roughly on target) and 2 per cent in
1999. This represents a slowing in the pace of fiscal consolidation, reflecting the com-
mitments by the government to increase capital spending in the south, to raise welfare
spending for families in need, and to introduce a once-and-for-all tax bonus (the partial
reimbursement of the 1997 Eurotax). The greater part of the deficit reduction is to
come from both falling interest payments and lower transfers to the health system and
public corporations (railways and postal services). Revenue gains are expected to
accrue from reduced tax evasion. Given somewhat weaker projections for real GDP
growth, OECD estimates suggest that the 1999 deficit may not fall below 2.2 per cent
of GDP. A further decline in interest payments, brought about by falling public debt
and privatisation proceeds should reduce the budget deficit to 1.8 per cent of GDP in
2000, moderately above the official target of 1.5 per cent set out in the three-year plan
of April 1998.

OECD projections take into account the establishment of European Economic and
Monetary Union at the beginning of 1999. Short-term interest rates are thus expected
to ease further in the final quarter of this year, converging by January 1999 towards the
lower rates prevailing in Germany and France. At the same time, the contractionary
demand impact of fiscal policy is projected to abate, giving way to a small expansion-
ary impulse in cyclically-adjusted terms. On the other hand, export markets will
expand less rapidly, and the real exchange rate has appreciated, so that export growth
is expected to weaken. But the growth of imports of goods and services should also
decelerate under the influence of reduced stockbuilding – after the strong build-up in
both 1997 and the first half of 1998 – and reduced car incentives. Overall, the net
foreign balance should have little impact upon real GDP growth over the projection
period.

Fiscal consolidation
is set to continue, albeit
at a slower pace

Overall, the economic policy
stance is expected to ease…

External indicators

1996 1997 1998 1999 2000

$ billion

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

Merchandise exports
Merchandise imports
Trade balance
Invisibles, net
Current account balance

Merchandise export volumesa

Merchandise import volumesa

Export performanceb

Terms of trade

250.8 238.4 249.1 273 291
190.1 191.3 198.1 218 233
60.7 47.1 51.0 56 57

–20.2 –13.5 –12.8 –13 –11
40.5 33.5 38.2 43 47

Percentage changes

4.5 5.0 3.6 3.5 5.3
0.0 10.1 7.9 4.1 5.5

–2.7 –3.9 –2.4 –1.6 –0.7
2.5 –1.2 4.1 0.5 –0.5
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The projected pick-up in real GDP growth to just over 2 per cent in 1999 and
further to around 21/2 per cent in 2000 partly derives from private consumption, which
should be stimulated by a recovery in real disposable income as fiscal policy becomes
less restrictive. In addition, gross fixed investment is expected to strengthen in 1999
with a further rise in profitability, lower real interest rates and improving consumption
prospects. The projected expansion of economic activity being mild and employment
gains small, the rate of unemployment may ease only slightly, to below 12 per cent in
2000. Remaining well above its estimated structural rate, unemployment should con-
tinue to restrain nominal wage growth as in 1997 and 1998. Assisted by moderate
import prices, the rise in the private consumption deflator should fall to below 2 per
cent in 1999. On the external side, positive terms of trade are projected to widen the
trade surplus, outweighing the adverse effects of currency depreciation in Asian and
East European countries. Together with a sharp contraction of the deficit on the invis-
ible account as the deficit in net investment income disappears, this may raise the
current account surplus to around 31/2 per cent of GDP at the end of the projection
period.

Financial indicators

1996 1997 1998 1999 2000

a) As a percentage of disposable income.
b) As a percentage of GDP.
c) Interbank deposit rate.
d) Treasury bonds with residual maturity above 1 year.

Household saving ratioa

General government financial
balanceb

Current account balanceb

Short-term interest ratec

Long-term interest rated

13.8 12.4 11.8 11.0 10.5

–6.7 –2.7 –2.6 –2.2 –1.8

3.3 2.9 3.2 3.3 3.5

8.8 6.9 4.8 3.0 3.1
9.4 6.9 4.9 4.3 4.4

Demand and output
Percentage changes, volume (1990 prices)

1995
current prices

trillion L 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Final consumption in the domestic market by households.
b) Actual amount.

Private consumptiona

Government consumption
Gross fixed investment

Machinery and equipment
Construction

Residential
Non-residential

Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
Industrial production

1 108.2 0.8 2.4 1.3 2.4 2.6
288.9 0.2 –0.7 0.9 0.4 0.4
306.9 0.4 0.6 3.3 4.0 4.1
157.6 –0.3 2.6 5.7 4.3 4.1
149.3 1.1 –1.6 0.5 3.6 4.0
84.6 –3.4 –4.4 4.5 6.0 5.6
64.7 7.0 1.8 –3.9 0.7 2.0

1 704.0 0.6 1.5 1.6 2.3 2.5
16.3b –0.3 1.0 0.5 0.0 0.0

1 720.3 0.3 2.5 2.1 2.3 2.5

444.8 –0.2 6.3 5.2 3.5 5.4
392.8 –2.0 11.8 8.5 4.1 5.6
52.0b 0.4 –0.9 –0.6 –0.1 0.1

1 772.3 0.7 1.5 1.5 2.1 2.6
– –2.9 2.7 1.7 2.5 3.1

… setting the stage for a mild
output acceleration and easing

unemployment
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Significant uncertainties attach to the projections. From the supply side, recent
years have seen substantial progress in structural reform, particularly in exposing product
markets to greater competition, and this could have improved the supply-side potential
of the economy. Labour market reform could also have lowered the structural rate of
unemployment, though the sector is still over-regulated, calling for more policy action.
From the demand side uncertainties exist, arising both from consumer behaviour and
international events. Consumer confidence remains weak, while major categories of
exports are exposed to much keener competition from Asia and Latin America. On the
other hand, real incomes, while below 1993 levels, are picking up and employment has
stopped falling; confidence could therefore recover. On the external side, overall Italian
banking exposure is low. But the balance sheets of certain major Italian corporations
which made large investments in some of these crisis countries, including Russia, may
have deteriorated, with potentially adverse effects on their propensity to invest
domestically. This would add to the risk of demand being weaker than projected.

Some uncertainty exists as to
the effects of weak consumer
confidence and volatile global
financial markets
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GDP rose by 2.7 per cent in the first half of 1998, considerably lower than the peak
of 4 per cent in the second half of 1997 and growth continued to ease in the third
quarter. So far, the slowdown has been most visible in the external sector, as the high
level of the exchange rate and resulting loss in competitiveness has increased imports
and eroded the ability of UK firms to compete in export markets. Recession in many
emerging economies has further weakened export market growth. As a result, exports
slowed sharply in volume terms in the first half of 1998 and the trade deficit has almost
doubled to 2 per cent of GDP over the last year.

But signs of weakness in the domestic economy are also mounting. Growth in
services output has started to slow, while manufacturing output growth remains slug-
gish. Most indicators portend a period of below trend economic growth. Retail sales
volume growth has moderated, albeit slowly and erratically, in line with lower con-
sumer confidence, tighter monetary conditions, slower housing investment and level
effects from building society windfalls, which temporarily boosted consumer spend-
ing last year. Lower corporate profits and business confidence have dented investment
spending intentions, especially in the manufacturing sector.

United Kingdom

The UK economy has recently reached a turning point, following six years of expansion. Output growth has slowed from the
unsustainable peak rate recorded in the second half of 1997, and the weaker pace has started to spread to the services sector.
Domestic cost pressures, largely reflecting labour market tightness, have been intensifying, but lower commodity and import
prices have helped keep inflation close to the official target. Tighter macroeconomic policies commenced in mid-1996 and were
considerably strengthened through the second half of 1997. Given the usual lags, this firm policy stance should continue to
dampen economic activity and is likely to lead to growth considerably below potential over the next two years. With activity
weak, inflation should remain low, but labour market conditions will weaken and lead to higher unemployment.

The challenge facing policy has shifted from orchestrating a needed slowdown in growth, towards avoiding unnecessarily low
growth. The policy context is complicated by mixed signals from economic indicators and the intense uncertainty concerning
the full impact of recession in many emerging economies and Japan, which makes it difficult to assess the speed and eventual
depth of a slowdown. At the same time, wage pressures have barely eased. Nevertheless, given weakening economic prospects,
the margin for manoeuvre to soften the overall policy stance should increase.

Economic growth is slowing

The slowdown is now more
broadly based
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Labour market conditions are tight, although some signs of easing are emerging.
Employment growth has slowed, hiring intentions are falling and the level of vacan-
cies has slipped marginally from its high level. On the other hand, the unemployment
rate has continued to decline to 61/4 per cent, its lowest level in 18 years; and recruit-
ment difficulties persist, particularly for skilled workers in the service sector. The re-
cently revised headline measure of average earnings growth fell back in July closer to
the 41/2 per cent rate that the Bank of England considers consistent with the Govern-
ment’s inflation target, though the reliability of the new index is under review. The
New Deal, more generous in-work benefits and reforms to national insurance contri-
butions to reduce high marginal effective tax rates paid by low income earners are
likely to increase labour supply, and should help to moderate wage pressures. So far
more than 100 000 young people have joined the New Deal, but since the scheme is
recent, most participants are still being counselled. The proportion of participants finding
work is expected to rise significantly in the months ahead, as more young people com-
plete the counselling phase.

Import prices have been subdued due to sterling’s appreciation and the decline in
world commodity prices, which have helped keep inflation close to the government’s
21/2 per cent target. However, in most service sectors, prices are rising at a rate well
above the overall inflation target. Following the government’s decision to introduce a

Employment, income and inflation
Percentage changes

1996 1997 1998 1999 2000

a) As a percentage of labour force.

Employment
Unemployment ratea

Compensation of employees
Unit labour cost

Household disposable income

GDP deflator
Private consumption deflator

1.1 1.7 0.5 –0.6 –0.2
8.0 6.9 6.5 7.4 8.0

5.1 6.9 6.3 4.3 4.4
2.4 3.3 3.5 3.5 2.8

5.4 6.1 5.4 4.2 4.8
3.3 2.7 2.2 3.1 2.6

3.1 2.6 2.0 2.8 2.5

1992 93 94 95 96 97 98
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national minimum wage in April 1999, a temporary inflation fillip is likely. The Bank
of England estimates that the direct effect would be to raise the wage bill by about
0.6 per cent and that it would add, over time, about 0.4 per cent to the price level.

The stance of macroeconomic policy has tightened significantly since mid-1997,
and the impact on domestic demand now seems apparent. The tight policy stance is
expected to continue to exert a sizeable restraining force on domestic demand growth
over the next year. Monetary conditions are particularly firm, but the tightening phase
now appears to have ended. The Bank of England reduced the base lending rate by
25 basis points in early October – the first cut in 2 years – and again on November 5 by
a further 50 basis points to 6.75 per cent. The effective exchange rate has also moved
down from its high level. The impact on activity from the policy stance is likely to be
partly counterbalanced by the further substantial declines in long-term interest rates –
initially associated with credibility gains following the decision to grant the Bank of
England operational independence over monetary policy and more recently induced
by the OECD-wide decline in bond yields.

Financial indicators

1996 1997 1998 1999 2000

a) As a percentage of disposable income.
b) As a percentage of GDP.
c) 3-month interbank rate.
d) 10-year government bonds.

Household saving ratioa

General government financial
balanceb

Current account balanceb

Short-term interest ratec

Long-term interest rated

9.7 9.9 10.0 9.6 10.5

–4.4 –2.0 –0.4 –0.7 –1.0

–0.3 0.6 –0.6 –1.2 –1.5

6.0 6.8 7.3 6.1 5.1
7.8 7.0 5.5 5.0 5.0

Demand and output
Percentage changes, volume (1995 prices)

1995
current prices

billion £ 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Including nationalised industries and public corporations.
b) Actual amount.
c) Data for GDP in the past are based on a compromise estimate which is the average of the expenditure, output and

income estimates of GDP. The compromise adjustment is the difference between compromise GDP and the expendi-
ture estimate of GDP.

Private consumption
Government consumption
Gross fixed investment

Publica

Private residential
Private non-residential

Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market pricesc

Manufacturing production

454.2 3.6 4.2 3.0 1.3 1.5
140.4 1.7 0.0 2.1 1.5 2.2
108.7 4.9 6.1 7.0 2.0 1.7
15.9 –21.4 –7.9 1.1 4.6 6.8
24.0 9.7 4.3 1.8 2.2 2.5
68.8 8.8 8.8 9.3 1.6 0.9

703.3 3.5 3.7 3.5 1.4 1.7
4.4b –0.4 0.2 0.4 –0.2 –0.1

707.7 3.0 3.9 3.9 1.2 1.6

202.4 7.5 8.4 2.7 2.9 4.8
205.2 9.1 9.5 6.7 4.1 4.6
–2.8b –0.5 –0.4 –1.3 –0.5 –0.1

704.9 2.6 3.5 2.7 0.8 1.5
– 0.3 1.5 0.1 0.5 1.4

Monetary conditions are
firm…
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Over the last five years above potential growth has led to a positive output gap and
the budget has been reduced considerably. A large part of the reduction in the deficit is
structural as a result of higher taxation and tight spending controls, although a small
cyclically adjusted deficit remains. Fiscal policy assumptions underlying the projec-
tions lock in the progress achieved. The June 1998 Economic and Fiscal Strategy
Report (ESFR), outlines a new medium-term public expenditure plan with multi-year
limits for the control of around half of public expenditure, with the remainder subject
to annual review and extends the fiscal policy framework put in place since 1997. Real
current expenditure growth is limited to an average of 21/4 per cent per annum for the
remainder of the Parliamentary term and public capital spending is planned to rise
rapidly, and ultimately double the share of public investment in GDP to 1.5 per cent.
The November Pre-Budget Report updated the government’s economic and public
finance forecasts and also indicated a number of initiatives being considered in the
lead-up to the 1999 budget and which aim to raise the UK’s relatively low productivity
level. The Secretariat’s projections, which are on a national accounts and calendar year
basis, show lower revenues and higher outlays than official and updated plans in the
Pre-Budget Report, reflecting a weaker economic outlook. The cyclically-adjusted
deficit is virtually unchanged between 1998 and the year 2000, at around 3/4 per cent of
GDP, but the actual deficit doubles over the projection period. Nonetheless, observ-
ance of the “Golden Rule” over the cycle – a deficit no larger than net government
investment – is comfortably adhered to and net debt as a share of GDP should decline
slightly.

Output growth is projected to fall considerably below trend over the next two years.
GDP could rise by just under 1 per cent in 1999 and by 11/2 per cent the following year.
Initially, the further slowdown is due to continued weak external demand, following
the significant deterioration in UK competitiveness since 1996 and falling import
demand in emerging economies. A weaker current account position and lower interest
rates might lead to a depreciation, but as usual these projections are based on the tech-
nical assumption of unchanged exchange rates. The full impact of lower profits, con-
sumer and business confidence, and the tight overall stance of policy are expected to
slow consumer and private investment spending in 1999, before a slight recovery
in 2000.

External indicators

1996 1997 1998 1999 2000

$ billion

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

Merchandise exports
Merchandise imports
Trade balance
Invisibles, net
Current account balance

Merchandise export volumesa

Merchandise import volumesa

Export performanceb

Terms of trade

261.5 279.4 273.2 285 303
281.3 299.9 302.4 317 336
–19.8 –20.6 –29.2 –32 –33
16.3 28.5 21.1 14 10
–3.6 7.9 –8.1 –18 –23

Percentage changes

7.5 7.0 –1.7 3.0 4.8
9.6 7.5 3.1 3.8 4.5
0.8 –2.6 –8.3 –2.8 –1.3
1.7 0.8 2.4 0.4 –0.1

… and the fiscal stance is
broadly neutral

A sharp slowdown in growth is
expected…
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With the slowdown in activity, labour market conditions are expected to slacken.
Employment is likely to fall slightly and unemployment could reach 8 per cent of the
labour force by the year 2000. In the near term, however, the still tight labour market
conditions and a positive output gap could lead to a rise in inflation, despite lower
commodity and import prices. As slack in the labour market progressively re-emerges,
wage pressures, especially in the private sector, should ease and inflation should stay
in line with the government’s target.

The main downside risk to the outlook concerns larger spillover effects from the
economic contraction in Japan and emerging markets. If conditions do not improve in
Japan, and economic contagion spreads to other emerging economies, it could trigger
a negative impact on financial and equity markets, hit confidence and result in weaker
consumer and business investment spending than projected. The main domestic risk is
a potential overestimation of near-term labour market tightness and corresponding wage
pressures, which could delay further reductions in the repo rate, with a higher likeli-
hood of recession later on. On the other hand, the introduction of a national minimum
wage in early 1999 could exert some upward pressure on inflation if demands for
restoration of wage differentials emerge. A related risk is stronger wage demands in the
public sector, linked to the prolonged period of subdued earnings growth and the con-
sequent widening wage gap with private-sector employees.

The risks are unusually large

… as well as rising
unemployment
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Real GDP growth fell from an annual rate of 4 per cent in both semesters of 1997 to
3 per cent in the first half of 1998, reflecting a softening in all major demand compo-
nents. Despite continued strong activity in the United States, Canada’s main customer,
export volumes expanded at a slower pace as rising sales to Europe did not make up
for sharply lower shipments to Asia. On the domestic side, consumer demand lost
momentum even though real disposable income finally picked up, since households
appear to have hesitated to reduce their – historically low – saving ratio further. Growth
in housing investment virtually came to a halt even though it has still not regained the
levels recorded in the late 1980s and continues to fall short of estimates of potential
demographic requirements. Business investment kept growing, albeit at lower rates
than in 1997, given falling profits and capacity utilisation in resource-based industries.
Business inventory accumulation also eased and started to act as a drag on economic
growth. While the slowing in the underlying trend of demand and output is unambigu-
ous, the weakening in activity has been accentuated by temporary factors, in particular
a number of protracted labour conflicts in mid-1998. Strikes in the auto and forest
product industries led to temporary plant closures and depressed production and
exports, and strikes in the construction sector explain in part sluggish residential
investment.

Canada

Following a period of strong economic expansion, the pace of activity has slowed in response to a weakening external environment.
Despite the resilience of the US economy, Canada’s export market growth has softened in the wake of the Asia crisis and
resource-based industries have been hit hard by global falls in commodity prices. Associated downward pressure on the Canadian
dollar has led to higher short-term interest rates which have begun to dampen domestic demand. These influences will continue
to act as a drag on the economy in the near term, preventing a further narrowing in the output gap. In the absence of a further
deterioration of the external environment, economic growth is expected to gradually recover later in the projection period, as
interest rates ease in line with those in the United States and the low exchange rate allows some gain in export market share.

Despite the rise in short-term interest rates over the past year or so, overall monetary conditions have eased somewhat as a
result of the marked fall in the effective exchange rate. Given the weaker and more uncertain outlook for the world economy and
the apparent absence of inflationary pressure, an accommodating monetary stance would seem warranted until the closing of
the output gap resumes. At the same time, in view of the high level of public debt, it will be important to continue with fiscal
consolidation to make the economy less vulnerable to external shocks.

Growth has slowed…
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The labour conflicts have also affected employment which dropped in the middle
of 1998 and has risen beyond previous peak levels only recently as laid-off workers
returned to work. As a result, little further inroad has so far been made into unemploy-
ment since April, when it had fallen below 81/2 per cent of the labour force. This has
contributed to wage moderation and limited cost pressures. Indeed, although produc-
tivity gains have slowed in parallel with output growth, unit labour costs have risen
only slightly. Import price increases have also been modest so far, despite significant
exchange rate depreciation, as world market prices for primary products have fallen
sharply. With persistent economic slack, this has meant that inflation has remained
subdued: the annual increase in consumer prices has kept running near the lower end
of the official 1 to 3 per cent target range and the GDP deflator has been broadly stable
in recent quarters, reflecting the deterioration in Canada’s terms of trade.

While commodities are less important to Canada than they used to be, they still
make up about one-third of merchandise exports. Thus, the decline in world market
prices associated with developments in Asia has had a significant effect on the coun-
try’s export earnings. Although the impact on Canada’s terms of trade is mitigated by
the fact that commodities also account for one-quarter of imports, it is still substantial.
Worsening terms of trade were a factor behind the re-emergence of an external deficit
following a temporary surplus in 1996. In recent quarters, however, the current
account deficit has tended to narrow as domestic demand has weakened and become
less heavily weighted toward import-intensive components.

Employment, income and inflation
Percentage changes

1996 1997 1998 1999 2000

a) As a percentage of labour force.

Employment
Unemployment ratea

Compensation of employees
Unit labour cost

Household disposable income

GDP deflator
Private consumption deflator

1.3 1.9 2.5 1.8 1.7
9.7 9.2 8.4 8.1 8.0

2.5 3.8 4.0 4.9 4.9
1.3 0.1 1.0 2.4 2.0

1.6 1.3 2.6 4.6 4.9
1.4 0.5 –0.1 1.6 2.2

1.5 1.7 1.0 1.7 2.1

External indicators

1996 1997 1998 1999 2000

$ billion

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

Merchandise exports
Merchandise imports
Trade balance
Invisibles, net
Current account balance

Merchandise export volumesa

Merchandise import volumesa

Export performanceb

Terms of trade

205.1 217.4 213.9 223 242
174.4 199.9 203.6 213 231
30.7 17.5 10.4 10 11

–27.4 –26.8 –23.0 –22 –23
3.3 –9.2 –12.6 –12 –12

Percentage changes

5.7 9.0 7.4 6.4 7.1
5.6 16.1 7.9 6.0 6.9

–3.5 –4.3 –1.7 –0.3 1.2
2.1 –1.5 –2.9 –0.8 0.0

Despite worsening terms of
trade, the external deficit has

narrowed

… arresting the decline in
unemployment
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The task of monetary authorities has been complicated by the fact that financial
markets have tended to exaggerate the importance of declining prices of natural
resources for the Canadian economy. This has reinforced the downward pressure on
the currency and hence the Bank of Canada’s Monetary Conditions Index (MCI), which
captures the combined effect of movements in short-term interest rates and the effec-
tive exchange rate. As a result, in late 1997 and early 1998, the authorities moved to
raise interest rates, given the strong underlying momentum of the economy at that
time. Subsequently, the ongoing deterioration in the Asian situation and fall in com-
modity prices led the Bank of Canada to refrain from further interest-rate increases
despite continued currency weakness. However, during the financial market turmoil
following the Russian crisis in August, the currency decline developed a momentum
that, together with the re-emergence of positive long-term interest-rate differentials
against the United States, convinced the Bank that it had to act to bolster confidence in
Canadian dollar investments. The Bank rate was raised by 1 percentage point to 6 per
cent. This has arrested the slide in the exchange rate and led to a reduction in risk
premia built into long-term interest rates, allowing the Bank to follow recent cuts in
US short-term rates. Presently, the MCI is still lower than in early 1998 and also below
its level recorded before the Bank started raising interest rates in 1997, suggesting that
overall monetary conditions remain stimulative. The projections assume that the
recent stabilisation of the exchange rate will allow a further decline in Canadian
short-term interest rates in line with their US counterparts. Long-term interest rates are
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1996 1997 1998 1999 2000

a) As a percentage of disposable income.
b) As a percentage of GDP.
c) 3-month prime corporate paper.
d) Long-term federal government bonds.

Household saving ratioa

General government financial
balanceb

Current account balanceb

Short-term interest ratec

Long-term interest rated

5.9 1.7 0.4 0.9 1.0

–2.0 0.9 2.0 2.2 2.4

0.6 –1.5 –2.1 –2.0 –2.0

4.4 3.5 5.0 4.7 4.3
7.5 6.5 5.4 5.1 5.2

With downward pressure on
the exchange rate, interest
rates have increased
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projected to edge up somewhat in response to developments abroad, but their rise
is expected to be limited as sound fiscal policies underpin financial market
confidence.

Reflecting consolidation efforts at all levels of government, the improvement in
public finances has continued. In the first half of 1998, the general government finan-
cial surplus reached 2 per cent of GDP (on a national accounts basis), with the federal
level contributing 11/2 percentage points. The federal authorities have indicated that,
given the uncertainties surrounding the economic outlook, debt reduction will remain
a key focus of fiscal policy. Indeed, despite some progress in this respect since 1997,
Canada’s gross and net public debt-to-GDP ratios, at 90 and over 60 per cent, respec-
tively, are still high by international comparison. The projections assume that, after
withdrawing 3/4 per cent of GDP from domestic demand in 1998, fiscal policy will
move toward a broadly neutral stance. This would still ensure that public debt keeps
falling rapidly relative to GDP.

Given the adverse effects of the spreading Asia crisis and higher short-term interest
rates, economic growth is projected to moderate further in the near term, although the
ending of various labour conflicts will give a temporary boost to activity. With poten-
tial output currently expanding at a rate of about 21/2 per cent, according to OECD
estimates, this means that no further progress is likely to be made in closing the econo-
my’s output gap through 1999. Later in the projection period, growth is expected to
edge up gradually as the external environment and fiscal tightening cease to act as a
drag on economic expansion while easier monetary conditions begin to support activ-
ity. Although households are likely to step up their saving ratio, domestic demand
should be underpinned by falling short-term interest rates and the persistence of rela-
tively low long-term rates. Exporters should gain market share following the pronounced
improvement in international competitiveness stemming from both exchange-rate
depreciation and subdued domestic inflation due to the persistent output gap. With the
deterioration in Canada’s terms of trade expected to come to a halt, this is projected to
make for a broadly stable deficit on the external current account.

Demand and output
Percentage changes, volume (1992 prices)

1995
current prices

billion C$ 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Excluding nationalised industries and public corporations.
b) Actual amount.

Private consumption
Government consumption
Gross fixed investment

Publica

Private residential
Private non-residential

Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports
* error of estimate

GDP at market prices
Industrial production

460.0 2.4 4.1 2.9 2.4 2.6
171.1 –1.3 –0.1 0.5 1.0 1.1
135.3 4.8 11.4 4.9 5.3 5.8
20.1 –3.7 –5.4 3.2 3.6 3.5
36.3 10.9 13.1 2.2 3.8 4.5
79.0 4.2 14.5 6.5 6.4 6.8

766.4 2.0 4.5 2.8 2.7 2.9
8.2b –0.9 0.8 0.2 –0.2 0.0

774.6 1.1 5.3 2.9 2.4 2.9

302.2 5.7 8.0 6.8 6.2 6.8
278.3 5.2 13.3 7.0 6.2 6.9
23.9b 0.3 –1.6 0.0 0.0 0.0
0.6b –0.1 0.1 0.2 0.0 0.0

799.1 1.2 3.7 3.0 2.4 2.9
– 1.5 5.0 2.6 3.2 3.7

Fiscal policy is moving toward
a neutral stance

Following a further decline,
growth is projected to recover

gradually…
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Given the current turbulence in the world economy, uncertainties surrounding the
outlook are greater than usual. Despite Canada’s limited trade with emerging markets,
a further fall in commodity prices could adversely affect business confidence and in-
vestment. Moreover, associated downward pressure on the Canadian dollar could com-
plicate macroeconomic management, limiting the scope for lowering short-term interest
rates. Indirect effects of the crisis through the US economy – Canada’s major trading
partner – could prove to be more consequential. This could have significant adverse
implications for both exports and private sector confidence – the more so in the con-
text of increased financial market volatility in Canada and elsewhere. Weaker equity
markets also reinforce the risk of consumer retrenchment associated with the present
low level of the household saving ratio.

… although there are
considerable downside risks to
the outlook
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The pick up in growth since early 1997 was sustained in the first half of this year,
with GDP growing at annual rate of almost 4 per cent. Available economic indicators
generally point to steady growth having continued in the second half of the year. First
half growth was domestically driven, with particularly large increases in private con-
sumption expenditure, residential construction and inventories. Exports also rose, but
this was more than offset by the increase in imports. While employment growth has
remained solid in recent months, increased labour force participation has resulted in
the unemployment rate remaining at just over 8 per cent since the beginning of the
year, somewhat above its estimated structural rate. Wage increases remain steady at an
annual rate of about 4 per cent. The underlying inflation rate (net of mortgage and
consumer debt charges and some volatile items in the consumer price index) remains
low, at an annual rate of around 11/2 per cent. Increases in import prices in the past year
have not yet flowed through to retail prices.

The financial crisis which began in Asia has cut growth in the world economy,
driving down commodity prices sharply in world currency terms. However, the Aus-
tralian dollar has fallen by a similar percentage so that, in Australian dollar terms,
overall commodity prices have been relatively stable. Growth in commodity export

Australia

Strong economic growth continued in the first half of 1998, driven by buoyant domestic demand, with a redirection of exports
moderating the impact of the downturn in Asia. Employment growth has, however, slowed from earlier high rates, leaving the
unemployment rate at just over 8 per cent. Current economic indicators suggest that growth has remained solid in the second
half, but growth in domestic demand is likely to slow, reducing GDP growth from 31/2 per cent in 1998 to around 21/2 per cent
in 1999 and 2000. This should contribute to a modest reduction in the current account deficit from 51/2 per cent of GDP this year
to around 5 per cent by 2000.

Fiscal policy needs to continue to be aimed at preserving the gains in budget consolidation so as to ensure that financial market
confidence is retained in the face of global financial turbulence and the uncomfortably large current account deficit. The
weakening economic outlook suggests that monetary policy should remain accommodative. Although inflation is projected to
increase moderately from recent low levels, it will remain compatible with the central bank’s medium-term target as the increase
largely reflects one-off factors.

The domestic economy is
buoyant

Depreciation is facilitating
adjustment to the Asian crisis
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volumes has remained around trend levels, reflecting substantial redirection of exports
to more buoyant markets in North America and Europe. There has also been some
redirection of manufactured and service exports to these markets, where Australian
competitiveness has increased markedly, although not enough to prevent a significant
slow down in volume growth.

There have been no changes in the officially targeted interest rate (the cash rate)
since it was lowered by 0.5 percentage point to 5 per cent in July 1997. Together with
previous cuts, this should help to sustain the economy over the next year. The ten-year
government bond rate has fallen to a little over 5 per cent. Substantial fiscal consolida-
tion, by some 2 per cent of GDP, has been achieved in the past two years. On current
policy settings, the pace of consolidation will slow, with the structural budget surplus
rising by 1/2 per cent of GDP between fiscal year (FY) 1997/98 and FY 2000/01,
despite the introduction of a tax reform package in the latter year. The states’ small
underlying surplus is officially projected to grow slightly over the next few years.

Economic growth is projected to slow to around 21/2 per cent in 1999 and 2000
reflecting both the maturing of the housing cycle and some slowing of consumer de-
mand. Building approvals for private sector houses have been falling since May, sug-
gesting that the housing cycle has passed its peak. Growth in consumer spending is
likely to moderate once the one-off boost from the demutualisation of the Australian
Mutual Provident Fund (AMP) passes. Looking further ahead, the completion of projects
related to the 2000 Olympics will also lower non-residential construction. Slower GDP

Monetary conditions are
accommodating and fiscal
consolidation is slowing

Economic growth is projected
to slow…

Demand, output and prices
Percentage changes, volume (1989/90 prices)

1995
current prices

billion A$ 1996 1997 1998 1999 2000

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports
* Statistical discrepancy

GDP at market pricesb

GDP deflatorb

Memorandum items
GDP average measurec

Private consumption deflator
Industrial production
Unemployment rate
Household saving ratiod

General government
financial balancee

Current account balancee

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) The income measure of GDP.
c) Average measure of the expenditure, production, and income measures of GDP.
d) As a percentage of disposable income.
e) As a percentage of GDP.

297.2 3.1 3.4 4.1 3.0 3.3
81.3 3.1 2.3 2.5 4.6 2.3
99.6 6.2 11.1 3.8 2.5 2.3

478.0 3.8 5.0 3.8 3.1 2.9
3.9a –0.2 –1.7 1.6 –0.4 0.3

481.9 3.6 3.2 5.5 2.7 3.2

93.1 11.1 11.4 –0.9 5.5 5.6
98.6 9.8 14.0 7.5 5.5 7.2
–5.6a 0.3 –0.5 –2.1 –0.1 –0.5
0.6a –0.2 0.1 0.3 –0.2 0.0

476.9 3.7 2.8 3.6 2.4 2.7
– 2.1 2.0 1.9 2.4 2.9

– 3.7 3.3 3.5 2.5 2.7
– 2.0 1.3 1.9 2.6 3.3
– 2.7 1.5 3.1 1.9 2.5
– 8.5 8.6 8.2 8.1 8.0
– 4.7 3.7 2.7 2.9 2.9

– –0.9 0.2 0.5 0.8 0.5
– –4.0 –3.2 –5.5 –5.3 –5.1
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… and there are downside
risks

growth should lower employment growth from an estimated 13/4 per cent this year to
about 11/2 per cent over the next two years, leaving the unemployment rate at around
current levels. Inflation is projected to pick up, from less than 2 per cent this year to a
little over 3 per cent in 2000, reflecting the pass-through of higher import prices, slow-
ing productivity growth and the introduction of a Goods and Services Tax (GST) in
July 2000. On the basis of these developments, the general government budget surplus
should rise slightly this year and next, but fall back to 1/2 per cent of GDP in 2000. The
current account deficit is projected to decline from 51/2 per cent of GDP this year to
5 per cent in 2000.

The major risks to these projections concern the external situation, in particular
that recovery in Asia could be delayed by more than currently assumed and that the
spreading financial market crisis could slow OECD economies. There is also a risk of
domestic spending plans being revised down if external developments were to lead to
a loss of business and consumer confidence.
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GDP expanded rapidly in the first half of the year, driven by surging exports and
strong investment activity. With import growth lagging and the tourism balance im-
proving, real net exports have contributed significantly to the growth of aggregate
demand and the current account has improved. Stronger activity, rising productivity
and moderate wage growth have led to increased labour demand, even in the export-
oriented industries. Employment growth has been particularly strong in services and
in retailing, where it has mainly been in the form of part-time jobs. This development
has encouraged re-entry into the labour force, so that even though employment has
grown, the rate of unemployment has not yet started to decline. With consumer price
inflation under 1 per cent, household real disposable income is growing at a rate of
around 31/2 per cent and consumer sentiment has continued to improve.

With actual and expected inflation low, monetary conditions in the euro area are
expected to remain expansionary until well into 2000. The nominal effective exchange
rate has appreciated since the onset of the Asian crisis, but the real effective exchange
rate has remained broadly constant. Financial conditions should also remain favour-
able, since bank capital is adequate to support continued lending activity despite the
large exposure of the banking system to Russia and other emerging markets. The budget
deficit for 1997 was, at 1.9 per cent of GDP, substantially lower than at first projected.
With social expenditures set to rise in line with new programmes, and public invest-

Austria

GDP expanded rapidly in the first half of the year, driven by exports and investment. The business climate has since become less
optimistic, especially with respect to exports, so that growth is projected to slow. However, employment and household incomes
have increased and consumer sentiment has improved, thus domestic demand is projected to hold up and the deceleration
should remain limited. GDP is expected to expand by about 3 per cent in 1998, easing to 21/2 per cent over the projection period.

Having reduced the budget deficit to just under 2 per cent in 1997, little headway on fiscal consolidation is expected between
1998 and 2000. To create greater room for manoeuvre within the constraints imposed by the Stability and Growth Pact, the
structural budget deficit needs to be further reduced. With monetary policy to be set in line with euro area conditions from 1999,
achieving growth, employment and inflation objectives will require additional measures to promote contestable markets in the
more sheltered sectors of the economy, while building on recent advances in labour market flexibility.

Growth has been led by exports
and investment and is reflected
in higher employment

Monetary and fiscal policies
are providing a favourable
framework for growth
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ment projected to increase, no further fiscal consolidation is expected during the pro-
jection period and the structural budget deficit is likely to remain at around 13/4 per
cent of GDP.

Business sentiment peaked in the first quarter of the year and, with export orders
declining, activity has since slowed. However, with consumer sentiment positive and
investment intentions favourable, domestic demand is projected to hold up so that the
deceleration should remain limited. GDP may have increased by 3 per cent this year
and is projected to grow by some 21/2 per cent in 1999, as export growth slows from
71/2 per cent to around 5 per cent and the contribution of net exports becomes more
balanced. Although the output gap should narrow during the projection period, infla-
tion is projected to remain low at around 1 per cent: excess demand is more likely to be
reflected in the current account rather than in prices.

The projections assume that turbulence in world financial markets will not develop
to such an extent that the banking system would come under pressure to curtail the
supply of credit. Moreover, international uncertainty is assumed to have little adverse
effect on consumer sentiment and on corporate investment plans. Downside risks to
the projection would arise if activity in surrounding countries, including Germany,
were to be weaker than projected. From a domestic perspective, some uncertainty
attaches to potential output and the degree of slack, and hence the sustainable growth
rate. Labour flexibility has improved, but re-integration of some groups into the labour
market is probably frustrated by inadequate wage differentiation. Competition has also
been enhanced, but market opening in several important service sectors remains lim-
ited, thereby holding back total factor productivity.

The growth deceleration
should be limited

Financial-market risks have
increased and there is some

uncertainty about
the supply side

1 310.2 2.4 0.7 1.8 2.0 2.3
469.3 0.1 0.9 1.5 1.5 1.5
554.1 2.4 3.6 5.5 3.8 4.3

2 333.6 2.0 1.5 2.7 2.4 2.7
10.3a –0.6 0.9 0.2 0.0 0.0

2 344.0 1.4 2.4 2.9 2.4 2.7

900.9 9.3 6.8 7.5 4.8 5.6
910.5 8.7 6.4 7.1 4.7 5.8
–9.6a 0.2 0.2 0.2 0.0 –0.1

2 334.4 1.6 2.5 3.1 2.4 2.6
– 2.1 1.4 1.0 1.2 1.4

– 2.5 2.0 1.0 1.0 1.2
– 1.7 5.9 6.5 4.0 4.5
– 6.3 6.4 6.1 6.0 5.6
– 8.6 7.8 9.2 9.8 10.5

– –3.7 –1.9 –2.2 –2.2 –2.1
– –2.2 –2.2 –2.3 –2.1 –2.2

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

1995
current prices

billion Sch 1996 1997 1998 1999 2000

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rateb

Household saving ratioc

General government
financial balanced

Current account balanced

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) See data annex for details.
c) As a percentage of disposable income.
d) As a percentage of GDP.
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Economic activity was strong in the first half of 1998, but the conjunctural indica-
tors of the National Bank of Belgium and other provisional data point to significantly
slower growth in the second half of the year. For 1998 as a whole, GDP growth may be
close to 3 per cent, virtually the same as in 1997 and well above the potential growth
rate. Although the unemployment rate (national definition) has been declining, to an
estimated 113/4 per cent in 1998, it remains historically high. The wage-cost perform-
ance has remained relatively good reflecting, among other factors, the law on employ-
ment and competitiveness1 and very subdued import prices. Consumer price inflation
has been somewhat volatile recently, mainly due to methodological changes: for 1998
as a whole it may have been close to 1 per cent.

