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Assumptions and Conventions

A number of assumptions have been adopted for the projections presented in
this report. It has been assumed that average real effective exchange rates will
remain constant at their October 12-23, 1992 levels except for the bilateral rates
among the exchange rate mechanism (ERM) currencies, which are assumed to
remain constant in nominal terms; that "present" policies of national authorities
will be maintained; that the average price of oil will be $18.42 a barrel in 1992,
$18.11 a barrel in 1993, and will remain unchanged in real terms over the medium
term; and that the six-month U.S. dollar London interbank offered rate (LIBOR)
will average 3 3/4 percent in 1992 and 4 percent in 1993. These are, of course,
working hypotheses rather than forecasts, and the uncertainties surrounding them
add to the margin of error that would in any event be involved in the projections.
The estimates and projections themselves are based on statistical information avail-
able on December 14, 1992.

The following conventions have been used throughout the report:
. . . to indicate that data are not available or not applicable;
— to indicate that the figure is zero or less than half the final digit shown;

between years or months (for example, 1991-92 or January-June) to indi-
cate the years or months covered, including the beginning and ending years
or months;

/ between years or months (for example, 1991/92) to indicate a fiscal or finan-
cial year.

"Billion" means a thousand million; "trillion" means a thousand billion.
Minor discrepancies between constituent figures and totals are due to rounding.

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

* * *

V
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Preface

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

This Interim Assessment of the World Economic Outlook represents a special
update carried out in November-December 1992 to evaluate prospects and policies
following an unexpected weakening of activity in many key economies and a period
of considerable turmoil in foreign exchange markets. The focus of the Interim
Assessment is primarily on the major industrial countries. The implications for the
rest of the world, however, are touched on when these are significant. A more
complete analysis of the outlook for the developing countries and for the former
centrally planned economies will be presented in the next regular edition of the
World Economic Outlook, to be published in May 1993.

The survey of prospects and policies is the product of an interdepartmental
review of world economic developments, which draws primarily on the information
the IMF staff gathers through its consultations with member countries. These con-
sultations are carried out, in particular, by the IMF's area departments together
with the Policy Development and Review and Fiscal Affairs Departments.

The country projections are prepared by the IMF's area departments on the basis
of internationally consistent assumptions about world activity, exchange rates, and
conditions in international financial and commodity markets. For approximately 30
of the largest economies—accounting for 85 percent of world output—the projec-
tions were updated for the Interim Assessment. For the remaining countries, the
projections in the October 1992 World Economic Outlook were updated incremen-
tally to reflect changes in global economic conditions.

The analysis in the World Economic Outlook draws extensively on the ongoing
work of the IMF's area and specialized departments and is coordinated in the
Research Department under the general direction of Michael Mussa, Economic
Counsellor and Director of Research. The World Economic Outlook project is
directed by Flemming Larsen, Assistant Director in the Research Department,
together with David T. Coe, Chief of the World Economic Studies Division.

Other contributors to the current issue include Garry J. Schinasi, Robert P. Ford,
Manmohan S. Kumar, and Robert A . Feldman. Peter B. Clark and Steven Symansky
generated the alternative scenario supporting the analysis. Sheila Bassett, Anthony
G. Turner, Sungcha Hong Cha, and Toh Kuan provided research assistance. Cathy
Wright, Allen Cobler, Nicholas Dopuch, Steven Parker, Prem Pillai, and Celia
Winkler processed the data and managed the computer systems. Susan Duff,
Margarita Lorenz-Santin, and Nora Mori-Whitehouse were responsible for word
processing. James McEuen of the External Relations Department edited the
manuscript and coordinated production of the publication, and Alicia Etchebarne-
Bourdin provided typesetting assistance.

The analysis has benefited from comments and suggestions by staff from other
IMF departments, as well as by Executive Directors following their discussion of
the Interim Assessment of the World Economic Outlook on December 16, 1992.
However, both projections and policy considerations are those of the IMF staff and
should not be attributed to Executive Directors or to their national authorities.
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I

Recent Developments and Short-Term Prospects

ging consumer and business confidence,
weaker-than-expected economic activity—especially
in Europe and Japan—and considerable tensions in
foreign exchange markets. Despite encouraging
signs of increased growth in the United States, these
developments have cast new doubts on the prospects
for recovery in the industrial world after what has
already been two years of weak growth or recession
in many countries. There are two main reasons for
the pervasive sluggishness of growth. The most
important is the deflationary impact in a number of
countries of balance sheet adjustments by the pri-
vate sector following the recent correction of in-
flated asset prices. An additional factor is the
negative effects of high interest rates in Europe,
stemming from the strong fiscal expansion that
accompanied German unification, and inadequate
progress toward inflation convergence and budget-
ary consolidation in a number of countries. The
persistent currency turbulence since September,
growing tensions over trade, and other indications of
a reduced commitment to international policy co-
operation in the major industrial countries have
contributed to increased uncertainty. In these cir-
cumstances, there is a critical need for confidence-
building economic policies to strengthen the pros-
pects for growth without jeopardizing financial
market stability or the considerable progress that
has been achieved in reducing inflation.

Exchange Market Developments
The events in foreign exchange and financial mar-

kets associated with the crisis in the exchange rate
mechanism (ERM) of the European Monetary Sys-
tem (EMS) have been among the most important
since September 4, the last day for which informa-
tion was available for the October 1992 issue of the
World Economic Outlook (see the Box for a chro-
nology of these developments). As noted then, pres-
sures within the EMS had been building over the
course of the summer. These pressures and their
underlying causes have still not been fully resolved,
and tensions were reduced only temporarily after
the realignment in September of the Spanish peseta

within the E R M and the suspension of the Italian
lira and the pound sterling from the mechanism.
Strains in the E R M intensified again in November—
resulting in a second realignment of the peseta along
with a realignment of the Portuguese escudo—and
continued into December.

Tensions had been growing in the summer, follow-
ing the Danish referendum rejecting the Maastricht
treaty in early June and the subsequent strengthen-
ing of the deutsche mark within the E R M . The lira
and sterling experienced particularly strong down-
ward pressures. For the lira, market concern over
the country's high level of public debt and its exces-
sive budget deficit contributed to these pressures,
especially in view of the risk that progress toward
economic and monetary union (EMU), with its con-
vergence requirements, would now be more difficult.
In the United Kingdom, the continued recession and
a weak current account position influenced market
perceptions that the pound sterling might be de-
valued within the E R M , given the apparent con-
straints on interest rate policy in that country. The
rise in the Bundesbank discount rate on July 16 and
further declines in short-term interest rates in the
United States added to the tensions by putting
upward pressure on the deutsche mark relative to
other EMS currencies.

Strains in the E R M during the summer were par-
tially countered by intervention, particularly in sup-
port of the lira by the Bank of Italy.1 Tensions were
also partially absorbed by increases in interest rates
outside Germany (Charts 1 and 2) and by a strength-
ening of the deutsche mark against other E R M cur-
rencies (Chart 3).

From the end of August, anticipation of the
French referendum on the Maastricht treaty on Sep-
tember 20 led to a further intensification of pressures
within the E R M as opinion polls began to show a
significant risk of rejection. At the same time, other
developments added to tensions and triggered mar-
ket speculation that some currencies might be
devalued. The dollar declined to a historic low
against the deutsche mark early in September as the

1 Market reports also indicated intervention in support of their
currencies by the Bank of Spain and, mostly in late August, by the
Bank of England.

1

ecent months have been characterized by flag-R
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I RECENT DEVELOPMENTS AND SHORT-TERM PROSPECTS

Box: Chronology of Events Preceding and Following the September 1992
Crisis in the European Monetary System

June 2. Danish voters reject (by 50.7 percent) the
Maastricht treaty. Subsequently, tensions within the
E R M increase significantly, leading to sharp increases
in short-term interest rates in Italy, in particular, as the
lira comes under downward pressure.

June 3. France announces a September 20 national
referendum on the Maastricht treaty.

July 2. The U.S. Federal Reserve Board reduces dis-
count rate by 1/2 of 1 percentage point, to 3 percent, and
eases reserve pressures by a similar reduction in the
federal funds rate.

July 16. Bundesbank raises discount rate by 3/4 of
1 percentage point, to a record high of 83/4 percent, but
leaves the Lombard rate at 9 3/4 percent. The short-term
interest rate differential between Germany and the
United States widens to 6 3/4 percentage points and puts
further downward pressure on the dollar.

July 20. Major industrial countries intervene to pre-
vent the U.S. dollar from declining further.

July 27. Bank of Japan lowers discount rate by 1/2 of
1 percentage point, to 3 1/4 percent.

August 14. Pound sterling falls to a new low against
the deutsche mark.

August 20. Unexpectedly high growth in German M3
announced. Sterling falls to within 1 pfennig of its E R M
floor (DM 2.788), and the U.S. dollar reaches an all-
time low against the deutsche mark.

August 27. Record levels of intervention fail to lift
sterling significantly.

August 28. Italian lira dips below its E R M floor for
the first time, reflecting growing concern over the bud-
getary situation and the loss of reserves.

September 3. The Bank of England augments
reserves by borrowing $14.5 billion in deutsche marks,
lifting the value of pound sterling above D M 2.8.

September 4. The U.S. dollar drops almost 4 pfennigs
to new historic low against the deutsche mark as the
Federal Reserve lowers its target for the federal funds
rate by 1/4 of 1 percentage point, to 3 percent, in
response to unexpectedly poor employment data. The
Italian lira remains below its E R M floor despite large-
scale intervention and increases in the Italian discount
rate and in the Lombard rate of 1 3/4 percentage points
(the largest increase in eleven years), to 15 percent and
16 1/2 percent, respectively.

September 5-6. Meeting in Bath of E C ministers of
finance and central bank governors to discuss con-
tingency plans in the event of a negative French vote on
Maastricht treaty, German monetary policy, and E R M
tensions. Participants agree to a four-point official
statement including a strong reaffirmation of the exist-
ing EMS parities and a pledge by the Bundesbank not
to raise interest rates "in present circumstances."

September 8. Finnish authorities float the markka,
which declines 13 percent against the deutsche mark.
Swedish central bank raises marginal lending rate to 25
percent and then to 75 percent. Weaker E R M curren-
cies depreciate further against the deutsche mark. U.S.
dollar appreciates.

September 10-11. Italian lira remains below its E R M
floor despite massive intervention by the Bundesbank
and the Bank of Italy.

September 12-13. Official discussions about E R M
tensions lead to a decision and announcement on Sep-
tember 13 by the EC monetary committee that the Ital-
ian lira would be devalued 7 percent and that there was
a commitment by the Bundesbank to lower interest
rates.

September 14. Bundesbank lowers discount rate by
1/2 of 1 percentage point, to 8 1/4 percent, and lowers the
Lombard rate by 1/4 of 1 percentage point, to 9 1/2 per-
cent. Devaluation of the lira and the reduction in Ger-
man interest rates move the lira to the top of the EMS
grid, and sterling appreciates. Swedish central bank cuts
marginal lending rate from 75 percent to 20 percent.

September 15. Italian lira drops below new central
E R M parity, and sterling falls to a new low against the
deutsche mark. Spanish peseta drops below central
E R M rate, which had been the intervention level for
the Bank of Spain.

September 16. Heavy pressure on sterling leads to an
early morning increase in the Bank of England's mini-
mum lending rate from 10 percent to 12 percent. A
further increase to 15 percent is announced but does
not take effect. Despite heavy intervention by the Bank
of England, the Bundesbank, and the Banque de
France, sterling falls nearly 3 pfennigs below its E R M
floor at the close of trading in London. In the evening,
the government announces that participation in the
E R M will be temporarily suspended on September 17.
Intervention in support of the Italian lira fails to hold
the currency above its new E R M floor. Sweden raises
its marginal lending rate to 500 percent.

September 17. The lira's participation in the E R M is
suspended, with the intention of rejoining soon. The
Spanish peseta is devalued by 5 percent within the
E R M . The French franc, Danish krone, and Irish
pound all fall to their E R M floors. The Bank of
England cuts its minimum lending rate from 12 percent
to 10 percent. The Bank of Ireland intervenes to sup-
port the Irish pound.

September 18. Pressure against E R M currencies con-
tinues. Overnight rates in Ireland reach 300 percent.
The value of the pound falls further. In Italy, the gov-
ernment enacts the bulk of the fiscal package for 1993
through a set of emergency decrees.

September 19. The United Kingdom announces that
it will not return to the E R M until the E R M has been
reformed and until Denmark clarifies how it will pro-
ceed after its rejection of the Maastricht treaty.

September 20. France narrowly (by 51.1 percent)
affirms the Maastricht treaty. The French franc rises
against the deutsche mark.

September 21. Closeness of the vote in France raises
doubts about Maastricht treaty. The French franc falls
to near the bottom of its E R M band despite concerted
intervention by the Banque de France and the Bun-
desbank. Italy announces that the lira will not imme-

2
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Exchange Market Developments

diately rejoin the EMS. Sweden lowers marginal lend-
ing rate from 500 percent to 50 percent.

September 22. Further pressure on the French franc,
Irish pound, Spanish peseta, and Portuguese escudo.
Spain intervenes for the first time since the devaluation
of the peseta. The Bank of England cuts minimum
lending rate from 10 percent to 9 percent. The Bank of
Ireland intervenes to support the Irish pound, which
trades below its E R M floors against the deutsche mark,
the Dutch guilder, and the Belgian franc.

September 23. Pressure on the French franc inten-
sifies. The Banque de France raises short-term
repurchase rate by 2 1/2 percentage points, to 13 percent,
and German short-term market rates decline by about
50 basis points. The Banque de France and the Bun-
desbank engage in massive intramarginal intervention.
Spain introduces exchange controls to defend the
peseta. The Bank of Ireland repeatedly intervenes to
support the Irish pound, which continues to trade
below its E R M floors against the Dutch guilder and the
Belgian franc.

September 24. The French franc stabilizes above its
E R M floor. Ireland and Portugal introduce new
exchange controls. Swiss National Bank cuts its dis-
count rate by 1/2 of 1 percentage point, to 6 percent. The
Bank of Ireland intervenes to support the Irish pound,
which continues to trade below its E R M floors against
the Dutch guilder and the Belgian franc.

September 25. The Bank of Ireland intervenes to
support the Irish pound.

September 28. Ireland raises base rate by 3 percentage
points to 133/4 percent. Pound sterling drops to a new low
against the deutsche mark (in London) of D M 2.508.

September 30. Swedish central bank cuts marginal
lending rate by 16 percentage points, to 24 percent, in
response to an all-party agreement to reduce public
spending in 1993 by SKr 20 billion. Canadian banks
raise prime lending rates by 2 percentage points, to
8 1/4 percent, in reaction to the Bank of Canada's efforts
to support the Canadian dollar.

October 1. Italian cabinet approves the 1993 budget
calling for spending cuts and revenue increases of Lit 93
trillion (5.8 percent of GDP) relative to trend. Banque
de France weekly report indicates that the central bank
spent about Fr 80 billion to defend the franc during the
currency crisis.

October 2. Italian government begins discussions with
EC partners about a stand-by loan of E C U 9 billion to
strengthen the lira and to sustain confidence in returning
the lira to the E R M . Pound sterling closes the week at a
new low against the deutsche mark of D M 2.43.

October 5. Spain lifts some of the exchange controls
imposed in September. Pound sterling closes the trad-
ing day in London below D M 2.40.

October 7-31. Official interest rates are gradually
reduced in most countries affected by the crisis,
although rates remain somewhat above pre-crisis levels.

October 14. Finnish government announces plans to
cut spending by Fm 54.2 billion ($11.6 billion) over the
next three years and to restore calm in exchange markets
following the floating of the markka on September 8.
Portuguese government unveils a budget for 1993 that
provides for a reduction of the deficit to less than 4 per-
cent of GDP.

October 20. Italian parliament begins debate on
spending cuts and tax increases worth Lit 93 trillion
(including a freeze of public sector pay in 1993, a tax on
luxury goods, stiffer tax scales for salaried employees,
and a minimum tax for the self-employed), and the gov-
ernment asks E C partners for a special stand-by loan of
E C U 8 billion ($11.2 billion), the maximum funding
possible from its partners to offset the loss of reserves
from intervention in September.

October 21. The Bundesbank announces a reduction of
15 basis points in the minimum securities repurchase rate,
to 83/4 percent, which is smaller than widely expected.
Bond yields rise in the United States, Japan, and Germany
and fall in France and the United Kingdom.

October 23. The Italian parliament approves four
mandate laws aimed at implementing structural
reforms in key areas of public expenditure. The Bank
of Italy reduces the discount rate by 1 percentage point,
to 14 percent.

November 1-30. Official interest rates are reduced
further in countries affected by the crisis, although they
remain above pre-crisis levels.

November 5. Banque de France lowers short-term
repurchase rate by 2 1/2 percentage points, to 10 1/2 per-
cent, reversing the September 23 increase and coincid-
ing with the full recovery of reserve losses sustained
during the crisis.

November 19. Swedish central bank increases margi-
nal lending rate, from 11 1/2 percent to 20 percent, to
defend the krona. Later in the day, the Swedish
authorities float the krona, which declines 9 percent
against the deutsche mark, and the Swedish central
bank reduces the marginal lending rate to 12 1/2 percent.

November 22. The Spanish peseta and Portuguese
escudo are devalued by 6 percent within the E R M ,
effective November 23. Spain lifts special capital con-
trols imposed during the September crisis.

November 23. The Norwegian central bank raises the
overnight lending rate from 17 percent to 25 percent.
The Bank of Ireland raises its short-term facility rate
from 133/4 percent to 30 percent. The Bank of Spain
raises its money rate from 13 percent to 133/4 percent.

November 26. Central bank of Ireland raises its over-
night rate to 100 percent.

December 2. Central bank of Ireland cuts its over-
night rate from 100 percent to 30 percent.

December 3-14. Continued market pressures against
the French franc, the Danish krona, and the Irish
pound. Official interest rates reduced further in
Belgium, the Netherlands, Norway, and Sweden.

December 10. Bundesbank announces that it will
raise its target range for growth in M3 in 1993 to 4 1/2 to
6 1/2 percent from the target range in 1992 of 3 1/2 to
5 1/2 percent. Norwegian authorities float the Norwegian
krona, which declines 5 percent against the deutsche
mark. The central bank of Norway cuts its key over-
night lending rate by 5 percentage points to 11 percent.

December 13. E C heads of state meet in Edinburgh
and adopt a growth initiative, including E C U 5 billion
for the European Investment Bank and E C U 2 billion
in capital for a new European Investment Fund that
will guarantee bank loans to private industry. Partici-
pants also agree to grant Denmark legally binding
exemptions from the Maastricht treaty.

3
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I RECENT DEVELOPMENTS AND SHORT-TERM PROSPECTS

Chart 1. Major Industrial Countries:
Short-Term Interest Rates1

(In percent a year)

1For the United States and Japan, three-month certificate of deposit
rates; for Italy, three-month treasury bill rate; for Canada, rate of three-
month prime corporate paper; and for other countries, three-month
interbank deposit rates. Weekly averages of daily observations are
plotted for all countries other than Italy and Canada. For Italy, results
of fortnightly treasury bill auctions are shown. For Canada, weekly
observations are plotted.

