ARTICLE

I he Fund holds bilateral consultations with all its
member countries, in most cases every year, under the
provisions of Article 1V of the Articles of Agreement.
As part of these consultations, a staff team from the
Fund visits a country to discuss with officials economic
developments and the monetary, fiscal, and structural
policies that the authorities are following. The team
also gathers relevant economic and financial informa-
tion on the economic situation facing the country. On
its return to Fund headquarters, the team prepares a
report analyzing the economic situation and evaluating
the stance of policies, which serves as the basis for the
Board’s discussion. At the end of the discussion, the
Chairman of the Board summarizes the views expressed
by Directors during the meeting. This summary is
transmitted to the country’s authorities. In April 1997,
the Board agreed to issue Press Information Notices,
on a voluntary basis, following the conclusion of mem-
bers’ Article 1V consultations (see Chapter 4, the sec-
tion “Biennial Review of Surveillance,” and Appen-
dix V). During 1996/97, 150 consultations under
Article IV were concluded by the Fund (Table 3).

This chapter describes the main elements of the
Board’s discussions of a number of Article 1V consulta-
tions with member countries. The countries have been
selected on the basis of their importance in the global
or regional economy, with some smaller countries
being included on a rotating basis. Each country
description provides a short account of significant
macroeconomic and structural developments at the
time of the consultation, together with a table of the
main economic indicators available to the Board at that
time. This is followed by a summary of the conclusions
of the Board’s discussion. In a number of cases, where
a consultation was held early in the financial year and
there were significant subsequent developments, an
additional column of updated staff estimates has been
added to the table of selected economic indicators.
Also, in some cases where there were significant policy
developments in a member country since the consulta-

IV CONSULTATIONS

tion was concluded, an additional paragraph has been
added to the text.

Advanced Economies
Major Industrial Countries

United States

The Board concluded the Article IV consultation with
the United States in July 1996. This came after a year
of rebounding economic activity (Table 4), with
growth accelerating in the third quarter of 1995, slow-
ing in the fourth quarter, and rising again to 2.3 per-
cent (annual rate) in the first quarter of 1996. In the
final quarter, growth was largely driven by the strength
of consumption and private fixed investment, which
more than compensated for the negative effects of
inventory investment and net exports. The unemploy-
ment rate hovered around lows of 5.6 percent during
1995 and early 1996, as employment grew strongly
and the participation rate rose.

Consumer price inflation during 1995 was 2.8 per-
cent, in line with the average over the past four years,
while inflation measured by the producer price index
and the GDP deflator registered small increases. Infla-
tion at the consumer and producer levels rose during
the first five months of 1996 owing to weather-
induced increases in food and energy prices.

Steady progress had been made in reducing the fis-
cal deficit, which fell from 3 percent of GDP in fiscal
year 1994 (ending in September) to 2.3 percent in fis-
cal year 1995, reflecting expenditure cuts, tax increases,
and the effects of the economic recovery. Owing to
larger-than-anticipated revenue in the first seven
months of fiscal year 1996 and to constraints on
spending, the federal fiscal deficit for the fiscal year was
estimated at the time of the consultation to decline to
about 1.6 percent of GDP.

The Federal Reserve Board had begun to ease mon-
etary policy in July 1995 in response to a slowdown in
economic growth and evidence that potential inflation-
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Table 3

IN 1996797

Article 1V Consultations Concluded in Financial Year 1997

Albania

Algeria

Antigua and Barbuda
Argentina

Armenia

Australia
Austria
Azerbaijan
Bahamas, The
Bangladesh

Barbados
Belarus
Belgium
Benin
Bhutan

Bosnia and
Herzegovina

Botswana

Brazil

Brunei Darussalam

Burkina Faso

Cambodia

Cameroon

Canada

Cape Verde

Central African
Republic

Chad

Chile

Comoros

Congo, Republic of
Costa Rica

Cote d’lvoire
Croatia

Czech Republic
Denmark
Dominica

Dominican Republic
Egypt

Equatorial Guinea
Eritrea

Estonia

Ethiopia
Fiji
Finland
France
Georgia

Georgia
Germany
Ghana
Greece
Grenada

February 28, 1997
June 26, 1996

July 19, 1996
October 30, 1996
September 23, 1996

February 19, 1997
May 24, 1996
December 20, 1996
October 11, 1996
August 28, 1996

November 15, 1996
July 31, 1996
February 7, 1997
August 28, 1996
December 6, 1996

August 26, 1996
March 5, 1997
March 3, 1997
May 1, 1996
February 14, 1997

February 3, 1997
October 9, 1996
January 29, 1997
August 26, 1996

February 21, 1997

May 22, 1996
August 30, 1996
August 30, 1996
June 28, 1996
June 14, 1996

November 15, 1996
March 12, 1997
November 27, 1996
February 24, 1997
July 1, 1996

May 15, 1996
October 11, 1996
November 27, 1996
June 12, 1996

July 29, 1996

May 1, 1996
August 21, 1996
July 29, 1996
October 16, 1996
September 23, 1996

March 21, 1997
September 6, 1996
June 21, 1996
August 2, 1996
May 29, 1996

Guatemala

Guinea
Guinea-Bissau
Guyana

Haiti

Honduras

Hong Kong, China
Hungary

Iceland

India

Indonesia

Iran, Islamic
Republic of

Ireland

Israel

Italy

Jamaica
Japan
Jordan
Kenya
Korea

Kuwait

Kyrgyz Republic

Lao People’s
Democratic
Republic

Latvia

Lebanon

Lesotho

Libya

Lithuania
Macedonia, FYR
Madagascar

Malawi
Malaysia
Maldives

Mali

Marshall Islands

Mauritius
Mexico
Micronesia
Moldova
Morocco

Mozambique
Myanmar
Namibia
Nepal
Netherlands

Netherlands Antilles
New Zealand
Nicaragua

Niger

Nigeria

October 16, 1996
January 13, 1997
March 21, 1997
October 9, 1996
October 18, 1996

December 2, 1996
February 21, 1997
August 28, 1996

February 10, 1997
November 4, 1996

July 26, 1996

August 23, 1996
July 1, 1996
December 18, 1996
April 4, 1997

July 26, 1996

July 24, 1996
February 10, 1997
March 21, 1997
November 15, 1996

August 19, 1996
July 31, 1996

May 8, 1996
November 25, 1996
July 3, 1996

September 23, 1996
August 28, 1996
June 26, 1996

April 11, 1997

May 17, 1996

June 19, 1996
August 30, 1996
July 10, 1996
November 25, 1996
August 21, 1996

March 10, 1997
August 2, 1996
August 21, 1996
September 23, 1996
December 6, 1996

November 18, 1996
March 5, 1997

July 3, 1996

May 29, 1996

June 3, 1996

March 3, 1997
November 25, 1996
October 9, 1996
June 12, 1996
February 3, 1997

Norway

Oman

Panama

Papua New Guinea
Paraguay

Philippines
Poland
Portugal
Qatar
Romania

Rwanda

San Marino

Séo Tomé and
Principe

Saudi Arabia

Senegal

Singapore
Slovak Republic
Slovenia
Solomon Islands
South Africa

Spain

Spain

Sri Lanka

St. Lucia

St. Vincent and
the Grenadines

Sudan
Swaziland
Sweden
Switzerland
Syria
Tajikistan
Tanzania
Thailand
Togo
Tonga

Trinidad and Tobago
Turkey
Uganda
Uganda
United Arab Emirates

United Kingdom
United States
Uruguay
Uzbekistan
Vanuatu

Venezuela

Vietnam

Western Samoa
Yemen, Republic of
Zambia

February 24, 1997
March 21, 1997
July 19, 1996
December 20, 1996
July 19, 1996

December 20, 1996
March 7, 1997
October 18, 1996
June 7, 1996

April 23, 1997

November 18, 1996
July 24, 1996

June 21, 1996
February 24, 1997
June 28, 1996

February 7, 1997
March 19, 1997
December 16, 1996
June 26, 1996

May 29, 1996

May 3, 1996

March 19, 1997
July 31, 1996
November 15, 1996

November 8, 1996

February 12, 1997
March 7, 1997
September 9, 1996
February 12, 1997
March 24, 1997

May 8, 1996
November 8, 1996
July 17, 1996
February 3, 1997
January 27, 1997

March 24, 1997
August 26, 1996
May 1, 1996
April 23, 1997
October 9, 1996

October 23, 1996
July 22, 1996
July 26, 1996
June 26, 1996
June 26, 1996

July 12, 1996
November 27, 1996
March 12, 1997
July 15, 1996

July 8, 1996

ary pressures were abating. By January 1996 the target
rate for federal funds had been reduced to 5% percent
and was kept there for the first half of 1996. Long-
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term rates fell by about 2 percentage points over 1995
but rose by over 100 basis points in the first half of
1996, primarily reflecting evidence that economic



growth in the first half of 1996 was
picking up faster than expected.
The dollar, which had recovered
in late 1995 from historical lows
against the yen and the deutsche
mark, appreciated somewhat further
in early 1996 in response to the rise

Table 4

ARTICLE

United States: Selected Economic Indicators
(Data as of Board discussion in July 1996)?