Macroeconomic policy and the external environment would seem, on balance, to
remain supportive to growth. Given the limited importance of trade and financial links
with emerging markets, the direct impact of problems in those areas on Belgium’s
exports may remain relatively small and the indirect impact may be partly cushioned
by continuing vigour in the euro area. Also, the appreciation of the Belgian franc in
effective terms embodied in the projection does not fully erase the depreciation of
1996-97. Combined with a cost-price performance broadly in line with that of foreign

Belgium

Real GDP growth may have been close to 3 per cent in 1998, but is expected to slow to less than 21/2 per cent both in 1999 and
2000, because of less buoyant domestic demand and weaker exports. Unemployment is projected to edge down to around 11 per
cent but inflationary pressures should remain low, due to wage moderation and subdued import prices. The general government
deficit is expected to decline to close to 1 per cent of GDP in 2000, and the debt-to-GDP ratio to just under 112 per cent.

With the economy approaching potential and public finances in better shape, the focus of attention of policy should be on
stepping up structural reform with a view to increasing the low employment rate. It would seem especially important to return
low-skilled workers to the active labour force through better skills and qualifications, stronger incentives to work, and a more
flexible wage formation process to price them back into the market.

Economic growth is robust
with no inflationary pressures
but high unemployment

Macroeconomic policy and
external conditions, on
balance, remain supportive
to growth…

1. The law aims to limit, on an ex ante basis, the maximum increase in compensation per employee in the private sector
to the expected weighted average increase in the three reference countries, i.e. Germany, France and the Netherlands.
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competitors, this should allow Belgian firms to remain internationally competitive. As
regards macroeconomic policy, no major changes in monetary policy are expected in
the euro area over the projection period; and, after being contractionary for several
years, fiscal policy is now broadly neutral. The 1999 budget does not include major
new initiatives. Despite the economic slow down, lower interest rates allow the gen-
eral government deficit projected by the OECD to decline from 11/2 in 1998 to only a
little over 1 per cent of GDP in 2000, and the debt-to-GDP deficit to fall to just under
112 per cent. On a cyclically-adjusted basis, the budget deficit may remain at around
3/4 per cent of GDP.

Real GDP growth is projected to slow moderately – to around 21/4 per cent in both
1999 and 2000. Private consumption may lose some of its recent buoyancy but will
remain underpinned by a robust increase in disposable personal income and still strong
consumer confidence which may result in the saving ratio edging down further. Busi-
ness investment is expected to remain dynamic as a result of the high rate of capacity
utilisation, good profits and low interest rates. Weaker exports may slow economic
activity somewhat although, given the openness of the economy and the consequent
dampening effect on imports, the contribution of the foreing balance to growth may
not change greatly. The unemployment rate is projected to fall further – to a rate close
to what the OECD estimates to be the structural rate – but, due to the restraining effect
of the law on employment and competitiveness and subdued import prices, serious
inflationary pressures are unlikely to arise. Owing to the unsettled international envi-
ronment, the risks and uncertainties in the projection are considerable and, at this stage,
would seem to be mostly on the downside.

… pointing to only a modest
slowdown in GDP growth, and

a further decline in
unemployment

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

1995
current prices

billion BF 1996 1997 1998 1999 2000

5 071.2 1.8 2.1 2.8 2.1 2.2
1 181.9 1.4 0.8 1.1 1.6 1.6
1 430.2 0.5 5.4 4.9 3.8 3.4
7 683.4 1.5 2.5 2.9 2.4 2.4

32.6a –0.2 –0.3 0.2 0.1 0.0
7 715.9 1.3 2.2 3.2 2.5 2.4

5 394.6 2.2 7.1 6.1 5.3 5.4
5 042.4 2.2 6.3 6.6 5.8 5.7

352.2a 0.1 0.9 –0.1 –0.2 –0.1

8 068.1 1.3 3.0 2.9 2.3 2.3
– 1.6 1.4 1.3 1.4 1.4

– 2.3 1.8 1.0 1.2 1.4
– 1.0 4.5 3.8 2.0 2.1
– 12.8 12.7 11.8 11.5 11.3
– 16.1 15.2 14.9 14.6 14.3

– –3.1 –1.9 –1.5 –1.3 –1.1
– 5.3 5.6 5.7 5.6 5.6

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of disposable income.
c) As a percentage of GDP.
d) As a percentage of GDP. Balance for BLEU.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
Household saving ratiob

General government
financial balancec

Current account balanced
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By the first half of 1998, GDP had declined 1.7 per cent below its year-earlier
level, with all components of domestic demand contributing to the fall. A surge in net
exports, following the sharp depreciation of the koruna in May 1997, an increase in
capacity and a redirection of output from domestic to foreign markets, partially offset
the drop in domestic demand. This allowed the current account deficit for the first six
months of 1998 to fall to $459 million from $1.9 billion the year before. So far, the
impact of financial market turmoil on the Czech Republic has been limited to a 25 per
cent fall in the stock market, while the exchange rate, despite some volatility, has
actually regained its pre-depreciation level vis-à-vis the Deutschemark.

The drop in aggregate demand contributed to a fall in employment and a rise in the
unemployment rate to 5.9 per cent by mid-year. Inflation, following a sharp rise in
January and February related to administered price increases, has been declining. By
the end of September, the twelve-month rate was below 9 per cent, while net inflation
(increases in non-administered prices net of indirect tax hikes) stood at 4.3 per cent.

Fiscal policy remained tight in 1998 due, in particular, to a public-sector nominal-
wage freeze. Nevertheless, the weaker-than-expected outturn for demand meant that
government revenues were significantly lower than initially projected, while rising
unemployment contributed to increased social security costs. These developments,
plus an additional Kc 11 billion to cover the losses of the bad-loan bank Konsolidacni
banka, seem likely to lead to a general government deficit in 1998 of about 11/2 per
cent of GDP. High domestic interest rates contributed strongly to the slowdown in

Czech Republic

Output in the first half of 1998 was 1.7 per cent lower than during the same period of 1997, principally because of a large
policy-induced fall in domestic demand that was only partially offset by strong net export growth. These developments served
to largely eliminate last year’s external imbalance, lowering the January to June current account deficit to $459 million in
1998, less than one-quarter of its 1997 level. Aggregate demand should revive in 1999 and 2000 as monetary and fiscal policy
relax somewhat. Restructuring will cause employment to fall and unemployment to rise, while further administered price hikes
will probably limit the progress of disinflation.

The weakness of demand and the low level of underlying inflation suggest that there is room for a further relaxation of monetary
policy – assuming fiscal policy remains prudent. Although automatic stabilisers may cause the fiscal deficit to widen, a
discretionary fiscal expansion should be avoided. The stalled privatisation process should be restarted as soon as possible.

Output fell sharply in the first
half of 1998…

… leading to a rise in
unemployment and falling
inflation

Cyclical factors contributed to
an increase in the government
deficit…
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activity and the re-appreciation of the currency in 1998. Reflecting these develop-
ments, the Central Bank’s end of year net inflation target of 6 ± 0.5 per cent now
appears within easy reach.

The government has announced a temporary halt to the privatisation process while it
examines past and current deals. Although the sale of the state’s stake in three of the largest
banks will proceed, it remains unclear when. Provisioning requirements have been tight-
ened, but the banking sector remains burdened by bad loans, while firms’ corporate govern-
ance and the protection of minority shareholders’ rights continue to be areas of concern.

An eventual stabilisation of domestic demand and deceleration in exports are
expected in the second half of 1998, with output projected to decline by 0.7 per cent for
the year as a whole. A 7 per cent real increase in public-sector wages and some catch-up
effect in the private sector could lead to a rising general government deficit and a moder-
ate expansion of consumer demand in 1999. Coupled with small increases in both public
and private investment, a slow recovery is projected for 1999, with a further pick-up
continuing on into 2000. The moderate nature of the overall expansion should allow the
current account deficit to remain well below 3 per cent of GDP in the next two years.

World financial turmoil could provoke downward pressure on the currency, poorer
growth in export markets and a decline in foreign direct investment, all of which repre-
sent significant downside risks to this projection. The impact of renewed exchange rate
depreciation might be amplified because of the weak balance sheets of a number of
banks and large corporations. Poorer growth in the markets for Czech exports or a
decline in foreign direct investment would halt the projected recovery and reverse
some of the recent current-account gains. An excessive fiscal expansion not accompa-
nied by additional productivity improvements could, once again, provoke problems
with the external balance.

… but financial market turmoil
could threaten the recovery

… while the process of
structural reform paused

Demand should pick up
slowly…

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

1995
current prices

billion Kc 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
General government

financial balanceb

Current account balanceb

658.0 7.0 1.6 –2.3 1.4 2.3
281.5 4.3 –1.8 –0.5 1.0 1.0
442.4 8.7 –4.9 –3.0 2.2 3.5

1 381.9 7.0 –1.2 –2.2 1.6 2.4
26.5a 1.6 0.9 0.2 0.0 0.0

1 408.4 8.5 –0.4 –1.9 1.5 2.3

755.8 5.4 10.2 14.0 6.0 6.1
815.5 12.9 6.7 10.5 5.9 6.0
–59.7a –5.0 1.4 1.3 –0.4 –0.4

1 348.7 3.9 1.0 –0.7 1.3 2.1
– 9.4 6.6 8.4 7.4 6.5

– 8.0 7.9 10.9 7.0 6.0
– 1.6 4.8 5.6 4.6 4.4
– 3.4 4.6 6.4 6.7 7.1

– –1.1 –2.2 –1.6 –2.5 –2.8
– –7.6 –6.0 –1.8 –2.0 –2.2
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After four years of substantially above-potential growth, the Danish economy has
begun to slow. Following a series of fiscal packages and a tax reform aimed at curbing
asset-price inflation in the housing sector and strengthening private saving incentives,
confidence indicators have fallen and private consumption and housing investment
growth are moderating. Business fixed investment is buoyant, but Denmark is losing
export market share and a major labour conflict in the spring of 1998 lowered exports
even further. New orders have weakened. While domestic demand is increasing at a
31/4 per cent pace in 1998, real GDP growth has slowed to 21/2 per cent.

Unemployment has fallen to below 61/2 per cent, reflecting employment growth of
almost 2 per cent and a 1/2 per cent expansion of the labour supply. Wage growth,
including costs related to a reduction in working time, has increased marginally, to
41/4 per cent, but unit labour cost inflation is somewhat higher due to higher indirect
labour costs and a cyclical decline in productivity growth. Price inflation has neverthe-
less fallen towards the 11/2 per cent mark, due to lower raw material and import prices.

The effective exchange rate has strengthened by 7 per cent since mid-1997, the
krone’s parity with the Deutschemark being maintained by recent increases in the key
signal rates of the Central Bank and substantial currency interventions. The interest-
rate spread between Danish and German securities rose markedly during the recent

Denmark

The economic upswing has begun to slow as buoyant private spending is curtailed by a series of fiscal packages and a tax
reform to strengthen private saving. Inflation is under control, but a tight labour market and slowing productivity growth are
making for a more marked rise in unit labour costs than in competitor countries. Combined with weaker export-market growth,
this is holding back export growth. Based on continuing high real wage income growth and low interest rates, overall activity
is projected to develop in line with the economy’s potential growth, at around 2 per cent.

To achieve balanced growth over the longer run, further measures are being taken to reform the tax system, the labour market,
the education system and the competition-policy framework. Attention has also focused on the need to confront the distortions
caused by housing-market policies, which have been a source of economic instability. Together with the growing general
government surplus, and continued structural reform, this should provide a basis for sustained growth.

Signs of slowing growth
are emerging

Unemployment is falling, and
inflation is lowered by external
factors

Monetary and fiscal conditions
remain overall favourable
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international turmoil, but with the differentials assumed to return towards previous
levels, overall monetary conditions will remain expansionary. The fiscal stance is mod-
erately restrictive (aimed at reducing GDP growth by about 1/2 percentage point in
1998 and 1999), as the combined result of a tax reform, a series of smaller fiscal pack-
ages and the recently presented budget. Assuming an unchanged fiscal policy stance in
2000, the budget surplus should reach 21/2 per cent of GDP.

The household saving ratio has risen, but firm employment and real wage growth
should sustain private consumption growth. The housing investment outlook remains
positive and business fixed investment should continue to respond to capacity con-
straints and favourable financial conditions. Import growth will outstrip export growth,
as market share losses continue and export market growth weakens. Overall GDP growth
should stabilise at 2 per cent, near to potential growth. Employment growth of nearly
1 per cent should allow unemployment to fall further, and this is projected to bring a
gradual pickup in wage inflation. As the impact of lower import prices abates,
consumer price inflation could move up to around 21/2 per cent in 1999 and 3 per cent
in 2000.

The impact of the 1994-96 labour market reforms on supply potential is now close
to complete, so that the scope for a further fall in structural unemployment depends on
the effectiveness of the new reform initiative with respect to taxation, active labour
market policies, education and competition policies. In this context, the inflation out-
look is probably the most important element of domestic risk. The proposed labour-
market reforms may be less effective than expected in raising employment capacity
and controlling wage inflation. On the other hand, the process of labour-market reform
has been unexpectedly successful in raising potential output and lowering structural
unemployment so far, and this favourable experience could well be repeated.

Inflation is a risk, but potential
output may have increased

GDP growth should moderate

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

1995
current prices

billion Dkr 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
Household saving ratio
General government

financial balanceb

Current account balanceb

514.5 2.7 3.6 3.2 2.1 1.5
259.7 2.4 2.2 2.1 1.5 1.0
189.2 4.8 10.4 4.4 3.9 3.5
963.4 3.1 4.7 3.2 2.4 1.8

9.7a 0.1 –0.2 0.1 0.0 0.0
973.2 3.1 4.5 3.3 2.4 1.8

358.4 4.2 4.3 1.7 2.0 3.4
317.9 4.2 7.6 3.9 3.0 3.3
40.5a 0.2 –1.0 –0.8 –0.3 0.1

1 013.6 3.2 3.3 2.4 2.0 1.9
– 2.0 1.9 1.6 2.7 3.3

– 1.7 2.2 1.9 2.5 3.0
– 1.0 4.8 3.0 2.7 2.6
– 8.7 7.7 6.5 6.0 5.9
– 5.2 4.4 6.0 5.1 5.1

– –0.9 0.2 1.0 2.2 2.6
– 1.7 0.5 –1.0 –1.0 –0.9
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Output seems likely to grow by about 5 per cent in 1998, nearly as rapidly as in
1997. Domestic demand has been boosted by robust household earnings, soaring real
estate prices and strong business profits, while a drop in exports to Russia following
the rouble collapse has been more than offset thus far by expanding trade with conti-
nental Europe. Job creation, especially in the telecommunication equipment and con-
struction industries, has been strong, pushing the unemployment rate down from
123/4 per cent in 1997 to well below 11 per cent in the third quarter of 1998. Although
these and some other industries face tight labour market conditions, wage inflation has
remained moderate following the centralised two-year pay deal of December 1997.
With import prices falling, consumer prices have been virtually stable. Meanwhile, the
terms of trade have improved strongly and the current account surplus has moved to a
historic high of 6 per cent of GDP.

The impressive recovery of the Finnish economy from the deep slump of the early
1990s has been underpinned by rapid industrial adjustment, successful product inno-
vation, the revival of household and business confidence and sustained efforts by the
authorities to consolidate public finances. These efforts have led to a downward trend
in the public debt/GDP ratio – now well below 60 per cent – and have helped to tilt the
general government account into surplus in 1998. The 1999 budget includes a further
tightening of fiscal policy, largely due to cuts in public investment, job programmes,
business subsidies and grants to local government. Government action thus continues
to bolster confidence of the financial markets, facilitating a smooth entry into the euro
area. Indeed, the markka exchange rate has remained stable near its central parity in

Finland

Strong household and business confidence, underpinned by easy monetary conditions and buoyant foreign trade have continued
to boost economic activity. While the crisis in Russia and other emerging economies might be increasingly felt, domestic
demand is likely to remain robust, with unemployment staying on a downward trend. A tight stance of fiscal policy and a two-
year pay deal to keep wages in check should ensure virtually stable consumer prices and a smooth entry into the European
Economic and Monetary Union.

The government should maintain its firm rein on public expenditure in the years ahead as monetary policy in the euro-area may
be too easy for the cyclical requirements of the Finnish economy. This would ultimately also allow a decline in the heavy tax
burden which, together with efforts to strengthen work incentives and to enhance the scope for flexible wage setting, should
reduce unemployment further.

Robust economic growth and
low inflation…

… facilitate joining
the euro area…
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the European Exchange Rate Mechanism to date and short- and long-term term inter-
est rate differentials vis-à-vis euro-area countries have virtually disappeared. Mon-
etary conditions have hence become very easy, without, however, entailing an immediate
inflation risk owing to declining import prices and consensus over wage moderation.

Private consumption and investment, in particular residential construction, should
remain buoyant, and serve as the main engine of economic activity over the projection
period. Economic growth is, nevertheless, projected to taper off from 5 per cent in
1998 to around 3 per cent in both 1999 and 2000, as weaker foreign demand linked to
the crisis in emerging economies also feeds through into domestic spending. While the
unemployment rate is expected to fall to around 9 per cent by 2000, wage inflation
should remain in the 2 to 3 per cent range until the end of 1999, with some pick-up
when the two-year wage agreement expires. Consumer price inflation should also
remain low, within the 1 to 2 per cent range. If the global economic slowdown should
deepen, and the European upswing is nipped in the bud, Finnish export and GDP growth
may turn out weaker than projected. On the other hand, easy monetary conditions in
the euro-area could provide stronger impetus to household spending than currently
foreseen.

… but the global slowdown
casts a shadow

298.2 3.8 3.3 4.0 3.6 2.9
119.8 3.5 0.7 0.6 0.4 0.8
85.1 8.4 11.9 10.1 7.5 7.3

503.1 4.6 4.4 4.5 3.8 3.4
5.4a –0.7 0.3 0.6 0.1 0.0

508.5 3.8 4.6 5.1 3.8 3.4

207.2 3.9 12.8 8.1 4.0 5.5
161.1 4.3 10.5 9.0 6.0 7.0
46.2a 0.2 1.6 0.4 –0.3 0.0

549.9 3.6 6.1 5.0 3.2 3.0
– 1.3 1.1 3.2 1.6 2.6

– 1.6 1.4 1.1 1.3 2.1
– 14.6 12.6 10.9 9.7 8.8

– –3.7 –1.4 0.8 1.9 1.8
– 4.0 5.5 5.7 5.8 6.2

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

1995
current prices

billion Mk 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Unemployment rate
General government

financial balanceb

Current account balanceb
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Following robust activity in 1997, growth in 1998 is set to be lower and more
balanced. With a reduced drag from the external sector and some easing in the growth
of domestic demand, output growth is expected to slow to about 3 per cent in 1998
from 3.2 per cent in 1997. Public sector investment (including public enterprises),
which is partly financed by EU structural funds, is the main motor for growth, while
strong private-sector business investment reflects capacity constraints and capital deep-
ening. The loss in purchasing power following the March 1998 devaluation combined
with wage moderation and higher taxes is dampening household expenditure. Less
buoyant domestic demand and falling international commodity prices are gradually
reversing the impact of the devaluation on prices, and underlying inflation fell to 5.7 per
cent in September. Despite terms of trade losses, the current account deficit will
remain broadly stable due to higher EU transfers and a good tourist season. The capital
account has been in a large surplus through September, though experiencing large
swings in flows.

Macroeconomic policies are geared to the attainment of the Maastricht criteria by
mid-2000. The objective of monetary policy is to reduce inflation to below 2 per cent

Greece

Convergence towards the Maastricht criteria has progressed, while activity has continued to outpace the OECD average. Investment-
led output growth, driven by the public sector, has been supported by European Union (EU) funds. Inflation has resumed a
downward path after the adverse impact of the March 1998 devaluation, helped by wage moderation and tight monetary policy.
Following some slowdown in 1998, activity should regain steam over the coming two years. Inflation is expected to decline,
initially in response to cuts in indirect taxes, while the current account deficit is expected to remain broadly unchanged.

Macroeconomic policies will need to be tightened further to reduce inflation to the Maastricht target by mid-2000. Fiscal policy
should bear the brunt of adjustment as the deficit is still large, debt exceeds 100 per cent of GDP, and successful progress
toward entry into the European Economic and Monetary Union (EMU) is bound to lead to a significant easing of monetary
conditions. Ambitious reforms of the public pension and health care systems are needed to provide room for the large investment
programme. Rapid progress in addressing the multitude of labour and product market rigidities (specifically, public enterprise
and bank reform) would facilitate non-inflationary output growth over the medium term. Structural reform would also facilitate
entry into the EMU by providing a signal regarding the sustainability of the central parity.

An exchange rate adjustment
slows domestic demand and
reverses the downward trend in
inflation

EMU qualification by mid-
2000 is the major policy aim
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by end 1999. Following looser monetary conditions after the devaluation, the Bank of
Greece has tightened policy with intervention rates near 13 per cent, and the exchange
rate about 5 per cent above the central parity in October 1998. While the Bank of
Greece has maintained a tight monetary stance, the policy mix has improved. The
general government budget deficit should decline from 4 per cent in 1997 to below
3 per cent in 1998, with the adjustment effort focusing on revenue enhancement and
wage restraint. Despite the sizeable deficit reduction, the fiscal stance is effectively
looser than the deficit suggests, because expenditure items, equivalent to about 11/2 per
cent of GDP, have been shifted off-budget or to past budgets (the operations being in
accordance with Eurostat rules). Moreover, the rapidly increasing public investment
programme is largely financed by EU capital transfers, which pump liquidity into the
economy. For 1999, the Government has announced a budget deficit target of 1.9 per
cent of GDP. The main measures are a freeze of tax brackets and moderate public-
sector wage and employment growth, while indirect tax cuts aim to dampen inflation
expectations. The OECD projects a slightly higher deficit of about 21/2 per cent of GDP
for 1999, reflecting higher interest rates than projected by the authorities.

Led by public investment, output growth is projected to grow by 3 to 31/2 per cent
in 1999 and 2000. Progress towards joining the euro area should boost private sector
confidence, and firm profitability should be sustained due to wage moderation emanat-
ing from a collective agreement expiring in 1999. The external sector will become an
increasing drag on output growth as the slowdown in world activity partly offsets the
positive impact of the devaluation on exports, and the pick up in domestic demand
draws in more imports. With unit labour costs slowing, international commodity prices
remaining low, and monetary policy staying tight, inflation is projected to fall gradu-

In 1999-2000, output growth
should strengthen and inflation

gradually decline

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

1995
current prices

billion Dr 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Excluding ships operating overseas.
b) Including statistical discrepancy.
c) Actual amount.
d) As a percentage of GDP.
e) On settlement data basis.

Private consumption
Government consumption
Gross fixed capital formationa

Final domestic demand
* stockbuildingb

Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
General government

financial balanced

Current account balanced, e

20 138.8 1.9 2.5 1.9 2.1 2.3
4 178.3 1.0 –0.4 0.8 0.6 0.8
4 981.1 8.8 9.6 8.0 8.7 9.1

29 298.2 3.1 3.6 3.1 3.4 3.8
42.2c –0.1 –0.1 0.0 0.0 0.0

29 340.4 3.0 3.5 3.1 3.4 3.7

4 258.2 3.0 5.3 5.5 5.0 5.8
6 715.1 4.9 5.4 4.5 5.0 6.0

–2 456.9c –1.0 –0.8 –0.4 –0.7 –0.9

26 883.5 2.4 3.2 3.0 3.2 3.4
– 7.9 6.9 4.5 3.1 2.8

– 8.3 5.6 4.8 3.0 2.7
– 0.5 1.6 7.0 8.0 9.0
– 10.3 10.3 10.0 9.8 9.4

– –7.5 –4.0 –2.7 –2.5 –2.1
– –3.7 –4.1 –4.0 –4.1 –4.3
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ally to below 3 per cent in 2000. The key risk regards the pace of inflation reduction.
Cost-side pressures could arise from the economy hitting capacity constraints and
stronger wage drift, while demand could be boosted by an even larger public invest-
ment programme. On the other hand, a sharper international downturn would hurt
exports, especially since a large share goes to the more volatile central and eastern
European markets. This would slow demand and inflation, but also raise the current
account deficit.
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Domestic demand surged in early 1998, led by double-digit investment growth.
Private consumption expenditures also picked up, sparked by real wage increases and
considerable pent-up demand. Exports continued to grow strongly but showed some
signs of slowing, while an acceleration in imports led to a moderate widening in the
trade and current account deficits. Stagnant participation rates combined with a pick-
up in employment to lower the unemployment rate to 8 per cent mid-year, while the
twelve-month rate of consumer price inflation has fallen 5 percentage points since
January to reach 12.5 per cent in September, already below the government’s year-end
target. Strong productivity growth contributed to slower price increases, overcoming a
larger than expected 3 per cent increase in real wages.

The turmoil in financial markets surrounding the Russian collapse contributed to a
60 per cent drop in share prices and significant downward pressure on the forint. The
Ministry of Finance and the central bank responded in August by reducing the rate of
the crawling peg to 0.7 per cent per month as of 1 October 1998, and by raising nomi-
nal interest rates 100 basis points in September. Since then, the pressure on the cur-
rency appears to have eased and the stock exchange has recovered much of its earlier
losses, while the authorities have announced a further reduction in the rate of the crawl
to 0.6 per cent per month as of January 1999. On balance, developments since the
summer have effectively raised the premium paid on forint-denominated investments,
and should further contribute to the disinflation process.

Hungary

Economic growth accelerated in the first half of 1998 with solid investment growth leading a strengthening of all components
of final domestic demand. Exports expanded at double digit rates as past foreign direct investment improved the supply-side
performance of the economy, while an even stronger increase in imports led to a widening of the current account deficit. The
rapid increase in GDP is projected to continue, fuelled by domestic demand, even though the contribution of net exports to
growth should become negative. The current account deficit may rise to just under 4 per cent of GDP by the year 2000.
Employment is likely to continue to expand moderately and the unemployment rate fall, while further disinflation can be
expected.

Given the current economic climate, it is important that the authorities maintain fiscal discipline and provide clear and credible
signals concerning their planned budgetary measures. For its part, the central bank needs to respond flexibly to market events,
foster confidence and assure continued disinflation, while continuing to gradually reduce the rate of crawl of the exchange rate.

Economic fundamentals were
strong in 1998…

… but financial market turmoil
required a policy response …
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Even though tax receipts in 1998 were higher than anticipated, the primary budget
surplus is estimated to have fallen from 3 per cent to a still sustainable 2 per cent of
GDP. At the same time, despite continued cost overruns on the social-security account,
the consolidated government deficit is expected to have fallen to 41/2 per cent of GDP
in 1998, down from around 61/2 per cent in 1995.

Output is estimated to have expanded by around 5 per cent in 1998, and is projected
to slow moderately in 1999 and 2000, with rising levels of private consumption and
investment offset by a negative contribution from net exports as foreign sales are
expected to slow and imports rise in relative terms. These two effects should see the
current account deficit widen to about 4 per cent of GDP. Forward-looking wage bar-
gaining and a 6 percentage point cut in social security charges are projected to bring
the annual inflation rate down to 11 per cent in 1999, followed by single-digit rates.
The projected general government deficit of 4.3 per cent of GDP in 1999 exceeds the
official target incorporated in the 1999 budget presented to Parliament because of lower
revenues, due to slower growth and only limited success in improving tax compliance.

The Hungarian economy faces three primary risks over the near term. International
developments could lead to a fall in foreign direct investment, and therefore overall
investment, with a significant impact on output. Similarly, net exports and output could
be weaker if growth in major trading partners, notably in the European Union, proves
to be lower than projected, thus reducing foreign sales of Hungarian goods. Finally,
stronger-than-expected domestic demand, either because of fiscal slippage or higher
than anticipated wage settlements, would pose an upside risk for inflation that would
require a further tightening of fiscal and monetary policies.

… but tighter fiscal and
monetary policy may be
required

… despite a falling government
budget deficit

Strong domestic demand
should sustain output growth…

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

1995
current prices
billion HUF 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of disposable income.
c) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
Household saving ratiob

General government
financial balancec

Current account balancec

3 724.0 –3.1 0.9 3.8 4.0 3.7
617.6 –5.1 1.1 2.0 3.0 2.9

1 125.4 6.3 8.8 12.0 9.2 8.8
5 467.0 –1.3 2.8 5.7 5.3 5.0

218.3a 2.2 1.7 1.3 0.4 0.2
5 685.3 0.9 4.3 6.4 5.2 4.8

2 091.8 7.4 26.4 18.8 12.0 10.7
2 163.1 5.7 24.0 20.1 12.3 10.7

–71.3a 0.4 –0.2 –1.6 –0.9 –0.7

5 614.0 1.3 4.3 5.1 4.6 4.4
– 20.4 18.4 14.8 10.9 9.4

– 21.7 18.1 14.5 11.0 9.0
– 3.4 10.8 11.5 9.4 8.3
– 10.1 8.9 8.2 7.7 7.4
– 14.1 16.2 16.4 16.5 16.7

– –3.0 –4.9 –4.5 –4.3 –4.5
– –3.8 –2.1 –3.7 –3.7 –3.8
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Economic activity accelerated in 1997, with GDP growing 5 per cent, and avail-
able indicators suggest that output growth in 1998 could be even higher. Year-on-year
wage gains averaged 81/4 per cent in the middle of the year. With only modest inflation
and robust employment increases, rapid real income growth has fuelled a consumption
boom. Meanwhile, large-scale investment projects have pushed up total investment
spending. As a result, the current account deficit looks set to widen to about 63/4 per
cent this year.

The monetary authorities have allowed the krona to appreciate 3 per cent since last
November. With the recent turmoil in financial markets leading to some downward
pressure on the exchange rate, the Central Bank raised short-term interest rates 30 ba-
sis points in early September. Credit had been growing rapidly; total liabilities climbed
141/2 per cent in the twelve months through March. At the beginning of October, the
Treasury announced its budget estimates for 1998 and its projections for 1999, sug-
gesting little fiscal tightening. In spite of strong tax revenue, the OECD’s projection is
for only a small surplus in the next few years. Moreover, much of that surplus is ac-
counted for by the excess of proceeds from asset sales over their book values. Indeed,
the central government recently completed a successful auction of a minority stake in
the newly formed investment bank and proposes to sell the rest next year. The Agricul-
tural Bank also plans a public offering to raise additional capital, but the government
has delayed a partial divestiture of its holdings until 1999.

Iceland

Aggregate demand has apparently surged in 1998, and the economy faces a clear danger of overheating. Wages are growing
substantially faster than contracts signed in 1997 call for, and the unemployment rate is falling. Inflation, however, decelerated
in the second half of the year because of a moderate appreciation of the krona. The outlook is for output growth to slacken
somewhat, but unemployment rates should continue to edge down, and the current account deficit could remain uncomfortably
high.

The fiscal stance should be tightened to prevent the emergence of inflationary pressures. In the interim, the monetary authorities
could consider additional interest rate increases, especially in light of the rapid expansion of credit. Given the increased
openness of financial markets, bank supervisors need to be vigilant to ensure the prudent behaviour of financial firms.

The economy may be
overheating…

… and with policy not
significantly tighter…
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Output growth is projected to remain robust, buoyed by strong consumption spend-
ing, whereas imports and investment are expected to dip in 1999 due to the timing of
some projects. Because of the benign inflation performance in the second half of 1998,
year-on-year average inflation in 1999 should be low, but prices are likely to accelerate
through the course of the year and into 2000. In spite of good export performance, the
current account deficit is projected to remain high at 41/2 per cent of GDP in 2000. The
biggest risk to the projection is that prices will accelerate more quickly than envisaged,
creating a wage-price spiral that necessitates a drastic policy response.

… inflation is expected to
eventually increase

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

1995
current prices

billion Ikr 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Unemployment rate
General government

financial balanceb

Current account balanceb

272.7 6.4 6.0 10.3 5.9 3.1
94.1 1.0 1.5 3.0 2.8 1.2
65.9 26.5 11.2 28.2 –10.0 6.3

432.7 8.3 6.0 12.2 2.0 3.4
2.3a –0.7 –0.2 0.2 0.0 0.0

435.0 7.5 5.8 12.5 2.0 3.4

161.3 9.6 5.6 5.7 4.8 5.0
144.7 16.6 8.0 25.0 –1.2 5.0
16.5a –1.7 –0.6 –6.6 2.3 –0.1

451.5 5.5 5.0 5.6 4.3 3.3
– 1.9 3.5 4.4 2.0 4.0

– 2.3 1.8 1.6 1.5 3.7
– 4.3 3.9 3.1 2.7 2.5

– –1.6 –0.5 –0.1 0.1 0.1
– –1.8 –1.7 –6.7 –4.6 –4.6
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The extremely rapid output growth of recent years has only recently begun to mod-
erate. Official figures for real GDP in 1997 show a rise of 9.8 per cent on an expendi-
ture basis, the second highest outcome in the ongoing boom and, for the third year in a
row, the fastest growth rate in the OECD. Year-on-year industrial production increases
have averaged around 15 per cent in the first seven months of 1998, exactly last year’s
pace. Industrial investment in the first quarter was 24 per cent higher than year-earlier
levels, and industrial stocks are still trending up. The unemployment rate is maintain-
ing its steady decline, with the 9 per cent level breached in September.

The demand side seems equally robust. Real retail sales and exports are, respectively,
running nearly 10 and 27 per cent higher than in 1997. However, some let-up is apparent
in some of the latest indicators with an abrupt slowdown in exports to non-EU countries
and a sharp decline in the volume of retail sales in August. The current account surplus is
set to move beyond 31/2 per cent of GDP this year. The one black spot remains inflation:
consumer prices rose 3 per cent over the 12 months to September, up from only 1 per
cent about a year ago. However, wholesale prices have been slowing since March.

Macroeconomic policy has exerted some modest restraint. Government spending has
been kept close to budget target rates, while tax receipts have been rising at a more than
12 per cent rate. The 1999 Budget, due in December, will be controversial, given the
question of promised tax cuts from the Partnership 2000 agreements. In the accompanying
projections it is assumed that minimal tax cuts are offset by expenditure restraint. Until

Ireland

The Irish economy has recently begun to lose some momentum. Nevertheless, real GDP growth seems to have remained very
strong through much of 1998, with particular buoyancy in the first half. Some further slowing is expected for next year in line
with an expected moderation of inward investment flows and the exports which result therefrom. But unemployment may
continue to fall, maintaining the inflationary risks that have already clearly manifested themselves over the past year.

Budget surpluses and rapid declines in public indebtedness must not be taken as signs of room for manoeuvre on the fiscal front,
as it is unlikely that the economy can sustain the high levels of growth of recent years for much longer. With one less policy lever
at the authorities’ disposal, the onus is on fiscal policy makers to avoid overheating problems. Any net tax cuts provided in the
1999 Budget should be limited to what is required to retain the consensus-based approach to wage formation, and efforts to
hold spending to budgeted levels must be maintained.

Output has again grown
strongly in 1998

Only recently has there been
any sign of slackening

Macroeconomic policy has still
not braked the pace of
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October, the monetary authorities resisted any reductions in official interest rates. At that
point the process of interest-rate convergence finally began, with cuts of a full percentage
point or more. The remaining 164 basis points gap with German rates will almost certainly
be eliminated through a decline in Irish rates of that amount by year-end. Long-term rates
have moved down in line with those in other European countries. Private-sector credit
growth is still in excess of 24 per cent per year, and robust mortgage lending is contributing
to overheating pressures in the housing sector. Fortunately the effective
exchange rate has appreciated sharply in recent months, thanks to weakness in the dollar
and sterling, thereby tightening overall monetary conditions temporarily.

There is little reason to expect much of a slowdown in domestic demand. With
tight labour markets and continuing employment increases, disposable income gains
should remain sufficiently robust to make any easing in private consumption growth
quite gradual. Capital formation too is projected to continue to grow at a vigorous
albeit moderating rate, led by expected robust growth in public infrastructure outlays
and still-rapid increases in inward direct investment. But the pace of such capital
inflows may decelerate in view of global financial tensions and particular problems in
certain sectors of special interest to Ireland. This could hold export growth to rates
which are slow only in relation to the explosive gains recorded in recent years and
which should be sufficient to maintain a sizeable, albeit declining current account sur-
plus. But the cooling-off in net exports could rein output growth back towards rates of
around 61/2 per cent over 1999-2000. Nonetheless, pressures on capacity will stay strong,
especially in the labour market, which, despite its openness, could yield some further
acceleration in wages. Overheating will nevertheless be restrained by the moderating
effects of currency appreciation on traded goods prices.

Although growth may ease
because of slowing export
increases, consumer price
inflation is likely to stay higher
than elsewhere in
the euro area

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

1995
current prices

billion lr£ 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of disposable income.
c) As a percentage of GDP
d) As a percentage of GNP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator
GNP at market prices

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
Household saving ratiob

General government
financial balancec

Current account balanced

21 841 6.1 6.3 6.6 6.0 5.1
5 871 1.5 4.8 4.1 3.2 2.9
6 735 13.6 10.9 10.9 8.1 7.8

34 447 6.8 7.0 7.1 6.1 5.4
401a 0.2 0.4 –0.5 0.1 0.0

34 847 6.9 7.3 6.4 6.2 5.3

30 837 11.7 16.9 17.0 9.9 9.8
26 369 12.2 15.6 16.0 10.2 9.4
4 468a 1.5 3.7 3.8 1.7 2.3

39 315 7.4 9.8 9.1 6.7 6.5
– 1.7 2.3 3.9 2.9 2.9

34 807 6.4 8.1 7.6 5.6 5.5

– 1.4 0.9 2.7 2.4 2.4
– 7.9 15.4 14.8 9.8 9.5
– 11.9 10.3 9.1 8.4 7.9
– 9.6 10.9 10.7 10.4 10.6

– –0.2 1.5 2.5 2.8 2.8
– 2.7 2.8 3.7 2.4 2.0
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The impact of the financial crisis on the real economy became apparent in the first
half of 1998 as domestic demand declined by more than a quarter. Business invest-
ment1 was cut by 30 per cent as the highly-indebted corporate sector was forced to
restructure to improve its balance sheets during a period of weak demand and excep-
tionally high interest rates, which boosted financial costs. In addition, firms reduced
nominal wages and employment, leading to a 12 per cent drop in personal consump-
tion in the first half of the year. The unemployment rate, which had fallen to close to
2 per cent prior to the crisis, reached 7.6 per cent in July 1998, despite a significant fall
in the participation rate. Most recent indicators suggest that these negative trends have
continued in the autumn of 1998. The recession has limited the inflationary impact of
the won’s depreciation. Consumer prices, which were 9.5 per cent above their year-
earlier level in February, were essentially unchanged through October.

