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WorLD EcoxomIic OUTLOODK

he Board and the Intenm Committee rogu-
larly review ghobal ceonomic developments and
pelicies, based on Waorld Economie Outlook
reports preparcd by the statf. These reports contain
comprehensive analvses of shor-term and medium-
term prospects for the world cconomy, as well as
for individual countrics and couneey groups, This
exercise comstitures the basic framework for assess
ing the interaction of economic policies of individ
wal member countries.

In the period covered by this Annwal Repore,
the Executive Board held rwo discussions on the
World Economic Outlook, in Scprember 1994 and
in April 1995, Both scssions covered a wide range
of topics. In Seprember 1994, Dircctors reviewed
developments in the world economy and stressed
thar the challenges ahead called for sustained com
mitment o the cooperanive strategy st out in the
Interim Committee’s declaraon of Aprl 19932
In April 1995, the discussion of policy require
mients o mect the abjectives of sustamed global
cxpansian, set ot in the Madnd Declaration,
sdded an important new dimension to the contin-
uwing cfforts to strengthen Fund survaillance.
Drirectors agreed that it was ditficult 1o assess
progress, given the shor time span since the
Madrid mocting, since it would rake time 1o
develop the domestic consensus to support fumda-
meental fscal and structural policy changes, Direc-
rors strongly welcomed the ranficaron of the
Lruguay Round agreement and the establishment
oof the WO as major achievements thar would
help to strengthen the global expansion. In July
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19 thie Board also discussed a paper on unpro-
ductive public expenditures, which was prepared as
a le'hEl:'llluhi! paper to the .alFIII‘I.I Waorld Economic
Chitloak discussion {Box 1)

Global Situation

I'he Aiticth annversany ol the Bretton Wosods Confer-
ence provided an appropriate occasion 1o reflect on
the performance of the world economy over the prev-
iitis Ave decades and to review thie mmplicaticns al
recent developmenss for the Fund’s role in the futare
Dunng its Seprember 1994 discussaons of global coo
monmis developments, the Board noted in partcular
the compribartbon v global prosperty of intermanomal
rurli-q,' =] rl:rru.:{:tinn, swhich was the hallmark of the
Bremom Wiosnds achicvensent. Trade grew significanthy
{aster than autput in alrmsosr all rCgions o the workd,
brimging abour substantial and widespread benetits in
terms o mcreased OppErtuitcs foir \I.Th.'i.lhfﬂlll.rl:l..
greater incentives to invest, amd more rapid technl-
oy transder. Agrainst the backerouwnd af this fBvorable
retrospective, however, several Directors pointed o
the serieis worsening of labor marker conditions in
Ay mdustnal cowntres, with rates ul'm'lc'mpt-l WMIETIE
approaching levels nor seen since the 19308, They alsa
stresscd that naoe all regions had kept pace wath the
general imoresse in living standards and that m omany
dieveloping countrics per capita real GO was Bweer
than a decade vr more ago.

Mevertheless, DHrectors were positive about longer-
run trends i the word SOy, |.':i|;|n1.r, 'ilFIl'll't:I'-L"
s in ecomoaic policy and performance in a
groawing number of developing countrics, improve-
MENTs in eoommMis management under way in trams
b coomnmics, comsiderable progress woward prce
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WORLD ECONOMIC DUTLOOK

m IMPEICATIONS OF UNPRODUCTIVE PUBLIC EXPENDITURES

= examing if the primary objective of  procecting growth prospeces, and par
R peroecl dar program s belag met in s an expiaitabile diseribation of
the maonit cost-clfective vy, inme,
Projects or programs i boch the recus- Porential Saving
rent anel capieal components of the From a global pernpecine, the Barnd
badget by focusing on big-theker ftems; e that the potential increas in