1996

IV CONSULTATIONS

Projections at
time of Board

in U.S. interest rates. The current 1993 1994 1995 discussion Outturn2
account deficit narrowed slightly to In percent
2.0 percent of GDP in 1995. The Domestic economy
merchandise trade deficit was Change in real GDP 23 3.5 2.0 22 24
unchanged at 2.4 percent of GDP. Unemployment rate 6.9 6.1 5.6 5.6 5.4
Net privat ital infl fell sub Change in consumer prices
et private capital intlows Tell sub- (end of period) 2.8 27 25 2.9 33
stantially in 1995, as banking and -
direct i t t shifted t t out In billions of U.S. dollars®
irect investment shifted to net out- S G
flows, which were only partially off- Exports, f.0.b. 4568 5025 5759 615.2 611.7
set by a large increase in net foreign Imports, f.0.b. -589.4 -668.6 -749.4  -788.9 -799.3
purchases of U.S. securities. Current account balance -99.9 -148.4 -148.2 -150.9 -165.1
In their discussion, Directors I L . D 4.4
: , Portfolio investment -41.8 31.0 95.6 180.9
praised the U.S. e.wn.omy s_strong Capital account balance 56.4 134.7 116.6 218.2
performa_lnce, noting In F_)art_'CUIar Gross official reserves 70.8 45.6 100.0 129.4
the continued growth with impres- Current account balance
sive employment creation and low h(in percent ?f GDP) -5 21 20 -2.0 -2.2
TP ; Change in real effective
unemployment rates while inflation S G (0 [P 26 11 55 59
was kept in check. They also com-
. In percent of GDP 1
mended the expert handling of L .
t I dth hi Financial variables
mone.ary po I?y an _e ac Ie\_/e,_ General government balance -3.6 -2.3 -2.0 -15 -14
ment in reducing the fiscal deficit. Gross national saving 143 152 159 16.0 16.8
Directors agreed that the imme- Gross national investment3 165  17.7 17.7 17.8
diate challenge was to maintain the Change in broad money
progress in reducing inflation. The AR GRS (P i 1.4 21 e
. .. . Three-month treasury bill rate
pace of economic activity had quick- (yearly average; in percent) 3.0 4.2 5.5 5.2 5.1

ened since the beginning of 1996,

with domestic demand increasing
rapidly. As a result, the economy
was operating at a high level of
resource utilization, and the unem-
ployment rate had fallen to low lev-
els. Moreover, it appeared that the economy’s
considerable strength would carry over to the second
half of the year. Given these conditions, most Directors
agreed that an early tightening of monetary conditions
would be needed to ensure that inflationary pressures
did not emerge and to prevent the buildup of adverse
expectations and uncertainty in stock and bond
markets.

In view of the low level of U.S. national saving and
the imbalance between saving and investment, most
Directors believed that the federal budget deficit
remained the main economic policy challenge in the
medium term. Therefore, it was important to consoli-
date into legislative action the consensus on achieving a
balanced budget by fiscal year 2002. Several Directors
considered that the effort needed to balance the bud-
get might have to be greater than envisaged. Questions
were raised about the feasibility of substantial further

1Unless otherwise noted.
2Updated Fund staff estimates.
3Includes net capital grants received by the United States.

cuts in discretionary spending and whether the saving
from the proposed entitlement reforms would be as
large as assumed. Furthermore, since much of the
deficit reduction envisaged by the authorities would be
achieved late in the budget’s time horizon, Directors
noted that tax cuts should be delayed until significant
progress toward a balanced budget had been made. It
would also be important to act expeditiously to address
the impending fiscal pressures expected to result from
the aging of the U.S. population.

On medium-term monetary policy, Directors agreed
price stability should be the primary long-term objec-
tive. They endorsed the Federal Reserve’s handling of
monetary policy, including its careful attention to signs
of emerging pressure. They commended its willingness
to act preemptively on the basis of its assessment of
where the economy was heading; this had contributed
to the enviable anti-inflation record.
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Directors were generally satisfied that the strength-
ening of the U.S. dollar had helped to moderate aggre-
gate demand in the United States and had contributed
to economic recovery in other major industrial coun-
tries. However, they noted that the U.S. current
account deficit remained large and that the net foreign
liabilities of the United States continued to increase.
They saw further tightening of fiscal policy over the
medium term as the best means of raising national sav-
ing and contributing to a reduction in U.S. demands
on global saving.

Directors commended the U.S. support for trade
liberalization in multilateral and regional forums. They
urged the authorities to take full advantage of the
strengthened dispute settlement procedures of the
World Trade Organization (WTQO), and they stressed
that unilateral trade policy actions by the United States
risked undermining the effectiveness of the multilateral
trading system. Directors expressed regret over the
decline in U.S. official development assistance in terms
of GDP and over U.S. arrears to multilateral
institutions.

Subsequent to the consultation, the pace of eco-
nomic activity slowed in the third quarter of 1996, but
it rose sharply in the fourth quarter and maintained a
very rapid pace in early 1997. The economy moved to
a very high level of resource utilization; output growth
exceeded estimates of the economy’s potential growth
rate, and the unemployment rate fell from 5.8 percent
in early 1996 to between 5.2 and 5.4 percent in the
second half of 1996 and the first part of 1997. Despite
continued high levels of resource utilization, there was
little direct evidence of inflationary pressures, with
core consumer price inflation (the consumer price
index excluding food and energy) declining somewhat
during 1996 and into 1997. Nevertheless, citing the
need for monetary policy to be forward looking and
concerns about the persistent strength of aggregate
demand, with its attendant risks for inflation
prospects, the Federal Open Market Committee acted
to tighten monetary policy by increasing the target
range for the federal funds rate by ¥ of 1 percent to
514 percent in March 1997. The fiscal deficit was
brought down to 1.4 percent of GDP in 1996, com-
pared with 3.6 percent in 1993, and an agreement was
reached on a fiscal framework that will achieve fiscal
balance by 2002.

Japan

The Board concluded the Article 1V consultation with
Japan in July 1996. The pace of recovery after the
bursting of the asset price bubble in 1990-91 had
picked up since mid-1995 (Table 5), with real GDP
growth reaching 3.0 percent in the first quarter of
1996 and averaging 6'2 percent annually in the three
quarters since mid-1995. This marked acceleration
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resulted from a strengthening in all major components
of domestic demand. The unemployment rate rose to a
historic peak of almost 3'4 percent in late 1995, but
other indicators suggested the beginning of a turn-
around in labor market conditions.

After mild deflationary pressures in 1995, consumer
prices started to rise slightly in the first half of 1996,
owing more to the pass-through effects of yen depreci-
ation than to tighter market conditions. Most indica-
tors pointed to continuing large margins of slack in
output and labor markets. Consumer spending
increased only modestly through 1995 but jumped by
2% percent in the first quarter of 1996. More recent
consumption data suggested that the surge in activity
in the first quarter was a temporary phenomenon, as
did data on public and residential investment, indus-
trial production, and employment.

From mid-1995, as interest rates dropped and the
yen fell back, monetary conditions eased substantially.
Growth in broad money (M3) remained stable at
about 4 percent, but lower interest rates caused a shift
to more liquid deposits and cash, causing growth in
M2 plus certificates of deposit (CDs) to increase to
about 3 percent, while growth in M1 jumped to over
15 percent. After remaining flat in 1994, growth of
both domestic credit and bank lending resumed in
1995. The shift of deposits from banks to the postal
savings system continued, with the ratio of postal sav-
ings to M2 plus CDs reaching almost 40 percent.

The general government budget position (exclud-
ing social security) deteriorated from approximate
balance in fiscal year 1990 to a deficit of 6'4 percent
of GDP in fiscal year 1995, mostly as a result of weak
cyclical conditions on revenues and a reversal of the
temporary surge in revenues from the asset price
bubble. The deterioration in economic conditions
in early 1995 led the authorities to introduce an
economic stimulus package in September 1995,
providing for ¥8 trillion in public investment, and
the extension of an income tax cut for another year.
Thus, substantial fiscal support was in place for fiscal
year 1996.

Nominal and real external balances fell sharply in
the face of the drop in the real effective value of the
yen after mid-1995 to close to historical trends.
Declines in the external balance were explained in part
by the strong growth in domestic demand and by
structural changes in trade patterns. Real net exports
dropped sharply, and manufactured imports grew
much more strongly than might have been expected.
Both exports and imports were affected by the further
outsourcing of domestic production.

In their discussion, Directors welcomed signs that
Japan was finally entering a phase of recovery, partly as
a result of the decisive stimulus measure taken the pre-
vious year and the reversal of the overvaluation of the



yen. Most Directors believed that
this reversal had returned the
exchange rate to a level broadly in
line with the fundamentals. Direc-
tors considered that the recent surge
in GDP growth probably overstated
the underlying strength of activity.
At the same time, the continued
large output gap, higher-than-usual
unemployment, and the absence of
wage and price pressures suggested
that there was little immediate dan-
ger of economic overheating, and
Directors concluded that the current
policy stance should be maintained
for the time being and reassessed
later in the year. In the longer run, a
range of structural reforms would be
necessary to increase efficiency and
ensure durable growth.

