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CHAPTER 2

THE GLOBAL CONTEXT AND THE SITUATION IN
THE WESTERN MARKET ECONOMIES

2.1 The global context The cumulative effects of these successive crises

) on world economic activity has been considerable. Real
(i) The broad pattern GDP in the world economy rose by only 2¥ per cent in
Uncertainties in international financial markets 1998, a marked slowdown from the growth rate of 4.2

have continued to prevail after the decision of thePer cent the previous year. This was the lowest growth

Brazilian government on 15 January 1999 to abandoff'® of world output since 1991 (chart_ 2.1.1). _Th|§
utcome reflects in the main the deepening recession in

the exchange rate peg and to float the domesti d the sh tracti p . tivity i
currency, the real, which has since depreciated sharpl apan anc the sharp contractions ot economic activity in

The Brazilian crisis is the latest episode in a successio everal other east AS"’?‘” countries, developments which
of contagion effects from the Asian crisis which were ave been mutually reinforcing as a result of the strong

also an important factor in the Russian crisis whichreglonal Ffad¢ links. BUt there was also a marked
unfolded in mid-1998¢ Basically, all these crises have deceleration in economic growth in other parts of the

to do with a major reappraisal of risk exposure byWorld economy, viz. Latin A_menca,_ the Middle East
nd the transition economies, which contrasts with

international investors, which has been mirrored in N bust i ¢ E q
sudden and large-scale redirection of short-term capiti° " dINg  TObUSt “growlh in- Western LEurope and,
especially, in North America for the year as a whole.

flows from emerging markets to safe havens in
industrialized countries. Reduced net capital inflows, or It not only proved very difficult to anticipate

even net capital outflows, have been associated with @rrectly the deflationary effects of the Asian crisis but,
considerable rise in the costs of borrowing, oftenyith hindsight, the choice of the traditional policy
tantamount to a “credit crunch” for emerging markets-response seems to have been inapprogfidte.any

High short-term interest rates required to check capitaéase, the much deeper than expected economic crisis in
flight and defend established fixed or quasi-fixedjapan and in the east Asian emerging markets and its
exchange rates, in turn, have had considerable domesHgjverse spillover effects to other regions has been the
economic costs, often triggering a vicious circle, inmajor factor in the successive and significant lowering

which the ensuing recessionary tendencies reinforcegf growth forecasts for the world economy in 1998 and
the selling pressure on the currency. beyond (chart 2.1.2).

The adjustment policies implemented in emerging  The slowdown in world output growth has also led
markets to cope with these changes have led to a stegpa marked weakening of the rate of expansion of world
fall in their domestic absorption, which, in turn, has hadigde. \World merchandise imports rose in volume by
a deflationary effect on world economic activity. Thesegnly 3y, per cent in 1998, down from some 10 per cent
deflationary effects have also led to a considerable fall, 19974 |mport demand in the developing countries
in commodity prices since the Asian crisis whichas depressed on account of the domestic adjustment
adversely affected real incomes in those countries fomeasures required to cope with reduced capital inflows
which commodity exports are a major source of foreigrang a significant deterioration in their terms of trade.
exchange. These adverse effects have only been partihese adverse effects on world trade were amplified by
offset by the potential stimulus of falling interest rates the steep fall in import demand in Japan and a
associated with the retreat of capital flows to “safesjowdown in import growth in North America and
havens” — and the gains in real income, ensuing fronjestern Europe.
the fall in commodity prices, in western Europe and
North America.

47 UNCTAD, Trade and Development Repot®98 (United Nations

publication, Sales No. E.98.11.D.6), p. 69.
48

IMF, World Economic Outlook and International Capital Markets.
46 UN/ECE,Economic Survey of Europe, 1998 No. 3 Interim AssessmefitVashington, D.C.), December 1998, p. 164, table 5.
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CHART 2.1.1 TABLE 2.1.1
Changes in world output, 1990-19992 World commodity prices, 1995-1998
(Percentage change over previous year) (Percentage change over previous year)

Weights® 1995 1996 1997 1998

Food and beverages .............. 9.9 1.6 -1.6 56 -123
Industrial raw materials .......... 29.5 163  -12.1 -1.8  -145
. 60.5 8.3 15.4 -39 -29.0

_ Energy .....ccocovenins
4 M Crude Ol ..o 55.5 86 171 36 -311
— Total ..o 100.0 9.6 33 14 223
Average annual growth rate,
1980-1989 | E T T T T T T Total, excluding energy ......... 39.5 12.0 9.8 13 -138

Source: Hamburg Institute for Economic Research (HWWA).

Note: Growth rates calculated on the basis of current dollar prices.
a8 Weights refer to average commodity shares in total imports of western
2 " m = industrialized countries in 1989-1991.
. H The sharp fall innternational commodity priceis
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 1998 was the main factor behind these differential

changes in the terms of trade. Oil prices declined by
Source: IMF, World Economic Outlook and International Capital Markets, some 30 per cent to their lowest level in more than 20
Inter;m Assessment (Washington, D.C.), December 1998, p. 160, table 1. year§:° Non-oil commod_ities fell at about half that rate
Real GDP. Data for 1998 and 1999 forecasts. (table 2.1.1). These price developments are largely due
to the direct and indirect effects of the Asian crisis,

CHART 2.1.2 . : -
including the deep recession in Japan, on the demand for
Changing forecasts of world output growth, 1998-2000 commodities’ This shortfall of demand amplified an
(Annual percentage change) already existing oversupply in a number of commodity
markets, notably for oil, which was reflected in rising
stocks. Oil demand was also dampened by the mild
—1998 1999 — — — 2000 winter of 1997/98 in the Northern Hemisphere and the
5 economic downturn in the CIS in 1998. Some OPEC

countries stepped up oil production in an unsuccessful
attempt to offset the impact of falling oil prices on
revenues’ In the markets for several other commodities,
producers also appear to have expanded output in
response to the appreciation of the dollar vis-a-vis
domestic currencies. Commodity producers, in general,
have been reluctant to cut back output to limit or reverse
the fall in prices; instead, they have preferred to build up
stocks which has led to a large overhang. The
completion of new plants has also added to the downward
pressure on metal prices.

1
Oct. 1997 Dec. 1997 May 1998 Oct. 1998 Dec. 1998

Seen in a longer-term perspective, recent
developments continue the tendency for commodity

Source: IMF, World Economic Outlook and International Capital Markets,

Interim Assessment (Washington, D.C.), December 1998, p. 7, table 1.1. prices to fall in real terms, i.e. relative to changes in the
Note: The dates refer to the issue dates of the IMF, World Economic prices of manufactured goods exported by developed
Outlook. market economies (chart 2.1.3). This reflects a

combination of supply and demand factdrder alia,

World trade prices in dollar terms fell by some 4.5
per cent in 1998, following a decline of more than 6 per
cent in 1997. The terms of trade of industrialized 95908 The average price of the OPEC crude oi basket fell t0 $12.44 in
countries improved by some 1 per cent in 1998, whilg9%8 its lowestlevel since 1977, when it was $12.40.
those of developing countries deteriorated by 5 per cent. 51 Net imports of commodities into East Asia rose strongly during the
Since 1990 the terms of trade of developing Countriegneriod of rapid economic growth since the mid-1980s with the result that
i e region’s share of global raw material consumption was larger than its

have fallen by a cumulative 12 per cént. corresponding share in world output. But with the onset of recession,
commodity consumption has been falling.

52

Economic and Social Commission for Western ABigliminary
Overview of Economic Developments in the ESCWA Region in 1998
4 pid. (United Nations document E/ESCWA/ED/1998/6), p. 8.
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CHART 2.1.3

Changes in international energy and non-energy commodity prices, 1970-1998
(Indices, 1990=100, quarterly average)
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Source: United Nations, International Trade Statistics Yearbook, various issues and Monthly Bulletin of Statistics, January 1999; Hamburg Institute for Economic
Research (HWWA).

Note: Data are annual averages. Relative prices are nominal prices divided by the United Nations unit value index of exports manufacture from developed countries.

reduced raw material and energy intensity of productionbenchmark government bonds in the United States and
substitution by other materials and the fall in productionother western countries. This effectively prevented new
costs of commodities themselvés. These long-term borrowing by the former countries in the international
factors will continue to exert downward pressure onbond markets in September and October £99But the
commodity prices in the future, underlying the cyclical general sense of uncertainty which had afflicted financial

movements of prices. markets also became visible in a perceptible widening of
interest rate differentials between private sector corporate
(i) Lingering instability in financial markets bonds and government bonds within the industrialized

countries themselves. In the United States, the vyield
The Russian devaluation and debt default in mid-difference between triple-A rated corporate bonds and
August 1998 triggered severe tensions in international 0-year treasuries rose from some 1.1 percentage points
financial marketS! These tensions were reflected in ato 1.84 percentage points between June and October
sharp rise in the risk aversion of international investorg998. This combined with a marked increase in
vis-a-vis emerging markets, a feature which hadnvestors’ preference for more liquid instruments and
occurred, albeit less pronounced, already in the aftermattbncerns about the possible risks of a credit crunch if
of the Asian crisis. The Russian crisis accelerated thpanks were to tighten lending standards.

flight to quality (i.e. to financial instruments in ) o ) )
industrialized countries) and this was mirrored in _ These tensions in financial markets receded in the

significant downward pressure on long-term interest rate§Utumn after the decision of the United States Federal
in the western market economiés At the same time REServe to lower interest rates in three consecutive steps
there was a substantial widening of yield spreads betwediftween end-September and mid-November 1998 and an

bonds issued in emerging markets and comparabl/@@Sing of monetary policy in western Europe, which
reflected the need for convergence of short-term interest

rates among the prospective member countries of the
euro area prior to the start of EMU on 1 January 1999.

53 Technological change in production methods and the larger scale
of operations have caused productivity to increase and costs to fall over Nevertheless, as yet there has been no return to the

the past two decades. This has been especially the case for oil exploratigtatus quo ante Although yield spreads on emerging

and extraction and for metal mining, smelting and refining, which havemarket bonds have fallen again they remain significantly
also benefited from the deregulation of energy markets in some producin !

countries. At the same time, advances in agronomic and genetic researgrbov'e the_ |§V€|S pr'evai"ng i!”] the months bgfore the
have led to higher yields in agriculture. Russian crisis. And in the United States, the differential

54 UN/ECE, Economic Survey of Europe, 1998 Nop. 15-18. between yields on triple-A corporate bonds and 10-year

% The general sense of enlarged risk and uncertainty engulfing
investors was probably also related to the near failure of a large United
States hedge fund, which was averted by a rescue operation organized by
the United States monetary authorities. To this was added the shock that®®  Institute of International Finance, In€apital Flows to Emerging
Russia was not considered, as widely believed, to be “too big to fail”. Market Economie$§Washington, D.C.), 27 January 1999.
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CHART 2.1.4

International share prices, January 1994-February 1999
(Indices, January 1994=100)
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Source: Reuters News Service.

Note: National currency basis; data are monthly averages. Germany: CDAX; Japan: Nikkei 225; United States: New York Stock Exchange Composite; Hong Kong:
Hang Seng; Indonesia: Jakarta Composite; Malaysia: Kuala Lumpur Composite; Republic of Korea: Korea Composite Exchange; Thailand: Bangkok SET.

treasuries was still 1.5 percentage points at the end dfflation did, indeed, fall to quite low levels and it is
January 1999, about half a percentage point more thaagainst this background that the government strongly
during the months before the Russian crisis. In contrastesisted speculative attacks on the currency which
United States share prices, which fell sharply in Augusbccurred as part of the contagion effects of the Asian
and September 1998, have more than recovered thairisis in the autumn of 1997 by tightening monetary
losses. Share prices also recovered in western Europepalicy. But the combination of a large budget deficit and
markets (chart 2.1.4). a large current account deficit, together with evidence
that the real was overvalu&d,made the currency
ulnerable to speculative attack. The trigger for this was
e Russian crisis, which led to massive capital outflows

The increasing risk aversion of international
investors towards emerging markets is reflected in th

sharp drop of net private credit flows to some $38, and associated selling of the currency. In response,

billion in 1998, down from $119 billion in 1997 and $196 official interest rates were raised to nearly 50 per cent and

billion in 1996. There was also a sharp fall in portfolio : ;
investment. But foreign direct investment has remaine(g:e government announced fiscal austerity measures. But
e high interest rates created a vicious circle by

relatively stable, a reflection both of the longer time

horizon of investment decisions pertaining to fixed assetge_pressmg dqmest_lc activity and, _given the strong
.Teliance on variable interest rates for financing the budget

and also of the favourable asset prices prevailing in, .. . N o .
emerging markets, notably in East Asia. In the eventdef'C't’ by significantly raising the cost of domestic debt

total net private capital flows to emerging marketzg\é'r?c')r;gﬁon-riuih?n:glji??n;r?clssequence was a further
economies fell to $152 billion in 1998, a decline by P '

nearly $90 billion from their level in 1997. Against the background of lingering instability in
the international financial markets in the second half of
(iif) The crisis in Brazil 1998, there were concerns that a disorderly devaluation

of the real would have significant adverse contagion
effects on other countries of Latin America, with
Roncomitant risks to other regions as well.  An

= . . emergency support package of $41.5 billion was agreed
extremely high inflation during the 1980s and earlyy i the IMF in mid-November 1998 to support domestic
1990s. The rr?am elﬁment of the fmﬁnetaryl/ pollrc]:y ztrzlalteg_ olicies designed to defend the exchange rate policy and
was to peg the exchange rate of the real to the dollar §, o+, the pudget deficit. But when domestic political
order to anchor the domestic wage-price process.

Brazil had introduced a new currency, the real, in
July 1994 as part of a wider plan (the Plano Real) t
achieve price stability following a long period of

57 58

Ibid. For an analysis of recent changes in net capital flows into the The cumulative inflation in Brazil was significantly higher than in
transition economies see chap. 3.7. the United States since the onset of the Plano Real.
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support for the fiscal retrenchment programme faltered, Overall economic developments liratin America
capital outflows resumed on a massive scale in Januarg 1998 were strongly affected by the repercussions of the
1999 and the attempt to defend the exchange rat&sian crisis on international capital flows and commodity
threatened to exhaust the stock of foreign reserves. Thmices. Monetary policy was tightened significantly to
key official interest rate was raised to 39 per cent to arregirevent capital outflows and the associated loss of
these outflows. On 13 January 1999, the governmenhternational reserves. On current trends a recession in
attempted a controlled devaluation by widening thel999 cannot be excludéd.

fluctuation band for the exchange rate which immediately . . i .
fell to its new floor. In the face of persistent strong This episode can be seen as a confirmation of

selling pressure the authorities decided on 15 Januall ssons for _the E_C%gtransmon economies alreﬁdy drawn
1999 to float the real. By the end of February 1999 th om the Asian crisis. Strong dependence on short-term

Brazilian currency had depreciated by some 40 per cef@'€ldn capital can lead to an inherently unstable
against the dollar, economic situation once foreign investors start pulling

out. The increase of official interest rates, even to very
In early March 1999, the Brazilian governmenthigh levels, is then no guarantee for arresting capital
concluded the renegotiation of the support packageutflows, in fact, it may even make matters worse, given
agreed with the IMF in November 1998. The basicthe adverse consequence of tight policies for domestic
policy strategy is to keep inflation in check and to avoidactivity levels.  Any official exchange rate peg,
an extended wage-price spiral. This will also depend omoreover, must be backed not only by an adequate level
the extent of the currency depreciation. As in the Asiarof foreign reserves but, more importantly, by credible
emerging markets, high real interest rates are expected ézonomic policies designed to prevent the emergence of
arrest and reverse capital outflows, with concomitanimajor domestic and external imbalance. Otherwise,
positive effects on the exchange rate. The earliegovernments simply sow the seeds for a speculative
tightening of monetary and fiscal policy has now pushedattack on the currency with attendant risks of a serious
the economy into recession. Current forecasts are for realershooting of the ensuing depreciation. More
GDP to fall by some 3-4 per cent in 1999 compared witlgenerally, when significant imbalances begin to emerge,
1998, but this may prove to be too optimistic. Thegovernments must design credible adjustment policies and
contagion effects on other emerging markets have so fére seen to implement them in order to maintain or restore
been much more limited compared with those thainvestor confidence. Governments should also be prepared
followed the Russian devaluation and default. Thisfor contagion effects if a financial crisis occurs in another
probably reflects the fact that the currency depreciatioountry in the region or beyond. This holds independently
had been widely anticipated and that the exposure aff the state of the so-called “fundamentals” given that
investors to emerging markets, notably as regards highlinternational investors in times of crisis often fail to
leveraged investments, had already been substantialtjifferentiate between national markets.
reduced in the final months of 1998.

The large currency depreciation has significantly(iv) Recent developments in East Asia
improved price competitiveness of Brazilian firms and In Japan the economic situation deteriorated
this could lead to tensions within Mercosur, the free trade. pan

zone which, besides Brazil, includes Argentina, Paragua ignificantly n the course .Of 1998. _Real GDP fell in the
and Uruguay. In fact, foreign trade and investment link our consecutive quartéfsince the final quarter of 1997

can constitute an important channel for contagiddut anq for 1998 as a whole a depline _by some 2% per cent is
Mercosur is a relatively closed trade afeayhich estimated, the worst recession since 1974, when there

accounts only for some 3 per cent of United States an\(ﬁg ré(l)sdeeglkl)r(])?/eozl n‘:i‘?é nlt r;er (;:s?t\r/]\}ér rTgceorlénegeﬂllg}[’igf;t
extra-EU exports. This means that the trade effects wifl P ,ap : ry

be largely felt inside Mercosur. The main impact will betendenc'es are dlscer_nlbleter alia, in a very large anq
on Argentina, the third largest economy in Latin rising output gap, fa!llng wholesale an_d_pr_oducer prices
America, which relies strongly on the Brazilian market 2> well as asset prices, a severe crisis in the banking

for its exports. Argentina has raised interest rates ggector, a credit crunch for sma!l- and mgdmm-sged
enterprises, and depressed business profits.  Private

defen(_j its own currency, the peso, which is pegged to thhousehol ds' spending behaviour has become very
dollar in the framework of a currency boatd. cautious on account of the worsening outlook for jobs

% R. Glick and A. Rose, “Contagion and trade: why are currency

crises regional?’NBER Working PaperNo. 6806 (Cambridge, MA), 52 Economic Commission for Latin America and the Caribbean,
November 1998. Preliminary Overview of the Economies of Latin America and the

60 . . Caribbean 1998United Nations publication, Sales No. E.98.11.G.15).
The degree of openness (measured as the arithmetic average of the

sum of merchandise exports and imports as a proportion of total GDP) is &3
only about 8 per cent compared to some 35 per cent of the aggregate ofg,

five Asian economies most affected by the recent crises. At the time of writing, national accounts data were available only
for the first three quarters of 1998. But forecasts are for a further fall in

There has even been a proposal by the government to “dollarizefeal GDP in the fourth quarter of 1998. This would then be the fifth
the economy, i.e. to introduce the United States currency as legal tender.consecutive quarterly decline in aggregate output.

