World Economic Outlook

Al part o iis respeasibaliny for surveillance over
the exchange rare podicies of member countrics and of
the international monetary system, the Exccutive Board
periadically revicws ghobal economic developments,
based on World Economic Owutlook reports prepared
by the staff, The repons, ually published mvice a
vear—bur published more frequemtly i rapid changes
in cconamic comsditions require it—fcature a compre:
hensive anabysi of prospects for the world coonomy,
individual countries and regions, and an examination of
varias topical isues,

Didring 199899, the Roard micr on theoe occasons
i disciss s1adf analyses of the World Economde Oht-
lesinks in Seprtember 1998, Decomber 15998 (o discuss
an update to the September assessment by the stalf),
and April 19992 These discusions focused on the mr-
bulcnce in financial markets stemming from the reces-
s#on in Asia, the crisis in Bussia, and, subsequently, the
financial turmaal in Brazil,

In September 1998, Direciorn agreed thar the near-
rerm outloak had deverorated considerably, as the
revession i Asia decpencd and the erss in Rusada
helped wrgger a sell-off inequity markets worldwade.
The crizes undersoared the valnerability of cconamics
with padicy shartcomings to abrape shifts in capital
flows. Although signs were encouraging that paolicy
programs in Korea and Thatdand, and even Indonesia,
had begun vo restore Anancial market confidence,
emerging market cconomics both in Asa and caher
regiona faced a risk of sethacks, Downside risks to the
workld evoncmy attested oo the widening prevalence
anl intensity of contageon and its major ole i driving
finamcial crises in an incecasingly globalized world
ecoromy. Directon pointed out that, while contagaon
effcets wene moat evidhent 1n thowe countries with weak
podicies and inadequate invitutions, sone counirss
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(Woasbsngron. Dknobser 1P28 and May 1999, andl World Loomaunic
Fiacloak and Imicrmarpenal Capral Warkerr farerve Apromenr
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with reascnably well-managed ccomomies, betmer fun-
damentals, and limired erade or fmancial linkages o en-
sis cotntres had mot been spaned.

In thetr December 1998 discussson, Directon
agreed thar the turbolence in msture markets froan
mibd-Augiust theosgh early Octodser had in many ways
bocn unprecedented. The Roard observed, however,
that a mcasure of calm had reriemcd 1o limancial mar-
kcts after nuad-October. Thas was sttmibnstable ll.rE::I!. fih
helpful palicy actions, such ax the easing of inrerest
rates by the U5, Federal Resenve, which was fiollevoedd
by other indasarial cowntry central banks, inchuding
thamse of thie future cisro area; steemgthuned poliches in
fapan to stimulate demamd; commatnscnts by Bracil o
addilress irs Bacal imbalances and the I-l.l.':ll;'l;l'l.li.'.rlt zigree-
mient o 3 support package by the international com
miuinity; comtinued progress with sabilieatson and
structural refosrm in Askag and progeess toward ingreas-
imig the IMF's financial resoaerces and thereby strengih-
ening the intemational commumniny’s absliny 1o assss
cesinirees in fnancial crisks. Several Direcrors aba
emphasized rhae countroes” adjustment ciforts in
response to such developments as reduced aceeu to
capital markets and the effects of declining commidity
prices deserved the sapport of the intermational
CURTIFALIFTY.

With the minigatin of marker rurbilence afrer mid-
Ocrober, carlier fears of a global reccsion had dinsin-
ihed. Dirccror gencrally sgrood with the stalf™s
projection of 2 modest dowmwand revision to the out-
lewcik; foir warld eatpur groaeh in 1999,