21987 GDP weights.

U.S. Federal Reserve moved to lower interest rates
further in response to weak domestic activity. Later,
after a decision by Finland to float the markka, the
Swedish krona came under intense pressure, leading
the authorities to raise official rates on excess draw-
ings on the central bank in steps up to 500 percent
to defend the peg to the European currency unit
(ECU).

By the second week of September, massive inter-
vention by European central banks was required to
prevent the Italian lira from falling below its E R M
floor, despite a substantial increase in short-term
interest rates. On September 12 the lira was de-
valued within the E R M , by 7 percent, and the Bun-
desbank agreed to lower its official interest rates,
albeit only marginally. In the following week, how-
ever, the lira remained under pressure, and the
Spanish peseta fell from the top to the bottom of the
wide band. On September 16 the pound sterling
became the focus of market attention, and massive
intervention was required to keep it from falling

below its E R M floor. Market pressures over-
whelmed both this intervention and an increase from
10 percent to 12 percent (and an announcement of a
further increase to 15 percent) in official U.K. inter-
est rates on September 16. Later that day, sterling
was withdrawn from the E R M (effective Septem-
ber 17), and official rates were moved back to
10 percent on September 17. Because intervention
failed to hold the lira above its new E R M floor, the
lira was also suspended from the E R M on Septem-
ber 17, and the Spanish peseta was devalued by
5 percent.

Pressures also mounted against the Danish krone,
Irish pound, and Portuguese escudo, with the
authorities of Ireland, Spain, and Portugal all putting
temporary exchange control measures in place to
curb capital outflows. After the exit of the pound
sterling and the lira from the E R M and the positive,
but very close, result of the French referendum
on the Maastricht treaty, the French franc came
under a particularly strong speculative attack, and

Chart 2. Major Industrial Countries:
Long-Term Interest Rates1

(In percent a year)

4

1Yields on government bonds with residual maturities of ten years
or nearest.

21987 GDP weights.
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Exchange Market Developments

Chart 3. European Monetary System:
Positions in the E R M 1

1 ERM is the exchange rate mechanism of the EMS. Weekly
averages of daily data, except for the rightmost panel, which contains
daily data. For any pair of currencies shown in the chart, the vertical
distance between them measures the percentage deviation from their
bilateral central rate. The pound sterling and Italian lira left the ERM
on September 16-17. The Portuguese escudo and Spanish peseta were
devalued within the ERM on November 23.

the Banque de France and the Bundesbank publicly
mounted a joint defensive operation. This operation
included increases in overnight interest rates in
France by 2 1/2 percentage points on September 23;
declines in short-term market rates in Germany by
some 50 basis points, in part a result of unsterilized
intervention before the E R M limits were hit; and an
official joint statement indicating that the German
and French authorities regarded the franc-deutsche-
mark exchange rate as fully consistent with eco-
nomic fundamentals and as not requiring adjust-
ment. In the event, the pressures subsided, official
interest rates were gradually reduced, and further
parity changes within the E R M were avoided until
the end of November. From early September to mid-

December, sterling depreciated by about 15 percent,
and the Italian lira by about 16 percent, in nominal
effective terms; the French franc and deutsche mark
were little changed (Chart 4).2

After the September crisis, significant pressures
re-emerged in European currency markets in
November. The Swedish krona came under renewed
selling pressure in mid-November, triggering heavy
foreign exchange intervention and an increase in
official interest rates; this increase was then reversed
when it was decided on November 19 to float the
krona. Pressures spilled over to the peg of the Nor-
wegian krone to the E C U (outside the EMS) and to
the French franc, the Danish krone, the Irish pound,
the Spanish peseta, and the Portuguese escudo,
requiring heavy intervention and sharp increases in
official interest rates in most of these countries. On
November 23 the escudo and the peseta were
devalued within the E R M by 6 percent. For a while,
pressures again abated against other currencies that
had been under downward pressure. However,
under renewed selling pressure, the Norwegian
authorities decided to allow the krone to float on
December 10, and tensions within the E R M have
continued.

Financial markets in Canada experienced their
own episode of turbulence beginning in September
because of uncertainties related to the October 26
constitutional referendum. As a result, the Canadian
dollar weakened, and domestic interest rates rose
sharply. Market pressures eased in the weeks just
before and after the referendum. The Canadian dol-
lar firmed, and interest rates fell, until a re-
emergence of exchange market pressures in Novem-
ber again prompted increases in interest rates.
Downward pressures on the Canadian dollar have
eased since early December, and interest rates have
again begun to decline. From the end of August to
mid-December, the Canadian dollar depreciated by
6 1/2 percent against the U.S. dollar.

Developments in Europe and Canada were
accompanied by significant increases in nominal
effective exchange rates in the United States and
Japan, with the dollar appreciating by 11 percent,
and the yen by about 7 percent, from early Septem-
ber to early December. The effective strengthening
of the U.S. dollar mirrored significant gains against
the Canadian dollar, and even more against sterling
and the lira, in addition to a reversal of its earlier
depreciation against the deutsche mark and closely
linked currencies. The yen's strength was marked
by appreciations against all major currencies except
the U.S. dollar.

2Early September refers to the average for the first week; mid-
December refers to December 14, the data cutoff for this World
Economic Outlook.
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I RECENT DEVELOPMENTS AND SHORT-TERM PROSPECTS

Chart 4. Major Industrial Countries: Nominal Effective Exchange Rates1

(Indices, 1980 = 100; logarithmic scale)

1Constructed using weights based on the IMF's Multilateral Exchange Rate Model; weekly averages of daily data.
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Stance of Monetary and Fiscal Policies

Stance of Monetary and Fiscal Policies

Monetary Policies

Monetary conditions in the industrial countries
generally eased after early September, in part
because of accumulating evidence of slowing growth
and weak inflationary pressures. In Europe, the cri-
sis in the EMS caused a temporary tightening of
monetary conditions in several countries in late Sep-
tember and into October, but there was subse-
quently a general easing. In the major industrial
countries as a group, the stance of fiscal policy has
been largely unchanged, implying a small removal of
stimulus in both 1993 and 1994.

In the United States, the Federal Reserve's dis-
count rate has been unchanged since it was last cut
to 3 percent in early July, but the federal funds rate
was lowered in early September by 1/4 of 1 per-
centage point, to 3 percent. Long-term interest rates
rose slightly between September and November. M2
growth has remained below the Federal Reserve's
target range, but other indicators suggest that mone-
tary conditions are somewhat easier than would be
implied by the broader aggregates (see the Annex).
The current policy stance is expected to be an impor-
tant factor underlying the moderate recovery of eco-
nomic activity that is projected.

In Japan, the official discount rate was cut in late
July from 33/4 percent to 3 1/4 percent, where it has
remained. From July to early December, short- and
long-term interest rates declined by about 1/4 of
1 percentage point. As in the United States, interest
rates have declined substantially over the past
twelve months. Nevertheless, the growth of both
narrow and broad monetary aggregates has slowed
as economic activity has weakened. There are in-
dications that the financial sector is coming under
increasing pressure as a consequence of a sharp rise
in nonperforming loans that followed the decline in
real estate prices.

Since September, changes in monetary conditions
in Europe have been dominated by the EMS crisis.
As the currencies of Italy, the United Kingdom,
Spain, Ireland, and France came under downward
pressure, monetary authorities in those countries
and in Germany responded by intervening heavily in
exchange markets. In addition, interest rate differen-
tials relative to Germany were allowed to widen.
Outside the EMS, downward pressures on the cur-
rencies of Finland, Sweden, and to a lesser extent
Norway—all of which were pegged to the E C U —
prompted exchange market intervention and in-
creases in official and short-term market interest
rates. In Germany, monetary conditions were eased
somewhat as official and market short-term rates fell
during the September crisis. By contrast, the coun-
tries whose currencies came under downward pres-

sure were all forced to raise interest rates during
September, in some cases sharply. As the September
crisis passed, rates fell again, and by mid-November
they had approached levels that prevailed in early
August. In the third week of November, however,
the renewed intensification of exchange market ten-
sions again led to a temporary widening of interest
differentials relative to Germany in many countries.
Only in the United Kingdom have short-term rates
fallen significantly below earlier levels and below
those in Germany as the authorities used the
increased room to maneuver, after the exit of ster-
ling from the E R M , to attempt to stimulate activity
through easier monetary conditions.

Monetary conditions in Canada eased significantly
in the past year, reflecting the deep recession and the
increasing realization that the official target for infla-
tion in 1992 (3 percent) would be easily achieved.
After the sharp increase in interest rates to support
the Canadian dollar in late September, short-term
interest rates declined to about 6 1/4 percent by end-
October. More recently, however, interest rates have
again risen as the Canadian dollar has come under
renewed downward pressure.

Fiscal Policies
Fiscal policies in most countries have allowed the

automatic stabilizers to work, but in almost all coun-
tries there has been little room for discretionary
easing. In the United States the federal deficit has
risen sharply since 1989, although at $290 billion in
F Y 1992 (5 percent of GDP) it was much smaller
than the administration had predicted in January.3
Fiscal policy has maintained a broadly neutral stance
through the recession, however, and the deteriora-
tion in large part is attributable to the slowing of
growth and the operation of automatic stabilizers. A
substantial structural deficit nevertheless remains
and must be dealt with in the years ahead, in part
because of the strong growth in the cost and volume
of health-related outlays. Fiscal policy has also been
broadly neutral in France, although automatic sta-
bilizers increased the general government deficit to
about 3 percent of GDP in 1992 from a deficit of
1 1/2 percent of GDP in 1990.

The fiscal situation in Italy has become critical, as
the pressures on the lira in the recent crisis demon-
strated. In the absence of strong policy action, the
general government deficit was projected to rise
sharply from its level of 10 1/2 percent of GDP in
1992. The recently announced program of fiscal
restraint has the objectives of broadly stabilizing the
deficit-GDP ratio in 1993 and of reducing the fiscal

3Part of the better-than-expected outcome is due to a delay in
the approval of legislation to assist failing savings and loan institu-
tions; to some extent, the associated outlays may be shifted to
FY 1993.
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I RECENT DEVELOPMENTS AND SHORT-TERM PROSPECTS

deficit to 3 percent of GDP by 1996. However, pro-
jections indicate that the program, even if fully
implemented, will leave the deficit above 5 percent
of GDP by 1996. The debt-GDP ratio is projected to
stabilize in 1994 and to fall thereafter, but this out-
come depends crucially on a decline in interest rates
in Italy, which is assumed to come about as markets
gain confidence that the authorities have control of
the fiscal situation.

In Germany, the federal authorities intend to
reduce the deficit, which has widened sharply since
1990 because of the costs of unification, primarily
through expenditure restraint. Several factors, how-
ever, may undermine this effort. Expenditures by
the Lander and by local authorities have been grow-
ing rapidly, as have "off-budget" liabilities, par-
ticularly those of the privatization agency, the
Treuhand. Moreover, the rapid increase in wages in
east Germany, which has not been matched by pro-
ductivity gains, threatens to raise unemployment fur-
ther. Therefore, the need may intensify for transfers
in the form of social expenditures or subsidies to
firms in the east. In the short run, efforts to reduce
fiscal imbalances will be made more difficult by the
slowdown in economic growth.

In Japan, the economic package announced in
August contained stimulative measures equivalent
to 2 1/4 percent of GDP.4 Budgetary consolidation
undertaken during the 1980s has left the authorities
with scope to take such actions in response to the
cyclical slowdown even though the fiscal deficit of
the central authorities still exceeds the official
medium-term target. In Canada and the United
Kingdom, deep recessions have placed considerable
pressures on public finances. In Canada, despite
efforts to limit federal government expenditures, the
deficit is expected to overshoot the 1992-93 target
because of the weakness of the economy and lower-
than-expected revenues. The deficit also has ex-
panded sharply in the United Kingdom, and it is ex-
pected to widen further in 1993. Although a major
part of this deterioration can be attributed to cyclical
factors, there has also been some discretionary
easing of fiscal policy over the past two years. In
both countries, efforts will be required to reduce
deficits as economic recovery strengthens.

Revised Projections: Industrial Countries

Real GDP in the industrial countries is estimated
to have risen by 1 1/2 percent in 1992 and is projected
to rise by 2 percent in 1993 (Tables 1 and 2). Com-

pared with projections in the October 1992 World
Economic Outlook, growth has been reduced by 1/2
of 1 percentage point in 1992 and by 1 percentage
point in 1993. The changes for 1993 include down-
ward revisions of 2 percentage points for Germany;
1 to 1 3/4 percentage points for Japan, France, Italy,
and Canada; and 3/4 of 1 percentage point for the
United Kingdom.

The revised projections are based on exchange
rates prevailing in mid-October.5 Although the new
exchange rate assumptions alone have little net
effect on the outlook for the industrial countries as a
group, they do have a significant impact on the pro-
jections for Italy and the United Kingdom. The
revised projections also incorporate recent changes
in monetary policy and are based on somewhat
lower assumptions for interest rates and for oil
prices. The most important reasons for the down-
ward revisions, however, are a reassessment of the
impact of asset price deflation and balance sheet
adjustments on private spending and lending deci-
sions (particularly in Japan, the United Kingdom,
and several smaller industrial countries), the effects
of persistent high real interest rates in Europe and
Canada, and heightened uncertainty from turmoil in
European exchange markets. For these reasons, the
previously expected recoveries in the United King-
dom and Canada have not yet materialized, and the
slowdowns in continental Europe and Japan have
been sharper than expected.

The outlook for the United States is essentially
unchanged from the October 1992 World Economic
Outlook. Real GDP rose at an annual rate of about
3 1/2 percent in the third quarter of 1992, which was
stronger than expected, in part because of special
factors. Recent indicators—including industrial pro-
duction, housing starts, orders, retail sales, and con-
sumer confidence—have generally been encouraging
(Table 3), but a key factor preventing a more buoy-
ant U.S. recovery remains the weak financial posi-
tion of the household sector. Nevertheless, activity is
expected to strengthen in 1993 as households return
to more normal spending patterns, as financial posi-
tions improve, and as the economy responds to
the lowest short-term interest rates in thirty years
(Chart 5).

Following the slowdown in the first half of 1992,
economic conditions in Japan have weakened fur-
ther, as indicated by slow wage growth, declines in

4The package comprises increased government expenditure on
goods and services (¥6.3 trillion), land purchases for public works
(¥1.6 trillion), increased lending by the housing loan corporation
(¥0.8 trillion), and increased lending by other public financial
institutions (¥2.1 trillion).

5Because the reference period for the exchange rate assump-
tion is October 12-23, 1992, the latest E R M realignment and
other recent exchange rate changes have not been taken into
account. Compared with the assumptions underlying the previous
projections, the U.S. dollar is 2 1/2 percent higher in nominal effec-
tive terms, and the Japanese yen and the deutsche mark are 7 1/4
and 2 percent higher, respectively. By contrast, the Italian lira is
8 1/2 percent lower in nominal effective terms, and the pound ster-
ling is 12 1/4 percent lower.
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Revised Projections: Industrial Countries

Table 1. Overview of the Projections
(Annual percent change unless otherwise noted)

Note: Real effective exchange rates are assumed to remain constant at the levels prevailing during October 12-23, 1992, except for the
bilateral rates among the E R M currencies, which are assumed to remain constant in nominal terms. This implies an effective appreciation
of the U.S. dollar by about 2 1/2 percent relative to the assumption underlying the October 1992 World Economic Outlook.

1The countries in Eastern Europe comprise Bulgaria, the former Czech and Slovak Federal Republic, Hungary, Poland, Romania, and
the former Yugoslavia (covering the territory of Yugoslavia as it existed in 1990).

2Simple average of the U.S . dollar spot price of U . K . Brent, Dubai , and Alaska North Slope crude oi l ; assumptions for 1992 and 1993.
3In U.S. dollars; based on world export weights.
4 London interbank offered rate on six-month U.S . dollar deposits.

automobile sales and other consumer durables, and
a decline in the ratio of job offers to job seekers. The
growing need for consolidation in the financial sec-
tor has depressed confidence and might further
restrain lending by financial institutions and spend-
ing by households and businesses. The fiscal stimulus

package announced in mid-August, efforts to safe-
guard the stability of the financial system, and an
end to inventory adjustments should, however, limit
the decline in growth.

The recovery in Canada has been weakened by
the delayed recovery in the United States, the
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Table 2. Industrial Countries: Economic Indicators
(Percent change unless otherwise noted)

Average
1988-90 1991 1992 1993

AH industrial countries
Real GDP
Real total domestic demand
GDP deflator
Current account balance1

General government balance2

Major industrial countries
Real GDP
Real total domestic demand
GDP deflator
Current account balance1

General government balance2

United States
Real GDP
Real total domestic demand
GDP deflator
Current account balance1

General government balance2

Japan
Real GDP
Real total domestic demand
GDP deflator
Current account balance1

General government balance2

Germany
Real GDP
Real total domestic demand
GDP deflator
Current account balance1

General government balance2

France
Real GDP
Real total domestic demand
GDP deflator
Current account balance1

General government balance2

Italy
Real GDP
Real total domestic demand
GDP deflator
Current account balance1

General government balance2

United Kingdom
Real GDP
Real total domestic demand
GDP deflator
Current account balance1

General government balance2

Canada
Real G D P
Real total domestic demand
G D P deflator
Current account balance1

General government balance2

3.3
3.3
3.9

-0.5
-1.5

3.3
3.3
3.7

-0.5
-1.4

2.4
1.7
4.2

-2.1
-2.0

5.2
6.1
1.5
2.0
2.3

4.1
3.8
2.5
4.0

-1.3

3.6
3.7
3.0

-0.6
-1.4

3.1
3.2
6.8

-1.1
-10.5

2.3
3.5
6.6

-3.6
0.2

2.2
2.9
4.2

-3.3
-3.2

0.5
0.3
4.1

-0.1
-2.5

0.5
0.3
3.9

-0.1
-2.3

—1 2
-1.8

4.0
-0.1
-3.4

4.0
2.7
2.1
2.2
3.3

1.0
3.8
4.9

-1.2
-3.2

1.2
1.0
2.8

-0.5
-2.1

1.4
2.3
7.3

-1.8
-10.2

-2.2
-3.2

6.7
-1.1
-2.7

-1.7
-0.9

2.7
-4.3
-6.1

1.5
1.5
3.2

-0.2
-3.5

1.5
1.6
3.1

-0.2
-3.4

2.0
2.4
2.7

-1.0
-4.4

1.6
1.0
1.8
3.1
2.0

1.6
1.9
5.3

-1.1
-3.2

2.0
1.0
2.7

-0.1
-2.9

1.0
1.4
6.2

-1.4
-10.4

-1.0
0.1
5.1

-2.1
-6.3

1.0
0.7
1.0

-4.4
-6.5

2.0
1.9
3.0

-0.3
-3.4

2.1
2.2
2.9

-0.4
-3.3

3.0
3.3
2.7

-1.5
-3.4

2.4
2.7
1.8
3.0
1.1

0.6
0.3
4.4

-0.8
-3.3

1.5
1.6
2.4

-0.1
-3.0

0.5
-0.4

5.1
-1.9

-10.1

1.3
1.1
3.8

-2.5
-7.3

2.7
2.0
1.5

-3.5
-6.0
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Revised Projections: Industrial Countries

Table 2 (concluded)

Other industrial countries
Real GDP
Real total domestic demand
GDP deflator
Current account balance1

General government balance2

Memoranda
European Community

Real GDP
Real total domestic demand
GDP deflator
Current account balance1

General government balance2

1In percent of GDP.
2In percent of GDP on a national accounts basis.

uncertainty surrounding the Canadian constitutional
referendum, low levels of consumer confidence
resulting from massive cost-cutting efforts of the
business sector, and the substantial increases in
interest rates required to limit the depreciation of
the Canadian dollar. However, underlying economic
conditions are favorable for a sustained economic
expansion based on the lowest inflation among the
major industrial countries, the expectation of lower
interest rates, improved competitiveness, and pro-
ductivity gains from structural reforms. Real output
in Canada is expected to increase by 23/4 percent in
1993, with the recovery gathering momentum during
the course of the year.