UN/ECE,Economic Survey of Europe, 1998 Nppg. 73-75.

61
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CHART 2.1.5 rate was reduced to 0.25 per cent in September 1998.
The exchange rate of the yen against the dollar, The effects of this monetary easing, if any, were probably
January 1994-February 1999 offset by the appreciation of the yen. There was a further

(Monthly averages) lowering of the lending rate to 0.15 per cent in mid-

February 1999 and in early March, the bank pushed it
down to 0.02 per cent. This move led to a fall in long-
150 B term interest rates as investors shifted funds from the
money market to the bond market. But, since for some
time there has been no evidence that the monetary
transmission mechanism is still effective, there have been
demands for an outright monetization of government debt
by the Bank of Japan, a demand which it has so far
resisted.

140

130

Reform of the banking sector is underway, but
small- and medium-sized companies continue to be
faced with the restrictive lending policy of banks
(“credit crunch”). Public funds were made available in
the autumn of 1998 to enable banks to tackle the bad
loans problem, but although they have made large write-
offs, the volume of bad loans did not change
significantly in the first half of 1998, as new firms

80 became insolvent.
1994 1995 1996 1997 1998 1999

100

90

In the five Asian economiemost affected by the
Source: United States Federal Reserve. crisis in the region (Indonesia, Malaysia, Philippines,
Republic of Korea and Thailand) there was a sharp fall in
output in 1998, except in the Philippines, where the
A%cession was rather shallow (table 2.1.2). The current
gcecount balances of these countries have moved from
|eficit in 1997 into surplus in 1998, reflecting the
omestic adjustment process to the net outflow of private
apital from the region. Falling import demand has
layed a major role in this reversal of the current account
lance. Export values have remained depressed with, in

and incomes and concerns about the pension system.
a result, the savings propensity rose markedly in 199
Weak domestic demand has translated into a marked fag
in imports. Exports to western Europe and North
America rose strongly but this was more than offset bf
the continuing weak demand from other countries in th

region. The current account surplus rose to some $1 : .
billion or 3.3 per cent of GDP in 1998. some countries, a strong recovery in export volumes
offset by falling dollar prices. National currencies have
The sharp appreciation of the yen between thaended to appreciate against the dollar in 1998, thus partly
beginning of August 1998 and mid-January 1999 haseversing the earlier sharp depreciations. Exchange rate
raised concerns about its adverse impact on expopgressures were also reduced on account of the strong
growth, the mainstay of economic activity in the currentappreciation of the yen against the dollar in the second
malaise. The Bank of Japan intervened in early Januatyalf of 1998. This provided scope for lowering domestic
1999 to arrest the strengthening of the yen against thaterest rates, which was supported in some countries
dollar, which has since been partly reversed (chart 2.1.5fIndonesia, Republic of Korea, Thailand) by a more
The appreciation of the yen has probably offset to a largaccommodative stance of fiscal policy. Equity prices
degree the potential effects of the new fiscal stimuluhave also edged upwards but displayed considerable
package adopted in April 1998. In any case, significantolatility in view of the turbulence in international
positive effects of this package were hardly discernibldinancial markets (chart 2.1.4). The recession is expected
until late 1998, when there were signs of a strengthenintp bottom out in 1999 reflecting the more conducive
in public investment. A further package of fiscal stance of economic policy and improved prospects for
measures, which envisages additional public workexport earnings, but this will also depend on the extent of
spending as well as income and corporate tax reductionthe cyclical slowdown expected in western Europe and
was adopted in November. Given the persistence dflorth America.
recessionary forces, the successive fiscal stimulus
packages have propelled the budget deficit an
government debt to high levels. Gross genera(,t_1

Among other Asian emerging market economies,
ong Kong moved into deep recession in 1998, while the
forces for growth have weakened significantly in
gingapore, driving the economy to the brink of recession.
In contrast, the Taiwan economy has displayed a striking

Official interest rates in Japan are at very lowresilience to the recession in the region, although the
levels. The discount rate has been at a historic low of 0.Bnhancial sector has started to experience some difficulties
per cent since September 1995. The overnight lendin@able 2.1.2).

1998, compared with some 75 per cent in 1995.
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TABLE2.1.2 economic environment, the authorities have maintained
Annual changes in real GDP in east Asian countries, 1996-1999 their comm|t_m(_ant not to devalue the renminbi, Wh',Ch has
(Percentage change over preceding year) fluctuated within an unchanged narrow band against the
dollar since May 1994. But the domestic economic costs
1996 1997 1998 1999 of this exchange rate policy have been increasing and its
Aseand .. 21 46 8.9 12 sustainability wiII. depend lstrongly on a recovery not
Indonesia ... 8.0 46 137 39 only of demand in the neighbouring Asian economies
Malaysia ... 8.6 77 -6.4 0.2 and sustained import growth in western markets but also
Philippines ... 5.8 9.7 0.5 15 on the restoration of domestic consumer and investor
Thailand ........ 5.5 0.4 7.9 0.7 confidence. Growth prospects for 1999 could also be
(N[=S— 6.3 6.0 -2.0 0.1 affected by potential adverse spillover effects of the
HONg Kong ..oovvveeesvvv 4.6 53 -5.0 -15 crisis in Brazil, which so far, however, have failed to
Republic of Korea ................ 7.1 55 6.1 2.2 oceur
SiNGapore ......cccoveveeeveerennns 6.9 7.8 1.3 - '
Taiwan Province of China .... 5.7 6.8 48 4.4
(0111 9.7 8.8 78 73 2.2 The economic situation in western
JAPAN oo 5.0 14 -26 -05 Europe and North America
Total above ..., 74 5.6 0.8 2.7

Source: Consensus Economics Inc., Consensus Forecasts, February 1999 (I) General economic developments

(intemet webstt). In the western market economies, the contractiona
Note: Growth rates of regional aggregates have been calculated by the ECE ! ry

secretariat as weighted averages of growth rates of individual countries. Weights effects of the crisis in Asia and other parts of the world
were derived from 1996 GDP data converted from national currency units into economy were increasingly restraining export growth in
dollars using purchasing power pariies. the second half of 1998. In western Europe, this
weakening of exports was not offset by a strengthening of
In Ching the pace of economic expansion sloweddomestic demand; instead, the growth of domestic
down further in 1998, although the growth rate of realdemand also slowed down. Real GDP rose by only 0.6
GDP remained very high by international standardsper cent between the second and third quarters of 1998
Despite the significant adverse trade effects of the easind was only 2.5 per cent above its level in the third
Asian crisis and the associated repercussions on domestjoarter of 1997 (chart 2.2.1). Partial data suggest that
employment and income levels, the official target of aneconomic growth decelerated further in the final quarter
increase in real GDP by 8 per cent was broadly mebf 1998: real GDP in the four major economies combined
Strong overall growth, however, contrasts with sluggishstagnated between the third and fourth quarters, masking
consumer demand and falling consumer and producdalling aggregate output levels in Germany and Italy.
prices in 1998. It appears that a large part of output iRough estimates suggest that economic growth in
simply being added to already large inventories, whiclwestern Europe as a whole was only about one quarter of
may not be saleable. In fact, to counter the slowdown im percentage point in the final quarter of 1998. This
economic growth and reverse deflationary tendencies th&tands in sharp relief to developments in the United
stance of monetary policy was eased and the governme8tates. Propelled by buoyant domestic demand, real
boosted expenditure on public investment projects. TheseDP rose by 1.5 per cent between the third and last
measures appear to have been effective in supportirguarters. These relative changes have led to an
economic growth in the second half of 1998. increasing divergence in the cyclical positions of western
Europe and the United States, a tendency which appears
fo have continued in early 1999. For 1998 as a whole,
eal GDP in western Europe is currently estimated to
ave increased by 2.7 per cent, down from 2.9 per cent in

was declared bankrupt after defaulting on its foreign loan .99h7' Within this agglgregater; there Wﬂs eéslight inchJea_lse
The government announced in early 1999 that most of tHe Ej ehaverage anntuaz %rovvt ratte' 'nlggeg E[Jrglpegnz 1n|o|n
ITICs will have to be restructured. International banks2"d the euro area to 2.8 per cent in (table 2.2.1). In

have reacted to the prospect that their loans might not e United States, real GDP rose by 3.9 per cent in 1998,

repaid with a credit squeeze on Chinese corporat € same as in 1997.
borrowers, refusing to extend new loans and calling in

some existing loans. A matter of dispute remains the (&) Western Europe
reliability of macroeconomic statistics published by the
Chinese Statistical Office and to what degree OUtpuL 1o
growth is overstatet}. Faced with a deteriorating domestic has

A matter of concern has been the signs of crisis in th
so-called International Trust and Investment Corporation
(ITICs), which have been channelling funds borrowe
abroad to domestic projects. In October 1998, a large ITI

Against a background of deteriorating prospects for
s and profits, industrial confidence in western Europe
fallen sharply since mid-1998, a feature which
contrasts with a further rise of consumer confidence to
very high levels (chart 2.2.2). Industrial and consumer
See IMF,World Economic Outlook ,.op. cit, pp. 147-150, box  confidence have been highly correlated in the past, and

4.1, which tries to reconcile strong output growth with low increases in : . .
electricity production and falling freight traffic in 1998. the recent dlvergence between the two is therefore quite
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CHART 2.2.1

Quarterly changes in real GDP, 1995-1998
(Percentage change over same quarter of preceding year)
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Source: National statistics.

Note: Data are seasonally adjusted. Euro area excludes Ireland and Luxembourg. Western Europe: euro area plus Denmark, Norway, Sweden, Switzerland and the
United Kingdom.

striking. To some extent the relative optimism of This average includes considerably stronger growth
consumers may reflect the prevailing low interest ratesates in Finland (8.5 per cent), Ireland (16.5) and Spain
and the gains in financial wealth of private households(6v4). In view of the sharp slowdown in output growth,
which have supported the purchase of consumer durablespacity utilization rates fell in the second half of 1998
(notably cars) and favourable financing of residentialand in January 1999 they were nearly 2 percentage
investments. There could be considerable myopiapoints lower than in August 1998 (chart 2.2.3).

however, on the part of consumers. Thus, the effects of Amond the maior components of demand. private
the recent deterioration in the short-run economic outlook t'g held J IFt)' | 0 199’8p q
will become visible in the labour markets only with a IagConsump lon held up refatively well in » an

in the course of 1999. It is also striking that, on balanceaIthOUgh the underlying tendency was for a slight

households perceived an improvement in the gener zak?:;?rgsg theo;:oucgiﬁqg;ttige %i%égZart 2',25;4)}:: \gfés
economic situation between September 1998 an y . gareg

; holds’ disposable incomes in 1998 were supported
February 199%; although forecasts of economic growth ousenc . :
were b)éing steadilygrevised downwards sin%e IasEy continued moderate growth in average earmings and
autumn y stronger gains in employment than in 1997. In several

countries, consumers’ expenditure was also supported by
Manufacturing production turned increasingly falling saving ratios. In addition, real disposable incomes
sluggish in the course of 1998, a marked contrast to iteere boosted by falling inflation and the sharp fall in oil
buoyancy in 1997 (chart 2.2.3). This reflected to a largerices.
degree the adverse effects of the spreading crisis in

emerging markets, including the transition economies Quarterly changes in real fixed capital formation

have been rather volatile since the second half of 1997,

e o e o ot semsglt the momentum Wich has normaly accomparied
P y P earlier cyclical upswings has been lacking. The rise in

gweaTear?;ls E)éw\;;nepnoaiit E&?;mggéaguga?g: th%r:gsers\é\f:apacity utilization rates until mid-1998 stimulated
As a result, manufacturing Olf)'[put in western Europe isBUSiness investment, as did favourable financing
estimated to have fallen between the third and fourtr?ond'tlons and improved profitability. But with the

quarters of 1998. In view of the significant statisticaldetemr""tlng economic outook, many firms appear to

carry-over effect from the end of last year, output rosehave po_stponed or scaled d_own their Investment plans.
The main focus of business investment has continued to

nevertheless, by some 3.5 per cent for the year as wholgé rationalization and modernization. Expenditure on
machinery and equipment rose in real terms by some 8
per cent in 1998 (compared with 1997). In contrast,
construction investment remained sluggish with

&6 European CommissiorBusiness and Consumer Surveiast

Results: February 199@russels), 4 March 1999.
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TABLE2.21 Growth in real exports of goods and services slowed
Real GDP in the developed market economies, 1996-1999 down S|gn|f|ca_ntly in 1998 from the very hlgh_ rates O,f
(Percentage change over previous year) 1997, a reflection of the fall in demand from Asia, Russia
and the OPEC countries. But also demand from central
1996 1997 1998 19992 and eastern Europe weakened. This general shortfall of
demand was increasingly less offset by rising demand in

WESt_em Eump_e """""""""""""" 20 29 27 L9 the other west European economies, which was reflected
422{]00;‘30“””'95 -------------------------- 12 gg ;Z;i %2 in a weakening of their import growth. In addition there
GEMmany e 13 22 28 15  \Were competiive pressures from the recovery of export
QLY v 09 15 14 18 growth in Asia, which tended to crowd out producers
United Kingdom 26 35 23 05 from western Europe in their domestic markets and
17 smaller countries ... 31 39 33 25 abroad.
églsgm ig ;g gg 2(1) On average, the changes in real net exports of goods
Cyprus 20 25 5.0 40 and services subtracted somewhat more than half a
DENMATK ...vvvvvvvvvveeeereeeesssssssssssens 33 31 24 16 percentage point from the growth in total domestic
Finland 4.1 5.6 4.9 3.0 demand of 3.4 per cent to yield an increase in real GDP
Greece 24 32 30 32 in western Europe of 2.7 per cent.
Iceland 55 5.0 5.6 43
Ireland 74 9.8 8.5 6.3 Developments in thiabour marketsvere relatively
ISTBE oo a1 21 20 17 positive in 1998. The rise in aggregate output was
k/l“giteambourg S Y R associated with an increase in total employment in
Netherlands ... . 31 36 37 23 western Europe by some 1% per cent in 1998 (table
NOMWAY vereeeeeesseererse e 55 34 2.0 1.0 2.2.3). This was the largest annual increase since 1990
T TT0 VS 32 37 35 30 (chart 2.2.5), but the weakening of cyclical growth forces
L 24 35 3.8 3.4 in the course of 1998 increasingly weakened the demand
S —— 13 18 29 20 for labour.
Switzerland ... - 17 2.1 15
TUTKRY v 7.0 75 2.4 18 Employment growth continued quite strongly in the
NOIth AMEICA ...vvvvvveereerrrerssssssns 33 39 38 3.0 smaller economies in 1998, also a reflection of rapid
CANAAA oo 12 38 3.0 27 output growth in the past few years. In contrast, changes
URIE SEAIES wovv v 84 39 39 30 in employment were more divergent among the four
Total BOVE ....oovvvvvvvvvvrrrnisins 2.7 34 3.3 24 major economies, where the average increase was small
JAPAN oo 5.0 14 29 05 (about half a percentage point). There was, however, a
Total above, including Japan ........ 3.0 31 23 20 strong upturn in the demand for labour in France, in fact
Memorandum items: the largest annual increase in employment in this decade.
EUropean Union ..o, 18 26 28 19 This reflected the combined effect of robust economic
EUIO Br€A w.vvvvvvvvercesssievecrrneesssens 16 25 28 2.1 growth and special labour market measures aimed at

Source: National statistics and national economic reports. prOV|d|ng JObS for young persor_ls in the PUbIIC SE@'[OI’_.
Note: All aggregates exclude Israel. Growth rates of regional aggregates Employment_grovvth also remained _relatlvely strong In
have been calculated as weighted averages of growth rates in individual the United Kingdom, but weakened in the course of the
countries. Weights were derived from 1991 GDP data converted from national year in response to the cyclical downturn. In Germany,
currency units into dollars using purchasing power parities. the fall in employment since 1991 petered out into broad
@ Forecasts. stagnation in 1998. There was, however, a rise in
manufacturing employment in the course of 1998 but this
levelled off in the final months of the year as output
growth weakened. Employment in eastern Germany

persistent excess capacities in many countries. Fallingontinues to be supported by special job creation
mortgage interest rates stimulated householdsProgrammes. In ltaly, sluggish economic activity
residential investment and there was also a strongd¥oduced only a slight rise in employment.

growth of investment in industrial buildings. On
average, however, construction investment rose only byu ith
some 1%, per cent in 1998. Altogether, total real grosg ,

fixed capital formation increased by 4.7 per cent in( .
: table 2.2.4 and chart 2.2.6). Some offset to the falls in
1998, up from about 3.4 per cent in 1997 (table 2.2.2). unemployment was due to the growth in the labour force,

Changes in stockbuilding tended to supportWhich was also influenced in many countries by the
domestic activity in 1998, although there was aincreased incentives for “discouraged workers” to seek
weakening in stock accumulation in the second half of
the year. For the year as a whole, stockbuilding
contributed half a percentage point to the overall growth 57 This accounted for about one third of all the additional jobs created

of GDP. in 1998 and was reflected in a decline of youth unemployment.

Increased employment was also reflected in a
er small decline in the average unemployment rate to
per cent in 1998, down from 9.9 per cent in 1997
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CHART 2.2.2

Business cycle indicators for the European Union and the United States, January 1994-February 1999
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Source: Data for the European Union: Commission of the European Communities, European Economy, Supplement B (Luxembourg), monthly and direct
communications. Data for the United States: consumer and business confidence: the Conference Board, New York (internet website), and direct communications.
Purchasing Managers’ Index: website of the National Association of Purchasing Management, Arizona, and direct communications.