The Boand stressed thar a number of positve devel:
opments had occurred since e had disowssed ohe fall
Waorld Econcmic Outbook. Groavth waas expectod 1o
remain relatively solid in continental Europe m 14999,
although at a slower pace than in 1998, Directomn s
the anticipared moderare slowdown in the LS, econ
oty in 1999 a8 suggesting & soft landiag, which woadd
belp reduice the risk of 3 sharper sbivwdowi at a lager
stage. Mopaithstanding these developmcints, Dinecton

felr ot was prematun: e conclude that the Ju'iy;n']ud
passed becanse concdations in Anancial markets
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remmarned volatile and fragie aind the supply of funds 1o
FMSE & miarkct coondmics was still sharply
redwced. The balance of the nsks 1o the projections
remained predominantly on the downside. I private
capital flows Fell shorr of the levels asumed in the pro-
peions, greater trade adpustment thaough demand
compression and perlaps exchamge rate adpstment was
lakedy tix be nceded in emerging market econcamics.
Ihrectors warned, further, that somic of these countrics
might have difficulty meeting their debt-service abliga-
tions if privare fnancing did not recover, They also
questicned whether the impace of the recent declines in
commusdity prices had been fully reflected in the pro-
fections, Weaker commodity prices, if sustained, com-
ing on bop of reduced access o international capital
markets, would call for further adjustments in many
commoskity-eXpoing countnes.

In their Aprl 19 discussion, Diroctors concurmed
that, while the global economic slowdown was likely 1o
contiyise in 1999, the risk of a glotal recession had
receded and a moderate pickup in growth was pro-
jested for 2000, They saw signs of the beginning of
coonedmie recovery in Asia's crius-aiflicted emerging
market econamacs, the broad-based cesing of manctany
conditions in the industrial countries, and the contin-
wed strong growth of the LS, economy, They alup
acknowledged that the baseline projections rested on &
mimber of faverable developments—particulardy the
realveation of a soft landing for the LS. ceonomy: a
pickup in groweh m the euro area, despite 3 somewhat
unfavorable external envinomment; and a boguomting-
ot of the reccssbon in Japan in 1999, Dircctors also
felt that the Brazilian cnss, despite its limited conta-
gron cffects, had imparted a new contractionary
impulse to the world exonomy and that financing con-
dations for many emerging marker ooanenes were lilkely
wo remadn extrensely might.

The uncven pattern of growth among the Laited
Seates, the euro area, and Japan since the beginning of
the decade had increazed global payment imbalances,
which, in the view of many Directon, posed a woer-
sume risk 1o te outhsok. Directors argued thar the
imbalances—in pardicular the LS. exemal deficir that
had asded global adjustment in the wake of the cmerg-
ing market crises—mght give nse to destabilicing
micvements in exchange rates among the mapor curren-
ches and further ncrease profectinnis pressanes., Several
Dhipectors posnted to the challenge of restomng glofal
growth o near poacntial in @ period when domestic
demand growth in the United States would probalbsly
hawe 1o show to allow some narrowing in the LS. cur-
rent accoint deficit, This, they argued, highlighted the
prioty thst shoukd be artached 1o policies aimed ar
gencratiing carly recovery in Asta, inclading Japan, and
ar countertivg and reversing the recene aliwdown in
much of continental Eurq:u:.
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United Srares, Japan, and Europe

The continued mosmentum of the LTS EAPANKIAN Was
remarkabde for it length and the absence of mitaton,
Diarecyors argnbated the long exparsson o facal cons
solldanion, prodemt asd respaaviive monetary pobicies,
anid Aexible labor and product markers, Declining
energy and other commusdity’ prices had contrbuted
muaintaaning bow inflanon. But Directors aba concured
that the mm-up in equity prices, which in pare reflected
falling inflation expectations and lower bond vields,
had helped sustain demand. Mossibde sharp corrections
it the eqpuity market and the cuceptionally low rate of
hiousc hokd mmpl:ﬂhrd imprtant downpaside naks to
the outlook.