As regards fiscal policy, Directors
agreed that past stimulus packages
continued to provide desirable sup-
port to economic activity. However,
the fiscal position had deteriorated
sharply since the collapse of the bub-
ble economy, and there had been a
substantial increase in public debt.
Most Directors emphasized that the
exceptional fiscal stimulus through
recent measures should be phased
out in 1997 if the recovery contin-
ued as envisaged. However, some
Directors noted that, given the his-
torically high rate of unemployment
and downside risks to the economic
outlook, there may be a need to
continue fiscal support measures—
particularly if activity were to
weaken later in the year. Directors

Table 5

Japan: Selected Economic Indicators
(Data as of Board discussion in July 1996)?

ARTICLE

IV CONSULTATIONS

1996

Projections at
time of Board

1993 1994 1995 discussion Outturn?
In percent

Domestic economy
Change in real GDP 0.1 0.5 0.9 34 3.6
Unemployment rate 2.5 2.9 3.1 8.3 3.4
Change in consumer prices

(period average) 1.3 0.7 -0.1 0.2 0.1

In billions of U.S. dollars®

External economy
Exports, f.0.b. 352.9 386.0 429.4 420.6 400.2
Imports, f.0.b. 213.3 241.5 297.2 327.8 316.7
Current account balance 132.0 130.6 111.4 69.5 66.0
Direct investment -13.7 -17.2 -22.7 -23.3 235
Portfolio investment -70.7 -26.7 -36.2 -43.6 -43.6
Capital account balance -15 -1.9 -2.3 -0.2 -0.2
Gross official reserves3 98.5 125.9 183.2 216.6 216.6
Current account balance

(in percent of GDP) 3.1 2.8 2.2 1.5 1.4
Change in real effective

exchange rate (in percent) 22.1 7.6 5.7 -13.3 -14.8

In percent of GDP1

Financial variables
General government balance -1.6 -2.1 -3.1 -4.0 -4.6
General government balance

(excluding social security) -4.8 -5.0 -5.9 -6.8 -7.3
Gross national saving 32.8 31.5 30.8 31.1 31.2
Gross national investment 29.7 28.7 28.7 29.9 29.8
Change in broad money

(M3; in percent) 3.9 4.0 3.6
Three-month CD rate

(average; in percent) 2.8 2.1 2.1

1Unless otherwise noted.

2Updated Fund staff estimates.

3Excluding gold.

expressed concern about the deterioration in Japan’s
longer-run fiscal situation, noting the significant chal-
lenges posed by the country’s aging population. They
noted the desirability of taking decisive and forward-
looking actions to put the fiscal situation on a sustain-
able footing, and they welcomed the authorities’
intention to place fiscal consolidation in a medium-
term framework.

Monetary conditions were at the easiest levels since
the start of the recession, Directors noted. Given that
the margins of slack were large and inflationary pres-
sures were negligible, Directors generally concluded
that the current accommodative monetary stance was
appropriate and should be maintained until there were
clear signs that the economy was on an autonomous
recovery path. Some Directors mentioned the desirabil-

ity of strengthening the independence of monetary
policymakers, noting that such steps would facilitate
setting longer-term objectives for policy.

Directors welcomed the authorities’ changed
approach over the past year in dealing with strains in
the financial sector. Restoring strength and confidence
in the financial sector would take time, and they con-
sidered that the passage of legislation to deal with the
jusen problem (the insolvency of several housing loan
companies) was an important step toward reducing
uncertainties. Nevertheless, many Directors expressed
concern about the lack of transparency in the approach
taken to resolving the jusen problem and emphasized
the need for a clearly defined and comprehensive plan
to resolve remaining difficulties that did not rely on
further ad hoc solutions.
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Table 6

Germany: Selected Economic Indicators

IN 1996797

(Data as of Board discussion in September 1996)*

1996

Projections at
time of Board

port for the ESAF and the Fund’s
technical assistance activities.

Since the consultation, the Japan-
ese authorities have completed the
introduction of procedures and
other measures to be taken in the
case of the failure of financial institu-

1993 1994 1995 discussion Outturn2 tions. AISO, the Bank of Japan Law
In percent has been revised with a view to
Domestic economy strengthening the independence of
Change in real GDP -12 2.9 1.9 1.0 1.4 the central bank.
Unemployment rate 8.9 9.6 9.4 10.3 10.3
Change in consumer prices Germany
(period average) 4.5 2.7 1.8 1.6 15 .
i billions of U.S. doflar? The Board concluded the Article 1V
O — 1 DITHHonNS OF 5.5, doflars consultation with Germany in Sep-
Exports, f.0.b. 4450 4933 5881 594.5 604.2 tember 1996. Real GDP, after grow-
Imports, f.0.b. 4366 4819 5635 5581 574.4 ing during 1994 and the first half of
Current account balance -16.0 -21.8 -17.3 -10.9 -17.1 1995 at almost 3 percent, stalled in
Direct investment -153 -16.7 -34.9 -30.5 the second half of 1995, for an
Port.follo investment 119.4 -33.2 26.7 50.9 annual increase of only 1.9 percent
Capital account balance 0.5 0.2 -0.7 11.9 Table 6). In the first t f
Gross official reserves 14.2 2.0 -7.2 -1.3 (Table 6). In the first quar er.o
Gunentaccountibalance 1996, real GDP contracted slightly.
(in percent of GDP) 09  -1.0 -0.7 -0.5 -0.7 Private consumption continued its
Change in real effective
exchange rate (in percent) 8.0 2.2 7.9 -0.6 moderate (0.5 percent quarterly)
) growth rate. Unemployment had
i rancial variabl I percent of GDP reached its highest postwar level in
inancial variables March 1996, at 10.4 percent, before
General government balance -35 -2.6 -35 -4.0 -3.8 dai d 10.3 .
Primary structural balance3 0.8 1.7 0.9 1.4 1.2 edging down to 10.3 percent in
Gross national saving 20.6 21.7 21.7 20.8 20.7 June.
Gross national investment 214 227 22.4 21.3 215 Consumer prices rose by only 1%
CUFIGLE [0 (3R i) percent in 1995, owing to the
(M3; annual average; in percent) 8.2 8.5 0.1 6.54 7.5
Three-month interbank rate strength of the deutsche mark, com-
(in percent) 7.2 53 45 3.35 3.3 petitive pressures on traded goods,

and weakness of domestic demand.

1Unless otherwise noted.
2Updated Fund staff estimates.

3General government balances for 1995 and 1996 were affected by the incorporation of previ-
ously off-budget (primarily interest) expenditures, so that changes in the primary structural bal-
ance—which is the budgetary position, excluding interest transactions, that would be observed if the
level of actual output coincided with potential output—are a better measure of the fiscal impulse.

4Average January-May 1996 compared with average January—May 1995.
SAverage January-June 1996.

Directors underscored the key role of structural
adjustment in medium- and long-term growth
prospects. In the view of a number of Directors, this
constituted the authorities’ main policy challenge, and
they urged the Japanese authorities to accelerate efforts
to deregulate the economy, including reforming the
labor sector and implementing reforms relating to land
use and the telecommunications sector. Aggressively
pushing ahead with such policies would enhance
Japan’s welfare and would benefit the international
community. They commended Japan’s role as the
world’s largest provider of financial assistance to devel-
oping countries and welcomed Japan’s generous sup-
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In the first half of 1996 consumer
prices rose only 1% percent over the
corresponding period in 1995, while
wholesale, producer, and import
prices fell.

Government deficits for 1995
and 1996 were substantially greater
than expected and exceeded the
Maastricht reference values. Efforts
to correct the fiscal imbalances induced by unification
experienced an unexpected setback in 1995, when the
general government deficit increased by nearly 1 per-
centage point to 34 percent of GDP. Despite expendi-
ture restraints, the federal deficit was projected to rise
further, by almost 4 of 1 percentage point of GDP, in
1996 because of an unanticipated revenue shortfall,
which resulted from unusually large lagged effects on
tax receipts from the 1992-93 recession and the exten-
sive use of special tax allowances for investment in east-
ern Germany and in housing.

Broad money (M3) grew by only 2.7 percent in
1995 compared with the average in the fourth quarter



of 1994, falling short of the target range of 4-6 per-
cent, but the annualized six-month growth rate for M3
reached 6 percent by December; by June 1996, M3
was growing at an annual rate of 9.3 percent over the
fourth quarter of 1995. The authorities lowered the
discount and Lombard rates by a total of 150 basis
points during 1995 to 3 percent and 5 percent, respec-
tively, by end-1995, and short-term market interest
rates dropped in concert with the official rates. Despite
rapid M3 growth, the Bundesbank lowered the dis-
count and Lombard rates again in April, bringing them
to historical lows. This reflected the authorities’
approach of taking a wide array of real, financial, and
international indicators into account in gauging the
appropriateness of monetary conditions. The lowering
of rates by the Bundesbank signaled the Bundesbank’s
view that rates could drop in the market; the repur-
chase rate, however, was kept unchanged at 3.3 per-
cent until August 1996. Long-term rates have been
volatile.