* motr that the cxistenee of genersl- available ressarces through reducing
ipedd fiod -hidinnrptndl.nrwhi- wnprodictive public expenditures waa
dlies indicases there is pugensial for large. Ienernatinmal cooperstion wohd
maving i euperclinun; el to achieve paiblic cupensitur

efficency in conain arcas, such an
cxport susbsidies or milnary cxpensdi:

development amd in the ame regson; ruares, thar have smgesmang exsernal
» cramans busdgenary sllocations for effecrs on globad pesmarce allocation or
wage and ponwags cxpenditurcs for warld cconomic welfare. Farthermire,
dfferemt mrinistrios o socton; Dhirectors agreed that all conmirics
* analyze both overall and sedétoral can menedse public expendiiure prodhic-
employment; asd eiwiey by improving boah the cificiency
» giealyee tlhe aooouints of cxpra: o b programn snd the compend-
baidpetary fands or the central bank in gl oo pribilic outlayvs, However, euist-
ity dueasi-Frscal actiatics, ing practices often fall short of this
Drrecoons felt thas, despite the com: goal.
plicared sechaical work snd poliiscal dir: Dhirectors envouraged the sl o
Tecualies ia extablahing well-desdgned arengrhen cifams o obiatn reliabls ma
pobicics o rodace pubhic oxpemditares, tintical data snd po extend ity Pescarch
‘povoriments musd incyvicably smple- andl amahaks on the efficiency and pro-
qulindtpﬂﬂdqhddﬂ;ln,ﬁ: duscriviey of public expenditires so & oo
congderation ghould be given o mais- imypeone the dessgn of Fund-supported
taining cmantial public services, adjuiment programs,
stability in many countries, and growing recogmiion Industrial Country Policies

in industrial coamnteses of the mecd o mprove the During the September 1994 discussions, Directors
functioning of labor muarkets and 1o strengrhen the agrecd that recovery was Anally under way in France,
fimancal posaticn of the F”Hi'-' sector. Board members Crermany, and oaler countrics i contineital Exnope;
allsay saressedd that the challenges ahead called for a sus that ¢learer signs of a turnaround were spparent i
tained commitment to the cooperative strategy set ot Jageans; angl that the expansion in the United Statcs
in the Dnterim Commines s declaration of Aprl 1993 continaed ar a strong pace. In Canada, indicators
(8o Amnnal Kepers, 1993, page 1), They emphasazed were fvorable, with stromg grinwth through the scc-
that global ceonumic porformance {in torms of ond quarter of 1994, comsumer prices casenmally sta-
growth and efficiency ) would be enhanced by the ble, and lomg-term interest rates declining. The
entry into force of the U Frugmay Rounad trade agrec expansin in the Uniged Kingdom was alss proceed-
ment, by the decpening of regional integration, xsd iniy ar a robwst pace, with lirtle immediate risk of s
b the weloosme wend toward currency convertibiling g, binlagiog,

and seralizarion of capinal movements. Hivwever, DHrectors streswsed thae a dleardy war-

Ini thedr Apal 1995 discusssons, Direetors high- ranted foching of optimasm about the period abead
||;E}rt-|:|:|. the relatively solid ccomomic expansion i shawaled nea bead to complacency over the medium
munt of the world coonomy duning the previous vear, term, Many policy chalkenges remained o be tackled
sharing the view that economic growth had proved e ensure 3 durable expansion, to avoid o repetitiom of
srronger than previousdy expected, Continused expan prast poicy midstakes, and o take full scoount of
ab i st counaries, with mflatkon contaaned in important policy lessons from the F980s, In tis con-
ity cointries, afforded goverimenes an opportunay text, soveral Directons eapressed concern alsoiat the
tor take eoreective actiod, 4 warrantod. sharp increases m long-term bond vields in the first

. . ANNUAL REFORT 1995 [9
©International Monetary Fund. Not for Redistribution
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Box 2
ADEQUACY OF WORLD SAVING