The decline in domestic demand was partially offset by a large positive contribu-
tion from net exports, reflecting a 24 per cent drop in import volume in the first half of
1998. With exports sustained by the large real depreciation of the won, the current

Korea

In the wake of the financial crisis towards the end of 1997, the Korean economy moved into deep recession, with output down
5 per cent in the first half of 1998 from a year earlier, and an even larger drop likely in the second half of the year. Unemployment
has more than tripled since the beginning of the crisis, reaching 71/2 per cent by mid-1998. Output may increase slightly in 1999
as domestic demand bottoms out, with a stronger pick-up likely in 2000. The timing and strength of the recovery, though, will
depend to some extent on developments elsewhere in Asia, as well as on the banks’ capacity to lend, which has been reduced by
the sharp rise in problem loans.

The Korean authorities have made progress in addressing the bad-loan problem and in rehabilitating the banking system to
prevent a credit crunch from delaying the recovery. This needs to be accompanied by a more effective implementation of recent
reforms, notably those to improve exit mechanisms and to increase labour market flexibility. Such moves, combined with the
reform of the corporate governance framework, should accelerate market-based restructuring of the corporate sector. The
macroeconomic policy stance, which has been substantially eased since the beginning of 1998, now appears to be conducive to
economic recovery.

The plunge in domestic
demand has tripled the number

of unemployed…

1. Year-on-year percentage change in investment in machinery and equipment and non-residential construction.
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The government has
announced an ambitious
programme to rehabilitate the
financial sector…

account swung to a surplus of almost $22 billion (about 16 per cent of GDP). How-
ever, export growth has decelerated markedly in recent months, reflecting sharp
declines in shipments to Japan and other Asian countries.

Macroeconomic policies have been progressively eased as the sharp decline in
output became apparent, while stability was restored in financial markets. Money market
interest rates have fallen from 23 per cent in January 1998 to about 71/2 per cent, while
the yield on three-year corporate bonds has fallen to single digits for the first time ever.
Declining interest rates have been accompanied by a recovery of the won, which has
remained relatively stable in the range of 1 300 to 1 400 per dollar since April. In
addition, Korea’s useable foreign exchange reserves, which were virtually depleted
during the crisis, attained the year-end target of $45 billion (about four months of
imports) by the end of October, thanks to the large current account surplus, funds from
international financial institutions and renewed capital inflows. Although interest rates
have fallen to below pre-crisis levels, a credit crunch has emerged as banks’ capacity
to lend has been reduced by the rise in their non-performing loans and the need to meet
capital adequacy ratios. The growth of bank loans has declined from around 20 per
cent (year-on-year) in early 1997 to under 2 per cent in August 1998, with small and
medium-sized enterprises particularly hard-hit. Moreover, the lack of trade credit has
hindered exports and imports, despite a significant increase in government guarantees.

The government has made significant progress in addressing the financial sector
problems underlying the credit crunch. A single, independent supervisory authority
was established in April with a mandate to progressively apply international prudential
standards. Since the beginning of 1998, the authorities have closed 16 merchant banks,
four life insurance companies and two securities firms, while effectively closing five

While interest rates have fallen
to pre-crisis levels, signs of a
credit crunch have emerged

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

1995
current prices
trillion won 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of disposable income.
c) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports
* statistical discrepancy

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
Household saving ratiob

General government
financial balancec

Current account balancec

186.4 6.8 3.1 –12.0 –1.5 3.0
36.1 7.8 5.7 –7.0 –4.0 2.6

128.7 7.1 –3.5 –32.3 –7.0 7.3
351.2 7.0 0.8 –18.8 –3.4 4.2

1.7a 1.2 –3.7 –5.1 2.3 2.4
352.9 8.2 –2.8 –24.8 –0.7 7.7

116.4 13.0 23.6 16.3 8.6 7.8
120.1 14.8 3.8 –19.0 11.5 16.8
–3.7a –0.8 8.6 16.8 1.1 –1.8
2.8a –0.4 –0.3 0.0 0.0 0.0

352.0 7.1 5.5 –6.5 0.5 4.0
– 3.5 2.4 6.0 3.0 2.3

– 5.4 4.4 8.3 3.5 2.5
– 7.3 6.8 –10.0 4.0 9.0
– 2.0 2.6 7.3 8.3 8.3
– 17.6 18.7 14.5 13.1 13.6

– 4.5 4.5 –1.0 –1.5 –1.5
– –4.8 –1.7 12.5 9.9 6.1
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troubled banks by merging them with stronger banks. The government also announced
a W 64 trillion (16 per cent of GDP) plan to address the non-performing loan problem
and to re-capitalise viable financial institutions. By the end of September, the govern-
ment had purchased W 23 trillion of bad loans, which are now officially estimated to
total W 150 trillion. There has been less visible progress in corporate restructuring and
reducing debt-equity ratios, which averaged about 500 per cent for the top thirty con-
glomerates at the end of 1997. However, the recent reforms to improve corporate gov-
ernance – notably by opening the market for corporate control, improving exit
mechanisms and strengthening the rights of minority shareholders – should promote
market-based restructuring of the corporate sector.

The restructuring of the financial sector and the rise in unemployment have led to
a significant increase in government expenditures. Outlays to assist the unemployed
are set to expand by about 2 per cent of GDP in 1998, while support has also been
provided for small and medium-sized enterprises and exporters hurt by the credit crunch.
Increased outlays have been accompanied by a decline in tax revenues, which may be
as large as 31/2 per cent of GDP. As a result, the consolidated central government budget,
in balance during the past four years, is projected to run a deficit of about 51/2 per cent
of GDP.2 Given the depth of the recession, the stance of fiscal policy appears to be
broadly neutral. In 1999, the rising costs of financial restructuring may slightly widen
the budget deficit.

Output is likely to fall by about 61/2 per cent in inflation-adjusted terms in 1998,
and the unemployment rate to rise further to around 81/2 per cent by year-end. The
current account surplus is expected to reach a record high of $38 billion for the year
while year-on-year inflation is limited to around 8 per cent. Given the less restrictive
macroeconomic policies now in place and resilient export growth, domestic demand
should stop declining by the end of 1999. Assuming a stable exchange rate, the contri-
bution of the external balance should remain positive, allowing output growth to resume
in the second half of 1999 and to pick up in 2000. Annual growth rates, however, are
likely to remain well below past rates.

Given the unprecedented size of the exchange rate shock, there are large risks
attached to these projections. The timing and strength of the recovery will depend on
several key factors: first, how quickly the corporate sector restructures in the face of
credit crunch conditions, big falls in asset prices and increased international competi-
tiveness; second, how households respond to reduced job security and the fall in nomi-
nal wages; and third, how investors respond to the further opening of the capital account
in Korea. There are large uncertainties attached to each of these factors. In fact, the
credit crunch may result in further large-scale bankruptcies in Korea. Furthermore, the
threat of continued labour strife may slow restructuring and discourage foreign direct
investment. Perhaps most important is the risk of weakening confidence in response to
a fall in other Asian currencies and turmoil in Southeast Asia. However, Korea’s
capacity to avoid a second foreign exchange crisis has been strengthened by its record
high foreign reserves, the large projected current account surplus and the reduction of
the proportion of short-term external debt from two-thirds of total external debt to a
fourth, as well as by the adoption of a floating exchange-rate regime.

… which will contribute to a
significant fiscal deficit

The economy is expected to
stabilise in 1999 after a sharp

contraction in 1998…

… but the strength of the
recovery will depend, in part,

on developments elsewhere
in Asia

2. On a general government basis, a deficit of about 1 per cent is expected.
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Economic activity has remained buoyant in 1998. Underpinned by a continuing
rapid expansion of the financial and communications sectors, real GDP growth may
have been 43/4 per cent, only slightly less than in 1997. Private consumption has been
stimulated by a steady increase in national employment and a tax reduction package.
The launch of a satellite and the purchase of some aircraft have supported investment.
Despite strong employment growth, the labour market has not significantly tightened
because cross-border workers have continued to expand the labour supply. Unemploy-
ment has declined somewhat but this has been partly the result of a change in defini-
tion at the beginning of 1998 which entailed the removal of all participants in special
labour market programmes from the national unemployment definition. Wages, which
had accelerated in 1997 as a result of a 2.5 per cent adjustment in conformity with the
indexation system, seem to have grown more moderately in 1998, resuming a long-
term decelerating trend.

The service sector is expected to continue its robust expansion over the projection
period, especially in communication services, reflecting a further expansion of the
satellite network. The financial sector, on balance, should also remain buoyant: the
banking sector may lose some foreign exchange earnings as a result of the introduction
of the euro, but the country looks well positioned to take advantage of the creation of
a single European pension market. Although the exposure of the Luxembourg finan-
cial markets to Asia and Russia is limited, the sector has reacted prudently to the inter-
national financial crisis by substantially increasing its bad debt provisions. Growth in
the cyclically-sensitive manufacturing sector is expected to slow, as the current buoy-

Luxembourg

Economic activity has continued to expand rapidly in 1998, underpinned by a strong performance of services’ exports. Due to
the continuing influx of cross-border workers, labour market tensions have been avoided, but unemployment – although low
compared with other OECD countries – has remained historically high. Inflationary pressures have been largely absent. These
trends are likely to continue over the projection period, albeit with somewhat slower real GDP growth.

Given the favourable conjunctural situation, the pace of structural reform should be stepped up to enhance the adjustment
capacity of the economy. Budget flexibility could be improved by reducing the widespread use of indexation, and adaptability in
the labour market would be enhanced by relaxing working-time restrictions, especially for part-time workers.

Economic growth has been
robust…

… underpinned by a buoyant
service sector and an
expansionary fiscal stance
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ancy is partly related to the start-up of new activities. Despite strong employment
growth, the labour market is not expected to tighten given the elastic supply of labour
from neighbouring countries. Fiscal policy has become more expansionary, as the gov-
ernment has reduced corporate taxes – partly to match more favourable tax regimes
elsewhere – and income taxes. Furthermore, government spending has increased sub-
stantially, in particular for new infrastructure projects and the introduction of a long-
term nursing care scheme. Overall, the general government budget surplus – which
was nearly 3 per cent of GDP in 1997 and is estimated to have been around 11/2 per
cent in 1998 – may decline a bit further.

Real GDP growth is projected to slow only moderately – to around 31/2 per cent in
both 1999 and 2000. Net exports are expected to continue to support growth. Invest-
ment may lose some buoyancy but it will be underpinned by further satellite launches:
two in 1999 and one in 2000. Although employment growth should remain robust,
unemployment is expected to stay at current levels. Partly as a result of a continued
increase in cross-border workers, the economy is unlikely to overheat: wage claims
should remain moderate and consumer price inflation low – in line with developments
in neighbouring countries. The major risks and uncertainties in the projections – in
addition to the international financial crisis – concern the impact of European Eco-
nomic and Monetary Union on the large financial sector in Luxembourg.

The outlook remains
favourable

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

1995
current prices

billion LF 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate

278.8 1.9 2.5 2.6 2.4 2.5
67.2 3.3 1.7 2.8 2.8 2.8

111.4 –1.7 14.1 6.5 4.7 5.0
457.3 1.1 5.5 3.8 3.1 3.3
11.7a 0.7 –0.6 0.2 0.2 0.2

469.1 1.8 4.8 4.0 3.3 3.5

467.5 2.3 6.0 7.5 5.0 5.3
419.8 1.0 6.1 7.0 5.1 5.5
47.7a 1.3 0.5 1.2 0.4 0.4

516.8 3.0 4.8 4.7 3.4 3.5
– 0.1 2.4 1.5 1.4 1.6

– 1.6 1.1 1.1 1.3 1.5
– –1.9 7.1 5.1 2.5 2.6
– 3.3 3.6 3.1 3.2 3.3
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Following record 7 per cent growth in 1997, real GDP expanded by more than
5 per cent year-on-year in the first half of 1998, driven by buoyant private consump-
tion and investment; but a tightening of policies in response to falling oil prices and
pressures on the exchange rate slowed activity in the second half. Job creation
remained strong in the formal sector up to mid-year – as demonstrated by the increase
in the number of insured workers – and contractual wage rises were being negotiated
around 18 per cent, implying some catch-up in real earnings after three years of losses.
Robust manufacturing exports in the first half of 1998 and a slowdown in import growth
after the first quarter boom served to offset declining revenues from oil exports, thereby
slowing the deterioration in the trade balance. The current-account deficit remained
below 4 per cent of GDP in the first half of the year.

Following a gradual depreciation during the first half of 1998, the bilateral
exchange rate of the peso slid sharply in the third quarter, to 10.1 pesos/dollar on
27 October, implying a 16 per cent depreciation since the start of the year. The infla-
tionary impact of the peso depreciation reversed the earlier trend towards disinflation.
By September, consumer price inflation (year-on-year) had reached almost 16 per cent,
close to the end-1997 outturn, virtually ensuring an overrun on the official target of
12 per cent by December 1998.

With budget outcomes vulnerable to falling oil prices (oil-related receipts account
for about a third of revenue), the government announced three spending cuts – in Janu-
ary, March and July – and a spending freeze in September. These adjustments should

Mexico

Economic developments in 1998 have been dominated by the contagion effects from the Asian crisis and the related fall in oil
prices. A tightening of macroeconomic policies has slowed real GDP growth and limited the deterioration of the external
balance; but the depreciation of the peso has reversed the decline in inflation. Restrictive economic policies should hold back
domestic demand in the near term, but activity is projected to pick up as confidence returns on financial markets. Disinflation
is expected to resume once the first-round effects of the depreciation have worked through; and the current-account deficit
could widen to just above 4 per cent of GDP in 2000.

Fiscal restraint and a tight monetary policy have to be maintained for as long as necessary to preserve market confidence and
to ensure that inflation be put on a steady downward path. Structural reforms to strengthen tax revenue should not be delayed
as this could help reduce the vulnerability of public finances to exogenous shocks.

With economic activity
slowing, the current-account
deficit has stopped widening

As the peso depreciated
inflation has accelerated

Fiscal policy has been
tightened…
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keep the public sector deficit for 1998 close to the target (1.3 per cent of GDP). For
1999 and 2000, the projections assume that a prudent fiscal policy setting will be main-
tained, with the public sector financial deficit at 1.5-2 per cent of GDP.1

In response to the deteriorating external environment and the resumption of infla-
tionary pressures related to the peso depreciation, the Central Bank tightened mon-
etary policy during 1998, intensifying its operations after mid-August because of
increased volatility in world financial markets. Short-term interest rates increased
sharply, to above 40 per cent in early September, for the three-month Treasury bill rate
(Cetes), against 20 per cent at the start of the year. Interest rates, which eased slightly
in October, are assumed to remain high in the very near term, gradually moving back
towards their pre-crisis levels over the projection period, the pace of the reduction
depending on both the balance of payments and inflationary expectations.

Real GDP growth is expected to decelerate in 1999 as high interest rates restrain
private domestic demand. In 2000, business investment should be more robust, al-
though it is unlikely to rise at the very high rates achieved over the past two years.
Inflation is projected to come down gradually in the coming two years, to 10 per cent
in 2000, while the current-account deficit is expected to widen slightly to just above
4 per cent of GDP. These projections hinge on the usual assumption that the exchange
rate is unchanged, remaining at its 27 October level.

The most important risks to the outlook are related to developments abroad, most
notably in Latin America. Foreign direct investment in Mexico, after reaching $12 bil-
lion in 1997, was still strong in the first half of 1998 ($5.3 billion), while portfolio
investment turned negative. But the size and the nature of capital flows are difficult to

… but prolonged financial
market turmoil would affect

prospects significantly

Economic prospects are
expected to improve through

the projection period…

… and interest rates have
surged

1. The deficit includes the expected fiscal cost of the social security reform and takes into account provisions to pay part
of the cost of support programmes for banks and debtors. Excluding these items, the balance would be slightly positive.

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

1995
current prices
billion Pesos 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) Based on the National Survey of Urban employment.
c) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Unemployment rateb

Current account balancec

1 232.0 2.2 6.3 6.0 3.5 4.1
192.0 –0.7 1.8 0.0 1.6 1.5
296.7 16.4 20.9 10.7 7.0 11.0

1 720.7 4.0 8.3 6.3 4.0 5.3
70.8a 1.6 0.9 –0.4 0.0 0.0

1 791.5 5.6 9.0 5.7 3.9 5.1

558.8 18.2 13.0 11.5 9.4 9.1
509.9 22.8 22.0 15.7 10.8 11.4
48.9a –0.2 –1.7 –1.0 –0.4 –0.7

1 840.4 5.2 7.0 4.6 3.6 4.4
– 29.4 18.8 15.0 12.7 10.2

– 28.8 20.4 16.0 13.5 10.0
– 5.5 3.7 3.4 3.5 3.5
– –0.7 –2.0 –3.8 –4.0 –4.3
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predict. Continued turbulence on financial markets world-wide and falling oil prices
would force further tightening of the policy stance to prevent the emergence of major
imbalances; this would pose a significant downward risk to the growth projection.
Nevertheless, compared to the situation in 1994, the exchange rate is now floating and
the authorities are committed to take pre-emptive action to stabilise the economy, so
that it may be possible to deal with these risks in a more effective way.
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Led by private consumption, real GDP growth may have been 33/4 per cent in 1998,
slightly more than in 1997. But economic activity may have already peaked. Producer
confidence has started to weaken in response to the turmoil in financial markets. The Asian
crisis has resulted in a substantial fall in exports to these countries but, these trade flows
being relatively small, overall production has hardly been affected and capacity utilisation
has remained high. Tensions in the labour market have increased as unemployment has
continued to fall. Reported vacancies are around the same level as at the peak of the previ-
ous cycle in the early 1990s. The pace of wage settlements has increased steadily, but
inflation has stabilised at around 2 per cent as import prices have decelerated sharply.

The economy has been growing above the trend rate for several years and spare
capacity has largely been eliminated, with the estimated output gap becoming posi-
tive. Nevertheless, inflationary pressures have been weak, and only real and financial
asset prices have increased rapidly. Indeed, substantial capital gains on real estate and
equities – through their effect on private consumption – have been one of the major
forces behind the current boom. However, these wealth effects are expected to play a
smaller role over the projection period, as house prices may be levelling off and equity
prices have already dropped markedly. Moreover, business investment is likely to lose
some buoyancy: slackening world demand has reduced the need for extra capacity;
and profit margins have been squeezed by the recent appreciation of the guilder in
effective terms and an acceleration in the pace of wage settlements. Although unem-
ployment has fallen below its estimated structural rate, other measures of labour utili-
sation – such as broad unemployment – point to a sizeable pool of unused labour.

Netherlands

After growing above potential for several years, economic activity is projected to slow to 23/4 per cent in 1999 and 21/2 in 2000,
reducing fears of overheating. Nevertheless, tensions in the labour market are expected to persist, and wage increases and
inflation are projected to pick up. The fiscal stance is broadly neutral, and the general government deficit is projected to remain
below 11/2 per cent of GDP.

The government should use the current buoyancy of the economy to reduce the structural budget deficit closer to the medium
term target of 1 per cent of GDP. Labour market policy should be directed at returning to the active labour force the older
unemployed and people of working age currently in the disability and social assistance schemes.

The economy may have
already peaked

Forces sustaining the current
boom seem to have

weakened
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Slower growth but inflationary
pressures persist

Ongoing structural reform in the labour market and social security system aims at
limiting access to income-replacement schemes and promoting the outflow to the la-
bour force from these schemes – notably the disability scheme. While current eco-
nomic conditions should facilitate this process, the reintegration of the long-term
unemployed and those in the disability scheme is often hampered by a lack of qualifi-
cations or sufficient incentives. It is thus difficult to assess precisely the degree of
tightness in the labour market and associated risks of inflation. With the introduction
of the euro in January 1999, monetary conditions are likely to remain relatively easy
over the projection period; but fiscal policy, after being somewhat expansionary in
1998, is expected to be broadly neutral. The 1999 budget projects an increase in taxes
and social security contributions, with offsetting additional expenditure for infrastruc-
ture, education and the health sector. Despite the economic slow down, the OECD
expects the public sector deficit to merely edge up, to 1.4 per cent of GDP in 2000. The
cyclically-adjusted deficit – at around 13/4 per cent of GDP – may remain well above
the medium term target of 1 per cent of GDP.

GDP growth is projected to decelerate to 23/4 per cent in 1999 and 21/2 per cent in
2000, largely as a result of less buoyant domestic demand. Job creation is expected to be
weaker than in previous years, and unemployment is likely to reverse its recent trend and
start edging up. However, tensions in the labour market may persist for some time, caus-
ing compensation per employee to accelerate further. Consumer price inflation is
expected to increase to almost 21/2 per cent in 2000. The major risks and uncertainties on
the domestic side concern the reaction of wages and prices to tight labour market condi-
tions; and, on the external side, the impact of the international financial crisis.

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

1995
current prices

billion Gld 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of disposable income, excluding net contributions (actual and imputed) to life insurance and pension

schemes.
c) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
Household saving ratiob

General government
financial balancec

Current account balancec

382.2 2.7 3.0 3.7 2.8 2.5
91.8 1.2 1.5 2.8 1.5 1.5

122.0 5.4 6.8 3.6 3.3 3.0
595.9 3.0 3.6 3.5 2.7 2.5

1.0a 0.0 0.0 0.1 0.0 0.0
596.9 3.0 3.6 3.7 2.7 2.5

339.6 5.2 6.7 7.5 5.3 5.5
296.8 5.3 7.1 7.8 5.7 5.9
42.7a 0.4 0.3 0.4 0.2 0.2

639.6 3.1 3.6 3.8 2.7 2.5
_ 1.5 2.2 1.9 2.1 2.3

_ 1.6 2.0 2.1 2.1 2.3
_ 3.2 4.4 3.8 2.6 2.4
_ 6.6 5.5 4.1 4.2 4.4
_ 0.5 –0.6 0.1 –0.1 –0.1

_ –2.0 –0.9 –1.2 –1.3 –1.4
_ 5.8 6.1 5.8 5.7 5.7
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Economic activity contracted over the first six months of the year, with real GDP
falling by nearly 3 per cent (at an annual rate) compared with the second half of 1997.
The decline in output was led by exports, which declined by 31/2 per cent, and residen-
tial investment, which plunged by more than 25 per cent. Private consumption has
been weak, with apparently little impact from pre-spending of the mid-year income-
tax cut or from wealth effects from the demutualisation of the Australian Mutual Provi-
dent Fund (AMP). The downturn in activity is reflected in declining full-time
employment and unemployment rising to 7.7 per cent, from a low of 6 per cent two
years ago. In addition to the emergence of a widening output gap, a number of devel-
opments (increased price competition, a depressed housing market, the removal of
automobile tariffs) have kept consumer price inflation near the mid-point of the
Reserve Bank’s 0 to 3 per cent target range, despite currency depreciation. The current
account deficit eased slightly to about 7 per cent of GDP in the first half of 1998.

High interest rates through the second half of last year and well into 1998 were
needed to maintain overall monetary conditions near their desired levels in the face of
a substantial decline in the effective exchange rate (17 per cent since the middle of
1997). More recently, monetary policy has become more accommodative, short-term
interest rates declining by 41/2 per cent since mid-year. Despite the deterioration in
economic activity, fiscal plans remained on course for the year which ended in June. In
fact, several one-off factors contributed to an operating surplus which, at 2.6 per cent

New Zealand

A number of factors have been weighing heavily on the New Zealand economy since late last year: a severe drought, the
ongoing Asia crisis, financial market volatility, and a marked decline in both business and consumer confidence. As a result,
economic performance has deteriorated considerably, with the economy in recession during the first half of 1998. While a
further decline in real output cannot be excluded, in view of the unusually high degree of uncertainty now facing the global
economy, there are forces in place which will encourage recovery, notably the stimulus provided by both the low value of the
New Zealand dollar and the marked fall in interest rates, as well as substantial fiscal expansion.

The fiscal outlook has deteriorated both due to discretionary measures and cyclical influences, with the budget moving from
substantial surplus to deficit in the next two years and the public debt-to-GDP ratio likely to rise again. While in the current
difficult economic environment it is appropriate that fiscal stabilisers are allowed to work, care must be taken to avoid fiscal
slippage that would lead to an erosion of financial market confidence, given the high external deficit and debt.

The economic outlook has
deteriorated…

… but the macro policy
settings are now in

a position…
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of GDP, exceeded expectations. Nevertheless, the ongoing impact of the Asia crisis
and domestic weakness has led the New Zealand Treasury to anticipate a swing into
deficit over the next two years. This compares with the May Budget projections of a
surplus growing to 3 per cent of GDP in the fiscal year 2000/01. To limit fiscal slip-
page, the government has scaled back its three-year NZ$ 5 billion expenditure pro-
gramme by NZ$ 300 million in each of the next two years and lowered the wage floor
for superannuation. Debt is now expected to rise instead of falling to below 20 per cent
(as a share of GDP), thus making it more difficult to attain the recently announced
lowering of the long-term net debt target of 15 per cent.

Real GDP is expected to advance slowly over the rest of this year, but to gather
strength over the projection period, reaching a growth rate of 31/2 per cent in 2000. Tax
cuts and additional public spending along with lower interest rates should stimulate
domestic demand. At the same time, the strong competitive position associated with
the low value of the effective exchange rate should give a lift to exports, particularly in
North American and European markets.1 Despite the steep currency depreciation,
inflation is unlikely to pick up in the near term given the factors mitigating price
increases, as noted above, and substantial remaining spare capacity in the economy.
The external current account is expected to improve, with the deficit falling towards
6 per cent of GDP by the year 2000. Although economic reforms have reduced
New Zealand’s vulnerability to external shocks, there are important downside risks to
these projections, given the country’s exposure to Asian markets and its large external
indebtedness.

1. It should be noted that net exports do not contribute positively to growth in 1999 due to the import of a frigate which
artificially inflates imports (by around NZ$ 500 million) in that year.

… to provide support for a
gradual recovery, in the
absence of further bad news
from Asia and elsewhere

Demand, output and prices
Percentage changes, volume (1991/92 prices)

1995
current prices

billion NZ$ 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Including statistical discrepancy.
b) Actual amount.
c) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuildinga

Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
GDP (production)
Private consumption deflator
Unemployment rate
Current account balancec

55 527 4.7 3.1 1.4 1.9 2.8
13 054 2.1 5.8 –0.6 5.5 –2.5
18 895 6.5 4.2 –1.8 2.9 5.3
87 476 4.7 3.8 0.4 2.7 2.5
1 312b –0.5 –0.1 –0.3 0.1 0.0

88 788 4.1 3.6 0.1 2.8 2.5

27 552 3.6 2.3 0.9 5.2 6.8
25 958 8.2 3.9 0.7 7.2 3.9
1 594b –1.5 –0.6 0.1 –0.8 0.9

90 382 2.7 3.1 0.2 2.0 3.4
– 1.9 0.1 0.5 1.3 1.8

– 3.2 2.4 0.2 2.0 3.4
– 2.0 1.0 1.3 1.3 1.5
– 6.1 6.6 8.3 8.2 7.1
– –3.9 –7.6 –6.6 –6.9 –6.4
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Buoyant private consumption and surging investment in the oil and gas sector con-
tinued to boost mainland activity in 1998, but a downturn in residential and other con-
struction activity began to unfold while oil and non-oil exports were hit by slack in
world commodity markets. Meanwhile, the labour market remained tight, with the
unemployment rate stabilising at 31/2 per cent, unfilled vacancies soaring and wages
accelerating to 6 per cent. Stable import prices and narrowing profit margins, however,
kept consumer price inflation at 2 to 21/2 per cent. At the same time, plummeting prices
for oil and weak prices for other commodity exports contributed to virtually eliminat-
ing the current account surplus.

Over the past several years, the combination of mounting oil revenues, fiscal slip-
page and low interest rates – the latter to offset upward pressure on the exchange rate –
propelled mainland economic activity to well above its potential. In particular, after
several years of rapid expansion, labour force growth levelled off and wage pressure
built up. These factors may have increased Norway’s vulnerability to international
financial turmoil. In the event, developments over the summer led to considerable
turbulence and a stock market correction that was more pronounced in Norway than in
most OECD countries, due to the country’s dependence on crude oil and other primary
products. Monetary policy was tightened sharply to curb capital flight and prevent a
major currency depreciation, with a significant rise in official interest rates lifting short-
term interest rates by almost 31/2 percentage points to over 81/2 per cent in August. The
krone remained weak, however, and the exchange rate was floated at the end of the
month. Since then, short-term interest rates have eased to just below 8 per cent, with

Norway

After five years of strong expansion that led to very tight labour markets and incipient overheating, the Norwegian economy is
now headed for a slowdown. A profit squeeze due to accelerating wages, sluggish export markets and low oil prices, coupled
with a hike in short-term interest rates and an unwinding of the housing boom, are combining to dampen economic activity.
Although the 1999 draft budget may help bolster financial market confidence, further oil price declines and currency turbulence
would risk pushing the mainland economy into recession.

The policy framework in place since 1993, geared towards a stable exchange rate, wage moderation and a tight fiscal policy to
reduce the impact of the petroleum wealth, has partly broken down. The government should encourage the social partners to
resume incomes-policy co-operation while avoiding further fiscal concessions – such as paid education leave – which reduce
labour supply. Rather, reform should focus on releasing labour resources, currently trapped by the generous welfare system, so
as to ease labour shortages over the longer term.

The economy has reached
a cyclical peak

Tight conditions in labour and
financial markets…

9

8

7

6

5

4

3

6

5

4

3
1994 95 96 97 98 1994 95 96 97 98

0.8

0.7

0.6

0.5

0.4

0.9

0.3

95

100

105

110

The labour market is still very tight
As a percentage of the labour force

Norway

Monetary conditions are unsettled

Unemployment (left scale)

Unfilled vacancies (right scale)

Per cent Index

3-month interbank rate (NIBOR) (left scale)

NKr/ECU (right scale)



O E C D

Developments in individual OECD countries- 107

the exchange rate vis-à-vis the ECU stabilising at around 5 per cent below the previous
trading range. Based on the “technical” assumption that the exchange rate will remain
at that level over the projection period, and taking into account the fiscal tightening
announced in the 1999 budget proposal submitted to parliament in early October,
interest rates are expected to ease further.

As new extraction capacity comes on stream, oil and gas production should
rebound, underpinning GDP growth of 21/4 and 13/4 per cent in 1999 and 2000, respec-
tively, following an estimated 21/4 per cent in 1998. However, mainland GDP growth
(excluding oil and gas extraction) is projected to fall sharply from 3 per cent in 1998 to
1 per cent in 1999, reflecting a downturn in mainland business, residential and oil-
related investment, before recovering somewhat in 2000. Employment is projected to
level off accordingly, but tight labour market conditions should continue to feed through
in wage demands, sustaining wage inflation at around 6 per cent and raising consumer
price inflation to about 3 to 31/2 per cent. A new bout of financial turbulence, sparked
by a further weakening of oil and other commodity markets, would risk prompting a
recession in Norway.

… prompt slower output
growth

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

1995
current prices
billion NKr 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) GDP excluding oil and shipping.
c) As a percentage of disposable income.
d) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Mainland GDP at market pricesb

Mainland GDP deflatorb

Exports of non-manufactures
(incl. energy)

Private consumption deflator
Unemployment rate
Household saving ratioc

General government
financial balanced

Current account balanced

458.5 4.7 3.4 3.7 1.9 2.3
194.5 3.2 3.0 2.4 1.1 2.5
192.5 9.6 12.6 5.0 –7.3 –4.3
845.5 5.5 5.5 3.7 –0.6 0.8
27.4a –0.6 0.2 0.5 0.2 0.0

873.0 4.6 5.6 4.2 –0.4 0.8

353.4 9.8 5.8 2.4 6.1 4.0
297.7 8.3 12.3 7.2 0.6 2.2
55.8a 1.6 –1.5 –1.5 2.7 1.1

928.7 5.5 3.4 2.3 2.3 1.8
– 4.1 2.8 –1.3 2.0 2.8

– 4.1 3.7 2.9 1.0 1.4
– 1.5 2.9 2.0 1.7 2.4

– 14.0 2.6 0.3 6.7 4.0

– 1.4 2.5 2.4 3.5 2.8
– 4.8 4.1 3.4 3.7 3.9
– 5.9 5.9 5.7 4.8 4.5

– 6.5 7.5 4.4 5.4 5.9
– 6.7 5.2 1.2 2.0 3.6
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Notwithstanding some deceleration, growth has remained vigorous in the first half
of 1998, with real GDP rising at an annual rate approaching 6 per cent. On the demand
side, domestic consumption and investment continued to drive the expansion, while
the negative contribution from foreign trade diminished. Employment has picked up
somewhat, expanding at a rate of about 11/2 per cent. Owing in part to large inflows
into the labour force, however, unemployment is now declining less swiftly, standing
at 10.3 per cent in the third quarter (labour force survey measure). Wages have slowed
down somewhat but are still rising briskly, outpacing productivity in a number of
enterprises and sectors where financial discipline is wanting, and contributing to a
deterioration in aggregate enterprise profitability ratios. Concomitantly, disinflation is
proceeding, with consumer prices up 10.6 per cent in September over a year earlier.
The deceleration of prices was helped by the strength of the zloty. This was reflected,
inter alia, in the slowdown of producer prices in industry, which by September were
up by only 6.1 per cent on a year earlier. The deterioration of the current account
deficit was limited during the first half thanks to the acceleration of exports and decel-
eration of imports, partly a lagged response to the weakening of the exchange rate in
the course of 1997. Foreign direct investment inflows remained dynamic, spurred by
some privatisation operations.

Through July 1998, coping with the inflationary pressures of capital inflows was
the main challenge facing monetary policy. Capital inflows were fuelled by high inter-
est rates (with the yield on T-bills hovering around 23 per cent in early 1998) and by a
safe haven effect, Poland being perceived as a relatively secure emerging market. In
addition to fiscally costly intervention on the foreign exchange market, the central

Poland

Macroeconomic performance has remained very good, with sustained rapid output growth, falling unemployment and inflation,
and a slowdown in the deterioration of the current account deficit. Unlike other emerging markets, Poland has weathered the
international crisis rather well thus far, in part thanks to its relatively prudent policy stance.

The main macroeconomic challenge facing the authorities will be to ensure that the ongoing stabilisation efforts continue even
if external conditions deteriorate further. This task is all the more difficult as the implementation of the government’s structural
reform initiatives will be costly in the short run.

Growth has remained vigorous
and disinflation continued,

while the deterioration of the
current account slowed

somewhat

Interest rates and the rate
of exchange rate crawl were

reduced in steps

40

35

30

25

20

15

10

5
1995 96 97 98 1995 96 97 98

Unemployment continues to fall

Poland

Real interest rates remain high

Per centPer cent

Registered unemployment
LFS unemployment

18

16

14

12

10

8

1. Year-on-year percentage change.
Sources:Central Statistical Office, National Bank of Poland and Ministry of Finance.  

Consumer price inflation1

Nominal 3-month Treasury bill rate



O E C D

Developments in individual OECD countries- 109

bank reduced its headline interest rates in steps, by a cumulative 5 percentage points.
At the same time, it reduced the monthly rate of crawl of the central parity from 1.0 per
cent in early 1998 to 0.8 per cent from February and 0.65 per cent from July. On the
lending side, although credit to households decelerated during the first half, partly
because of new legislation on collateral, its growth remained very rapid. Domestic
corporate credit continued to rise at an annual rate approaching 30 per cent, and enter-
prises borrowed abroad on a significant scale.

Following the aggravation of the crisis in Russia, Poland experienced significant
capital outflows. The exchange rate depreciated sharply in the course of August, thereby
essentially reverting to the centre of the ±10 per cent crawling band, while the headline
stock market index lost 30 per cent. In early September, however, appreciation pres-
sures resumed and the stock market index recovered some of the lost ground. In this
context, the monetary authorities cut the rate of crawl of the central parity to 0.5 per
cent and lowered its headline interest rates by one percentage point. In late October, a
further interest rate cut followed, and the exchange rate band was widened to ±12.5 per
cent.

On the fiscal front, the execution of the 1998 Budget has been facilitated by higher
than projected GDP and falling interest rates and unemployment. In these conditions,
the relatively unambitious target of 3.2 per cent of GDP for the general government
deficit should be comfortably realised.1 Further fiscal tightening is, however, called

While the execution of the
1998 Budget runs fairly
smoothly, further fiscal
consolidation is called for

1. On a cash basis, and excluding privatisation receipts from revenue. The fiscal balance shown by the OECD is accruals-
based.

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

1995
current prices

billion Zl 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Including statistical discrepancy.
b) Actual amount.
c) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuildinga

Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
General government

financial balancec

Current account balancec

182.0 8.6 7.1 4.5 3.7 3.8
53.6 3.4 3.4 1.8 1.7 2.0
48.7 20.6 20.6 14.8 11.5 10.1

284.4 10.4 9.9 6.9 5.7 5.6
0.5b 1.7 0.8 0.1 0.1 0.1

284.9 12.2 10.6 7.0 5.7 5.6

74.8 12.5 10.6 12.4 8.3 9.4
70.9 28.0 18.3 13.9 9.1 9.3
3.8b –6.1 –4.3 –1.9 –1.3 –0.9

288.7 6.1 6.9 5.7 5.1 5.2
– 18.5 14.8 12.0 9.7 7.9

– 19.5 15.2 11.9 8.9 7.3
– 9.0 11.6 8.5 7.1 6.8
– 12.3 11.2 10.1 9.5 9.3

– –4.4 –3.3 –3.1 –2.7 –2.5
– –2.4 –4.2 –5.1 –5.6 –5.7

The crisis in Russia had
limited spillover effects
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Provided external conditions
do not worsen significantly, no
sharp break in macroeconomic

trends should occur

for in the context of continuing strong growth, and the draft 1999 Budget bill consti-
tutes a step in this direction. It targets a reduction of the deficit in the state budget of
0.7 per cent of GDP despite the cost of the implementation of several ambitious struc-
tural reforms (notably devolution and pension, education and health care reforms, but
also coal mine restructuring).2 The draft bill further envisaged a surge in privatisation
receipts, to 21/2 per cent of GDP. A major tax reform is also under consideration. It is
envisaged that the corporate income tax rate would be cut from 36 to 32 per cent in
1999, and that more comprehensive changes will follow in 2000.

Overall, the outlook remains promising. Growth is projected to slow down some-
what, reflecting the continuation of the incipient deceleration of domestic demand and
a weakening of exports towards neighbouring countries. Even if consumer price infla-
tion remains in double digits this year, it should continue to decrease assuming that
monetary conditions remain tight and that fiscal consolidation proceeds as envisaged.3

The current account gap is projected to widen in the second half of 1998, owing in part
to the real exchange rate appreciation recorded in the first half, but should stabilize
around the turn of the century, albeit at an uncomfortably high level. A key domestic
risk to this projection is the persistence of excessive wage growth, which would pre-
vent the soft landing of domestic demand needed for the external imbalance to recede.
The main external risk is that of a marked slowdown in activity in the OECD area.