Short-term prospects in Europe have been
affected by the recent turbulence in European cur-
rency markets and by the associated changes in
exchange rates and monetary policies. Growth has
generally weakened during the course of the year
and is now projected to average only 1 percent in
both 1992 and 1993. In west Germany, real output is
estimated to have declined by 1 3/4 percent (sea-
sonally adjusted annual rate) in the third quarter of
1992, and a further decline is expected in the fourth
quarter, owing to a decline in business confidence
and spending, further declines in production in the
tradable goods sector, and some destocking. Mean-
while, the recovery in east Germany has been much
weaker than expected. Growth in west Germany is
expected to begin to strengthen in the course of
1993, reflecting the projected gradual recovery in
other industrial countries, more moderate wage
growth, and somewhat lower interest rates due to
reduced demand pressures and lower inflation. Even
with this improvement during the year, however,

real output in unified Germany is projected to rise
by only 1/2 of 1 percent in 1993.

In France, the external sector accounted for half
of the rise in real output in 1992, but this contribu-
tion is expected to drop sharply in 1993 because of
weaker export market growth and the recent appre-
ciation of the franc vis-a-vis several other European
currencies. Economic growth in 1993 is expected to
be somewhat higher than in the rest of Europe as
production is reoriented to meet an expected moder-
ate strengthening of domestic demand.

Recent developments in currency markets have
highlighted the growing economic imbalances in
Italy, where short-term prospects are likely to be
influenced heavily by the government's ability to
forge a political consensus for serious and long-
lasting fiscal consolidation. Fiscal consolidation will
also be essential if Italy is to benefit from the
depreciation of the lira. In the short run, however,
the beneficial impact on growth of the depreciation
of the lira is likely to be offset by the necessary
efforts to cut the government deficit and by the high
level of interest rates that are likely to prevail pend-
ing more substantial progress on deficit reduction.

In the United Kingdom, a major factor delaying
recovery has been the continued restructuring of pri-
vate sector balance sheets. This has restrained con-
sumer spending and depressed business confidence
considerably more than earlier expected. Thus far,
there is little evidence that these adjustments have
ended, and high levels of indebtedness are likely to
continue to restrain demand in 1993. However, the
depreciation of sterling and the further reduction
in interest rates since sterling was withdrawn from
the E R M are expected to stimulate both external
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Average
1988-90

3.2
3.6
5.5

-1.9
-0.8

3.4
3.7
4.6
0.1

-3.4

1991

0.6
0.2
4.8

-0.3
-3.8

0.8
1.4
5.4

-0.9
-4.6

1992

0.8
0.7
4.0

-0.2
-4.6

1.1
1.3
4.9

-0.9
-5.3

1993

1.1
0.6
3.5
0.4

-4.5

1.0
0.6
4.0

-0.8
-5.4
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Table 3. Major Industrial Countries: Cyclical Indicators

Industrial production
(percent change from

United States
Japan
Germany

France
Italy
United Kingdom
Canada

Unemployment rates

Q2

previous year)
-2.8

3.1
5.6

-0.1
-2.2
-5.9
-5.4

(percent of labor force)
United States
Japan
Germany

France
Italy
United Kingdom
Canada

Consumer price index
(percent change from

United States
Japan
Germany

France
Italy
United Kingdom
Canada

6.8
2.1
5.6

9.5
10.9
7.9

10.3

previous year)
4.9
3.4
3.2

3.2
6.8
6.0
6.2

1991
Q3

-2.1
1.2
1.9

-0.6
-3.7
-2.2
-2.9

6.8
2.1
5.7

9.7
10.8

8.6
10.4

3.8
3.3
4.1

3.0
6.4
4.8
5.7

Q4

-0.5
-1.6

0.1

1.4
-0.7
-0.8
-1.1

7.0
2.1
5.6

10.0
11.0
8.9

10.3

3.0
2.8
3.9

2.9
6.1
4.2
4.1

Q1

1.3
-4.5

1.3

1.1
-0.3
-1.3

0.8

7.2
2.1
5.5

10.1
11.0
9.3

10.7

2.9
1.9
4.3

3.1
5.6
4.1
1.6

Q2

2.0
-6.0
-1.3

0.1
-0.3
-0.2

0.1

7.5
2.1
5.8

10.3
11.3
9.6

11.3

3.1
2.3
4.5

3.1
5.5
4.2
1.4

Q3

0.8
-6.1
-2.3

-0.8
-1.2
-0.6

0.1

7.6
2.2
6.0

10.3
11.4
9.9

11.5

3.1
1.8
3.5

2.9
5.2
3.6
1.3

July

1.2
-6.1
-2.6

-1.1
0.2

-1.5
-1.1

7.7
2.2
5.9

10.3
11.4
9.7

11.6

3.2
1.6
3.3

3.0
5.4
3.7
1.3

1992
Aug.

0.9
-8.1
-0.8

-1.1
-0.3
-0.1

1.0

7.6
2.2
6.0

10.2
11.4
9.8

11.6

3.1
1.7
3.5

2.8
5.2
3.6
1.3

Sep.

0.3
-4.1
-3.3

-0.1
-3.5
-0.2

0.3

7.5
2.2
6.1

10.3
11.4
10.1
11.4

3.0
2.1
3.6

2.8
5.1
3.6
1.3

Oct.

0.6
-6.0
-3.6

7.4
2.2
6.2

10.4

10.1
11.3

3.2
1.1
3.7

2.6
4.9
3.6
1.6

Nov.

7.2

11.8

3.0

4.8
3.0

and domestic demand during the course of 1993,
although the timing of the expected recovery re-
mains uncertain.

For the group of smaller European countries, eco-
nomic conditions weakened considerably during the
second half of 1992. In 1993, growth in all countries
is expected to remain subdued or weaken further
(Table 4). A further output loss is likely in Finland
and Sweden in 1992, with only a moderate recovery
in Finland in 1993.

Reflecting the widespread weakness in economic
activity, the unemployment rate in the industrial
countries is projected to rise sharply to 7 3/4 percent
in 1992, followed by a further increase to 8 percent
in 1993 (Chart 6). As the recovery gains momentum
in the United States and Canada, unemployment
rates are expected to decline slightly or level off. By
contrast, the unemployment rate in the European
Community (EC) is expected to rise to 11 percent in
1993, reflecting an increase to 8 1/2 percent in Ger-
many and to between 10 1/2 percent and 11 1/2 percent
in France, Italy, the United Kingdom, and the

smaller industrial countries as a group. In many
European countries, unemployment is projected to
rise close to, or above, previous cyclical peaks.

The weakness of economic growth in 1991 con-
tributed to a significant reduction of inflation in the
industrial countries in 1992—a continuation of the
general trend during the past decade and a reversal
of the tendency for inflation to edge up in the late
1980s (Chart 7). Despite the relatively large margins
of idle productive capacity and high unemployment,
average inflation in the industrial countries is
expected to decline only slightly, to 3 percent, in
1993 (Chart 8). For many countries the risks in the
inflation projections would appear to be mostly on
the downside.

In Italy, the depreciation of the lira is expected to
boost consumer prices, although inflation measured
by the GDP deflator is expected to decline to 5 per-
cent in 1993. In the United Kingdom, despite the
depreciation of sterling, the rise in consumer prices
(excluding the impact of mortgage interest rates) is
projected to slow to 4 1/4 percent in 1993, in part
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Revised Projections: Developing Countries and Former Centrally Planned Economies

Chart 5. Industrial Countries: Real GDP1

(Percent change from four quarters earlier)

1Shaded areas indicate staff projections; for Canada, west Germany,
Japan, and the United States, actual data for the third quarter of 1992
are used.

2Annual observations, since quarterly data are not available for
some countries.

reflecting the margin of slack in the economy after
two years of recession. Canada now has the lowest
inflation rate among the major industrial countries—
1 1/2 percent in 1992—although the depreciation of
the Canadian dollar is expected to lead to slightly
higher price increases next year. Inflation in west
Germany is projected to drop to an annual rate of
2 1/2 percent by the fourth quarter of 1993.

After narrowing considerably since 1986, the cur-
rent account imbalances of the two largest industrial
countries are expected to widen somewhat in 1992
and 1993 as cyclical positions become less divergent
or are reversed. The current account deficit of
the United States dropped sharply in 1991—largely
because of temporary factors that have now been
reversed—but is now projected to widen to 1 percent
of GDP in 1992 and to 1 1/2 percent of GDP in 1993.
Japan's current account surplus nearly doubled, to
2 1/4 percent of GDP, in 1991 and is projected to aver-
age 3 percent of GDP in 1992-93. The widening of
the surplus in Japan from 1990 to 1992 reflects a

sharp decline in purchases of gold investment certifi-
cates, large terms of trade gains, and the slowdown
in domestic demand growth. The current account
deficit in Canada is expected to narrow, from
4 1/2 percent of GDP in 1992 to 3 1/2 percent of GDP
in 1993. In Germany, the current account deficit is
expected to remain at about 1 percent of GDP in
1992 and to decline only slightly in 1993. In both
Italy and the United Kingdom, despite the substan-
tial currency depreciations, the external deficits are
projected to widen slightly in 1993.

Despite the downward revisions, there still appear
to be downside risks to the projections for activity,
especially in Europe and Japan. For the United
States and Canada, domestic demand now seems
poised for recovery, but the weakness of foreign
demand will be a restraining influence. The most
important element of uncertainty is the extent to
which asset price deflation will continue to erode
confidence, increase financial fragility, and further
impede economic recovery, primarily in Japan, the
United Kingdom, the United States, and several of
the smaller industrial countries. For Europe, the
recent exchange market turbulence and continued
uncertainty about ratification of the Maastricht
treaty may adversely affect confidence and delay
recovery until the prospects for E M U become
clearer. A n additional important downside risk is the
possibility of a failure to conclude the Uruguay
Round of multilateral trade negotiations.

Revised Projections: Developing Countries
and Former Centrally Planned Economies

The adverse impact on the developing countries of
the slower growth now projected for the industrial
countries in 1993 and of weaker world commodity
prices is expected to be partially offset by the benefi-
cial effects of lower world interest rates and, for oil
importing countries, by somewhat lower oil prices.
On balance, economic growth in the developing
countries is now projected at 53/4 percent in 1993
(Table 5 and Chart 9), 1/2 of 1 percentage point lower
than in the October 1992 World Economic Outlook.6
The outlook for several Eastern European countries
appears to be improving, whereas the economic sit-
uation in the former Soviet Union has continued to
deteriorate.

6The revised projections for the developing countries and for-
mer centrally planned economies reflect a reassessment of the
short-term outlook based on new information for only a small
number of countries. For most of the other countries, the projec-
tions underlying the October 1992 World Economic Outlook have
been updated incrementally, using the IMF's adjustment model
for developing countries, in light of the new assumptions and
revised projections for the industrial countries. A more complete
reassessment of the prospects for these countries will be provided
in the next regular issue of the World Economic Outlook.
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I RECENT DEVELOPMENTS AND SHORT-TERM PROSPECTS

Table 4. Smaller Industrial Countries: Real GDP and Consumer Prices
(Annual percent change)

Smaller industrial countries
Smaller European countries

Belgium
Denmark
Greece
Ireland
Netherlands
Portugal
Spain

Austria
Finland
Norway
Sweden
Switzerland

Australia

1991

0.6

2.1
1.3
1.2
2.9
2.1
2.4
2.4

3.1
-6.5

1.9
-1.1
-0.1

-2.0

Real G D P
1992

0.8

1.1
0.8
1.2
2.5
1.4
2.2
1.3

1.7
-2.0

2.6
-1.5
-0.5

2.0

1993

1.1

1.2
1.3
1.2
1.8
1.0
2.2
0.7

0.6
2.0
0.9

-1.5
0.5

3.8

1991

53

3.2
2.4

19.5
3.2
3.9

11.4
5.9

3.3
4.2
3.2
9.3
5.9

3.2

Consumer Prices
1992

3.8

2.4
2.1

16.0
3.3
3.3
9.2
5.9

3.8
2.7
2.3
2.2
4.0

1.1

1993

33

2.9
1.8

12.9
2.3
2.5
7.5
4.9

3.4
3.7
2.2
5.0
3.0

3.0

In Asia, real output is projected to increase
6 1/2 percent in 1993, roughly similar to average
growth over the past five years. The rapid growth
can be traced to a general surge in consumption and
investment in the newly industrializing economies
and in most of the Association of South-East Asian
Nations (ASEAN) and to a sharp increase in
exports, largely to other countries within the region.
In China, economic growth has gathered momentum
as a result of the implementation of bold reform
policies in recent years, and output is projected to
increase by nearly 9 percent in 1993.

The largest revisions have been in the Western
Hemisphere, where real output is now projected to
increase by only 2 percent in 1993, roughly half of
what was projected in the October World Economic
Outlook. This mainly reflects a sharp downward
revision for Brazil attributable to political difficulties
in implementing a macroeconomic stabilization pro-
gram. Smaller revisions for Argentina, Mexico, and
other countries reflect the weaker outlook for the
industrial countries and, in some cases, an erosion of
competitiveness, declining terms of trade, and a
slowdown in direct investment and other capital
inflows. The medium-term outlook for the region,
however, remains favorable because of recent debt
reductions and the pursuit of sound policies by many
countries.

For Africa and the Middle East and Europe
region, the outlook is largely unchanged compared
with the earlier projections. Growth in Africa in
1991-92 has been restrained by weak external
demand; by a deterioration in the terms of trade of
nearly 12 percent, reflecting a sharp decline in com-
modity prices; by continuing political unrest in sev-

eral countries; and by the drought in southern
Africa. Real output is projected to increase by
3 1/4 percent in 1993 because of the somewhat
improved external environment, including an end to
the sharp terms of trade declines that occurred in
1991 and 1992, and because of the beneficial effects
of continued structural adjustment efforts in several
countries. On a per capita basis, however, only a
marginal rise in output is expected. In the Middle
East and Europe, improved security conditions fol-
lowing the recent conflict in the area, as well as the
introduction of more market-oriented policies in
several countries, are expected to provide a consid-
erable boost to activity.

The weaker prices now expected for both oil and
non-oil commodities and the slower increase in
prices in the industrial countries generally imply
somewhat lower inflation in most developing coun-
tries compared with the earlier projections. The
important exception is the Western Hemisphere,
where the inflation projection for 1993 has been
revised upward because of sharply higher inflation in
Brazil stemming from growing macroeconomic
imbalances.

Despite the weakness in industrial country activity,
developing country export volumes are likely to
increase by 8 1/4 percent in 1992 because a sharp
increase in intraregional exports in Asia—primarily
from China, India, and Korea—has more than offset a
slowdown in export growth elsewhere. The increase
in intra-Asian exports in the past three years, in part
owing to increasing direct investment and specializa-
tion within Asia, has meant that exports by develop-
ing countries have grown considerably faster than
imports by industrial countries (Chart 10). Export
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Revised Projections: Developing Countries and Former Centrally Planned Economies

Chart 6. Industrial Countries:
Unemployment Rates1

(In percent of labor force)

1Shaded areas indicate staff projections.
2Aggregation based on labor force weights.

performance, however, varies widely among develop-
ing countries. Export volumes increased by about
10 percent in 1992 in developing countries that export
mainly manufactures, whereas volumes rose by
6 1/2 percent in countries that export mainly primary
products. Assuming increased import demand from
industrial countries, continued buoyant intraregional
trade in Asia, and a resolution of recent tensions over
trade, developing countries' exports are expected to
increase 9 percent in 1993.

The combined current account deficit of the
developing countries is projected to narrow to about
$46 billion in 1992 and 1993, compared with a deficit
of $78 billion in 1991. The smaller deficit is attribut-
able mainly to normalization of oil production in the
Middle East. In contrast, the external deficits of
many other developing countries in Asia and the
Western Hemisphere are expected to increase, in
part as a response to capital inflows. The decline in
world interest rates will tend to lower debt-service
ratios in the developing countries in 1992 and 1993.
The average debt-export ratio is expected to be vir-

tually unchanged in 1992, at 123 percent, and is pro-
jected to decline to 114 percent in 1993.

In Eastern Europe, the contraction of industrial
output now appears to have stopped in the former
Czech and Slovak Federal Republic, Hungary, and
Poland. Although recent data suggest somewhat
weaker growth in 1992 in Poland and Hungary than
was previously expected, this mainly reflects the
impact of a drought and larger-than-expected inven-
tory reductions. The substantial increase in the three
countries' exports to convertible currency markets
has continued, and some industries are beginning
to compete successfully with imports. In contrast,

Chart 7. Industrial Countries:
Consumer Price Indices1

(Percent change from four quarters earlier)

1Shaded areas indicate staff projections.
2Increases in indirect taxes raised consumer prices in 1989 in

Canada, west Germany, Japan, and Italy, and in 1991 in Canada and
west Germany. The projected decline in inflation in Italy in 1992 is
related to a change in wage indexation in that year; the change is
expected to result in a one-time reduction in inflation.

3Excluding mortgage interest payments.
4Annual observations, since quarterly data are not available for

some countries.
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I RECENT DEVELOPMENTS AND SHORT-TERM PROSPECTS

Chart 8. Major Industrial Countries:
Output Gaps1

(In percent)

1The output gap is calculated as the percentage difference between
actual or projected G D P and staff estimates of potential output;
composites are based on 1988-90 G D P weights. The shaded area
indicates staff projections.

output continues to contract in the other Eastern
European countries because of the slowness of the
transformation process and, in the former Yugoslavia,
because of civil war. In 1993, moderate growth is
expected in Eastern Europe as a whole for the first
time since 1988 (Table 6). With the completion of
price liberalization programs in 1990 and 1991, infla-
tion in most countries in the region fell in 1992 and is
expected to fall further in 1993 (the civil war in the
former Yugoslavia, however, has resulted in hyper-
inflation, significantly raising the regional average).

The aggregate current account deficit of Eastern
Europe is projected to narrow, from $6 1/2 billion in
1991 to just under $3 billion in 1992. The narrowing
of the deficit can be explained by relatively strong
exports from Poland, the former Czechoslovakia,
and Hungary as well as by weak domestic demand
and continued financing constraints in several coun-
tries. Direct foreign investment played an important
role in 1992 in Hungary and the former Czechoslo-
vakia, but it remained low in most other countries.
The total external debt in Eastern Europe is pro-
jected to remain broadly unchanged in 1992-93 as
the impact of the debt-restructuring agreement
between Poland and the Paris Club offsets the
region's increased borrowing from official sources.