ECDNOMY

Savimg plays 4 centrd role in income I'ressures on Global Saving noted courine’ Brsied absliny o rely
cheterminatson, bath in the shornt fun The April 1995 Board meeting on the on Elee maving of other countmne,
through aggregate demand, and in the  Waorld Feonomic Outhook inchaded a demonstrating, once more, the need to
long run through capital formation drscunsion on the sdoquacy of workd maonitor carcfially cosintries with persis-
anil wealth scumulation. Cusrently, saving, T¥irecron agreed thar, slthough terithy large cumeent soomint dzficis.
the prospect e sggregate sving is of there were difficultics in mexwring sy Directon agreed, provided that most
potential futune demands on workd surcy o the kevel of ghobal sning were ances decisivedy, that prospects for
aving. appareni. As evidence of a saving prob- world sving would be Bvorable over

. lem, several Directors poisted to the the lang fan.
Dicrermananss of Saving hagher fevel of ghobul real intesest paes Scveral Dirccion notod that shifting
Unslerstanading, the detormanants of sav- wnver alve past decade, relative Bo pre- wiorkd demographic farces might not
ing i necewary 1o aess the resources oms docades. A likely cxplanation for the depress overall world wiving, Somc
thar will be available 1o finance imves- decline in the global swing rate and for  inslustrial counsries would expencnce
menx, and the prospeces fisr real interest the increase in the kevel of global resl increasing dependensy ration as their
ratcs. Marry interrelated factons com- irterest rates unge 1980 was the decline  popalanon aged, thus contributing to &
bine 1o generade observed saving in public saving, which fell 1w /2 of reduction in private saving rates.
behavior, two of which will be pamicu- I percent of GDP in 1981-93 from However, it wan likely that this reduc-
barly ienporant in the fature. Farer, 4 percent of GDP n 1960-72. This vivn woukl be offier by events in devel-
an pojralations in the mdumtnal dechine provided all ehe more reson oping countrics, where dependency
cosnirics arc likcly to put dewnward for govermments to work harder 1o ration were progected o Gl sharply as
peresaure on saving rabes over the nest condndidate their fiscal positions. these countries” yoush dependency
few decades. Even if thin decline in Ulesber concizions of Emined capiial raticm fcll andl the share of the
inibuserisl coumry saving b odfsce by mability, increases in the stock of pro- wrarkinig -age popuilation increased.
increase i saving b the develogring disgeive capieal misw be faenced mainly New ssirces of saving from rapidly
weeardd,, this trend implios significant by bigher mational saving, Wihsen capieal developing countries, which were
changes in the bcatbon and strocure of is mabile, differemoes in saving and capected po bevonse quite substansial
uuﬁmummm;m imvestment propensities may lead o mwlhnmmtqm“
mndermine both national and warld- large extermal imbalanoss. Helerring o comld contribute greatly bis mecting
direcy way for povernmenis 1o bt even sucoevfisl coumres encounnered swonilel allows fioe the bull of developing
such saving b theosigh reducing these problems B capital mfows excesded cosminy invostment ea be fanded
imbalances 4 o & porcent of GIVP @ vear, Dhneceoss damescically.

half of 1994, which were seen as 3 possible sign of
underlving pressures in capital markets. Increased
demanad for funds i more strongly capanding mdus-
trial ceomaamics, combined with the engolng need for
pmvestment capatal in fransstion economies and in
developing countries, pointed o a high level of private
secror demand for capital in coming vears, With pri-
vare siving rates low or dechning in mamy large
countries, and with the considerable absorpeion of
saving by the public seetor, there wias 2 nisk of contin-

{herisok. Tn many countries, further deregulation of
labwsr, proaduct, and capital markers would enhasce
ceonomic dvpamism and efficeency.