2. Pension reform, however, which was to start at the beginning of 1999, has been delayed by three months.
3. The underlying exchange rate assumption is that the monthly rate of crawl is cut to 0.4 per cent in January 2000.
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Economic activity remained buoyant in 1998, as falling interest rates boosted pri-
vate spending, especially consumption. Output growth over the year is estimated at
4 per cent, helping to bring the unemployment rate sharply down. Pushed by a sharp
rise in the price of foodstuffs, restaurants and hotel services, in part as a result of the
Expo, inflation picked up. The 12-month rate reached 3.1 per cent in the third quarter,
up from 1.8 per cent a year earlier. On the external side, increased tourism receipts
have offset strong import growth to leave the current account deficit stable at less than
2 per cent of GDP.

The convergence of policy-controlled interest rates accelerated in the fourth quar-
ter; with the Portuguese repo rate falling to 45 basis points above the German equiva-
lent by early November. Long-term rates also continued to decline, mirroring
developments in other euro area countries. The spread between German and
Portuguese 10-year government bonds increased slightly as a result of global financial
turbulence. On the fiscal side, the budget deficit in 1998 is likely to come down to
2.3 per cent of GDP, undershooting the government’s target for the third year in a row,
a reduction in public debt servicing costs and larger-than-expected tax revenues more
than offseting significant spending overruns.

Portugal

The economy is in its fifth year of expansion, with output growth boosted by infrastructure investment and buoyant consumer
spending. Reflecting in part the effects of Expo 98 in Lisbon, the unemployment rate declined to the lowest level in six years,
while inflation picked up. Monetary policy has eased in the run-up to European Economic and Monetary Union (EMU), and
the fiscal stance has loosened slightly. Risks of overheating are mitigated, however, by the end of temporary factors related to
the Expo and by the effects of a deteriorating external environment. Output growth is expected to decelerate, helping to bring
down inflation, although labour market conditions are likely to remain tight.

Incipient inflationary pressures make it opportune to press ahead with fiscal consolidation and structural reform. Beyond 1999,
with interest rates no longer falling and revenue growth slowing, further deficit reduction will require new budget measures.
Both budget and broader social objectives could be realised through effective reforms in the spheres of health, social security
and education.

Strong output growth has led
to reduced unemployment and
has pushed inflation up

Interest rates have continued
to decline while the budget
deficit is on target
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The output gap is estimated to have closed in 1998, while lower interest rates are
likely to continue to boost consumer and investment spending in 1999. Fears of over-
heating are mitigated, however, by the deteriorating external environment and by the
end of temporary factors (the Expo closed in September 1998). As the growth of pub-
lic investment and external demand (including tourism receipts) decelerate, output
growth is likely to slow down throughout the projection period.

Assuming that the 1999 draft budget is implemented without major changes, pub-
lic debt servicing costs should fall sufficiently fast as to lead to a further reduction in
the budget deficit to 2.0 per cent of GDP. In 2000, however, as interest rates stop
falling and output growth decelerates, new measures will be necessary for Portugal to
meet the budget deficit target of 1.5 per cent of GDP agreed under the Stability and
Growth Pact. Consumer price inflation is projected to decline in 1999 as the effects of
Expo 98 disappear. Inflation may edge up again afterwards however, especially if a
tight labour market leads to wage drift. On the external side, the current account deficit
is expected to widen slightly to 2 per cent of GDP in 2000.

The main risk attaching to the projections concerns the evolution of the global
financial crisis. This could impact on Portuguese exports through both lower market
growth and increased direct competition from emerging market economies, especially
in some labour-intensive industries such as clothing and footwear.

Uncertainties attach to the
effects of the emerging markets

crisis

In spite of monetary easing
in the run up to EMU,

the economy is expected
to decelerate…

… helping to bring inflation
down in 1999

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

1995
current prices

billion Esc 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) Industrial production index.
c) As a percentage of disposable income.
d) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial productionb

Unemployment rate
Household saving ratioc

Current account balanced

10 262.6 2.5 3.0 3.6 3.3 3.1
2 795.0 2.0 2.5 2.8 2.5 2.5
3 734.4 5.7 11.3 7.8 6.6 6.0

16 792.0 3.3 5.1 4.6 4.1 3.9
114.9a –0.5 0.2 0.0 0.0 0.0

16 907.0 2.8 5.2 4.5 4.1 3.8

4 878.8 10.2 8.4 10.5 8.1 8.0
5 968.1 7.5 10.4 10.0 8.5 8.0

–1 089.3a 0.1 –2.1 –1.2 –1.4 –1.2

15 817.7 3.2 3.7 4.0 3.3 3.2
– 2.8 2.8 2.7 2.7 2.5

– 3.6 2.2 2.7 2.3 2.5
– 1.4 2.5 5.3 4.8 3.5
– 7.3 6.8 5.1 5.3 5.3
– 10.2 10.2 10.2 10.2 10.2
– –1.4 –1.8 –1.7 –1.6 –2.0
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In 1998, domestic demand has been the engine of growth. Critical to its strength
has been the qualification for entry into the EMU, which has resulted in a sharp fall in
interest rates and boosted household and firm confidence. Business investment has
accelerated as profits also benefited from falling prices of imported inputs and moder-
ating wage increases. Household expenditure has been boosted mainly by strong
employment growth. The pick up in demand has put some pressure on prices during
the first 8 months of 1998. However, in September the underlying 12-month rate of
inflation fell to 2.3 per cent, while the headline rate is lower due to subdued interna-
tional commodity prices. While goods exports gained market share and the tourist
season was good, the current account has moved from a small surplus to broad balance
due to strong domestic demand.

Though the objectives of monetary and fiscal policy were both met, the policy
stance has not constrained activity. Specifically, the Bank of Spain’s target of inflation
near 2 per cent during 1998 is within reach despite an easing of financial conditions.
Both long and short-term interest rates have been converging to the lower levels of the
euro area, with short term interest rates declining to about 31/2 per cent. Private-sector
credit expansion was robust, at about 13 per cent in nominal terms through September.

Spain

Output growth continues to be among the strongest in the OECD, and is being accompanied by brisk job creation. As a result,
the unemployment rate has fallen to below 19 per cent. Despite the buoyant activity, inflation has remained subdued largely due
to lower labour cost pressure and subdued world commodity prices. With monetary policy set to loosen, and a broadly neutral
fiscal policy, output growth should remain near 31/2 per cent through 2000, despite weak external demand. A strong initial
current account position will ensure that the external position remains comfortable.

Entry into the European Economic and Monetary Union (EMU) has increased the importance of product and labour market
flexibility. Regarding the former, recent regulatory reforms have quickly led to lower prices and improved quality in the
telecommunications and electricity sectors. Regarding labour markets, the 1997 reform represents a first step, but the high
share of workers on fixed-term contracts continues to signal the need for further reform to promote both employment creation
and sustain cost competitiveness. Meeting commitment under the Stability and Growth Pact, including a rapid reduction in the
debt to GDP ratio which is still close to 70 per cent, requires stronger efforts to reform burgeoning entitlement programmes,
especially for pensions and health care.

EMU entry spurs activity

Policies have supported output
growth
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Monetary policy easing reflects the gradual loss of monetary policy autonomy with
the approach of monetary union, and monetary conditions in 1999 are likely to loosen
further. Helped by lower interest rates and faster output growth, fiscal policy is set to
more than meet the 1998 deficit objective (21/2 per cent of GDP). The general govern-
ment budget deficit could decline from 2.6 per cent of GDP in 1997 to below 2 per cent
this year. However, the 1998 Budget contained few structural measures, other than the
maintenance of hiring restrictions for civil servants, and in this sense, the fiscal stance
has remained broadly unchanged from 1997. The 1999 Budget includes a significant
tax reform which will lower marginal rates and simplify exemptions. Even so, the
deficit should continue to decline due to lower interest payments and the relatively
strong pace of activity, though the deficit projected by the OECD is slightly above the
official target of 1.6 per cent of GDP, reflecting a somewhat less favorable projection
for growth.

Output growth is projected to slow from 3.8 per cent in 1998 to 3.4 per cent in 2000
due especially to weakening exports. However, domestic demand will remain strong,
and its continuing dynamism should support solid job growth so that the unemploy-
ment rate could fall to below 17 per cent by 2000. Due to the existence of a high level
of structural unemployment, the tightening of the labour market is projected to lead to
some wage pressures. With world commodity prices projected to remain low and strong
investment to ease emerging capacity constraints, inflation should nonetheless remain
at 2 per cent through 2000. Output growth risks being lower, due to a worsening exter-
nal environment, which would result in a more acute slowdown in exports to the detri-
ment of output and employment. On the other hand, output growth may be stronger
and inflationary pressures more prevalent if the external drag is not as strong or
domestic demand is more responsive to looser monetary conditions.

Activity will slow, but remain
robust if the external

environment does not worsen

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

1995
current prices

billion Ptas 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of disposable income,
c) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
Household saving ratiob

General government
financial balancec

Current account balancec

43 313.6 2.0 3.1 3.5 3.7 3.8
11 650.2 0.9 1.4 1.3 2.1 2.1
14 494.2 1.3 5.1 8.8 7.9 8.2
69 458.0 1.7 3.3 4.3 4.5 4.6

250.5a 0.0 –0.3 0.1 0.1 0.0
69 708.5 1.6 2.9 4.4 4.6 4.7

16 731.7 10.6 14.8 10.1 7.6 7.0
16 660.1 7.4 12.2 11.5 10.5 9.9

71.5a 0.7 0.5 –0.7 –1.3 –1.5

69 780.0 2.4 3.5 3.8 3.4 3.4
– 3.2 2.0 2.6 2.4 2.4

– 3.4 2.5 2.0 2.0 2.0
– 0.0 6.0 5.9 5.0 5.8
– 22.2 20.8 19.1 17.8 16.8
– 12.3 11.0 10.7 10.5 10.1

– –4.7 –2.6 –1.9 –1.8 –1.5
– 0.1 0.4 0.3 –0.2 –0.9
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Economic growth accelerated in the first half of 1998, as domestic demand ben-
efited from stimulatory financial-market conditions and rising asset prices. Business
fixed investment registered a sharp turnaround, with a year-on-year growth rate of
91/2 per cent, and both private and public consumption were increasing. With import
penetration continuing to increase and export growth subsiding, the contribution
to growth from the external sector has become negative in 1998, the first year this
decade.

Labour demand has been rising since mid-1997 and employment is growing at an
annual rate of 13/4 per cent. Open unemployment has fallen, as labour-force growth has
been weak, a strong increase in education programmes offsetting the cyclical upturn in
participation. Wage growth has slowed to 33/4 per cent in 1998, reflecting the spring
bargaining round, which resulted in three-year agreements at central level with annual
increments of about 21/2 per cent and a framework to slow locally-determined wage
drift. The headline inflation rate peaked at 1.9 per cent in late 1997, and has since
become negative as long-term interest rates and import prices have fallen and indirect
taxes have been cut. Underlying domestically-generated inflation is running at
11/2 per cent.

Sweden

The economic expansion is slowing as weaker international prospects feed into lower real net exports. However, private
consumption, business fixed investment and the general economic climate are benefiting from growing real disposable income
and generally supportive financial-market conditions as the 1995-98 fiscal consolidation process is completed. A ratcheting-
down in nominal wage growth has contributed to an environment of moderate price inflation, while employment gains have
served to lower open unemployment to under 7 per cent, to which must be added the substantial number enrolled in education
programmes and active labour-market schemes.

The completion of the fiscal consolidation programme has been followed up by a strategy of attaining an average budget
surplus of 2 per cent of GDP over the economic cycle. Adherence to this objective, and the expenditure ceilings for 1998-2001
which aim to reduce public spending relative to GDP, will allow repayment of the public debt and provide room for tax rates to
be lowered, thereby improving labour-market performance.

Domestic demand has taken
over as the main vehicle
for growth

Employment is increasing and
wage growth decelerating
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Sources:SCB; Sveriges Riksbank; OECD.  
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Fiscal consolidation has been rapid over the past few years, with full adherence to
objectives set, and the general government balance will be in surplus in 1998. With the
four-year expenditure ceilings adopted in spring 1998 having been confirmed and lo-
cal governments being legally obliged to balance their books by 2000, the aim of achiev-
ing a surplus of 2 per cent of GDP by 2000 should be within reach. Reflecting the
easing of inflationary pressures, the central bank lowered its key repo rate, from 4.35
to 4.10 per cent in June and again to 3.85 per cent in early November. The yield on
10-year government bonds fell below 5 per cent in June, narrowing the differential
against German rates to 1/4 percentage point. The premium has since increased to
between 1/2 and 3/4 percentage point accompanied by a weakening of the exchange
rate, but interest differentials should decline again as and when international financial
markets normalise and recently-adopted fiscal objectives are met.

Underpinned by supportive monetary conditions, and substantial real-wage gains,
domestic demand should continue to support the economic upturn, with growth gradu-
ally easing back as investment growth subsides in the face of expanding capacity. In
the absence of further structural reforms, employment growth will slow. However,
international competitiveness remains strong, allowing import penetration to slow and
exporters to retain market shares. In aggregate, output growth is projected to settle in
the 21/4-21/2 per cent range in 1999-2000.

The significant imbalances formerly evident in the balance sheets of households,
enterprises and the public sector have been eliminated in recent years, reducing downside
risks from the domestic side. The main element of uncertainty thus attaches to the
volatile international environment.

The risks are balanced apart
from international

uncertainties

The budget surplus is
increasing and bond yields are

at a historical low

Growth will moderate with
weaker international prospects

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

1995
current prices

billion Skr 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) Based on monthly Labour Force Surveys.
c) As a percentage of disposable income.
d) As a percentage of GDP.
e) Maastricht definition.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rateb

Household saving ratioc

General government
financial balanced, e

Current account balanced

863.5 1.3 2.0 2.8 2.5 2.2
425.7 –0.2 –2.1 1.9 0.8 0.6
240.4 3.7 –4.8 9.7 7.1 5.7

1 529.6 1.3 –0.3 3.7 2.9 2.4
14.2a –1.1 0.7 0.1 0.0 0.0

1 543.8 0.1 0.4 3.8 2.8 2.4

675.4 6.1 12.8 5.5 4.0 5.5
569.2 3.7 11.7 8.7 6.0 6.3
106.2a 1.2 1.4 –0.6 –0.4 0.1

1 649.9 1.3 1.8 2.8 2.2 2.4
– 1.0 1.2 1.2 1.2 1.8

– 1.2 2.2 0.8 1.0 1.7
– 2.3 7.4 4.5 3.8 4.5
– 8.1 8.0 6.5 6.3 6.0
– 4.4 0.8 1.1 1.8 1.6

– –3.5 –0.8 1.2 0.3 1.5
– 2.3 2.8 2.1 2.0 1.8
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Real GDP grew at an annual rate of 13/4 per cent in the first half of 1998, down from
31/2 per cent six months earlier. Total domestic demand remained quite robust although
much of this is attributable to inventory accumulation.1 Growth of machinery and equip-
ment investment slowed markedly, but construction investment showed the first signs
of recovery. Household consumption growth remained rather steady, underpinned by
improving consumer confidence. The weakening of economic activity was largely due
to a sharp deceleration in the expansion of exports of goods and services to an annual
rate of under 2 per cent, after two-digit growth in the second half of 1997. Merchan-
dise exports to European countries and North and South America remained robust, but
shipments to troubled Asia (accounting for nearly 11 per cent of Swiss export markets
in 1997 if Japan is included) contracted sharply.

Reflecting the shock from the international financial crises, the business climate
has deteriorated somewhat in the course of 1998. But other indicators have been posi-
tive; industrial capacity utilisation has improved and now exceeds its long-term aver-
age while encouraging news from dwelling permits issued suggests that housing

Switzerland

Economic activity lost momentum during the first half of 1998 as the growth of exports slowed markedly in response to the
Asian crisis. Leading indicators convey a mixed message but, on balance, point to a continuation of the economic expansion at
modest rates. In spite of temporary upward pressures on the exchange rate, overall monetary conditions have remained rather
easy. This should make domestic demand the dominant engine of growth. Employment is likely to continue to recover, while a
continuing output gap will keep price and wage inflation very low, notwithstanding the increase in the VAT rate at the beginning
of 1999.

With export demand weakening, the recovery of domestic demand still fragile and the output gap large, it appears appropriate
to maintain easy monetary conditions in spite of the overshooting of the monetary base. Federal budgetary policy should
adhere to the objectives of reducing the deficit to slightly under SF 1 billion by 2001 and of balancing the budget over the
business cycle thereafter. In view of the ageing of the population, budgetary prudence should be complemented by reforms of
the social security system.

Economic growth is slowing as
exports to Asia fall

On balance, current domestic
economic indicators are
encouraging

1. This item also includes the statistical discrepancy between output-and demand-based GDP measures.
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construction may have bottomed out in late 1997. Finally, consumer confidence has
continued to improve, buoyed by good news from the labour market.

Employment growth resumed in early 1998, ending a long period of contraction.
The registered unemployment rate has declined from a peak of 5.4 per cent (seasonally
adjusted) in early 1997 – a post-war record high – to 3.6 per cent in the third quarter of
1998. However, this decline is only partly attributable to the cyclical recovery. It is
also due to unemployed persons ceasing to register at labour offices because they are
no longer eligible for benefits and to the rising number of job-seekers participating in
labour market programmes. There are no signs of consumer inflation, which was on
average zero for the first three quarters of 1998.

The partial correction in 1996 and 1997 of the earlier sharp appreciation of the real
effective Swiss franc exchange rate has supported the recovery since 1997. During
1998, monetary policy remained pragmatic and allowed the monetary base to over-
shoot its medium-term target growth rate of 1 per cent per annum by a substantial
margin. This kept the three-month euro-Swiss franc interest rate below 2 per cent in
the first nine months of 1998 and helped stabilise the real effective exchange rate
around its average level in 1997. The National Bank has made it clear that it stands
ready to increase the money supply even more and bring money market interest rates
down further if needed to counter renewed upward pressure on the exchange rate. The
projection assumes stable short- and long-term interest rate differentials vis-à-vis the
euro area at their current levels.

The Confederation’s finances were budgeted to close with a deficit of SF 7.6 bil-
lion (2 per cent of GDP) in 1998 after SF 5.3 billion (11/2 per cent of GDP) in 1997, but
are now expected to turn out substantially better as a result of cyclically-higher tax
revenues and lower expenditures on unemployment benefits. The projections assume
that fiscal policy remains on its consolidation path, which aims at a federal budget

… combined with fiscal
consolidation…

Employment is recovering
and unemployment falling

rapidly

Supportive monetary
conditions…

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

1995
current prices

billion SF 1996 1997 1998 1999 2000

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of GDP.

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
Current account balanceb

215.9 0.4 1.2 1.7 1.6 1.9
55.0 1.4 –0.1 0.3 0.4 0.5
77.6 –2.7 1.5 3.6 3.6 3.6

348.5 –0.2 1.1 2.0 1.9 2.1
0.4a 0.2 0.0 0.2 0.1 0.0

348.9 0.0 1.0 2.2 2.0 2.2

127.5 2.5 9.0 5.5 4.5 5.0
113.0 2.7 7.2 6.8 5.5 5.8
14.6a –0.1 0.7 –0.5 –0.4 –0.4

363.5 0.0 1.7 1.7 1.6 1.8
– 0.4 –0.2 0.8 1.4 1.2

– 1.1 0.6 0.0 0.9 0.8
– –0.1 5.4 7.5 5.5 6.0
– 4.7 5.2 4.0 3.4 3.0
– 7.2 8.2 8.4 8.5 8.6
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deficit of 1 per cent of GDP in 1999 and a further deficit reduction in the year 2000. To
this end, the VAT rate will be raised by 1 percentage point to 7.5 per cent at the begin-
ning of 1999 and a fiscal consolidation package, focusing on expenditure cuts, will be
introduced by mid-1999.

Domestic demand is projected to replace exports as the major engine of growth in
1999-2000. Mildly accelerating growth in private consumption and robust fixed in-
vestment are expected to be the main pillars of activity. The effect on activity of slow-
ing growth of machinery and equipment investment in response to less dynamic exports
is likely to be offset by the expected recovery of construction investment; the latter
will be assisted by the Confederation’s fiscal stimulation programme for advanced
infrastructure maintenance, which ends in 1999. Export growth is likely to decelerate
somewhat due to contracting Asian markets. In all, real GDP growth is projected to
stay at around 13/4 per cent over the 1999-2000 period. Employment is likely to
recover further, bringing the rate of unemployment down to around 3 per cent in the
year 2000. The large output gap will continue to keep price and wage inflation very
low. In the present disinflationary climate, with strong price competition from abroad,
the increase in the VAT rate in 1999 will add only little to consumer price inflation. A
major uncertainty in the outlook is the possibility of a sharp appreciation of the Swiss
franc and the consequent implications for the economy’s international competitive-
ness. Such a situation could arise if, as in several past occasions of financial market
turmoil, investors look for “safe haven currencies”.

… favour the continuation of
the recovery, the main risk
coming from foreign exchange
markets
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Turkey’s strong economic expansion following the 1994 financial crisis faltered in
the second quarter of 1998, with real GDP growth slowing to 2.6 per cent (year-on-
year). The slowdown was confirmed by a sharp deceleration in industrial output growth
to less than 1 per cent (year-on-year) in July and August, while the stock market fell by
half in dollar terms during the two months from mid-July. Consumer price inflation,
which peaked at more than 100 per cent in January (year-on-year), declined gradually
to 77 per cent in October. The current account deficit in the first half of the year
remained at around 11/2 per cent of GDP, while the Central Bank’s foreign reserves
reached a record $26.4 billion at the end of June.

The deceleration in growth may reflect the impact of the stabilisation programme
implemented at the beginning of 1998 to reduce the country’s chronically high budget
deficit. In the first half of the year, revenues were 15 per cent above the quarterly
targets, reflecting measures to improve tax collection. With tighter spending disci-
pline, the primary budget balance is projected to rise from balance in 1997 to a surplus
of more than 4 per cent of GDP this year. However, because of a bulge in interest
payments, the consolidated budget deficit is expected to remain above 7 per cent in
1998. Although the long-stalled privatisation programme finally gained some momen-
tum in 1998 with the sale of an estimated $2.6 billion of state assets, less than half of

Turkey

Following three years of buoyant economic growth, the Turkish economy slowed markedly in mid-1998, reflecting the impact of
the government’s stabilisation programme and the crisis in emerging market economies. Slower growth was accompanied by a
deceleration in consumer price inflation from the triple-digit rate recorded at the beginning of 1998 to less than 80 per cent by
October. The deteriorating external environment and fiscal consolidation are expected to restrain growth to between 4 and
5 per cent through 2000, while allowing a further reduction in inflation.

The government’s programme of quarterly targets for expenditure and revenue has produced positive results and should be
strictly adhered to during the run-up to elections next year. With less uncertainty about government borrowing, the central bank
has implemented a monetary programme conducive to lowering inflation. However, sustained progress in reducing chronic
budget deficits will require reform of the deficit-ridden state pension system, together with continued progress in the privatisation
and restructuring of state-owned enterprises.

A slowdown in growth in mid-
1998 has been accompanied by

a deceleration of inflation

The government’s programme
to reduce the budget deficit…
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these receipts will be used to reduce the budget deficit. Nevertheless, given the im-
provement in budgetary discipline, the Central Bank has felt itself in a position to set
money supply growth targets aimed at reducing inflation to 45 per cent by the end of
1999.

In June, Turkey agreed to an 18-month “Staff-Monitored Programme” with the
IMF. Under the agreement, the IMF will monitor the implementation of the stabilisation
programme based on targets agreed with the government. In July, however, Turkey
allowed public-sector wage increases larger than those called for in the programme.
The crisis in Russia has had an adverse impact on Turkey, which had largely escaped
the negative consequences of financial turmoil in Southeast Asia. The deterioration in
investor sentiment led to a sharp rise in the yield on Treasury bills from 77 per cent in
July to 136 per cent in September, while the Central Bank’s foreign reserves fell to
$21.5 billion. The situation now appears to have stabilised, due in part to recent changes
in the tax system aimed at reducing tension in financial markets.

Given the worsening external environment and greater fiscal discipline, output
growth is projected to slow to 43/4 per cent this year and 4 per cent in 1999 before
picking up to about 5 per cent in 2000. More subdued growth is projected to be accom-
panied by a further deceleration in inflation, which could fall to about 20 per cent by
the end of 2000 if programme commitments are adhered to. The current account is
projected to record deficits of around 2 per cent of GDP in the coming two years. In the
current environment, though, capital flight remains a constant threat to Turkey despite
its strengths, such as the low level of short-term foreign debt and a relatively small
amount of problem loans in the banking system. The risk of a financial crisis would be
reduced by continued progress in cutting government deficits and implementing key
structural reforms – notably in the area of the pension system.

… are projected to keep growth
in the 4 to 5 per cent range
through 2000, while allowing
further progress in slowing
inflation

… and the adverse impact of
the crisis in Russia…

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

1995
current prices

trillion TL 1996 1997 1998 1999 2000

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand
* stockbuilding
Total domestic demand

Exports of goods and services
Imports of goods and services
* net exports
* statistical discrepancy

GDP at market prices
GDP deflator

Memorandum items
Private consumption deflator
Industrial production
Unemployment rate
Current account balanceb

 * Contributions to changes in real GDP (as a percentage of real GDP in the previous year).
a) Actual amount.
b) As a percentage of GDP.

5 458 9.1 8.4 4.9 4.3 5.1
837 7.7 4.1 8.0 7.5 4.0

1 850 18.2 15.4 4.4 4.2 7.6
8 145 11.4 10.0 5.0 4.5 5.8

127a 0.1 –0.8 0.2 0.0 0.0
8 273 11.4 9.2 5.1 4.5 5.7

1 544 15.0 19.1 9.0 6.0 7.0
1 890 29.6 22.4 9.0 6.8 8.5
–346a –4.5 –2.7 –0.9 –0.9 –1.4
–164a –0.1 0.2 0.0 0.0 0.0

7 762 7.2 7.5 4.7 4.0 5.0
– 78.6 81.5 83.9 47.3 30.0

– 74.1 75.1 83.9 47.3 30.0
– 6.8 9.5 4.9 4.5 5.3
– 6.0 6.4 6.8 7.0 6.8
– –1.3 –1.3 –1.8 –1.9 –2.0
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The economic downturns in the Dynamic Asian Economies (DAE) have deepened
and become more widespread since the spring of this year. The deterioration has been
worst in Thailand and Indonesia, the two countries that first entered the crisis. The
situation is particularly severe in Indonesia, where the social and political turmoil of
last spring has accentuated and probably prolonged the severe contraction already under
way. Despite earlier success in avoiding crisis, Malaysia is now experiencing a sharp
output decline. The economy of Hong Kong, China entered recession in the second
quarter of this year while growth has come to a virtual halt in the Philippines and
Singapore. Only Chinese Taipei is still maintaining robust growth. Domestic demand
in these economies has been even weaker than GDP, whose decline has been cushioned
by severe import compressions along with substantial increases in export volumes that
have not been reflected in their dollar values because of marked declines in prices. The
economic downturns in most of the DAE seem to have continued into the second half
of 1998, and could extend into 1999 in some cases. Growth in China slowed in the
first half of 1998, due to a marked deceleration in exports and a more moderate decline
in private consumption growth, partly offset by a pickup in government investment.
However, recent data suggest that growth began to pick up in the latter portion of this
year in response to the government’s fiscal stimulus measures.

III. DEVELOPMENTS IN SELECTED
NON-MEMBER COUNTRIES

The widening of the crisis in emerging markets over the past six months has worsened the economic situation and prospects for
the majority of non-member countries. Nearly all the Dynamic Asian Economies (DAE) are now in recession, and growth
in China has also slowed compared to the pace of 1997. The instability on Russian financial markets since the fall of 1997
evolved into a full blown financial crisis by mid-1998, which is having reverberation effects throughout that region. In South
America, renewed tension over the sustainability of the Real currency regime in Brazil added to the downward pressures on
growth deriving from the generally tight policy mix adopted after the start of the Asian crisis last year and the worsening of the
terms of trade of the region’s commodity exporting countries.

Little if any recovery is expected before the second half of 1999. Recovery in all three regions depends on mutually-reinforcing
successes in three areas: visible progress on fundamental macroeconomic and structural reforms; more supportive financial
market conditions; and sustained social and political consensus. The particular circumstances of the countries in each region
condition the concrete challenges they are now facing in this regard. In Asia, where the crisis is now more than a year old, the
key requirement is to lay the basis for recovery by implementing structural reforms needed to facilitate financial restructuring
and to rebuild confidence. The authorities in Russia now face enormous challenges to avoid hyperinflation, to rebuild financial
markets and banking, and to accelerate vital structural reforms that will determine prospects for stabilisation and growth in the
medium term. In South America, where structural reforms have progressed considerably, the focus is on Brazil as it seeks to
avoid crisis by rationalising the federal fiscal system and cutting the large fiscal deficit.

Dynamic Asian Economies and China

Economic activity has been
weaker than earlier expected
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Part of the economic worsening in the DAE is attributable to the spill-over effects
of the severe import compressions in the crisis countries on the exports of neighbouring
economies. These spillovers have been magnified by the dependence of exports on
intra-Asian trade; by the relatively high ratios of exports to GDP; and by the knock-on
effects on consumer and business confidence produced by the downturns themselves.
Economic weakness has been further aggravated by pressures on short-term interest
rates, which have been quite high in real terms for much of this year in Hong Kong,
China, in the Philippines, and until recently, in Malaysia and Thailand – particularly
given their depressed levels of activity. Recurrent surges in currency pressures, most
recently in the wake of the Russian crisis, and renewed political tensions in Indonesia
and Malaysia, are largely responsible for these high interest rates. While these pressures
eased in late summer, they remain a potential constraint on monetary policy in most of
the region. In these countries as well as in Indonesia, credit supply constraints stemming
from the financial problems of the banking and enterprise sectors are greatly accentuating
the deflationary effects of high interest rate levels. Credit conditions in China are also
tighter than the low level of nominal interest rates might suggest, given that inflation has
become negative and given the severe balance sheet problems of banks and enterprises.

The timing and sustainability of a recovery in the DAE will depend on three factors:
first, the speed with which external financial conditions stabilise and so allow for real
interest rate levels that support economic expansion; second, the pace of restructuring
of both banks and enterprises to achieve more sustainable balance sheets and thus
allow normal financing mechanisms to begin to operate again; and third, the appropriate
use of macroeconomic instruments to rebuild confidence while smoothing the worst of
the current hardships faced by the populations in these countries. Situations differ among
the DAE with respect to each of these elements.

Financial conditions in the region remain unsettled, with new tensions emanating
from risks of renewed contagion from developments elsewhere. Continued currency
pressures have prompted authorities in a number of DAE to take direct measures to
reduce market speculation. In early September the government of Malaysia imposed
stringent restrictions on capital outflows (excepting profits and dividends from foreign-
owned operations within the country) and pegged the exchange rate against the US dollar
as part of a broader strategy to reflate the economy, in part through directed lending to
certain large enterprises. The authorities in Hong Kong, China intervened heavily in
the stock market in August in an effort to squeeze short positions they felt were being
used to speculate against the Hong Kong dollar. More limited measures to curb dealings
between domestic financial institutions and certain foreign hedge funds have been taken
in Chinese Taipei. The degree to which these moves have achieved their short-term
objectives is difficult to determine, while the risks they can pose, both for neighbouring
governments as well as those imposing the controls, are already evident. Malaysia’s
capital controls have had disruptive near-term effects on several financial markets in
Singapore. A broader concern is that investor fears of the imposition of further controls
will add to risk premia and make regional markets even more vulnerable to shocks.
Beyond the near term, whether recovery prospects in Malaysia have been enhanced or
set back depends importantly on whether direct investment flows, which have been
major contributors to capital formation in manufacturing, are seriously discouraged by
the capital controls; and even more importantly on the degree to which the breathing
space from external pressures is used to address underlying structural problems.

Requirements for financial restructuring are very substantial but differ among the
countries of the region. In Hong Kong, China, in Singapore, and in the Philippines, the
banks were relatively adequately capitalised before the crisis, prudential standards were

Severe import compressions
and high real interest rates

have aggravated the downturns

Recovery in Dynamic Asia
depends on three factors

Moves by a number of
countries to limit speculation

carry risks

Extensive financial
restructurings are required
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Table III.1. Projections for selected Asian economiesa

1997 1998 1999 2000
China
Real GDP growth 8.8 7.6 7.7 7.2
Domestic demand growth 6.7 7.4 8.2 7.3
Inflation 0.8 –2.5 1.0 2.0
Current account balance (US$ bn) 29.7 25.0 16.8 15.4
Current account balance (% of GDP) 3.3 2.6 1.6 1.4

Indonesia
Real GDP growth 4.7 –15.5 –3.0 3.0
Domestic demand growth 6.0 –28.0 –7.0 4.5
Inflation 11.1 60.0 25.0 10.0
Current account balance (US$ bn) –5.0 8.6 11.3 8.4
Current account balance (% of GDP) –2.3 10.1 8.1 5.3

Thailand
Real GDP growth –0.4 –7.0 2.0 4.5
Domestic demand growth –2.5 –20.0 –1.0 5.8
Inflation 6.0 8.5 5.5 5.0
Current account balance (US$ bn) –3.0 13.5 15.0 13.2
Current account balance (% of GDP) –1.9 11.5 10.7 8.6

Malaysia
Real GDP growth 7.8 –4.7 –0.5 3.5
Domestic demand growth 6.4 –15.0 –2.0 3.6
Inflation 2.7 5.3 4.0 4.5
Current account balance (US$ bn) –4.8 4.6 4.0 4.4
Current account balance (% of GDP) –4.8 6.4 5.2 5.3

Philippines
Real GDP growth 5.1 –0.5 2.0 4.5
Domestic demand growth 4.4 –7.5 0.8 5.0
Inflation 5.0 9.5 6.5 4.5
Current account balance (US$ bn) –3.7 1.8 2.0 1.4
Current account balance (% of GDP) –4.6 2.8 2.9 1.9

Chinese Taipei
Real GDP growth 6.8 4.5 4.0 5.5
Domestic demand growth 6.8 5.1 4.0 5.8
Inflation 0.9 1.2 0.0 1.7
Current account balance (US$ bn) 7.8 5.0 3.6 2.5
Current account balance (% of GDP) 2.7 1.9 1.3 0.8

Singapore
Real GDP growth 7.5 0.0 0.5 3.2
Domestic demand growth 2.0 –8.0 –1.5 2.5
Inflation 2.0 –0.2 0.5 1.5
Current account balance (US$ bn) 14.7 16.0 16.3 16.4
Current account balance (% of GDP) 15.1 18.5 18.1 17.4

Hong Kong, China
Real GDP Growth 5.2 –4.5 1.5 5.5
Domestic demand growth 7.7 –8.5 0.8 5.0
Inflation 5.9 3.5 3.0 3.5
Current account balance (US$ bn) –6.6 –1.9 –0.4 0.4
Current account balance (% of GDP) –3.8 –1.1 –0.2 0.2

Memorandum item: DAEb

Current account balance (US$ bn) –0.6 47.7 51.8 46.7

a) The figures given for GDP and inflation are percentage changes from the previous period. Inflation refers to the
Consumer Price Index except in China, where the retail price index is used. Current account estimates for Hong Kong,
China correspond to net exports of goods and services on a national accounts basis and therefore exclude investment
income and transfers.

b) Dynamic Asian Economies (DAE): Indonesia; Hong Kong, China; Malaysia; the Philippines; Singapore; Chinese
Taipei; and Thailand.

Source: Figures for 1997 are preliminary figures from national sources or OECD estimates. Figures for 1998-2000 are
OECD projections.
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better maintained than in most other countries in the region, and the downturns have
been moderate. For these reasons, the credit crunches now evident should ease with
lower interest rates and as activity begins to recover. Financial strains experienced by
banks and corporations may well damp the initial stages of the recovery, as they did in
the United States and several other OECD countries during the early 1990s. However,
provided there are no further outside shocks that make them substantially worse, the
financial problems are unlikely to prevent a recovery, and any public outlays needed
for financial restructuring should remain moderate.

The financial problems are much worse in Indonesia, in Thailand, and to a lesser
extent in Malaysia. Most financial institutions in the first two countries are either
insolvent or severely depleted of capital and much of the corporate sector is effectively
bankrupt. Financial restructuring is much more complex in these cases, will take longer,
and will unavoidably involve large-scale government outlays as well as other
interventions. In Thailand, immediate steps focused on the closing of insolvent
institutions, and the taking over of their bad assets by a government agency. These
assets are now being sold, and the authorities expect to complete the sale of assets
acquired from the finance companies by the end of this year. The more difficult tasks
are to recapitalise the banks while at the same time restoring the financial conditions of
corporations to the point that they have access to financing for working capital and can
resume their debt-servicing, at least to some extent. Detailed plans for financial
restructuring were announced by the government in August and September. These plans
involve substantial public outlays to recapitalise the banks but also require much burden
sharing from the private sector: the banks will have to write down shareholders’ equity
before receiving injections of public funds, and seek funds from other domestic sources
or foreign institutions. The plans rely heavily on negotiations among the private parties
involved to work out problem debts and restructure enterprises, but provide incentives
in the form of additional capital injections for banks to reach agreement with their
corporate debtors and to extend new loans to businesses that are creditworthy. In these
respects, their approach is much more aggressive than the gradualist approach pursued
by Japan over the past several years, but falls short of the more radical interventions
taken by authorities in several Nordic countries during their banking crises earlier in
this decade. Private sector debt negotiations are likely to proceed most rapidly when
all parties stand to gain economically from coming to agreement. In the case of Thailand,
the hope is that the process will engender a virtuous circle whereby initial successes
will allow profits and liquidity to begin to recover and thereby generate the financial
resources to catalyse further progress. The risk is that negotiations bog down and stall
the restructuring process; in that event, public outlays for restructuring are likely to
have to increase and the overall economic recovery could be delayed or at least
weakened.

Indonesia has adopted approaches that in many respects parallel those in Thailand:
the plans entail somewhat more direct government intervention and public outlays
initially but also rely on private sector initiatives. Restoring financial viability to the
private sector is, however, rendered enormously more complicated by the huge foreign
debt obligations of the private corporate sector. An important first step toward dealing
with these obligations was taken with the agreement in June between representatives
of foreign creditors and of Indonesian corporations on a framework for dealing with
the debts similar to the Ficorca plan applied in Mexico during the early 1980s. This
framework provides important incentives, in particular a hedge against further exchange
rate depreciation, for corporate debtors and their foreign creditors to agree on
rescheduling terms. However, implementation involves numerous bilateral negotiations
that are likely to stretch out over a number of years.

