World Economic Outlook

I he Exccunve Board megularly reviews global coo
momic developments and podicics, based on World Feo-
niormiac Ctlook reports prepared by the staff, The
reports, which are usualiv published twice a vear, con
tain comprehensive analyses both of prospects tor the
world ecopomy and for individual counnies anad
regioais, and of topical wsies

In 199798, the Board held three discumbons on the
Wordd Economic Outlonk: in Avgust 1997, December
1997 (on the basis of an =Interm Asessment™ |.'|!.' thic
staff), and March 1998.* The central foous was the
Asian financial erigis.™ Do Augese 1997, 4 nuinber of
Drirectors had already cantioned thar, while thene were
many reasons o beliove the wiorld CAPaTiRion conald be
sistaimed., there was mio room foer :cmpl.m;'nn' albisut
the risks and Fragilises confronting individsal oountries
theat could affect regional and glodal sconomie and
financial conmfithons. Especially in the developing waorld,
L'lrE-c external imbalances and r'nt;ih:' h.'mLinH VRIS,
severa] Direcoors noted, had sdversely affecned invesbor
confdence and haghrened the risks associated with
vilarile capital mosements. These dafficalties were nom
capected 1o affoct the generally positnve Jong-term
prospects of thiose Coumytries, o iked that -.!iﬁ,'.iphmul
macrocimomic podicies amd the necessary structoral
reforms were implemented on a nmely bass o ensne
the climination of wnsustainable coonomic imbalances
Mrectors stressed, however, that thiose podicy ciforts
wisuld have 1o e l.|||1-|1||n|:'|.l |I:|.' a brogfer range o
imstigutional reforms ained an inoreasing the etbciency
of parblic admibmistratbon, developing liman capatal,
strcngihcining Anandial scotor mansgeaenr, sciting ugp
Eransparcnt rq:uLthun and legal systems, and PR
iI'I.H_ BUwernance Such reforms wioold hr:]p establinh and
ALainLain private sectos ansd investor confidence, which
are eritical for sustaimed, high-gueality grosth

The three reports were published o [ME, Werld Ecansmi
Fhedioak, maics dased Ctolwer dnad [Secembcr |7 | the ladigr
wibitied Tarrrime Aswomeaer] sl Sy 19938

Whapive V' rovigws B Bodnd's dacessiom ol b cine ancd ajypis
ricas podicy seapaaiaes 1o the ones

I eheir Slarch 1998 discussion, Exceurive [hrectors
agreed thar, while the hnancksl marker tormodl in Asia
would have a significant negative bmpace on shom-term
f.,r-lm.-th prospects for the world coomamy, the slow
dovwn was likelv to be less |lr|r|.1u-|u|.'-n! thuan i earher
episncles of glohal economic weskness (in 1974-T5,
198083, and 1990-91 ), Corrective actiois by naos
comintries at of near the oonter of the narmoll, the
o coonnomic perfirmance of mosg ndustreal oun
Eries, Al pi:u"n.;l.' relorae in many I.II."-'I:ll:i'I'HI'II.'. aniel frans
N soonomies over the past decade were seen as
eritical im ontaining the crisiv and i global reperous
sriane. Although goowth projections for dountrcs 4 the
center of the crss had been lowened |.-.|-l||.+.id|.'r.a|.1|:r SETRE
thie .hl_}um: 1997 discussion of the Waorld Economis
Oharlok, [irectors in Manch 1995 fedr thar prospects
for ather develisping and transitoay econamics
remained generally enouraging.

This saad, Direciors nodoed that unceriasmty sill
redmabived rEB,JInEII.‘lF_ the restlundion of the coesis; resolute
implementation of reforms by the crsis cosmines was
thercfore cascnntal. Recent dechines im oal and other
commaifity pnces, mimeover, could kengthen the
adpustmicnt prisess N MHNE Crisls commtrics angd pose
comsdderable challenges for comnsisdiny and oil-expon
ing countries in all fegrons. Also, 3 reevaliarion of msks
by intcrnatbonal lenders as a resule of the crss, wiale
welcomed, could lsmat fimancial ilows po developing
and transitn connoemies 10 kevels belomy thaee justihed
'.'I!.' the fEndamentals. Moee !."\_l,'llfuul._ IR pecarms were
concermed that seane emerging market economics fad
redicd tod heavily on fordign bormowing and shod-teon
instruments to finance public deficaes, thas increasing
thewr risk of futwne financing difficulties