Since the end of 1995, the deutsche mark had
weakened against the U.S. dollar and many European
currencies outside the exchange rate mechanism
(ERM) of the European Monetary System (EMS)—in
particular, the lira and pound sterling—depreciating by
34 percent in nominal effective terms by June 1996.
However, turbulence in the U.S. stock market meant
that the dollar slipped by 2 percent vis-a-vis the
deutsche mark in July.

In their discussion, Directors welcomed the pro-
jected rebound in economic activity after the signifi-
cant weakening in 1995 but noted that there was still
some way to go before a robust recovery might take
hold. They were encouraged by the more moderate
wage settlements in the current year, which would help
to enhance Germany’s weakened cost competitiveness.
However, comprehensive action on both the macro-
economic and the structural fronts was necessary to
improve the fundamentals, reduce reliance on regula-
tions and subsidies, enhance confidence, and reduce
unemployment.

Directors noted that prudent monetary policy in the
past few years had restored low inflation; in the current
circumstances, they welcomed the more recent relax-
ation of monetary conditions. They warmly com-
mended the recent lowering of the repurchase rate,
which would lessen the downside risks to growth, par-
ticularly in view of the sizable fiscal retrenchment taking
place simultaneously in Germany and its major Euro-
pean trading partners. Some Directors emphasized the
need for continued close attention to monetary policy
given Germany’s anchor function in the ERM.

Directors supported the authorities’ package of fis-
cal measures and structural reforms and urged that it
be fully implemented. They considered the package an
appropriate response to the challenges posed by both

ARTICLE IV CONSULTATIONS

the domestic economy and the move toward Economic
and Monetary Union (EMU) in Europe. However,
Directors were of the view that, if growth were lower
than projected, fiscal policy should continue to be
anchored by medium-term structural goals. Directors
supported the authorities” medium-term fiscal objec-
tives, including further consolidation efforts, a return
of expenditures as a share of GDP to the preunification
level, and a lowering of the heavy tax-cum-social con-
tribution burden.

Directors observed that the high unemployment
rate continued to be Germany’s most pressing eco-
nomic issue, and they stressed the need for significant
structural reforms to realize the labor market flexibility
required to achieve lasting reductions in unemploy-
ment. Major structural reform was needed in the goods
and services markets, the health and pension systems,
and the labor market. The authorities were in the early
stages of addressing those issues, and Directors encour-
aged them to persevere in making the economy more
flexible and competitive.

Directors noted the significant progress achieved in
the past five years in integrating the new Lander into
the German market economy, but they stressed that
serious challenges remained, including the imbalance
between saving and investment in the east, the severe
labor cost disadvantage in the new Lander, and the
public transfers and subsidies from the west that risked
promoting an entitlement culture and distorting
resource allocation.

Several Directors commended the authorities on
their significant assistance to economies in transition,
but it was hoped that the decline in official develop-
ment assistance observed in the preceding few years
would be reversed.

France

The Board concluded the Article 1V consultation with
France in October 1996. Economic performance in
1995 fell substantially short of expectations, with an
overall growth in real GDP of 2V4 percent (Table 7).
Production recovered in early 1996 following the end
of widespread strikes in November and December
1995, with output leveling off in the second quarter of
1996. Unemployment edged down to 11'5 percent in
1995 but was back to the record high of 124 percent
by mid-1996. Underlying inflation in 1995 was lower
than the recorded 2 percent rise in consumer prices—
and remained low through June 1996.

In 1995 the government took measures to correct
the incipient fiscal slippage and to initiate a far-
reaching reform of social security. These were impor-
tant steps forward in tackling the economy’s structural
fiscal problem and improving the prospects for meeting
the criteria of EMU on the planned timetable. The fis-
cal reforms kept the deficit to the targeted 5 percent of
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Table 7

France: Selected Economic Indicators

IN 1996797

(Data as of Board discussion in October 1996)*

1996

Projections at
time of Board

reform packages played a critical
role in the strengthening of the
franc.

In their discussion, Directors
commended the authorities for
the progress they had made in
fiscal consolidation, their main-

1993 1994 1995 discussion Outturn2 tenance of a prudent monetary
In percent policy, and their strong com-
Domestic economy mitment to further fiscal consol-
Change in real GDP -1.3 2.8 2.2 1.3 15 idation and first-round
Unemployment rate 11.6 12.3 11.6 12.4 12.4 participation in EM U_po"cies
Change in consumer prices
(end of period) 2.1 16 2.1 18 17 that had been rewarded by a
. Stl’lklng Improvement in finan-
In billions of U.S. dollarst . i
cial market conditions. How-
External economy . tivity had
Exports, f.0.b. 1963 2216 2675 2715 270.5 ever, economic activity ha
Imports, f.0.b. 189.4 2162 2580 257.5 257.3 been weaker than expected, and
Current account balance 9.2 7.0 16.6 22.3 21.2 some uncertainty clouded the
Direct investment 0.3 -6.3 5.0 -4.4 outlook for 1997.
Port.follo investment 3.0 -55.8 -13.5 —60.9 As regards fiscal policy,
Capital account balance -11.8 -11.1 -21.3 -20.1 Direct felt it till ibl
Gross official reserves 22.6 26.3 26.9 26.8 Iréctors feft 1 Was stll possible
Current account balance tO h0|d the defICIt n 1996 tO
(in percent of GDP) 0.7 0.6 12 1.4 1.4 the targeted 4 percent of GDP
Change in real effective R i
exchange rate (in percent) 2.1 0.0 0.4 -1.13 -1.9 If economic recovery was on
) track. However, they were con-
L _ AR cerned about slippages in cut-
Financial variables ting back the social securit
General government balance -5.8 -5.8 -5.0 -4.0 -4.2 d fg . d d the risk yf
Gross national saving 182 190 198 19.1 188 eficit and noted the risks o
Gross national investment4 17.2 18.4 18.3 17.5 17.1 further overruns in health care
Change in broad money spending. Directors welcomed
- i . s —
55 52 £z B sl g = the announcement of a budget
Three-month interbank rate f 997 desi d
(period average; in percent) 8.4 5.8 6.6 4.05 3.9 or 1997 designed to respect

the Maastricht reference value

1Unless otherwise noted.

2Updated Fund staff estimates.

3Second quarter over same period in 1995.
4Stockbuilding included.

SAverage to September 18, 1996.

GDP, which contrasted positively with the outturn in
the previous four years. For 1996, the government
announced a ceiling on the fiscal deficit of 4 percent of
GDP, which put French fiscal policy on course to meet
the Maastricht target of 3 percent for 1997.

As regards monetary policy, the Bank of France had
managed since the fall of 1995 to bring the franc back
within the former narrow band of the EMS and to nar-
row interest rate differentials with Germany. Overall,
the return of market confidence contributed to a sub-
stantial easing in monetary conditions.

Exports weakened markedly during the second half
of 1995, but with domestic demand relatively subdued
the current account surplus reached about 14 percent
of GDP in 1995. Total official reserves (excluding
gold) increased slightly, to $27 billion. The fiscal
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of 3 percent of GDP, although
they noted that the budget con-
tained little margin for unex-
pected adverse developments.
They also noted that the decline
in the 1997 deficit was due in
large part to a one-off transfer
from a public enterprise. They urged the authorities to
implement additional measures beginning in early
1997 to ensure adequate structural adjustment and to
avoid an increase in the deficit, in the event of weaker-
than-expected activity, that could jeopardize market
confidence in the achievement of EMU. France faced
serious pressure on the public finances from demo-
graphic changes in the long term, and the fiscal deficit
should therefore be reduced to close to balance over
the next few years. The level of public spending was
clearly too high.

Directors welcomed the skillful handling of mone-
tary and exchange rate policy. Inflation remained low,
and the reduction of interest rates reflected the credi-
bility of both monetary and fiscal policy. Directors sup-
ported the cautious approach of the Bank of France to



further monetary easing and the pri-
ority attached to sustaining the sta-
ble and favorable monetary
environment.

Directors were concerned about
the record level of unemployment,
which was due in large part to struc-
tural problems in the labor market.
Far-reaching reforms were needed to
cut unemployment, which was both
a serious social problem and a
potential threat to the credibility of
fiscal adjustment.

Directors urged the authorities to
strengthen their efforts to address
the problems in state-owned banks.
The authorities should proceed
rapidly with privatization, remove
distortions and establish a more level
playing field, strengthen supervision,
and improve corporate governance
and internal controls. They also
pressed for progress with privatiza-
tion and reforms in other sectors
where the state was involved in com-
mercial activities.

Directors praised France’s tradi-
tionally generous commitment to
development assistance, and they
urged the authorities to maintain aid
flows, which had suffered from bud-
getary stringency, at as high a level
as possible.