Note: European Union data show net balances between the percentages of respondents giving positive and negative answers to specific questions. For details see
any edition of the source. United States: consumer confidence is measured in index form with base year 1985=100. Business confidence is compiled on the basis of
answers to specific questions, with the following scale applying: 100 = substantially good; 75 = moderately good (+); 50 = moderately good (-); 25 = moderately bad; (0) =
bad. The Purchasing Managers’ Index (PMI) is a composite index pertaining to the business situation in manufacturing industry. An index value above (below) 50 per
cent indicates that manufacturing industry is generally expanding (contracting). A PMI above (below) 44.5 per cent, over a period of time, indicates that overall economic
activity, as measured by real GDP, is generally expanding (contracting).

jobs again against a background of tighter laboushould be translated into National Action Plans for
markets. On the other hand, special labour marketmployment. The 1999 version of these guidelines
measures also played a role in reducing unemployment ireaffirms the tenets of the strategy and puts the accent on
France and Germany. Given the modest recent declineagtive measures (e.g. changes in benefits and taxes so as
the average unemployment rate has remained close to its provide incentives for unemployed or inactive people
peak of the past two decades in France, Germany arnd seek and take up work and training opportunities and
Italy.  This contrasts with the sharp fall of the to reduce recourse to early retirement schemes) and on
unemployment rate in the United Kingdom since the starlifelong learning (especially in the area of information
of the cyclical upswing in 1993, to 6.3 per cent in 1998, thand communication technologies). However this process
lowest rate in the past two decades. Unemployment ratés still incipient and the shift in the focus of policies is
have fallen significantly in many of the smaller economiedikely to take place only in the medium tef.

and to relatively low levels in 1998 (table 2.2.4). ) ) o
Consumer price inflationin western Europe

The negative social and economic consequences abntinued the declining trend established at the beginning
persistently high unemployment rates in most of westerof the decade and in 1998 reached its lowest level in
Europe has increased the pressure on governments dbmost 40 years (see chart 2.2.7). The main factor
strengthen theitabour market policies At the “Jobs
Summit” of November 1997 the European Union
launched the Luxembourg processwhich aims at

. . .. . . 68 . - . .
reorienting policies towards a more preventive and active | Europte%n _dC?mrggz;gysigropeg Comml(s:smn .Aqopts’A d19?9
H H - Employmen ulaeline andeuropean Commission opts

approach to the problem. Guidelines were agreed, whic 98 Joint Employment Repol?/98/889 (Brussels), 14 October 1998.
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CHART 2.2.3

Manufacturing output and capacity utilization in the euro area and the United States, January 1996-January 1999
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Source: Eurostat; OECD, Main Economic Indicators (Paris), various issues.

Note: Data are monthly and seasonally adjusted. Capacity utilization rates for the euro area refer to January, April, July and October of each year. Data for the euro
area excludes Austria.

underpinning the latest fall in inflation rates was the steegtability in the monthly price indices in the second half of
decline in the prices of international commoditiesthe year. Core inflation (i.e. excluding food and energy
(section 2.1 above). Labour cost pressures have remainpdces) has been stable at an annual rate of some 2 per
largely absent. Prices of international manufactures feltent since early 1997. The differential changes in
against the background of excess capacities in severpfoducer and consumer prices (chart 2.2.7) reflect not
sectors (e.g. steel, automobiles, textiles, informatioronly differences in the composition of the indices but also
processing equipment) and fierce price competition in théhe fact that consumer prices also include services. There
wake of the Asian crisis and the marked slowdown ins evidence that service suppliers have been more
world output growtt? successful in raising their prices in recent years than

. . . goods supplier§, who have been facing intensified
Falling commodity prices depressed not only the: mport competition.

prices of industrial raw materials (a major component of
producer price indices) but they also exerted downward  An alternative measure of inflation in the euro area

pressure on the energy and food prices paid by finds the Harmonized Index of Consumer Prices (HICP),

consumers.  The pass-through of falling non-fuelwhich has a less comprehensive coverage than the
commodity prices contributed to lower average pricetraditional national indices. The HICP rose by 1.2 per

increases faced by private househol@®oducer prices cent in the euro area in 1998, down from 1.6 per cent in
actually fell not only in many west European countfies 1997. The general tendency is for the annual inflation

but also in North America and Japan in 1998. In westermate in the individual countries according to HICP to be

Europe, their fall was accentuated by the depreciation dflightly lower than the rates based on the national

the dollar in the second half of the year, which putdefinitions (table 2.2.5). Outside the euro area, there is a
additional downward pressure on import prices inconsiderable difference (some 2 percentage points)
domestic currencies. Consumer price inflation averagelletween these two measures in the United Kingdom.
only 1.6 per cent in 1998 (table 2.2.5), with virtual

™ In the United Kingdom, for instance, 27 per cent of goods’ prices

89 |nternational trade prices of manufactures (in dollars) fell by 2 5included in the retail price index fell in 1998, as compared with just 14

per cent in 1998 compared with a fall of 8.1 per cent in 1997. per cent of service prices. The difference between producer price and
consumer price changes may also partly reflect past increases in the cost

Average annual producer price indices fell in 10 out of 17 of labour or bought-in services, which together account for a large portion
countries in 1998. The fall in prices was even more pervasive, in 14 oubf manufacturers’ total costs. Bank of Englardflation Report
of 17 countries, in the final months of 1998. (London), February 1999, pp. 35-36.
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CHART 2.2.4

Quarterly changes in real GDP and major demand components in western Europe, 1995-1998
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Source: National statistics.

Note: Data are seasonally adjusted. Data cover 14 countries, i.e. 12 member states of the EU (except Greece, Ireland and Luxembourg) plus Norway and
Switzerland.

Inflation differentials between countries of the euro areaffset by gains in productivity. ~GDP per person
had narrowed significantly in early 1997, but since theremployed, a crude measure of productivity, rose by 1.6
the gap between the highest and lowest rates has tendger cent in 1998, less than the 2.5 per cent gain in 1997.
to rise again (chart 2.2.8). While the average increase ihhis limited the average increasewfit labour costdo

the HICP continued to be pulled down by the furtherjust 0.6 per cent. In several countries (Germany, ltaly,
decline of inflation in countries such as Austria, Finland,Spain, Netherlands, Switzerland) unit labour costs even
France and Germany, this was partly offset by somewhdell slightly. The major exceptions to this general pattern
stronger inflation in a number of other countrieswere Denmark, Norway and the United Kingdom, where
(Portugal, Ireland, the Netherlands) in the course of thenit labour costs rose by some 4 per cent in 1998.

ear. . .
y Among the four major economies, there was a

The continued moderate growth in labour costs irmarked_strengthening in the average yearly rate of GD_P
most western European countries was to a large extegtowth in France and Germany. The pace of economic
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TABLE 2.2.2

Major components of demand in the ECE market economies, 1997-1998
(Percentage change over preceding year)

Private Government Gross fixed Stock Total domestic
consumption consumption investment building @ demand Exports Imports Net exports &
1997 1998 1997 1998 1997 1998 1997 1998 1997 1998 1997 1998 1997 1998 1997 1998

Western Europe ........... 2.3 2.7 0.3 1.3 34 47 04 0.6 2.6 34 102 48 9.7 74 02 -07
4 major countries ...... 1.8 24 01 12 1.6 41 0.6 0.8 2.0 33 9.5 39 8.8 7.1 03 -09
France .............. .. 09 34 1.2 15 0.1 4.6 0.1 0.6 0.9 38 126 5.7 8.1 8.2 14 07
Germany ... .. 05 19 07 0.6 0.1 1.6 1.2 15 14 31 111 54 8.1 6.6 08 -03
171V 2.6 19 -08 14 0.8 35 0.7 0.5 24 2.6 5.0 1.3 9.9 61 -09 -11
United Kingdom .......... 39 2.6 - 15 6.6 8.0 0.2 0.2 3.8 35 8.7 2.7 9.5 78 03 -17
17 smaller countries ... 3.4 3.2 11 15 6.9 5.8 - 0.3 3.9 38 115 65 114 7.8 01 -05
Austria w07 18 -39 15 2.8 4.8 14 0.3 1.8 28 101 75 8.7 6.8 0.7 0.4
Belgium 2.1 2.8 0.8 11 5.4 4.8 0.3 0.1 2.2 3.0 7.1 5.1 6.3 55 09 -01

Cyprus 24 7.0 34 7.7 -84 0.6 04 0.1 0.7 5.6 21 20 13 36 03 -30
Denmark ..o 3.6 34 11 22 106 5.0 01 03 45 3.8 55 12 9.8 48 -13 -13
Finland 2.2 51 2.9 04 142 8.2 0.7 - 54 46 142 66 114 8.1 2.0 0.2
25 19 04 0.8 9.6 80 -02 -02 35 3.0 53 55 54 45 -08 -04
60 103 15 30 112 282 -0.2 0.2 58 124 5.6 5.7 80 250 -06 -66
6.3 8.3 4.8 30 109 130 04 -06 7.3 76 169 195 156 213 37 22
41 33 19 23 23 33 09 -10 14 0.9 7.6 6.0 2.8 21 11 1.0
25 2.6 17 28 141 65 -07 - 4.7 37 6.0 75 6.1 7.0 0.8 15
Malta ... 24 29 12 46 16 41 2.1 53 1.6 5.6 2.0 52 -24 16 2.8 2.3

Netherlands w30 4.4 15 25 6.8 3.9 - - 3.6 4.0 6.7 5.9 7.1 6.8 0.3 -
Norway ......... . 34 3.2 3.0 28 126 6.6 0.2 0.6 5.6 45 5.8 05 123 69 -18 -23
Portugal ......cc.crvveerenn. 3.0 3.6 25 28 113 7.8 0.2 - 5.2 45 84 105 104 100 -21 -12
SPaIN oo 31 35 14 1.3 5.1 8.8 -0.3 0.1 2.9 44 148 101 122 115 05 -07
Sweden ..... 2.0 2.7 2.1 2.0 -48 105 0.7 0.3 0.4 41 128 51 117 8.9 14 0.9
Switzerland 1.7 1.8 -0.7 0.6 15 3.8 - 1.7 13 3.8 9.1 4.1 7.9 8.7 05 -1.7
Turkey ...... ... 84 2.1 4.1 05 148 -2.0 -0.9 1.0 9.0 1.7 191 33 224 18 -19 0.3
North America .............. 34 4.7 11 1.0 7.5 9.3 0.5 -0.1 43 48 124 21 138 103 -04 -12
Canada .......cccooeveernne. 4.1 2.7 -0.8 07 111 4.2 0.8 -0.4 5.2 2.2 8.0 81 133 6.4 -15 0.7
United States .............. 34 4.8 13 1.1 7.1 9.7 0.5 -0.1 4.2 51 128 15 139 106 -04 -14
Total above ................ 2.9 3.7 0.7 1.2 5.4 7.0 0.5 0.3 35 41 113 34 118 88 -01 -10
Japan ......coooveenneennens 1.0 11 15 0.6 -1.9 -9.0 -0.1 -0.2 0.1 36 116  -23 05 77 14 0.6
Total above,
including Japan .......... 2.6 2.9 0.8 11 4.3 45 0.4 0.2 2.9 29 113 25 100 6.2 01 -07
Memorandum item:
European Union ......... 2.0 2.7 0.1 1.3 2.8 5.0 05 0.6 2.3 35 9.9 5.0 9.1 7.6 04 -07
EUr0 area .......cooeevvee. 1.7 2.7 0.2 1.3 2.0 4.2 0.5 0.7 2.0 34 102 55 9.0 7.6 05 -05

Source: OECD national accounts and national statistics.
Note: All aggregates exclude Israel.

a Percentage point contribution to annual GDP growth.

expansion remained sluggish in Italy. In the Unitedhigh capacity utilization rates and lower costs of finance.
Kingdom, there was a marked slowdown in the rate offhe favourable outcome for the year as a whole,
economic growth. however, masks a deceleration in the pace of expansion
in the second half of 1998, as the effects of the
In France the acceleration in economic growth to aweakening of global growth forces began to increasingly
rate of 3.1 per cent in 1998, markedly above the wesiffect activity in industry despite a partial offset by
European average, was mainly supported by domestigystained growth in services. Despite the weakening of
demand. EXpOft grOWth weakened markedly refleCtingexport growth and strong demand for importsi the
inter alia, a fall in shipments to Asia. In the presence ofmerchandise trade surplus fell only slightly and the
strong import demand, changes in real net exportgyerall current account remained in comfortable surplus.
subtracted significantly from overall economic growth. pevelopments in 1999 will depend heavily on the impact
The most striking feature was the recovery in privatepf the deteriorating international economic environment
consumption expenditures, which rose by nearly 3.5 pesn consumer and industrial confidence and investment
cent. Aggregate real incomes were boosted by gains igehaviour. A major uncertainty is how the

employment, falling inflation and reduced social securityimplementation of the 35-hour legal working week will
charges. Business fixed investment was stimulated byffect industrial competitiveness.
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TABLE 2.2.3

Total employment in the ECE market economies, 1995-1998
(Percentage change over previous year)

1995 1996 1997 19982

Western EUrope ........coocveeveernnes 1.0 0.8 0.2 1.2
4 Major COUNtries ........oveveiinienns 0.3 0.2 0.1 0.6
France ..., 1.0 0.2 0.2 14
GErMANY .o 0.4 -13 -1.3 -
Italy . 03 - 0.2 0.2
United Kingdom € ..o 11 24 19 0.9
17 smaller countries ...........cc....... 2.0 1.6 0.3 2.1
Austria ... 0.2 -05 0.3 0.9
Belgium¢. . 0.5 04 0.5 1.2
Cyprus ........ . 34 1.0 0.2 .
Denmark ..... . 11 0.8 2.0 1.9
Finland ... 1.7 1.0 2.0 2.7
Greece ... . 0.9 1.2 0.5 14
Iceland® ...... .08 3.0 1.7 2.1
Ireland @ ...... . 51 39 3.2 6.7
Israel ............... . 5.2 2.4 1.4 1.8
LuXembourg ........ccveviereereeniniins 25 28 32 45
Malta® ....c.eveieieeee e 3.8 1.0 0.5 0.4
Netherlands® .. .14 2.0 2.6 2.7
Norway ...... . 2.1 25 2.9 2.3
Portugal .. -0.7 0.7 1.9 2.8
Spain ...... . 2.7 2.9 3.0 31
SWEAEN ., 15 -0.5 -1.0 14
Switzerland ..........cccoooevvieiiennnen. 0.1 0.3 -0.3 1.2
TUIKEY e 3.7 2.0 2.5 15
North America ........cocovvevviivnnnn. 2.3 1.8 25 2.6
Canada ............... 1.6 13 1.9 25
United States ... 2.4 1.9 2.6 2.6
Total aboVe ....c.cocvvierrieeiine, 1.6 1.2 1.2 1.8
JAPAN oo 0.2 05 1.1 0.6
Total above, including Japan .......... 13 11 12 1.4
Memorandum items:
European Union ........cccovvvvinnnne 0.6 0.6 0.5 1.1
EUro area ......cccoeeeeveeessiinnns 0.5 0.2 0.2 1.1

Source: National statistics; OECD, National Accounts Detailed Tables, Vol.
1, 1998 and OECD Economic Outlook, No. 64, December 1998 (Paris); UN/ECE
secretariat estimates.

Note: All aggregates exclude Israel. Unless otherwise indicated, data refer
to the annual average number of persons employed, i.e. no adjustment is made
for part-ime workers. Comparisons with previous years are limited due to
changes in methodology in Israel (1996).

a Provisional.

b Full-time equivalent data.
June.

Mid-April estimates.

®© QO O

End of year.

f Ful-time equivalent employees plus the number of self-employed workers
(unpaid family workers are not included).

In Germany real GDP rose by 2.8 per cent in 1998
compared with 2.2 per cent in 1997. This improved
performance was solely due to the strengthening of _,
domestic demand. Export growth weakened significantly
and changes in real net exports subtracted slightly fro

the year. Households’ consumption expenditures were
supported by larger gains in nominal wage rates which,
combined with the fall in inflation and the stabilization of
employment levels, led to higher growth in real disposable
incomes. Disposable incomes were also supported by a
lowering of the income tax burden, which was only partly
offset by the rise in VAT at the beginning of April 1998,
and by the fall in the savings ratio to historically low
values. Business expenditures on machinery and
equipment rose strongly, by some 8.5 per cent year-over-
year, but this was mainly due to a strong recovery in the
first quarter of 1998 which petered out into broad
stagnation for the rest of the year. Construction investment
fell sharply, by some 5 per cent. The contribution of
changes in stockbuilding to overall growth in GDP was
some 1Y, percentage points in the past two years, which is
very high by international standards. In the labour
market, the fall in employment in recent years finally
bottomed out in 1998, but there was very little growth
during the year. The number of unemployed, which was at
a postwar high at the end of 1997, fell steadily in 1998, a
reflection, as in France, of special labour market measures.
Labour cost pressures were negligible and unit labour costs
continued to fall. The merchandise trade surplus rose
somewhat in 1998, in part a reflection of the fall in import
prices, but this was more than offset by the deterioration in
the invisibles balance; as a result, the current account
deficit increased to some DM 15 billion in 1998 (or 0.4 per
cent of GDP), about twice its level in 1997.