i‘.lun'ng the .*qpn| 1995 descussionn, hrectors gen-
crally .:r.r'md with the sgaif’s Profection o contimascd
healthy econmmic expansion among industnal coun-
ercs, naaringg, nevertheless, sapnificant differences in
cyclical posithons across countries. In the Unied
Srates, Canada, the Unated Kingdosm, Avseralia, and
New Lealand, which had entered into the tlard or

forth year of expansion, growih was likely to mosher-
ate. For munt of the continental Ewropean countmes,
where recovery was more recent, growih was expected
to remain relatively seromg. Fanally, in Japan, growah
was likehy vo pack up despite a relatively lackluseer
revorvery, although the excessive strength of the yen
constituted an important downside nisk,

Concenns were mare widespread with respect o
sructural reform and budgerary consolidation, The
Madnd Declaranon called For more frcefal deficar-

ued and perhaps increasing pressure on workd
real interest rages, which could constrain future
growth [ Box 1)

Most Direcrors resterated thear long-standing con-
cern absout the poor Functioning of labaor markees i
Furoge and the danger that the inercase in evelscal
unempliyment might become structural and, hence,
might persist. They underscored the urgent need for
fundamental and far-reaching labor marker reforms, as
iiscussed in depth in the May 1994 World Economic
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resduction measures, and Directors emphasiced the
necd for most countrics to sdope, and implement,
mvire ambinous mediam-rerm fiscal obgpecrives. Several
erevnors felr that marker concerns alsout the fscal siy-
uagkon 10 several countrics had contributed in impesr-
tant ways toeexchange market pressures. Directors alse
noted that there had been lintle funther progres in the
apca of structural reform and, o paricalar, thar Lalsor
market, social sccanty, and pension refonm programs

had beon 'in:ldl:ql.ull; T Most ConEntrce.

Monctary and Exclange Rate Policies

[a Seprember 194, Dirccrors emphasized the mpor-
radkee ol safepuarding the progress miade powand prce
:.tah-i.l:il}' i many countrics as a critbcal condition for a
durable expansion, Crerall, they considered the pre-
vailing stance of manerary paolicy o be appropriace in
st coentries and generally agreed thar the sctions
uialertaken by the Ulnited Stares to shifi maomnctary
pl:rli-c].' away from its carier l::p,l.rl.'u'mar:.r stance haad
been appropriate and timely. With respect to Japan,
miost Directoes comsisbered that it would be advisable
o see how the current expansion developed befone
raking any action to adpust monetany poalicy.

Diirectors expressed seme conoor abssst man'e-
micnds in the cxchange rate between the dollar anad e
ven, and they saw a rsk that the strenggth of the ven
might delay the resumption of soromger grosth in
Japan. Muore gencrally, Directors emphasized the need
for more cifective Fund surveillance 1o help foster
comsditions that would be conducmve tooa greater stabal-
ity of exchange rate relstiomships.

Dherimg the April 1995 discussions, many Dhreoors
stressed that, while monctary policy had a ertieal role
ta play 1 avoding another boom-and-buss cycle
among industrial countrics, fiscal policy constrained
the ability of the manctany suthontics to safeguand
price stability. Although the banle against inflanon
was pever wol, Dircctorn expressed cawtionn oprimism
abwrut the pre-conptive tighteming of manctany condi-
mons in several countries that were well advaneed i
the cvele, They mited the importance of 3 stroag com-
mitment to resist inflationary pressunes, which the
Maadrid Dreclaraticn had emphasized as a key comdi-
o bor sustalning medinm-werm groath.