United Kingdom

The Board concluded the Article 1V
consultation with the United King-
dom in October 1996. Real GDP
growth slowed to about 2 percent a

Table 8

ARTICLE

IV CONSULTATIONS

United Kingdom: Selected Economic Indicators
(Data as of Board discussion in October 1996)*

1996

Projections at
time of Board

1993 1994 1995 discussion Outturn?
In percent

Domestic economy
Change in real GDP 2.1 3.8 25 2.2 2.1
Unemployment rate 10.3 9.3 8.2 7.6 7.5
Change in consumer prices

(period average)3 3.0 2.4 2.8 2.8 2.9

In billions of U.S. dollars®

External economy
Exports, c.i.f. 182.3 206.3 240.5 251.0 259.4
Imports, f.0.b. 202.6 222.8 258.8 273.2 278.5
Current account balance -16.2 -3.7 -6.2 -1.8 0.0
Direct investment -10.1 -17.7 -8.0 -10.9
Portfolio investment -59.1 77.5 -37.0 -48.0
Capital account balance 19.6 -4.1 0.7 A -4.6
Gross official reserves 43.6 43.0 50.1 42.7 42.7
Current account balance

(in percent of GDP) -1.7 -0.4 -0.6 -0.2 0.0
Change in real effective

exchange rate (in percent) -8.2 -0.8 -4.3 3.8 2.8

In percent of GDP1

Financial variables
General government balance -7.8 -6.8 -5.5 -4.4
Gross national saving 13.7 15.7 15.8 16.1
Gross national investment 15.0 15.4 15.6 15.3
Change in broad money

(M4; in percent) 4.9 4.0 9.9 9.4 9.5
Three-month interbank rate

(period average; in percent) 5.9 515) 6.7 6.0 6.0

1Unless otherwise noted.

2Updated Fund staff estimates.

3Excludes mortgage interest payments.

year through the second quarter of 1996 as economic
slowdowns in the United Kingdom’s trading partners
affected net exports (Table 8). Weak demand meant
overhanging stocks, which translated into output cuts
that further harmed growth, and the beef crisis
adversely affected agricultural output. The unexpected
weakness of output and its uncertain duration caused
sluggish private fixed investment. Nonetheless, unem-
ployment fell to a five-year low of 7' percent in July
1996 (2 percent below the European Union average),
thanks in part to active policies against long-term
unemployment.

Inflation was contained despite sharp increases in
1995 in input costs associated with sterling’s deprecia-
tion and a surge in commodity prices. Factors contribut-
ing to subdued inflation included moderate economic
expansion with a continuing output gap, increased com-

petition associated with a structural change in retailing,
and pricing policies for privatized utilities.

Following initial successes, the fiscal consolidation
effort was marred by slippages. The public sector bor-
rowing requirement for 1995/96 was 4.9 percent of
GDP, compared with 3.4 percent projected in the
November 1994 budget. Revenues were responsible
for about four-fifths of the slippage; nominal expendi-
tures were successfully kept within the established tar-
gets, although real expenditures were somewhat higher
because of lower-than-expected inflation. The Novem-
ber 1995 budget measures were broadly neutral;
income tax reductions of about '4 of 1 percent of GDP
were roughly offset by cuts in current and capital
spending.

In line with the medium-term monetary policy
framework, official interest rates were raised in several
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steps in late 1994 and early 1995, but once growth
slowed and inflation prospects improved official rates
were lowered between December 1995 and June 1996
by a total of 1 percentage point in four steps. Monetary
conditions eased considerably as a result of the depreci-
ation of sterling in early 1995. Monetary aggregates
expanded quite rapidly, with growth of sterling M4 ris-
ing to nearly 10 percent. Credit expansion was also
strong. There was limited progress in strengthening
policy credibility, as revealed by yields on indexed gov-
ernment securities and long-term interest rate differen-
tials with Germany.

The external current account remained near bal-
ance, with rising surpluses on services and oil trade off-
setting a decline in non-oil trade. External
competitiveness was favorable by past standards.

In their discussion, Directors welcomed the United
Kingdom’s recent economic performance, which was
especially noteworthy given the sluggish activity else-
where in Europe. Directors noted that prospects for
1997 were positive, with growth likely to strengthen,
unemployment to decline further, and inflationary
pressures to remain subdued. Directors emphasized the
importance, in achieving this performance, of sound
policy that emphasized medium-term stability, fiscal
consolidation, and flexible markets.

Nevertheless, Directors noted the need to enhance
the credibility of the authorities’ policy commitment,
especially in the fiscal area, and therefore considered
that the fiscal imbalances were too large and that fur-
ther consolidation was required. Directors observed
that the ratio of current expenditure to GDP had risen
in recent years, despite the significant decline in the
unemployment rate. They suggested that current out-
lays bear the brunt of additional fiscal cuts, keeping in
mind the potential effect on income distribution. Many
Directors considered that there was no scope for fur-
ther tax cuts in the upcoming budget. Steps should be
taken to bolster the revenue-generating capability of
the tax system, including by reducing exemptions and
preferences.

A number of Directors considered that credibility
could be strengthened by increasing central bank inde-
pendence. Directors observed that the inflation-
targeting framework for monetary policy had delivered
impressive results. They generally cautioned against
further reductions in short-term interest rates.

Board members welcomed the United Kingdom’s
continued active involvement in discussions on prepa-
rations for EMU in Europe, and the authorities’ view
that the economic criteria under the Maastricht Treaty
were highly desirable objectives for U.K. policy,
whether or not the country eventually decided to join
the monetary union.

The United Kingdom’s structural policies—notably
privatization, labor market reforms, and deregulation—
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had contributed in important ways to improving eco-
nomic performance and prospects, in the Board’s view.
Combined with macroeconomic policies geared to
medium-term stability, these structural reforms should
provide a basis for improving growth performance in
the medium term.

Directors noted the likelihood that official develop-
ment assistance, which was at a level of 0.3 percent of
GNP, was set to decline even further, and they encour-
aged the authorities to raise it.

Italy

Directors met in April 1997 to conclude the 1996
Article IV consultation with Italy, against the back-
ground of a sharp decline in inflation but a weak eco-
nomic recovery (Table 9). GDP growth was estimated
at 0.7 percent and unemployment at about 12 percent
in 1996. Inflation (year-on-year) was more than halved
from 6 percent in November 1995 to slightly over 2
percent in early 1997, with the official target for 1997
(2" percent) set to be achieved.

The current account balance improved strongly in
1996: although export growth decelerated sharply as
from late 1995, the slowdown in domestic demand
also made for a marked fall in imports. Aided also by
an improvement in the terms of trade, the trade surplus
widened to close to 5 percent of GDP.

The notable progress in reducing the fiscal imbal-
ance in 1992-95 stalled in 1996, with the general gov-
ernment deficit amounting to an estimated 6.7 percent
of GDP, above official objectives. The overrun from
the original deficit target was primarily due to consid-
erably weaker growth, as well as the underlying dynam-
ics of primary current spending.

For 1997, the government set the objective of join-
ing EMU from the start, and it presented a budget
aimed at achieving a general government deficit of 3
percent of GDP. In early 1997, the authorities esti-
mated that, in the absence of additional measures, the
general government deficit target would be missed.
Against this background, on March 27 the government
introduced a corrective fiscal package (in an amount of
0.8 percent of GDP), with a view to achieving the
Maastricht deficit criterion, and announced the start of
negotiations with the social partners on a reform of the
welfare system.

The authorities continued to pursue a tight mone-
tary policy, geared to reducing inflation. With prog-
ress on the latter front, official rates were gradually
reduced, bringing the discount rate to 6% percent
after the latest reduction in January 1997. Long-term
interest rates declined sharply over the past year, to a
level consistent with the Maastricht interest rate
criterion. By January 1997, long-term differentials
with Germany had reached a low of under 150 basis
points, although they widened somewhat thereafter



in the face of market uncertainties
regarding the EMU process. The
improved inflation performance and
relatively high money market rates
helped to foster the appreciation of

Table 9

ARTICLE IV CONSULTATIONS

Italy: Selected Economic Indicators
(Data as of Board discussion in April 1997)