In ltaly, overall economic activity remained very
sluggish in 1998. Real GDP rose by only 1.4 per cent
slightly less than in 1997. Fiscal policy was more neutral,
following the sharp retrenchment in 1997, but monetary
policy was relatively tight for most of the year. Private
consumption remained subdued, reflecting little growth in
real disposable incomes which was only partly offset by a
fall in the household savings ratio. The weakness of
private consumption was partly counterbalanced by a
moderate strengthening of fixed investment. Government
consumption expenditures rose in real terms, more than
offsetting their decline in 1997 (table 2.2.2). Private sector
domestic demand was restrained in the second half of 1998
by the ending of the special incentive scheme for the
purchase of new cars introduced by the government in
1997. The ensuing fall in car sales was a factor behind the
weakness of industrial activity in the second half of 1998.
The overall deterioration in export performance in 1998
reflects also the adverse effects of the Asian crisis on the
domestic textile and clothing sector, which still accounts
for an important part of Italian industry. Changes in real
net exports subtracted from overall economic growth in
1998. Employment rose only slightly and the high rate of

There is a presumption that these inventory changes are overstated
as they are difficult to reconcile with advances in inventory management

MBnd general economic developments. Given that inventory changes for

overall economic growth in 1998 (table 2.2.2). None ofrecent years are typically calculated as a residual, this would therefore

the domestic demand components, however, develop
any significant upward momentum during the course o

int to biases in other national accounts aggregates. DIW, “Grundlinien
er Wirtschaftsentwicklung 1999” Wochenbericht 1/99(Berlin), 7
January 1999, p. 18.
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TABLE 2.2.4

CHART 2.2.5 . . .
Standardized unemployment rates @ in the ECE market economies,

1995-1998
(Per cent of civilian labour force)

Changes in total employment in
industrialized countries, 1990-1998
(Percentage change over previous year)

1995 1996 1997  1998°
— nited States Western Europe = = = = = Japan Western Europe """""""""""""" 101 101 9.9 9.2
3 4 Major COUNHIES .....c.covveevecrnnnen 9.8 10.1 10.2 9.7
France ..o, 11.7 124 124 119
Germany ......coocvveeerneeeneneeenens 8.2 8.9 9.9 94
2 Italy 119 12.0 12.1 12.2
United Kingdom ........ccccocvvvvnnnns 8.7 8.2 7.0 6.3
17 smaller countries .......c...ccceuu.. 10.4 10.1 95 8.5
1 AUSHTIA 1. 3.9 4.4 4.4 4.4
Belgium ..o 9.9 9.7 9.2 8.8
Cyprus®© .. 2.6 31 34 3.2
0 Denmark .......cocevveceiieeerieien, 7.3 6.8 5.6 5.1
Finland ......ccccooeevicniceeee, 15.3 14.6 12.7 114
GIEECE vvvevevevririceeeee et 9.2 9.6 9.6 9.3
1 Iceland ......cccocevvieirereeees 5.0 4.4 3.9 2.8
Ireland .....coceveenieeeeees 12.3 11.6 9.9 7.8
ISTAEI v 6.9 6.7 1.7 8.6
2 Luxembourg ......cccoevevveneninnnns 29 3.0 2.8 2.8
1990 1991 1992 1993 1994 1995 1996 1997 1998 Malta® ..o 3.8 4.4 5.0 4.9
Netherlands ..........cccovvvvvverennes 6.9 6.3 5.2 4.0
Source: National statistics; OECD, National Accounts Detailed Tables, Vol. I, NOTWAY .oovvveriieiiicrieiiciiian, 5.0 49 41 3.4
1998 and OECD Economic Outlook, No. 64, December 1998 (Paris); UN/ECE POrtUgal .......ccovvvirrieiiniian, 7.3 7.3 6.8 4.9
secretariat estimates. SPAIN oo 22.9 222 20.8 18.8
Sweden ....... 8.8 9.6 9.9 8.2
Switzerland . 4.2 4.7 5.2 3.8

6.9 6.0 5.7 5.6
6.0 58 54 4.9

unemployment remained unchanged. The merchandise Turkey
trade surplus fell in 1998, but the current account remained
in comfortable surplus corresponding to some 2.5 per cen

Canada ......coovvrevrnrerereeinens 9.5 9.7 9.2 8.3
of GDP. UNIted SEAES .eoerrrrrrrersrrn 56 54 49 45
In the United Kingdom the pace of €ConomiC  Total @bove ..., 8.3 83 179 73

expansion slowed down from the high rates of 1997 to ;a,, 32 34 34 41

near stagnation in the final quarter of 1998. The lagged

. . L. o Total above, including Japan ......... 75 7.5 7.2 6.8
effects of tight economic policies were amplified by the v dum it .g P
dampening impact of the appreciation of the pound sterling " oo & cum flems.
: .. European Union ..........ccccoevevenns 10.7 10.8 10.6 9.9
and the effects of the Asian crisis on net exports. The gyoarea .. ... . 114 116 116 109

growth of both private consumption and fixed investment : — —
has slowed down significantly; this has affected mainly Sourqe: Nanongl stat!stlcs; OEC!D, Qqarterly Labour Force Statls_tlcs, No. 4,
. . . 1998, Main Economic Indicators, various issues and OECD Economic Outlook,
manufacturing industry, which was on the edge 0fo g4, December 1998 (Paris); UNIECE secretariat estimates.
recession throughout the second half of 1998. But there ote: Al aggregates exclude Israel.
are increasing signs that activity in the services SGC'[O_I’ has 5 Adjusted to achieve comparability between countries, except for Cyprus,
also started to slow down. In response to the weakening Gfeland, Israel, Malta, Switzerland and Turkey.
GDP growth and a favourable inflation performance in line
with the official target, the stance of monetary policy has
been progressively relaxed since early October, although
nominal and real interest rates are still significantly higher
than in the euro area. Real GDP rose by 2% per cent in  Among thesmaller west European economidise
1998 down from 3.5 per cent in 1997. Changes in the reglattern of performance was as diverse as among the four
foreign balance subtracted about 1.5 percentage poinigrger economies, but the general factors shaping
from overall economic growth. Overall employment outcomes were much the same. The dominating feature
growth slowed down significantly in 1998, although therewas for weakening export growth in the second half of
were continuing gains in services. The unemployment rat¢998, accompanied by a slowdown in the growth of
fell to 6.3 per cent in 1998, the lowest in nearly 20 yearsdomestic demand. For the year as whole, real GDP rose
But the improvement in the labour market has petered ouby 3%z per cent, down from nearly 4 per cent in 1997
Labour cost pressures are difficult to gauge since th@able 2.2.1). This outcome reflects to a large degree a
suspension of the Average Earnings Index in Novembgpronounced weakening of economic growth in Denmark,
1998, but there are some indications that they have bedworway and Turkey. In contrast, the rate of economic
easing recently. The question is whether in the face afxpansion remained quite vigorous in most of the other
weakening external and domestic demand, a recession ca@untries, notably Finland, Ireland, Luxembourg, the
be avoided in 1999. Netherlands, Portugal and Spain.

b Provisional.
C End of year.
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CHART 2.2.6 between March and August 1998 in response to
Unemployment rates in industrialized countries, 1990-1998 considerable capital outflows which put d_ownward
(Per cent of civilian labour force, quarterly average, standardized rate) pressure on the exchange rate. These capital ouflows

were associated with the sharp fall in oil prices and
mounting wage cost pressures originating in the
increasingly tight labour market. In late August, the

— nited States Western Europe = = = = = Japan . " .
central bank abandoned its attempt to maintain the
12 exchange rate within the established target range against
1 the ECU. The krone is currently still below the official

target range but the stabilization of the exchange rate and
the marked cyclical slowdown led to a lowering of
official interest rates at the end of January 1999. The
sharp fall in oil prices was the main factor behind the
swing in the current account from surplus in 1997 to
— small deficit in 1998. As a reaction to falling prices, oil
calmedle e and gas production was cut in 1998. High interest rates
______ o were restraining both private household expenditures and
business fixed investment in the final months of 1998.

[
o
R _§_>_

o KB N W M 00O N 0O ©

In Turkey the pace of economic expansion slowed
1990 1991 1992 1993 1994 1995 1996 1997 1998 down sharply in the second half of 1998. This was partly

Source: National statistics; OECD, Quarterly Labour Force Statistics, No. 4, in response to the tightening of econom'g policies within
1998, Main Economic Indicators, various issues and OECD Economic Outlook, the framework of the government's three-year

No. 64, December 1998 (Paris); UN/ECE secretariat estimates. stabilization programme which was launched in the first
Note: The average unemployment rate for western Europe does not include half of the year and which aims to curb very high
data for east Germany before 1993. inflation and reduce high fiscal deficits. The restraining
CHART 2.2.7 effects of tighter macroeconomic policy, however, were
o _ _ significantly amplified by the adverse effects of the Asian
Inflation in four major European countries, 1994-1998 and Russian crises. Exports were depressed by the fall in
(Percentage change over same month of previous year) demand from Russf and increasing competitive

pressures from Asian producers in domestic and foreign
markets. In addition, the Russian crisis triggered capital
outflows which were mirrored in a significant rise in yields

on short-term treasury bills and of overnight lending rates

e— CONSuUmMer prices Producer prices

5 / N\ in the interbank market. High real domestic interest rates
/ \ and a tightening of lending standards have restrained
4 private sector borrowing, with concomitant negative

effects on consumption and investment spending.

The steady economic recovery in Switzerland

? / during 1997 increasingly lost momentum in 1998,

1 = — reflecting mainly the effects of slowing export growth
\ ; AN and the adjustment of business inventories, which offset

0 the steady growth of consumption and fixed investment.

B X Among the remaining countries, annual rates of

economic growth were rather favourable but, again, the
annual average masks a more or less pronounced

1994 1995 1996 1997 1998 . ) .
slowdown in domestic demand and exports during the
Source: National statistics. course of the year. In Portugal and Spain, domestic
Note: Four major European countries: France, Germany, Italy and the United demand was stimulated by falling interest rates in the
Kingdorn. course of 1998 but despite high levels of activity the

deteriorating international environment appears to have

In Denmark in addition to the adverse changes in@lléviated fears of overheating.
real net exports, the deceleration in economic growth also  |n Greece macroeconomic policies are focused on
reflects the effects of restrictive fiscal measuresmeeting the key Maastricht convergence criteria by mid-

introduced to prevent the overheating of domesti000. Economic growth in 1998 was largely supported
activity.

In Norway, a cyclical peak was passed in 1998 after
a long and high rate of economic expansion which started 3 The sharp depreciation of the Russian rouble eroded the incentives

. . S . for the so-called “suitcase trade” with Russia and other members of the
in 1993. Monetary policy was significantly tightened CIS, which was estimated to exceed official exports by a large margin.
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TABLE 2.2.5 CHART 2.2.8
Consumer price indices in ECE market economies, 1996-1998 Inflation rate differentials in the euro area, 1996-1998
(Percentage change over previous year) (Harmonized Index of Consumer Prices, percentage change over same
month of previous year)
According to
national definitions HICP*#
1996 1997 1998 1998 —&— Highest inflation rate e Euro area (average)
Western EUrope ... 2.3 1.9 1.6 .. —oO— Lowest inflation rate
6
4 Major COUNtries ... 24 19 16 11
France w20 1.2 0.7 0.7 \
GEIMANY ...ovvooveerrereesrieranne, 15 18 0.9 0.6 5
Y2 3.9 17 18 2.0 \\\
United Kingdom ..........cccvevenne 24 31 34 1.6 4
16 smaller countries.............. 2.3 18 15 1.8
Austria . 19 1.3 0.9 0.8 3
Belgium 2.0 1.6 1.0 0.9
CYDIUS oo 20 36 22 . , W\AA\\ A W
Denmark . . 20 2.2 1.9 1.4 N/ x
Finland ... . 05 1.2 14 14
Greece ... 8.3 55 48 4.6 1
Iceland ... 23 18 17 14
Ireland ..... w17 14 2.4 22 0
ISIAEI oo 11.3 9.0 54 . 1996 1997 1998
Luxembourg .......cccovvvverreinenns 1.3 14 1.0 1.0
Malta ... w23 3.2 2.2 - Source: Eurostat.
Netherlands ... w20 22 2.0 18
Norway ........... . 13 2.6 2.3 1.9
Portugal .. 31 2.3 2.8 2.3
Spain ...... . 36 2.0 18 18 . .
s\?veden .................................. 05 05  -01 10 the average change of the consumer price index. Growth
SWItZErand .......eeeeerreevvenne. 0.8 0.5 0.1 . prospects for 1999 will be affected by the expected near
TUIKEY ovvvereereineeenneesssnnee 798 848 862 . stagnation of the United Kingdom economy, thejor
North AMerica ..................... 28 22 15 . trading partner.
Canada . 16 16 0.9 . . .
United States ......ererene 30 23 16 . Outside Europe, economic growth israel has
been sluggish since the second half of 1996. Economic
Total above .....coovvvvvveiriinnn, 2.6 2.1 15 . . .
developments in 1998 were influenced by the cumulative
JAPAN ovnsvrsnsnsssnsnsnsanns 01 18 06 . effects of the Asian crisis which affected capital inflows
Total above, including Japan ... 2.2 20 14 , and depressed export growth. Domestic demand
Memorandum items: remained weak against a background of tight economic
European Union ..................... 24 1.9 16 13 po”cies and the petering out of the Capita| stock
EUMO Q€A v 24 1713 12 adjustment process that had been triggered by the earlier
Source: National statistics and Eurostat. surge in immigration and which stimulated notably
Note: All aggregates exclude Israel. residential investment.
a |Inflation according to the Harmonised Index of Consumer Prices (HICP). ]
b Thirteen smaller countries in the case of inflation according to the HICP. (b) North America

In the United Statesthe last recession ended in
March 1991. This was followed by the longest period of
by fixed investment in both the private and public sectorspeacetime expansion (96 months in April 1999) since the
with the latter partly financed by EU structural funds.dating of business cycles began in 1854.

Inflation was below 3.7 per cent in January 1999 down . .
from 6.8 per cent in the same month of 1997. The _ 1he marked acceleration in economic growth, by

general government budget deficit fell below 3 per centl-2 Per cent, between the third. and final quarters of 1998
in 1998, but government debt, which is more than 10 as not expected by economic foreca_sters (chart _2.2.9).
per cent of GDP, fell only slightly. he growth of personal consumption expenditures

remained very high and business fixed investment

_In Ireland, the economy has so far displayed agccelerated sharply following moderate growth in the
striking resilience to the repercussions of the Asian and

Russian crises on the global economy. Continued
buoyancy of exports and domestic demand led to an ,
increase in real GDP of 8.5 per cent in 1998, down from
9.8 per cent in the previous year. Mounting inflationary National Bureau of Economic ResearddS Business Cycle
pressures on labour costs and asset prices in some SGC@?’%&”SiO”S and Contractior{@ternet website). The longest expansion

fthe d . h failed f h ar lasted 106 months starting from February 1961 (trough) until
ot the domestic economy have failed so 1ar to SNOW UP Iidecember 1969 (peak) — but this was influenced by the Viet Nam war.

Israel has been a member of the UN/ECE since July 1991.
75
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CHART 2.2.9

Quarterly changes in real GDP and major demand components in the United States, 1995-1998

[ Percentage change over preceding quarter — Percentage change over same period of preceding year

GDP Private consumption
5 6
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Source: National statistics.
Note: Data are seasonally adjusted.

third quarter. Residential investment maintained its higtwhole, restrained by the strong dollar (for most of the
momentum. Real exports of goods and services also rogear) and weakening demand in foreign markets.
markedly following three consecutive quarters of declinePersonal consumption expenditure rose at its strongest
Import demand growth remained strong in the presenceate since 1985, and continued to be supported by the
of buoyant domestic demand but, following sevencombined effect of continuing employment growth,
consecutive quarters of negative contributions taoncreases in average nominal earnings, and falling
qguarterly GDP growth, real net exports even providednflation. Consumer confidence rose to very high levels,
some slight support to domestic activity. a tendency which was only temporarily interrupted by the
financial market turbulence in late summer 1998 (chart
For the year as a whole, real GDP rose by 3.9 pep.2.2). Household savings fell to only 0.1 per cent of
cent in 1998, the same rate as in 1997. Total domestifisposable incomes in the fourth quarter, down from an
demand rose by more than 5 per cent, but this waslready low 1.1 per cent in the first quarter. This
significantly offset by adverse changes in real net exportswillingness of households (in the aggregate) to spend all
Real exports rose only 1.5 per cent for the year as &f their disposable income is associated with the
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significant gains in financial wealth stemming from the CHART 2.2.10
rise in share prices. One result of the favourable gains in Inflation in the United States, 1094-1998
incomes and wealth and low mortgage interest rates, was (Percentage change over same month of previous year)
a considerable demand for single-family housing, which
contributed to a boom in the construction sector. Thé&
buoyancy of business fixed investment reflects to a large = Consumer prices
degree the continuing surge in expenditure on 4
information processing equipment which, in real terms,
was some 31 per cent higher in the fourth quarter of 1998 ,
than a year earliéf. Manufacturing production was
relatively sluggish in the course of 1998, a result of the | ~
Asian crisis and competitive pressures from the strong \/ \/\,
dollar. Production rose only slightly in the course of the l\/—/
year, and the relatively strong average annual growth rate /
0

Producer prices

of 4 per cent largely reflects a significant statistical carry-

over effect from 1997. As a result of the continuing ¥/

strong growth in productive capacity, due to high levels v\ /\//
of fixed investment, there was a significant fall in -1

capacity utilization rates (chart 2.2.3). Capacity output in \J

January 1999 is estimated to have been 5.5 per cent -
higher than in the same month of 1998. Capacity 1994 1995 1996 1997 1998
utilization rates fell by more than 3 percentage points ovet — —

the same period and were some 6 percentage points below>°"¢® Natonal statstcs.
their previous peak in 1988-1989. Business confidence o Producer prices of finished goods.

recovered slightly in the final quarter of 1998 after falling

to a seven-year low in the third quarter, which was marked

by turbulence in financial markets (chart 2.2.2). amplified by the weakening of net investment income
from abroad, leading to a current account deficit of

States supported further large gains in employment and$¢233.4 billion or 2.7 per cent of GDP and a further rise in

fall in the unemployment rate to 4.3 per cent at the end gpnited States net foreign indebtedness. The mirror image
to the current account deficit is an excess of domestic

1998. Increased demand for labour in services, , ! . .
financing, insurance and the construction sectors wa vestment over national savings, which occurred despite

partly offset by labour shedding in manufacturingt e general government financial balance moving into
industry during the year. Driven by strong outputSUTPIUS:

growth, there was a considerable rise in labour Economic growth also strengthened Ganadain
productivity (output per hour worked) in the non-farm the final quarter of 1998. This followed two quarters of
business sector by some 2.5 per cent in 1998. This parthhly moderate expansion, which was partly due to labour
reflects the rise in capital intensity associated with thestrikes in various sectors of the economy. Apart from the
surge in fixed investment during the current expansionreturn to normal production levels, the rebound in
Strong growth in productivity offset to a large degree theeconomic growth was also supported by the stronger
rise in labour costs, unit labour costs in the non-farmyemand for goods from the United States, Canada’s
business sector rising by somewhat less than 2 per centiajor trading partner. Fixed investments also edged
1998. Changes in the consumer price index havepward but personal consumption expenditure was rather
remained quite moderate: in addition to the favourableluggish, as gains in disposable incomes were used to
changes in productivity and unit labour costs, this alsgebuild savings, which had fallen significantly over the
reflects falling prices of energy and imported finishedfirst three quarters.

goods, as well as the pass-through of lower commodity

prices (chart 2.2.10). But core inflation (excluding food ~ For the year as a whole, real GDP rose by 3 per

and energy prices) also did not rise significantly in 1998. cent, down from 3.8 per cent in 1997. This slowdown
was entirely due to the weaker growth of domestic

_Given the differential strength of domestic anddemand, the increase in real net exports supporting
foreign demand, there was a large increase in the foreigi\erall economic growth in 1998 (table 2.2.2). Export
trade deficit to $169.1 billionin 1998. This was growth remained quite robust because the negative
effects from Japan and developing countries were offset
by the strong import demand from the United States.

76 Spending on computers rose in real terms by 70 per cent over thEXPOrts were also supported by strong gains in price
same period. This contrasts with an increase by some 17 per cent pompetitiveness stemming from the significant
nominal terms, the implication being that prices fell by 31 per cent. depreciation of the Canadian dollar. Natural resource

" The output level in December 1997 was 3 per cent above thdéndustries reacted to falling commodity prices and the

annual average, which ensureeteris paribusan annual growth rate of gggociated decline in profits by cutting output and
the same amount for 1998.

The continuing economic expansion in the United
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investment expenditures. Despite the various disturbancesionetary conditions have already eased slightly as a
nearly half a million jobs were created in 1998, the largestesult of the depreciation of the euro against the dollar
gain since 1987. The unemployment rate fell in Decembeisee below).