Moss Directors were concerned aboat the effects of
cxchange rate developments in the major industraal
countrics. They noted that such pressures poscd a
threat to the prospects for sustained noninflationary
gromnh, with adverse implications for all countrics.
Many Directoss agread ainh the staff dhan there was a
strosng, case (e coordanated mtercs rate wctions
amiwig the magor industral coantrics 1o restore
greater stability tas cwrrency markets, and that such
action would satisfy bath domestic and intermanonal
orbrjectives, The cut in oficial interest rates in Germany

WORLD ECONOMIC OUTLOOKR

at the end of March 1995 was welcomed as a way 1o
help alleviate exchamge market pressures and reduce
the risk of a weaker recovery, Most Diirectors sug
wested that the strength of the ven amd the slugirsh
ness of the Japanese recowery angued for further
migusetary stimubus beyond the limited casing of mon-
erary coqwiinions a the end of March, as well a4 fos
further strictural action o dercgulane and open the
ceonomy. Whale coonomic indicators in the Lnited
States surgpested that the growth of domestic demand
had showed 1 a nvore moderate pace, an upside risk to
ouepat anad eflarkon remained, and the weakmess of
the dodlar coad comribuane 1o MCreasing price pres-
siires. A number of speakers therefore recomimenaded
a further tightening of monetary conditions in the
Limiged Spates.

Fiscal Developments

I the Septeniber 1994 discussiions, Discctors were
vinandmeosus in their call for renewed commitments to
containing s reducing fiscal deficies, a stressedd in
Apall 19993 by the Intenm Committee, Such amion
was viewedd a5 essenial for alleviaring pressaires on
bosing -t nterest rates ansd 1o permit satsfactony rates
o huture coanomic growth and job creation. Effons
that went bevond the effects of automatic siabulizers
were needed o place fiscal policy on 2 sound mesdiom-
rerm foning in virtually all comntries. Direcrors umder-
scared the noed for decisive steps to ingprove the fiscal
citloedk in Italy and Sweden and noted thay osher
coruntries should take advantage of the economis
expansion to substaniially reduce the public sevor’s
absarpaion of pfivale saving,

In Aprd 1995, moat Directors felt thar theere was
lieele rsk that more ambitious fiecal consalidation
might weaken the global recovery, In fact, many
speakers emphasized that more embitiones oonsalida
mon effores could strengthen growth, even in the shaorr
run, by enhancing the credilsiliny of policies, reducing
risk premiiums o inerest rates, alleviating exchange
market pressurcs, and improving confidence. On bal-
ance, most Directors agreed that 3 fadlure o step up
the slovw pace of fiscal consolidation in many couniries
wionild copstitune a mvich langer threar to the glodsal
connmmic and Anancial cardook than the ks associ-
ated with fscal mgheening.

Developing Country Policies

In the Seprember 1994 discusdons, Directors wene
encouraged by the conninved stmong growth peror-
mange od mamy developing countrees. However, they
pointed out that the strong ageeegate performance
masked considerable diversity. [an many countrncs,
growth was weak, and standards of living had contin:
wed to stagnate or decline. Directors noted thar such
divergences in economic performance reflected the
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THE GLOBAL ECOXOMY

varying degrecs al Kiscorss i :rrq'!]l;'.ml:n'l:inl.; HFI'FI'I'II"II'i'
ate masroeconomic stabalization policies and structral
reforms, g well as differences in external coaudinons
fawedd by individuasl countries.

I sub-Salaran Africa, despine imdications of a
hl‘i.ﬁl‘ltcl.‘liq‘l! eoopomie cutlook in several eomcmtrics,
econoamic comditions remained particularly difficuli.
Crimecal toreversing the pattern of declimng living
stanchards were increased domestic saving, reduced
inflation iy saamie cowntries, and an enlarged scope for
market mechanisms. Ax i otdser FERions, it vwas &l
importast o improve govermance, Drectors alss
emphasized that the bencficial cifecrs on gromah assi-
claned with tlee adjusement of the CFA frane, and
ather currenscics, winild depend on a steadiase impde-
mentation of the accompanyving stabilization policees
and structural reformis in the countnies concemed.