Economic conditions in the former Soviet Union
have continued to deteriorate. The output decline in
the Russian Federation accelerated in the third
quarter, with a significant further drop in industrial
production. This drop reflected, in part, a hardening
of budget constraints because enterprises were
required to pay for inputs on delivery rather than by

running up arrears, as had been the case in the first
half of the year. In addition to the drop in output,
some of which may be regarded as a prerequisite for
restructuring, progress toward a market-based econ-
omy has been hindered by large-scale government
support to specific sectors and enterprises, including
budgetary subsidies and credits extended at heavily
subsidized rates.

Outside Russia, the general fall in output has been
somewhat steeper than previously expected. In addi-
tion to the hardening of enterprise budget con-
straints in some countries and the widespread impact
of the drought on agricultural production, output in
the net oil importing countries has been restrained
by higher-than-expected oil prices and tightening oil
supplies. A notable exception is Kazakhstan, where
agricultural output increased in 1992 and the energy
balance is close to zero. Output in Ukraine is
expected to fall by 18 percent in 1992. In the Baltic
states, output is expected to drop by 30 percent in
1992, mainly because of shortages of petroleum
products imported from Russia and a very large
deterioration in the terms of trade.

In Russia, retail prices are estimated to have
increased more than fourteenfold in 1992. The very
high inflation was fueled by a large budget deficit in
the third quarter and by excessive credit expansion
by the central bank to Russian commercial banks
and to central banks in other states of the ruble area.
The relaxation of macroeconomic policies has
resulted in a worsening of inflation expectations,
which has led to a steep depreciation of the ruble,
from 113 rubles to the dollar at the beginning of
June to 418 rubles to the dollar in the second week
of December. In other states of the former Soviet
Union, the inflation outlook has also generally wors-
ened because of higher oil prices, easier credit condi-
tions in the ruble area overall (attributable mainly to
widespread bailouts of enterprise arrears over the
summer), and upward adjustments in administered
prices as governments attempt to contain the cost of
budgetary subsidies.

The higher oil prices and relatively easy credit
conditions in the oil importing states have caused
payments imbalances to worsen sharply among the
countries of the former Soviet Union. Russia has
attempted to limit its financing of interstate deficits
by imposing restrictions on the acceptance of inter-
state ruble payments. This has led to a de facto sepa-
ration of national noncash rubles and a rationing of
Russian rubles in the deficit states. Markets are
emerging in national rubles, and more states have
chosen to adopt independent national currencies
(Lithuania and Ukraine have now joined Estonia
and Latvia in instituting national currencies).

Exports from Russia to countries outside the terri-
tory of the former Soviet Union are reported to have
fallen 35 percent in the first nine months of 1992,
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Revised Projections: Developing Countries and Former Centrally Planned Economies

Table 5. Developing Countries: Economic Indicators
(Annual percent change unless otherwise noted)

Developing countries
Real GDP
Consumer prices
Consumer prices (median)
Investment ratio (in percent of GDP)
Export volume
Terms of trade
Current account (in billions of U.S. dollars)
Debt (in billions of U.S. dollars)1

Debt (in percent of exports)2

Debt service (in percent of exports)
Africa

Real GDP
Consumer prices
Consumer prices (median)
Investment ratio (in percent of GDP)
Export volume
Terms of trade
Current account (in billions of U.S. dollars)
Debt (in percent of exports)2

Debt service (in percent of exports)
Asia

Real GDP
Consumer prices
Consumer prices (median)
Investment ratio (in percent of GDP)
Export volume
Terms of trade
Current account (in billions of U.S. dollars)
Debt (in percent of exports)2

Debt service (in percent of exports)
Middle East and Europe

Real GDP
Consumer prices
Consumer prices (median)
Investment ratio (in percent of GDP)
Export volume
Terms of trade
Current account (in billions of U.S. dollars)
Debt (in percent of exports)2

Debt service (in percent of exports)
Western Hemisphere

Real G D P
Consumer prices
Consumer prices (median)
Investment ratio (in percent of G D P )
Export volume
Terms of trade
Current account (in billions of U.S. dollars)
Debt (in percent of exports)2

Debt service (in percent of exports)

Average
1988-90

3.7
69.0

9.2
24.1

8.0
0.1

-17.8
1,281.0

125.6
15.9

2.6
18.1

9.1
21.0

4.5
-0.9
-6.2

221.3
25.3

6.6
13.4

8.4
30.2

9.7
-0.3

3.6
69.1

9.8

2.7
18.9

8.2
19.7

7.2
1.7

-6.7
122.7

14.8

0.4
416.1

14.8
20.1

6.2
-0.1
-8.5

252.0
30.4

1991

3.2
42.7

9.3
23.3

8.2
-3.9

-78.2
1,361.0

126.3
14.0

1.5
27.1

9.2
19.8
2.1

-6.2
-3.5

230.5
25.9

5.7
8.9
8.6

30.3
12.3

—
-3.5
68.6

8.1

—
22.1

6.9
15.7
3.1

-12.4
-50.5
134.3

13.6

2.8
165.3
21.4
21.0

4.5
-4.8

-19.9
265.1

28.8

1992

6.1
46.3

7.9
24.3

8.3
-1.6

-47.1
1,428.0

122.7
14.2

2.0
28.3

7.0
19.6
2.7

-6.0
-8.8

238.0
30.8

6.6
8.1
7.7

31.1
9.9

-0.4
-8.8
66.8

7.8

9.9
16.4

7.5
18.4
6.9

-2.9
-6.1

135.0
12.6

2.7
212.2

11.8
21.8

7.1
-2.0

-23.9
256.4

31.6

1993

5.7
40.7

5.9
24.4

8.9
0.6

-45.7
1,470.0

114.0
14.1

3.3
18.0
5.0

20.4
4.6

-0.8
-7.1

231.4
28.6

6.4
7.4
6.5

31.3
10.9
0.3

-7.1
63.7

7.5

8.6
16.3

6.9
17.4
6.4
1.1

-3.4
124.5

12.3

2.0
179.4

8.0
23.3

6.5
1.9

-24.7
232.2

33.7
1End of period.
2Total debt at year-end in percent of exports of goods and services in the year indicated (for 1988-90, in percent of 1990).

largely because of supply constraints. There are
indications, however, that a growing fraction of
exports may not be reflected in official trade and
payments statistics. Imports are estimated to have
fallen by 17 percent. The combined current account

deficit for the 15 countries of the former Soviet
Union is expected to be $153/4 billion in 1992 and
is projected to be $20 1/2 billion in 1993. These pro-
jections are, of course, highly uncertain and are con-
ditional on sizable external financial support.
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I RECENT DEVELOPMENTS AND SHORT-TERM PROSPECTS

Chart 9. Industrial and Developing Countries:
Economic Growth1

(Annual percent change)

Chart 10. Industrial and Developing Countries:
Trade Volumes1

(Annual percent change)

1Shaded area indicates staff projections. 1Shaded area indicates staff projections.

Table 6. Former Centrally Planned Economies: Economic Indicators
(Annual percent change unless otherwise noted)

Former centrally planned economies
Real GDP
Consumer prices
Consumer prices (median)
Investment ratio (in percent of GDP)
Export volume
Terms of trade
Current account (in billions of U.S. dollars)
Debt (in percent of exports)1

Debt service (in percent of exports)
Eastern Europe

Real GDP
Consumer prices
Consumer prices (median)
Investment ratio (in percent of GDP)
Export volume
Terms of trade
Current account (in billions of U.S. dollars)
Debt (in percent of exports)1

Debt service (in percent of exports)
Former U.S.S.R.

Real G D P
Consumer prices
Export volume
Terms of trade
Current account (in billions of U.S. dollars)
Debt (in percent of exports)1

Debt service (in percent of exports)

Average
1988-90

1.1
15.5
11.8
29.8
-6.9

1.5
-6.1
89.8
13.8

-2.1
99.3
16.4
27.0
-4.7
-0.9

2.4
146.4
18.0

1.8
2.7

-7.8
2.5

-8.5
53.2
11.1

1991

-9.7
95.7
89.2
29.0

-22.5
-2.1
-9.7

122.3
19.8

-13.7
134.9
115.7
23.0

-20.4
-5.2
-6.4

166.8
18.0

-9.0
89.2

-24.1
-0.4
-3.3
84.9
21.3

1992

-17.2
1,104.5

49.4
27.8

-12.4
-1.4

-18.6
153.8

12.8

-10.4
797.4
47.8
16.7

1.0
5.2

-2.9
162.8
15.6

-18.6
1,181.8

-23.5
-5.9

-15.7
142.8

9.4

1993

-5.4

27.2
12.7
-0.3

-24.6
152.3
12.4

2.1
48.8
30.4
17.0
8.5
0.7

-4.2
150.7

13.8

-7.6

17.0
-1.1

-20.4
154.1
10.8

1Total debt at year-end in percent of exports of goods and services in the year indicated (for 1988-90, in percent of 1990).
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II

Macroeconomic Imbalances and Financial Strains

industrial countries can, to a large extent, be
attributed to the failure to achieve key medium-term
policy objectives during the past decade. This failure
has both contributed to the imbalances that led to
recent turbulence in the exchange markets and con-
siderably narrowed the scope for policymakers to
respond effectively to the sluggishness of growth. On
the positive side, a major accomplishment has been
the widespread reduction of inflation to levels not
experienced since the 1960s. But large fiscal im-
balances continue to overburden monetary policy
and are adversely affecting business and consumer
confidence and financial markets. In many countries
these problems are compounded by disequilibria
in private sector balance sheets. This chapter exam-
ines three important areas where macroeconomic
imbalances are giving rise to serious strains in finan-
cial markets and are contributing to the weakness of
activity.

Factors Underlying Recent Exchange
Market Turbulence in Europe

As discussed in Chapter I, the recent crisis in
European foreign exchange markets was triggered
by uncertainty about the outcome of the Septem-
ber 20,1992 referendum in France on the Maastricht
treaty on economic and monetary union (EMU) and
by a perception that rejection of the treaty by French
voters—following rejection by Danish voters on
June 2—would jeopardize the prospects for mone-
tary cooperation and exchange rate stability in
Europe. The French referendum provided a specific
focus for the intensification of speculative pressures,
but there were more fundamental economic forces
at work, stemming from divergences in economic
policies and performances across Europe.

In particular, notwithstanding considerable prog-
ress toward economic convergence, several countries
still had relatively large inflation differentials
vis-a-vis the best inflation performers in the E R M ,
and in some cases the resulting cumulative losses of
competitiveness suggested that a realignment of
exchange rates would be necessary at some point. In
addition, there was a growing conflict between mon-
etary policy objectives in Germany and those in
many other European countries because of cyclical

divergences. These intra-European tensions were
aggravated by the weakness of the U.S. economy,
the marked decline in U.S. interest rates, and the
associated shift of funds into assets denominated in
the stronger European currencies, especially the
deutsche mark.

Inadequate Convergence in the EMS

A high degree of economic convergence has been
recognized as a condition for exchange rate stability
in the E C since the breakdown of the Bretton
Woods system of fixed rates in the early 1970s. Early
attempts to peg exchange rates ran into difficulties
because the participating economies diverged signifi-
cantly in terms of growth and inflation and because
oil price disturbances and different interpretations
of the causes of the stagflation of the 1970s provided
a poor basis for effective policy coordination. From
the early 1980s, however, the new consensus that
emerged on the need to pursue medium-term policy
objectives, together with the discipline imposed by
the E R M , contributed to greater economic con-
vergence. This led to a reduction in the frequency of
currency realignments,7 and all E C currencies with
the exception of the Greek drachma eventually
joined the E R M . 8 These achievements encouraged
the Community to put forward ambitious plans for a
gradual transition to E M U .

Convergence, however, has been far from com-
plete. To date, using as a benchmark the criteria set
out in the Maastricht treaty,9 only three E C member

7Before the September 1992 crisis, the most recent previous
realignment took place in January 1987, which was the eleventh
realignment since the inception of the EMS in 1979.

8The peseta joined the E R M in June 1989, the pound sterling in
October 1990, and the Portuguese escudo in April 1992; all three
were subject to "wide" (6 percent) fluctuation bands. The other
EC currencies (except the drachma) were part of the E R M from
its inception in 1979, and all were subject to the "narrow"
(21/2 percent) band, with the exception of the Italian lira, which
was subject to a wide band up to January 1990.

9The relevant criteria are (1) consumer price inflation must not
exceed, by more than 1 1/2 percentage points, the average for those
three member states with the lowest inflation rates; (2) interest
rates on long-term government securities must not be more than
2 percentage points higher than those in the same three member
states; (3) the currency must have been held within the narrow
band of the E R M for two years without a realignment at the
initiative of the member state in question; and (4) the financial
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II MACROECONOMIC IMBALANCES AND FINANCIAL STRAINS

states—France, Denmark, and Luxembourg—have
achieved a satisfactory degree of convergence over-
all, although Germany, Belgium, the Netherlands,
and Ireland have satisfied the inflation target for sev-
eral years (Table 7). An important implication of the
lack of convergence of inflation rates has been a
progressive appreciation of some EMS currencies
in real terms and an associated erosion of
competitiveness.

Although the United Kingdom now meets the
Maastricht inflation criterion, this has only recently
been the case. From the time the pound sterling
joined the E R M in 1990—at an exchange rate that
was thought to strike a reasonable balance between
the goal of reducing inflation and the need to main-
tain competitiveness—up to the recent crisis, sterling
had appreciated by 10 percent in real terms against
the deutsche mark. Compared with its low of 1987,
the pound's real appreciation against the mark had
been close to 20 percent (Chart 11).10 Similarly, the
lira was last realigned in 1987,11 but from that time
to mid-1992 the relatively large increase in Italian
labor costs had resulted in a real appreciation of
some 18 percent against the deutsche mark. The
peseta and the escudo had also appreciated in real
terms vis-a-vis the deutsche mark in recent years.

Real effective exchange rates, which take account
of patterns of trade, show a similar development
(Chart 12). Moreover, based on exchange rates pre-
vailing before the September crisis and on IMF and
private sector projections for labor costs and inflation,
further real appreciation would have been implied for
the lira, the peseta, and the escudo during the period
ahead. Similarly, there would have been only a slow
correction of the cumulated loss of competitiveness of
the pound on the assumption of a further decline in
wage inflation in the United Kingdom over the
medium term.12 Thus, the pressures for an exchange
rate realignment, which had been building for some
years as a result of divergent price and cost develop-

position must be sustainable, which is defined as a general govern-
ment deficit no greater than 3 percent of GDP and a public debt-
GDP ratio of no more than 60 percent. The treaty requires a
substantial and continuous decline of fiscal deficits toward the
reference value, and the debt-GDP ratio must be approaching the
benchmark at a "satisfactory pace." See "The Maastricht Agree-
ment on Economic and Monetary Union," Annex II in the
May 1992 World Economic Outlook, pp. 52-55.

10The real bilateral exchange rate calculations referred to here
are based on relative unit labor costs in manufacturing for all
countries mentioned except Greece and Portugal, for which rela-
tive consumer prices have been used.

1 1 A small adjustment of the lira's central rate occurred in Jan-
uary 1990, when the lira entered into the narrow band of the E R M .

12To the extent that the U.S. dollar can be expected to appreci-
ate over the medium term (as implied by the large interest dif-
ferential in favor of European currencies), the real effective
exchange rate of the pound would tend to depreciate more than
other European currencies because of the dollar's relatively large
weight in the United Kingdom's basket of competing currencies.

ments, could reasonably have been expected to
persist—or in some cases to intensify—in the future.
The deterioration of cost competitiveness was proba-
bly smaller for tradable goods industries subject to
external market discipline. Nevertheless, there was a
clear signal to financial markets of the growing over-
valuation of several currencies.

It seems likely that inadequate budgetary con-
vergence reinforced perceptions that some curren-
cies were vulnerable, since experience points to the
risk that large fiscal imbalances sooner or later will
add to inflationary pressures. Moreover, the intro-
duction of restrictive measures to eliminate exces-
sive fiscal deficits may contribute to downward
pressure on the exchange rate during the initial
stages of the adjustment process. Apart from
Greece, where the large fiscal deficit and high infla-
tion rate have precluded membership in the E R M ,
the lack of fiscal convergence is serious in Portugal,
Spain, and especially Italy, which are expected to
have general government deficits amounting to 5 1/4,
5, and 10 1/2 percent of GDP in 1992, respectively,
even though the margin of slack, and hence the
impact of automatic stabilizers, is small.13 In Italy,
the unsustainable nature of the budgetary situation
was, and remains, particularly evident. Italy has had
deficits close to, or greater than, 10 percent of GDP
for some years, and the public debt-GDP ratio is
expected to approach 110 percent in early 1993. In
the absence of stringent fiscal consolidation, more-
over, deficits are projected to rise substantially.

Evidence that market participants did not regard
the exchange rates that prevailed in mid-1992 as sus-
tainable over the medium term can be found in the
evolution of interest rate differentials vis-a-vis Ger-
many. These had narrowed substantially over the
past decade for those countries that achieved a high
degree of convergence, but relatively large differen-
tials persisted for Italy, Portugal, and Spain even
before the recent turbulence (Chart 13). Although
short-term interest differentials have generally nar-
rowed in recent years, long-term differentials
remained fairly large for these countries. This sug-
gests that markets saw a significant probability of
substantial depreciations of the lira, the peseta, and
the escudo over the medium term, even though the
perceived risk of realignment in the near term was
small; such expectations were consistent with the rel-
atively strong positions of the escudo and the peseta
in the exchange rate band during the first half of

13The recent increase in the U.K. budget deficit may also have
influenced market perceptions of the sustainability of sterling's
position in the E R M . The U.K. general government deficit is
expected to exceed 6 percent of GDP in 1992, but since the deficit
has widened, mainly because of the deep recession, it can be
expected to fall as the economy recovers. Belgium is also
expected to have a deficit of about 6 percent of GDP in 1992, but
Belgium's inflation rate has been quite low in recent years.
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Table 7. European Countries: Convergence Indicators for 1991 and 1992
(In percent)

E C countries
France
Germany
Italy
United Kingdom2

Largest four
countries3

Belgium
Denmark4

Greece5

Ireland
Luxembourg
Netherlands
Portugal
Spain

Smallest eight
countries3

A l l E C 3

Maastricht convergence
criteria6

Non-EC countries
Austria
Finland
Norway
Sweden
Switzerland

Five non-EC countries

1991 G D P
In E C

19.7
25.5
17.7
16.8

79.5

3.2
2.2
1.1
0.7
0.1
4.6
0.9
7.7

20.5

100.0

Weights
In world

5.1
6.5
4.5
4.3

20.4

0.8
0.6
0.3
0.2
—
1.2
0.2
2.0

5.3

25.7

0.7
0.6
0.5
1.0
1.0

3.8

Consumer
Price

Inflation
1991

3.1
4.8
6.3
5.9

4.9

3.2
2.4

19.5
3.2
3.1
3.9

11.4
5.9

5.5

5.1

4.4

3.3
4.2
3.2
9.3
5.9

5.7

1992

2.8
5.0
5.5
3.7

4.3

2.4
2.1

16.0
3.3
2.8
3.3
9.2
5.9

5.0

4.5

4.0

3.8
2.7
2.3
2.2
4.0

3.1

General
Government

Balance/GDP
1991

-2.1
-3.2

-10.2
-2.7

-4.4

-7.6
-2.3

-17.4
-2.8

1.5
-3.9
-6.7
-4.9

-5.5

-4.6

-3.0

-2.2
-6.0
-1.1
-1.5
-1.7
-2.4

1992

-2.9
-3.2

-10.4
-6.3

-5.4

-6.8
-2.3

-13.8
-1.8

1.0
-4.0
-5.7
-5.1

-5.2

-5.3

-3.0

-1.9
-8.8
-4.3
-6.4
-1.7

-4.4

Gross
Government
Debt /GDP 1

1991

47.1
41.7

103.5
34.4

55.2

134.4
66.7

115.5
98.0

6.2
79.6
65.3
44.7

75.5

59.4

60.0

56.5
21.7
43.3
44.8
32.1

38.6

1992

47.7
42.5

108.5
35.9

56.9

133.4
71.3

114.8
100.0

5.8
80.0
69.5
46.0

77.4

61.3

60.0

55.8
33.0
50.0
50.0
34.3

43.7

Long-Term
Interest
Rates

1991

9.2
8.5

13.0
9.9

10.0

9.3
9.6

23.3
9.2
8.2
8.7

18.5
12.6

11.6

10.3

11.0

8.6
12.2
9.9

10.7
6.4

9.3

1992

8.7
7.8

13.5
9.0

9.6

8.8
8.9

21.5
10.0
7.8
8.0

16.5
12.6

11.1

9.9

10.7

7.9
12.8
9.6

10.3
6.6

9.1

Sources: National sources and staff projections.
1 Debt data are from national sources. They relate to the general government but may not be consistent with the definition agreed at

Maastricht.
2Debt on fiscal year basis.
3Average weighted by 1991 G D P shares.
4The deb t -GDP ratio would be below 60 percent if adjusted in line with the definition agreed at Maastricht.
5Long-term interest rate is twelve-month treasury bil l rate.
6Unweighted averages.