1998 to its lowest level since July 1990. In the United Kingdom the significant weakening

of economic growth led to a progressive relaxation of
monetary policy in the final quarter of 1998 and this has
In western Europe the framework for monetarybeen continued in early 1999. The base lending rate was
policy has changed radically with the launching of thereduced by half a percentage point to 5.5 per cent in
euro at the beginning of 1999. In the second half of February, which is two percentage points below its recent
1998, the orientation of monetary policy in the futurepeak in June 1998, when monetary policy was still being
member countries of EMU was increasingly determinedightened”  Short-term interest rates in the United
by the objective of achieving convergence of official Kingdom have fallen significantly since the autumn but
interest rates before the end of the year, an aim whicthey were still some 2.5 percentage points higher than in
entailed a progressive lowering of official interest rates irthe euro area in February (chart 2.2.11).
the so-called periphery countries. The final step to

complete convergence was taken on 3 December 1998, atier the target for the federal funds rate was cut in

when the central banks of the 11 member countrie§nree steps from 5.25 per cent to 4.5 per cent between

agreed on a co_o_rdinated cut of interest rates to 3 peérnd—September and mid-November 1998. These moves
cent. This decision also reflected concerns about th

. ; ) . . ﬁelped to ease the severe tensions in the international
increasing evidence of a cyclical slowdown, notably Ntinancial markets in the wake of the Russian crisis, but

France and Germany, where the repo rate was reduc y also provided a potentially significant monetary

by 0.3 percentage points (or 30 base points). In Othegtimulus to the United States economy. The unexpected

countries with interest rates significantly above thoseStrengthening of economic growth in the final quarter of

prevailing in France and Germany, the culs Were gqg'haq made it more difficult for the Federal Reserve to
correspondingly largef. The European Central Bank find an appropriate balance between the timely

(ECB) decided to maintain the 3 per cent rate for its first  wering of potential inflationary pressures and the
major refinancing o_peratlé‘?wh!ch was conducted on 7 avoidance of any further shocks to the still fragile
January 1999. This Key off|<:|al interest rate has SINC&tability of the financial markets. One source of concern
remained ur)changed in spite of the continuing cyclical.y 14 pe the high rate of growth of money supply. Broad
slowdown in the euro area.  The three-monthy,,ney (\m3) in the final quarter of 1998 was 11 per cent
EURIBOR,™ has accordingly been rather stable at Som@yigher than in the same period of 1997, far above the
3.1 per cent in the first few months of 1999 with a sllghtrange of 2-6 per cent growth fixed by the FO¥i@nd
teﬂdenzqé tlol move closer to 3 per cent in mid-Marche “mnost rapid increase since 1981. But the Federal
(chart 2.2.11). Reserve has argued that this strong growth of broad
The average real short-term interest rate in the eurgioney reflects to a large degree the combined impact of
area was 2.3 per cent in January 1999, down from 2.8 pt¢gmporary special factors which led to large fall in
cent? in the same month of 1998, but still about o,3yeloqty with correspondingly few consequences for
percentage points higher than in January 1997. Fallingflation.®
inflation has more than offset the significant decline in
nominal rates by 1 percentage point between January
1997 and January 1999. In view of the deteriorating
economic situation and the modest rate of inflation in the 5 _. . . ) o .

o . This decision was influenced by the publication of statistics
euro area_ 'f[ 'S_ generally eXPeCted that the ECB W'”showing strong growth in average earnings, a development which raised
reduce official interest rates in the near term. Overallears of mounting inflationary pressures. But these figures were
subsequently shown to be overstated; publication of the Average Earnings
Index has been suspended and its calculation is currently under
independent review. This has led to considerable uncertainties about the

cost pressures arising from the labour market, especially after the recent
introduction of a working time directive and a national minimum wage.

" The largest cut, by some 0.7 percentage points, occurred in 84
Ireland. In contrast, the repo rate in Finland had to be increased by O'ffllbove

percentage points to achieve convergence at 3 per cent. But in Italy, f?umphrey—HaWkins Act requires the Federal Reserve to announce a

domestic policy reasons, the central bank lowered its key official interes )
. arget range for money supply growth but these targets have been ignored
rate to only 3.5 per cent on 3 December 1998; a further reduction to 3 P&y %he co?]duct of mgnetgfyy[?olicy since about ?992 because c?f the

cent took place later in the month. weakening link between changes in money supply and economic activity.
80

(i) Monetary conditions and fiscal policy

In the United Statesmonetary policy has been on

"8 For a more detailed discussion see sect. 2.3 below.

M2 rose by 8.5 per cent over the same period, also significantly
its target range of 1-5 per cent. It should be noted that the

This was a so-called fixed rate tender, which involves commercial 85 : T ; " . .
o ) ) ' . The fall in velocity is,inter alia, attributed to a shift of portfolios
banks submitting bids for funds at an interest rate fixed by the monetary, y & P

authorities. The advantage of a fixed rate against a variable rate tend F:’N ?ga;r;;n v%?:tlitlli‘ta; tlg Th%nefti?]gngzlseiaﬂ?gg start]r(;e ttéactlr(]%roil:]r::?eglége

Whel;e thel interest rlatt—é ont :L‘e _Ia:tert_adjustfsﬂtwo dema?d pres&s]urt_et;, Is thag | sitivity of the demand for monetary assets to changes in long-term
sends a clear signal about the Intentions o the monetary authorities. et rates and the slope of the yield curve, which was inverse in the

81 Euro Interbank Offered Rate. second half of the year with long-term rates falling below short-term
rates. Federal Reserve Boaktymphrey-Hawkins Repor23 February

82 GDP-weighted average. 1999 (internet website).
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CHART 2.2.11

Nominal interest rates, January 1997-March 1999
(Average monthly rate, per cent per annum)

— EUro area United Kingdom = = = = = * United States ——t—— Japan

Short-term rates Long-term rates Maturity spread

1997 1998 1999 1997 1998 1999 1997 1998 1999

Source: National statistics; OECD, Main Economic Indicators (Paris), various issues; European Central Bank; Financial Times, various issues.

Note: Short-term interest rates: three-month money market rates. Long-term interest rates: yields on 10-year government bonds. Maturity spread: long-term interest
rates less short-term interest rates. The interest rates for the euro area prior to 1999 are GDP weighted averages of national rates. The figures for March are the average
rates of the first half of the month.

Another difficult issue in the formulation of about future changes in official interest rates. Given the
monetary policy in the near future is the current level ofstronger than expected rate of economic growth, no further
equity prices in the United States. These have recoverazhsing of monetary policy is expected in the near term.
strongly after the financial market turbulence receded last i i
autumn and have helped to sustain domestic demand, Long-term interest rates also edged upward in the
both directly through wealth effects and indirectly by €Uro area in early 1999, partly reflecting the spillover
easing the availability and terms of credit. How €&ffects from the United States bond market. As expected,

monetary policy should respond to asset prices, howeve‘i},‘ere is no complete convergence of Iong_—term interest
is difficult to determiné® It cannot be excluded, of ates among the various member countries of EMU.

course, that the current level of asset prices also reflectdeld spreads on national 10-year government bonds over
excessive money creation in the past, and that erman bonds were very small for France (about 0.05

tightening of monetary policy may provoke a major fall percentage points) and the Netherlands (0.15 percentage

in equity prices, with considerable downside risks for thePCINts) in February. For the other countries they were
United States economy. within a range of 0.2 to 0.3 percentage points. Among

the possible elements affecting these spreads are the risks

Long-term nominal interest ratese still very low,  of default and of exit from the EMU. The exchange rate
though they have tended to rise slightly in the Unitedor realignment risk, which was a major factor in the
States in early 1999: yields on 10-year treasuries rose telatively high yield spreads in the former EMS, has been
some 5.3 per cent in early March. There has also beeafliminated with the adoption of a single currency.
some upward pressure on interest rates at the shorter end
of the maturity spectrum, but increases were larger at the  In theforeign exchange marketise depreciation of
longer end, with the result that the yield curve is nothe dollar against the deutsche mark and other west
longer inversed as in the second half of 1998 (charEuropean currencies in the wake of the Russian crisis was
2.2.11). This change in the slope of the yield curve als@artly reversed in the last two months of 1998. This

reflects changing expectations in the financial marketgeflected changing assessments about the relative strength
of economic growth and expectations of monetary easing,

which did indeed occur in the form of the coordinated
BIS, 67th Annual Report(Basle), June 1997, pp. 74-75. For a mterest';] rlate C.Ut [I)n earl)é Dig%rgt:ﬁl’ 399? (ﬁee abl?vhe)a
study on the role of asset prices in obtaining inflation forecasts see I’—Never eless, In December € deutsche mar a

Smets, “Financial asset prices and monetary policy: theory and evidence@ppreciated, on average, by 8.9 per cent against the dollar

Centre for Economic Policy ResearcBjscussion PaperNo. 1751 compared with January 1998.
(London), November 1997.
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CHART 2.2.12

Euro reference rates, January 1999-March 1999
(Indices, 4 January 1999=100)

------ Danish krone/euro ——O—— Greek drachma/euro
Yen/euro — Swiss franc/euro ——DO— Swedish krona/euro
Pound sterling/euro

= Dollar/euro
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Source: European Central Bank.
Note: Daily rates from 4 January to 15 March 1999.

The changeover to the euro at the beginning of 1999  On a trade-weighted basis against the currencies of
meant the end of trading in the currencies of the lInajor trading partners, the euro had fallen on average by
member states of EMU in the foreign exchange marketsome 3 per cent in February 1999 against its level in
The conversion rates of the national currencies implied aDecember 1998, both in nominal terms and when
initial value of $1.16675 per euro. On its first trading dayadjusted for changes in consumer prices.
on 4 January 1999 the euro rose to a reference®value Th K f th in it v d has t
$1.1789. But this “premium” disappeared in the € weakness of the euro in s early days has to

some extent been a surprise, since most conjectures ahead

following days when the euro started to depreuate%r its introduction pointed toward a strong euro at the

against the dollar, a tendency which has since Continueoeginning of 1999. These were based on expectations of
(chart 2.2.12). On 15 March 1999, the reference valugn initial strong rise in demand for euro denominated

had fallen to $1.0949, equivalent to a depreciation of th%ssets and the presumption that the ECB would keep

euro by 7.1 per cent since 4 January 1999. The eXChan.ﬂﬁerest rates high in order to establish an anti-inflation
rate of the euro against the yen has been rather volatile 2o ; . -
réputatiorf® But these scenarios did not take into

with no_significant trend discernible so far.  On 15 count the evolution of the business cycle. In fact, to a
March, the euro had depreciated by some 3.5 per ce S Cycle. ’
rge degree the recent changes in the exchange rate

Z:ghi?ts;tgelg)e n ?ﬁg‘gﬁiﬁdhggha}gg \?é%ﬂg:}l%oafg;gﬁ]g[eﬁ%amst the dollar can be attributed to differences in

pound sterling and some other west European currencie cIica! positions and in the stance of monetary policy of
including those in the ERM2, i.e. the Danish krone anqt e United States and Europe. These differences are also

refl in th izeabl hort-term inter r
the Greek drachma (chart 2.2.12). eflected in the sizeable shortte terest rate
differential in favour of dollar denominated assets, which
was more than 1.5 percentage points in early March
. 1999, and in the above-mentioned expectations of further
The ECB has decided that there will be no euro area-wide OﬁiCiaIdivergence in 1999
fixing procedure for the euro involving the ECB and the national central )

banks. Instead, daily reference values will be published. These are the The stance ofiscal policy was broadly neutral in
mid-rate of exchange rates communicated by the national central banks in

a daily concertation procedure. Note that this allows for the theoreticaVeStern Europe in 1998 following the sharp fiscal
possibility that the reference value is not used in any actual transaction. retrenchment in the two preceding years. Structural

8 The implication is that the dollar strengthened more against thebUdQEt deficits, on average, fell onIy Sl'ghﬂy in the euro

euro than against the ERM2 currencies. Within the former ERM, when

the dollar appreciated against the deutsche mark, it tended to appreciate

more against the other currencies, i.e. the other currencies tended to

weaken against the deutsche mark. The same empirical pattern was®® See, for example, D. Cohen, “How will the euro behave?” in P.
mutatis mutandisobserved in the case of a weakening of the dollar Masson, T. Krueger and B. Turtelboom (edSNIU and the International
against the deutsche mark. Monetary SysteriMF, Washington, D.C., 1997), p. 397.
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area® In France, where fiscal measures were introduceth 1998. These forecasts are based on the assumption of
to support incomes and economic activity, there was im strengthening of economic activity in the second half of
fact a small rise in the structural deficit. Outside the eurghe year, which would pave the way for further gains in
area, fiscal policies were relatively tight in Greece,the cyclical upturn in 2000.

Sweden and the United Kingdom. General government
financial deficits fell slightly to a level corresponding to
some 2% per cent of GDP in the euro area in 199
Deficits in France, Germany and Italy are quite close tq

. Slowdown are those already described above. The
the 3 per cent threshold established for “normal economi
conditions” in the Stability and Growth Pact. This leaves omewhat weaker outcome for the larger west European

litle room for manoeuvre in the event of a rnoreaggregate mainly reflects the sharp cyclical downturn in

rotracted or deeper cyclical slowdown than is currentl Jurkey and the United Kingdom. Inside the euro area,
P per cy yrelatively strong cyclical divergences continue to prevail.

O aronth res Shmclart o o o resmyeahough on average there s 3 penvasive sowdon i
conomic growth, this masks a continuing robust

which, combined with tight fiscal policy, has led to x c 2 . .
. pansion in Finland, Ireland, Portugal and Spain, with
c;grrn;g:]ttagllce(}%y?netlgsgéplus corresponding 1o some l'gutput growth significantly above average. In contrast,
' economic activity in Germany and lItaly, which accounts
for about half of GDP in the euro area, is expected to
remain sluggish in 1999.

Short-term economic prospects in the western
market economies are surrounded by a wider than usug|, .
margin of uncertainty, reflecting the significant downside
risks associated with the lingering instability in financial
markets and the possibility of a further worsening in
economic performance in other parts of the world
economy. In addition there are a number of domesti

In the euro area, aggregate economic growth is
orecast to be slightly above 2 per cent in 1999, down
rom 2.8 per cent in 1998. The basic factors behind this

(iif) The short-term economic outlook

The aggregate slowdown in economic growth in the
area below its long-term trend will lead to a
widening output gap in 1999. It will also mean smaller
gains in employment and little further progress, if any, in
curbing high levels of unemployment. Inflation is
currently not a problem, even if the deflationary effects of
‘Falling commodity prices will no longer be present. The
r%rcope for fiscal policy to support economic activity is
narrowly circumscribed by the current levels of budget
In western Europgeforecasts of economic growth deficits and the rules of the Stability and Growth Pact.
have been reduced further since the final months of 199&ut there is certainly scope for a lowering of interest rates
Real GDP is now expected to increase by slightly les# the euro area. The design of economic policy in the
than 2 per cent in 1999, down from 2.7 per cent in 1998uro area has imposed rather strict fiscal rules, with
(table 2.2.1). This outcome reflects above all aprecise, but largely arbitrary, quantitative limits on
weakening in the growth of all the major components ofudget deficits. Many governments are now striving to
domestic demand. Business fixed investment will begneet the established objective of broadly balanced
affected by the deteriorating sales prospects both abrodadgets by the year 2002 in order to gain room for fiscal
and at home, as well as by the associated decline imanoeuvre to counter a subsequent cyclical dowfiturn.
capacity utilization rates and reduced profitability. A The current economic environment does not facilitate this
pronounced weakening of expenditures on machinery arf@sk. Achieving the budget targets would also serve the
equipment, however, is expected to be partly offset by &CB because it would effectively reduce the burden on
slight strengthening of construction investment. monetary policy to stabilize economic activity. A further
Inventory accumulation is expected to provide lessasing of monetary policy in the euro area would support
support to economic activity than in 1998. Privateeconomic growth and therefore create at the same time a
consumption will remain the mainstay of economicmore conducive environment for further progress in fiscal

growth, but in general its rate of expansion should be&onsolidation.

more moderate. This largely reflects the slowdown in ) yhe United Statesthe unexpected strengthening
employment growth and the associated smaller gains igs oconomic activity since the autumn of 1998 has

aggregate incomes. In the real foreign balance, g, « nded the forecasters who, in general, were

deceleration in export growth in 1998 is expected toexpecting a marked deceleration in economic growth (a

continue in 1999, but the net effect, however, will De.gas landing”) in 1999. This was also reflected in the
somewhat offset by the weakening of the growth Offorecasts prepared by the OECRNd the IMF in the

Imports, In tum, a reflection of the more modgratel te autumn and which pointed to a slowdown in the rate
increase in domestic demand. Altogether, changes in re economic expansion, compared with 1998, to some
net exports are likely to subtract about 0.5 percentage ' '

points from overall economic growth, somewhat less than

of a stronger than expected cyclical slowdown.

% On this see also sect. 2.3.

. . OECD Economic OutlogNo. 64 (Paris), December 1998.
OECD Economic OutlookNo. 64 (Paris), December 1998, annex
table 31. % IMF, World Economic Outlook ., op. cit.
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1.5-1.8 per cent in 1999. This was not significantlybe dampened by the adverse effects on corporate profits
different from private sector forecasts, the consensus @ssociated with the squeeze on margins stemming from
which in the autumn was for an increase in real GDP by &sing labour costs and falling capacity utilization rates in
per cent! These forecasts basically assumed that thenanufacturing industry. Real incomes of households will
sharp weakening in export demand, in combination witmo longer benefit from falling oil prices, which have
the strong dollar and rising labour costs, would squeezstarted to rise in early 1999. Also, more moderate gains
corporate profits and lead to a sharp deceleration in thi@ share prices will reduce the support from favourable
rate of expansion of business fixed investment. Privatevealth effects on spending. And weakening economic
consumption was also seen to slow somewhat, but still tactivity abroad at the same time as robust domestic
grow at a relatively robust rate, reflecting further largedemand will lead to further adverse changes in real net
gains in real disposable incomes — in turn a reflection oéxports, which will pull down overall economic growth.
further increases in employment and stronger earnings
growth — which was only partly offset by a rise in the
savings ratio.