In the Middle East and Exrope region, inflation
remained relatively high, and growal sloswed soame
what as the temporany baost froa reconstrection in
somie countrics during 1992-93 disapated. Dircctoss
welcomed the prospect of a lasting peace settlement in
the Midsdle Eass because this would offer the oppeortu-
oty 1o revitalize sdjstment and reform efforts, reduce
defense expemadineres, and address impaortant s in
the arcas of mfrastructure and regeonal cooperation.
Prirectors were particularty encouraged by the marked
Improvement in coonomic perfirmance of many
developing countries in the Western Hemisphere in
recent vears and by the continuking impressive perfor-
mance of many Asian couilres.

Directors welcomied the substantial risc in private
capital flows vo many developing counntrics since the
late 1980s and were particularly encouraged by the
rising share of foreign darect investment, which also
browghe a transfer of teclmology and helped 1o
mcrease exports. The mesberation of capital ows in
thie firse half of 199904 scemcd maimly to reflect the
strengrhening ol the recovery in the industral comun-
trics and the associated firming of interest rates

Ar the same time, Direciors noted that capintal il
o develegrng countries required caneful manitoring,
given the temious natwre of certain vpes of capital
v and the pnlt'nril] fosr adverse domestie ssde-
clfects. A mamber of Directors were conoernaed that
the rise in capital inflows was driven by the general
enthusizsm for emenging financial markers, which
mibght pan these countries ar msk to sudden changes i
market sentiment. Direetors abo eapresed coneerm
abasist the sustainabality of capatal Bows to wmne conii-
tries where the Hows were related to hrﬂﬂi shicwrd-term
interest rates owing to an inappropriate mis of lax fis-
cal policy and sght manesany policy. They pointed oug
that where capital inflows were praimanly the resul of
policy changes, such as soroctural refosm and fscal

aghjustment, a real exchange rate appreciation wis
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more hikely to be the appraprate i;l.||.li.|i|'nl.'in;|:|; rer
spse to improvensents i productivity amd profita-
bility. In contrast, where capital inflows wene cansed
by restrictive oredit policies thar raised shom-temm
miterest rates amd were not supported by suvanable
fiscal pl:h.'ic:.. an lt':l.i,:h.IIIEI: rafe .:.[Trrn.'.ialﬁn may be
more disruptive, Momover, such coumtries may be
miore vidnerable o sudden reversals of capital flows,

Funally, Directors moted than many developing
countrnes attempted to slosw the inflow of caparal by
roscrting tos 4 vancty of mechanisms, such as coalings
est foecign berrowing, mEnimun resrve reguirements
ot fogeign loams, and inferess rate equalizanon taxes,
They cautioned tha capital controls shoukd not be
vicwed as a substitute for corrocting policy imbalances
andl that resprictions on capital Bows were anlikely to
b cffective over the longer run and might distort
investment decissons

Drureng the Aprd 1995 discussions, DRrecuors com-
menmided the growng trend owvard ecomomie libseral-
tzation, whech had conenbuted 1o impraorvenicnis in
cconomic performance across a broad range of deved-
oping coamtnigs. They welcomed the srengthening of
refoem and adstment effoms, parscularly i oy
o vcoene countries, bun moded that some carly
achievements sill appeared 1o be fragile, amd that
there woald be raks of sethacks if salwbzation and
reform cfforts were relaxed. Morcower, changes in
market sentiment underscored the need for vigilance
v safeguiand chomestic and external Anancial ssalsiliry
atid o sustain growth, Inothe aftermatts of the Mexi-
can hinancal ermas, Dhrecton pldln.]hﬂ:r stressed the
need for a number of developing couwntrices to imple-
ANAL COFMeCine measuines to restore and maingain
meacroscopomic stabiliny, and vo be on guand againsg
the vedailiny of short-term portfialeo inflows.