Advanced Economics

In thar March 1998 review of the outhook For the
sifvanced evonomides, Dereetors observed that the
tpillm e from the Asan cnses jor IJruH WeEre pariico
larty wivwelcesmie, Even thak its nascent recoveny hsd
already stalled in the Firsi haln of %97 this stalling was
due both to g fiscal polioy thar, in hindsighr, was overly
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night and to continuing fragdities in the financial sys-
temmy, Darecron stressed thar boosting confidence and
fostering strorgger sustainalsle groweh in Japan—
throsigh a combination of macrocconsmic, fAnandaal
secton, and structural polickes—uwas cnitical, given the
goonomy s impomance for the region and for the
wiwld, Ecoasomae recovery shaiald be supported by a
more cxpansionary fiscal stamce in the near perm, while
marntamning the objective of mediwm- term consolida-
o, Saoumc Threctors nodod that a permancnt tax cut
womild baooss the prospects for an increase m private
camsumprion buat coutioned agains overreliance on
increased public works spending since it would have
eiily a vempsorany impact and had not proven very effec-
tive in the past. In comtrast, some other Dircciors
exprescd reservations about the cffecoiveness of tax
cuis, fcaning that the inorease in disposable income
might be added o household savings with licke or no
effect on consumption and growth. Potnong oo the
gervernment chebt accumulated in recent vears and the
prospective fscal pressures associated with an aging
populatin, seme Directors argued that any backsbiding
with fiscal oonnsalicdation would pose risks while having
Ripnde pelsitive effect on sctivity,

DMrectors noted indications from the Japanese
authontics that a substantial fiscal stimubes packape
wotlhd wwon be announced. They emphasized that, to
have significant and durable effects, the mexsures
mecided to be socompanied by serious regulaorny and
financial sector reforma, Most Directon weltamed
recently announved measures commirting public funds
s prostect deposators of failled inaioasons and o recap-
italtee viable ones. These measures prosmbsed to respare
public confidence and strengthen banks” willingness to
lend. Dhrectors cantionesd, however, againss indiscrimi-
nate sppaort to banks where chosures or consalidation
were e appropriate, They suggested thar any fur-
ther alloscation of public finds be accompanicd by clear
mcasures o Bcitate the writc-ofl of bad bank loans to
ensure a fair sharing of the burden of restructuring
ot and 1o limit moral hazard, At its April 1998 meet-
i, the lnterim Committee seboomed the Japaness
cuempnmic padicy package, as well a5 Japan's steps 1o
syrengthen fs financial system.

Dhirectors agreed that the LS. economy, in contrast
tor the Japanese eoononyy, was likely to suffer relatively
litthe from adverse developments in Asia, owing largely
tor the strengh of ins oyelical positon prioe e the cnisss
and to the positive developments in bond markets,
whach, in the view of many Directors, refbeceed a “ilight
tew quabiny™ of mternational investment fows. They
jushged the current stance of monetary policy a3 appro-
priate, noting that the moderating effects of the Astan
crisis—together with the appreciston of the U5, dallar
and the dechine i world commaodity preces—had allevi-
ated the meed fof an increase in official intercse rates. In
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view of the tghtening Labor market oomditboms, how-
cver, the authoritees would need o masnitos the safaa-
e chimely, looking for signs that would op the
halance of maapetary podicy assesament in either