The progressive lowering of the target for the
federal funds rate from 5.25 per cent to 4.5 per cent in the
autumn of 1998 has not yet been officially reversed. But
This “baseline scenario” now appears to have beemformally the Fed appears to have shifted to a more
overtaken by the continuing buoyancy of domestic outputeutral stance in 1999 with possibly a slight bias towards
and demand in late 1998 and which has persisted in thghtening. This is mirrored in the rise of the federal
first two months of 199%. The acceleration in GDP funds rate above the official target to 5 per cent in mid-
growth in the final quarter of 1998, moreover, has led to &March 1999.
considerable statistical carry-over effect which implies
that even if total economic output stagnates for the entir o .
year at the level attained in the final quarter of 1998 th%rng%a (I:ISO\?V(IE)]V¥rfOOnI:]e§8.35t faor ::n:r:teﬁ]sclegbg%some 2.5 per cent
average level of real GDP in 1999 would still be 1.7 per ’ =P '
cent higher than in 1998. It is against this background  This benign scenario, however, is confronted by
that growth forecasts for the United States economy wereonsiderable downside risks, the effects of which could
increased significantly in early 1999. Forecasts of annudle amplified because they are partly interreldtedd
GDP growth now range from some 2.5-3.5 per centmajor cause of concern is whether the recession in Japan
Most private sector forecasters see only a relatively milavill bottom out or deepen in 1999. This will depend on
deceleration in the growth rate, on average, to some 3%ufficient progress being made in the restructuring of the
per cent in 1999 banking sector which, if significant, could boost business
and consumer confidence. A deepening recession in
The UpShOt is that the “virtuous circle” which has Japan W0u|d, via reduced domestic demand and a
characterized the United States economy in recent yeaggpreciation of the yen, have significant spillover effects

is now widely expected to persist in 1999: strongon the other countries in the region and beyond.
increases in fixed investment lead to gains in

productivity, profits, real wages and asset prices, whichin _ The outlook for the emerging markets of Asia and
turn boost consumer demand and fixed investment and:atin America will also depend on their ability to return
hence, overall economic growth. Inflationary pressured0 the capital markets at more favourable terms than have
continue to be held in check in spite of increasingly tightPrevailed in the wake of the Russian crisis. Any renewed
labour markets because intensive competitive pressur€@pital outflows and a concomitant rise in the costs of
and business restructuring have led to changes in tfxternal and domestic financing would deepen  their
wage-price process which restrain the scope for pricEeC€ssion.

increases with subsequent moderating effects on wage  Another important downside risk is the high level of
demands. But inflation has also been moderate becaugguity or share prices in many industrialized countries.
of the fall in commodity prices and because the strongrhjs js especially the case in the United States, where the
dollar and the sharp rise in imports have limited domestigyow Jones index broke through 10,000 for the first time
resource utilization. The consequence of this is the surgg mjid-March 1999. It was already being repeatedly
in the foreign trade deficit, which attained a record levektated last year that the level of share prices appeared to
in January 1999. be increasingly difficult to reconcile with the expected

There are several factors, however, which will, 9rowth in corporate profits in 1998. This appears to be
nevertheless, work towards a slowdown in the rate ofVe€n more so in 1999. A major sustained downward

economic expansion in 1999. Business investment wilforrection of share prices in the United States would have
potentially large negative effects on both consumer

spending and business investment, with significant
financial spillover effects on western Europe.

Altogether, real GDP in western Europe and North

% Consensus Economics IncConsensus ForecastglLondon),

November 1998.

% Federal Reserve Boar@ihe Beige BogkL7 March 1999 (internet

website). 97 . .
See alsdOECD Economic Outlogkop. cit., pp. 13-19 and IMF,

% Consensus Economics Inc., op. cit., March 1999. World Economic Outlook ., op. cit., pp. 110-112.



The Global Context and the Situation in the Western Market Economies 37

The projected rise in the United States currenmnational currencies have becommgo actu(non-decimal)
account deficit to very high levels (and the concomitansubunits of the euro until they will be withdrawn in the
rise in net foreign indebtedness) could eventually arouseourse of the first half of 2002 and replaced by euro notes
concerns of international investors about its sustainabilitand coins.  Private households, companies and public
and trigger a large-scale withdrawal from dollar administrations can already use the euro in the form of
denominated assets. The associated depreciation of therite money” (e.g. cheques, bank transfers, credit cards).
dollar would then affect activity levels in western EuropeMore importantly, however, all transactions in the money,
and other regions of the world economy. capital and foreign exchange markets, which were formerly

made in the national currencies of the members of the euro

The international environment facing the western X
; ) 9 ; area, are now done on the basis of the new currency.
market economies has continued to deteriorate since the

final months of 1998. This reflects in the main the EMU will have a major impact on international
deepening recession in Japan and the deterioratirfgnancial markets and foreign exchange markets. Indeed,
economic situation in Latin America triggered by thethe introduction of the euro is certainly the most
crisis in Brazil. Current forecasts point to a further fall inimportant change in the international monetary system
real GDP in Japan by some 0.5 per cent or slightly morsince the collapse of the Bretton Woods system of fixed
in 1999. It is now also unlikely that a recession in Latinexchange rates in 1972.

America can be avoided in 1999. Little growth is Aggregate GDP of the 11 member states (measured
fore(;ast for the. tran3|thn economies in aggregate and purchasing power parities) corresponds to some 75 per
continued deterioration in the external environment coulq.ant of the GDP of the United States and is nearly twice

push many of them into recessin. In the Asian 5q high as Japan's. The size of the population is

emerging markets directly affected by the crisis of 19974 newhat larger in the euro area than in the United States
the steep fall in output appears to have bottomed out, bulyq more than twice as high as in Japan (table 2.3.1).
no significant upturn is expected in 1999. Also, theéThg ghare of the euro area and the United States in world
continuing depression in commodity prices will dampenyerchandise trade are broadly the same, but exceeding

activity levels and import demand in most of theiha share of Japan by a very large margin.
commodity exporting countries. All these factors will

feed through to the western economies via foreign trade  From a monetary perspective, the trade of goods
and restrain their domestic output growth_ and services among countries in the euro area is no IOnger

] o ) considered foreign trade: what were previously external
How far these risks materialize will depend to aexchanges have now become domestic transactions.
large extent on the policy responses to the weakeningijyen that intra-area trade constitutes on average some

forces for economic growth. 50 per cent of total trade, the effect is that the degree of
openness of the euro atBavill be significantly reduced

2.3 The start of EMU (by about half). The relative exposure to foreign trade is
therefore only slightly higher than that of the United

() Introduction States but significantly more than for Japan (table 2.3.1).

EMU also means that the balance of payments problem is
On 1 J:_anuary 1999, 11 member stitesf the eliminated for the individual member countries.
European Union adopted a common currency, the euro.

The conversion rates between the euro and national The international role which the euro will play in
currencies were fixed on 31 December 1998.The the longer run as an international investment currency, as
a component of official reserves, in international trade
invoicing and in foreign exchange transactions is
necessarily subject to a large degree of uncertainty. But

98

See chap. 3.1. from its inception, the euro has been the second most
% Austria, Belgium, Finland, France, Germany, Ireland, ltaly, important currency in all these functions, albeit
Luxembourg, the Netherlands, Portugal and Spain. occupying a considerably smaller role than the dollar.

190 Two constraints had to be observed: first, the conversion rate€3iven its economic base, the role of the euro area in
between national currencies and the euro had to be based on the bilatejgternational trade and the fact that introduction of the

central rates prevailing in the ERM and, second, the conversion from th . . .
ECU to the euro had to be made at parity. The first condition was agree%uro shouldlead to a closer Integration of national

upon in May 1998 and was designed to prevent speculative tensions in tignancial markets (an increase in breadth, depth and
ERM in the run up to EMU. Tensions failed indeed to occur, a reflection|iquidity), however, “the potential for the euro as an

of the credibility of the exchange rate commitment. But the strong dollar; : ; AR
was also helpful given that in the past dollar weakness was ofteﬁmema‘tlonaI money comes Into view”".

associated with an asymmetric appreciation of the deutsche mark, with
concomitant tensions in the ERM. The second condition was stipulated in
the Maastricht Treaty (Article 1091(4)). It was this condition which

allowed the euro conversion rates to be fixed only on the eve of monetary 101 |+ shoyid be noted that statistics about the extra-area trade in goods
union, because the ECU is a currency basket which includes currencies ghq services of the euro area are relatively uncertain. The estimate of the

countries (Danish krone, the Greek drachma and the pound sterling) ngfegree of openness in table 2.3.1 should therefore be regarded with some
participating in EMU. For a detailed account of the technical stepscaytion.

involved see European Uniodgint Communiqué on the Determination
of the Irrevocable Conversion Rates for the El#@dViay 1998 (internet R. McCauley, “The euro and the dollaBI|S Working Papers\o.
website). 50 (Basle), November 1997, p. 44. A key factor will be the role that the
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TABLE23.1 On the macroeconomic plane, the transfer of
Comparison of economic indicators for the euro area, Japan and monetar_y policy authority from sovereign national states
the United States to the independent (supranational) European Central
Bank and the establishment of rules governing fiscal
Euro  United policy will radically alter the framework for the conduct
Period area  States  Japan of economic policy in the euro area. National monetary
GDP 2 (billion dollars) ~.....eesvrersn 1997 60169 78240 31004 POhCy is no longer available to respond via _changes n
POPUIALON (MONS) v 1997 2904 2718  126.0 interest or exchange rates to adverse economic shocks. A
GDP per capita ? (thousand dollars) .... 1997 207 2838 246 single monetary policy implies a single short-term
Degree of openness interest rate, which will be set with a focus on the
(per ent of GDP) vo.vvsvvssvvsvvsvvn 1996 142 123 %7 average economic conditions in the euro at&a.
Balance on current account Nevertheless, in view of the marked differences in the
(per cent of GDP) .....ccevvvvvvreeiirienennes 1998 19 2.7 32 . B . . .
General government financial economic size of the countries in the euro area, this
balance (per cent of GDP) .........cccc..... 1998 2.3 16 6.1 “average” will be dominated by France, Germany and
Inflation € (Der Cent) .......ewreeeevvveerrre. 1998 13 16 0.6 Italy, which together account for some 75 per cent of
Unemployment ? (per cent) .............. 1998 11.0 4.5 41 GDP in the euro area (table 2.3.2). A general concern

Source: National statistics; OECD, National Accounts, Main Aggregates V_Vlth regard t(_) monetz_ary policy is whether “one size will
1960-1997, Vol. 1, 1999 and OECD Economic Outlook, No. 64, December 1998 fit all”. As this is unlikely to always be the case, EMU

(Paris); United Nations Comtrade Database. will put an increased adjustment burden on fiscal policy
@ At current prices and purchasing power parities. and on the goods and factor markets, notably the labour
b Arithmetic average of imports and exports of goods and services as a per markets.

cent of GDP. Intra-euro area trade is excluded. It was assumed that the share of . . .

intra-euro area trade in services is the same as the share of intra-euro area trade A centralized monetary policy in the presence of

in goods. decentralized fiscal policies across 11 countries will
€ Consumer price index; percentage change over previous year. make the ECB the “single most important policy-making

body in the new Europé® There are many challenges
facing this new institution which has not only to build its
reputation, but also to operate, at least in the initial years,
in uncharted territory. The regime shift to a new
currency and a single monetary policy will not only
Strigger structural changes in financial markets but will
also influence the expectations and behaviour of
onomic agents. This, in turn, will affect the stability of

d Standardized unemployment rate. Per cent of civil labour force.

To what extent the euro will become a seriou
competitor with the dollar is, however, more difficult to
gauge. This will depend largely on the speed and exte

of integration of financial markets in the euro area an elationships between economic variables observed in the

itg\?oi::?rllz i\rllvgltﬂ:artrr:%i(fnus;r%fm!z vf/):)ar?/d gncoféfr']gnng;ﬁypast, rendering it more difficult to predict the effects of
) ; ) ’ >V ch i lies.  Diff lical
Asia, where the dollar is well established. Also relatlveC anges in monefary policy fiterent - cyclica

I d . il ol I i fect th epositions of member states and different degrees of
ong-run dynamics will play a role, as these afiec aversion to inflation, and, more generally, different rates

Importance of th? euro area in the world economy. Th%f trade-off between policy objectives, moreover, may be
existing economies of scale wil ter]d to preserve th otential sources of tension in the formulation of
competitiveness of the dollar for quite some time an onetary policy within the ECB on the one hand and
they may also e_lffect_ the different functions of MONEYhatween the central bank and governments on the other
differentially. This points to a more gradual extension ofhand. This in turn raises the issue of the proper policy

the international role of the euro, which could well _. . :
remain much more limited than the role of the dollar even' notably between monetary and fiscal policy.

in the long runt®

104 An often made comparison is with the tightening of monetary

. ] . ] ... policy by the Bundesbank in the wake of German unification which was
euro can occupy in foreign exchange transactions which, by a significariesigned to curb inflationary pressures. In the context of the ERM this
margin, dominate the transactions in security markets and internationgprced other countries to raise their interest rates as well, although this
merchandise trade. The dominant role of the dollar in forex transactiongas not necessarily appropriate for their cyclical positions. If German
reflects its role as “vehicle currency”, i.e. it is used as the medium Ofyfication had occurred when EMU was in place then the ECB would
exchange between third currencies. The reason for this is reducegqye raised interest rates by less than the Bundesbank, because it would
exchange related transaction costs, reflecting network externalitiegyye responded to theverageinflationary pressures in EMU rather than
(economies of scale) from its wide use. This (virtuous) circularity impliesig ahove averageate of price increases in Germany.

a tendency for a single currency to dominate in forex transactions. Any

change in this pattern is likely to occur only gradually over time. See, for C. Allsopp and D. Vines, “The assessment: macroeconomic policy
example, P. HartmanrCurrency Competition and Foreign Exchange after EMU”, Oxford Review of Economic Policyol. 14, No. 3, Autumn
Markets. The Dollar, the Yen and the Eu®@ambridge, Cambridge 1998, p. 3.

University Press, 1998).
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108 This is the so-called_ucas critique of the use of standard
For an optimistic scenario in which the international role of the economic models to predict effects of economic policy in the presence of
euro and the dollar as means of payment and stores of value will beajor regime changes. R. Lucas, Jr., “Econometric policy evaluation: a
broadly similar, see R. Portes and H. Rey, “The emergence of the euro asitique”, Studies in Business Cycle The¢Gambridge, MA), 1981, pp.

an international currencyEconomic Policy26 April 1998, pp. 307-343. 104-130.
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In fact, EMU has started against the background othe 11 national central bank governors of the countries
weakening growth in western Europe, which is part andvhich have adopted the euro and the six members of the
parcel of a significant slowdown in the world econdffly. Executive Board of the ECB! Decisions in the
This is not a situation that will induce governments toGoverning Council are, as a rule, taken by simple
provide a generous grace period to the ECB. Highmajority, with each member having one vbte. The
unemployment is the major economic and politicalPresident of the ECB has the casting vote in case of a tie.
problem in the euro area and governments have declardthe fact that the national central bank governors have a
its reduction as their main priority. Faced with the rigidclear majority in the voting on monetary policy points to
rules of the game established in the Stability and Growtlthe problem that their voting behaviour may be
Pact for the conduct of fiscal policy, pressures haveexcessively influenced by the specific economic
mounted on the ECB to further lower interest rates, whicltonditions prevailing in their own countries. This could
were reduced by a coordinated action of the nationatontribute to some inertia, always inherent in group
central banks of the euro area to 3 per cent in earlgecision-making, in changing the course of monetary
December 1998. policy.!** The Executive Board of the ECB has to

At the same time there have been suggestions fi plement the decisions taken by the Governing Council.

he actual implementation of monetary and foreign

exchange rate management to limit movements in th xchange rate operations, however, is delegated to the
bilateral exchange rates of the dollar, the euro and theehang P ' ' g .
national central banks, based on corresponding

yen!® Economic developments in each of the three

major economic powers in the global economy wil h(,Jwelnstructlons received from the ECB. The President of the

; . . "Ecofin Council can participate at the meetings of the
c eatng n he ccoromc perormane of e remaN g Counc Aftough s goverment
EMU increases the need for and the possibility of globa epresentative does not have the right to vote (Article

macroeconomic policy coordination, notably in the are 09b of the Maastricht Treaty), she/he can participate in
pg y ’ y %he debate on the orientation of monetary policy, present
of exchange rate$’

the assessment of the Council, and thus possibly

. L influence decision-making.

(i) The new institutional framework for g
monetary policy The existing national competencies relating to the

dential isi f dit instituti d th
The European System of Central Banks (ESCB%ru enfial SUpervision ot credit Instiutons an ©

¥vas .create(? on fl ‘Ju?]e b199_8, but ;tlggsagumrid ESS éu he ECB is to “contribute to the smooth conduct of
unctions only as irom the beginning o - 1he I?golicies pursued by the competent authorities.” (Article

tability of the financial system have been maintained.

is composed of the ECB and the national central banks f05(5) of the Treaty). It is in line with these

EU member states: arrangements that there are no explicit provisions for the
The ESCB has four main tasks, namely: ECB to assume the role of lender of last resort in the

] ] ] event of financial crisis. This could be problematic
+ To define and implement monetary policy for the europecause it may affect the ability to arrange for an

zone with the primary objective of maintaining price effective monetary policy response to a liquidity crisis in
stability; the financial sector of one country which threatens to

« To conduct foreign exchange operations: spread rapidly across the euro area. In the absence of
g geop close central control and authority by the ECB, the

 To hold and manage the official reserves of theresponses of a national central bank to a banking crisis
countries in the euro area; may prove to be inadequate since the transboundary

» To promote the smooth operation of payment systems.

All decisions in matters of monetary policy are
taken by the Governlng CounClI’ WhICh |S Composed Of 11 There is also a General Council, with all 15 central bank governors
as members together with the President and Vice-President of the ECB.

But this body has no decision-making authority in matters of monetary
policy.
112

107 This was a major concession of the larger countries (notably
Germany) to the group of smaller countries. The strong independence of
198 See also sect. 2.3(iv) and box 2.3.1 below. the ECB and the emphasis on price stability as the single major goal may
00— _ o be_regarded as _the counterpart to this. In certain matters votes vx_nll be
This is in contrast to the classical gold standard, which included allweighted according to central banks’ shares in the subscribed capital of
the most advanced economies at that time. The consequence was that the ECB. This is the case if decisions have to be taken concerning the
economic performance and policies of countries outside the gold standahpital of the ECB, the transfer of foreign assets from central banks to the
area did not have a significant impact on policies inside the area. MECB, the allocation of monetary income of central banks and of profits
Panic,European Monetary Union. Lessons from the Gold Stanided and losses of the ECB (see Article 10 of the Protocol annexed to the
York, St. Martin's Press, 1992), p. 130. Treaty).

110

This is discussed in more detail in sects. 2.1 and 2.2 above.