1993 1994 1995 19961
the exchange rate. By the fall of
1996, the authorities judged the lira ) In percent
to have strengthened sufficiently g:mes".'c ecfg%”;y » - . o
. . . ange In reai =1L . . .
and on a durable basis t.O Jusj“f.y Unemployment rate? 10.2 11.3 12.0 12.1
ERM reeqtry, and the lira rejomed Change in consumer prices (end of period) 4.3 4.0 5.6 2.6
theIERt:\/l. ”:j.Nove.mber['). In billions of U.S. dollars3
n their iscussion, | irectors External economy
commended the S|gn!f|cant progress Exports, f.0.b. 226.8 250.3 298.9 329.9
that Italy had made since 1992 Imports, f.0.b. 192.7 212.9 253.5 266.3
toward price stability, fiscal consoli- Current account balance 11.4 15.1 27.2 42.3
dation, and strengthened external E"‘:f“lin"_es‘mf”t ’ ;22 —g-‘i gg-g ﬁ-g
ortrolio Investmen . =9. . .
. That prog_re_rss had plgced Capital account balance 9.5 -13.8 -4.0 -5.1
the ?O_U”tr){ In a position to aspire to Gross official reserves 53.7 56.7 55.8 69.4
participate in EMU from the start, Current account balance (in percent of GDP) 1.1 15 2.5 3.5
and had been rewarded by increased Change in real effective exchange rate
market confidence. Directors partic- (in percent) 162 63 80 104
ularly welcomed the remarkable - _ In percent of GDP3
decline in inflation, aided by wage g'”ancl'a' "a”ab'etsb | 100 oc o .
H PSS eneral government balance =10} =2, =f/ —6.
moderation and the aUth.o”tles firm Gross national saving 18.1 18.9 20.6 21.1
conduct of monetary po“cy- Gross national investment 16.9 17.1 18.1 17.8

At the same time, Directors
emphasized that Italy faced several
key challenges, including a slow eco-

Change in M2 (in percent)* 7.8 1.7 2.1 2.7
Three-month rate on treasury bills
(period average; in percent)

10.5 8.8 10.7 8.6

nomic recovery, relatively inflexible
labor markets, high unemployment
concentrated in the south, and the
need to achieve sustained structural
strengthening of public finances. On
the labor market, Directors wel-
comed the positive aspects of the
recent Pact for Employment but stressed the need for
bolder initiatives toward labor market flexibility, in par-
ticular through greater regional and sectoral wage dif-
ferentiation and a wider use of nontraditional work
contracts.

Given its high public debt and interest rate premi-
ums, Italy had much to gain from participation in
EMU. However, it faced the difficult task of having to
effect the largest fiscal correction among early EMU
contenders in the context of a weak economic outlook.
Directors commended the authorities’ decision to step
up the pace of fiscal adjustment in 1997. However,
while the corrective fiscal package of March 1997
would bring the deficit within reach of the Maastricht
reference value in 1997, Directors noted that the
reliance on revenue and one-off measures raised ques-
tions about the sustainability of fiscal adjustment
beyond 1997. Permanent savings in such key spending
areas as pensions, health, and public employment were
critical. Directors welcomed the government’s inten-
tion to rely on structural measures in the 1998 budget

1Fund staff estimates.

2Excluding workers in the Wage Supplementation Fund.

3Unless otherwise noted.

4End of period, moving average of last three months; growth rate used for target monitoring.

and the announcement of the imminent start of discus-
sions on the reform of social spending.

Directors noted that monetary union, with the
intensified competitive pressures that it would bring,
would increase the challenges faced by the Italian
banking system. Directors recognized that current
problems had both important cyclical and regional
components, but they stressed the importance of con-
tinuing to address the problems of nonperforming
loans, overstaffing, and high operating costs. Acceler-
ated privatization of the major banks was seen as cru-
cial to addressing the banking sector’s structural
problems.

Canada

The Board concluded the Article 1V consultation with
Canada in January 1997. Canada has had considerable
success in the implementation of its economic strategy.
In fiscal year 1996797 (ending March 1997) the fed-
eral budget deficit was expected to be below the target
of 3 percent of GDP. This was being accomplished by
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Table 10
Canada: Selected Economic Indicators

(Data as of Board discussion in January 1997)

the overnight interest rate was
reduced in steps from 5'4-6 percent
in early January to 234-3Y4 percent
in November. Canadian short-term
interest rates have been below their

1993 1994 1995 19961 .
U.S. counterparts since March
) An|perEent 1996—unprecedented in recent
Dol Belelialiy decades—while differentials
i IRl 2.2 41 e 1.4 between Canadian and U.S. long-
Unemployment rate 11.2 10.4 9.5 9.7 1
Change in consumer prices (end of period) 1.7 0.1 1.8 1.6 term interest rates narrowed sharply
- to levels well below the historical
In billions of U.S. dollars2 . ,
External economy average. This reflects Canada’s sus-
Exports, f.0.b. 161.9 1831 212.3 296.5 tained low inflation and the steady
Imports, f.0.b. 164.4 179.9 198.3 206.4 progress in reducing the federal
Current account balance -22.3 -16.2 -8.2 0.3 budget deficit.
Portialia restment 20 oo 147 L The external current account
Capital account balance 29.4 14.3 4.4 deficit was 1.4 _percent O_f GDPin
Gross official reserves 12.1 13.1 15.3 .. 1995 and continued to improve dur-
Current account balance (in percent of GDP) -4.0 -3.0 -1.4 0.0 ing 1996, shifting into small sur-
Chz?\nge in real effective exchange rate pluses in the second and third
(in percent) 33 67 -39 quarters. This improvement was
- In percent of GDP2 largely due to the strength of the
Financial variables U.S. economy, and to the lagged
CAEEI T IEIT 2 =73 -3 41 —21 effects of the real effective deprecia-
Gross national saving 13.6 15.3 17.0 17.5 R i .
Gross national investment 18.2 19.0 18.2 175 tion of the Canadian dollar in the
Change in broad money (in percent) 3.1 2.7 4.0 2.3 early 1990s.
Three-month treasury bill rate (in percent) 4.8 5.5 7.0 4.2 Canada experienced |arge net

inflows of direct investment and

1Fund staff projections.
2Unless otherwise noted.

measures introduced in the 1994, 1995, and 1996
budgets, which cut business and farm subsidies, com-
mercialized public spending programs, imposed user
charges, and lowered government consumption by
scaling back most spending programs, cutting defense
spending, and eliminating some 55,000 government
jobs.

Real GDP growth picked up in 1996, from 0.7 per-
cent during 1995 (fourth quarter to fourth quarter) to
an annual rate of 1.3 percent during the first half of
1996 and 3.3 percent in the third quarter, led by
increases in residential construction and investment in
machinery and equipment. Personal consumption
increased sharply in the first quarter of 1996 but rose
moderately during the second and third quarters. The
unemployment rate remained at about 9% percent dur-
ing the first half of 1996, but then rose slightly to
9.7 percent in December (Table 10).

Core consumer price inflation fell from 4.6 percent

in 1989 to less than 2 percent at the beginning of 1996.

It dropped further to 1.7 percent during the first 11

months of 1996, reflecting the slack in the economy.
Monetary conditions eased significantly in 1995

and 1996. The Bank of Canada’s operating band for
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portfolio capital in 1995 and the first

three quarters of 1996, while at the

same time large short-term outflows

by Canadian banks and sales of
money market instruments were recorded.

In their discussion, Directors commended the
authorities for the impressive progress in implement-
ing their economic strategy during the past year.
They noted that inflation had been contained at a low
level, federal fiscal deficit targets were being more
than met, and substantial measures had been taken by
provincial governments to balance their budgets.
Sound macroeconomic policies had improved confi-
dence in financial markets, as reflected in the negative
short-term Canada—-U.S. interest rate spreads. This
considerable progress in the economic fundamentals
had improved Canada’s prospects for sustainable
growth.

Directors agreed that the easing in monetary condi-
tions during 1996 had been appropriate in light of the
sustained low inflation, strong fiscal adjustment at all
levels of government, and considerable slack in the
economy. Caution would have to be exercised in eas-
ing monetary conditions further, however, given the
considerable stimulus from past policy actions and the
lags between monetary policy actions and their effects
on the economy. Directors noted that strong output
growth in the third quarter of 1996 and the economic



indicators for the fourth quarter
seemed to signal the long-awaited
strengthening of economic activity
in Canada.

Directors were encouraged by
the plans to eliminate fiscal imbal-
ances at the federal and provincial
levels during the next few years.
They noted the quality of the fiscal
adjustment, which relied mainly on
expenditure cuts rather than revenue
increases. It was important that
the government hold to its planned
fiscal policy course set out in the
1995 and 1996 federal budgets to
achieve the deficit-reduction tar-
gets for the coming years. Those
measures might balance the budget
by 1999/2000.

Directors remained concerned by
the persistence of high unemploy-
ment rates. They also observed that
the public old-age support system
faced important challenges, given
the aging population in Canada and
the large unfunded liability of the
system. They commended the
authorities’ initiatives in facing those

ARTICLE IV CONSULTATIONS
Table 11
Greece: Selected Economic Indicators
(Data as of Board discussion in August 1996)
1993 1994 1995 19961
In percent
Domestic economy
Change in real GDP -1.0 1.5 2.0 25
Unemployment rate 9.7 9.6 10.0 9.8
Change in consumer prices (end of period) 12.1 10.8 8.1 5.0

External economy
Exports, f.0.b.
Imports, c.i.f.
Current account balance
Capital account balance
Gross official reserves
Current account balance (in percent of GDP)
Change in real effective exchange rate
(in percent)

Financial variables

General government balance

Gross national saving

Gross national investment

Change in broad money (in percent)
Three-month treasury bill rate (in percent)

In billions of U.S. dollars2

5.0 5.2 5.8
17.6 18.7 229
-0.7 -0.1 -2.9
4.4 6.9 3.1
8.6 15.3 15.7 .
-0.4 0.2 -1.5 -1.8
-3.6 1.3 3.7
In percent of GDP2
142  -121 9.2 -7.0
21.1 21.0 20.3 21.0
215 20.8 21.8 22.8
15.3 13.9 8.3 9-12
18.2 18.2 14.5

1Fund staff estimates.
2Unless otherwise noted.

challenges and urged the federal and

provincial authorities to reach agree-

ment quickly on an appropriately

balanced package of contribution rate increases and
benefit cuts to shore up the finances of the Canada
Pension Plan. Subsequent to the Board discussion,
agreement was reached between the federal and
provincial governments on measures to deal with the
long-term needs of the Plan.