The strength of the LS, economy was beginning to
present 3 dilerana foe LLS, podicymakers, scoonding o
mrany Derectors. TF domestic dermand gl did ot
show tova mvore mosderate pace a1 an cardy stage, soveral
Directars feit that an carly monctary iightening might be
recded to guard agaimst the nisks of overheating. These
andd ogher Dareceom were apprehenaive thar curment and
projected private sector and cxternal imbalanoes were
unsustaimalbde i the loag run, and thar past evidense
suggested that the longer they continued, the greater
were the chances of a sharp and painful carrection
Abrapt reductions in LS, imporis, 2 well as potentually
disruparve swings in exchange rates, equiny markets, and
memnctany conditions, coabd wransmin sdverse comse-
quenocs af such a correction o other countries, Mo
other Direotors, hvaever, prefemmed 4 wait and «ee
apprioach, angang that preemptne monctary Hghtening
was not feedod, Because manctany condriomns i the
United States wene alncady quate tight, raking into
sccount cthe low level of inflation and the strengeh af the
dollar, ana that ssch actisn could jeopardize recovenies
clsewhere, especially in countrey emeeging fom cnisis.
Hegarding fscal podicy, Directons unged the United
Stakcs b0 roasst pressurcs bospend curment and prospecine
frecal surpluses m order toomeet longer-term financal
necds andd oo oneate room for fiscal policy o be used tem-
porarily for seabilization if the need were o arise

The continued weakness of scrviny in Japan was of
special congern o the Board, Maost Direcoors fely that
roodm fise addivional liscal suemualus was Rimieed, given
the estimated defbcin of mode than 10 percent of GDI
at fescal vear-cind in March 19RY, bue that the full
implementation of the proviomly planned stmulos o
support demand was critscal at both the central and
local government levels, With regard 1o monetary pal
icy, many Directors agreed that the deflationary forces
in the economy justfied maintsining shoes-term inger-
€81 rates a6 low as poosble, as well as measires (o
ensure adequate growth of guadiny through open pear
ket eperations

Difrectors alw emphasized the need for simecrral
reform in key ancas (o relivagorate growth and pob cre-
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anon over the mediom term. They consdered bank
refisrm to be coential and weloomed the commitment
of public funds to recapitalize the banking system, They
cited progress i strengthenang mapor banks, resolving
insobvent institutions, establishing legislation 1o facilitate
the dispesal of nonperforming assers, and improsing
drselemaere and superasion, snd urged the Japanese
auithesrities to press forwand with the Anancial stabilizs:
tin program, especially where scute problems
remained. Some questioned whether the reforms under
way or planned went far enough. These Board members
pdni:ul:ulnrrtﬂ:d the growing moed fior corpacate
restructiring, as undeneoned by exces capacity m wome
sectom and troublesome corporate debst bandens, which
complicated resofving banking sector difficalties. Maore
generally, Directoes saw the need to reduce Further inef:
ficiencics in the coonamy :lnd o remenve obstacles o
the creation of new DPrercigulageon fmituaties
im sommae seceoers haad abresdy belped increase compettion
and reduce costs, but many restrictions remained in
agriculture, distribution, transpartation, and oonstrec-
piuny, s these impeded growth and pob orearbon,
Turning 1w Europe, the Board weloomed the spam of
the third stage of European Economic and Monetary
Lnion (EMLY}, but cautioned that ewro-area policy-
makers contivued to face formidable challenges, Since
late in 1998 indications had incressed thar growth in
the eurn area had been sbowing, mainly because of the
weakening external enmvironment, but also because af
wieak business confidence. Growth in the area was
expected o be bebow im potential rate in 1999, and
while recowvery was expecred in 2000, Directon wimnied
aboan downside misks. Although eeedinm-tenm roguine-
ments remained important, it was at the same time
csscnitial that palicics be adequatcly sttuned o support-
ing the domestic demand needed to dlose the sizable
output gap and absorb the cvclical component of
unemployment. Many Directors also upderscored the
imporrance of the euiro arca playing 4 greater nole by
demand, but abso throuwgh structural reform. In light of
these conmiderations and the imited mom for maneu-
ver in fiscal policies—and with inflation recently below
the middle of the targer range—a numbser of Direcors
argucd that the case was strong for further modcrany
casing. Early action camricd few risks bur heldd skgmafi-
cant bencfits 1o bath the curo arca and the world econ-
oy more gencrally. [¢ was impaortant that those
EUrC- ARea countnes expenenging relatively surong
growth eespond po furnher meonetary easkng by raking
cotiterevelical Ascal actions 1o peevent overheating. A
number of other Dhrectors, however, were not con-
vinced about the case for further monctary casing,
ponting ro the strength of consumer confficbence and
the weakness of the euro, Monetheless, all Directoes
agreed thar the Evropean Centrdl Bank shoakd acr