1992.14 After the Danish referendum in June, how-
ever, short-term differentials for these three coun-
tries began to widen, and their currencies weakened
significantly in the exchange rate band over the
course of the summer (Chart 13).

As exchange market tensions subsided somewhat
after the September crisis, short-term interest dif-

14The relatively strong positions within the E R M of currencies
of high-interest-rate countries demonstrated the phenomenon of
"excess credibility" arising from foreign capital inflows motivated
by large interest differentials and the absence of pressures for an
early realignment. As sentiment suddenly changed, the reversal of
these capital inflows contributed to the subsequent downward
pressure on some currencies.

ferentials generally declined to the levels prevailing
before the crisis. Only in the United Kingdom, how-
ever, have short-term rates been reduced signifi-
cantly below those in Germany—a development that
has contributed to the relatively large depreciation
of the pound sterling. In contrast, long-term rates
remain higher in the United Kingdom than in Ger-
many, although the differential has narrowed
slightly. The persistence of relatively large long-term
interest differentials for Italy, Spain, and Portugal
even after the depreciation of their currencies sug-
gests continued uncertainty about the medium-term
inflation outlook as a result of large fiscal im-
balances, particularly in Italy.

21

©International Monetary Fund. Not for Redistribution 



II MACROECONOMIC IMBALANCES AND FINANCIAL STRAINS

Chart 11. Nominal and Real Bilateral Exchange Rates vis-a-vis Germany1

(January 1987 = 100)
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Factors Underlying Recent Exchange Market Turbulence in Europe

Chart 11 (concluded)

1Changes in real bilateral exchange rates vis-a-vis the deutsche mark can be inferred as the product of the change in the nominal exchange rate and
the cumulative inflation differential (inflation measured either by unit labor costs or by consumer prices). This chart includes estimates through
November 1992.

2For Portugal and Greece the cumulative inflation differential is measured by consumer prices through October 1992.
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Chart 12. Real Effective Exchange Rates1

(1980 = 100)
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Chart 12 (concluded)

1Relative unit labor costs; data extend through November 1992. Data for Portugal and Greece are based on relative consumer prices and extend
through September 1992.
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II MACROECONOMIC IMBALANCES AND FINANCIAL STRAINS

Cyclical Divergences and German Unification

Cyclical divergences have developed since 1990
between Germany, where rising fiscal deficits in the
wake of unification led to overheating, and other
European countries, where output has fallen or
growth has been insufficient to prevent further
increases in unemployment. In these circumstances,
the need for Germany to pursue a tight monetary
policy posed a difficult dilemma for many other
European countries, since the high level of interest
rates necessary to defend the commitment to stable
exchange rates increasingly appeared to be inap-
propriate in light of domestic macroeconomic condi-
tions.15 This dilemma between external and do-
mestic objectives affected not only the E R M coun-
tries but also those European countries that directly
or indirectly had been shadowing the deutsche mark
through unilateral pegs, including Finland, Norway,
and Sweden.

The conflict with domestic requirements was par-
ticularly sharp in the United Kingdom and Finland,
which have both been in protracted recession since
1990. A similar, although less acute, conflict existed
in countries where inflation had been reduced to lev-
els below those in Germany and where activity was
sluggish. However, for these countries—including
Belgium, Denmark, France, and the Netherlands—
gradual improvements in competitiveness vis-a-vis
Germany since 1989 helped to strengthen their net
export performance, partially offsetting the adverse
impact of high interest rates on domestic demand.
For the nonconverging countries, the high level of
interest rates necessary to defend their parities was
consistent with domestic requirements for further
disinflation, but it complicated the fiscal adjustment
process by raising public debt-servicing costs. Pre-
vious issues of the World Economic Outlook have
emphasized the need for early measures to reduce
the fiscal deficit in Germany in order to alleviate
these tensions and the pressures for a realignment.

Outside of Germany, inadequate inflation con-
vergence and cyclical divergences were probably the
decisive factors behind the September crisis,
especially as it affected the lira, the pound sterling,
and the peseta.16 Market assessments of the cred-

15In this context the earlier IMF analysis of the macroeconomic
implications of German unification has been broadly confirmed
by subsequent events. See the October 1990 issue of the World
Economic Outlook, pp. 44-50; and Paul R. Masson and Guy
Meredith, "Domestic and International Macroeconomic Con-
sequences of German Unification," in German Unification:
Economic Issues, Occasional Paper 75 (IMF, December 1990),
pp. 93-114.

16That the pressures against the escudo were quite limited may
be attributed to the relatively small market for assets denomi-
nated in that currency. The introduction of capital control mea-
sures may also have played a role.

ibility of exchange rate commitments, however,
appear to have been influenced by other considera-
tions as well. Among these are countries' historical
inclination to resort to exchange rate depreciation in
times of crisis and the constraints (both in terms of
policy instruments and in terms of central bank inde-
pendence) that might prevent central banks from
raising interest rates sufficiently. The actions of trad-
ing partners undoubtedly also played a role, as illus-
trated by pressures against the Swedish krona after
the floating of the Finnish markka, against the Irish
pound after the depreciation of sterling, and against
the Norwegian and Danish kroner after the floating
of the Swedish krona.

But the intensity of the speculative pressures that
developed against the French franc, in particular, is
difficult to explain in view of the high degree of con-
vergence of the French economy since the mid-1980s
and its relatively strong external competitive posi-
tion in recent years. There may have been a percep-
tion that the franc was vulnerable because the high
unemployment rate in France would limit the scope
for significant interest rate increases, as had been the
case in the United Kingdom. Perhaps more impor-
tant, after the exit of the lira and the pound from the
E R M , markets appear to have felt that the EMS
might break down completely, in which case specula-
tion could have forced the deutsche mark to appre-
ciate against most other European currencies,
including the French franc.

In sum, the September crisis appears to have
reflected an unusual combination of divergent eco-
nomic forces and important political events that
raised doubts about countries' commitment to con-
trol inflation and to reduce excessive budget deficits
and about the prospects for monetary cooperation
in Europe. It is unclear, even in retrospect, if the
political events would have triggered a crisis had the
underlying economic forces been less divergent.
However, an exchange rate realignment at an appro-
priate moment to adjust for divergent funda-
mentals—with adequate support from strengthened
convergence policies together with an intensification
of efforts to contain the budget deficit in Germany—
could undoubtedly have reduced the strains on the
system.

The smaller crisis in November, which led to
another realignment of the peseta and to a realign-
ment of the escudo, appears to have reflected mar-
ket perceptions that these two currencies were
vulnerable because of the large inflation differentials
in the past and the relatively small realignment of
the peseta in September. The decision to float the
Swedish krona, which preceded the latest E R M re-
alignment, was related to a failure to reach a new
agreement to reduce the excessive fiscal deficit. In
addition, notwithstanding the successful defense of
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the krona in September, the country's deepening
economic and financial crisis left the currency vul-
nerable to renewed pressures. The decision to float
the Norwegian krone in early December reflected
mounting pressures in the wake of the depreciation
of the Swedish krona.

Several important lessons can be drawn from
these episodes of exchange market turmoil. The sus-
pension from the E R M of the lira and sterling has
left the reputation of the EMS as a zone of monetary
stability badly shaken and the system itself poten-
tially vulnerable in the future—not least in view of
the fixed timetable for the E M U process and the
continued uncertainty about the ratification of the
Maastricht treaty. To reduce the risk of a repetition
of the crisis, progress toward convergence will need
to be reinforced considerably. In this context, it is
important to stress that the Maastricht convergence
criteria are minimum requirements and that more
ambitious targets are appropriate in many cases.
Moreover, although participation in the E R M can be
an important element in countries' convergence
strategies, recent experience underscores that a fixed
exchange rate is likely to be challenged sooner or
later unless it is backed by forceful and successful
adjustment efforts. To the extent that convergence is
achieved only gradually, it will be necessary to
undertake small realignments from time to time to
avoid the buildup of pressures for larger, more dis-
ruptive adjustments.

The crises have confirmed that fully sterilized
intervention has only limited effectiveness in influ-
encing exchange rates. Even where parities were
successfully defended, as in the case of France and
Sweden (in September), substantial adjustments of
interest rates were required to support intervention.
The episodes also suggest that defense of fixed
exchange rates is most successful when it is closely
coordinated by the central banks on opposite sides
of exchange market pressures. In addition, the pres-
sures against some currencies such as the French
franc and the Danish krone, for which the funda-
mentals did not justify expectations of a realignment,
have underlined both the desirability of ensuring
rapid progress toward E M U and the crucial impor-
tance of the credibility of countries' commitment to
converge. The events since September have also
underscored the need to strengthen the functioning
of the EMS during the transition period.

Finally, the recent episodes have illustrated the
extent to which the private sector is willing to take
positions when a currency is felt to be overvalued.
Indeed, both the size of the market and the number
of private operators able to inject very large sums
into currency markets are clearly much greater now
than in the past, and both have probably been
underestimated.

Medium-Term Consequences of the
Budget Deficit in the United States

In the United States, the federal government defi-
cit on a unified budget basis averaged 3 1/2 percent of
GDP during the 1980s and the early 1990s. As a
result, the outstanding federal debt rose from 23 per-
cent of GDP in 1980 to 49 percent of GDP in 1992—
a development that has placed an increasing burden
on future generations, who will have to service the
debt either through higher taxes or reduced public
services. These sustained deficits, by reducing the
amount of domestic saving available to the private
sector, have also contributed to high real long-term
interest rates and to large current account deficits
and growing foreign indebtedness. Consequently,
during the 1990-91 recession and the unusually weak
recovery that followed, not only has monetary policy
been the only available instrument to support eco-
nomic activity, but the effectiveness of lower short-
term interest rates has also been brought into ques-
tion because of the high level of long-term interest
rates and the high degree of uncertainty about future
economic policies in the United States. Thus,
although the recent enlargement of the federal defi-
cit to almost 5 percent of GDP reflects cyclical and
other temporary factors, a credible program to
reduce the large structural component of this deficit
remains—as emphasized in past issues of the World
Economic Outlook and in the IMF's Article IV
consultations with the U.S. authorities—the most
important macroeconomic policy problem confront-
ing the United States.

Both theory and experience demonstrate that the
best time to approach the difficult task of fiscal con-
solidation is when economic activity is otherwise
expected to be rising at least at a moderate pace. To
illustrate this important principle for the United
States, it is useful to consider—through an alter-
native scenario—what would have happened if a
gradual program of fiscal consolidation had been
rigorously pursued during the long economic expan-
sion of the 1980s, and if, as a consequence, the
budget-tightening measures adopted in late 1990 had
not been necessary. Since such a program of fiscal
consolidation was widely recommended at the time,
and indeed was the explicit objective of the Gramm-
Rudman-Hollings Act, the simulation exercise
should be regarded as something more than second
guessing after the fact.

Under the simulated program of gradual fiscal
consolidation, the federal budget would have shown
a surplus (on a unified basis) in the late 1980s, before
falling with the onset of recession in 1990 (Chart 14
and Table 8). The stock of publicly held federal debt
would have peaked at less than 35 percent of GDP in
1986 and then headed downward to below 25 per-
cent of GDP by the early 1990s. According to the
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Chart 13. Interest Rate Differentials vis-a-vis Germany

Long-term interest rates (annual)
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Chart 13 (continued)

Short-term interest rates (monthly) Long-term interest rates (monthly)
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Chart 13 (concluded)

30

Short-term interest rates (monthly) Long-term interest rates (monthly)

1For Portugal, the long-term interest rate is the before-tax yield on indexed government bonds.
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Table 8. United States: Counter-factual Simulation of Fiscal Consolidation in the 1980s
(Percent deviation from baseline unless otherwise noted)

United States
Real GDP
Real GNP
Real investment
Absorption deflator
Long-term interest rate1

Real long-term interest rate1

Real effective exchange rate
Current account balance2

Net foreign assets3

Federal government balance3

Federal government debt3

Other industrial countries
Real G D P
Real investment
Absorption deflator
Real long-term interest rate1

Real effective exchange rate
Current account balance2

1983

-0.1
-0.1

—
0.6

-0.1
0.4

-4.4
0.7
—
0.5

-0.6

0.1
1.1

-0.3
-0.2

1.2
3.7

1985

-0.2
-0.2

0.7
0.2

-0.8
-0.2
-5.4
13.2
0.6
1.6

-2.8

0.1
2.2

-0.5
-0.4

1.6
-12.1

1987

—
0.1
2.6

-0.9
-1.6
-1.2
-6.6
25.2

1.4
3.1

-7.4

0.2
2.3

-0.9
-0.5

2.0
-25.2

1989

0.2
0.4
3.9

-2.0
-1.7
-1.6
-6.9
49.1

2.8
4.8

-14.4

0.4
2.3

-1.1
-0.5

2.1
-40.4

1992

0.6
1.0
3.5

-2.3
-0.9
-1.1
-5.1
58.0

5.3
4.8

-27.1

0.4
1.6

-1.0
-0.2

1.6
-46.7

Note: Compared with the historical baseline, and allowing for effects induced by changes in activity and inflation, the primary deficit of
the federal government was reduced by 1/2 of 1 percent of GDP in 1983 and by a further 1/2 of 1 percent of GDP compared with the
historical baseline in each of the following six years, giving a cumulative reduction equivalent to 3 1/2 percent of GDP by 1989. The
reduction in the primary deficit was held constant at 3 1/2 percent of GDP in 1990 and was then reduced to 3 percent of GDP in 1991-92,
reflecting the estimated approximate impact of the 1990 Budget Enforcement Act. Half of the reduction in the fiscal deficit is assumed to
have come from lower expenditures and half from increased tax revenues. The IMF's multicountry macroeconomic model, M U L T I M O D ,
does not distinguish between the federal and total government; the changes in the government balance and in government debt are
attributable to the federal government on the basis of the assumption that the state and local governments, most of which have constitu-
tional limits on debt accumulation, would have taken actions to maintain deficits unchanged from the historical baseline. Monetary policies
in the United States and other countries are assumed to have been neutral in the sense of allowing interest rates to adjust to simulated
changes in actual and expected economic developments. Fiscal policies in other countries are assumed to have been what they actually
were.

1In percentage points.
2In billions of U.S. dollars.
3In percent of GDP.

simulation, growth would have been slowed mod-
estly during 1983-86, when the economy was other-
wise expanding fairly vigorously (Chart 15). Note
that the downturn of economic activity during the
1990-91 recession is moderated under the simula-
tion. This favorable result does not reflect discretion-
ary fiscal action to combat the recession, but rather
the absence of discretionary actions that were actu-
ally taken in the Budget Enforcement Act of 1990
because of the pressing need to reduce a deficit that
had previously not been adequately controlled. If
the simulated consolidation program had been fol-
lowed, however, the favorable fiscal situation
achieved by 1990 would clearly have allowed some
room for temporary discretionary fiscal actions to
combat the recession. In addition to the direct effect
on activity, business and consumer confidence would
probably have benefited from the knowledge that
such temporary actions could be taken to support
activity without impairing longer-term fiscal probity.

The implications of this simulation exercise for
current U.S. policy are clear. Unquestionably, fiscal

consolidation is required over the medium term to
contain the growing stock of government debt and to
enhance prospects for growth by reducing longer-
term interest rates. During 1993 and the next two or
three years, it is reasonable to anticipate that the
United States will enjoy at least a moderately paced
recovery as balance sheet problems are corrected
and as lower short-term interest rates take full
effect. Some time will be required to enact many of
the measures necessary to raise revenue and,
especially, to control spending in several critical
areas, including health care and other "entitle-
ments." Thus, it is important to begin now to con-
sider these measures, with a view to their enactment
during 1993 and their gradual implementation dur-
ing 1993 and succeeding years. With this timetable,
the main effort of fiscal consolidation—which is
absolutely required for the medium and longer
term— should take place when the economy is best
positioned to absorb it, while still sustaining an
acceptable pace of output growth. Otherwise, as in
late 1990, fiscal consolidation is likely to be neces-
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Chart 14. United States: Federal Government
Budget Balance, Primary Balance, and Debt
(In percent of GDP)

1Unified budget basis.
2Held by the private sector.

sary when growth is slowing or a new recession is
already in progress.

The above timetable for fiscal adjustment has
potentially important and favorable implications for
the likely course of U.S. monetary policy. As eco-
nomic recovery gathers momentum and margins of
excess capacity are reduced, inflationary pressures
naturally tend to rise. In the late 1980s (beginning in
1987 and extending through the summer of 1990),
this tendency was counteracted by a considerable
tightening of U.S. monetary policy, as reflected both
in the rise of short-term interest rates and in the
slowing of growth of monetary aggregates. It would
have been much better if fiscal policy had borne at
least part of this burden through the pursuit of nec-
essary fiscal consolidation while the economy was
expanding and ultimately overheating. This is again
a relevant concern as the U.S. economy appears
poised to achieve somewhat more rapid recovery,
with levels of excess capacity far lower than they
were at the end of the 1981-82 recession. Even with

an appropriate program of fiscal consolidation, it is
likely that U.S. short-term interest rates will rise dur-
ing the course of the current recovery. With a mone-
tary policy properly attuned to an appropriate fiscal
policy, however, it is possible that the inevitable flat-
tening of the currently steep yield curve may occur
in part through a reduction in longer-term interest
rates. This would be a particularly favorable devel-
opment from the perspective of longer-term growth.