Banking and corporate
restructuring in Thailand and

Indonesia are especially
complex and intertwined

Restructuring in Indonesia is
greatly complicated by the
huge external debt of the

corporate sector
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Governments are undertaking reforms in three other areas to facilitate financial
restructuring. First, major reforms to bankruptcy and foreclosure laws, whose lack of
clarity and cumbersome enforcement have been an important source of business
uncertainty in a number of countries in the region, have been introduced in Indonesia
and Thailand. Second, authorities in the two countries have tightened prudential
standards governing loan classification, provisioning, and capital standards, in part to
help provide accurate information on financial conditions that will be needed during
the restructuring process. The authorities in Malaysia instituted extensive reforms of
their prudential regulations earlier in 1998, although tighter standards for loan provisions
announced at that time were partially relaxed in September as part of the effort to
boost credit expansion. Third, the authorities in Thailand and Indonesia are attempting
to attract additional foreign capital into their banking systems by relaxing restrictions
on the permissible level of foreign ownership.

Macroeconomic policies also have an important role to play in supporting economic
recovery. In this regard, the Asian countries do have some room for manoeuvre. The
authorities have been largely successful in containing the inflation pressures arising
from their currency depreciations. There has been little or no increase in inflation in
Singapore or Chinese Taipei and only moderate increases in Malaysia, Thailand, and
the Philippines. Moreover, inflation pressures have begun to recede throughout the
DAE region. These successes – provided they are maintained – should allow room for
monetary stimulus once currency pressures abate. On the fiscal side, government debt
levels are moderate as a share of GDP. Government budget deficits, although they
have increased considerably as a result of the weakening in activity, otherwise remain
in reasonably favourable shape. The authorities thus have some scope for fiscal measures
needed to cushion the effects of the downturn on the most severely affected segments
of their populations and to facilitate recovery, though the simultaneous need to spend
large amounts for financial restructuring does set limits on discretionary easing.

The authorities in China are also facing the difficult challenge of undertaking
essential structural reforms in the face of slowing domestic demand and the external
drag from the economic downturns in other Asian countries. The structural problems
of China’s economy, especially the weak financial system and the loss-making state
enterprise sector, have led to a gradual slowdown in growth over the past two years
and are further threatening medium-to-longer-term growth prospects. With inflation
now virtually eliminated, the authorities have moved to ease monetary policy by
lowering interest rates and increasing banks’ liquidity. However, the impact of this
stimulus has been substantially blunted as banks – burdened with non-performing loans
and pressed by supervisory authorities to apply sound commercial standards to their
activities – have become increasingly reluctant to lend in 1998. Consumption spending
has been lagging because urban households have become very cautious in the light of
massive layoffs from state enterprises and the phasing out of cradle-to-grave socialist
welfare for state workers. Structural reforms to address these problems were at the
heart of the ambitious reform programme announced early this year by the government.
The programme included financial reforms: to recapitalise the banks; to write off their
bad debts to the state-owned enterprises; and to tighten prudential and supervisory
standards. Another key element was a three-year programme for restructuring the state
enterprises by encouraging mergers and acquisitions, developing shareholding, and
relieving enterprises of their social welfare responsibilities such as housing, health
care and pensions.

To sustain the consensus needed for reforms in the face of the near-term dislocations
they entail, real growth needs to remain strong enough to prevent unemployment from

Other structural reforms are
being taken to facilitate
financial restructuring...

... while there is room
for supportive macroeconomic
policies

China faces a major challenge
in pursuing necessary reforms
while maintaining growth in
the near term

Reforms have been slowed
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Figure III.1 Financial market reactions in selected non-OECD countries

Notes: Exchange rates are indexes of the dollar value of the foreign currency; short-term interest rates are representative 3-month money market rates; equity prices are
standardly quoted indexes from the country stock exchange. Monthly data.

Sources: The Economist and Bloomberg.
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rising substantially. However, despite the easing of monetary and fiscal policies adopted
during the first half of this year, growth in China has slowed more than expected,
prompting the government to postpone some of the reforms as it attempts to bolster the
economy through further fiscal stimulus. The authorities have accelerated the massive
public investment spending package announced early this year and have announced
plans to help finance the package by issuing 100 billion yuan (US$12 billion) in
government bonds along with additional lending by the four largest state banks of an
equivalent amount; the banks have also been urged to increase their lending to
enterprises. The planned infrastructure spending through large public works projects is
intended to relieve some of the unemployment pressures in the provinces where the
problem is more pronounced. At the same time, the government has postponed the
privatisation of small and medium-sized enterprises as well as housing reforms aimed
at encouraging home ownership and at ending rent subsidies by state-owned
enterprises (SOEs) to their employees. So far the Chinese authorities have resisted the
pressure to devalue the currency; instead, tax and other benefits have been given to
exporting firms to compensate for lost competitiveness. The government has also taken
measures to tighten regulations governing capital outflows in response to signs that
unauthorised outflows are on the rise.

The current temporary pause in the reform process reflects the authorities’ concerns
that mounting unemployment pressures and other dislocations could become a serious
problem, particularly given the uneven geographical distribution of income and
employment opportunities. However, there are risks that substituting fiscal stimulus
for reforms, even in the near term, could exacerbate the more fundamental problems.
The prudent scope for aggregate fiscal stimulus is limited by the already large general
government deficit, the large outlays that will be needed for financial sector and
enterprise reforms, and by the eventual need to take back on-budget the social
programmes that enterprises are now burdened with. While China’s infrastructure needs
will require massive expenditures over the longer term, the experience of other countries
indicates that accelerating such spending in the near term can result in inefficient projects
that simply waste scarce resources. Moreover, increasing credit to inefficient state
enterprises risks adding to their already serious problems of over-capacity, excess
inventories, and non-performing loans; and could divert resources away from more
dynamic sectors of the economy.

Restoring the financial viability of the banking system and enterprises will also be
important to bolster international confidence in China’s economic prospects and to
promote its further integration into the world economy. China will continue to need
stable inflows of foreign capital, to bolster domestic capital formation and to provide
essential technology and other expertise in its transition to a market economy. While
China has weathered the regional crisis quite well, the financial crisis of other Asian
countries which shared similar structural problems with China has raised concerns that
its current strains could develop into something considerably worse. Moreover, banking
and enterprise reforms are essential if other key reforms, notably trade liberalisation,
the reduction of the now considerable economic barriers among its regions, and reform
of social welfare programmes are to proceed at acceptable social cost.

However, there are risks which
could exacerbate the more
fundamental problems

Restoring the financial
viability of banks and
enterprises is also needed
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The instability on Russian financial markets since the fall of 1997 evolved into a
full-blown financial crisis by mid-1998. The approval of an international aid package
in July 1998, worth more than US$22 billion, proved insufficient to restore investor
confidence or bring interest rates down to levels consistent with the realisation of
Russia’s emergency fiscal consolidation programme. After repeated struggles to defend
the rouble and manage government debt, the Russian government and central bank
finally succumbed to mounting pressure and rapidly-declining foreign reserves on
17 August. A series of emergency measures allowed for the depreciation of the rouble,
effective default on domestic government debt, an imposed 90-day moratorium on the
servicing of foreign credit by private (financial and non-financial) Russian institutions,
and the elimination of foreign investment in Russian short-term assets. Russia has
since entered a period of very high political and economic uncertainty and instability.
A new government and central bank management took power in September 1998, facing
continued pressure on the currency, a revival of inflation, a collapse in financial markets,
a severely distressed commercial banking system, and significant demands for foreign
debt service.

Before the Russian government changed policy course in mid-August, the real
economy had been somewhat insulated from the financial crisis. This reflects a rather
low dependency of most Russian firms on financial markets. Growth in GDP and
industrial output were virtually flat for the first half of 1998 relative to the same period
in 1997, while retail trade increased by an estimated 3.1 per cent. But GDP for the first
nine months of 1998 was already an estimated 3 per cent lower than the corresponding
period in 1997. A fall in consumer expenditure, a disruption of the payment system,
low liquidity, and the overall chaotic environment contributed to the output decline.

Further declines in oil and other key export prices weakened Russia’s current account
beyond expectations. According to preliminary figures, the first half of the year
witnessed a slight trade deficit of US$339 million (relative to a US$7.5 billion surplus
in the first half of 1997) and a current account deficit of US$6 billion (as opposed to a
surplus of US$3.9 billion a year before). During this period, the dollar value of exports
declined by an estimated 14 per cent relative to the same period in 1997, almost entirely
due to price declines, while imports increased by 7 per cent. The deterioration of the
current account, together with a widening budget deficit and short-term debt spiral, set
the stage for the financial turmoil of the second half of the year.

Price and exchange rate movements have become very uncertain since the
announcement of the emergency measures in mid-August. The rouble had lost more
than half of its value by mid-September. While monthly inflation averaged 0.6 per
cent for the first seven months of the year, it accelerated to almost 40 per cent
in September. Many regions have reportedly responded with price controls, while the
central bank has taken measures to limit trading on the interbank currency market that
is used to set the official exchange rate.

Russia now faces a major banking crisis. While many small and medium-sized
Russian banks have been experiencing distress since 1995, the situation in the larger
Moscow banks began to deteriorate seriously only in the last quarter of 1997. The
primary cause of this deterioration was a sharp decline in the value of government and
corporate securities, a major source of investments and profits for many banks.

Russia and Central and Eastern Europe
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Table III.2. Projections for European Economies in transitiona
1997 1998 1999 2000

Bulgaria
Real GDP growth –6.9 4.0 2.0 2.0
Inflation 579.0 8.0 8.0 8.0
Unemployment 13.7 13.0 12.0 12.0
Fiscal balance (% of GDP) –2.8 1.0 0.0 0.0
Current account balance (US$ bn) 0.5 –0.4 –0.5 –0.5
Current account balance (% of GDP) 4.3 –3.5 –4.5 –4.4

Romania
Real GDP growth –6.5 –4.0 0.0 2.0
Inflation 151.0 40.0 30.0 25.0
Unemployment 9.0 10.0 10.0 10.0
Fiscal balance (% of GDP)b –3.5 –5.0 –4.0 –3.0
Current account balance (US$ bn) –2.5 –2.0 –2.0 –2.0
Current account balance (% of GDP) –7.0 –7.0 –5.0 –4.0

Russia
Real GDP growth 0.8 –6.0 –6.0 1.0
Inflation 11.0 70.0 150.0 80.0
Unemployment 11.3 12.0 12.5 12.5
Fiscal balance (% of GDP) –8.4 –4.0 –3.0 –2.0
Current account balance (US$ bn) 2.9 0.0 9.0 13.0
Current account balance (% of GDP) 0.6 0.0 2.2 3.1

Slovak Republic
Real GDP growth 6.5 5.0 3.0 4.0
Inflation 6.4 7.0 8.0 7.0
Unemployment 11.5 11.0 12.0 12.0
Fiscal balance (% of GDP) –4.1 –4.0 –3.0 –2.0
Current account balance (US$ bn) –1.4 –1.8 –1.5 –1.2
Current account balance (% of GDP) –7.0 –10.0 –8.0 –6.0

Slovenia
Real GDP growth 3.8 4.0 4.0 4.0
Inflation 9.4 8.0 7.0 6.5
Unemployment 7.1 7.0 7.0 7.0
Fiscal balance (% of GDP) –1.1 –1.0 –1.0 –1.0
Current account balance (US$ bn) 0.0 –0.1 –0.2 –0.2
Current account balance (% of GDP) 0.0 0.0 0.0 0.0

a) The figures given for GDP and inflation are percentage changes from the previous period. Unemployment definitions
may differ significantly across countries; where available, survey-based estimates (by ILO definition) are used.

b) Budget deficit on an accrual basis and including quasi-fiscal refinancing from the Central Bank.
Source: Figures for 1997 are preliminary figures from national sources or OECD estimates. Figures for 1998-2000 are

OECD projections.

The current account
should strengthen, while
output will fall

Regrettably, the current banking crisis follows a period of impressive progress in the
regulation of commercial banks, during which time the majority of larger banks pursued
cautious credit policies that helped to bring the volume of non-performing loans under
control. The design of an effective comprehensive programme for the reconstruction
of the banking sector presents a fundamental policy challenge for the Russian
government.

An immediate effect of the crisis and weaker rouble should be a strong contraction
in imports, many of which are concentrated in food products and other consumer goods.
Import growth is likely to be strongly negative in the second half of 1998, possibly
bringing the current account back close to balance by the end of the year. A strong
supply response from a weaker rouble in a number of export-oriented or import-
substituting industries is possible in the medium term. This response could be weakened,
however, by a generally high degree of uncertainty,  increased taxes and controls, higher
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prices on imported intermediate goods, and a severe shortage of liquidity. The overall
disruptive effects of the current crisis, combined with weakened domestic demand, are
expected to lead to a further decline in GDP in the fourth quarter of 1998.

The outlook in Russia is highly uncertain at the present time. While the potential
for instability in the short-term remains high, prospects for 1999 and the medium-term
will depend strongly on policy choices made by the new government. Most important
will be the degree to which incomes of the population and distressed commercial banks
are supported by a monetary expansion. In the current Russian context, such an
expansion could very likely produce a hyperinflationary spiral. If price controls and
administrative planning were to be introduced on a large scale to deal with such a
situation, Russia could stand to lose the years of progress towards market reform and
institutional development in the 1990s. On the other hand, if responsible financial
policies are put in place, the significant strengthening of the current account, combined
with new prospects for fiscal consolidation due to lower domestic debt service, could
provide the foundation for achieving some degree of stability in 1999.

Following the crisis in Russia, financial market volatility increased in many of the
countries of the region, but the real effects of the crisis have so far been limited. In
Central and Eastern Europe, a major shift in market orientation accomplished during
the transition period appears to have largely sheltered these economies from the turmoil
in Russia, with the exception of the Baltic countries and especially the Commonwealth
of Independent States (CIS). Indeed, Ukraine has been under particularly strong pressure,
and has also taken measures to devalue its currency. The Russian economic crisis is
also being felt in the Baltic countries, which face large trade exposure to the CIS and in
particular to Russia, which absorbs from 20 to 25 per cent of their exports. From the
point of view of continued recovery, the key influence would nevertheless be
developments in Western Europe, particularly Germany. Overall, the sharp differences

Prospects for stabilisation in
the medium term depend on

current policy choices

The direct impact of the
Russian crisis on non-

members in the region has
been limited...

Table III.3. Developments in the Baltic statesa
1997 1998

Estonia
Real GDP growth 11.4 6.0
Inflation 12.5 11.0
Unemployment 4.6 5.0
Fiscal balance (% of GDP) 2.0 2.5
Current account balance (US$ bn) –0.6 –0.6
Current account balance (% of GDP) –12.0 –11.0

Latvia
Real GDP growth 6.5 5.0
Inflation 7.0 6.0
Unemployment 7.0 7.0
Fiscal balance (% of GDP) 1.2 0.0
Current account balance (US$ bn) –0.3 –0.3
Current account balance (% of GDP) 6.3 –7.0

Lithuania
Real GDP growth 5.7 4.0
Inflation 8.4 6.0
Unemployment 6.7 7.0
Fiscal balance (% of GDP) –1.8 –1.6
Current account balance (US$ bn) –1.0 –1.0
Current account balance (% of GDP) –10.0 –10.0

a) The figures given for GDP and inflation are percentage changes from the previous period. Unemployment definitions
may differ significantly across countries; where available, survey-based estimates (by ILO definition) are used.

Source: Preliminary figures from national sources or OECD estimates and projections.
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in transition experiences have, if anything, increased recently. While in Romania output
has contracted further since last year, GDP growth has continued in Slovakia and
Slovenia. The currency board arrangement and the macroeconomic situation remain
stable in Bulgaria, although the recovery of the real economy has been sluggish.

The prospects for Romania are very uncertain, but probably weak, particularly
given that progress in macroeconomic stabilisation is hampered by continued delays
in restructuring programmes. The sustainability of growth in the other countries is also
not assured. A particularly worrisome development is the accumulation of current
account deficits at typically unsustainable levels in Slovakia and the Baltics (at 10 per
cent of GDP and higher). This and related pressures led the Slovak central bank to float
the currency in early October. A major source of uncertainty in the outlook is whether
these countries will be able to adopt progressive adjustment strategies or whether the
present situation in international financial markets will imply sharper constraints on
these economies. In the presence of such external imbalances, a further tightening of
the fiscal position would be warranted in some cases (e.g.Slovakia). Balance of payment
constraints and difficulties in attracting foreign capital are expected to keep economic
recovery in Bulgaria very modest. In general, inflation has continued to come down.
There has been a sharp decline in inflation in Romania, though from very high levels
following the adjustment shock of 1997. In most cases, Latvia being an exception, the
banking sectors do not appear to be heavily exposed to developments in Russia.
Nevertheless, banks could face indirect exposures through dealings with companies
that trade with Russia. Moreover, problems of bad debts and undercapitalisation of
banks are still present in Romania and Slovakia. Unemployment has generally been
stable and little change is projected.

In considering the risks to the projections for this group of transition countries,
there are three specific concerns which could lead to significantly worse outcomes.
First, these countries are, for many products, still the marginal suppliers to Western
markets, so that even a mild slowdown in growth in European Union (EU) imports
would hit them particularly hard. Second, the banking sectors are fragile, and not well
placed to cope with a further increase in financial distress arising from a sharp down-
turn in activity. Third, the abrupt change in exchange rates that could be forced on
these countries in the event of a major loss in confidence could pose severe problems
for the inflation outlook and external debt exposure.

... but countries with large
external imbalances may face
increasing difficulties in
attracting finance

The biggest risk to growth
prospects in the transition
countries would be a slowdown
of EU growth

South America

The Asian crisis started to bite
in the first half of 1998

One year after the start of the Asian financial crisis, its direct and indirect impacts
on South America have become much clearer. The “flight to quality” hitting all emerging
markets has led to an overall increase in risk premia and interest rates, and the change
in investor sentiment has been accompanied by growing volatility. Terms of trade have
been negatively affected by the crisis, with demand for some leading export commodities
– notably oil, copper, fishmeal, and tropical beverages – weakening substantially and
DAE cutting prices on export markets. The changed international environment has
taken its toll on real activity. In all major countries, estimates of first-half growth are
lower than for the corresponding period in 1997, with construction activities, cement
production, and purchases of credit-sensitive consumer durables – automobiles in
particular – leading the slowdown. The El Niño has also had a significant impact on
economic growth, especially in Peru.
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Short-term economic prospects in the region hinge crucially on the restoration of
confidence on world financial markets. In the first part of the year, investors seemed
reluctant to decouple South America from other emerging markets. While capital flows
to the region have been more resilient than commonly thought late last year, investors
have demanded much higher risk premia. Current account deficits have remained
considerable, with financing largely covered by foreign direct investment. Most South
American governments reacted swiftly to changed external circumstances, confirming
their newly-found policy credibility and continuing structural reforms. Up to the summer,
the build-up of international reserves generally continued and credit ratings were
maintained. Chile, Colombia and Ecuador decided to widen their currencies’ fluctuation
bands, but so far no country has had to abandon its exchange rate regime. While monetary
policy was generally used at an early stage, the situation has deteriorated more recently
and the burden of adjustment is increasingly falling on fiscal policy.

As in the fall of 1997, investors’ worries centre on Brazil, although the nature of
risks has changed. While last year most concerns focused on the sustainability of the
current account deficit, the deterioration of the fiscal situation has since posed the
highest risks. Incompletely implemented, the November 1997 emergency package failed
to generate the anticipated fiscal adjustment, and the deficit in the first half of 1998
reached 7.3 per cent of GDP. An increase of interest payments was not offset by a
larger primary budget surplus, as the growth of tax revenues lost steam and federal and
state spending rose in the run-up to the election. Beside growing in stock terms, the
composition of net public sector debt has also changed, with an increasing reliance on
floating-rate bills and dollar-linked paper. Some progress has been made with structural
reforms, notably on the privatisation front with the July 1998 Telebrás (telecom) sell-
off fetching prices well above the minimum. However, the impact of structural reforms
on the fiscal outcome will only become significant early next century.

Against the background of its unsustainable policy mix, investors’ confidence in
Brazil deteriorated sharply in August following the Russian debt moratorium. The
monetary tightening in early September and the simultaneous announcement of
supplementary fiscal measures succeeded only marginally in slowing the decline in
foreign currency reserves. Investors’ worries centred on the unusually high stock of
short-term paper being rolled over in the few weeks before the elections. Nonetheless,
the situation did not deteriorate further as the government and international financial
institutions succeeded in highlighting the differences between Brazil and other countries
in crisis. The level of official reserves, while shrinking, is still sizeable; moreover,
despite slower growth and tougher lending conditions, the performance of the country’s
largest banks has improved since 1994 and the sector’s financial soundness appears in
line with international requirements.

Following the October elections, which saw the confirmation of President Cardoso,
a fiscal plan was announced (see box) and the government started to negotiate a financial
package with the International Monetary Fund (IMF). The fiscal plan aims at sharply
improving the public sector primary balance, and hence reinforcing the credibility of
the current economic policy regime and allowing a substantial reduction in interest
rates. With interest rates very high in real terms, consumption and investment have
shown erratic behaviour, and a contraction is projected to occur in the next few months,
possibly extending well into 1999. The fiscal adjustment will also hit demand.

Political considerations loom large in most other countries where presidential elec-
tions are due in the next 18 months. In Venezuela, in particular, the uncertainty sur-
rounding the results of the December 1998 polls is impeding a tighter rein on public

International developments
dominate the short-term

outlook

In Brazil, fiscal problems
posed considerable risks...

... which have been managed
up to now...

... and a significant fiscal
package was announced in

October

Electoral uncertainties emerge
in other countries
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Table III.4. Projections for selected South American countriesa
1997 1998 1999 2000

Argentina
Real GDP growth 8.6 4.0 1.5 3.0
Inflation 0.5 1.0 1.0 1.0
Fiscal balance (% of GDP) –1.4 –1.2 –1.3 –1.0
Current account balance (US$ bn) –9.5 –13.6 –8.0 –8.0
Current account balance (% of GDP) –3.0 –4.0 –2.0 –2.0

Brazil
Real GDP growth 3.7 0.8 –1.5 1.0
Inflation 6.1 3.8 4.0 3.0
Fiscal balance (% of GDP) –6.1 –7.5 –3.5 –2.0
Current account balance (US$ bn) –33.8 –30.8 –20.0 –17.5
Current account balance (% of GDP) –4.2 –4.0 –2.5 –2.0

Chile
Real GDP growth 7.1 5.0 2.0 4.0
Inflation 6.2 5.0 4.3 4.0
Fiscal balanceb (% of GDP) 1.0 1.5 1.5 1.0
Current account balance (US$ bn) –4.1 –5.2 –4.0 –3.5
Current account balance (% of GDP) –5.3 –6.8 –5.0 –4.0

Colombia
Real GDP growth 3.1 2.5 1.5 3.0
Inflation 18.5 19.0 18.0 13.0
Fiscal balancec (% of GDP) –4.5 –5.0 –3.5 –3.0
Current account balance (US$ bn) –5.7 –5.9 –4.0 –2.5
Current account balance (% of GDP) –5.9 –6.0 –4.0 –2.5

Peru
Real GDP growth 7.2 2.5 4.0 5.0
Inflation 8.5 7.3 5.0 4.0
Fiscal balance (% of GDP) –0.2 –1.0 –2.2 –2.0
Current account balance (US$ bn) –3.4 –4.0 –3.3 –3.0
Current account balance (% of GDP) –5.2 –6.0 –4.5 –4.0

Venezuela
Real GDP growth 5.1 –1.0 –1.0 3.0
Inflation 53.6 36.5 30.0 25.0
Fiscal balanced (% of GDP) 0.2 –2.5 –2.0 –1.0
Current account balance (US$ bn) 5.9 –0.9 –1.0 0.0
Current account balance (% of GDP) 6.9 –1.0 –1.0 0.0

a) The figures given for GDP and inflation are percentage changes from previous year. The Brazilian inflation figure
refers to the INPC-IBGE index.

b) Overall balance adjusted for the operation of the Copper Stabilisation Fund.
c) Central government balance excludes transfers from the oil and coffee sectors.
d) Overall balance includes assistance to banks and transfers to central government from the oil sector.
Source: Figures for 1997 are preliminary figures from national sources or OECD estimates. Figures for 1998-2000 are

OECD projections.

spending and a more aggressive implementation of privatisation plans required by
falling oil prices. The currency came under repeated stress in the summer, prompting
the central bank to raise money rates significantly. In Chile, as in Colombia, the economy
is still reacting to the 1997 monetary tightening: while obviously deleterious in the
near term for growth and employment, such developments may assist disinflation and
prevent cyclically-adjusted external imbalances from widening further. Here the parallel
ends, since the mid-1998 Chilean fiscal adjustment still has no equivalent in Colombia,
although the newly-appointed administration has expressed determination to act soon.
Argentina also presented supplementary fiscal measures aimed at highlighting the
differences between the country’s record of structural adjustment and the situation in
other emerging markets.
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At this stage, projecting near-term economic developments in South America
amounts to a large extent to weighing the probability of two different policy scenarios.
The preferred scenario is that of a 1998-99 transition period, with growth low
in Argentina and the Andean countries and negative in Brazil and Venezuela, followed
by a recovery that gains momentum thereafter. This scenario requires the realisation of
a number of important assumptions: the stabilisation package announced in Brazil
proves credible; the administration achieves passage of constitutional reforms aimed
at reducing fiscal imbalances, and it effectively implements fiscal retrenchment; and a
contingency fund is made available to Brazil, and possibly to Argentina, on a scale
sufficient to meet markets’ expectations. The discussions between the IMF and Brazil
on a financial package have been concluded and an agreement reached. In this picture,
the risks of a disordered exchange rate adjustment are receding, especially if falling
interest rates reduce the fiscal cost of domestic debt and larger productivity gains broaden
the basis for the foreseen acceleration of growth in the new century. On the other hand,
the downside risk is that of a major crisis in Brazil. If the Real Plan were to be abandoned
in a disordered fashion, inducing an immediate burst of inflation, the risk of a severe
contraction of real economic activity would be very serious indeed. Other countries,
Argentina in particular, would also greatly suffer, as the financial system would work
as a transmission belt for any shock from Brazil.

The Programme for Fiscal Stability announced by the Brazilian government on 28 October 1998 aims at stabilising the debt/
GDP ratio by 2000. In 1999, the Programme foresees an adjustment of R$ 28 billion (US$23.5 billion), more or less evenly split
between spending cuts, structural measures and tax hikes.

1999 2000 2001

Billion R$

Cuts in government discretionary spending 8.7 8.8 9.0
Structural reform (government salary cuts, etc.) 3.5 9.2 12.6
Social security system reform (pensions) 2.6 4.3 4.4
Tax increases 13.3 11.4 12.0

Total 28.0 34.0 38.0
Total (in per cent of 1998 GDP) 2.9 3.5 4.5

Spending cuts are equivalent to around 20 per cent of the discretionary federal budget, net of pre-committed spending. Regarding
revenue measures, the government is proposing an increase in the CPMF (financial transactions tax) to 0.38 per cent (and then to
reduce it to 0.3 per cent in 2000), up from 0.2 per cent. Pension contributions paid by companies (Cofins) are to be raised from 2 to
3 per cent of revenue. Further, banks and financial institutions, which are now exempted, will also be required to pay Cofins.
Retired civil servants are also required to pay the minimum 11 per cent pension contribution currently levied on working civil
servants. Additionally, civil servants earning over R$ 1 200 per month will be charged an additional 9 per cent of salary for 5 years.
The government is going to propose that the Fiscal Stabilisation Fund(FEF) be extended to 2006. Any increase in the FEF will be
proposed as a cut in expenditures since it is a withholding of transfers to the state governments.

Brazil’s Programme for Fiscal StabilityBox III.1.

The most likely scenario is low-
growth till 2000, with both

domestic and external
imbalances progressively

adjusting
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With the Treaty on European Union, signed in 1992, the Union set for itself the
objective of establishing the European Economic and Monetary Union (EMU),
ultimately including a single currency. Sustained convergence in economic performance
and close co-ordination of Member States’ economic objectives, set out in a timetable,
were key elements of this process. Convergence towards low rates of inflation and a
sound fiscal position were the two most important criteria to be fulfilled before countries
could join monetary union. By mid-1998, eleven out of the fifteen member countries
had qualified and agreed to participate from the outset in the project. At the Community
level, policy co-ordination has been strengthened over the past five years with the
annual “broad economic policy guidelines” and the “excessive deficit procedure”, while
the European Monetary Institute laid the groundwork for the start of the European
System of Central Banks (ESCB).

Concerning macroeconomic conditions, monetary union will begin under reasonably
favourable conditions: unemployment rates are falling, inflation is at a 40-year low
and public finances in most countries have improved substantially in recent years.
Furthermore, the European Central Bank (ECB) is to be independent, with price stability
as its primary objective, and governments have pledged to continue the process aimed
at achieving fiscal balance.

Inevitably there will be uncharted water ahead, despite all the preparatory efforts.
Unlike fully-fledged federations, virtually all fiscal competencies are to remain at the
national level, but the European Central Bank will set monetary policy for the area as
a whole. This raises familiar issues in a new context; in particular, how to safeguard
monetary policy credibility and to ensure fiscal prudence. But new issues are also
raised; for example, the need for stronger policy co-ordination at the euro-area level
which is still characterised by a fair amount of structural diversity despite the closer
integration achieved over the last forty years. While there are important unsolved
structural issues raised by monetary union,1 this chapter focuses on the macroeconomic
ones which will face the euro area in the years ahead.

The first part of this chapter focuses on the fact that the ESCB will be charged with
setting and implementing monetary policy for eleven sovereign countries. Furthermore,
the new institution and, to a lesser extent, the euro-area economy will not be well-
known entities with their own historical experiences. A number of policy issues that
arise from these features and which relate to: the operational structure; the objectives
and strategies for implementing policy; some of the challenges that will be faced early
on in the mandate; and how decisions should be communicated to the public, defined
as both the citizens of the area as well as financial markets in general.

IV. CHALLENGES FOR MONETARY
AND FISCAL POLICIES IN THE EURO AREA

Economic and monetary union
has been thoroughly prepared

EMU raises new policy issues

1. The Community has launched several initiatives to raise flexibility in labour and product markets. Greater flexibility
would make it easier to absorb adverse national economic disturbances.
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The second part deals with a number of important fiscal policy issues. While
countries have agreed to respect certain constraints on their budgetary behaviour in
order to safeguard fiscal sustainability and monetary policy credibility, subsidiarity – a
presumption in favour of national sovereignty – remains the guiding principle in matters
of fiscal policy. Athough many important decisions have already been made, questions
remain about the implementation of fiscal policies within the new framework. These
include the required degree of further fiscal consolidation; and the appropriate degree
of centralisation, harmonization or co-ordination of national policies.

Monetary policy issues in the euro area

Operational structure2

The Maastricht Treaty assures that the ESCB will enjoy a very high degree of formal
independence (Article 7 of the ESCB Statute) and enshrines as its primary objective
the maintenance of price stability (not defined in a precise manner). The definition and
pursuit of intermediate targets is left to the decision-making bodies of the European
Central Bank (ECB). Instrument independence is supported by the attribution of control
over key interest rates, reserve ratios and central bank money.

With the start of the third stage of EMU on 1 January 1999, the conduct of the
common monetary policy will be transferred to the ESCB, consisting of the ECB and
the national central banks (NCBs) of the EU member states.3 The ESCB will be governed
by the decision-making bodies of the ECB (see Box IV.1). Implementation of the single
monetary policy will be carried out by the NCBs. Each participating central bank will
have two main tasks: a) to contribute, through its representative Governor, to the policy
decisions of the Governing Council of the ECB; and b) to execute these decisions
within the borders of its own country. Concerning the latter, it will be necessary to
reconcile the requirement of a common monetary policy with the “subsidiarity”
principle4  which aims at achieving the highest possible degree of decentralisation at an
operational level. The implementation of decentralised money market operations,
conducted simultaneously at several financial centres in the euro area, as well as
differences in the types of eligible counter-parties and collateral, will present challenges,
in part due to the process of structural change that is likely to be occurring in various
national financial markets. The Treaty gives responsibility for the conduct of foreign
exchange operations to the ECB and allows for either centralised or decentralised
implementation.

The current institutional
framework gives the ESCB a
high degree of independence

Policy decisions of the new
bank will be implemented by

the NCBs

2. The new institutional framework is described in the Treaty of Maastricht and in the Protocol annexed to the Treaty on
the Statute of the European System of Central Banks and of the European Central Bank.

3. The NCBs of the Member States which will not be participating in the third stage from 1999 are members of the ESCB
with a special status: while they will conduct their respective national monetary policies, they will not take part in the
decision-making process concerning euro area monetary policy and in the implementation of such decisions.

4. Article 12 of the Statute: “To the extent deemed possible and appropriate... the ECB shall have recourse to the national
central banks to carry out operations which form part of the tasks of the ESCB”. This is the subsidiarity principle. The
NCBs may also perform other functions (e.g.those related to prudential supervision of credit institutions and the
stability of the financial system) on their own account, unless the Governing Council rules that such activities interfere
with the objectives and tasks of the ECB.
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The ECB is not entrusted with any general responsibility related to prudential
supervision of credit institutions and the stability of the financial system which lies
with the competent national authorities (including, in most European countries, the
NCBs). No explicit reference is made in the Treaty to the role of the ESCB as a lender
of last resort. It is to have, however, responsibility for promoting the smooth operation
of payment systems (Treaty, Article 105(2)), including the provision of financing
facilities to credit institutions. In this respect there is a potential for the ECB to act in
the capacity as a lender of last resort as far as the provision of short-term liquidity is
concerned. For interventions going beyond the provision of short-term liquidity, other
competent national institutions are responsible.

National central banks are likely to play an important role in European banking
supervision. Although recently there has been a trend towards a separation of regulatory
and monetary policy responsibilities, it is always the case that at least a working
relationship exists between bank supervision, the monetary authorities and policy
makers. These relationships will have to adapt in the face of the changing environment.
The greater integration of Europe’s banking and securities markets is reflected in
increased collaboration among NCBs within the Banking Supervision Committee.
Regulators will have to rely increasingly on information from their counterparts in
order to understand market developments. While significant progress in the areas of
exchange of data and information as well as harmonization of statistics has been made,
further efforts, e.g.regarding harmonization of accounting standards, would be helpful
so that a Europe-wide perspective could be adopted.

Although the costs of financial institution rescues will continue to be borne by
national authorities, the trend towards greater financial integration will make it
increasingly difficult to establish national dividing lines. Even when a banking-sector
problem can be identified as a national one, it may quickly become European in scope,
warranting action by European institutions. This increases the importance of
co-ordination, both among national banking supervision authorities and between them
and the ESCB, with regard to policy interventions aimed at ensuring financial stability.
Already there is a high degree of co-operation at the working level within committees
at the ECB as well as in international fora like the BIS. In this regard it is of vital
importance to ensure that there will be sufficient flexibility to react swiftly to events.

Prudential supervision is left
to national authorities

There will be a need for
increased collaboration among
supervisors in the euro area

be mainly responsible for the implementation of monetary policy.
In this role it will provide instructions to the 11 NCBs.

There is as well a third body, the General Council, consisting
of the President and Vice-President of the ECB and the governors
of all EU national central banks which will mainly act in an
advisory role. The General Council will also contribute to: the
collection of statistical information; the reporting activities of
the ECB; the establishment of rules for standardising the
accounting operations undertaken by the NCBs; as well as to
the preparations for irrevocably fixing the exchange rates of the
currencies of the Member States with a derogation.

The decision-making structure of the ESCBBox IV.1.

All the activities of the ESCB will be governed by the two
principal decision-making bodies of the ECB. The Governing
Council will be charged with the formulation of the single monetary
policy and for setting the guidelines for its implementation; its
responsibilities include decisions relating to intermediate monetary
objectives, key interest rates and the supply of reserves in the
ESCB. Each member of the Governing Council has one vote and
monetary policy decisions require only a simple majority. The
Governing Council is composed of 11 governors of the NCBs,
which fully participate in EMU, and the six members of the
Executive Board. The Executive Board, in turn, is composed of
the President, the Vice-President and four other members and will
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The ECB will be the only European institution with ready control over an area-
wide macroeconomic policy instrument. As such, it could become a focus of public
pressure to change policy which could increase if current structural rigidities, in both
labour and product markets, remain. It is important that area-wide political bodies, like
the European Parliament, ECOFIN (which consists of EU ministers of finance or
economic affairs) or informal meetings, like the Euro-11 Group (composed of those
ministers from the euro area countries), do not become vehicles for such pressures. In
this regard, national governments, along with NCBs, could play a useful role by
communicating to their respective publics both the potential and the limits of monetary
policy.

Also of concern is the possibility that considerations about regional conditions could
have an unwarranted influence (in addition to that on the aggregate averages) on policy.
Even in the United States, despite the high degree of centralisation of decision making,
there is some evidence that local conditions have an influence on the votes of Federal
Reserve district presidents.5 The ECB could be more vulnerable in this regard. The
composition of the Governing Council (11 seats for NCB Governors, who will continue
to be largely confronted with issues of national concern as part of their routine activity,
and 6 for members of the Executive Board), may carry the risk of undue weight being
placed on regional conditions. Pressures could arise if the performances of various
economies diverged. Even if conditions were relatively similar, however, there could
be heterogeneity of preferences about the output-inflation trade-off. This, in turn, could
make for inefficient choices in ECB policies.6 On the other hand, members could see
that their own national interests were best served by joining other members in a sort of
price stability coalition, resulting in the adoption of a euro-wide perspective.7

For a smooth transition to a single monetary policy, it is vital to develop institutions
and arrangements so as to promote euro-wide perspectives. The exchange of information
within the ESCB, its research activities, and the organisation of key monetary policy
meetings will be important and necessary elements for the development of a common
monetary policy. In this regard, the development of a broad range of euro-area statistics
and in-depth analysis of this economy will continue to be a challenge. A logical place
to locate a good part of such efforts, particularly analytical capabilities, would be the
ECB. Apart from having a leading role in the development of concepts and the
compilation of monetary-policy-relevant euro-area statistics, as well as producing central
forecasts for the area, the ECB should have an important role in the interpretation of
area-wide data and analysis, implying a significant presence of research and analytic
capabilities there. This does not imply that the NCBs could not have a constructive
research role. Indeed an important characteristic of the Federal Reserve System is the
significant research activity at the Board, complemented by similar efforts by Federal
Reserve district banks.

ECB policy decisions
should not be influenced

by political pressures...

Developing institutional
structures that promote

a euro-area-wide perspective
will be important

... or unwarranted regional
considerations

5. Havrilesky and Gildea (1992, 1995), McGregor (1996) and Gildea (1992) argue that Federal Reserve Bank presidents’
voting reflects their political and regional background. They also argue that there are differences between Board members,
who are political appointees, and presidents of the Federal Reserve district banks, the latter being always more
conservative. These findings are challenged by Tootell (1991, 1996). On these issues see Dornbusch, Favero and
Giavazzi (1998) and The Journal of Monetary Economics38 (1996) for a debate on the congressional influence
on US monetary policy.