WO ERLD ECOXLYVATE VT LOOE

decisively po lowver knterese rates i it appearcd that the
slomvdoum wan persisting. (Soon after this discussion, in
early April, the ECB reduced its leading imerest rates, |

Diireciors also agreed that sucoess in labor and prosd-
it marker reforms would be central o enhancing
prowth and emplivment prospects in Europe, especialiy
in the medium term, Indeed, thise cononrnes thar had
achacved the most progress showed comsiderable ovi
dence al the positive effects of labor markes reformes
Foor labar markes performance had imposed a heavy
burden on many European economiics i terma of the
handship borne by the unemploved, the fiscal impact of
forgone revenues and ransfer pavments, and, more gen
erally, through the impact of output and welfare boses.

Drirectors recogniced thag, although comaditions if-
fered across countrics with regand po both the extent
anad the specific nature of the problems to be
addressed, the overall thrus of the required actun was
clear: to remove obatscles to job creation and disinoen-
tives for the nonemplowed ro work. This would require
exving b protection legiskation, reducing excessive 1ax
rrdens on labore, and minimizing the dinentive
cffects of unemplovment benehits and other social
rramafers. As many labor and product marker ngadisses
tended to reinforce one another, comprchensive
reforms were mare likely to succeed than partial or
precemieal actions,

Crisis-Afllicted Economics

The Executive Board agreed that pubhic sector imbal-
ances had been at the root of the crisis in Brazil. The
growing fiscal Embalapnce had b contmbured to a
widening of the exvernal deficiy, making Beaeil haghly
vulnerable o changes in imvestor sentiment and adding
tiv a 'l.l-'li.lu]:nt:d. pcn.'i:'plharl that the countrs mwl.lnﬁ,
peg wan unsustainable, Some Directon noted that the
recent Rrazilian expenience had highlighted anew the
ERportance of SIRnE Macroocondomic podicies 1o sap-
port the credibility of a pegped exchange rate regime.
Maorcover, several Dircctons psinted g the nced for a
determined nuhlnrung o muxctary podicy in the carly
stages of an economic crisis, while others underscored
the importance of sufficient exchange rate Aexbiliny,
Lioking ahead, Direcrons thoughe thae the Brazlisn
econimi woald beghi o recover in 2000, as the criis
i nin to be rooted in structural prodblems out-
wide of the fiscal ares anad the financial SYSIETT) W rela-
tively rabust, The pace of recovery would depensd
crucially on how quickly the anthomses addrewsed the
Fiscal cheficit and oy tleelr success i coavtaining inflagkon
capectatbons and stalvilizing exchange markees. Direc-
tors werne cncouraged by carly signs that mflaton was
containcd,, but crphasszed that strong implementation
of the recently approved program was crucial to restor:
ing confidence ansd allowing monetary conditions o
cane gradually.
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Adthough Dircctors cansoned that the roccssion m
Brazil might hove 3 significant regronal impact, they
were heartened by its mawderate effecr on financial mar-
ke ebewhere in Latin America. Most ecosomsies of
thee regbon appeared o be well placed 1o witlseand
sprllover effects, a reflecton of the conuderable
ﬂrrngﬂmnirlg of the rrEiun"l. economic fundamentals
over the past decade. Nonetheless, the required eco-
pomag sdjustments and the ks of further contagion
walled tor derermined policy disciphine and reinvigo-
rated refisim cifoms, cspecally in those coarntrcs suffer
ingg from facal and extomal imbalances that had been
exacerbated by commodiny price weaknesses and unfa-
vorable fimancial market conditions. In a number of
caes, financial secrow fragilivies required partioslas
AlPERRHIN.