The need for medium-term fiscal consolidation
leaves open the issue of immediate measures to
provide short-term fiscal stimulus to the U.S. econ-
omy during 1993, as well as the broader questions of
structural changes in fiscal policy to enhance longer-
term growth. As regards short-term fiscal stimulus,
two conditions are essential for this to make any
sense for 1993. First, to avoid adverse financial mar-
ket reaction, which could easily counteract the stim-
ulus measures, these measures would have to be
linked to a credible program of medium-term fiscal
consolidation. In view of the failure of past efforts to
ensure fiscal consolidation, establishing such a cred-
ible linkage would clearly not be easy—and would
be made even more difficult because the stimulus
package would be put in place very early, before
much of the medium-term consolidation program
could be enacted. Second, because any short-term
fiscal stimulus must later be reversed in order to
achieve the desired medium-term path of fiscal con-
solidation, a stimulus package for 1993 would make
sense only if there is good reason to believe that
economic growth in 1993 is likely to be significantly
slower than in subsequent years. Otherwise, the per-
ception is likely to be that the government will
always talk about fiscal consolidation for the
medium term but will never find the conditions
appropriate to convert such intentions into action.

As regards the broad subject of the structure of
U.S. fiscal policy, much can be done to shift the ori-
entation of both taxation and spending toward the
support of stronger long-term growth, while simul-
taneously pursuing overall fiscal consolidation.
Remembering that tax revenue will have to rise, on
balance, if the deficit is to be reduced, it makes sense
to reduce excessively heavy rates of taxation on pro-
ductive investment while raising tax rates on current
consumption. Special tax breaks for particular forms
of investment, however, can generate significant rev-
enue losses without necessarily raising the level
or improving the distribution of investment. On
the spending side, greater emphasis on public
investment—including support for private invest-
ment in human and physical capital—could also aid
longer-term growth. Merely classifying an expendi-
ture as an "investment," however, does not neces-
sarily imply that the return justifies the cost. Also, it
is important to avoid the fallacy that large-scale pub-
lic investments will generate such economic benefits
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that the additional tax revenues will more than pay
the cost of the investment. In the end, public invest-
ments must be paid for either with tax revenue or
with diminished spending on current government
services; and this must be done in the context of
a general effort to reduce the federal deficit
substantially.

Ongoing Process of Asset Price
and Balance Sheet Adjustment

Although asset price declines and balance sheet
adjustments are not unusual during economic down-
turns, they have been particularly important during
the current business cycle. In several countries,
sharp increases in real estate values or stock prices,
fueled in part by a considerable expansion of private
sector indebtedness during the 1980s, have been fol-
lowed by unusually sharp downward adjustments.
The consequent increase in private sector indebted-
ness relative to asset values and income levels during
the past two years has been a restraining influence
on private spending and has thereby contributed to
the sluggishness of the current recovery. The balance
sheet positions of many financial institutions have
also weakened considerably, leading to more cau-
tious lending practices. These real and financial
adjustments are likely to continue to restrain the
pace of the economic recovery in the industrial
countries.

Asset Price Inflation and Its Reversal
Several structural factors, together with other eco-

nomic and policy developments, help to explain the
excessive expansion of private sector indebtedness
and asset price inflation in the 1980s.17 Speculative
forces in financial and real estate markets that drove
asset prices to levels that bore little relationship to
underlying fundamentals were an important factor.
The process of financial deregulation and liberaliza-
tion initiated by many industrial countries in the late
1970s was beneficial because it improved access
to credit markets, led to more market-determined
interest rates, and fostered greater allocative effi-
ciency. But in the absence of adequate prudential
safeguards, it also encouraged greater risk taking
and speculation and ultimately created an institu-
tional environment in which there was potential for
dramatic, and in some cases unwarranted, increases

17The process of asset price and balance sheet adjustments has
been covered extensively in previous issues of the World Eco-
nomic Outlook. See "Balance Sheet Constraints and the Sluggish-
ness of the Current Recovery," Annex I in the May 1992 issue,
pp. 47-51, and "Asset Price Deflation, Balance Sheet Adjustment,
and Financial Fragility," Annex I in the October 1992 issue,
pp. 57-68.

Chart 15. United States: GDP
(In billions of 1987 U.S. dollars)

in both the demand for and supply of credit. Two
other structural factors also sharply increased the
demand for assets financed by credit. First, de-
mographic changes—most notably the entry into the
housing market of the baby-boom generation—
increased the demand for housing, automobiles, and
other durable goods. Second, new or long-standing
tax incentives for debt financing encouraged con-
sumers and investors to finance expenditures with
new varieties of debt instruments, many of them
with adjustable interest rates.

Monetary policy played a key role in the asset
price inflation of the 1980s by inadvertently accom-
modating the strong demand for credit in many
industrial countries. The reshaping of the economic
and financial environment described above led to
dramatic changes in the scale and composition of
financial activity. Asset prices and interest rates
became more volatile, and other important eco-
nomic indicators used in the conduct of monetary
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Chart 16. Selected Countries: Total Private
Nonfinancial Sector Debt
(In percent of GDP, end of period)

Sources: For the United States, Data Resources, Inc. data base; for
the United Kingdom, Central Statistical Office, Financial Statistics;
and for Japan, Economic Planning Agency, National Income Accounts.

1Total financial liabilities of the private nonfinancial sector less
trade credit.

2Total credit market debt outstanding of the private nonfinancial
sector. Data for 1992 are through the third quarter.

3Total financial liabilities of the personal and of the industrial and
commercial sectors, less outstanding domestic trade credits and
ordinary and preference shares.

policy became less reliable.18 Moreover, since asset
prices and their movements were not captured by
consumer price and wholesale price indices, mone-
tary authorities may have ignored important infor-
mation about the short-term and medium-term
effects of their policies. In the event, the stock mar-
ket crash in 1987 was an early warning sign of grow-
ing financial imbalances; but the liquidity provided
during the crash to support financial markets was not
fully removed and contributed to subsequent asset
price inflation. Once monetary policies were tight-
ened to eliminate the overheating in 1989-90, there

18For a comprehensive survey of this issue, see Bank for Inter-
national Settlements, Recent Innovations in International Banking
(Basle, 1986).

was a sharp correction of both real estate and stock
market prices.

The expansion of private sector indebtedness dur-
ing the 1980s exceeded the expansion in economic
activity by a wide margin (Chart 16). Many countries
experienced a boom in asset markets that was associ-
ated with an unprecedented buildup of debt, sharp
increases in asset prices, and related increases in
household wealth. The appreciation of real estate
values provided homeowners with unrealized capital
gains, and in some countries the increases in stock

Chart 17. Selected Countries: Property Prices
and Stock Market Indices

Sources: Property prices for the U n i t e d States, Da ta Resources, Inc.
data base; for the United Kingdom, Central Statistical Office,
Financial Statistics; and for Japan, Real Estate Institute, Bulletin of
Japan Land Prices. Stock prices for the United States, Data
Resources, Inc. data base; for Japan, Nikkei Services; and for Finland,
Norway, and Sweden, IMF, International Financial Statistics.

1Property prices deflated by consumer prices.
2Urban residential land prices in six largest cities.
3Index of prices on dwellings.
4Average price of a new house.
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prices after 1987 temporarily improved the capital
value of many businesses. These temporary unre-
alized increases in wealth led to a reduction in both
household and business saving rates and probably
encouraged speculation on the basis of expectations
of further asset appreciation.

The asset markets most affected were the residen-
tial and commercial real estate markets—most nota-
bly in Japan, the United Kingdom, Australia,
and the Nordic countries, but also in the United
States. Inflation-adjusted residential property prices
increased at an annual average rate of 14 percent
(19 1/2 percent nominal) in the United Kingdom dur-
ing 1986-89 and 6 percent (10 percent nominal) in
the United States (Chart 17). In Japan, real land
prices increased sharply, recording an annual aver-
age increase of 20 percent (22 percent nominal) dur-
ing 1986-90. In some countries there were also sharp
increases in stock prices—most notably in Japan but
also in others, including the Nordic countries
(Chart 17).

The expansion of indebtedness during the 1980s
left the private sector in many countries unusually
vulnerable to cyclical developments, high interest
rates, and asset price declines. The general rise in
interest rates during 1989-90, and the corresponding
reductions in income growth and asset values,
sharply diminished the private sector's ability to ser-
vice its debt. Debt service is most easily managed in
an environment of rapidly expanding incomes, rela-
tively low real interest rates, and improving con-
sumer and business confidence. By contrast, during
the current slow recovery, income gains have been
weak, real interest rates in many countries in reces-
sion are still relatively high, and confidence levels
are still depressed. As a result, households and busi-
nesses have reduced borrowing and increased saving
to strengthen their financial positions.

Asset price deflation, in combination with the
ongoing structural adjustments in financial sectors
related to financial liberalization, has reduced the
capital value of many financial institutions and has
increased the fragility of the financial system in
many countries.19 The most notable examples are
the savings and loan crisis in the United States; bank
failures in the Nordic countries, where several large
banks have been taken over by the government;
financial fragility in Japan, where asset price adjust-
ments have adversely affected the financial position
of banks and other financial institutions; and the

1 9 A brief discussion of the policy implications of these develop-
ments can be found in the October 1992 World Economic Out-
look, pp. 24-25. See also Annex I of that volume, pp. 57-68, for a
detailed discussion of adjustments in the financial sectors of sev-
eral industrial countries.

poor earnings and weak profit outlook of financial
institutions in the United Kingdom. As a result,
financial institutions in all of these countries have
adopted cautious lending practices, thereby contrib-
uting to a sharp slowing in the growth of credit.

Progress to Date in Selected Countries
Policymakers in some countries have attempted to

ease the debt burdens of the private sector, either by
lowering interest rates to reduce debt-service pay-
ments or by adopting policy measures to support the
financial system. It remains difficult, however, to
measure the equilibrium levels of asset prices and
indebtedness—which may well have increased as a
result of greater market access of households and
enterprises following financial deregulation. It is
therefore difficult to gauge the likely depth and
duration of the financial adjustments, and most ana-
lysts, including those at the IMF, have underesti-
mated the extent to which growth would be
impeded.

The adjustment process in the United States is still
under way, although it seems the nearest to comple-
tion among the major countries. Compared with
Japan and the United Kingdom, the private sector
adjustments required in the United States, in retro-
spect, appear to have been less severe because the
runup in real estate prices was less dramatic
(Chart 17). While U.S. consumer installment debt as
a share of disposable income has been reduced to
historical norms, mortgage debt as a share of income
has not yet declined after surging to a historical high
in 1991 (Chart 18). Although most of this rise seems
to reflect the permanent effects of financial
deregulation and tax incentives, some of it is likely
to be reversed. A large part of the remaining adjust-
ment of debt-income ratios in the United States may
occur through income growth once the recovery
gains momentum, as occurred during the late 1960s
and early 1970s. Moreover, debt-service costs have
declined significantly as lower short-term interest
rates have gradually lowered adjustable rates on
mortgages.

The runup in asset prices in Japan was sharper
than in many other industrial countries. Although
recent asset price deflation has been dramatic, real
estate prices could decline further in the absence of
an early recovery of activity. Although the level of
consumer indebtedness is low compared with most
countries affected by asset price declines, the finan-
cial adjustment process has contributed to weaker-
than-expected growth in consumption expenditure,
and to the recent decline in business investment.
Even though interest rates have been reduced sig-
nificantly in Japan, the need for businesses to
refinance equity-linked debt at higher costs has
raised the cost of capital significantly.
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Chart 18. United States: Household Liabilities
(Percent of disposable income)

Chart 19. United Kingdom: Mortgage Liabilities
(Percent of disposable income)

Source: Data Resources, Inc. data base. Source: Central Statistical Office data base.

Against this background, the Japanese government
announced in mid-August 1992 a series of policy mea-
sures intended to strengthen confidence. The policy
package consisted of a clarification of accounting pro-
cedures and the announcement of an intention to
introduce measures to help financial institutions liqui-
date nonperforming real estate loans. The authorities
subsequently announced on August 28 a stimulus
package that included fiscal measures amounting to
¥10.7 trillion (2 1/4 percent of GDP, or $85 billion),
consisting mainly of an increase in public works
expenditures and an augmentation of loans from pub-
lic financial institutions to be implemented during the
remainder of the fiscal year. More recently, the Japan
Bankers Association has proposed the establishment
of the Real Estate Buy-up Corporation to encourage
financial institutions to write off existing nonperform-
ing assets and to establish a market for property for-
merly used as collateral.

Mortgage debt as a share of disposable income
rose particularly sharply in the United Kingdom dur-
ing the 1980s and has remained high in the early
1990s, in part reflecting low income growth during
the recession (Chart 19). Meanwhile, real estate
prices have declined significantly since 1989. In con-
trast to developments in the United States, however,
house prices have continued to drop in recent
months, and the decline to date has reduced the
value of many homes below the value of existing
mortgages. These developments suggest a risk of fur-
ther balance sheet adjustment in the period ahead.

Although interest rates have been reduced in the
United Kingdom, until recently the authorities have
had limited flexibility to lessen debt-service burdens
because of the exchange rate constraint. Household
and business spending has remained depressed;
where earnings and profits have improved, con-
sumers and businesses have chosen to strengthen
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their financial positions by reducing existing debt
burdens. Business conditions have shown little
improvement, and consumer and business confi-
dence remains weak. Since September, however, the
further reduction of short-term interest rates
allowed by sterling's withdrawal from the E R M has
helped to improve the outlook and should speed up
the necessary adjustment, since most houses in the
United Kingdom are financed with floating-rate
mortgages.20

20For floating-rate mortgages in the United Kingdom, changes
in short-term interest rates are passed through to mortgage pay-
ments within one or two months in many cases. This suggests a
relatively large and immediate impact of lower interest rates on
consumer confidence and spending in the United Kingdom com-
pared with most other industrial countries.

In view of the uncertainty surrounding the finan-
cial adjustments still under way, it is difficult to avoid
the conclusion that the risks to the short-term pro-
jections for countries that have experienced asset
price deflation are still predominantly on the down-
side. The adjustment process appears to have pro-
gressed further in the United States than elsewhere.
In contrast, the possibility of further decline in asset
prices cannot be excluded in Japan, where the pri-
vate sector financial adjustment process is less
advanced. Notwithstanding the recent decline in
interest rates, there are also downside risks in the
United Kingdom, especially in view of the high level
of mortgage debt relative to household income.
There is considerable uncertainty about the adjust-
ment process in several smaller industrial countries,
where policy flexibility is limited.
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Policy Considerations

in the industrial world has given rise to concerns
that the medium-term strategy pursued since the
early 1980s is not living up to its promises and that a
different approach is warranted. As pointed out in
past issues of the World Economic Outlook, how-
ever, it is inappropriate to conclude that the strategy
has failed. The problem, rather, is that key aspects of
the strategy have not been implemented. In the fiscal
area, the missed opportunity to consolidate budget-
ary positions in North America and many European
countries during the long expansion of the 1980s
stands out as a particularly striking policy failure.
Progress in the structural area has also been far from
adequate. This is especially evident in Europe,
where continued high levels of unemployment point
to the urgent need for labor market reforms. For
many countries there remains a need to change the
structure of incentives (especially tax preferences)
that may discourage saving and encourage excessive
indebtedness by the private sector. There has been
far-reaching liberalization of financial markets, but
failure to adjust macroeconomic policies and the
lack of adequate prudential oversight contributed to
asset price inflation and the subsequent, unavoidable
process of balance sheet adjustment. Finally, there
have been important setbacks in the area of trade,
mainly in the form of quantitative restrictions and
other nontariff distortions. The unfinished agenda of
the 1980s remains a valuable guide for tackling both
systemic problems and the challenges facing individ-
ual countries.

Systemic Issues
Since 1990, in addition to the adverse con-

sequences that large structural budget deficits have
had for financial conditions and confidence, the
industrial countries have been affected by two major
economic forces that have led to protracted sluggish-
ness of activity in most countries and have contrib-
uted to the recent turbulence in foreign exchange
markets. The first and most important is the adjust-
ments made necessary by increases in private sector
indebtedness in some countries during the 1980s and
by the erosion of balance sheets stemming from the
correction of inflated asset prices. The second is the
tensions caused by divergences in policies and per-

formances across Europe, which have been exacer-
bated by the fiscal expansion that accompanied Ger-
man unification. The policy measures that have been
adopted to deal with the resulting difficulties have
had some, albeit limited, success in containing
adverse domestic repercussions. The lack of coordi-
nation of the appropriate policy responses, however,
has resulted in a serious mismatch of macro-
economic policies across countries, especially in
Europe.

It is difficult to judge how much adjustment is still
required to reduce private sector indebtedness to
sustainable levels and to overcome the associated
financial sector problems. IMF—and most other—
analysts have so far underestimated the extent of
this problem, and the risk remains that even the
revised growth projections for the countries most
affected may prove optimistic. Moreover, in those
countries where the balance sheet adjustment prob-
lems have been less acute, there are increasing signs
of economic weakness; in particular, there are now
signs of a significant slowdown of growth in Ger-
many. Only North America seems poised for recov-
ery, even though economic slack there may be
absorbed only slowly.

The weak short-term prospects for many indus-
trial countries raise the question of which measures,
if any, might be taken to strengthen economic per-
formance. Very few countries have room to provide
discretionary fiscal stimulus. The persistence of rela-
tively large structural budget deficits in North Amer-
ica and in Europe militates strongly against
expansionary fiscal action because of the danger that
this would put additional pressure on long-term
interest rates, destabilize financial markets, and
exacerbate medium-term budgetary adjustment dif-
ficulties. Higher interest rates would complicate the
private sector's adjustment efforts and further erode
confidence. Rather than short-term fiscal stimulus,
there is an urgent need in many countries to reduce
uncertainty through the adoption of credible budget-
consolidation programs to eliminate unsustainable
structural deficits over the medium term.

In contrast to the constraints facing fiscal policy,
there appears to be a stronger case for further reduc-
tions in official interest rates in many of the indus-
trial countries—particularly in Europe, where the
tightness of monetary conditions is an important
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restraining influence. In addition to facilitating the
adjustment process in the private sector by easing
cash flow problems associated with large debt bur-
dens, a coordinated reduction of interest rates in
countries where this is warranted would undoubt-
edly help to strengthen confidence by demonstrating
the continued commitment to international policy
cooperation. A lowering of official interest rates
would have the added advantage over fiscal mea-
sures of being more easily reversible as activity
recovers or if inflationary pressures threaten to
re-emerge.

In view of the reduction of short-term interest
rates that has already occurred in some countries
and the concerns about inflation in Germany, it is
important to determine whether a further easing of
monetary conditions would be compatible with the
goal of sustained noninflationary growth underlying
the medium-term strategy. A relatively easy stance
of monetary policy under current circumstances of
sluggish growth and receding inflationary pressures
does appear to be fully consistent with the medium-
term objective of price stability. Interest rates have
already been reduced significantly in the United
States and Japan, but there is no evidence to suggest
that this has given rise to increasing inflationary
pressures (see the Annex). In Germany, although
current inflation is still too high, the restrictive
stance of monetary policy that has been pursued for
some time is clearly beginning to show its effective-
ness. Thus, together with the impact of the recent
appreciation of the deutsche mark within the E R M ,
the weakening of the economy that is now under
way can be expected to result in a significant easing
of cost pressures and inflation during 1993. In the
United Kingdom, the recent reductions in interest
rates have improved the outlook for growth some-
what, but the high level of indebtedness remains a
restraining influence, and the large margin of slack
should continue to contribute to a further reduction
of underlying inflation. For most other European
countries, there is no doubt that monetary condi-
tions are extremely tight at present, in view of the
current and projected weakness of activity and the
decline in inflation. Nevertheless, to safeguard the
considerable decline in inflation during the past
decade and to ensure further progress where prices
are still rising too rapidly, the scope for lower inter-
est rates in many countries depends on efforts to
reduce excessive fiscal deficits. Moreover, it will be
essential to remain vigilant for any indications that
inflationary pressures may again be building.