6. It has been argued that the diffusion of power and responsibilities between the regional reserve banks contributed to the
poor performance of the Fed in the late 1920s and 1930s. The 1935 Banking Act centralised responsibility for monetary
policy establishing the Federal Open Market Committee (FOMC).

7. Monticelli (1998) develops a model of voting behaviour in which individual members in pursuit of their national
interests may find it advantageous to form such a coalition.
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As yet, however, this has not taken place. At the beginning of Stage III, the number
of staff devoted to research and analytical functions at the largest NCBs is estimated to
exceed the number of those performing these functions at the ECB by a wide margin
(Gros et al., 1998). Accordingly, at least initially, it is likely that the national central
banks will have a greater role in economic analysis and forecasting than enjoyed by
the Federal Reserve district banks. To date much of the work of the NCBs has naturally
been directed towards their own national issues. To contribute better to area-wide
decision making, the focus of their analysis will have to be broadened and a high
degree of co-operation between the NCBs and the ECB will be necessary.

Objectives and strategy

The Maastricht Treaty states that the ESCB is to maintain price stability and to
support general macroeconomic policy “without prejudice to the price stability
objective”; however, it leaves the choice of a strategy to achieve this objective to the
Governing Council of the ECB. Generally speaking, countries’ experiences with
approaches that can meet the Treaty’s broad requirements fall into two categories:
using monetary aggregates as an intermediate target; and direct inflation forecast
targeting. Reflecting the positive experiences that countries have had with each (albeit
in the case of direct inflation targeting, only over the more recent period) and analysis
showing that operationally there is not a great deal of difference between them
(Svensson, 1998), the preparatory work at the EMI (EMI, 1997a and b), suggested
some mixture of both as an option.

The ECB has publicly defined its choice of monetary policy strategy. The strategy
is characterised by three elements. The first is the quantitative definition of the primary
objective of monetary policy: “Price stability shall be defined as a year-on-year increase
in the Harmonised Index of Consumer Prices (HICP) for the euro area of below 2 per
cent (ECB, 1998).” This is to be maintained over the medium term, using “a monetary
policy strategy which will consist of two elements: Money will be assigned a prominent
role. This role will be signalled by the announcement of a quantitative reference value
for the growth of a broad monetary aggregate”. Finally, “in parallel with the analysis
of monetary growth in relation to the reference value, a broadly-based assessment of
the outlook for price developments and the risks to price stability in the euro area will
play a major role in the ESCB’s strategy (ECB, 1998)”.

The exact nature of this strategy appears to be open to interpretation. Some
commentators have pointed to a close resemblance of this strategy to that used by the
Bundesbank where monetary aggregates occupy a place at the top of a hierarchy of
several indicators. Others, however, have noted that there has been no decision about
the relative weights to be attached to the indicators, and argue that the ECB is likely to
use an eclectic approach similar to the Fed’s. An explicit inflation targeting approach,
whereby the central bank’s own published inflation forecast provides a benchmark for
an assessment of the current policy stance seems to be ruled out as, at least initially, the
ECB’s own inflation forecasts will not be published.

Concerning monetary targeting,8  a possible advantage is that the ECB, which initially
will not have its own inflation track record, may be able to appropriate some part of the
Bundesbank’s credibility, although the effect is likely to be only transitory and by no

Two monetary policy strategies
were under consideration...

... and a mixed strategy has
been chosen consisting of...

... monetary aggregates
targeting...

8. On the general case for using a monetary aggregates strategy, see von Hagen (1998).
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means a substitute for establishing its own credibility. As well the strategy does have
an empirical basis which is easy to communicate – over longer time periods, broad
trends in money growth, beyond that required to meet transaction needs, are eventually
reflected in higher trend inflation rates. However, these correlations are not as tight
over time periods which are often more relevant to policy makers partly because money
growth is not the sole predictor of inflation over such time frames.

 In choosing to target a broad aggregate, the ECB had to balance the desire to have
a controllable aggregate against the need to take account of possible substitution effects
associated with financial innovation. Given that considerable financial innovation is
expected over the next few years in the euro area, a relatively broad aggregate is more
likely to preserve a reasonably stable relationship to nominal output. In any case, the
construction of euro-wide aggregates is complicated; not all countries have traditionally
published the same types of monetary aggregates and, even when broad aggregates
had the same name, their asset composition often differed significantly. To date, the
ECB has agreed upon a unified EMU-wide reporting scheme for all financial institutions
which could potentially create money-like instruments.9 This will permit the calculation
of consolidated aggregates which take account of cross-border holdings, enhancing
their use as a gauge of the stance of policy. Thus, the ECB should have available a set
of harmonized and comprehensive euro area-wide monetary aggregates from the outset
of Stage Three. However, it would have been preferable to have had these aggregates
in place and in the public domain earlier. This would have allowed analysis and debate
about the advantages and disadvantages of monetary aggregates targeting in general.

Nevertheless, it cannot be excluded that even a broad aggregate would be subject to
enough instability to reduce its usefulness. This is all the more likely given expected changes
in financial markets with the advent of the single currency. Accordingly, elements of an
inflation forecast targeting strategy may have some attraction. Because this approach, in
theory, is forward looking and uses all relevant information, it is considered to be welfare
maximising under certain conditions. However, monitoring by the public is complicated
because the ECB will not publish its own inflation forecast; moreover, even when such
forecasts are published, their derivation may be difficult to understand and their comparison
with actual outcomes generally occurs with a two year lag.

An advantage of any strategy is that it tends to impose structure on internal and
external policy debates. For the ESCB this could help to keep the focus of policy
discussions on area-wide considerations that have a bearing on the ECB’s policy
objectives. To the extent that a mixture of two strategies is used, some of this advantage
could be diminished unless the relative importance attached to each is made clear.
Also, due account will have to be taken of the possibility of conflicting signals and
how these would be resolved.

The ECB’s monetary policy strategy is likely to be implemented in a pragmatic
way, reflecting actual practice. For example, the Bundesbank, which has consistently
employed an aggregates strategy, has followed a policy of “pragmatic monetarism”,
missing its targets in about half the cases since 1974. Such misses have “only rarely
been of a completely involuntary nature” and the Bundesbank has taken pains to explain
both the reasons why the targets were missed and the implications for policy (Issing,
1997). The Swiss National Bank also implements its monetary targeting strategy in a
flexible manner (Rich, 1998) as do countries which follow an inflation forecast strategy.

... and inflation forecast
targeting

The strategy is likely to be
implemented in a pragmatic

manner

9. The statistical frameworks are described in EMI (1996).
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This implies a focus on the underlying determinants of the changes in the target variable
as well as a need to monitor other indicators. The recent economics literature on
monetary strategies suggests that responding to the determinants of target variables
leads to more efficient outcomes (Svensson, 1998). For any central bank, this is a
difficult task; for the EMU it will be especially so given problems with area-wide data
and uncertainties about the transmission mechanism.

Challenges in the period ahead

Having an understanding of how the euro area economy will be affected by interest
rate changes (the transmission mechanism10) will be important to the successful
implementation of policy. If individual responses of various euro-area economies to an
interest rate change were dramatically different, implementing area-wide strategies
would be complicated. A synthesis of a number of the findings on this issue, using a
variety of techniques, is given in Table IV.1.11 For ease of comparison, only the estimated
GDP changes from baseline, in the second year after a change in short-term interest
rates, are shown. Those studies that are based on structural models suggest a relatively
similar response for the major economies in the area. While a number of them identify
differences in responses, they do not agree on one particular economy as being more
sensitive to interest rate changes than another. Only the structural VAR models (the
lower part of Table IV.1) consistently show one economy (Germany) as more sensitive
to interest rate changes. However, the ranking of the other economies examined, using
this approach, varies. Consistent with these patterns, a large number of the cross-country
differences reported appear to be statistically insignificant (Kieler and Saarenheimo,
1998). A tentative conclusion, taking this evidence at face value, is that there could be
a fairly even response of the major economies to interest rate changes.

While this is helpful, it is also likely that the response of the euro area economy to
interest rates will change. One area important to the transmission mechanism that is
likely to come under increasing pressure is the financial sector and how it allocates
credit (White, 1998). The extent of this pressure will depend on current differences
across countries and the opportunities for agents or institutions to arbitrage. Looking
at private sector balance sheets, the net assets of both households and enterprises
(measured relative to overall GDP) are fairly similar across countries, but the
composition of gross assets and liabilities does vary significantly (Table IV.2). As well,
the response of key lending rates to a change in policy interest rates also varies.
Increasing competition between financial institutions in the euro area will give
households and enterprises a larger choice of financial instruments and more freedom
in the allocation of consumption over their life cycles. Financial institutions are also
likely to change the manner in which they react to developments. These factors will
place more emphasis on interest rates and less on credit availability.12 How quickly
these differences are reduced will depend on the speed of financial market integration
but they are unlikely to be completely eliminated. National preferences about the levels

A reading of the preliminary
evidence indicates not much
difference across major
economies from a change
in interest rates

The role of interest rates
is likely to increase

10. Technically there are several channels in the transmission mechanism but most generally work in response to actual
and expected interest rate changes.

11. See Britton and Whitley (1997);  Kieler and Saarenheimo (1998);  and Dornbusch et al. (1998).  Differences in
methodology make the comparison of such studies notoriously difficult;  no less than four modelling strategies have
been attempted:  i) simulating existing macroeconomic models (single or multi-country);  ii) small structural models;
iii) reduced form equations;  and iv) structural VAR models.  Furthermore, various methodologies are open to their
own particular criticisms.  Structural models may not capture well how the new economy is likely to change, while
VARs suffer from linearity assumptions and identification problems.

12. While some recent studies have found weak evidence of a credit channel in Germany, France and Italy (Bernanke and
Gertler, 1995;  Stöss, 1996;  Candelon and Cudeville, 1997;  and Angeloni et al., 1995), others suggest that it is
important (de Bondt, 1998 and references cited there).
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Table IV.1.  Empirical assessments of the impact of monetary
policy on output in various European countries

Impact on real GDP, percentage deviation from baseline in second year after shock

Type
of United

Study shock Germany France Italy Kingdom Spain Netherlands

Single country Macro Modelsa
National Central Bank models

(BIS, 1995) 1 –0.4 –0.4 –0.4 –0.9 0.0a –0.2

Multi-country Macro Models b

Fed MCM model (BIS, 1995) 1 –0.7 –0.7 –0.3 –1.2 .. ..
IMF Multimod standard multiplier 2 –0.5 .. .. –0.5 .. ..
Quest II (Commission Services) 2 –0.4 –0.4 –0.3 –0.4 –0.4 –0.3
Taylor (1995) 2 –0.4 –0.4 –0.4 –0.1 .. ..

Small structural models
Britton and Whitley (1997)c 1 –0.5 –0.5 .. –0.3 .. ..
Britton and Whitley (1997)d 1 –0.4 –0.4 .. –0.4 .. ..

Reduced form equation
Dornbusch, Favero

and Giavazzi (1998)e 3 –0.5 –0.5 –1.1 –0.5 –0.4 ..
Dornbusch, Favero

and Giavazzi (1998)f 3 –1.4 –1.5 –2.1 –0.9 –1.5 ..

Structural VARs
Ehrman (1998) 4 –0.6 –0.4 –0.1 –0.2 –0.1 0.0
Ramaswamy and Sloek (1997)g 4 –0.6 –0.4 –0.5 –0.5 –0.3 –0.6
Barran, Coudert and Mojon (1996)h 4 –0.6 –0.4 –0.3 –0.4 –0.4 –0.3
Gerlach and Smets (1995)i 4 –0.3 –0.2 –0.2 –0.6 .. ..
Gerlach and Smets (1995)j 1 –1.0 –0.5 –0.5 –0.7 .. ..

a) Fixed ERM rates for Germany, France and Italy; endogenous exchange rate for United Kingdom.
b) Endogenous exchange rates.
c) Each country estimated separately.
d) All countries estimated jointly.
e) Effect after 8-12 months. Response variable is monthly output data.
f) Effect after 2 years. Response variable is monthly output data.
g) Baseline model.
h) Baseline model (model  1).
i) 1 standard deviation shock.
j) 1 per cent interest rate hike for 2 years.
Types of monetary shock: Type 1: 1 per cent point rise in short-term interest rates sustained for at least two years; Type 2:
1 per cent permanent decrease in money target; Type 3: 1 per cent simultaneous permanent increase in short-term interest
rates; Type 4: 1 standard deviation interest rate shock which in many cases is close to one percentage point.
Sources: Kieler, M. and T. Saarenheimo (1998) and Ehrman (1998).

and composition of household wealth, owning versus renting a home, and the use of
equity markets, for example, are likely to continue to be of importance. Indeed, if
recent US evidence can be used as a guideline, the possible outcome could be that
there will be some differences among the larger economies of the euro area (Carlino
and DeFina, 1995).

The exchange rate will also be an important part of the transmission mechanism.
Because the euro will be a new currency, understanding the host of forces that will
affect its level in international markets will be difficult. Those factors that are likely to
be important are: the initial cyclical position of the economy compared with that of
other major trading partners; market views about the current and prospective interest
rate developments; and, over time, fundamental determinants of savings and investment
across the euro area; relative trends in inflation; and the potential use of the euro as an
international currency. The exposure of the euro-area economy to foreign trade will be

The exchange rate will also
play a role...
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Table IV.2.  Financial position of the private sector
in selected euro area countries

1996, as per cent of GDP

Germanyf France Italy Spaing Belgium

Non-financial enterprises
Net assets –35 –73 –67 –43 –81

Gross assets 70 249 39 80 135
of which:

Short-terma 21 24 9 39 26
Long-termb 9 4 4 19 38
Equity 23 176 20 16 71

Gross liabilitiesc 105 322 106 123 216
of which:

Short-term loans 21 16 25 n.a. 21
Long-term loansd 45 42 17 n.a. 63

Households

Net assets 124 138 163 78 217

Gross assets 134 186 187 139 257
of which:

Short-terma 59 21 44 73 75
Long-terme 54 41 60 7 79
Equity 17 71 36 40 102

Gross liabilities 11 49 24 61 40
of which:

Short-term loans 2 8 7 n.a. 4
Long-term loans 8 32 12 n.a. 36

a) Cash, deposits and short-term loans and securities.
b) Bonds and long-term loans.
c) Including own shares.
d) Including, in some cases, corporate bonds.
e) Bonds and net equity of life insurance reserves and pension funds.
f) Figures relate to 1995.
g) Data for long vs. short loans not available. It is assumed that half of total loans on the asset side are short and the other

half long.
Source: Financial Accounts of OECD Countries.

about that of the United States and Japan but individual countries within the area will
be differently affected by exchange rate developments. Over time these may wane,
depending on how the structures of these national economies respond to the forces of
integration.

Inflation expectations are also likely to play a role. Over the past decade, this channel
has been instrumental in helping to bring down inflation and to contain it, once reduced
(BIS, 1996; Brayton et al., 1997; Pigott and Christiansen, 1998; Siviero et al., 1997;
and Visco, 1995). For example, increases in official interest rates in Italy in recent
years have been found to lower expectations of inflation very rapidly and significantly
(Buttiglione et al., 1997). In addition, there is evidence that longer-term expectations
as well as their dispersion have also declined. Links of this sort can help to reinforce
monetary policy actions to contain inflation pressures, for example, by altering the
behaviour underlying wage and price strategies. Certainly the current environment of
low inflation that will exist in the euro area when the ECB begins operation, as well as
a number of aspects guaranteeing the independence of the central bank, will have
beneficial effects on expectations.

... as will inflation expectations
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Considering transition issues, if the euro is more liquid than the sum of the individual
11 currencies, the move to a single currency might lead to an undesirable increase in
liquidity (Mundell, 1998). Over the medium term, however, the impact of the advent
of the euro on private portfolio composition is difficult to assess: on the one hand,
private economic agents within the euro area, that previously held different European
currencies to diversify their risk, may be faced with a surplus of euros for transaction
purposes; on the other hand, investors that were previously not interested in European
currencies, because of the limited size of the money markets, may increase their demand
for euros. In the securities markets, the re-denomination13 of government and corporate
bonds and the adoption of a uniform set of conventions will result in a market in euro-
denominated bonds of about half the size of the market in the United States and larger
than that in Japan, enhancing the liquidity of these assets.

A liquidity effect could also arise from the pooling of official reserves at the ECB.14

At the end of 1997, euro-area central banks had $389 billion of foreign exchange and
gold reserves. Of this, around $270 billion were in foreign currency, 17 per cent of which
in euro area currencies. In the absence of the ERM, the NCBs will no longer have an
obligation to intervene in order to stabilize exchange rates and this will lower their demand
for reserves. In addition, the euro area is a large, relatively closed economy where total
trade exposure is estimated to be about 16 per cent of GDP. Some studies have estimated
that monetary union will leave the NCBs with up to $125-190 billion in excess reserves;15

however, changes in their level and composition are likely to occur only gradually
(Funke and Kennedy, 1997) although the greater integration of financial markets could
speed up the process. The size and variability of the ESCB foreign reserves will be
primarily determined by capital flows and the exchange rate policy.16 Indeed, there
might be a desire to hold precautionary reserve levels to smooth out any possible
volatility in exchange markets. Over the longer run, the ESCB’s need for foreign
exchange reserves will depend on such things as the use of the euro as an international
reserve currency and a currency of denomination for international financial transactions.

Communicating policy to the public

All OECD central banks are accountable, in the sense that they are “obliged to give
a reckoning for their actions”, or are “legally or morally obliged to carry out a duty, and
to be liable to be blamed for failure” (Briault et al., 1995). The Maastricht Treaty provides
for the ECB to be accountable to European institutions (Article 109b, section 3).
Specifically the ECB will have to present an annual report to the European Parliament,
the Council, the Commission and the European Council. Furthermore the ECB President,
as well as other members of the Executive Board, could be invited to appear before the
relevant committees of the European Parliament. These arrangements may seem to
lack force because these bodies have limited political strength and there is a lack of
explicit penalties for any target failures. However, the ECB will be open to the public

The effect on liquidity will be
difficult to determine

The NCBs may also
be confronted with higher
levels of foreign exchange

reserves than needed

13. EU governments agreed at the Madrid summit in December 1995 that all new government debt issued by members of
EMU will be denominated in euros from 1 January 1999. Subsequently governments (and the European Investment
Bank) have committed themselves to redenominate existing debt from national currencies into euros.

14. The NCBs will provide the ECB with foreign reserve assets, other than Member States’ currencies, ECUs, IMF reserve
positions and SDRs, up to an amount equivalent to ECU 50 billion. The contribution of each NCB is fixed in proportion
to its share in the subscribed capital of the ECB (where the weighting of each national central bank is equal to the sum
of 50 per cent of the share of the country in the EU population and 50 per cent of its share in the EU GDP over the past
5 years). In exchange for these transfers, each NCB is credited by the ECB with a claim equivalent to its contribution.

15. See, for example, JP Morgan (1998). Masson and Turtelboom (1997), on the basis of the 1995 ratio of reserves to
imports, estimate $105 billion excess foreign exchange reserves.

16. Some analysts suggest that the size of excess foreign assets will enable the ESCB to split reserves into two portfolios:
one portfolio, focused on liquidity, will continue to be held as traditional currency reserves; the remaining excess
reserves, over time, will become more oriented towards investment (JP Morgan, 1998).

The ECB will be accountable
to the European institutions

and to the public
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through the press. Indeed, the ECB can hold itself accountable to the public by setting
clear intermediate targets and commenting regularly on key policy developments
(Issing, 1992). Such a communication strategy could be very helpful in winning, over
time, the necessary broad support for the new institution from the European public.

In communicating to the public, the ECB will have to make clear that there is a
separation of responsibilities between the monetary and fiscal authorities as well as other
policy-making bodies and economic interest groups. This type of clarification could have
two positive effects. First, by clearly delimiting its responsibilities, the ECB could help
prevent monetary policy from being the object of undue pressures which could arise
because of the unresolved structural problems in the area. Second, to the extent that the
fulfilment of the respective responsibilities can be accurately monitored by the public,
other parties may be made more aware of the full consequences of their actions. A
caveat, however, is in order on this final point. Many economic interest groups, who
were aware that they were in a position to affect national aggregate economic variables
(in particular on national prices), may now conclude that their influence is less important
on euro-wide area developments and would therefore feel less inhibited in pursuing
their goals. On the other hand, a heightened awareness of possible effects on their own
competitive positions vis-à-vis other euro area counterparts could limit this effect.

National central banks, in practice, differ regarding transparency about their
objectives and strategy, short-term implementation goals, views of the transmission
mechanism and decision-making processes (Table IV.3). To the extent that transparency
reveals private information, it could facilitate the co-ordination of the public’s
expectations and lower the risk of misinterpretations of policy signals. This could in
principle reduce uncertainty about the future course of interest rates provided that the
public interprets the information “correctly”. Transparency about monetary policy
objectives and strategies is common to most central banks, while transparency about
short-term policy implementation goals has recently increased (Borio, 1997).

While there are benefits
to transparency...

Table IV.3.  Transparency of central banks

United United
States Germany Japan Canada France Italy Kingdom ECB

Formal scheduling and publication of calendar of monetary policy decision making process
Yes Yes Yes No Yes No Yes Yes

Interest rate decisions taken at scheduled meetings under normal circumstances
Yes Yes Yes No Yes No Yes Yes

Publication of explanatory press releases at the time of each official interest rate change
Yes No Yes Yes Yes Yes Yes Yes

Minutes or summary of meetings of monetary policy decision-making body published
Yes No Yes No No No Yes No

Voting behaviour of individual members published
No No Yes No No No Yes No

Regular publication of monetary policy or inflation report
Yes Yes Yes Yes Yes Yes Yes Yes

Publication of internal forecasts for intermediate or final target variables
No No No No No No Yes No

Reporting to/monitoring by the Parliament
Yes No Yes Yes Yes Yes Yes Yes
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... practices differ among
central banks, depending on

their circumstances

On the other hand, information about the central banks’ own views of the
transmission mechanism, inflation outlook and reaction function is not widely shared
with the public. Only a few central banks publish their own inflation forecasts, such as
the Swedish Riksbank and the Bank of England, or lay out publicly something like a
contingent action plan. There is as well no common model regarding the degree of
transparency about the actual decision-making process. While some central banks
publish minutes and detailed transcripts of the meetings of policy-making bodies within
a few weeks or months, others only make them available after decades. Sometimes the
monetary policy decision-making process does not even follow a formalised pre-
announced schedule. In sum, reflecting each country’s unique historical circumstances,
there does not appear to be a unique model of transparency.

How transparent the ECB should be is difficult to evaluate. Unlike those central
banks which have become more transparent, the ECB will be a newly established entity
and will be under intense scrutiny of the financial markets who will be trying to
understand the ECB’s views on the economy and how policy is implemented. To reduce
the risks of misinterpretation, the ECB could use the publication of its research, as well
as speeches by executive board members, to communicate to the public and markets
both the changing nature of this economy as well as the fact that these are areas of
importance to the ECB. In this regard, a useful device could be the publishing of a
summary of meetings to explain the rationale of actions when they have been taken.
Over time, when key aspects of policy implementation are better understood, a greater
degree of transparency could be extended to such things as the ECB’s view of the
transmission mechanism, as well as details of the decision-making process, for example.

The fact that ECB Governing Council members not only have different political
but national backgrounds could complicate transparency about the decision-making
process. While the ECB Council may decide to make the outcome of its deliberations
public, the Statute (Article 10.4) also states that the proceedings of these meetings are
to remain confidential. This stipulation partly reflects the view that too much
transparency about the debate and voting behaviour of national representatives may
well make it more difficult for members to change their views in the course of debate
(Duisenberg, 1998b), take a perspective that covers the full euro area, or have a frank
discussion. Only if there were a strong general European public opinion against members
taking a narrow national view would this type of transparency be beneficial.

The ECB can use a number
of vehicles to communicate

to the public...

... before it decides if a greater
degree of transparency

is warranted

Fiscal consolidation issues

The role of fiscal rules in monetary union: the Stability and Growth Pact

The Stability and Growth Pact is designed to avoid budgetary free-riding and to
make credible the Maastricht Treaty’s “no bail-out rule”, and thus to limit the extent to
which budgetary developments in individual countries impinge on their neighbours.
Elaborating on the fiscal rules written into the Maastricht Treaty, the Pact considers
budget deficits above the Treaty’s 3 per cent of GDP limit as excessive, though with a
derogation for modest temporary overshoots due to exceptional circumstances. By

Fiscal policy issues in the euro area

Incentives for fiscal prudence
have been strengthened
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“exceptional circumstances” is meant an annual fall of real GDP of at least 2 per cent.
An annual fall of less than 2 per cent – but at least 0.75 per cent – may also, at the
discretion of the Council of Ministers, be considered exceptional in light of supporting
evidence such as the abruptness of the downturn or the size of the cumulative shortfall
in output in relation to past trends. By “temporary” is meant that, according to the
projections of the Commission, the deficit would fall below the 3 per cent threshold in
the year following that within which the exceptional circumstances occurred. Thus,
the waivers foreseen in the Pact are subject to such stringent conditions that the 3 per
cent of GDP threshold should be viewed as a de facto strict upper limit for the deficit.

The Pact provides for enforcement of this rule with a new institutional framework,
which includes both an “excessive deficit procedure” with a specification of possible
sanctions, and an early warning mechanism involving strengthened surveillance and
co-ordination of economic policies via the annual review of national programmes. In
the case of an excessive deficit, the Council of Ministers will, on the recommendation
of the Commission, propose a course of action to be immediately undertaken by the
country if sanctions are to be avoided. If corrective measures have not been implemented
within ten months of identification of the excessive deficit, sanctions will be imposed.
These would initially take the form of non-remunerated deposits, with a fixed component
equal to 0.2 per cent of GDP and a variable component rising in line with the size of
the excessive deficit. Such deposits are limited to a maximum of 0.5 per cent of GDP
per year, but would accumulate each year until the excessive deficit is eliminated.
Provided the excessive deficit is corrected within two years, the deposits are returned
to the country, otherwise the deposits will become non-refundable. In the event that
the measures taken by a country are ineffective, the whole process will be restarted but
sanctions will be imposed within three months.

The Pact further states that cyclically-neutral targets of “close-to-balance” or surplus
will be required in order to provide sufficient scope for flexibility over the cycle. Studies
by the OECD and others generally corroborate the “close-to-balance” norm.17 But such
assessments are based on the extrapolation of past behaviour and largely allow for the
operation of the automatic stabilisers only. Moreover, they could be subject to greater
than usual uncertainty given that EMU implies a “regime change” that may lead to
changes in behaviour.

To compare actual plans with the assessment that governments should aim for a
“close-to-balance” rule, Table IV.4 summarises the current fiscal targets announced by
EU Member governments. Eight out of eleven countries of the euro area have deficit
targets in the range of 1 to 2 per cent of GDP, which will not achieve sufficient flexibility
to allow automatic stabilizers to work under the Stability and Growth Pact, let alone to
allow for discretionary counter-cyclical measures. These targets will be superseded by
the forthcoming Stability Programmes which are expected to reflect new commitments
to achieve close-to-balance targets by 2002.18 In the meantime, nevertheless, most
countries will be in a period of transition during which fiscal policy risks being pro-
cyclical in the event of an unexpected downturn.

Flexibility will require better
structural budget positions

Governments will need to adopt
more ambitious consolidation
plans

17. See work by the OECD (1997), the European Commission (Buti et al., 1997 and 1998), and the IMF (1998b).
18. Finland and the Netherlands have already submitted their new Stability Programmes.
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Table IV.4. Fiscal targets in EU countries

Specific
Country Current budgetary objectives time horizon

Germany Reduce general government deficit and debt-to-GDP ratio to 1.5 per cent 2000
and under 60 per cent of GDP respectively: reduce public spending
to 46 per cent of GDP (pre-unification spending level); lower tax burden
and budget deficit and lower social security contributions below 40%
of gross wages.

France General government deficit below 2 per cent of GDP; 2000
stabilization of debt-to-GDP around 1999-2000.

Italy Reduce general government deficit and debt-to-GDP ratio 2001
to 1 per cent and 107 per cent of GDP, respectively.
Maintain primary surplus of 5.5 per cent of GDP.

United Kingdom Golden rule over economic cycle; net public sector debt-to-GDP Fiscal year
ratio stable and prudent over the economic cycle.  2000

Austria Reduce federal deficit to 2.1 per cent of GDP; freeze public expenditures 2000
on personnel, operating costs, social spending and subsidies to firms
in nominal terms.

Belgium Maintain general government primary surplus around 6 per cent of GDP; 2000
reduce budget deficit to around 1 per cent of GDP and reduce
debt-to-GDP ratio.

Denmark General government balance in surplus over the business cycle. 2005
Debt-to-GDP ratio reduced to 40 per cent.

Finland General government surplus of 2.3 per cent of GDP. Debt to GDP ratio 2002
should fall to 43.2 per cent.

Greece Reduce general government deficit and debt-to-GDP ratio to 0.8 per cent 2001
and 99.8 per cent of GDP, respectively.

Ireland General government surplus of 1.3 per cent of GDP 2000
(0.6 per cent after contingency fund).

Luxembourg Central government expenditure to grow in line with medium-term GDP
growth.

Netherlands In the context of a prudent growth scenario the budget deficit is projected 2002
to fall to 1 per cent of GDP by the end of 2002.

Portugal General government deficit of 1.5 per cent of GDP, debt-to-GDP ratio 2000
59.4 per cent.

Spain Reduce general government deficit and debt-to-GDP ratio to 1.6 per cent 2000
and 65 per cent of GDP, respectively.

Sweden Surplus of 2 per cent of GDP on the general government balance 2000
over the cycle to be approached incrementally over the 1998-2000 period;
balanced budget for municipalities and counties by 2000.

Fiscal sustainability and inter-generational equity

Adherence to the Stability and Growth Pact not only has implications for fiscal
policy settings over the cycle, but also for long-term budgetary developments. The
OECD Secretariat has in the past attempted to gauge the sustainability of policies by
calculating a “tax gap”, i.e.an immediate and permanent rise in the tax ratio (or fall in
the spending ratio) that would be needed to keep the debt ratio from rising over the
medium and long run (Blanchard et al., 1990 and Leibfritz et al., 1995). Work at the
European Commission (Franco and Munzi, 1997) has extended this methodology for
selected EU countries, starting from 1997 actual budget balances and allowing for
achievement of three alternative fiscal targets by 2030: end-period debt ratios consistent
with structural budget positions of close-to-balance (interpreted as deficits not exceeding
1 per cent of GDP), an average 60 per cent debt ratio, and an unchanged debt ratio. The
calculations include estimates of the costs of population ageing beyond the year 2010
based on current pension expenditure projections of national authorities and mechanical
estimates of the effects of demographic changes on other age-related expenditures
(e.g.health, education, family allowances). The results can only be seen as illustrative

Adhering to the Pact assures
fiscal sustainability
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Table IV.5.  “Tax gaps” needed to achieve alternative fiscal targets over
the period 1998-2030a

Memo. item:
1 per cent 1997
of GDP (Implied (1997 primary
average end-level 60 per cent Stable level balances

deficit over of public debt public of debt (as per cent
the cycle debt ratio) criterion debt ratio) of GDP)b

Belgium 1.2 (63) 1.3 0.0 (122) 5.8
Denmark –1.1 (42) –1.5 –1.6 (67) 2.8
Finland 0.6 (35) 0.1 0.2 (56) 0.4
Germany 3.3 (43) 3.0 3.0 (65) 0.6
Italy –0.4 (66) –0.3 –1.4 (122) 6.4
Netherlands 1.2 (46) 1.0 0.7 (71) 3.6
Spain 0.6 (43) 0.2 0.1 (74) 1.7
Sweden –0.1 (43) –0.5 –0.8 (77) 2.3

a) Based on methodology described in Blanchard (1990) and Blanchard et al. (1990), the tax gap is calculated over the
base year 1997 as the change in tax to GDP ratio immediately required in order to reach, by the end of the period
considered, the indicated debt to GDP ratio. Age-related expenditures based on present policies (average of favourable
and unfavourable pension scenarios, where applicable) and non-age-related expenditures based on 1997 unchanged
ratios to GDP. Macroeconomic assumptions: real interest rate on government debt 4 per cent (representing the
approximate long-run real interest rate observed for Germany in 1997), productivity growth 1.5 per cent. A negative
gap means that the actual primary balance was already sufficiently large in 1997 to meet the given objective. The
calculations are very sensitive not only to the policy and macroeconomic assumptions, but also to the primary balance
levels in the base year (1997). For example, the 1997 primary surplus for Italy was relatively high, in part helping to
explain the calculated negative tax gap.

b) May differ somewhat from the 1997 estimated levels used in the calculations.
Source: Franco and Munzi (1997).

because they depend on given growth and interest rate assumptions and, most
importantly, do not take account of probable reforms to pension policies. They suggest
that the close-to-balance rule is considerably more stringent than the stable public debt
rule in that achieving it requires larger tax increases or expenditure cuts, while generating
significant falls in public debt ratios (Table IV.5).19 For the less indebted countries,
implementation of the close-to-balance rule also implies larger adjustments than would
be required by the Maastricht 60 per cent debt criterion, while for the highly indebted
countries, it would bring debt ratios down to or close to 60 per cent by 2030. Thus, by
implication, adherence to the close-to-balance rule would appear to be a sustainable
path (on the basis of the illustrative calculations here).

Preparing for ageing
populations may require
budget surpluses

The achievement of a close-to-balance budget over the next decade would also
allow countries to meet the worsening of the demographic situation after 2010 with
smaller public debts. Even so, sizeable tax increases after 2010 would still be required
in most countries in order to stay on the close-to-balance rule. Hence, greater ambition
in medium-term fiscal targets might be warranted by the future fiscal burden associated
with population ageing. It is difficult to gauge the ultimate size of this problem in the
sense that policies to address it are rapidly evolving. Some countries have begun to
encourage privately funded systems, while the OECD has recommended policies to
lower future dependency ratios as well (OECD, 1998b). Nonetheless, a significant
burden is likely to remain. Some countries have concluded that a larger down payment
on the debt, via current surpluses, must be one of the major policies to tackle the
problems raised by ageing (Ministry of Finance, Denmark, 1995). This implies that
even though the close to balance rule may be sufficient to achieve tax smoothing via
cyclical flexibility over the medium run, tax smoothing over the longer run may require
a more ambitious target.

19. Adjustments and tax gaps would be larger if the analysis were extended to 2050.
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Table IV.6.  Sources of budget consolidation in EU countries in the 1990s
Changes over 1990-97 in percentage points of potential GDP

Other
capital Total Property Primary

Consumption Transfersa Investmentb transactions  Subsidies taxesa,c incomed balancea

Germany 0.4 0.3 –0.5 –0.3 –0.2 2.3 –0.3 2.3

France 0.7 2.0 –0.5 –1.0 0.5 2.8 –0.3 0.9

Italy –2.0 0.7 –1.1 –1.9 –0.7 3.5 1.3 9.9

United Kingdom –1.9 3.0 –1.5 –1.3 –0.3 0.4 –0.5 1.9

Austria –0.9 0.8 –1.2 1.1 –0.5 2.2 –0.2 2.7

Belgium –0.2 0.0 0.1 –0.1 –0.9 2.4 0.1 3.7

Denmark 0.7 2.5 0.3 0.3 0.2 2.8 –0.3 –1.6

Finland –1.1 5.5 –1.0 –0.8 –0.5 1.0 0.4 –0.6

Greece –0.7 0.4 0.6 –4.9 –0.8 4.0 2.7 12.2

Ireland –1.5 –0.6 0.5 –0.3 0.1 –0.1 0.1 1.7

Netherlands –1.1 –2.3 –0.1 –1.0 –0.9 0.5 –0.7 5.2

Portugal 2.2 4.0 0.7 –1.0 –0.6 5.1 0.6 0.2

Spain –0.4 –0.3 –2.3 –0.6 –0.4 1.9 0.4 6.1

Sweden –3.2 1.5 –0.4 0.7 –0.7 –0.6 0.8 2.1

European Union –0.6 1.1 –0.8 –0.9 –0.3 2.2 0.1 3.8

a) Cyclically-adjusted.
b) Gross investment less consumption of fixed capital.
c) Direct and indirect taxes and social security contributions.
d) Net non-interest; includes also receipts of current transfers other than social security contributions.

Achieving budget targets

The fiscal targets of the Stability and Growth Pact can of course be fulfilled in a
variety of ways. The foregoing analysis of fiscal targets was not sensitive to the method
of consolidation, and in the end this must be taken into account, as economic feedbacks
of different measures can differ significantly. Increasing taxes could intensify economic
distortions, and may not be feasible in any event given the pressures of tax competition
(see below).20 Regarding expenditure restraint, the European Commission has
recommended that particular attention be given to government consumption, health
care costs, public pension reform, and “passive” labour market measures and subsidies
(European Commission, 1998). By contrast, under recent fiscal consolidation efforts
in the run-up to EMU, on a cyclically adjusted basis, tax increases and cuts in investment
and “other” capital transactions figured prominently, while transfers generally increased
and subsidies were reduced only slightly overall (Table IV.6).21 Some observers fear
that investment levels may now be too low, jeopardising long-run growth – although
the quality of such investments also matters.22

Emphasis should be on
expenditure restraint

In addition, structural reform in product and labour markets could potentially make
a significant contribution to budget consolidation, both by lowering structural
unemployment and the number of transfer recipients in general, and by allowing for
higher growth and tax receipts. Fundamental tax and public expenditure reforms, in
turn, will be a critical component of any such structural reform effort.

20. There is a body of literature suggesting also that tax-based consolidation may not be sustainable insofar as it expands
the scope for future spending increases. See, e.g.,Alesina and Perotti (1995).

21. A number of “one-off” measures were included in the final push to meet Maastricht targets in 1997, accounting for one-
quarter to one half of the total deficit reduction in that year in 8 out of 11 countries. (European Monetary Institute,
1998). To a significant extent, these were reflected in “other” capital transactions: e.g.shifting expenditures from
above to below the line, or one-time receipts of capital transfers.

22. Another approach, which is being given some consideration in the EU context, is to aim for a balanced budget excluding
public investment, which would be debt financed, i.e. the “golden rule”.

Structural reforms
are complementary
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Reforms to achieve better
spending control will help

Reforms in the budget framework and process could help achieve budget objectives.
For example, countries might gain better control of spending with the adoption of
multi-year budget frameworks and expenditure ceilings. To avoid free riding at the
sub-national level, the Stability and Growth Pact could be reinforced by “internal
stability pacts” which share the burden across different levels of government, an
approach under discussion in both Italy and Germany. To help guard against a
“short-termist” approach to spending cuts, countries might improve budget accounting
methods, for example by producing “whole of government” accounts, including off-
balance sheet commitments, to complement the regular accounts of the government.
Public provision of full information on past, present, and prospective budget trends
would also help to increase transparency, which is especially important in the face of
fixed budget rules.23Finally, the Stability and Growth Pact requires that detailed medium-
term Stability Programmes be made public and be evaluated by the ECOFIN Council
based on recommendations of the EU Commission. The policy dialogue, strengthened
by improved internal budget processes, could help to improve the quality of
consolidation in EU countries.