MMrecvor expressed deep vonceri about the deterso-
ration i Russaa®s coonomic performande since the
Aupune 19938 financial crisis, with a sharply increased
intlacion rare and the dangers of 3 prolonged recessaon
and significant adverse spillovers in neghboring
ecomoimies. They cited recent indications of the Risadan
authwornitics” cfforts to sddress the underlving fiscal and
struciyral probbems and wndemdored that 2 srong
coqnimimment to refisrm was required 1o anvesy and
reverse the semous problems facing the country. Dhiee-
tors crmphasized particularly the need for a strong fscal
geljustmcnt program to limat the necd for coniral bank
firancing of the budget and stop the accumulation of
bustpet arrears, They also stressed the impormance of
reinvigorated strucniral refoem effons in thiose arcas
where implementaton had been unansiacoony, of
reversing the sethbhacks thar had occurred since Augos
19408, and of addressing, the additional financial sector
probilems thag had ermerged following the crise.

Drirectors were encosraged by signs that economie
recovery was set io begin or already under way in the
Astan emergeng market economies thar had saffered
deep contractions folliwang the financial crises in the
secord half of 1997, The tmansurnd appeared 1o be
mast sdvanced in Korea, fullowed by Thailand.
Improvements iy extermal payments positions and
invesior confidence, stronger exchange rates, a resump-
tioeny oo capiral fhows, and improved finaneial market
condrticns underpinned the recoveries in these and
other ¢rists countnes. The retum of confidence assisged
the recovery, A turmaround m actoaty in Indonesia
might begin emerging in the seoomd half of 1999,
alhavugh delays in reform and continued polinieal insia-
bifiey had hindered a retum of confidence. In consider-
ing the stepa required to transform the nascent
reconverics in the region inio sustamable growth, Direc-
tors stronghy emphasized the need for banking and cor-
porate sector restrucnering and reforms simed a
fostering well-henctioning markers and 3 more efficient
allowation of resouroes.
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Other Emerging Economies

China, Indes, and some Afncan countfics appeancd o
have weatherod the revent financlal erises relatively well
i 1998 To varying degrecs, the rosilicioe af these
countrics reflected limited trade links with the crsis
cumantries, relatively low reliance on private capinal
inflows, ar lmited ingegration with international fuun-
cial miarkers, o was encosraging thae the Chinese econ-
oy achicved a strong growth performance in 19WRE, Ar
the same time, soveral Dhrecton noted the problems m
the fimancial and state-owned enterprise sectors zmd
encouraged the sithoritses to contimoe their eforts &t
sceerpgthening the financial secior and reforming sate-
erwned enterpriscs. Dincciors apreed that, in the areas
of macrocconomic and exchange rate pobicy, Chima had
steered an appropriste course in maintaining the stabil-
ity of the renmintd and providing stimulus for the
evapoey, which had plaved an impomant sole in
regioiial cooneamic adjusment and recovery. The reper-
cusimems from the Asien orisis had been relatively mod-
gst in Inddia, although the countre’s mediam: teem
growth prospects comtimeed to be comstrained by serni-
s fiscal and strucewral weakmesses,

With regand to Afnca, improsved policy implementa-
tion had helped a number of countrics strengthen their
goonomic perfvrmance and reduce their vulneralbilaty o
adhverse external developments. At the same time,
recent declines in the prices of mil and other commiodi-
tres had led wo signkticant t3lls in real income in many
exportng African countries, sltbuoegh the groath of
eoinoric sctivity was affeceed only slightly, Soveral
Dhirectons considened that maore external -debe-reduction
options and comtinued infermaional financial assisance
were neccssary to support the sdjustment and refoem
elfons of these countrics. Some Direcrors also s

d that indusirial countnes needed o imyprove -
ket access for developing country expaorts, particulary
agricultural prodocts, Directors were abo concemeed
abssurt the severe ecomaomic and social costs of the
armed conflics in several pams of the continent and
called for adequare provision of intermationa) assidtince
tev the affecred countries.