Directors commended Canada’s consistent support
for free trade, including multilateral trade liberalization
and regional and bilateral market opening on terms
supportive of the multilateral trading system. They
supported the further reduction of tariffs on a range
of goods and the simplification of Canada’s tariff
system.

Directors were encouraged by Canada’s commit-
ment to raise its official development assistance, as cir-
cumstances allowed, toward the target of 0.7 percent
of GNP.

Other Advanced Economies

Greece

The Board concluded the Article 1V consultation with
Greece in August 1996. Greece’s economic perfor-
mance had improved during 1995 as output growth
accelerated to 2 percent, although unemployment rose

slightly to 10 percent during the year (Table 11). Infla-
tion dropped below two digits in 1995 for the first
time in two decades.

There was further progress in fiscal consolidation,
with the central government deficit declining from
12.7 percent of GDP in 1994 to 11.2 percent in
1995, against a budget target of 10 percent. The
overrun was due mainly to revenue shortfalls, par-
ticularly in indirect taxes, and to delays in transfers
from the European Union. However, the authorities
met the convergence plan target for the general gov-
ernment deficit. Monetary policy continued to be
guided by the preannounced exchange rate target.
The target for the rate of crawl of the drachma
vis-a-vis the European currency unit (ECU) of 3 per-
cent during 1995 was achieved. This policy and the
successful handling of a speculative attack against the
drachma in May 1994 had spurred a surge in capital
inflows. The Bank of Greece adopted a cautious
stance in dealing with the inflows—lowering inter-
vention rates only slowly, sterilizing most of the
inflows, raising reserve requirements from 9 percent
to 11 percent, and extending reserve requirements to
short-term foreign currency liabilities of the banking
sector.
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After two years at near balance, the current account
deficit widened in 1995 to 1.5 percent of GDP because
of a sharp increase in imports of investment goods. The
capital account remained in surplus, although the sur-
plus was smaller than in 1994. Foreign exchange
reserves rose slightly.

Against the positive short-term outlook, the macro-
economic framework was showing signs of strain in
1996. Inflation picked up early in the year before
resuming a downward trend, the pace of fiscal consoli-
dation slowed, the Bank of Greece was finding it
increasingly difficult to use interest rates to contain
credit and reduce inflationary pressures, and there were
escalating expenditure pressures.

In their discussion, Directors commended the
authorities for their continued efforts at fiscal consolida-
tion and inflation reduction. Nevertheless, Directors
saw an urgent need to strengthen the adjustment effort.

Directors noted that the budget deficit target for
1996 risked being overshot by about 1 percentage
point of GDP and cautioned that such an outcome
would represent an unfortunate setback. They wel-
comed the policy package announced in July 1996,
which envisioned reductions in public employment, a
review of extrabudgetary accounts, and a strengthen-
ing of financial control of public entities. Directors
urged the authorities to enact further corrective mea-
sures promptly, especially on the expenditure side.
They praised the authorities’ efforts to expand the tax
base but stressed that achievement of lasting fiscal
consolidation would require expenditure reduction.
Directors expressed concern that the pace of fiscal
consolidation had slowed down despite faster-than-
projected growth.

Directors noted that the “hard drachma” policy had
contributed to reducing inflation in recent years and
viewed the authorities’ cautious interest policy as
appropriate. They pointed out, however, that capital
inflows had illustrated the inability of tight monetary
policy alone to secure further disinflation in the current
policy environment. Directors urged the government
to pursue a strict wage and employment policy in the
public sector that would serve as a signal to the private
sector.

Directors stressed the need to accelerate structural
reform to improve Greece’s long-term growth perfor-
mance and to ensure real convergence with Europe.
They welcomed the authorities’ agenda for structural
reform, which included rationalization of public spend-
ing, strengthened management of public entities,
increased accountability in the public sector, and
reform of the unemployment benefits system. They
urged the authorities to expand the scope and to accel-
erate the pace of privatization. Directors also pointed
to the need to reduce the state’s presence in the bank-
ing sector.
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Hong Kong, China
Directors met in February 1997 to consider the staff
report for the 1996 Article 1V consultation discussions
with Hong Kong, China# against the backdrop of aver-
age annual growth of real GDP of almost 7 percent
over the past 15 years. That performance had been
achieved in the context of a dramatic change in eco-
nomic structure, under which the importance of the
manufacturing sector and domestic merchandise
exports had declined sharply and Hong Kong had
emerged as a mature, services-based economy.
Although growth has been slowing since 1994,
there were signs in the second half of 1996 of moder-
ate recovery. Retail sales and property prices began to
rise, and private construction rebounded. However,
merchandise export growth—which usually accompa-
nies the upturn—remained subdued, as export volume
rose by only 5 percent in the first nine months of
1996. For the year as a whole, real GDP was projected
at the time of the Board discussion to grow by 44 per-
cent (Table 12). Subsequently, the estimate was revised
upward to almost 4% percent, the same as the 1995
growth rate. Inflation fell from 8% percent in 1995 to
about 6 percent in 1996, owing largely to a slowdown
in domestic demand, combined with falling import
prices resulting from an appreciating exchange rate and
some labor market slack. Unemployment, which had
risen sharply in 1995 with an expansion of the labor
supply, gradually eased to about 2Y5 percent in 1996.
The Board commended the authorities for success-
ful management of the economy. Directors observed
that the key challenge in the near term was to maintain
confidence and ensure a smooth transition to Chinese
sovereignty. They considered that this could best be
achieved by continued adherence to the broadly rules-
based policy framework—consisting primarily of the
link of the exchange rate to the U.S. dollar, a prudent
fiscal policy stance, and firm financial regulation.
Directors fully endorsed continuation of the linked
exchange rate system as an important anchor for stabil-
ity and confidence. They welcomed the Chinese
authorities’ reaffirmation of their commitment to mon-
etary independence for Hong Kong following the
transfer of sovereignty. In light of the different levels of
financial development in Hong Kong and the mainland
of China, Directors supported the continuation of two
separate monetary systems and currencies, as well as
two independent monetary authorities. The Board also
emphasized the need to continue with a broadly neu-
tral and noninterventionist approach to fiscal policy.
Directors considered that continued moderate govern-

4During the 1996/97 financial year, Hong Kong was adminis-
tered by the United Kingdom. It was returned to the People’s
Republic of China as of July 1, 1997, and became a Special
Administrative Region of China.



ment surpluses would be appropri-
ate, given the fiscal implications of
an aging population. Directors also
commended the authorities for giv-
ing priority to maintaining a strong
system of banking supervision. They
stressed that, given banks’ depen-
dence on property lending and the
increasing linkages with China’s
economy, continued close monitor-
ing of asset quality and maintenance
of high prudential standards were
needed. Directors also welcomed
the Hong Kong Monetary Author-
ity’s participation in the New
Arrangements to Borrow (NAB).
The Board viewed Hong Kong as
having strong potential for further
high growth over the medium term.
They noted that its future lay in
developing its services-based export
industries and maintaining its status
as an international financial center.
In this context, they encouraged the
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Table 12
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Hong Kong, China: Selected Economic Indicators

(Data as of Board discussion in February 1997)

1993 1994 1995 19961
In percent
Domestic economy
Change in real GDP 6.1 5.4 4.7 4.5
Unemployment rate 2.0 2.0 8.3 2.6
Change in consumer prices (period average) 8.5 8.1 8.7 6.0

External economy
Exports, f.0.b.
Imports, c.i.f.
Current account balance3
Gross official reserves
Current account balance (in percent of GDP)3
Change in real effective exchange rate
(in percent)

Financial variables

General government balance4

Gross national saving®

Gross domestic investment

Change in broad money (in percent)
Best lending rate (in percent)

In billions of U.S. dollars2

163.1 182.5 209.2 222.5
155.0 181.0 214.8 221.0
8.2 15 -4.9 1.6
43.0 49.3 55.4 63.8
7.0 1.6 -2.3 1.0
10.5 1.5 -1.2 4.1
In percent of GDP2

25 2.3 1.3 -0.3
35.8 33.8 31.0 33.0
27.6 31.9 345 32.0
15.6 13.6 13.6 13.1
6.5 8.5 8.8 8.5

authorities to proceed with plans to

deregulate the nontraded goods and
services markets. Directors also
noted that safeguarding Hong
Kong’s institutions and values, par-
ticularly the rule of law, impartiality
of the judiciary, neutrality of the
civil service, and freedom of infor-
mation, was important for its medium-term prospects.
Directors looked forward to the success of the “one
country—two systems” framework and the continued
prosperity of the Hong Kong economy.