The basic rules governing monetary policy in the euro area are 113 This need not necessarily be negative because it can also create an

enshrined in the Treaty on European Union (Articles 105-109) and thénternal system of checks and balances. A. Blin@entral Banking in
Protocol on the Statute of the European System of Central Banks and dheory and Practic§Cambridge, MA/London, The MIT Press, 1998),
the European Central Bank, which is annexed to the Treaty. pp. 20-22.
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spillover effects may not be given the appropriate There has been much speculation as to what extent
weighting™* In the absence of a centralized andthe ECB will inherit some of the credibility of the
regulatory supervisory authority, this points to the needundesbank. This will be difficult to establish. In
for very close coordination of the various nationalgeneral, a reputation can only be built over a fairly long
authorities in the area of bank regulation andtime, allowing observers to see whether, in fact, central
supervision. bankers are “matching deeds to worté” But the ECB

is a new institution with no track record and it will

inde Tekr!ed eE;fS(')? Eat? 0;‘;Frag\?gfnnn"’:lerﬂ:t'gﬁ?n{hgh'Cehne'?ﬂperefore have to build up a constituency which supports
P 9 g s goals and policy actions. A key factor for this is

political_procesé?5 Article 107 of the Treaty stipulates effective accountability and communication with the
that “neither the ECB nor a national central bank, nor any oader public

member of their decision-making bodies shall seek or
take instructions from Community institutions, from a Accountability is the natural counterpart to central
government of a Member State or from any other body”bank independence in a democratic sociétyn fact, the
Given that central bank independence does not have EBCB cannot operate outside the political context; “it must
tradition in many of the countries which have adopted thée able to justify its policies to the general public and to
euro, their national legislation had therefore to be adaptegolitical leaders®®* As a supranational institution, the
as part of the required convergence process towardsSCB is not accountable to national governments or
EMU. national parliaments. But to sustain its legitimacy, the
. . ECB will have to provide the public with a coherent
e o e, EEEUM of 1 assessment of e general ccororn
from the so-called time inconsistency problem Ofé(ondltlons and an explanation of_pollcy measures taken to
meet the established goals. An important channel for this

government behaviour. The presumption is that :
- are regular reports and hearings. Apart from a monthly
governments tend to conduct monetary policies only WIﬂbulletin, which will be addressed to the public at large,

a short-term view, which is revealed in a temptation toannual reports will be presented by the President of the
exploit any short-run tradeoff between inflation and b P y

output growth, which would lead to an inflationary bias ECB to th_e European Parliament, the E.COfm Councl, the
AR . Commission and the European Council. The European
of monetary policy*® Thus, the delegation of monetary

: : . Parliament can invite the ECB to hearings by the
authority to an m_dependent_centra_l bank is tantamount tgompetent committees of the Parliament, and ECB itself
governments _dellberately tying their h_ands with rggard tomay also take the initiative for such events to take place
monetary policy. Although a negative correlation has '
been shown to exist between an index of central banr

independence in industrialized countries and thei liiy Monetary policy goals and strategy

corresponding rate of inflation, the association is not very  The ECB has a single primary objective, namely to
robust and does not necessarily reflect a casuahaintain price stability. Although the central bank is
relationship. Rather, central bank independence may hgilled upon to support the general economic policies in
simply the institutional complement to the preferencethe euro area, this will only be done if it does not conflict
which a society already attaches to low inflation. Therayith the primary objective (Article 105(1) of the Treaty).
is evidence that central bank independence per se dogpart from this general mandate, it is up to the ECB to
not ensure a more favourable “sacrifice ratio”, i.e. thedefine what price stability shall mean in practice, and in
output costs associated with disinflationary polices areddition, it is free to choose the policy instruments and
not necessarily lowet! This trade-off depends also on strategy to pursue this goal. In other words, it is

the credibility (reputation) of the central bank, which will independent both in setting the target and in deciding
influence expectations and actions of economic agents. how to reach it

118 id, p. 64.

114 B. Eichengreen, “Designing a central bank for Europe: a ;59 _ . o _ _

cautionary tale from the early years of the Federal Reserve system”, in M. This is an area which is not well defined. The United States

Canzoneri, V. Grilli and P. Masson (edE)tablishing a Central Bank: ~ Federal Reserve is “generally, but not precisely accountable to the

Issues in Europe and Lessons from the (@@mbridge, Cambridge Congress”and the Bundesbank is *accountable to the public”. S. Fischer,

University Press, 1992), pp. 13-40. “Central bank independence revisitehe American Economic Review
Papers and Proceeding¥ol. 85, No. 2, May 1995, p. 205.

R. Smits, “The European central bank has been devised as the ;5 .

epitome of an independent central barikhe European Central Bank " These are the words of P. VoIcker,“a former chairman of the

(The Hague/London/Boston, Kluwer Law International, 1997), p. 151. United _States Federal Reserve._ P. Volcker, “An American perspective on

EMU”, in P. Masson et al., op. cit., p. 256.

C. Bean, “The new UK monetary arrangements: a view from the ,,; )

literature”, The Economic JournaWol. 108, November 1998, pp. 1795- _ __ An alternative arrangement would be for the government to set an

1809. Alternatively, the emphasis has been put on the time profile offlation target and then give the central bank the necessary power to

disinflationary policies, with costs up front and benefits emerging onlyachieve this goal. Examples of this are Canada, New Zealand, Sweden

gradually over time, which may not be convenient for policy makers. A.nd the United Kingdom. Central banks can also have multiple goals. In

Blinder, op. cit., pp. 55-57. the United States, the Federal Reserve Act stipulates that the Federal
Open Market Committee has “to promote effectively the goals of

A. Blinder, op. cit., pp. 62-63. maximum employment, stable prices and moderate long-term interest
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116
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The most important policy instrument for steering selected groups of EU countrigs,there are strong
short-term interest rates and refinancing conditions ofloubts as to whether this stability will persist, at least
financial institutions will be open market operatiéfis. initially, in EMU. The shift to a single currency is a
The main refinancing operations are so-called “reversethajor structural break (a “regime change”) which will
transactions”, i.e. the buying or selling of domesticaffect behavioural relationships, the structure of financial
currency assets, which will be reversed at an agreed laterarkets and, therefore, the monetary transmission
date. Purchasing of assets (“repos”) is equivalent tonechanism. Similarly, direct inflation targeting has to
injecting liquidity, while sales do the opposite. Therely on stable and predictable effects of changes in
difference between the buying and selling pricemonetary policy on inflation. Given the long and
corresponds to the (very short-term) interest rate, which igariable time lags with which the effects of monetary
typically known as the “repo-rate”. policy appear, such forecasts are surrounded in general
by large margins of error, which are likely to be

Only monetary  targeting and .'”f'a“"’? targeting amplified by the uncertainty surrounding the monetary
were seriously considered as potential candidates for thI

monetary policy strategy® Monetary targeting involves Fansmission mechanism in EMU.

the use of a more or less broad monetary aggregate as an Against this background, the ECB has opted for a
intermediate target, which is linked via the monetarymore discretionary strategy, which combines elements of
transmission mechanism to the ultimate goal of priceboth monetary and inflation targeting, but leaves open
stability. Inflation targeting involves the definition of an their relative importance in the overall conduct of
explicit preferred rate (or range) of inflation, which the monetary policy?” These elements are:

central bank aims to attain via changes in interest rates or
other policy instrument$* Hence, the ultimate goal is °
common to both approaches and in practice elements of A reference value for the growth of a broad monetary
both strategies are often combined. Thus, the aggregate (M3);

Bundesbank conducted its monetary policy within the _ _
framework of a monetary target, but this involved the® A continuous assessment of overall economic
definition of an implicit inflation target. The Bundesbank developments in the euro area with emphasis on the
also displayed significant flexibility when it came to inflation outlook.

meeting the monetary target, provided that the inflation
rate was regarded as satisfactory.

The quantitative definition of a preferred inflation rate;

The measurement of price stability is based on the
HICP and the target is to keep the average year-on-year

The link between money supply and inflation, inflation rate for the euro area below 2 per cent. This
however, requires a stable demand for money functioasymmetry, i.e. the absence of a definite floor, will leave
(i.e. the relationship between money demand, realnarkets guessing as to which inflation rate is low enough
incomes and interest rates) for policy to be effective. Théor the ECB and this will therefore affect the
demand for money function, however, has become quitgansparency of monetary policy. Also, it is possibly an
unstable (or less stable) in many countries, a phenomen@sxcessively ambitious target, notably in view of the well-
which is partly attributed to significant financial sector known upward biases of inflation measures, which over
innovations, and this has forced many central banks ttime will also affect the new HICE® At very low levels
move away from monetary targeting. Although a stableof inflation these could risk imparting a deflationary bias
aggregate demand for money function was found to exisb monetary policy and raises the wider issue of the costs
in the individual member states of the euro area, and fasf targeting such low rates of inflatiéfi.

One factor which will affect the average inflation
rates”. Goals which are not precisely defined leave the central bank Witperfo.rmance in the euro area is the S|gn|f|'cant variation in
room for interpretation, which is tantamount to a de facto enhancement di€@l iIncomes across the member countries of the EMU.
power. A. Blinder, op. cit., pp. 54-55.

122

For a detailed overview of the various instruments see European
Central Bank;The Single Monetary Policy in Stage Th(€eankfurt am
Main), September 1998.

123

126 European Central Banionthly Bulletin February 1999, p. 36;

. . K. McMorrow, “Is there a stable money demand equation at the
The other main alternative would have been exchange ratECommunity level?”, European Commissidégonomic PapersNo. 131,
targeting, which would have been unusual for such a large economic aregoyember 1998; V. Clausen, “Money demand and monetary policy in
and would have risked coming into conflict with the main goal of price Europe”, Weltwirtschaftliches Archiwol. 134, No. 4 (Kiel), 1998, pp.
stability. 712-740.

12% 1t has been argued that in the case of an inflation target, the central 127 European Central Bank, “A stability-oriented monetary policy

bank’s inflation forecast becomes the intermediate target of monetar%trategy for the ESCB”Press Releasel3 October 1998 (internet
policy. website).

2> What speaks, in principle, in favour of a monetary target is that the 128 \/ECE, Economic Survey of Europe, 1998 Nopf.39-40.
money supply is more closely under the direct control of the central bank

and is a variable which can be directly observed by the public, which 129 15 the case of downward rigid nominal wages, very low inflation
enhances the transparency of monetary policy. In contrast, inflatiowould be more or less equivalent to real wage rigidity which, in case of
cannot be directly controlled and inflation forecasts are inherently lesadverse output shocks, would drive up unemployment. G. Akerlof, W.
transparent. C. Bean, “Monetary policy under EMO%ford Review of  Dickens and G. Perry, “The macroeconomics of low inflati@mokings
Economic PolicyVol. 14, No. 3, Autumn 1998, p. 43. Papers on Economic Activit§ (Washington, D.C.), 1996, pp. 1-76.
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TABLE 2.3.2

Selected economic indicators for the euro area

Unemployment General Inflation rate © Memo. item:
GDP? GDP per capita ® Degree of rate © government (annual Conversion rates
(percentage share  (average euro openness” (per cent of civil  financial balance ¢ percentage (national currency
in total) area=100) (per cent of GDP)  labour force) (per cent of GDP) change) units per euro)
1997 1997 1996 1998 1998 1998
France .....ccooeeeees 22.3 111 11.0 119 2.9 0.7 6.55957
Germany ... 333 118 133 9.7 2.4 0.7 1.95583
Italy ....... 18.1 92 125 12.2 -2.6 2.0 1936.27
PAVES) (1 N 3.3 118 15.8 4.4 2.2 0.8 13.7603
Belgium .......cc.cc.... 3.9 111 25.8 8.8 -15 0.9 40.3399
Finland 1.9 106 235 11.8 0.8 14 5.94573
Ireland 1.2 92 46.8 7.8 25 2.2 0.787564
Luxembourg ......... 0.3 175 25.8 2.2 2.2 1.0 40.3399
Netherlands .......... 5.8 108 238 41 -1.2 18 2.20371
Portugal 1.6 47 11.9 49 -2.3 2.3 200.482
Spain .o 8.4 62 10.5 18.9 -1.9 18 166.386
Euro area ............. 100.0 100 14.2 11.0 2.3 1.3

Source: National statistics; OECD, National Accounts, Main Aggregates 1960-1997, Vol. 1, 1999 and OECD Economic Outlook, No. 64, December 1998 (Paris);
United Nations Comtrade Database.

& GDP at current prices and current dollar exchange rates.

b Arithmetic average of imports and exports of goods and services as a per cent of GDP. Intra-euro area trade is excluded. It was assumed that the share of intra-
euro area trade in services is the same as the share of intra-euro area trade in goods.

C Standardized unemployment rate.
d OECD estimates.

€ Harmonized Index of Consumer Prices (HICP).

In the catching up process, the relative prices of nontrend growth rate of GDP (2-2.5 per cent), a trend decline
tradeables in countries with below average real incomeis velocity between 0.5 and 1 per cent, and the inflation
will tend to rise faster than in the other countries. Thigarget (less than 2 per cent). The ECB has opted for a
reflects the tendency of wages in this sector to outpacgingle reference value rather than a reference range to
productivity growth’*® The direct consequence is an avoid any connotation with monetary targeting, which
appreciation of the implicit real exchange rate of thehas traditionally involved defining upper and lower
“periphery” within the monetary union. Although bounds for the growth of money supply. Along these
currently the inflation differentials among the variouslines, the ECB has emphasized that the public should not
countries in the euro area are relatively small (tableexpect that any deviation of money supply growth from
2.3.2), this need not remain so. Evidently, any significanthe reference value will automatically trigger a change in
inflation differentials across countries would make theofficial interest rate$**

. e o
task of monetary policy more difficuft Despite all the uncertainty surrounding the growth

The reference value for the growth of money supplyof potential output and money velocity, this nevertheless
(M3) has been set at a year-on-year increase of 4.5 pappears to be quite a cautious estimate of the adequate
cent in 1999* This figure was derived on the basis of growth of money supply in view of the existing large
the standard money equati®nusing estimates for the margins of spare capacity in the euro area. Taking the
values at the upper range of the corresponding variables
would have led to a money supply growth of nearly 6 per
130 This is the implication of the Harrod-Balassa-Samuelson theorem-Cent'- The lower range values -(assummg an acceptable
which states that countries with higher productivity levels in tradeableénﬂatlon rate of 1.5 per Cent) Imply a g_rovvth rate of
have higher price levels than other countries. money supply of 4 per cent. This illustrates the
[iautiousness of the ECB in setting the reference value.

131

In case of large relative price changes this could even go so far th . T L

the average inflation rate targeted by the ECB could well have “n n additional |nd_|cat|on of this is that the grqwth rat_e of

meaning for consumers in any particular country”. C. Bean, “MonetaryM3 was only slightly above 4.5 per cent in the final

policy ..." op. cit., p. 44. quarter of 1998 against the background of very low
182 European Central Bank, “The quantitative reference value for

monetary growth”Press Releasd December 1998 (internet website).

133

This equation states that the product of money supply and velocity 134 19 prevent irregular fluctuations from distorting the underlying

is equal to the product of real output and the price level. Accordinglytrend, monthly money supply figures will be smoothed, using three-month
estimates of the rate of the change of the latter three variables allomoving averages. European Central Bank, “A stability-oriented monetary
money supply growth to be calculated. policy strategy”Press Releasd 3 October 1998 (internet website).
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inflation and increasing evidence of a cyclical slowdowninflation output trade-off that could be worse than that
in the euro area. This could point to a procyclical bias opreviously faced by the Bundesbatfik.

the current stance of monetary policy (if the reference

value were strictly adhered to) with detrimental (iv) Exchange rate policy

repercussions for economic growth. . . . .
P ) Given that the euro is fluctuating against other

An important source of uncertainty surrounding thecyrrencie<® notably the dollar and the yen, the ECB is
effects of monetary policy is the existing variation in theaiso in a position to influence, via changes in interest
financial structures of the countries in the euro area. Th|ﬁates and foreign exchange opera‘[ions1 the exchange rate
concerns, for example, the importance of short-teryf the euro. EMU member governments, however, have
relative to long-term interest rates in private secCtohetained influence on exchange rate policy. The Ecofin
borrowing or the share of short-term government bonds iouncil can decide, although only unanimously, to
private households’ financial assets. These differencegonclude formal exchange rate arrangements for the euro
could lead, via the various channels of monetaryarticle 109(1) of the Treaty). The term “formal” points
transmission, to monetary policy having asymmetricto fixed exchange rate systems such as Bretton Woods or
effects across countries. In fact, recent research points {0 mechanism like the ERM with countries outside the
notable differences in the degree to which output in VariOUEU. The second lever which governments have is the
EU countries is affected by a change in interest rates. Thigght to provide“general orientations for exchange rate
holds, however, only for the medium-term, i.e. over apolicy” (Article 109(2)) in the context of floating
period of some two yeat$. Similarly, effect of changes exchange rates. Informal exchange rate target zones
in the euro exchange rate on output might also differ acroggjithout any obligatory intervention mechanism) would
countries.  Fluctuations of the euro-dollar exchange ratgropably fall into this category. These orientations,
are estimated to have a potentially much larger effect oRowever, are subsidiary to the goal of price stability, a
output in the euro area than in the United Stdte8ut  provision which provides the ECB with considerable
these results will have to stand up to the Lucas critique, i.&cope for blocking the implementation of such
it is not clear to what extent these effects will materialiZQ‘ecommendations. Evidently, any attempt to formulate
under the new monetary regime. It can be expected thgh explicit exchange rate policy could create tensions

over time there will be a closer integration of financialpetween the ECB and governments because it would
markets in the euro area, with the consequence that thesflectively limit the room for manoeuvre of the

asymmetric effects in the transmission mechanism will bgsoverning Council in matters of monetary policy. In
largely eliminated. In the intermediate period, howeverpecember 1997, the Ecofin indicated that it will issue
the uneven effects of monetary policy could be a source @fych orientations only in exceptional circumstances, for
tension not only within the Governing Council of the example, in the case of a clear exchange rate
ESCB but also in the Ecofin Council. misalignment. But even then a conflict between the ECB
Another conflictual consequence of the change irdnd governments cannot be excluéféd.

policy regime may be that trade unions in the individual The adoption of a single currency has eliminated
countries perceive the existence of a more favourablgychange rate instability within the euro area, which in the
inflation-unemployment trade off. The reason for this isaggregate is much less open than its individual member
that the impact of a given wage increase in a country wilkountries. But should the euro exchange rate therefore be
have less of an impact on the aggregate inflation rate in thgsated with “benign neglect’”? In fact, although the euro
euro area compared with the nati_onal_inflation rate. As thgres resembles more a large, relatively closed economy in
ECB will focus on the average inflation rate in the euroyhich domestic prices are less influenced by fluctuations
area, the restrictive monetary policy response Wwill ben the euro exchange rate (for a given level of foreign
smaller than under the pre-EMU regime. This might ariseyices) this is not per se a sufficient reason for being
notably in Germany where the trade unions, traditionallyngifferent to exchange rate movements, especially if these
have anticipated the Bundesbank’s reaction to high wagg,e very large. A potential source of conflict among
claims, behaviour which has probably contributed (o th@oyntries is that their vulnerability to adverse exchange
wage restraint observed in the past. The large wage claimigie movements will vary because of their different degrees

of the metal workers in the current wage round illustratet exposure to trade with the rest of the world (table 2.3.1).
this potential problem. However, a fallacy of composition

could arise if unions in several countries pursued a wage

bargaining strategy on this assumption, because the

resulting euro area-wide inflationary shock would trigger a Ibid., p. 51; D. Soskice and T. Iversen, “Multiple wage-bargaining
tightening of monetary poncy. The upshot would be thatsystems in the single European currency aréXford Review of

at least temporarily, the ECB might be confronted with anEconomlc PolicyVol. 14, Autumn 1998, pp. 110-124.

137

138 The ERM2 limits, in principle, exchange rate fluctuations between

the euro and currencies of EU member states which did not adopt the
single currency at the beginning of 1999. But of these four countries,
only Denmark and Greece have entered this mechanism.

135 R. Dornbusch, C. Favero and F. Giavazzi, “immediate challenges to 139

the European Central Banki2gconomic PolicyNo. 26, April 1998, pp. 15-64. It is significant that the ECB has pointed out that the
announcement made by the Ecofin Council is not legally binding.