[l price dechines hsd also led to substantial shiort-
falls in export earnings and fiscal revenue among Mad
die Esstern oil exponers. These countmes met the
sharefalls pardy by deavding on offical reserves and
through inereased eanermal Buorrowiang, Dhrecieors
encomraged these contrics to badd on sadjustment
cffors a]r:.'..u.!':r under way o I-I.rEE.tI:I'-L‘ HRACHOCCOOaTIe
stabilicy, expecially if export price weakness comtinoed

Preventing Contagion

Finangal creses in emerging market countnies in recent
vears had in some cases spread among counimes with
apparently limitved trade or financial links and in the
absence of a significant common shock. Directors
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ajtrecd that this unusual phenomenaon might be parthy
the resudt of mcreased glohalization of financial mar-
kets, wihuch, while prosading benefits of sccess to exter
nal financing, made economics mare vulnerable to
sudden, sharp changes in investor senoment. In B,
ihe incrcxsed ghobaleearon of financal markes had
mgant that balance of pavments crises imvolved the cap-
ital account moee than in the pass, which wended 1o
make crises less precficrabilie, While financial contagion
helped explain the incressed incidence of onises, conts-
mon was ndl indserminate. The erscs were uswally
amcciated with common weaknesses m coonomic fun-
damentals-—gypecially with regard 1o the external poa
tion ar valnerabilities in the financial system, including
thiose arsing from excessive exposine (o shor-term
external liabiligies.

Although effors 1o strengihen the intermational
fimancial anchitecture were cisential both for crim pre-
vention and crisis managemient, the problem of conta.
gion also had e be addiressed at the couneny level.
Directos, thercione, stresad the ceniral mobe of dosmes-
T COnROIC policics 10 proventing onses in the frst
place and in reducing a country’s vielnerability 1o con-
tagion. In particular, they noted the imponmance of
avoiding significant exchange rate overvaluation and of
pursuing fiscal and monetary policies to thar end.
Drectors also crmphasszed thar policies to address
weaknesses in Anancial sistems were erecial e any
cfective cruis provention srategy. To guard agains
ligpuidity crises, governmients had to pay astentin to
the mameriny structure and currency cormposition of
banks® delsr and the corporate secroe, The manirioy

WEOH LD ECIPNOFAMILG LU TLOLY R

structure of pubbe debe had also o be managed care-
fully, becaarse a change in mvestor sentiment cold
make it difficult for the government to roll over a large
stosk af shars-term debe, Directors also emphasized the
neesd in many coumtnes to enhance the effectivencss of
prudential regulstion and supervision of banks and
ather fiancial fnstitutions, Some referred o paricular
to the imporance of prudential standinds regarding
shiwrt-term forcign cunrency boroswing by banks. In
this regard, some Direcoors pointed 1o the need o
imiprove the regulstory ovendght, on the supply side, of
the highly leveragesd activities of finangial institunons,

Because many emerging market crises in recent years
had occurred in countries with pegged cxchange rates,
several Phirectors questsoned the viabilioe of pegged but
sdjustable regimes undder conditions of ncreased glab-
alizathion of financial markees. They emphasized that in
many cases a greater degree of exchange rate flexibaliny
might help make domestic and forcign investom more
wware oof exchange rate risks, Ovher Directors argued
thar 4 lixed exchange rate could be especially wsefull as a
twaminal ansclior and help rein in high inflagon. A cur-
rency banard could be an attractnve option i ssme
cavegs, but [hrecton scknowledged that such a regime
wiad partiguilarly demanding m st requurements—in
terms of the adequscy of reserves, fimancial astem
soimalnews, marker feabiliny, and fiseal performance.
Directosrs agreed thae the optimal exchange rate
ATAETITCnE vanes across cosntrics and that, inrcspee-
tive of the regime chosen, cconomic policies mast sup-
pore the amrangement and foster maormedonomsc
stabaliny 1o gesrantee i wiooess,
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