Fiscal federalism

With a common monetary policy and slow adjustment in product and labour markets,
EU fiscal policy will have to bear the brunt of asymmetric shocks (or symmetric shocks
with asymmetric effects). Whether, in fact, such shocks will intensify with monetary
union remains unclear (Box IV.2), but the enhanced role for fiscal stabilization requires
that it be as effective as possible. It needs to be recognised, however, that fiscal
stabilization is best suited to assisting countries to adapt to shocks that temporarily
reduce their income. In the case of permanent (supply) shocks, countries are permanently
worse off and changes in relative prices are needed to adjust to the new situation. In
these cases, attempts at fiscal stabilization may be ineffective or even counter-productive
because they hinder the necessary adjustment of relative prices.

In respect of fiscal stabilization, there is an issue as to whether the decentralised
form of fiscal federalism in Europe helps or hinders policy effectiveness. In established
monetary unions with diverse federal regions like the United States and Canada, fiscal
federalism with centralisation of the stabilization function plays a significant role in
compensating for the absence of internal exchange rates and in fostering cohesion. A
central stabilization function offers two major benefits, namely the insurance pooling
of risks and internalisation of policy spillovers.24 However, member countries of the
EU have not yet planned for a macroeconomic stabilization role at the Community
level.25

On the other hand, individual EU countries have fiscal autonomy (albeit constrained),
with the large size of governments and progressive income taxation allowing for a
high degree of income smoothing. By comparison, regions in other federations tend to
have much narrower tax bases, with tax policies in some instances constrained by

Regional adjustment will
require both effective fiscal
stabilization and flexible
markets

Centralisation of fiscal
stabilization might help

But the case for a decentralised
EU is strong

23. The IMF (1998a) provides guidelines for more transparency in public accounts.
24. Also, if consumers are partly forward looking, a federal stabilization policy could be more effective than a regional

one, since consumers will anticipate the taxes needed to repay their own regional debt, and raise their savings rates
accordingly, whereas the anticipated costs of a federal debt issue are more diffuse. Bayoumi and Masson (1998) provide
empirical evidence of such an effect in the Canadian provinces.

25. This is despite reports by various experts, e.g. the MacDougall Report (EC, 1977), the Forte Report (EC, 1979), and EC
(1993), which have argued in favour of more centralisation. This in part reflects the difficulty of aggregating diverse
political preferences in the EU.
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Deeper economic integration in the context of a common
currency may affect the prevalence of asymmetric economic
shocks. Insofar as a common currency enables Europe to
increase regional specialisation (e.g.in the car industry) in order
to achieve a better division of labour and exploit scale and
agglomeration economies, it could entail greater vulnerability
in the various regions to product-specific changes in technology,
input prices, or demand.1 Insofar as the new regional
agglomerations overlap national borders, however, such
disturbances would be less amenable to national solutions.
But integration could, conversely, also lead to stronger
co-movements in economic activity, e.g.due to intra-industry
trade,2 which would allow shocks to be more quickly
transmitted to all countries in which case monetary policy could

Asymmetric shocks and shock absorbers in EMUBox IV.2

play a stabilizing role, reducing the burden on fiscal policy. It
is hard to say a priori which effect will dominate. Evidence
from the United States shows that over time, regional
specialisation remained strong in agriculture and grew (until
the mid-20th century) in manufacturing industry, whereas
services industries became steadily more integrated across state
borders; as services became more dominant in the overall
economy and factors more mobile so that even manufacturing
started to converge, on balance the correlation of economic
cycles across regions increased and regional differences in land
and resources became less important.3 The tables below show
that in Europe, the process of convergence is already well
established in terms of both the intensity of intra-industry
(manufacturing) trade and intra-area flows of direct investment.

Policy shocks are likely to be attenuated in EMU, moreover.
Even though a monetary policy geared to average euro-area
price stability may not be well-suited to the economic situation
in every country, policy shocks may diminish. Indeed, in the
pre-EMU period, policies may often have acted as shock
generators rather than shock absorbers. For example, monetary
policy dominated by German economic conditions under the
EMS probably was more asymmetrical than a common

monetary policy will be. Fiscal policy was (apart from
the 1974-75 recession) often pro-cyclical or only weakly
counter-cyclical, while the failure to correct budget positions
in subsequent upturns perpetuated the fiscal problem (see figure
opposite).4 On the other hand, adherence to the Stability and
Growth Pact could ultimately enhance fiscal flexibility by
establishing lower starting deficits, reducing sovereign risk
premia, and enforcing greater symmetry over the cycle.

1. This is the view taken by the “new trade and growth” models, which emphasize increasing returns to production, among other things. See Krugman (1991).
2. This represents the view of the “neo-classical growth” models, e.g.Barro and Sala-i-Martin (1991).
3. See Kim (1997). Frankel and Rose (1998) also present more generalised empirical evidence that greater integration historically has resulted in more highly

synchronised cycles.
4. Buti et al. (1998) show that this behaviour was entirely due to the group of the high-debt countries, whereas low-debt countries followed a de facto Stability Pact rule.

Indicators of convergence in the euro area

Intensity of intra-industry trade a Foreign direct investment flows
(as a per cent of total manufactures trade) (as a per cent of GDP; yearly averages)

Inward investment Outward investment
from other euro area countries to other euro area countries

1970 1980 1990 1997b 1986-90 1991-95 1986-90 1991-95

Austria 53 65 79 78 0.26 0.28 0.17 0.24
Belgium 77 86 83 89 1.86 2.93 1.32 3.01
Finland 21 35 41 51 0.07 0.13 0.45 0.28
France 82 84 86 90 0.29 0.45 0.63 0.58
Germany 70 75 79 81 0.12 0.10 0.46 0.56
Ireland 27 61 54 42 0.15 0.07 0.00 0.00
Italy 70 61 67 70 0.16 0.17 0.28 0.28
Netherlands 68 69 77 77 0.62 0.98 0.65 1.44
Portugal 28 41 53 64 0.88 0.93 0.05 0.37
Spain 43 69 75 81 1.12 1.03 0.122 0.18

a) Intra euro-area trade.
b) 1996 for the Netherlands, Portugal and Spain.
Source: OECD, Foreign Trade Statistics and International Direct Investment Statistics Yearbook.
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Integration could affect the effectiveness of fiscal stabilization,
however. Deeper product market integration implies that trade
leakages would shift much of the demand benefit of any fiscal
stimulus to monetary union partners.5 With increased debt and
future tax costs of the fiscal expansion being fully borne by the
home country, this would act as a strong disincentive to undertake
stabilization policy. By contrast, increased asset market
integration means that interest rate leakages would shift part of
the adverse “crowding out” effects of a fiscal stimulus to other
countries, making stabilization more effective (the Mundell-
Fleming model result). Empirical work suggests that the impacts
of financial leakages tended to dominate those in trade leakages
in the past.6 However, if intra-area trade and trade elasticities
were to increase sufficiently under monetary union, the negative
trade effects could come to dominate.

Asymmetric shocks and shock absorbers in EMU (continued)Box IV.2

5. Although insofar as the common currency appreciates in response to a fiscal stimulus, all countries’ net exports would suffer.
6. See empirical work cited in Van der Ploeg (1989). Englander and Egebo (1993) however find evidence of a dominance of trade leakage effects in Europe under

EMS.

Another question pertains to the impact of EMU on
endogenous adjustment mechanisms. The experience of Austria
and the Netherlands, which have long been in de facto currency
unions with Germany, shows that further trade integration and
structural adjustment following the tight exchange rate link
reduced the likelihood of wage shocks and improved aggregate
wage flexibility, thus preserving national competitiveness. On
the other hand, there is the risk that unions resist greater wage
flexibility and a move towards EU-wide centralised wage
bargaining cannot be excluded. Labour mobility is not likely
to increase significantly, given cultural and linguistic barriers.
Thus, it is not assured that, in the absence of government
regulatory and fiscal reforms, endogenous adjustment
mechanisms will automatically improve with the move to a
common currency.
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Table IV.7.  Effects of automatic stabilizers
Per cent

First year Full cycle

United States 16 32
Japan 32 28
Germany 41 40
France 20 24
Italy 8 10
United Kingdom 23 32
Canada 27 38

Southern Europea 14 13
Other small EUb 23 33
Australia and New Zealand 16 20

Note: The results represent the percentage differences in the deviation of output from its base-line value in the cases where
automatic stabilizers are, and are not, allowed to operate in response to a standard demand shock. They should be seen
as indicative only as they reflect the properties of the OECD’s INTERLINK model. Stabilization in the model is a
result of two separate effects: i) the impact on the budget from a change in output gap, which depends on the size of
government, the progressiveness of the tax and transfer system, and the cyclicality of government investment and
consumption; ii) the size of the fiscal multipliers, which depends on the openness of the economy, the marginal propensity
to consume, and the level and structure of taxation.

a) Unweighted average of Greece, Portugal and Spain.
b) Unweighted average of Austria, Belgium, Denmark, Finland, Ireland, the Netherlands and Sweden.
Source: OECD INTERLINK model simulations.

The institutional basis for
policy co-ordination is in place

Harmful tax competition is a
major concern

26. Policy dialogue is nonetheless constrained by the fact that it must respect the strict independence of ECB and the
autonomy of national fiscal policies.

27. See Hoeller et al. (1996) for more information on tax and spending harmonization issues in the EU.

federal rules, hence only limited possibilities to stabilize demand. Work by the OECD
Secretariat shows that in most European countries, stabilization of output shocks by
automatic fiscal stabilizers fall within the 20 to 40 per cent range observed in other OECD
countries (Table IV.7). Thus, existing stabilization mechanisms should prove adequate
for EMU, and a member country’s access to world capital markets could proxy very well
for centralised fiscal transfers (i.e. insurance across time rather than across regions).

Policy co-ordination

With fiscal decentralisation, the question arises of whether co-ordination is possible
and/or desirable in the area of public finances. The institutions and processes for
co-ordination are already in place. First, there are the excess deficit procedures, noted
above, which bring significant peer pressure to bear on budget policies. Second, there
are the “Broad Economic Policy Guidelines” which allow the EU Council to make
country-specific recommendations on both macroeconomic and structural policies, and
which could be of help in achieving a policy consensus. Third, there are the high-level
EU policy groups such as ECOFIN Council (Economics and Finance Ministers), the
Euro-11 Group (a subgroup of ECOFIN specific to EMU), and the Taxation Policy
Group (group of personal representatives of the Ministry of Finance).26

As economic integration within the euro area deepens, spillovers due to increasing
mobility of tax bases could limit the ability of Member countries to achieve social
goals and carry out stabilization. There is now active discussion in the EU and at the
OECD regarding greater co-ordination of tax systems in order to foster tax efficiency
and discourage harmful tax competition. The main concern driving efforts towards tax
co-ordination is that cross-border tax competition could lead to emigration of the capital
tax base, leading to a shift of part of the tax burden from capital to labour if expenditure
levels are to be maintained. This problem will become more serious and evident with
the implementation of EMU.27
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Given the high mobility of capital (including highly skilled human capital), taxes
levied on capital income are the most vulnerable to tax competition. Such mobility
will increase with the move to EMU given the elimination of currency conversion
costs and exchange risk. On the level of individual bank deposits and portfolio
investments, there is ample (even if anecdotal) evidence of substantial flows to countries
which do not tax interest paid to non-residents and do not exchange information with
tax authorities in other countries. In response to this problem, there has been a recent
European Commission proposal, a Directive to establish a “co-existence model” for
the taxation of cross border interest flows of individuals. It would oblige EU countries
to withhold tax on such flows within the Community or to provide exchange of
information on cross-border interest payments to individuals. There is some question
as to whether such arrangements would work well in the absence of wider multilateral
agreements, as EU citizens could place their savings in non-EU countries. In effect,
this would require that capital mobility remain significantly lower between the euro
area and the rest of the world than within the euro area.

Attention has also been paid to greater co-ordination of corporate tax systems.
These differ markedly across EU countries, not least because of differences in accounting
and legal practices, causing non-neutral treatment of many activities. Besides differences
in tax rates and tax bases, the tax treatment of cross-border income flows varies.
Differences in tax treatment arise from the imposition of withholding taxes at source,
the method and extent of relief of double taxation, and methods of allowing losses in
one country to be offset by profits in another. But in particular, preferential tax regimes
both in and outside the EU open up new avenues for avoidance. A recent ECOFIN
resolution on a code of conduct for business taxation addresses such preferential regimes
in EU Member states.28 The European Commission is also planning to eliminate
withholding taxes on cross-border interest and royalty payments between companies.

In the area of indirect taxes, the EC Treaty provides for the principle of
harmonization. As regards VAT, the European Union is committed to modernise and
simplify the existing VAT system and, in due course, to transform it into a real common
system, fully based on the origin principle. In the area of excise taxes, reducing the
remaining wide dispersion of rates remains a goal, given the impacts on trade flows
and tax base flight to low tax countries, though this may be difficult to achieve given
the varying interests of industry and government.

Spending co-ordination could prove beneficial in areas characterised by strong
international spillovers. For example, state aids to industry may distort intra-EU competition
and prevent an efficient functioning of the internal market, which in turn has justified a
centralised vetting of subsidies. As the conditions under which the Commission may grant
derogations on a case-by-case basis have become stricter over the past few years, the overall
level of subsidisation in the EU has come down, although not significantly. In the area of
pensions, a move to defined contribution pensions that are portable across the EU could
support a higher degree of labour mobility and regional adjustment while easing the public
finance problem. Moving in this direction would require sorting out such issues as which
country bears the cost of tax breaks on contributions during working life and of pension
payments during retirement age when these differ.

28. Similar measures are proposed in the OECD Guidelines on Harmful Preferential Tax Regions. See OECD (1998a).

Attention is being paid to
co-ordination of corporate tax
systems

Tax harmonization is the
objective for indirect taxes

Spending co-ordination
is warranted in certain areas

Mobile capital is particularly
vulnerable
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Some features of the third quarter market declines

The peaks that were reached in various equity markets by mid-July followed a
sequence of gains dating back to the early 1980s, in most cases broken only by short-
lived setbacks. While there were sound reasons to believe that these longer-term trends
in various markets represented a response to improved fundamentals, for example, the
drop in inflation (Blanchard, 1993), by the late 1990s many of these markets appeared to
have reached levels that were difficult to rationalise. Part of this process seems to have
been driven by extrapolation of then favourable trends in earnings as well as increased
investor complacency regarding risk. The declines that occurred in the third quarter
appeared to be the result of a downgrading of earnings projections and a reappraisal by
investors of the risks inherent in these markets. Much of this seems to have been
triggered by the spreading and deepening financial problems in emerging economies.

Equity market corrections are a periodic feature of all major economies but their
simultaneous occurrence across a majority of G-7 economies is relatively uncommon.
Using three ad hoc definitions,1 based on quarterly changes in major stock indices,
only four such episodes since the 1970s can be identified: i) the downturn following
the first oil-price shock; ii)  the “stagflation” period around 1981; iii)  the crash in Octo-
ber 1987; and iv) in 1990, the German post-unification crisis and the collapse of the
Japanese asset bubble which affected equity markets within the same quarter. In terms
of the number of economies affected, the current period compares best with the first
and third episodes.

The drop in equity prices that happened also departed from past experience in two
other important respects:

– There was a sharp downgrading of bank and financial shares almost every-
where. While it is common for bank share prices to be more cyclical than
total equity prices on average – due to the sensitivity of their loan portfolios

V. RECENT EQUITY MARKET
DEVELOPMENTS AND IMPLICATIONS

Starting in mid-July of this year, the equity markets of most OECD economies began to turn down and by early October had
fallen by 20 to 35 per cent. The drops generally followed, or were close to, recent peaks; the major exception among the larger
OECD economies was Japan where prices were already low following the prolonged adjustment in the aftermath of the bubble
economy. The declines that happened stood out both by their size and by their simultaneous occurrence in all major economies.
Since then, these markets have recovered a large part of those losses and once again appear over-valued on a number of
measures. This chapter addresses, in turn, the nature of the third quarter drop compared with previous such episodes, outlines
some benchmarks against which current levels of equity prices can be measured and assesses the implications of declines in
equity prices in general for economic activity in the OECD area.

Share prices fell…

… in all major economies

Shares of financial institutions
were hard hit…

1. These were:  quarterly drops greater than 2 standard deviations;  half-yearly ones, larger than 3 standard deviations;
and declines in real prices by more than 2 standard deviations over 4 quarters.
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to business activity as well as to their equity holdings in most countries –
additional factors would seem to have been at play. These included: i) uncer-
tainties regarding bank exposure to emerging markets; ii)  the recently dis-
closed large positions of some banks with highly-leveraged borrowers, like
Long-Term Capital Management and others; and iii)  the unresolved financial
crisis in Japan.

– Major equity markets have become unusually volatile. The magnitude of day-
to-day percentage changes of equity prices since early July – a rough meas-
ure of overall stock market volatility – has been high by the standards of the
past three decades and the intra-month variability is second only to that at the
time of the crash in 1987. Furthermore, their implied volatility (based on
option prices) shot up in the third quarter of 1998 to levels seen only in Japan
in recent years (Figure V.1). In response, investors moved substantial funds
into various government bond markets, which drove longer-term yields to
record lows in some cases (the safe-haven effect).

Taken together, the rise in the pricing of risk (implied by the increase in interest rate
spreads between corporate and government bonds), the increase in volatility and signs
of weakness in national banking sectors represent additional negative facets surround-
ing the economic outlook. A renewal of the downward pressures on equity prices seen
in the third quarter could exacerbate these factors.

Equity prices in perspective

It is very difficult to determine what is the “appropriate” price level for equity. At
best, only a range of such estimates can be provided. As a first approximation, the
levels of the dividend-price and price-earnings ratios (commonly used market valua-
tion measures) can be compared with their historical norms (Table V.1). On this basis,
the dividend-price ratios as of early October were still below the norms of the past
three-and-a-half decades for most economies, with the exception of the United
Kingdom despite the declines in prices that had been registered. This was true even
when the October dividend yields were compared with those in the 1960s, a time when
inflation was similarly low. Price-earnings ratios, on the other hand, although high,
were less out of line, in part because of the previous very strong earnings growth in a
number of countries.

Over the past half decade there has been a fall in the dividend-pay-out ratio in a
number of countries. One reason could be that corporations have changed how they
distribute earnings – preferring to generate lower-taxed capital gains by re-investing
earnings as opposed to paying dividends.2 This could help justify some part of the
unusually high prices as long as earnings growth is sustained. Another interpretation is
that firms may not be raising dividend payments because current earnings are believed
to be cyclically high and not sustainable.

An alternative approach to assessing share prices that puts more focus on earnings
sustainability, as well as investor perceptions of risk, starts from the premise that, in
long-run equilibrium, the dividend-price ratio is directly related to equilibrium levels
of the risk-free real interest rate and the equity risk premium less the growth in real

… and overall volatility rose
and remains high

Valuation measures are out of
line with past norms

Measures that emphasise the
role of risk and earnings

growth…

2. However, Cole et al. (1996) have adjusted the US data for this effect and they still find that the dividend yield is low.
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Figure V.1. Implied volatility of stock prices1
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dividends.3 Assuming that dividends are a constant fraction of earnings in equilibrium,
the long-run growth rate of real earnings and dividends would be the same. The equity
premium is the extra return (above the riskless real interest rate) required by investors
to purchase stocks in recognition of their riskiness.

This approach can be used to make illustrative calculations of consistent sets of
observations for the dividend yield, the real interest rate, the risk premium and growth.
The first column in the lower panel of Table V.2, for example, shows the dividend yield
consistent with October levels of the real rate of interest and average values of the risk
premium and real growth over the past 18 years.4 In a similar manner, the other col-
umns show the implied level of the real interest rate, the risk premium or the real
growth rate which could validate the October dividend yield with the other assumed
determinants of share prices taking on the current (the real interest rate) or more recent
historical average (the risk premium and real growth) levels. Comparing these implied
values with their actual counterparts in the top panel of Table V.2, and bearing in mind
the judgmental nature of this type of exercise, the following may be said:

– In October, the dividend yield consistent with average values of its determi-
nants was still above current values for the United States and Canada despite

3. Formally, the expression is D/P =  r +σ - g, where D/P is the dividend-price ratio;  r the real interest rate;  σ the risk
premium;  and g the growth rate of real dividends.  This is a variant of the Gordon formula (see Myron Gordon (1962),
Investment, Financing and Valuation of the Corporation, Homewood, Ill.).  This expression can be re-written to show
the determinants of the price-earnings ratio (P/E) by assuming a constant dividend-pay-out ratio (ν).  Then the price-
earnings ratio is:  P/E = v/(r +σ - g).

4. It is worth pointing out that judgement is required in deriving the historical risk premium which can only be inferred
from the data.  Concretely, the Gordon formula was used to derive a measure of the risk premium using average values
of dividend yields, real interest rates and real growth over the past 18 years in most cases.  A description of the method
used is contained in Kennedy et al. (1998).

Table V.1. Some stylised facts in G-7 equity marketsa

Whole 1960-69 1970-79 1980-89 1990-97 1998 Oct. Nov.
period Q2 1998 1998

United States
D/P
P/E

Japan
D/P
P/Eb

Germany
D/P
P/Ec

France
D/P
P/Ec

Italy
D/P
P/Ec

United Kingdom
D/Pc

P/Ec

Canada
D/P
P/E

3.6 3.2 4.0 4.2 2.8 1.4 1.6 1.4
15.2 17.8 12.3 12.2 19.6 26.6 24.0 28.6

2.2 4.4 2.3 1.1 0.8 1.2 1.2 1.0
27.6 n.a. 13.9 22.7 41.4 115.5 n.a. 220.6

3.0 n.a. 4.0 3.0 2.1 1.3 1.7 1.9
14.0 n.a. 12.7 13.2 16.1 22.9 17.7 26.8

4.2 n.a. 4.9 4.5 3.3 2.2 3.0 2.3
11.8 n.a. 12.5 10.4 13.1 19.8 14.7 21.0

3.0 n.a. 4.0 2.3 2.9 1.3 2.3 1.3
16.9 n.a. n.a. 15.6 17.4 30.6 19.6 43.6

4.8 4.7 5.3 4.7 4.2 2.8 3.8 3.4
11.4 14.6 9.8 9.4 13.2 18.4 21.9 23.9

3.4 3.2 3.9 3.6 2.7 1.4 1.9 1.7
20.3 17.4 11.6 14.3 42.9 33.6 22.3 23.5

a) D/P denotes the dividend-price ratio and P/E the price-earnings ratio.
b) Price-earnings ratios have been adjusted for cross holdings between firms. Data start from 1976.
c) For Germany and France, data start from 1974;  for Italy, data start from 1986;  and for the United Kingdom, data start

from 1963.
Source: OECD, Bloomberg and Salomon Smith Barney.

… give mixed results across
economies
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the declines in prices that have occurred. The same was true for Germany and
Italy although to a lesser extent.

– Similar patterns for these economies emerge when the other variables are
examined. For example, the implied real earnings growth seems high while
implied risk premia look low.

– On the other hand, based on the various calculations used, valuation meas-
ures in Japan, the United Kingdom and France all appear close to levels con-
sistent with fundamentals as defined here.

– The bounce back in equity prices that has generally occurred in major mar-
kets has not appreciably changed these conclusions.

Possible effects on economic activity
of a stock market decline

Changes in equity prices can have large and direct effects on economic activity
through changes in household wealth. The impact will depend on how households
view the decline (permanent versus temporary) as well as on their exposure to asset
prices in combination with their marginal propensity to consume out of financial wealth.
For the United States, an extensive empirical literature points to a relatively narrow

Table V.2. Evaluations of current dividend yields

Recent and historical data

Dividend Real Average Average
yield interest value potential

rates of premium growth
October 1998 1980-97a 1980-97b

Note: The columns in the bottom panel are each calculated on the basis of the data in the top panel (see footnotes for
details) and have no relationship to each other. Indications of overvaluation can be obtained by comparing similar
columns in each panel, for example the current dividend yield (top panel) with that implied if the dividend yield were
in line with fundamentals (bottom panel).

a) For Japan, Italy and Canada the 1980-89 average was used because of extreme values in the data in the 1990s.
b) Potential growth of the economy is used as a proxy for real dividends or earnings growth to put the calculations on a

comparable basis across countries. For Japan, the historical average was not used. The potential growth rate for Japan
was lowered in view of the mounting evidence that the slowdown in productivity seen in the first half of the 1990s
reflected a permanent rather than a cyclical phenomenon.

c) Implied dividend yield is the sum of columns two and three, less column four in the top panel. It is meant to represent
a proxy for the equilibrium level of the dividend yield.

d) Implicit values of the real interest rate, the premium and the growth rate are derived from the formula in footnote 3 of
the text using the current dividend yield and various combinations of two of the other measures from columns two to
four in the top panel.

United States
Japan
Germany
France
Italy
United Kingdom
Canada

United States
Japan
Germany
France
Italy
United Kingdom
Canada

1.60 3.90 1.70 2.50
1.18 2.75 0.34 2.00
1.71 4.00 0.36 2.25
3.01 4.00 0.86 2.15
2.28 4.00 1.19 2.20
3.81 4.00 2.35 2.25
1.92 4.00 1.29 2.60

Measures of potential overvaluation

Implied Implied real Implied Implied
dividend interest premiumd growth

yieldc ratesd of dividendsd

3.10 2.40 0.20 4.00
1.09 2.84 0.43 1.91
2.11 3.60 –0.04 2.65
2.71 4.30 1.16 1.85
2.99 3.29 0.48 2.91
4.10 3.71 2.06 2.54
2.69 3.23 0.52 3.37

Share price declines directly
affect consumption…
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range for the estimated marginal propensity to consume out of equity market wealth of
4 to 7 per cent. Accordingly, the potential impact of a 10 per cent stock market correc-
tion on the level of private consumption, after one year, is calculated to be about 0.5 per
cent for this economy. Because of a lack of similar studies and data for other econo-
mies, direct effects of real equity prices on household consumption in the G-7 econo-
mies were estimated by the Secretariat (Boone et al., 1998). This work suggests similar
orders of magnitude for the United States, but smaller impacts for the other econo-
mies.5 These differences likely reflect, among other things, variations in the size of
household equity holdings across countries. Based on the estimated effects on con-
sumption, simulations carried out with the INTERLINK model, which allow for
economy-wide ramifications of lower consumption, suggest that a 20 per cent simulta-
neous fall in equity prices in all the major countries could lead to a reduction in the
level of output for the OECD area of around 0.7 per cent over the coming two years
(Table V.3).

Lower equity prices are also likely to have a direct negative impact on investment.
Estimating this influence is, however, difficult as the effects come through channels –
the real user cost of capital, the level of indebtedness of the corporate sector, the avail-
ability of internal finance, the uncertainty about demand and capacity utilisation – dif-
ficult to identify empirically (Whitaker, 1998). The effects on capital investment,
moreover, would only materialise to the extent that stock market corrections were as-
sociated with a fundamental change in business conditions (Fama and French, 1989).

5. According to these results, a 10 per cent fall in real equity prices reduces US consumption by 0.5 per cent after one year.
The effects are 0.4 per cent for the United Kingdom, 0.3 per cent for Japan and 0.2 per cent for Canada within 2 years.
For continental European countries the estimated effect is less than 0.2 per cent within 2 years.

a) Simulations based on fixed exchange rates and unchanged policies.
b) Weighted averages.

Table V.3. Macroeconomic effects of an equity market correctiona
Consumption effect only, changes compared with baseline

Effects of a 20 per cent fall in real equity prices in each individual country

Real private consumption Real GDP
(percentage points) (percentage points)

1st year 2nd year 1st year 2nd year

United States
Japan
Germany
France
Italy
United Kingdom
Canada

–1.2 –1.1 –0.8 –0.8
–0.6 –0.7 –0.5 –0.4
–0.2 –0.4 –0.1 –0.2
–0.3 –0.2 –0.1 –0.1
–0.1 –0.2 0.0 –0.1
–0.2 –1.0 0.0 –0.4
–0.3 –0.4 –0.1 –0.1

Effects of a 20 per cent simultaneous fall in real equity prices in G-7 countries

Real private consumption Real GDP
(percentage points) (percentage points)

1st year 2nd year 1st year 2nd year

United States
Japan
Germany
France
Italy
United Kingdom
Canada

OECD totalb

–1.2 –1.2 –1.0 –1.0
–0.7 –0.8 –0.7 –0.8
–0.3 –0.5 –0.4 –0.5
–0.3 –0.3 –0.3 –0.4
–0.1 –0.2 –0.2 –0.4
0.0 –1.0 –0.1 –0.7

–0.3 –0.4 –0.5 –0.5

–0.6 –0.7

… and investment
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A recent study estimated that the potential impact of real equity prices on business
investment could be four times as large as that on private consumption (Meredith,
1997). Since the level of investment in the major OECD countries is about one-fourth
as large as that of consumption, based on this estimate the adjustment of investment
and consumption following a fall in equity prices could contribute roughly equally to
the decline in output.

The estimated ex ante declines in total demand provided above could well prove to
be on the low side. During a major correction, increasing crisis awareness is likely to
lead to a rise in the pricing of risk-taking (or an outright refusal to accept additional
risks). In the event, financial institutions will have to adjust their balance sheets, inter
alia by reducing the amount of credit they extend. In the worst case, this can lead to a
“credit crunch” – such as happened in the wake of the US Savings & Loans and more
recently the Japanese banking crisis – with strong additional impacts on consumption
and investment. The effects here could be uneven across economies since the size of
equity holdings in banks’ portfolios and the sensitivity to a fall in equity prices varies.
Even where bank equity holdings are low, however, there are additional sources of
financial fragility. For example, as noted above, some banks are exposed to highly-
leveraged investors. Finally, in most economies, institutional investors are important
holders of equities; given a large correction, they too could come under pressure to
reduce their exposure.

Additional negative effects
could be felt if the financial
sector retrenches
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VI. LOW-INCOME DYNAMICS
IN FOUR OECD COUNTRIES

Introduction

In many OECD countries, policies concerning income distribution pay particular
attention to poverty alleviation. However, poverty or low-income rates – which are the
most commonly used policy indicators in this area – do not provide much information to
help improve policies aimed at reducing the share of individuals facing low incomes.
This chapter seeks to help fill this analytical gap by examining the dynamics of individuals
around a low-income threshold for four OECD countries (Canada, Germany, the United
Kingdom and the United States), supplementing earlier work on income distribution and
poverty in OECD Economic Outlook 62. This study uses longitudinal data sets which
follow individuals over time and enable flows into and out of low income and the length
of stay below the low-income threshold to be estimated. Since these data sets also contain
information on individual and household characteristics, they can also provide information
about which types of individual stay longest below the low-income threshold and whether
certain changes in household status – such as getting or losing a job or experiencing
divorce – are associated with transitions into or out of low-income status.

This chapter is made up of five sections. Main conclusions are briefly outlined
first. Data and definition issues are then addressed. This is followed by an overview of
low-income dynamics for the most recent available six-year period for the four countries.
The characteristics associated with those who are on low incomes for a longer period
are then examined. Subsequently, the chapter looks more closely at changes in house-
holds when they move into or out of low-income status. A final section raises some
policy issues that arise directly from the analysis in this chapter.

Main conclusions

There are a number of common features about low incomes and low-income
rates across the four countries covered:

– Between 20 and just under 40 per cent of the population lived on low income
at least one year over a six-year period. Within this group, however, the
majority had short spells.

– People experiencing longer spells have a lower probability of exit and the
chances of exiting also fall with previous experiences in low income. At the
same time, there is a high probability of falling back below the low-income
threshold. Thus, for those remaining on low incomes over a longer period, low
probability of exit and high probability of re-entry tend to reinforce each other.

– A small group of the population remains on low income for longer periods of
time with, apparently, very low chances of exit: people with low incomes for
six or more years typically make up 2 to 6 per cent of the population. How-
ever, because of their long stays below the threshold, they represent from

Information on low-income
dynamics can help improve
anti-poverty policies
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around one quarter to just over a third of the total time all individuals spend
below the low-income threshold (from 30 to just over 50 per cent if five+ years
are considered).

– The tax-and-transfer system sharply reduces the share of individuals on low
income, particularly among those on low incomes over longer periods and
shortens the length of low-income spells.

– For three of the four countries, the characteristics of households experiencing
shorter spells on low income tend to be different from those with longer-term
spells. Some groups appear to be over-represented among those experiencing
long periods on low income, in particular women, lone parents and elderly single
individuals, and the sick and disabled. A significant share of these have jobs.

– Obtaining or losing employment and improving earnings is particularly
important for transitions across the low-income threshold and also affect the
length of time people spend on low incomes. Some aspects of this are:

● A large share of transitions occur when there are employment/
earnings-related “events” (e.g.getting or losing a job), particularly in the
case of exits from low income. The probability of falling below the thresh-
old is generally higher for employment-related “events” than for
family-related “events” such as divorce or separation.

● Households with more than one worker are better protected from falling
below the low-income threshold and have shorter stays on low income
when they do. Increased employment or hours worked by other house-
hold members is an important source of exit from low incomes and house-
holds which get a second job appear to shorten their spells by more than
households which obtain a first job.

● Employment is the main channel of exit for lone-parent households from
low-income status and acts to reduce the average length of stay significantly.

Definition of income and the low-income threshold

Following the methodology in OECD Economic Outlook 62, low-income status
is defined as incomes falling below 50 per cent of the median of household disposable
income adjusted for household size – a concept referred to below as equivalent household
disposable income (see Box VI.1 for details on the data sets used and precise definitions).
Data are annual. To assess the direct impact of the tax-and-transfer system, low-income
rates and transitions have also been calculated, in some cases, using market income
– i.e.disposable income plus taxes paid to and less transfers received from government –
but using the same 50 per cent low-income threshold.1 Thus, those with low incomes
before taxes and transfers include those individuals who have been kept above the
low-income threshold by the tax and transfer system.

In reviewing the results presented, two important caveats should be emphasised.
First, this study is based on only a handful of OECD countries and, although these pos-
sess a range of institutions that might affect the extent of low incomes and low-income
dynamics, there is no compelling reason to expect that they are representative.2 Second,
given the differences in data sources and time periods covered, one should be cautious
about drawing too strong conclusions from cross-country differences.

Low-income transitions are
defined in terms of a threshold

equal to 50 per cent
of median income

1. Taxes and transfers have important indirect effects on low-income dynamics through work incentives. These effects
are not considered here.

2. On the other hand, the results agree broadly with other studies that have used different definitions of low income or
poverty, and they are likely to be robust in this sense.
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Data issues and definitionsBox VI.1.

Relatively few OECD countries have accessible and suffi-
ciently developed longitudinal data sets and this study has been
limited to four countries.1 The data for the United Kingdom
covers only six years, and to preserve comparability with other
countries, the data presented here were restricted to the last avail-
able six years of data for the four countries.2 The data sources
are: a) the Canadian Longitudinal Administrative Database
(LAD), a large file based on tax records and this information is
used to attach family-based information to individuals; b) the
German Socio-Economic Panel (GSOEP) which is a longitudi-
nal data set containing information on around 28 000 individu-
als (although only the West German sub-sample was used); c) the
British Household Panel Survey (BHPS), a nationally repre-
sentative sample of private households in Great Britain con-
taining about 17 000 individuals; d) the US Panel Survey of
Income Dynamics (PSID) is a longitudinal survey based on
a representative sample of 33 000 individuals.3

There are some important differences in the data across coun-
tries. Sample size is smaller for Germany, the United Kingdom4

and the United States than for Canada but, for this country,
information on individual and household characteristics is more
limited, a factor which may partly explain some of the differ-
ences in results when compared to the other three countries.5

Small sample sizes can increase the size of sampling error when
the data for those on low incomes are broken down by charac-
teristic (particularly for Germany where low-income rates are
low). Canadian data are not fully consistent over time as social
assistance benefits were underestimated before 1992. Thus,
changes in low-income rates and in exits out of low income
between 1991 and 1992 are likely to be overstated. Tax models
have been used by national research teams to estimate taxes for
Germany and the United States. Tax estimates were unavailable

for the last two years for the United Kingdom, necessitating the
use of pre-tax data for the entire period.6 For these reasons,
comparisons of the number of individuals below the low-income
threshold across countries should be avoided.

For all countries the time unit is the year, which may not be
the most appropriate period for policy purposes (Blank, 1989;
Ruggles, 1990; Census Bureau, 1998).7 Rates of entry into and
out of low-income status are cyclically sensitive (Huff Stevens,
1994; Gottschalk and Moffitt, 1994) and cyclical effects have
generally not been allowed for here.

The low-income threshold is defined relative to median
equivalent household disposable income. This was calculated
in the following manner:

– Household disposable income – defined as the sum of earn-
ings, self-employment and capital income and private trans-
fers plus income transfers received from general government
less direct taxes and social security contributions paid
– is summed across all individuals in the household.

– This value is then divided by the square-root of the number
of household members to achieve equivalent household dis-
posable income and this amount is attributed to each indi-
vidual in the household, even though they may not earn income
in their own right.8

– Individuals are ranked in terms of their income to create the
distribution and the income of the median person is deter-
mined. The low-income threshold is defined in relative terms
as 50 per cent of the median income in each year.

Other low income thresholds – for example, thresholds fixed
at the beginning of the period in real terms – were not estimated.

1. This gap is being rapidly filled in many countries – for example, in Europe through the Eurostat European panel – but available time spans are
generally too short for the kind of analysis carried out here. In some existing data sets, the sample proved too small (Italy), the data contained
in them were not sufficiently detailed through time (Belgium, Sweden, Italy) or access could not be arranged (the Netherlands).

2. The periods are: Canada, 1990-95; Germany, 1991-96; the United Kingdom, 1991-1996; and the United States, 1988-1993. Thus for the
United States, the effects of recent policy initiatives such as the Earned Income Tax Credit cannot be picked up. Some econometric estimates
reported in this report used longer time periods.

3. Data for Germany and the United States were drawn from the Equivalent File prepared by Syracuse University, which attempts to create a
common set of variables for both countries.

4. Data for the United Kingdom cover, in fact, only Great Britain and, thus, exclude Northern Ireland.
5. For example, it is not possible to trace children over time, as they formed new households. The head of household was also defined differently

from the other countries in certain cases.
6. Given that the tax schedule is linear over the range where the low-income threshold appears, experts in the United Kingdom have suggested

that the differences between pre- and post-tax results are likely to be small.
7. Indeed, many countries base access to social assistance benefits on previous monthly income. Thus, the spells of those individuals on low

incomes for a month or two, but with high enough income in the rest of the year to bring annual income above the low-income threshold,
would be missed (although one might be less concerned about such households). Ruggles (1990) estimates that using annual rather than
monthly data could reduce the number of low-income spells by 20 to 25 per cent in the United States.