Cwerall, Directors mobed than lomg-term growth
Prospects in |.:|:|:l.'|:|u|:|1:'!i|'|.;; Connrcs rermained |1n:||'|-|-|.i.n;p;.
They dhid, however, concur with the staff™s pmit;h:!i-mu-
that growth i many of those countrics would show
semewhay iy |50 under the influence of tghier
policies o reduce the risk of overheating and the
relianee on freign shving, Developiing countres in the
Western Hemisphere were bikely o expenence a rela-
tively pronounced slowdown, partly as a resalt of a
miarked decline in capatal inflows, Many Asian coun-
tries were abo expected to witness some mesderation
fn e SCPOaE pace of CCOnMNES EXPansnn seei
rocent years. By comtrast, groweh was expectod oo
srengthcn somcwhat in Afrca and the Middle Fas as
a result of the intcnsificaton of sdjpustoent and refonm
efforts, and the cvclical recowery of commosdity prices.

Parectors emphasized that a lerge number of coun:
tries, especially in sub-Saharan Africa, continued o
expericnde decliming real per capita incomes. Many of
thise cosintrics were partsculacly valinerable to (hectia-
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rics in vtheir serms of wade, Diversification of produs
i i line with comparanive advantage should aflosw
thiens o benefic fully froem the 1iseralizacion of warld
tracde resulting Frosn the Unugoay Round agreensent.
Directers urged lateral creditors to apply the new
Naples terma flexibly, to provide the necessary debe
refief for low-income countries that implement stromg
sifjustment and reftsrm programs,

The Board generally agreed with the staif™s conclu-
stwrn that the surge tn capizal fhows 1o developing
countrics in recent vears was cxplained in brge pare by
open trade and investment regimes and improved
lodnge-teom growth prospects brought about by strosmg
adjustmeny and reform efors, as evidenced by the
seraaip iR oo of forergn direcr investient, Dircenors
urged policymakers to eosare thar capital inflows dad
nod translate ineo higher consumption cxpenditunes
and become a substitute for domestic saving. They
observed that, with the industrial economics rebound
b, capital fhows po deveboping commrmes were kel
b e sonmiewhat smaller over the next few vears.

Direceors felt that many developing countrics
needed to incrcase thor '|1FI.I.|'I:-L' ower thoir fnancial
muarkets. Concerms about the potential instabiliny of
capital (hows, especially of portfolio mvestment, had
bed some countries 1o implement measeres Bo deter
sdvorg-perm inflowes while still maintaining comvertilsl.
ity for bonger-term capetal aceoumnt transictiogs. Dinoc-
s .IE.I'EI.‘!.I that a mirrrptnil:i:m Ilfll:lp'i.t-'l] oonirmls
woiild be undesirable becavse it wosald entail bonger-
term efficicney cumts,

Directors abo emphasieed the importance of pru-
dential Bmits on the foreign exchange exposure of
banking svsteims. They agreed that such contmls
ehvuld ot be viewed as a sabstinore for effors oo
acldress macrocconomic imvhalasces and correct unaas-
tainable cachange rates. Scveral Darcctors called for
further study of the advantages and possible draw-
backs of different exchanpe rate regimes, in lighe of
the difficulties expeniended by some developang coun-
trics i “cxining” from an cxchange rate pog thar was
nes bomger viable. While several Directors naoted the
difficulties of wsing the exchange rate as an anchwor,
except when fully suppored by somnd macroeconomic
pedlicies and strong coonomec nadamengals, othierns
srressed than the potential benefits of an anchor sluould
not be sgnonod.

Economies in Transition

In Seprember 1994, Directoes observed that those
countries thar went fumhest i implementing fnancial
adjusement and liberalizavion—ncluding Albania, the
Crech blic, Estonia, Hungary, Lataa, Lithoanaa,
M:WJIH. Paland, the Slkwak Rq'.luhﬁc. and Shiwe-
nia=—demansiraied that macrocconomic stabilization
and strocrural reforms were prereduisites for achicving
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economic growih and bow indlstion, In contrast, in
Russia and mamy of the ather transition countrics,
instput continued 1o decline precipieously. & nuomber
il these countnes macde some prigress terwand stabi-
lieatiosn andd reform, bat moat had vet o reduce gov-
ermmient budget deficits sufficiently or to bring
inflation under control, Policy shppages exacerbatod
the decline i outpur sssociaged with ecevomic
restraeniering, jeopardized the credibality of the refirm
ciliores, and created an wicertain investmcent climate.
Dhrectors crmphaszed that containment of govern-
ment budget deticits was imporant in reduang infla-
TIEMELTY Pressynes,