The risks posed by the Asian crisis for the advanced
eoonomics in Europe were also Likely oo be relatvely
small, Dircctors agreed. Amaong the economics operat-
ing near full capacity, Directors believed that the previ-
ous vear's monetary tightening and continued fiscal
conmsedidation in the United Bingdom were likely 1o
keep demand close to productive capacity Boies and
hold inflation near go tanget. Bor further acmon would
e warranted if inflation prospects womened, In the
same vein, the Intenim Commimes in i Apnl 1998
mecting emphasized the need for the LK. authositics
o retmari vigilang as abways to inflation rsks, In Ger-
miany, Franee, and lh]:.', whiere uul."Flul:—n'hik e
ing below potential—had recovered quire well since the
beginning of 1997, Dircctors expected the overall
inpact of the Asisn crisis aleo o be small. Some Dhirec-
gusrs, however, cautioned agatns overoptimism, noting
that exports had been the main source of dermand
growth in some of these countnics. A weakening of
export markets coubd slow, and possibly stall, the
recovery if domestic demand did not pick wp. In cont-
neital Europe gemerally, with monetary unlon amdong a
Large number of countrics scheduled o begim i nine
months, ateention had to be given o labaor and prodisce
market reforms, to continuing fiscal consalidation, and
o manctany pelicy in the transition pericd.

Developing and Transition Countries
IHrectors noved that the Asian o was affecting most
d.n.'l:lq:ling::rld trapution coomaomacs, albert o w.r!.'inr.
degrees, The effects were being folt through, for cxam-
ple, ingreases in risk premiums in borrowing oosts,
borweer commoadiry prives, bosses i oompetitiveness o
coMiiitrbes a1 of fear the conter of the tummot], o the
slowidown e demansd i those countnies. Several coun-
incs—incheding Brazil, Chile, the Crech Republic, and
Mexico—that had suffered exchange marker pressures
in conmection with the Asian crsis had been abde 1o
avodd full contagson through appropriate pobcy sdjust-
mcnts, Although these countrics had generally weath-
ered the crisis well, Direetors fele it prudent for them to
continue srengthening policies o avosd funther chal-
lenges dosam the road. In this conpectmomn, it was pamic:
ulbarly impeertant to contain external imbalances, avoid
owverheating, and enhance the quality and tmclness of
economic and financial information generally, Al ont-
izal was a strong financial sector infrastruciure, mclod-
ing prudential regularion, internationally sccepred
accounting standards, and, for some, procsablished
cxit rubes regarding shifting from a fhaed exchange
regamee o a Hexibbe o {wee [Zha.pll:r"'."l'l. Soveral
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Dirgctors weboomed China’s commitment not to
dievalue s currency and its effons o strengthen i
Iamkimg sysgem.

Many Darectors expressed concern alsout recemt
trencds in commodity prices and the potentally adverse
implications for commasdity -exporting developing
costemerdes of baoth o deterioration in the teems of trade
amdl increased price volatlity. For Afnica, the impacr of
tlsese forees, combined with poor weather and the con-
tinung heavy debe burden, was of particular concern.
Mevertheless, Derectors remaimed cautiouwshy opaimistic
abswust Africa’s groswth prospects, based on the expecta-
tion of continusd implermentation of Macreeoonomic
adjustment and structural reforms and of an appropri-
ate flow of forcign asastance. Directors undersored
the need to create a Bwvorable environment for I::urr.'is_r:
direct invesyment, including through a further opening
up of their eoonomies,

Regarding the eoomomics i transition, Directors
cupressed satmsfaction that both Bussia and the transi-
thon countrics as a group had reconded posstive growth
in 15RF7 fowr the first timie since the transation began.
They masted, hanwever, that although considerable

[PrEFgECss was hl;'inr. mesde 1 macrocconoae stakbalea-
tiesy i wirtually all cowntrees, differences i the pace of
refoem and progress in cransformation appeared oo have
grovwn larger. Most countrics had masde subsagantial
progress toward reasonable fiscal balance, but sizable
deficits continued to be registered in a number of
countmies, inclsding Fassia and Ukraine, Financing
these deficits through foreign currency and sho-term
bommowing, Direowors observed, put the sustaimabiliny of
fiscal podicies in question, indircetly threatened 1o
undermineg the scundness of banking sectors, and
endangered hard-camed economic stabilization
achievements, Severe revenus collection paoblems in a
number of ransifion counires, mMaereover, Were pre-
venting governmends from carrving out their proper
fursctions. Further tax pl:llin:gr refoem and IMprOVEmCnEs
in tax administration were unlikely to show their full
effect, Directors recogmized, unless the political will o
collect tanes was also arengrhened. Direonors also
addvised central and castern Eunopean transation coun-
tries to amgerove the cost-cffectivencss of their saxal
security and welfare systems, and thereby reduce the
overall level of government spending
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