8. This allows for greater needs in larger families and for the fact that needs tend to rise less than proportionately with household size.
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Low-income dynamics over a six-year period

Broad patterns of low-income dynamics

Three different dimensions of low income are shown in Figure VI.1 for the
most recent available six-year period for the four countries (Box VI.1):

– The “static” low-income rate – calculated as the share of people on low
incomes in the total population in each year and then averaged over the period.
(This is conceptually equivalent to poverty rates calculated from static income
distribution data and shown in OECD Economic Outlook 62.)

– The longer-term low-income rate – calculated as the share of individuals in
the total population who had low income in every year through the
six-year period.

– The rate of those with low incomes at least once – calculated as the share of
individuals in the total population who had low incomes at least once through
the period.

Looking first at the data on a post-tax-and-transfer basis, Figure VI.1 shows
that the low-income situation is both better and worse than the “static” low-income
rates suggest. On the one hand, the share of individuals who have low incomes through-
out the period is small (in the range of 2 to 6 per cent of the population); on the other,
the share of the population which fell below the low-income threshold at least once
over the six-year period is large (between 19.5 and 38.4 per cent of the population).
Indeed, the latter indicator is much higher than the “static” low-income rate, reflecting
considerable turnover among those below the threshold.

A key question concerns the impact of taxes-and-transfer systems on low income.
A comparison of the top and bottom panels of Figure VI.1 suggests possible magni-
tudes for these effects3 and confirms the results of OECD Economic Outlook 62 (for
five OECD countries) that taxes and transfers sharply reduce the number of those on
low incomes in all four countries. Not surprisingly, the effect is smallest in the United
States while, in the remaining three countries, the low-income rates before taxes and
transfers are roughly two to three times as large as after taxes and transfers. The differ-
ence is particularly marked for the share of individuals below the low-income thresh-
old over a longer period in Canada, Germany and the United Kingdom – in the first
two countries the rate falls from around 14 per cent to around 2 per cent.

Against this background, Table VI.1 shows the distribution of the time individu-
als remained on low income. The top panel breaks down the share of individuals touched
by low income over the six-year period on the basis of the number of years spent on low
income, including repeat spells.4 In Germany, just over 46 per cent experienced low
incomes only one year, which is higher than for Canada, the United Kingdom and the
United States (25 to 35 per cent). The opposite is the case for those on low incomes for
five+ periods which make up 25 to 30 per cent of those touched by low income for the
latter two countries compared with only around 15 per cent for Canada and Germany.

Many people experience low
income over a six-year period

Transfers reduce the degree of
low income

3. As shown by Figure VI.1, the pre-tax-and-transfer, low-income population is larger than the post-tax-and-transfer
population, and includes: a) all those with low incomes on a post-tax-and-transfer basis (but most of whom will now
have a lower pre-tax-and-transfer income); and b) all those who are kept off of low incomes by the tax-and-transfer
system. They are, thus, not the same sample. Transitions are judged against the same low-income threshold.

4. In the table, 5+ is the sum of five and six years or more spent on low income.
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Figure VI.1 The share of the population on low income

“Static” low-income rate “6- year” low-income rate “At least once” low-income rate

A. Post-tax and transfers

Per cent of total population

Levels are not comparable across countries

Canada Germany United Kingdom United States

B. Pre-tax and transfers

Per cent of total population

Levels are not comparable across countries

Canada Germany United Kingdom United States

Note: The “static” low-income rate is the share of those below the low-income threshold in the total population in each year averaged over the period. The “6-year” low-
income rate is the share of individuals who are on low incomes for 6 years as a share of the total population. The “at least once” low income rates is the share of those
who have experienced at least one year of poverty over the six year period as a share of the total population.

Source: OECD.  

To obtain an estimate of the share of the total time each group spends below
the threshold (Table VI.1, top panel), the shares in the columns of the top panel are
weighted by the length of time each spends below the low-income threshold (one to
six years) and, then, divided by the total number of years spent on low income by the
whole population (the sum of the weighed values). The results in the bottom panel
indicate why those with longer periods on low income are central to policy:
semi-permanent low income is a more pressing social concern than transitory low
income because these groups account for a large share of the total time spent in
poverty. Those with five+ years spent as much as 50 per cent (the United Kingdom
and the United States) of the total time spent on low incomes by the entire popula-
tion over the six-year period. This group tends to suffer relatively more from being
on low incomes and – where they are entitled to benefits – may potentially absorb a
large share of the total spending for income support.

Table VI.2 shows “hazard” rates for low-income exit and re-entry for the same
six-year window. These are defined as, respectively: i) the likelihood that people exit
as a function of the time spent in low income (top panel); and ii) the likelihood that

The low-income problem is
concentrated among those on
low income for longer periods
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Table VI.1. Time spent in low income over a six-year perioda

Share of individuals with low income for 1 to 5+ yearsb (%)

Average
number of

years in low
1 year 2 years 3 years 4 years 5+ years  income

a) The sample used includes all those individuals interviewed in each of the six years who have experienced at least
one year in low income.

b) The share of individuals spending one to five+ years in low income as a share of all individuals touched by low income
over the period. For example, 35.9 per cent of those experiencing low income over the six-year period in Canada faced
low incomes for one year and 13.5 per cent for five years or more.

c) The following steps were used to calculate the values in each column. First, the values in each of the columns of the
top panel were multiplied (weighted) by the number of years spent in low income shown in the heading (distinguishing
between five years and six+ years). A weight of six was given to groups which have six or more years in low income,
thus biasing downward the last column in the bottom panel. Second, these weighted values were then summed to
estimate the total number of years spent in low income by the total population. Finally, the values in the columns of the
bottom panel are the results of the first step divided by the total calculated in the second step.

Source: OECD.

35.9 27.0 14.4 9.2 13.5 2.4
45.6 19.4 12.0 7.6 15.5 2.4
26.0 19.3 13.6 13.2 27.9 3.1
33.0 18.5 11.2 10.1 27.3 3.0

21.5 13.6 10.6 9.8 44.6 3.8
20.6 14.3 9.9 9.2 45.9 3.8
14.8 12.4 9.7 9.5 53.7 4.2
27.9 15.1 11.5 8.8 36.7 3.4

Share of total time spent in low incomec (%)

14.8 22.1 17.7 15.2 30.3 . .
19.2 16.3 15.2 12.8 36.4 . .
8.3 12.3 13.0 16.9 49.6 . .

11.1 12.4 11.2 13.5 51.8 . .

5.7 7.2 8.5 10.4 68.2 . .
5.4 7.5 7.8 9.6 69.8 . .
3.5 5.9 7.0 9.1 74.5 . .
8.3 8.9 10.2 10.5 62.1 . .

Post-tax and transfers
Canada 1990-95
Germany 1991-96
United Kingdom 1991-96
United States 1989-93

Pre-tax and transfers
Canada 1990-95
Germany 1991-96
United Kingdom 1991-96
United States 1989-93

Post-tax and transfers
Canada 1990-95
Germany 1991-96
United Kingdom 1991-96
United States 1989-93

Pre-tax and transfers
Canada 1990-95
Germany 1991-96
United Kingdom 1991-96
United States 1989-93

individuals re-enter as a function of the time spent above the threshold (bottom panel).5

Taking Canada as an example, 55.7 per cent of those falling below the low-income
threshold leave in the first year and, of the 44.3 per cent remaining, 41.3 per cent leave
during the second year. A fall in these “hazard” rates through the period indicates that
people who remain on low incomes have progressively a more difficult time exiting
low income, the longer the stay in low income lasts.6

Looking first at the post-tax-and-transfer data, Table VI.2 indicates rapid exit
for most of those below the low-income threshold (top panel). Between 46 and 56 per
cent of those falling below the threshold exit before one year and, by the end of the
second, between two-thirds and three-quarters will have left. However, the
bottom panel shows that there is considerable re-entry into low-income status. This

5. More specifically, the rate of exit is calculated as the number of individuals exiting low incomes in a periodt as a ratio
of the number of people still having low incomes at the end of the preceding period. The sample used in this table
includes individuals where the start of a low-income spell (top panel) or the exit from low-income status (bottom panel)
can be observed.

6. This can reflect either a declining probability of exit, because of feedback effects (such as the wastage of their human
capital) or a sorting process in which those with the best chances of exiting leave first.

Spells of low income are
mainly short term, but there

are many repeat spells…
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55.7 41.3 38.8 35.4
52.7 42.7 32.0 19.1
45.4 37.0 32.3 25.8
45.6 31.9 23.1 20.2

41.0 25.3 18.7 14.3
36.4 23.8 18.4 16.7
31.6 23.6 16.9 14.7
42.8 28.3 11.8 19.8

Probability of re-entering into low income before:c (rate x 100)

16.7 9.7 7.9 7.1
25.6 13.0 17.5 15.5
32.8 18.2 11.0 10.0
31.8 21.5 18.3 18.6

27.4 16.1 12.2 9.5
29.3 10.2 6.4 3.9
28.7 13.1 13.1 7.5
35.1 23.5 17.0 20.7

a) Latest available six-year period. Includes all low-income spells or spells above the threshold where the beginning of
the spell can be observed.

b) This is calculated as the ratio of those individuals, having just fallen below the threshold, who exit before the end of
one, two, three or four years in low income relative to those still on low incomes at the beginning of each successive
period. For example, in Canada, 55.7 per cent leave before the end of the first year and, of the 44.3 per cent who
remain, 41.3 per cent leave between the first and second year.

c) The sample includes all those spells above the low-income threshold conditional on the individual having exited low
income immediately before. The re-entry hazard is calculated as the ratio of those individuals observed to fall back
below the threshold before one, two, three or four years above the low-income line over the population at risk. For
example, of those who moved above the threshold and are still above the low-income line after one year, 9.7 per cent
will fall back below the threshold in Canada between first and second years.

Source: OECD.

Table VI.2. Low-income dynamics: “hazard rates”a

Probability of exiting from low income before:b (rate x 100)

1 year 2 years 3 years 4 years

Post-tax and transfers
Canada 1990-95
Germany 1991-96
United Kingdom 1991-96
United States 1989-93

Pre-tax and transfers
Canada 1990-95
Germany 1991-96
United Kingdom 1991-96
United States 1989-93

Post-tax and transfers
Canada 1990-95
Germany 1991-96
United Kingdom 1991-96
United States 1989-93

Pre-tax and transfers
Canada 1990-95
Germany 1991-96
United Kingdom 1991-96
United States 1989-93

result confirms recent research (Gottschalk and Moffitt, 1994; Jarvis and
Jenkins, 1997; Huff Stevens, 1995; and Laroche, 1997) and signals considerable
recycling onto and off of low-incomes. A broad measure of the importance can be
seen by combining the information in the top and bottom panels. As noted, between
46 per cent (the United States) and 56 per cent (Canada) of those entering low incomes
would have left by the end of the first year. On the basis of information in the bottom
panel, between 36 per cent (Canada) and 64 per cent (the United States) of these
individuals would have fallen back to below the threshold for at least one year in the
following four years.7

Table VI.2 also illustrates the declining probability of exit and of re-entry as the
period lengthens. People who remain on low incomes have a progressively more diffi-
cult time exiting. On the other side of the coin, the longer the time since exit from low
income, the smaller the likelihood of falling back in.

... and the chances of exiting
low income decline with
the length of spell

7. While the two tables are not strictly comparable, the difference in the importance of repeat spells can also be seen by
comparing: i) the shares of individuals who have been on low incomes for one and two years over the six-year period
(Table VI.1); and ii) those who escape low income after one and two years (Table VI.2).
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Low-income dynamics before and after taxes and transfers

The tax-and-transfer system has a substantial impact on the time spent in low
income (Table VI.1) and on the rate of exit from individual spells (Table VI.2). This
probably reflects the role of transfers on delaying entry or accelerating exit where a
person moves onto a higher benefit – for example, on reaching retirement age. Com-
paring the pre- and post-tax-and-transfer data in the top panel of Table VI.1 shows
that, in all countries, the tax/transfer system is associated with a rise in the share of
those remaining on low incomes over the longer term. On a pre-tax-and-transfer basis,
the share of total time spent below the threshold by those on low incomes over a longer
period rises to between two-thirds and three-quarters of the total time all individuals
spend on low incomes (Table VI.1, bottom panel).

The rate at which individuals exit from below the low-income threshold falls
more sharply when moving from a post-tax-and-transfers to a pre-tax-and-transfer basis
(although, once again, this is less the case for the United States) (Table VI.2,
bottom panel). The difference pre- and post-tax-and-transfers is less marked for re-entry
rates, possibly because those above the threshold (and at risk of re-entry) tend to receive
less in the way of transfers than those below the threshold (and who may exit).8

The characteristics of those on low incomes by length of spell

Variation in the family and labour-market characteristics as the time spent
below the low-income threshold lengthens can suggest which groups require more
policy attention. Table VI.3 compares, for all four countries, the share of individuals
with specific characteristics within four groups: the total population, the population
remaining above the low-income threshold through the six-year period, those on
low incomes only one year over the period and individuals who have low incomes
for at least six years.9

Several broad patterns appear from Table VI.3, although they do not apply to
all countries in all cases. Indeed, Canada appears to be quite different from the other
three countries.10

– First, with the exception of Canada, the following groups tend to be
over-represented among individuals below the threshold for six years or more
(particularly when compared to their share in the total population): those
living in female-headed households, in lone-parent households, in single-adult
households of retirement age,11 in households where the head has lower
education (Germany excluded),12 and where there is no worker (one worker

... although they affect repeat
spells less

8. For example, those exiting low income on getting a job will have more market income, less transfer income and pay
more tax than those falling below the threshold on losing a job. Thus, the fall in income when moving from a pre- to
post-tax-and-transfer basis will be smaller for those who have exited and are “at risk” of re-entry than for those who
have fallen below the line and are “at risk” of exit.

9. While the data cover only a six-year period, some of those who were in low-income status in all of the six years will
have been so before the period began and will continue to be so after the period ends. The characteristics are defined at
the beginning of the period except for those on low income for one year. The broad results do not change if characteristics
are defined in other years.

10. For Canada, there appears to be less difference both between individuals with short and longer-term, low-income status
and, aside from employment status, between those above the threshold through the period and those on short and on
longer-term low incomes. Part of the differences between Canada and the other three countries may reflect the differences
in the nature of the data set (Box VI.1), but it may also reflect the impact of the transfer system on “high-risk” groups.

11. Result based on supplementary information.
12. This may reflect the fact that the education attainment variables (which refer to the head of household) may be a poor

measure of total human capital. This may be particularly the case in Germany, where on-the-job training and
apprenticeships may make up a larger share of total investment in skills than elsewhere. This can lead to an underestimate
of the share of individuals with skills corresponding to “higher education”.

Taxes and transfers increase
the rate of exit and shorten the

spells…

Those with low incomes over
a longer period tend

to be concentrated in certain
household types…
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Head gender
Head male
Head female

Employment status
No worker
One worker
Two workers
More than two workers

Family type
Single adult, no children
Two adults, no children
Single adult, children
Two adults, children
Large families

Age of household headc
Young-age head
Prime-age head
Older-working-age head
Retirement-age head

Education leveld
Low education
Middle education
Higher education

Head gender
Head male
Head female

Employment status
No worker
One worker
Two workers
More than two workers

Family type
Single adult, no children
Two adults, no children
Single adult, children
Two adults, children
Large families

Age of household headc
Young-age head
Prime-age head
Older-working-age head
Retirement-age head

Education leveld
Low education
Middle education
Higher education

United Kingdom

69.2 74.6 54.8 39.6
30.9 25.5 45.2 60.5

23.9 11.3 48.4 91.8
25.7 25.0 31.8 8.2
36.3 45.0 16.0 . .
14.1 18.7 3.8 . .

13.8 8.0 24.0 54.8
61.4 68.3 56.6 20.5
2.4 0.6 4.5 11.2

21.5 22.5 13.4 13.6
0.8 0.6 1.5 . .

13.5 12.8 18.8 15.9
43.8 49.9 33.6 15.9
24.9 25.5 26.4 15.5
17.8 11.8 21.2 52.7

3.1 25.3 36.9 68.2
37.3 38.6 39.8 25.8
29.6 36.1 23.4 6.0

United States

80.1 87.0 70.5 27.4
19.9 13.0 29.5 72.7

11.7 7.7 19.8 53.3
31.8 28.8 51.3 38.8
42.0 46.9 25.0 6.6
14.5 16.5 3.9 1.4

15.6 13.2 25.2 28.5
38.6 44.0 27.4 10.3
9.1 4.4 14.5 48.1

34.9 37.3 29.8 11.4
1.9 1.1 3.0 1.7

18.6 15.2 32.2 34.9
50.6 53.9 40.6 33.4
19.8 21.3 16.0 12.7
11.0 9.7 11.3 19.1

18.8 12.4 25.5 58.5
36.6 35.3 43.1 30.3
44.6 52.2 31.5 11.2

Table VI.3. Characteristics of individuals above and below the low-income threshold
Per cent share of persons with a specified characteristic in each group

Total Above Low income Always in Total Above Low income Always in
Household characteristics populationa thresholda for 1 yearb low incomea populationa thresholda for 1 yearb low incomea

Canada

83.7 87.9 70.6 72.4
16.3 12.1 29.4 27.6

18.3 13.6 45.3 36.4
31.2 27.9 42.3 43.9
39.0 44.3 11.3 17.9
11.5 14.2 1.1 1.8

19.4 16.1 34.3 24.9
30.1 32.4 15.5 26.7
4.4 2.1 11.3 11.6

31.5 32.4 33.2 29.2
14.6 16.9 5.7 7.6

28.3 25.0 38.2 28.6
34.0 35.7 34.8 33.4
21.8 22.6 21.6 22.0
15.9 16.7 5.4 16.0

. . . . . . . .

. . . . . . . .

. . . . . . . .

Germany

76.3 80.1 53.2 16.6
23.7 19.9 46.8 83.4

18.0 14.4 48.9 71.7
39.1 37.6 44.9 28.3
35.6 39.8 2.5 . .
7.3 8.3 3.7 . .

16.0 13.8 28.5 35.0
48.4 51.5 32.6 15.0
3.1 1.6 14.3 32.6

31.2 31.9 24.6 17.5
1.3 1.2 0.1 . .

12.1 9.7 22.8 30.0
46.5 48.4 41.7 31.2
27.1 28.1 17.6 10.8
14.3 13.8 17.9 28.1

28.2 26.2 31.0 29.5
52.8 53.0 58.7 65.9
19.1 20.9 10.3 4.6

Note: For definitions see Oxley, Antolin and Dang (forthcoming).  Characteristics refer to the household head.
a) Characteristics defined at the beginning of the period.
b) Individuals who are in low income in only one year over the period, excluding spells occurring in the first and last year of the six-year period.
c) Young, prime-age, older-working-age, and retirement-age refer, respectively, to households with a head below 30, between 30 and below 50, between 50 and 65, and

above 65 years old.
d) Low education is less than high-school;  middle is completed high-school and higher is more than high-school education.
Source: OECD.
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in the case of the United States). The concentration of those on low incomes
over a longer period among these groups probably reflects the fact that many
of these conditions, when they occur, tend to persist: for example, in the
United Kingdom, lone-parenthood lasts, on average, for around six years
(McKay, 1998) and, for older people, incomes change little, such that those
on low incomes stay there for a long time (Census Bureau, 1998).

– Again excepting Canada, there are significant differences in many of the
characteristics between those on low incomes for one year only and for six or
more years; those on low incomes only one year appear, in some dimen-
sions, to be closer to those remaining above the threshold over the entire
period. Compared to those with longer-term low incomes, individuals on
low income for only one year live, to a greater extent, in households with at
least one earner and are less concentrated among households which are headed
by women, single adults, lone parents and the less educated. Thus, they appear
to come from a wider span of the population.

– Aside from Canada, the number of workers in the household is a key factor
distinguishing individuals with different lengths of time below the thresh-
old. The share of non-working households is much lower among those always
above the threshold than among those on low incomes only one year, and the
share is highest among those with low incomes over the entire period. The
share of longer-term low-income individuals living in households which have
two or more workers is also small. However aside from United Kingdom, a
significant share of those with low incomes for a longer period live in house-
holds that work, suggesting that the problems of low earnings also need to
be addressed.13

These results are supported and enlarged by econometric tests of the factors
affecting the length of stay on low incomes (Oxley, Antolin and Dang, forthcoming):

– Employment by the head of household reduces the stay below the low-income
threshold with substantial effects also occurring when there is a second earner.14

– Lone-parent households (particularly where female-headed) appear to have
significantly longer spells than the average.15 However, when the head in
lone-parent households is employed, the share experiencing low incomes
over a longer-term period falls sharply, again emphasising the importance
of employment.

– Individuals in poor health or disabled, or having experienced previous
spells of low income have longer spells of low income, and, in the United
States, this is also the case for non-whites and individuals with lower
education levels.16

... which differ from the
household types of those who

remain on low incomes for
only one year

Household employment is
lower for those on low incomes

over a longer-term period but
many still work

Econometric tests find similar
results for the role of

employment and lone-parent
households

13. The problem of the working, low-income households appears more severe in Canada and the United States where there
is a non-negligible share of two-earner households who were below the low-income threshold through the period.

14. The percentage of people remaining on low incomes after one year falls by 5 percentage points in Germany and the
United States and by about 15 percentage points in the United Kingdom if the household head becomes employed. The
additional fall when there is a second earner is 12 percentage points in Germany, 10 points in the United Kingdom and
9 points in the United States.

15. The tests also suggest that the share of women who are on low incomes for a longer-term period reflects the fact that
lone-parent households are almost always headed by women. The results provide little support for the hypothesis that
children, as a group, have longer spells of low income, although children in lone-parent households clearly do.

16. Some of these effects, particularly previous spells on low income, may be picking up the effects of unobserved personal
or household characteristics.
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17. Certain cases where employment changes occurred at the same time as changes in household needs are also included in
this sub-category. These tend to be small in number and reallocating them to another category does not change the
conclusions.

Factors associated with low-income transitions

“Events” and transitions

This section examines whether transitions might be linked to certain “events”
which can propel households to below the low-income threshold or permit them to rise
above it. Low-income transitions can result from changes in income and in household
demography and, very often, such “events” occur at the same time. For example, changes
in household size (such as the arrival of a child) means spreading income over a larger
number of household members. Alternatively, in the case of separations or divorce,
economies of scale are lost as two new households are set up even if the two adults do
not change their labour-market status; and, in cases where one parent (typically the
mother) takes legal responsibility for the children, the income of the original house-
hold is not always reallocated in line with the respective needs of the two new
households. While the material presented in this section provides a clearer picture of
factors correlated with transitions, these results do not purport to “explain” transitions
across the low-income threshold. Changes in both income and household size are,
themselves, driven by a number of inter-related decisions about household labour supply,
household formation and fertility, as well as government tax-and-transfer policies.

Which “events” have households experienced
when they enter and exit low income

Table VI.4 explores in more detail which family-structure and labour-market
changes (or “events”) have occurred most frequently when individuals have entered or
left low-income status. Although it is conceptually difficult to categorise “events” cleanly
into one category or another – because family-related and employment-related “events”
are often intertwined – the total number of transitions is broken down into three broad
categories:

– Transitions which occurred when there were employment/earnings-related
“events” including changes in employment status, hours and wage rates.17

– Transitions associated with family-structure-related “events”– mainly cases
related to separation/divorce, partnerships/marriage, as well as children or
other family members forming new households.

– Transitions with “other events” – which covers all transitions where there
were no changes in either employment/earnings or family structure. These
were mainly cases where there were large changes in transfer payments.

Table VI.4 indicates that transitions which were concomitant with employment/
earnings-related “events” made up the largest group, with the exception of entries into
low-income status for Canada and the United Kingdom, where changes in family struc-
ture and the “other events” weigh heavily. A comparison of the two columns indicates
that the role of employment/earnings is more marked at the level of the population
living in households with a working-age head, as this group excludes a large number
of the retired and this difference is particularly marked for the United Kingdom. Fur-
ther, the importance of employment/earnings-related “events” is even more marked

Household characteristics
often change when transitions
occur

Changes in employment or
earnings are the most frequent
“event” when transitions occur
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for exits where they make up around 45 to 55 per cent (Canada, Germany, the United
Kingdom) to over 60 per cent (the United States) of all exits for those in households
with a working-age head. In contrast, family-status-related “events” – which supple-
mentary analysis shows are relatively more concentrated among low-income single-
adult and lone-parent households – are more important for entries than for exits.18

The frequencies shown in Table VI.4 do not show whether those experienc-
ing an “event” are more likely to enter or exit low incomes. For example, a house-
hold separation may not lead to low-income status if both spouses are high earners.
To clarify this, further tests were carried out to see the effects of certain “events”
on the chances of entry and exit. To this end, Table VI.5 indicates by how much
the probability of falling below or rising above the threshold changes if selected
“events” occur.19

Separations or divorce are
more important for entry than

for exit

18. Most of those suffering a household breakdown tend to exit from low income by finding jobs and relatively few exit
through finding another partner, although the latter occurs somewhat more frequently in Canada and the United States
than in the other two countries.

19. Not all of the “events” included in Table VI.4 were listed in Table VI.5. For example, the first line of the first four columns
shows only how much the probability of entry or exit from low income would increase if there were loss of jobs.

Table VI.4. Frequency of “events” associated with low-income transitions
Per cent share of total transitions

                                 Entries                                    Exits

Total Household with Total Household with
population working-age heada population working-age heada

Note: See Oxley, Antolin and Dang (forthcoming) for description. Covers most recent six-year period of available data.
a) Refers to individuals in households with a working-age head.
b) The per cent shares do not sum to 100 per cent. The remainder includes cases which could not be classified.
c) Households which were either employed or unemployed in both periods and where income changes were not dominated

by movements in earnings. Largely transfer-related.
Source: OECD.

Transitions by type:b
Employment/earnings-related
Family-structure-related
Other factorsc

Transitions by type:b
Employment/earnings-related
Family structure-related
Other factorsc

Transitions by type:b
Employment/earnings-related
Family structure-related
Other factorsc

Transitions by type:b
Employment/earnings-related
Family structure-related
Other factorsc

Canada

26.1 28.1 38.4 44.4
19.0 20.4 16.1 28.1
37.9 33.7 28.2 19.7

Germany

47.1 51.5 50.1 55.0
24.7 25.2 8.9 9.5
23.4 17.9 33.3 27.1

United Kingdom

27.5 34.2 41.2 51.6
26.4 28.5 9.1 10.2
35.4 23.4 40.5 26.6

United States

57.4 61.5 62.1 64.9
19.0 20.1 12.8 13.9
13.8 8.2 11.2 7.5
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Such tests of the correlation between “events” and transitions suggest that:

– For employment-related “events”, the probability of falling below the thres-
hold increases the most in the case of households losing all jobs or experiencing
a fall in hours, family situation held constant. In contrast, it is second workers
(or an increase in hours in a household with only one worker) which increase
the probability of exit from low-income status the most. Further, the impact of
the loss of jobs on the chance of falling below the threshold is higher than
getting a job is for the probability of rising above the threshold. Thus, while

Table VI.5. Changes in probability of entry and exit when an “event” occurs
Changes in probability points

United United
Canadaa Germany Kingdom States

a) Results for the Canadian data are less comparable to the other countries because information on labour-market and
family status is more limited and some results may be affected by breaks in the data.

b) Changes in probability points are defined relative to a baseline which is, essentially, the probability of transiting when
there is no change either in family or employment status.

Source: OECD.

Change in employment status only
Loss of all workers
Loss of some but not all workers
One worker, fall in hours
More than one worker, fall in hours

Change in family structure only
Separations/divorce (spouse becomes head)
Child becomes head

Concomitant changes in employment and family status

Separations/divorce (spouse becomes head)
Loss of all workers
Loss of some but not all workers
One worker, fall in hours

Child becomes head
Loss of all workers
Loss of some but not all workers
One worker, fall in hours

Change in employment status only
From zero to at least one worker
Additional workers in working households
One worker, increase in hours
More than one worker, increase in hours

Change in family structure only
Marriage/partnership (head becomes spouse)
Child becomes spouse

Concomitant changes in employment and family status

Marriage/partnership (head becomes spouse)
From zero to at least one worker
Additional workers in working households
One worker, increase in hours

Child becomes head
From zero to at least one worker
Additional workers in working households
One worker, increase in hours

Low-income entryb

0.45 0.41 0.28 0.37
0.10 0.04 –0.01 0.08

. . 0.15 0.12 0.22

. . 0.00 –0.04 0.01

0.19 0.14 0.06 0.08
. . 0.09 0.09 0.16

0.73 0.82 0.49 0.62
0.39 0.31 0.05 0.25

. . 0.58 0.28 0.45

. . 0.75 0.55 0.73

. . 0.23 0.07 0.38

. . 0.48 0.34 0.59

Low-income exitb

0.20 0.20 0.19 0.08
0.27 0.40 0.36 0.37

. . 0.43 0.08 0.34

. . . . 0.30 0.47

0.30 0.11 0.00 0.39
. . . . 0.12 0.37

0.43 0.30 0.19 0.46
0.46 0.46 0.36 0.63

. . 0.49 0.08 0.62

. . . . 0.30 0.45

. . . . 0.45 0.62

. . . . 0.20 0.61

The chances of entry when an
“event” occurs is high for loss
of employment while second
jobs have a large impact on exit
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finding a first job in an unemployed household is an important first step in
exiting low-income status, it is not a sure ticket. In many cases, a second earner
or increased hours worked may be necessary: the results indicate that arrival
of a second worker generally increases the probability of exit by more than for
obtaining first jobs.20

– The increased probability of entry from separations and divorce or from chil-
dren setting up on their own (employment held constant) is generally smaller
than for a change in employment status.21 However, the probability of entry
increases sharply for all categories of family-structure-related “events” where
they occur at the same time as employment-related changes. Put another
way, the risk of falling below the threshold when an employment-related
“event” occurs is lower if there is a stable household environment.

Selected policy lessons

In considering ways to reduce the number of individuals on low incomes, gov-
ernments may need to pay greater attention to the distribution of earnings across house-
holds. Thus, multi-worker households reduce the risk of falling below the threshold if
one worker loses a job. At the same time, the number of no-earner households appears
to be an area of considerable concern, and the growing dichotomy between “work
rich” and “work poor” households may have contributed to the widening in the distri-
bution of income in many OECD countries (Oxleyet al., forthcoming). The present
study (and OECD Economic Outlook 62) suggests that households with two earners
are less likely to have incomes below the threshold, more likely to have shorter spells
of low income and more apt to rise above the threshold – either because other house-
hold members enter the labour market or because remaining workers can increase
hours worked more easily.

A number of policies can encourage two-earner households. Tax systems and
labour-market legislation often discriminate against second earners and part-time work.
In addition, more extensive systems of subsidised child-care can also facilitate
second earners in households with children. Such policies also encourage single par-
ents – where child-care expenses can reduce the net gains from employment substan-
tially – to re-enter the labour market. All of these factors may partly explain why
women’s labour-market participation is so high and low-income rates so low in certain
Nordic countries. But again there are difficult trade-offs. The budgetary costs of such
measures when made available to the whole population can be high. Moreover, target-
ing such policies towards those on low incomes to keep costs down can lead to high
effective tax rates over certain income ranges.

General policy changes are unlikely to be sufficient, however, and helping those
on low incomes over a longer period could require policies tailored to problems specific
to individuals in this group. A key problem is that, for many individuals on benefit
programmes, the expected earnings from working are not seen to be very different from

Multi-earner households may
reduce the risk of falling below

the threshold…

20. It should be noted, however, that a significant share of all employment/earnings-related “events” shown in Table VI.4
concern workers who transit because their earnings increase. This indicates that upward earnings mobility of those in
jobs is also an important channel for exit.

21. There are significant cross-country differences in the coefficients associated with specific family-related “events”.
Probabilities of entry on divorce, separations or children setting up households appear higher in Germany and the
United States relative to other family-related “events” than they do in the United Kingdom. The arrival of children
appears more important in the United Kingdom, while additional adults in the household appear more important in the
other two countries. For Canada and the United States, the change in the probability of exit is higher for separations/
marriage than for employment-related “events”.

... and policies can encourage
two-earner households

More attention to the specific
difficulties of those in

low income may be essential…
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current transfer income – once the costs of working (such as child-care) are taken into
account – and their prospects for enjoying subsequent upward earning mobility may be
limited. But there may be additional impediments: lack of basic work skills; difficulties
obtaining assistance in job search; uncertainty about their income in the transition period;
loss of collateral benefits such as medical coverage or free school meals for children and
loss of protection from creditors. Better policy co-ordination across the various agencies
affecting those on low incomes may be required along with measures tailored to indi-
vidual needs and better monitoring to ensure that individuals receiving assistance shoul-
der their part of the responsibility for a return to work and increased self-sufficiency.
Unfortunately, there is not much evidence about which policies are most effective.

The fact that a substantial share of low-income households have at least
one worker indicates that getting people into jobs is not always sufficient to move
households off low incomes. A number of countries use in-work benefits of different
sorts to address this issue. A number of English-speaking countries have introduced
employment-conditional transfers such as the Earned Income Tax Credit (EITC) in the
United States, which was set to bring families with at least one full-time, year-
round worker on the minimum wage above the (official US) poverty line, and Family
Credit in the United Kingdom. Continental European countries have been focusing
more on employment subsidies, often in the form of reduced social charges for the low
paid. The various programme designs respond to the particular policy objectives given
priority in the countries concerned, e.g.household poverty alleviation, compensating
people for low earnings capacity, strengthening incentives for secondary workers to
accept jobs, etc. Programme designs also reflect existing tax and benefit structures
which in-work benefits have to be welded into. And they also have to take into account
the existing situation as regards marginal tax rates, marginal rates of benefit with-
drawal, as well as the distribution of wage rates. For these reasons, the most appropri-
ate choice of instruments will depend on the circumstances in each country. But whatever
the approach, measures need to be carefully designed so as maximise the overall impact
on low incomes and minimise distorting effects on labour markets.

... and work-conditional
income support may also be
needed
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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. Data for 1998-2000 are OECD
estimates and projections. The data on some of the tables have been adjusted to internationally agreed concepts and
definitions 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 1991 GDP weights expressed in 1991 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 for values and
base-year exchange rates for volumes.

The OECD projection methods and underlying statistical concepts and sources are described in detail in “Sources and
Methods: OECD Economic Outlook” which can be downloaded from the OECD Internet site (http://www.OECD.org/eco/
out/source.htm). A supplementary document, the “OECD Economic Outlook Database Inventory”, can also be downloaded
(http://www.oecd.org/eco/ data/eoinv.pdf). The construction of macroeconomic series of the euro area are described in
another supplementary document (http://www.oecd.org/eco/data/euroset.htm).

NOTE ON STATISTICAL TREATMENT OF GERMANY,
THE CZECH REPUBLIC, HUNGARY AND POLAND

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.
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Country classification

OECD

Seven major OECD countries United States, Japan, Germany, France, Italy, United Kingdom and Canada.

Smaller OECD countries Australia, Austria, Belgium, the Czech Republic, Denmark, Finland, Greece, Hungary, Iceland, Ireland,
Korea, Luxembourg, Mexico, Netherlands, New Zealand, Norway, Poland, Portugal, Spain, Sweden,
Switzerland and Turkey.

European Union Germany, France, Italy, United Kingdom, Austria, Belgium, Denmark, Finland, Greece, Ireland, Luxembourg,
Netherlands, Portugal, Spain and Sweden.

Non-OECD

Africa and the Middle East Africa and the following countries (Middle East): Bahrain, Cyprus, Iran, Iraq, Jordan, Kuwait, Lebanon,
Oman, Neutral Zone, Qatar, Saudi Arabia, Syrian Arab Republic, United Arab Emirates, Asia West and
Yemen.

Dynamic Asian Economies (DAEs) Chinese Taipei; Hong Kong, China; Indonesia; Malaysia; the Philippines; Singapore and Thailand.

Other Asia Non-OECD Asia and Oceania, excluding China, the DAEs and the Middle East.

Latin America Central and South America.

Central and Eastern Europe Albania, Bulgaria, Romania, the Slovak Republic, the Newly Independent States of the former Soviet Union,
and the Baltic States.

Weighting scheme for aggregate measures
Per cent

Note: Based on 1991 GDP and purchasing power parities (PPPs). The benchmark year for the PPPs is 1990.

United States  . . . . . . . . . . . . . . . . . . 32.14
Japan  . . . . . . . . . . . . . . . . . . . . . . . . 14.10
Germany  . . . . . . . . . . . . . . . . . . . . . 8.10
France  . . . . . . . . . . . . . . . . . . . . . . . 6.18
Italy  . . . . . . . . . . . . . . . . . . . . . . . . . 5.80
United Kingdom  . . . . . . . . . . . . . . . 5.45
Canada  . . . . . . . . . . . . . . . . . . . . . . 3.15

Total of above countries  . . . . . . . . . 77.92

Australia  . . . . . . . . . . . . . . . . . . . . . 1.66
Austria  . . . . . . . . . . . . . . . . . . . . . . 0.82
Belgium  . . . . . . . . . . . . . . . . . . . . . 1.04
Czech Republic  . . . . . . . . . . . . . . . . 0.62
Denmark  . . . . . . . . . . . . . . . . . . . . . 0.55
Finland  . . . . . . . . . . . . . . . . . . . . . . 0.46
Greece  . . . . . . . . . . . . . . . . . . . . . . . 0.60
Hungary  . . . . . . . . . . . . . . . . . . . . . 0.45
Iceland  . . . . . . . . . . . . . . . . . . . . . . 0.03

Ireland  . . . . . . . . . . . . . . . . . . . . . . . 0.25
Korea  . . . . . . . . . . . . . . . . . . . . . . . 2.29
Luxembourg  . . . . . . . . . . . . . . . . . . 0.06
Mexico  . . . . . . . . . . . . . . . . . . . . . . 3.04
Netherlands  . . . . . . . . . . . . . . . . . . . 1.48
New Zealand  . . . . . . . . . . . . . . . . . . 0.27
Norway  . . . . . . . . . . . . . . . . . . . . . . 0.47
Poland  . . . . . . . . . . . . . . . . . . . . . . . 1.03
Portugal  . . . . . . . . . . . . . . . . . . . . . 0.61
Spain  . . . . . . . . . . . . . . . . . . . . . . . . 2.96
Sweden  . . . . . . . . . . . . . . . . . . . . . . 0.86
Switzerland  . . . . . . . . . . . . . . . . . . . 0.89
Turkey  . . . . . . . . . . . . . . . . . . . . . . . 1.64

Total of smaller countries  . . . . . . . . 22.08

Total OECD  . . . . . . . . . . . . . . . . . . 100.00

Memorandum item
European Union  . . . . . . . . . . . . . 35.22
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