Directors recogdsed rhar badger deficins were dif
ficuilt g0 keep within sussainable levels inoall bue o few
of the countres in transstion, and thae in all countrecs
the tramsformation process had profound imphications
for govermment revenoes and expenditures, It was
apparent that the budger deficits were 1o some extent
& rewily of the wransiormation process, and this under-
sended the necd to give high poodty 1o reforming
gowvernment fscal sysrens. Dircctors attributed the
persistence ul'l:udﬁ,r:l deficits mzinly 1o ithe :h=.|'|'l
decrease in tax revenues resubting from the oollapse in
oggput and the inadequacy of 1ax systems, a5 well ax (o
expenditure pressures related oo the restrecturnng of
aale entenprises, the iecd ro srengthen soclal sifety
nets, and the ulu-unl'luppuﬂ for aging pni'mhl:ll.lrn

Imscreases in unemplovment were ;L‘l:r:tm']l:.fprd s
be Largely wnavobdable m the vransormation e 3 mar-
ket coonanmy, whach requared Lange-scale enterprise
restructuring and the reallocarion of capatal and labaor,
Tes prostect the unemphives] during the transition,
Dhirecooms emphasized the need for well-targered social
safery mers that were aconmpanied by cues b subsidics
anad unproductive expenditurcs, In adddieson, new
Labor prarket institutions should be catablished o pro-
miote Hexibality and improne employment prospects.
In sddition oo approgeriate social safery nets, instite
rhiial effoms were requared po estalilish sustxinalble
soclal securty sysiems.

Finally, DMroctors exprosed concern thae, although
the problem of arrears amwng enterprises had receded
im several transition coonumies, new problems had
arisen in 3 pumnbser of cases. The increasing reoogni-
non by policymakers of the inflationany dangers of any
Bailost imeasures was webcomed, and it was agreed
that contimocd prosgress with stalilizanion and strue:
rural reforms would help o reduce the scale and scope
of imerentenprise arears,

I April 1995, Direceors welcomed the improaed
ortitlemok For muy of the coonomies in transitika. In
mist countmes of central and castermn |"_un'.|l|:|:.nul.'|:lul
was either mcreasing or Bkely to begim to recover,
Indlation still remasined wo high in many transition
countnes, however, owing mainhy o porsistently larnge
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fiscal imbalances. The achicvement of rapnd growth
over the medium term would require oredible fiscal,
IMORCTATY, and 1::I:|d'l.mtu: rate puln.'im-. &% weell as fur-
ther progress toward. imstitutional and soructural
relorin. Several Directons sweloomod the decrave mar-
ket-omented reforms adopied by a number of coun:
trics in rransition thar, wanl recently, had been
reluctant v move in this direction, Encouraging
progress had already been achieved in several cases,
but sustained adjustment efforts remained neocssary
o conaalidate early gains.

Diirectors welcomed the agreements recently con-
cluded, or under discussion, between the Fumd and a

numiber of transition countries, especially the new
spabvilizamson and reform programs in Russia and
Lkratiie (soc sectioms on Article [V Consultations
and Fund Suppor for Member Countries), Those
programs were in acoordande with the Madnd Decla-
ratiny’s call for bodder efforts at stabilization and
spructural reform. Although some of the transition
countrics had yer vo adopt comprehensive
adjusrment programs, the Board comimended the
cfforts of those countries that had embarked on
broasidly based reform strategies carly in the transicion,
those countrics were expenicncing the benefits of
early action.
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