138 1pid., p. 48. European Central Bankonthly Bulletin January 1999, p. 41.
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An argument against “benign neglect” — at least inimportant to ensure a sound policy mix between fiscal
the initial years — is that “not only financial market and monetary policy. More generally, coordination will
participants but also domestic wage and price setters woultlso be required to prevent “free rider problems” and the
look to the ECB's reaction for evidence bearing on itsemergence of “prisoner’s dilemma” situatidfts.
credibility”**° if the euro were to weaken significantly The institutional foundations for economic. polic
against the dollar. It can also be argued that the INSTLA u : IC policy

considerable uncertainties surrounding both monetary an%?grg:\ng?j?eznﬁ] Tﬁgnaggtﬁmﬂﬁg |_Ir]r;t2escl:)rf(i)narea
inflation targeting in the early years of the euro shoul '

induce the ECB to give greater weight to the exchange rag2uncil is the sole decision-making body in all matters of
economic policy coordination. As not all EU member

when setting monetary policy. “In these circumstances .
coordination with the United States and Japan to Iimit'States have adopted the single currency, a euro-11 group

- " was set up to provide a platform for informal discussion
exchange rate fluctuations may naturally emetge. of policy issues related to EMU. Put simply, the role of

In fact, trans-Atlantic exchange rates and capitathe euro-11 group is to reach agreement on all those
flows have received considerable attention since the stasues (e.g. exchange rate management) that are not the
of EMU. Some governments, although by no means alkesponsibility of the ECB, to ensure that despite the
have expressed their preference for a more or less largecentralization of fiscal policy there is -effective
measure of exchange rate stability between the thresoordination when needed and a single voice in the
major currencies of the world economy. Suggestiongliscussions of macroeconomic policy with the ECB and
have ranged from explicit exchange rate target zones toia other international policy fora such as the Group of
more informal monitoring of exchange rates with theSeven. Although the euro-11 group cannot take any
possibility of coordinated intervention in the case oflegally binding decisions it can be expected to become de
emerging misalignments. Box 2.3.1 provides a brieffacto a strong political counterweight to the ECB.

overview of some of the salient issues involved. The Stability and Growth Pact, which was adopted
The potential, in the longer run, for greaterin June 1997, is intended to ensure that national
exchange rate volatility of the euro-dollar exchange rat¢udgetary policies do not conflict with the objectives of
(compared with the deutsche mark-dollar exchange ratge single monetary policy. The Pact restricts the room
in the past) should certainly not be underestimatedior manoeuvre of fiscal policy by putting a ceiling on
especially if both the United States and the euro aregovernment budget deficits (3 per cent of GDP) and debt
were to adopt an attitude of “benign negleétt'This (60 per cent of GDP). The deficit can exceed the 3 per
could result in prolonged misalignments between theent threshold only in the case of severe recession. The
major three currencies with the associated risk of tradgtter is defined as an annual decline in real GDP by at

protectionism and competitive depreciatiofis. least 2 per cent, but under certain conditions an
) ) ) o “excessive deficit” may also be permitted if the fall in
(v) Domestic economic policy coordination real GDP lies within a range of 0.75 to 2 per cent. The

The aband t of national ¢ lici target is to achieve broadly balanced budgets in the
€ abandonment of natuonal monetary PoliCIES, .y m term (i.e. over the business cy&le)Countries
should, in principle, argue in favour of increased

Hexibility of fiscal poficy ith ad hock have pledged to achieve this by the year 2002. This is to
ExXIDIIity Of TiScal policy 10 cope With adverse SNOCKS. .\ iqa - yficient scope for the working of automatic
But there may be a need to avoid possible negativ

externalities if diverging fiscal policies were to lead to tabilizers in the case of a subsequent cyclical downturn.
9ing P . There will be surveillance of how countries intend to

dbserve these targets on the basis of annual stability
aprogrammes to be elaborated by the individual
governments.  Significant deviations from targets can
lead to recommendations of corrective policy measures.

points to the need for rules and the desirability of
mechanism for fiscal policy coordinatiéh. It is also

140 g, McCauley, op. cit., p. 18.
141

P. Masson and B. Turtelboom, “Characteristics of the euro, theremains most elusive”. B. Eichengreen, “European monetary union: a
demand for reserves and policy coordination”, in P. Masson et al., op. cittour d’horizon”, Oxford Review of Economic Policyol. 14, No. 3,
pp. 216-217. Autumn 1998, pp. 27-29.

142 145
d

P. Volcker fears that, “If markets sensed that governments an A prisoner's dilemma arises (in game theory) if the combined
central banks were neglectful, benignly or otherwise, of the desirability ofoutcome of policies, which are rational from the point of view of each
exchange rate stability, huge amounts of capital could be easily mobilizedlayer (here, governments and the central bank) are socially undesirable.
to ride a trend”, P. Volcker, op. cit., p. 258. 146

143 Article 103(1) stipulates that “Member States shall regard their

C. Bergsten, “The impact of the euro on exchange rates and&conomic policies as a matter of common concern and shall coordinate
international policy cooperation”, in P. Masson et al., op. cit., pp. 42-43them within the Council”. The Ecofin Council will also formulate “broad
Bergsten argues in favour of a target zone system between the euro, tgeidelines of the economic policies of the Member States” (Article
dollar and the yen, but only in the medium term, i.e. after it has beeri03(2)) and “monitor economic developments in each of the Member
possible to calculate the fundamental equilibrium exchange rate of th&tates” (Article 103(3)). Article 104c arranges for the surveillance of the
euro. government financial positions (budget deficits and stock of debt).

144 It should be noted that fiscal policy, including the potential need *’ The implication is that there will be little scope for borrowing for

for fiscal federalism, is “an aspect of monetary union on which consensuthe sole purpose of financing investment (the so-called “golden rule”).
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BOX 2.3.1
Exchange rate target zones for major currencies

An explicit target zone consists of pre-announced limits on the deviations of the exchange rate from a central parity, yhich ar
enforced through foreign exchange intervention. As such, it is an example of an exchange rate arrangement with limited
flexibility: the exchange rate is fixed at the limits, but fluctuates freely within them.

Its behaviour, however, is different from that of a flexible rate. This is due to the effect of the target zone on exehange ra
expectations in financial markets. In the case of an explicit target zone, these derive not only from economic fundachentals, s

as the money supply or short-term interest rates, but also from expected central bank interventions, the more so the closer the
exchange rate is to its floor or ceiling. As a result, in a target zone the exchange rate displays less sensitivity titafandame

than a flexible rate, a feature sometimes dubbed the “honeymoon effect”.

Given these properties, exchange rate target zones have been proposed as a means of combining both the scopg for policie!
oriented towards domestic objectives that exists under flexible rates and the exchange rate stability usually assopiated| with f
rates. Like fixed exchange rate arrangements, they can also be viewed as a defence against exchange rate ovérghooting the
could be triggered by capital flows of a purely speculative nature. Moreover, they prevent the deliberate use of the gexchange
rate as a strategic variable to achieve a temporary competitive advantage.

The properties of target zone exchange rates, however, hinge crucially on the credibility of the zone, i.e. whether|financial
markets believe in the commitment, or the willingness, of the authorities involved to defend it. If credibility is latzkigg, a
zone may actually be destabilizing and the exchange rate may be more sensitive to fundamentals than a flexiblg rate (the
“divorce effect”).

One factor that determines credibility is the level of reserves available for the defence of the zone, another chahnacteristic t
target zones share with fixed exchange rate systems. If the level of reserves is low, it is likely that the zone viiédaradtac
abandoned. In addition, there is the possibility that speculative attacks may be self-fulfilling, in the sense that lethpough t
exchange rate is consistent with economic policies the zone will be abandoned once an attack occurs, as the domestic policy
costs of defending it become too high.

Another factor that affects the credibility of a target zone is the extent to which the central parity or fluctuation meargins a
adjustablé. The possibility of frequent and large adjustments tends to lower credibility, as it implies less of a constraint on the
participating currencies.

An alternative to explicit rule-based target zones is an informal monitoring of exchange rates with intervention infsupport o
undisclosed target values (parity or margins) decided on an ad hoc basis. An arrangement of this kind has more flexipility tha
an explicit target zone, but does not ensure as much stability, because it does not lead to strong expectations of intervgntion

In the past, there was such monitoring of exchange rates for the major currencies (at that time, the dollar, the yen and the
deutsche mark) during the second half of the 1980s, in the context of the Plaza Agreement and Louvre Accord of Septembe
1985 and February 1987, respectivelyhese agreements did not contain any reference values, but they did reveal the |general

concern at exchange rate movements that did not reflect economic conditions.

The Plaza Agreement followed a substantial appreciation in the dollar, which arose from a mix of tight monetary and |ax fiscal
policies and a concomitant rise in United States interest rates, but nevertheless went beyond what was considered to be
consistent with economic fundamentals. Its objective was to foster an orderly depreciation of the dollar, which had turned
around earlier in the year, as a means of correcting the considerable current account imbalances in Japan, the United States an
to a lesser extent, Germany. When the fall in the dollar was considered to be sufficient the Louvre accord then sought to
stabilize exchange rates at around the prevailing levels.

This period was marked by concerted interventions, which seem to have influenced the external value of the United States
dollar, especially at its peak in February 1985 and trough in April 198¥%re were other factors, which may have contributed

as well, for instance an increased awareness in the financial markets of the major currencies’ misalignments. This period has
also shown the difficulties inherent in exchange rate management.

One difficulty is focusing monetary policies on the exchange rate objective. Following the Plaza Agreement, for gxample,
further coordination on interest rates was resisted in May 1986 by Germany and Japan because they feared excespive money
growth and asset inflation, respectively. As a result, the United States acted unilaterally to cut rates and manage [the dolla
exchange rate. Similarly in late 1987, interest rates in the United States were kept low to limit the fallout from thet@&toper

market crash, despite the fact that the dollar had resumed the downward trend that was supposed to be avoided undef the Louvre
Accord.

Since the Plaza-Louvre period, coordinated attempts to manage exchange rates have receded. To some extent [this can be
attributed to the absence of any pronounced trends in the major exchange rates. But it may also reflect relatively greate
attention to domestic policy issues, as Germany experienced the economic impact of unification, Japan the con$equences o
asset price deflation, and the United States the 1990-1991 recession and credit crunch. In fact, the only recefit gpi
concerted intervention was in June 1998, when the Federal Reserve and the Bank of Japan intervened jointly inaeaction to
large rise in the dollar against the yen.
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BOX 2.3.1 (concluded)

Preoccupation with domestic concerns could also be an impediment to an exchange rate arrangement for the dollar, the yen
and the euro, which replaced the deutsche mark and 10 other European currencies on 1 January 1999. The brientation o
monetary policies over the last few years suggests that it is unlikely that either Japan or the United States are geing to plac
much emphasis on the external value of their currencies in the near future. Such an emphasis also looks improbable for the
newly established European Central Bank, which has been assigned the sole objective of price level stability by |virtue o
Article 105 of the Maastricht Treaty.

On the other hand, it is possible to imagine scenarios under which managed exchange rates would again become attractive. This
could be the case, for instance, if the weakening of the euro were to proceed so far as to pose a serious threat torite goal of

stability in the euro area or disturb relative prices across the economies of the euro area. The current proponents df managed
exchange rates in France, Germany and Japan emphasize the need to contain volatility and huge swings in exchange [rates, whicl
are seen as harmful to domestic output growth and employment.

In more general terms, an exchange rate arrangement would also be subject to the so-called n-1 problem. As one exchange rate
links two currencies, n-1 exchange rates automatically determine the n-th rate. This implies that all n exchange |rates are
determined if n-1 economies target their exchange rate to the currency of the n-th economy. This leaves a degree of ffeedom fo

the n-th economy, which can set policies regardless of their impact on its currency. The key question is who is going to have
this degree of freedom or who will have to subject monetary policy to targeting the exchafge rate.

Finally, there is the issue as to what should be the central values around which exchange rates are allowed to flugtuate. In
principle, it is possible to estimate these values on the basis of purchasing power parities or one of the concepttrfgr ¢alcula

equilibrium exchange rates. Unfortunately, these approaches do not always yield the santeansbtifts, calculationfo
equilibrium exchange rates for the euro is further complicated by the fact that its introduction constitutes a shift in regime.

1 Examples of both types of adjustment can be found in the history of the European Exchange Rate Mechanism, which linkesi ¢urrenci

through a grid of bilateral parities, a second generation of which is now in place for the Danish krone and the Greekgdiashtha auro.

2 For an assessment of the attempt to maintain exchange rate stability at the time of the 1987 stock market crash seecoRIBEEE
Survey of Europe in 1987-1988. 11-13.

3 These interventions are documented by P. Catte, G. Galli and S. Rebecchini, “Concerted interventions and the dollars ah daiblysi

data”, in P. Kenen, F. Papadia and F. Saccomanni (&t )international Monetary Systef@ambridge, Cambridge University Press, 1994), {
201-239.
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The experience during the European Monetary System has shown that this problem may arise even if the exchange rate @rrgngement
symmetrical in design.

5 For an evaluation of the G-3 economies, see P. Clark and R. MacDERel#inge Rates and Economic Fundamentals: A Methodologjcal
Comparison of BEERs and FEERSIF Working Paper WP/98/67 (Washington, D.C.), May 1998.

To what extent the automatic stabilizers can beupswing, would confront governments with the dilemma
allowed to operate, however, depends on the actualf abstaining from policies to correct the setback or even
budgetary position of governments at the time economicontemplating corrective measures to keep their stability
conditions are starting to deterior&te. If the financial programmes on course while worsening the setback. In
positions were such as to require a need for restraininfgct, such a dilemma is currently facing the three larger
the working of automatic stabilizers, this could lead, ifeconomies in the euro ar&a.
repeated, to significant and cumulative losses in output . . . .
and employment. Once the “steady state” balance wltEi;/ |dFe)nt|%/, tli? stlcl_<|ng to_tEetLulfs 0‘;. the Sta}g"“g
budget has been attained, however, the rules of thg 2 i Iac'h ere 1S a nsk that po '.‘|3|y couﬁ e
Stability and Growth Pact should, in principle, provide proci/r(]: ical, wit .con_cop(;ltant dnegta t.'(;/e tﬁp' over € eCt.?_h
the necessary fiscal latitude for offsetting a cycIicaIono er econorfmes |hn3| e?n ou s'tﬁ t_e eu rct> area. 1ne
slowdown. The problem is to get to such a favourabl FONSEqUENce ol such a policy constefialion s 1o Increase

financial position in the first place. The most favourablﬁhe stabilization burden on  monetary policy, ~a

environment for reaching this goal would evidently be d‘é’g IO’[F())mI%T/\t/evrvhilﬁ{}eris{efrlggidii]n é?gefrigsggsefntﬁge
sustained economic upswing. In contrast, an

i~ 1 H 0
unexpected cyclical setback in the early stages of ahestrlctlons on fiscal policy.

149 This was the thrust of the recent evaluations by the European

A dilemma is that the severity of an economic downturn is difficult commission of the stability programmes of France, Germany and Italy.
to gaugeex ante Thus, by restraining the working of automatic

stabilizers, governments could actually make the downturn more severe 150 “European economic policy rift intensifiesFinancial Times 19
than otherwise. February 1999.
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Another problem which may arise — mainly in the costly, especially in a low growth environment and in
case of asynchronous cyclical developments — is that angiew of the fact that national monetary policy will not
fiscal impulse in EMU is bound to have more or lessaccommodate these reform efforts. This also points to
large leakage effects (vimport demand for goods from the benefits of a euro area-wide approach to labour
the rest of the EU), a factor which could restrain themarket reform and other structural polict&s.A more
willingness of governments, especially of the smallerdifficult question is to what extent monetary policy
economies, to use fiscal policy for stimulating domesticshould be used to support these policies. The ECB has
demand. Alternatively, in the case of a synchronousaken a defensive position on this, arguing that the high
cyclical downturn, there may be a “free rider problem”,level of unemployment in the euro area is largely
i.e. a tendency for countries to benefit from the fiscalstructural and that “attempting to reduce unemployment
expansion originating in another country, with aby implementing an inflationary monetary policy would
concomitantly smaller fiscal stimulus of its own. From ultimately be self-defeating since such a policy would
the point of the “free rider” this would also reduce theonly undermine price stability ..1%
need for fiscal restraint later on if it were required to

move back to a balanced budget position. This points tg Evidently, various forms of labour market

the potential benefits of fiscal coordination because thu’éIglIOIItIeS exist and the need for labour market reforms is

aggregate fiscal multiplier will be more than the sum ofgenerally acknowledged. There is, on the other hand,

the national multipliers. But this will also depend on howcon3|derable variation in unemployment across the
fiscal policy affects the exchange rate. member countries of the euro area (table 2.3.2). But

there is no clear relationship between various measures
The basic aim of any form of coordination of fiscal of labour market rigidity and differences in national

and monetary policy is to avoid a poor policy mix, unemployment rates in western Europe to support the

which is currently understood to mean an expansionargrgument that unemployment is mainly structéfial.

fiscal policy which would clash with the concern of the What proportion of total unemployment is, indeed,

ECB about price stability and therefore lead to arn'‘structural” is controversial. Estimates of structural

offsetting monetary tightening. The result would be aunemployment are surrounded with more or less large

combination of larger budget deficits and an overvaluednargins of uncertainty, as illustrated by the successive

real exchange raté. But coordination may also be significant downward revisions of the perceived

required to provide a favourable environment for fiscalstructural rate of unemployment (NAIRU) in the United

consolidation. The alternative could be a “prisoner’sStates in the current cyclical upswing. This suggests

dilemma”, where the incentives of a single country inthat the ECB should adopt a more flexible approach to

the euro area to pursue a restrictive fiscal policy ismacroeconomic policy and that once serious labour

reduced by the prospect of little or no change inmarket reforms are underway, the scope for an

monetary policy. Such a prospect would rais¢eris accommodative policy deserves to be carefully

paribus the costs of fiscal consolidation in terms of examined.

output and employment losses and lead to inadequate

fiscal restraint in the aggregaté. Alternatively,

coordinated  fiscal restraint which is  not

“accommodated” by an easing of monetary policy

would also risk inordinately high costs in terms of lost

output.

All this illustrates the potential benefits from a full
exchange of information and of opdiscussions of the
course of economic policy between governments in the
euro area and the ECB. A further area where
coordination is desirable is structural policies, notably
labour market reforms and measures to increase
occupational mobility and intraregional migration since
the adjustment burden on the labour markets will be
accentuated by the limited scope for countercyclical
policies implied by the rules of the Stability Pact. The
adjustment costs associated with labour market reforms
can probably be best “absorbed” in the context of a
sustained cyclical upswing. Also attempts by individual

countries to implement such policies alone may be
158 Visco, “Should economic policies be coordinated for EMU?”,
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