In the EC, in addition to any policy changes that
may be appropriate in light of the current economic
difficulties, the EMS will need to be strengthened to
reduce the risk of a recurrence of the recent ten-
sions. There is also a need for a cooperative effort to
re-establish conditions that will permit the return of

the pound sterling and the lira to the E R M . The
exchange rate adjustments that took place in con-
nection with the September and November crises
have reduced tensions for now, but the underlying
problems are far from being fully resolved. A key
objective is to ensure greater progress toward eco-
nomic convergence. Despite substantial progress,
however, it is unlikely that convergence will be
achieved immediately for all E C member countries,
and currencies may therefore again become mis-
aligned. This suggests that it may be necessary to
undertake small adjustments of parities on a timely
basis to avoid the buildup of the pressures seen
recently.

More fundamentally, it is important for E C mem-
bers to consider adaptations of the EMS to changing
circumstances and to prepare for the transition to a
single currency. The recent experience has demon-
strated the crucial importance, for exchange rate sta-
bility, of close coordination of fiscal and monetary
policies, and of convergence in economic perfor-
mance. In current circumstances, effective coordina-
tion of monetary policy to establish monetary
conditions that are appropriate for most if not all of
the participating countries would, of course, require
greater reliance on fiscal consolidation to control
inflationary pressures in Germany, in accordance
with the successful experience of other E R M coun-
tries that have already achieved a high degree of
inflation convergence. In addition to a strengthening
of policy coordination, there is also a need to re-
inforce mechanisms to defend the E R M when the
fundamentals do not warrant parity changes—for
example, through greater use of partially symmetric,
nonsterilized intervention, such as was applied by
the Bundesbank and the Banque de France to com-
bat the recent speculation against the French franc.
To promote greater monetary cooperation, it would
be useful to complement national indicators of mon-
etary conditions and inflationary pressures with
ERM-wide indicators in order to ensure that cur-
rency substitution effects are correctly interpreted
and that monetary conditions are compatible with
sustained noninflationary growth in the area as a
whole.

Greater efforts are also required in the structural
area to increase the benefits from economic and
monetary integration in Europe and to promote
adjustment without parity changes, in preparation
for the introduction of a single currency, which
would eliminate the exchange rate as a policy instru-
ment. The completion of the "single market" pro-
gram of structural reforms constitutes a major step
in this direction. Progress in enhancing the flexibility
of European labor markets has been disappointing,
however, and structural unemployment remains at
record levels throughout Europe. A failure to tackle
Europe's labor market problems would substantially
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erode the benefits of economic and monetary union
(EMU); it would also increase the need for govern-
ment subsidies and transfers to economically weaker
regions, which could jeopardize fiscal consolidation
efforts.21

Among the many risks in the outlook, the recent
escalation of trade tensions between the United
States and the E C is a sobering reminder of the fra-
gility of the global economy. What is at stake is not
only the success of the Uruguay Round of multi-
lateral trade negotiations—the failure of which
would in itself be a serious setback—but the cooper-
ative trading environment that has underpinned
world growth over the past forty years. It is clear
that appreciation of the possible consequences of a
contraction of trade helped to forge the compro-
mises reached in late November. Although only a
small share of trade would have been directly
affected, the threat of a spiral of retaliation and
counterretaliation would have increased tensions
worldwide, thereby harming business confidence and
undermining prospects for growth. With some prog-
ress in the resolution of the difficulties between the
world's major trading partners, decisive further
efforts are now needed to complete the global pack-
age and bring the Uruguay Round to a successful
conclusion.

Policy Requirements in Individual
Countries

In the United States, notwithstanding a pickup in
growth to about 3 1/2 percent (annual rate) in the
third quarter of 1992 and other positive signs, includ-
ing improved business and consumer confidence, the
possibility of a relatively hesitant recovery remains.
In particular, it is not yet clear that the process of
balance sheet adjustment has come to an end, and
export growth seems likely to slow as a result of the
weakness of activity in other industrial countries.
The substantial easing of monetary conditions that

has taken place should ensure moderate growth of
about 3 percent in 1993, but the pace at which eco-
nomic slack is likely to be absorbed may still be
unsatisfactory. The new administration taking office
in January could therefore be under strong pressure
to stimulate economic activity.

The room to maneuver is extremely limited, how-
ever. In view of the large fiscal imbalance and high
level of real long-term interest rates, early action to
ensure substantial budgetary consolidation over the
medium term is an overriding priority. A credible
medium-term deficit-reduction program would
strengthen confidence and ease pressures on long-
term interest rates, even in the near term, and would
substantially enhance medium-term growth pros-
pects.22 Fiscal stimulus could provide short-term
support for aggregate demand, but it might also
jeopardize the achievement of medium-term budget-
ary objectives. Indeed, to the extent that a fiscal
expansion might push up long-term interest rates
and increase uncertainty about future policies, there
is a considerable risk that it would be counter-
productive. Because of this danger, advocates of fis-
cal stimulus emphasize that any short-term fiscal
stimulus should be accompanied by legislation to
ensure a rapid return to a path of medium-term con-
solidation as economic activity picks up. Since
repeated attempts during the past several years to
legislate deficit control have failed, however, the
credibility of any new consolidation plan will be dif-
ficult to establish, especially if the large structural
budget deficit is allowed to widen further in the near
term.

For U.S. monetary policy, a cautious attitude
toward further reduction in official interest rates has
been appropriate because of the substantial mone-
tary stimulus already in the pipeline and because of
the risk of adverse effects on exchange markets.
Recent data suggest that the decline in short-term
interest rates is beginning to contribute to more
robust growth. If the recovery proves stronger than
currently expected, appropriate adjustments of mon-

21The high rates of structural unemployment now prevailing in
many European countries can best be addressed by measures that
increase incentives to find and keep employment and that pro-
mote better matching between workers and jobs. Reducing mini-
mum wages (especially for young, inexperienced workers),
lowering firms' costs of hiring and retaining workers, and limiting
the generosity and duration of unemployment benefits would
encourage the unemployed to seek work, and firms to hire them.
Active labor market policies that promote training and participa-
tion in the job market would increase opportunities for employ-
ment. In some countries, the structure of collective bargaining
may have to be modified to raise the responsiveness of wages to
macroeconomic conditions, particularly where institutional
arrangements have excessively limited the market influence of
outsiders. The next issue of the World Economic Outlook will
discuss in more detail the importance of labor market policies for
the success of E M U .

22In its Article IV consultations with the U.S. authorities, the
IMF has noted that meaningful fiscal adjustment will involve
action on a broad front and has formulated a set of options to
illustrate the range and type of measures that would be required.
The growth in mandatory expenditures has been particularly
rapid, especially outlays on Medicare and Medicaid, suggesting
the need for fundamental reform of the system of health-care
financing. In addition, a further compression of discretionary
expenditures in the areas of defense outlays and subsidies could
also contribute significantly to deficit reduction. Options for reve-
nue enhancement include an energy tax (for example, a gasoline
tax), the introduction of a federal consumption tax (such as a
value-added tax), the elimination of tax deductibility of mortgage
interest payments, and the inclusion of employer-provided health
insurance benefits in taxable income. In addition to contributing
to deficit control, such measures would support an improvement
in overall allocative efficiency and growth prospects.
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etary conditions will be essential to prevent an
increase in inflationary expectations.

In Canada, the deep and prolonged recession has
reduced price increases to the point where there can
be substantial confidence that the official inflation
reduction target will be achieved. A return to a pro-
gressive relaxation of money market conditions is
therefore appropriate, although pressures on
exchange markets could be a constraint. Fiscal policy
has remained tight, given the recession, but the
structural deficit (despite some progress in tackling
this long-standing problem) should again be
addressed as soon as economic activity begins to
pick up.

In Japan, the stimulative policy actions already
announced should help to reverse the recent weak-
ness in economic activity and to revitalize growth
during 1993. However, there is reason for concern
that the pattern of weak recovery experienced by
other countries that have been affected by asset
price deflation and associated financial problems
may also hold for Japan. If the expected recovery
does not materialize, there would be scope for an
additional easing of short-term interest rates. Fol-
lowing the implementation of the announced stim-
ulus package in the latter part of 1992 and in early
1993, fiscal policy should be adjusted in light of
actual and expected economic developments, and
the budget position should converge gradually
toward its desired medium-term path so as to avoid a
sudden large withdrawal of stimulus before eco-
nomic recovery is firmly established. Nevertheless,
further fiscal consolidation will be necessary over the
longer term.

In Germany, there is continued concern about the
rapid growth of M3 and an inflation rate that is still
in excess of the authorities' objective. Indicators of
future inflation suggest, however, that conditions for
a progressive easing of monetary conditions may
soon be in place. Indeed, recent declines in short-
term market interest rates have been appropriate in
light of the weakness of activity, the appreciation of
the deutsche mark within the E R M , and the squeeze
on profits, all of which should help to ensure a mod-
erate wage round in 1993. As wage and demand
pressures abate, further declines in interest rates will
be appropriate; this would facilitate growth across
Europe and reduce the risk of a further deepening of
the recession in Germany. An early, moderate cut in
official German interest rates in line with the recent
decline in market rates would send a signal that
would boost confidence throughout Europe and in
the rest of the world.

To permit more significant and sustainable reduc-
tions in German interest rates, fiscal policy will need
to play a greater role in controlling inflationary pres-
sures. It clearly would have been preferable if
stronger steps to contain the budget deficit had

already been taken. Although the speed of imple-
mentation may now need to take account of the
weakness of the economy, there is an urgent need
for effective measures to contain the aggregate fiscal
imbalance at all levels of government (and for off-
budget agencies) through reductions in public
expenditure, particularly subsidies. However, if suffi-
cient progress cannot be achieved on the expendi-
ture side, tax increases may also be required. Efforts
are also needed to ensure wage moderation in west
Germany—for example, by containing public sector
wage awards—and to ensure that wages in east Ger-
many develop more closely in line with productivity,
since the large divergences that have emerged will
delay restructuring of the east German economy and
increase demands for public transfers.

In France, although the calming of exchange mar-
ket tensions in October allowed interest rates to fall
again close to German levels, the pressures experi-
enced in November and early December led to a
renewed widening of the interest differentials
vis-a-vis Germany. Despite a low inflation rate and
a strong external position, it is likely to remain
difficult—at least for some time—for French mone-
tary policy to push interest rates below those in Ger-
many without threatening the exchange rate. Thus, a
significant decline of interest rates to promote more
vigorous growth depends on parallel interest rate
reductions in Germany. As regards fiscal policy, it
has been appropriate to allow the automatic sta-
bilizers to operate on revenue while containing the
growth of public expenditure. This policy will need
to be implemented symmetrically when activity
picks up.

In Italy, there is no alternative to comprehensive
and credible measures to reinforce the process of
budgetary consolidation, with the goal of reducing
the deficit by at least 2 percent of GDP annually
during the next three to four years. Despite recent
progress, further measures should be identified as a
matter of urgency to offset any shortfalls in 1993;
additional major adjustments will be required to
meet the government's 1994-95 targets. Large-scale
privatization of state enterprises could make a valu-
able contribution to reducing the level of govern-
ment indebtedness and would enhance economic
efficiency. Also of special importance in Italy is an
incomes policy that will appropriately restrain nomi-
nal wages; the existing agreement for 1993 must be
maintained, and agreement should be reached for
subsequent years. Limits on public sector wages and
on pensions, together with effective measures to
combat tax evasion, are essential features of both
fiscal and incomes policy. Meanwhile, monetary pol-
icy needs to maintain a firm stance in order to con-
tain domestic inflationary pressures and to limit the
depreciation of the lira. The high risk premiums on
Italian interest rates relative to those prevailing
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elsewhere in Europe are unlikely to fall until further
deficit-reduction measures have been adopted and
their effects have become visible. Further reductions
in Italian interest rates, which would directly reduce
the cost of servicing the huge Italian public debt,
would then be contingent on reductions in the gen-
eral level of European interest rates.

Italy intends to rejoin the E R M at the earliest
feasible date. This requires—in addition to external
support, adequate reserves, and the maintenance of
a monetary policy geared to inflation restraint—that
the fiscal situation begins to improve and that cost
and price developments are consistent with condi-
tions in the E R M countries. Markets must have con-
fidence that a sustainable budgetary and debt
position will be achieved and that competitiveness
will be improved on a durable basis. With its
reserves depleted, its credibility impaired, and its
maneuverability constrained by a large public debt,
Italy cannot afford to let the lira rejoin the E R M at
an exchange rate that is likely soon to be challenged
in the market, or that is held up only by a substantial
and ultimately unsustainable interest rate premium.

In the United Kingdom, there are as yet no con-
vincing signs of recovery, but the recent depreciation
of sterling and reductions in interest rates should
stimulate both export growth and domestic demand.
Recent gains in international competitiveness from
the depreciation of the pound will prove ephemeral,
however, unless inflationary pressures are contained.
The easing of monetary conditions since the exit of
the pound from the E R M has been appropriate in
light of domestic conditions, but further declines in
interest rates should probably await evidence over
the coming months of the economy's response to the
easing of policies that has already occurred. A pos-
sible further reduction of interest rates will also
depend on a lowering of interest rates in the E R M
countries in order to prevent an excessive deprecia-
tion of the exchange rate. For fiscal policy, the dete-
rioration in the budget balance since 1989 has
exhausted any scope there may have been for sup-
porting activity through fiscal action. Although there
clearly are limits to the pace of fiscal consolidation in
the midst of a relatively deep recession, it will be
necessary to begin the process of consolidation in
1993 in order to contain potential inflationary pres-
sures following the depreciation of the pound and
the easier stance of monetary policy. Success in con-
taining the inflationary impact of the depreciation
will be essential for rejoining the E R M and for
choosing the appropriate re-entry exchange rate and
its margin of fluctuation within the mechanism.

In Spain, the recent two-step devaluation of the
central rate has offset much of the real appreciation
of the peseta since Spain joined the EMS in 1989 and
provides a needed boost to exports and growth over
the medium term. Notwithstanding increasing con-

cerns about the near-term outlook, there is little
scope to stimulate the economy, and the priority
should be to reduce inflation in order to stabilize the
peseta within the E R M . This will require a tighten-
ing of fiscal and monetary policy to defend the new
central rate. The 1993 budget sets appropriately
ambitious targets, but achieving them will be difficult
because of rising social security payments, increases
in transfers to lower levels of government, and the
cyclical slowdown of economic activity, which will
increase outlays and reduce the growth of revenue.
Monetary conditions, meanwhile, will need to
remain tight until there are clear signs that inflation
is abating. Inadequate progress in tackling the
rigidities in the labor market has been a prime factor
behind the persistence of inflation. Hence, inten-
sification of labor market reform is indispensable to
rebuilding Spain's competitiveness through wage
moderation and an improvement in profit margins.
The situation is similar in Portugal, where the infla-
tion rate remains too high to prevent further losses
in competitiveness. Since monetary conditions are
already quite tight, the burden of macroeconomic
restraint should fall on fiscal policy. The fiscal
retrenchment planned for 1993—the deficit-GDP
ratio is expected to fall by 1 percentage point, to just
over 4 1/2 percent—is probably the minimum that is
required.

The different strategies of the Finnish and Swed-
ish authorities in response to the buildup of tensions
in foreign exchange markets in September illustrate
the importance both of cyclical conditions and of the
relationship between exchange rate objectives and
fundamental policy changes. In Finland, which has
been experiencing a protracted slump stemming
from the collapse of exports to the former Soviet
Union and from a severe financial crisis, the
authorities decided in September to float the markka
following a depreciation vis-a-vis the E C U in
November 1991. This was an appropriate decision
given the high economic costs that would likely have
been associated with defending the peg to the E C U .
Nevertheless, the Finnish authorities will still need
to take vigorous measures to reduce the fiscal deficit
(estimated at almost 9 percent of GDP in 1992) to a
sustainable level. Clear evidence that the adjustment
efforts are successful will also be necessary to per-
mit the currency again to be pegged against E R M
currencies.

In Sweden, during the September crisis the
authorities decided to defend the krona by sharply
increasing the rate on overdraft facilities with the
central bank. The decision met with broad political
approval and helped to forge an essential compro-
mise on fiscal policy. Notwithstanding the successful
defense of the krona in September, the prospect of a
sharp deterioration in the budgetary position, a
likely further increase in unemployment, and severe
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difficulties in the financial sector led to renewed
pressures against the krona in November. In view of
the subsequent failure to achieve a consensus on
additional comprehensive measures to reduce the
budget deficit, on November 19 the authorities
decided to float the currency until solutions can be
found to the country's economic and financial crisis.

In contrast to the markka and the krona, there
was little speculative pressure against the Norwegian
krone in September, perhaps because of the rela-
tively strong external position of the Norwegian
economy, largely due to strong oil revenues. How-
ever, following Sweden's decision to float on
November 19, the Norwegian central bank was
forced to take strong measures to defend the cur-
rency, and nearly a month later, on December 10, it
was decided to allow the krone to float, resulting in a
depreciation against the deutsche mark of about
5 percent. Although oil revenues have bolstered
both the current account and government revenues
and financial assets, the mainland economy (that is,
excluding oil and shipping) is still characterized by
high costs and structural impediments, including a
weak financial sector.

Economic Confidence and the Need
to Strengthen International Cooperation

For all of the industrial countries, restoration of
confidence is a critical requirement for returning to
the path of sustainable, noninflationary growth.
Everywhere in the industrial world, confidence has
been undermined not only by the slowdown of
activity or recession, but also by the disarray in
financial markets and by the apparent collapse of
cooperative efforts to address common problems by
the governments of leading nations. As previously
discussed, individual efforts by national govern-
ments will be required to correct the imbalances in
national economies and thereby contribute to the
restoration of confidence that is essential for a
renewal of growth. But the potential for enhancing
confidence directly through demonstrations of a new
spirit of economic coordination and cooperation
among the industrial countries should not be
neglected.

It will take time to unwind the financial im-
balances that have impaired growth and undermined
confidence in many countries, and it will take time
to establish the credibility of efforts to correct the
large fiscal deficits of a number of countries with
poor records of fiscal prudence. In contrast, a suc-
cessful conclusion to the Uruguay Round—with its
prospective longer-term benefits for world trade and
its shorter-term benefits for confidence—can be
achieved almost immediately. A l l that is required is

the political will to reach a mutually beneficial agree-
ment that is now within the grasp of the negotiating
parties.

Similarly, it should be possible—and would be
highly desirable—for the industrial nations to dem-
onstrate a new spirit of cooperation in efforts to
coordinate their macroeconomic and exchange rate
policies for the common good. If, as now expected,
the economies of North America begin to show more
robust growth without resort to large-scale fiscal
stimulus, this positive development for the world
economy should be recognized and applauded.
Along the same lines, Japan's notable efforts to
stimulate activity by exploiting the flexibility in fiscal
policy it possesses deserve endorsement as an impor-
tant element of the global strategy to enhance pros-
pects for growth. This support should not be muted
if, despite the government's best efforts, growth
turns out to be somewhat weaker than is now
expected.

For Germany, in accordance with recent market
developments, the authorities could implement an
early, moderate reduction of short-term interest
rates. This would no doubt contribute to strengthen-
ing confidence (and thus growth) in Germany and in
the rest of Europe. The German authorities could
also recognize that the present recessionary tenden-
cies throughout Europe call for larger interest rate
reductions during the period ahead, and that fiscal
policy adjustments together with wage moderation
will be needed to permit such interest rate reduc-
tions without jeopardizing the outlook for inflation.
Symmetrically, for other European governments, it is
relevant to recognize both the special challenge that
German unification continues to present for German
economic policy and the importance, for all of
Europe, of a convincing reversal of the recent
upsurge of inflationary pressures in Germany. More-
over, in the future, greater realism about the need
for timely adjustments of exchange rate parities to
correct accumulating disequilibria, as well as more
cooperative efforts to defend mutually agreed par-
ities, could avoid some of the damage to confidence
that inevitably accompanies the disarray and tur-
bulence associated with sharp, market-induced
changes in exchange rate policies.

Finally, the challenge of supporting the economic
transformation of the former centrally planned econ-
omies, while continuing to assist the successful
development of many of the world's poorer nations,
remains a vital area for cooperative endeavors by
the industrial nations. Of course, for such support to
be effective, it must be complemented by deter-
mined adjustment efforts and bold and sustained
reform initiatives in these countries. The mainte-
nance of open and expanding markets for the
exports of all countries is clearly critical to meeting
this challenge, and it is essential that the industrial
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nations jointly undertake the burden of resisting
domestic protectionist pressures. Provision of ade-
quate financial assistance, including debt relief for
the poorest nations, is another key element of this
challenge. In this context it needs to be widely
understood that the industrial nations have a com-
mon interest in this regard, with each nation playing
its fair and appropriate role. Successful transforma-
tion of the former centrally planned economies to

market-oriented economies will clearly pay enor-
mous dividends for the entire world economy, and
for many important reasons beyond purely eco-
nomic ones. At the present time, there is probably
no public sector investment for which the prospec-
tive rate of return is as high as in well-structured,
coordinated financial and technical assistance to
countries facing the truly daunting tasks of economic
stabilization and adjustment.
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Annex

Assessing the Stance of Monetary Policy

mies, particularly in the three largest ones, raise
important issues about how to judge the stance of
monetary policy. In the United States, recovery from
the recent recession has been exceptionally sluggish,
whereas inflation has fallen to its lowest level in two
decades. In Japan, growth has slowed considerably
during the past eighteen months. In Germany, by
contrast, inflationary pressures surged in 1991-92
following unification, although more recently growth
has stagnated. At the same time, the evolution of
broad monetary aggregates—which the monetary
authorities have preferred to target or monitor—
suggests that monetary conditions have been tight in
the United States and Japan but easy in Germany.
But other indicators—including nominal and real
short-term interest rates, the slope of yield curves,
and narrow monetary aggregates—suggest that
monetary policy has eased in the United States and
in Japan, whereas it has tightened significantly in
Germany.

This annex examines the experiences of these
three countries and, more briefly, those of selected
other industrial economies in order to assess the
reliability of indicators of the stance of monetary
policy. The analysis shows that contradictions among
the various indicators, as is now the case, often occur
over the course of the business cycle. Moreover, the
growth of the broad monetary aggregates now
appears to be giving misleading indications of the
true stance of monetary policy and of its probable
effect on future growth and inflation. Appropriately
assessing the stance of monetary policy and the need
for policy adjustments therefore requires examina-
tion of a range of indicators.

In the United States, the recovery from the reces-
sion that began in the third quarter of 1990 has been
unusually sluggish by historical standards: growth in
the first four quarters following the trough has been
only about half that in the weakest previous postwar
recovery (Chart 20). Although several factors have
contributed to this disappointing performance, there
has been concern that the slow growth of M2, which
has fallen below the bottom of the Federal Reserve's
target band, indicates that monetary policy has
not eased enough to sustain a robust recovery

(Chart 21). This behavior apparently contrasts with
earlier experience, when a fall in velocity, typically
due to a surge in M2, has usually preceded a pickup
in output growth by about four quarters.

The recent behavior of M2 has been sufficiently
unusual to suggest that this aggregate may no longer
be very useful for assessing the stance of monetary
policy.1 During the 1970s, a positively sloped yield
curve was associated with rapid growth of M2 rela-
tive to M l . After financial deregulation in the 1980s,
however, this relationship apparently broke down;
since the mid-1980s, an inverted yield curve has been
associated with rapid growth of M2 relative to M l .
The recent pattern reflects the fact that low short-
term interest rates and high long-term rates reduce
the attractiveness of short-term assets in M2 relative
to both demand deposits and longer-term assets,
thereby reducing the growth of M2.

Other factors have also contributed to the recent
slowdown in the growth of M2. On the demand side,
households and businesses may have been liquidat-
ing short-term assets in order to reduce their debt
burden by paying down loans. On the supply side,
depository institutions have been increasing the
spread between the return on assets (loans) and the
cost of liabilities (deposits, including time deposits)
in response to low profitability, regulatory pressure
to boost capital-asset ratios, slack loan demand dur-
ing the recession and subsequent period of slow
growth, and the perception that some loans are now
riskier than before. As banks have consolidated the
asset side of their balance sheets, they have had less
need to raise funds and therefore have offered rela-
tively low returns on instruments such as time
deposits. Finally, asset shifts associated with closures
of insolvent savings and loan institutions have re-
portedly slowed the growth of monetary aggregates.

Indicators other than M2 suggest that the stance
of monetary policy in the United States has eased

This annex was prepared by Robert P. Ford.

1M1 comprises demand deposits at commercial banks and cur-
rency. M2 comprises M l , savings deposits, overnight repurchases
and Eurodollars, small time deposits, and money market mutual
shares. The recent slowdown in M2 growth has been concentrated
in small time deposits, which are interest-bearing, nonliquid
instruments issued in denominations of less than $100,000. See the
analysis in John Wenninger and John Partlan, "Small Time
Deposits and the Recent Weakness of M2," Federal Reserve Bank
of New York Quarterly Review, Vol. 17 (Spring 1992), pp. 21-35.
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Chart 20. United States: Expansion of Real GDP in the Recovery Stage of the Business Cycle
(Dates indicate cyclical troughs)1

Quarters around cyclical trough

1As identified by the National Bureau of Economic Research.

substantially. In particular, the narrow aggregate M l
has been growing robustly, and the dollar has weak-
ened as short-term nominal interest rates have fallen
to their lowest levels in three decades. Short-term
real interest rates are now close to zero, the lowest
level since real interest rates were negative in the
early 1980s. Long-term interest rates, however, have
fallen only modestly, resulting in a very steep yield
curve. In contrast to the often confusing signals pro-
vided by monetary aggregates, the yield curve has
proved to be a reliable indicator of economic
activity, with a lag of about four quarters.2 In the
1974-75 recession, the yield curve became steeply
inverted about four quarters before output growth
turned negative; it then became positive as output
recovered. A similar pattern occurred in the 1981-82
recession. The recent steepness of the yield curve

2For econometric evidence, see Arturo Estrella and Gikas
A. Hardouvelis, "The Term Structure as a Predictor of Real Eco-
nomic Activity," Journal of Finance, Vol. 46 (June 1991),
pp. 555-76. They find that the term structure is a better predictor
of real output than the short-term real interest rate and the index
of leading indicators.

has been signaling an upturn in economic activity for
some time and is consistent with a recovery in output
growth in 1993, although the process of resolving
private sector balance sheet difficulties may continue
to restrain the pace of expansion.

In Japan, as in the United States, the monetary
aggregate monitored by the central bank (M2 + CD)
has barely grown over the past eighteen months, sug-
gesting very tight monetary conditions (Chart 22).3
This slow growth was preceded by unusually rapid
growth in 1990, however, and to that extent may
reflect a return of the aggregate to its underlying
trend. The evolution of the monetary aggregates was
also influenced by the sharp rise in market interest
rates in 1990 and their subsequent decline through
1991. As interest rates rose in 1990, funds were shifted
out of postal deposits, which are not included in
M2 + CD, because returns did not rise as quickly as
interest rates paid on other assets. Prime lending

3M1 comprises currency and demand deposits. M2 + CD com-
prises M l , all other deposits with financial institutions, and certifi-
cates of deposit (CDs).
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Chart 21. United States: Monetary Indicators
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rates also rose more slowly than market rates in late
1990 and early 1991; in response, firms borrowed at
prime and reinvested in CDs. As interest rates fell
during 1991, funds were shifted back into postal
deposits, and firms unwound their positions in CDs,
with the result that growth of M2 + CD was un-
usually slow.

Indicators other than M2 + CD suggest that the
stance of monetary policy has loosened somewhat.
The growth of the narrow aggregate M l increased
during 1990-91 and, although it declined somewhat
in 1992, it was at about the same level as average
growth in the 1980s. In addition, short-term rates
have fallen by over 300 basis points in the past eigh-
teen months in Japan, and real short-term interest
rates are at their lowest level in more than a decade
(except for a brief period in 1989). Short-term rates
have also fallen about a percentage point below
long-term rates. As in other countries, a positively
sloped yield curve is associated with high growth of
the narrow aggregate compared with the broad one.

However, the factors underlying the recent
behavior of monetary aggregates and other indica-
tors in Japan are not completely understood, and it
is therefore unusually difficult to judge whether cur-
rent monetary conditions can sustain adequate
growth in 1993. In particular, as in several other
industrial countries, the collapse of equity and real
estate prices has eroded the capital base of the bank-
ing sector, has resulted in a rise in nonperforming
loans, and may also be depressing household con-
sumption. The prospect that these effects may prove
as pervasive and long-lasting as in other industrial
countries suggests that the current stance of mone-
tary policy in Japan is not overly expansionary.

In Germany, the twelve-month growth rates of
the broad monetary aggregate M3 during the first
nine months of 1992 were running well above the
target range of 3.5 to 5.5 percent established by the
Bundesbank (Chart 23).4 The rapid growth of M3
has been cited as an indication that monetary policy
has been too loose. By contrast, following an upward
surge during 1991 because of German monetary uni-
fication, M l grew relatively moderately, despite a
probable increase in the use of the deutsche mark in
Eastern Europe and the former Soviet Union.
Although moderate M l growth suggests tight mone-
tary policy, the divergence between the growth rates
of the aggregates has complicated the assessment of
the stance of policy. Historically, M3 has tended to
grow more rapidly than M l in response to a flatten-
ing or inversion of the yield curve—as has occurred

during the past two years—because relatively high
short-term rates increase the attractiveness of the
short-term interest-bearing assets in M3. In addition,
the prospect of the introduction of a withholding tax
on interest income in mid-1992 may have induced
movement out of longer-term assets and into the
relatively liquid interest-bearing assets contained in
M3.

Monetary unification has made movements in
both the narrow and broad monetary aggregates
misleading as indicators of monetary stance.5 In
addition to a substantial once-and-for-all increase in
money stocks of perhaps 15 percent, unification
increased the demand for money from the eastern
Lander. It will be difficult to evaluate how the
behavior of asset holders and borrowers in east Ger-
many will evolve; hence, the growth rates of the
monetary aggregates may prove to be misleading
guides to underlying economic conditions.

The conduct of German monetary policy has also
been affected by the development of the EMS and,
as part of the single market project, by the disman-
tling of capital controls within the EC. By fixing
exchange rates, the EMS has tended to reduce the
differences in monetary conditions across E C mem-
ber countries, although full convergence has yet
to be achieved. The dismantling of capital controls
has encouraged ownership of assets denominated in
different currencies and, thus, a higher degree of
currency substitution. Taken together, these devel-
opments may have reduced the relevance of individ-
ual national monetary stocks for the purpose of
judging the stance of monetary policy—even in the
case of Germany, which serves as an informal
anchor in the E R M . There is accumulating evidence
that stable demand for an " E R M " money stock may
have emerged since E R M exchange rates were fixed
in 1987, and that such a measure may be a better
guide to policy than domestic money stocks.6

Whereas M3 and M l have been providing mixed
signals, other indicators suggest that monetary policy
in Germany is now quite tight. Short-term nominal
and, more important, real interest rates are very high

4M1 comprises "sight" deposits and currency. M3 comprises
M l , time deposits, funds borrowed for a period of less than four
years, and savings deposits. The Bundesbank's target range is
based on an estimate of potential output growth and on the
medium-term target of price stability.

5One sign of potential instability in money demand is the clear
break in the relationship between monetary aggregates and nomi-
nal income. The steady decline in M3 velocity has been reversed
since sometime in 1989, even after adjusting money stocks for the
once-and-for-all change associated with unification.

6On the first point, see Jeroen J.M. Kremers and Timothy D.
Lane, "Economic and Monetary Integration and the Aggregate
Demand for Money in the EMS," Staff Papers (IMF), Vol. 27
(December 1990), pp. 777-805, and the references contained
therein. On the second point, see Tamim A. Bayoumi and Peter
B. Kenen, "Using an EC-Wide Monetary Aggregate in Stage Two
of E M U , " IMF Working Paper 92/56 (July 1992). The issue of an
EC monetary aggregate is far from settled, however, as is indi-
cated by the comment on Kremers and Lane by David Barr, "The
Demand for Money in Europe," Staff Papers (IMF), Vol. 39 (Sep-
tember 1992), pp. 718-29.
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Chart 22. Japan: Monetary Indicators

1CD, certificate of deposit.
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by postwar standards. This has put considerable
upward pressure on the deutsche mark and contrib-
uted to the recent turmoil in the E R M . Short-term
interest rates are also now well above long-term
rates, resulting in a yield curve that is as steeply
inverted as at any time in recent history. As in the
United States, an inverted yield curve has been a
reliable indicator that monetary policy is exerting
significant downward pressure on output growth.

Two previous episodes of inflationary pressure
followed by monetary tightening are helpful in
assessing the indicators of monetary stance. Ger-
many experienced a surge of inflationary pressure in
the early 1970s, as did other countries. In response,
the Bundesbank raised nominal and real short-term
interest rates, and the yield curve became steeply
inverted. The downturn of economic activity in Ger-
many during 1974-75 and the subsequent reduction
of inflation testify to the success of the tight stance of
monetary policy. Nonetheless, M3 continued to
grow rapidly from early 1973 through late 1974, even
as M l growth collapsed. In 1979, the second oil
shock triggered another inflationary upsurge, which
was again accompanied by a tightening of monetary
conditions. As in 1973-74, the growth of M l fell
sharply, even turning negative in 1981, whereas the
growth rate of M3 remained relatively stable. The
yield curve became inverted as short rates rose
sharply, and, as in the previous episode, this was
followed by a fall in output, although the disinfla-
tionary impact may have been blunted by the fall in
the value of the deutsche mark relative to the dollar,
which reflected in part very tight monetary policy in
the United States. In light of both of these episodes,
the current monetary indicators suggest a slowing of
the German economy and receding inflationary
pressures.

Recent difficulties in interpreting the behavior of
monetary aggregates have not been limited to the
three largest economies. In the United Kingdom, ris-
ing inflation became a key policy concern by late
1988, particularly in view of the prospect of entry
into the E R M (which occurred in 1990). Monetary
policy, which has used MO as the only targeted
aggregate since 1987, was tightened considerably
beginning in 1988 and over the course of 1989,
remained tight through most of 1990, and then eased
modestly beginning in late 1990. Short-term rates
were pushed well above long-term rates from
mid-1988 through late 1990 and then eased gradually
to only about a percentage point above long-term
rates during 1991, although they remained very high
in real terms. In response, economic growth
slackened somewhat during 1989, and a prolonged
recession began in the third quarter of 1990. Mean-
while, inflation (measured by the "headline" twelve-
month change in the retail price index) has fallen
below 4 percent.

The growth of the broad monetary aggregate M4
remained high relative to that of the narrow aggre-
gate throughout 1989 and into 1990. As economic
activity began to weaken, the growth of M4 fell to
levels not seen since the 1960s, suggesting an econ-
omy declining into a deepening recession. In con-
trast, the growth of the narrower aggregate began to
fall in mid-1988, providing a more reliable indication
of the earlier tightening of monetary stance in 1988
and 1989. The recent behavior of narrow money sug-
gests an economy that is only barely growing. The
situation in the United Kingdom in 1989 and early
1990 was thus similar to the current situation in Ger-
many: a tight monetary stance accompanied by rapid
growth of broad monetary aggregates. Monetary
conditions were eased following the pound sterling's
entry into the E R M in late 1990, with short-term
interest rates falling from 15 percent to 9 1/2 percent
in September 1992. Since sterling left the E R M ,
short-term rates fell further to 7 1/4 percent in early
December—about 1 percentage point below long-
term rates—and the pound has depreciated in effec-
tive terms by about 16 percent. These changes
amount to a substantial easing of monetary condi-
tions and should stimulate economic activity in 1993.

In Canada, where no monetary aggregate is tar-
geted, inflation became the key policy concern dur-
ing 1988-90, and monetary policy tightened con-
siderably. Short-term interest rates were pushed
up from mid-1988 until mid-1990 and stood more
than 2 1/2 percentage points above long-term rates
from early 1989 until late 1990. As the economy
slowed and inflation eased, short-term rates fell
more than 700 basis points and were about 3 per-
centage points below long-term rates in Au-
gust 1992. From already low levels in 1988, growth of
the narrow monetary aggregate M l declined further
during 1989 and turned negative during 1990. In con-
trast, growth of the broad monetary aggregate
picked up over the course of 1988-89, reached a
peak for the decade at the end of 1989, and
remained high through 1990. Since early 1991,
growth of the broad aggregate has declined some-
what, whereas the growth of the narrow aggregate
has picked up. The evolution of real output growth,
which began to slow in late 1989 and turned negative
in mid-1990, confirms the assessment of monetary
policy indicated by the behavior of interest rates and
the narrow aggregate. The behavior of the broad
aggregate, in contrast, has been less useful as a guide
to the impact of policy.

In Australia, determined efforts to combat infla-
tion were clearly under way during 1989 as interest
rates on short-term treasury bills were pushed to
nearly 18 percent, 4 percentage points above long-
term rates. The twelve-month growth of the narrow
monetary aggregate M l declined sharply from
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Chart 23. Germany: Monetary Indicators
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ANNEX

36 percent at the beginning of 1989 to slightly below
zero in early 1990. In contrast, the twelve-month
growth of the broad monetary aggregate M3 rose to
a peak of over 30 percent in mid-1989, ran above
20 percent by year-end, and was above 10 percent
throughout 1990. Growth began to slow late in 1989;
by mid-1990 a recession had begun, and inflation was
falling. Again, the narrow aggregate appears to have

reflected the stance of monetary policy more accu-
rately than has the broad aggregate. The recovery
that began in late 1991 is consistent with the sharp
pickup in growth of the narrow aggregate, the per-
sistent declines in short-term interest rates, and the
increasingly positive slope of the yield curve since
early 1991. At the same time, the broad aggregate
has grown only slowly.
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