Israel

The Board concluded the Article 1V consultation with
Israel in December 1996. The rapid, but fairly bal-
anced, expansion of the Israeli economy since 1989—
with GDP rising at more than 6 percent a year—turned
into generalized overheating in 1995-96 (Table 13).
Underlying inflation accelerated to a rate of 12 percent
in mid-1996, from 9 percent in 1994-95, as real wages
rose by 2.5 percent in the first half of the year. Accord-
ing to preliminary estimates, domestic demand grew by
5.5 percent, and unemployment rose slightly to some
6% percent in 1996.

A shift to an expansionary fiscal stance abetted the
evolution from growth to overheating. In late 1994, in
the wake of what proved to be a transitory rise in rev-
enues, the authorities instituted large increases in pub-
lic sector wages and simultaneously cut taxes at a cost
to the budget of 2.5 percent of GDP. Since then, tax
revenues had consistently fallen short of expectations,

1Fund staff estimates.

2Unless otherwise noted.

3Balance on goods and nonfactor services.

4Data are for fiscal years ending March.

SForeign component of saving included for 1993 and 1994 only.

and the targets for the domestic deficit had been
missed by wide margins. For 1996, the general govern-
ment budget deficit was estimated at 4.2 percent of
GDP.

With fiscal policy easing and the economy overheat-
ing, monetary policy turned restrictive after 1994, lead-
ing to controversial side effects. The exchange rate
strengthened within its crawling band, appreciating
about 5 percent in terms of the consumer price index
and unit labor costs since 1993. Capital inflows surged,
averaging some 2.5 percent of GDP annually during
1995 and 1996. Moreover, domestic financial markets
were unsettled by the restrictive monetary policy.

The economy’s overheating was particularly evident
in the external accounts. The current account deficit
increased to more than 5 percent of GDP in 1996, a
level not experienced since the early 1980s.

In their discussion, Directors praised authorities for
their effective management of the economy over the
past six years, marked by a near halving of inflation and
unemployment rates and by the successful absorption
of immigrants. They expressed concern, however,
about the persistence of inflation and the high current
account deficit. The main policy requirement was for
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Table 13
Israel: Selected Economic Indicators
(Data as of Board discussion in December 1996)*

1996

high rate of investment and to
achieve low single-digit inflation in
five years. They therefore urged the
adoption of more ambitious
medium-term objectives. They also

Projections at
time of Board

recommended improved trans-
parency and accountability of fiscal

1993 1994 1995 discussion Outturn2 policy in particular by also provid-
In percent ing deficit estimates inclusive of the
Domestic economy accrued liabilities associated with
Change in real GDP 3.5 6.8 7.1 4.3 4.4 indexation that are excluded from
Unemployment rate 100 78 6.3 6.3 6.7 the present measures and by explain-
Change in consumer prices ing the government’s accountin
(end of period) 112 145 8.1 12.0 106 gtheg ¢ g
- methodology to the public.
In billions of U.S. dollarst .
Directors observed that monetary
External economy licy had to bear the brunt of th
Exports, f.0.b. 148 167 190 19.9 20.2 policy had to bear the brunt or the
Imports, c.i.f. 204 226 267 28.9 28.3 fight against inflation over the past
Current account balance -1.1 2.3 -3.9 5.2 -4.9 two years, but they considered that a
Direct investment — 02 12 16 shift to a less restrictive monetary
(CoplE Ere 2 szl EmEe ey ~ £ aull stance should await credible progress
Gross official reserves 6.4 6.8 8.2 11.4 ith fiscal lidati Th
Current account balance wi ISCARCONSOlIta Iorj" ey gen-
(in percent of GDP) -1.7 3.2 -45 5.6 52 erally thought that the increased
Change in real effective exchange emphasis on inflation targeting
EEIIEE ) 06 2.4 B B within the crawling exchange rate
- _ In percent of GDP* band had provided a clarity of pur-
Financial variables pose and objectives that could facili-
UL I 85 22 34 42 tate the pursuit of disinflation. They
Gross national saving .
(in percent of national income) ~ 20.2 18.7 18.1 urge_d th_e adqptlon of a forward-
Gross national investment looking inflation strategy that could
(in percent of national income)  21.8 22.0 22.6 usefully integrate structural
Change in broad money L . . .
@hpereent 220 246 217 24 aspects—pol_|ue§ for releasing public
Interest rate at discount window lands, the privatization and regula-
(in percent) 113 134 15.5 16.1 tion of utilities, and enhanced com-

petition policies.

1Unless otherwise noted.
2Updated Fund staff estimates.

the authorities to strengthen domestic saving with a
more ambitious fiscal consolidation effort. Directors
viewed the authorities” medium-term strategy of fiscal
consolidation, disinflation, and structural reform as
charting the appropriate direction for the needed

adjustment.

Noting that fiscal policy had been at the root of the
overheating experienced in 1995/96, Directors
stressed that improving public sector saving was essen-
tial and called for strict adherence to the deficit target
for 1997. They viewed as important recently
announced plans for additional spending cuts and the
establishment of a contingency reserve. They consid-
ered the authorities’ emphasis on containing expendi-
tures helpful and suggested the adoption of more
realistic revenue estimates. Directors generally regarded
the existing medium-term fiscal targets as insufficient
to generate the domestic saving required to sustain a
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Directors considered that Israel’s
record on structural policies was
mixed. Although progress had been
made in liberalizing trade, strength-

ening antitrust and competition policy, and downsizing
banks’ holdings in nonfinancial companies, there was
need to accelerate privatization and to decrease other
forms of government intervention in the economy.
Directors welcomed plans to rationalize the tax and
regulatory treatment of financial instruments, but they
felt that much more needed to be done if Israel were
to establish a resilient and efficient capital market.

Korea

The Board concluded the Article 1V consultation with
Korea in November 1996. Following two years of
rapid expansion led by buoyant investment and
exports, economic growth moderated in late 1995 and
early 1996 in response to an earlier tightening of
monetary conditions and less favorable short-run
export prospects. Domestic demand decelerated
sharply as growth of investment in equipment slowed



because of a large capacity buildup
in recent years as well as the less
favorable export outlook. In late
1995 and the first half of 1996, the
labor market was tight, with the
unemployment rate at about 2 per-
cent. Influenced by unfavorable

Table 14

ARTICLE IV CONSULTATIONS

Korea: Selected Economic Indicators
(Data as of Board discussion in November 1996)1

1996

Projections at
time of Board

agricultural price developments, 1993 1994 1995 discussion Outturn2
consumer price inflation edged up In percent
in the first half of 1996 to 5.0 per- Domestic economy
cent from 4.5 percent in 1995 Change in real GDP 5.8 8.6 9.0 7.1 7.1
(Table 14)_ Unemployment rate 2.8 2.4 2.0 2.0 2.0

The fiscal situati in K Change in consumer prices

1€ Tiscal situation In Korea (end of period) 5.8 5.6 4.7 4.9 45
remained sound as the result of a -
| traditi f fiscal fi In billions of U.S. dollars?
ong traaition O_ ISCa conse_rva Ism. External economy
Over the years, fiscal expenditure, Exports, f.0.b. 80.9 937 1232 1294 1283
relatively low by international stan- Imports, f.0.b. 79.1 96.8  128.0 139.8 1435
dards, had been broadly in line with Current account balance 0.4 -45 -8.9 -17.7 -23.7
revenue, resulting in moderate levels E"‘;?tlin"_e“mfm . 18-5 —é-g —é-g ﬁ;
: ortfolio investmen . ; . .
of governmgnt debt and high gov Capital account balance 2.6 9.1 16.0 24.6
emmer_‘t saving. Monemry deVEIOp' Gross official reserves 20.2 25.6 32.7 Ce 33.2
ments in 1995-96 were broadly Current account balance 0.1 -1.2 -2.0 -3.6 -4.8
consistent with the government’s (in percent of GDP)
objectives to lower underlying infla- Extstrnal c!ebt(.(ln percertn ?f GDP) 133 14.7 17.2 22.9
. . . ebt service (in percent o
tion and achieve a soft Iandlng. exports of goods and services) 9.1 6.2 5.4
Growth of the broad monetary Change in real effective exchange
aggregate in 1995, although rapid at rate (in percent) -1.8 0.7 11 3.6
the beginning of the year, slowed to In percent of GDP1
13.7 percent by the end of Decem- Financial variables
ber, well within the target range of General government balance 0.3 0.5 0.4 —
12 percent to 16 percent Other Gross national saving 35.2 34.9 35.1 345
t t h ' d . Gross national investment 35.1 36.1 37.1 38.0

mone ary_ aggregates snowed a simi- Change in broad money
lar behavior. (end of period; in percent) 17.3 17.6 13.7 17.8

Since 1994, the current account Three-month CDs (in percent) 12.3 14.8 11.7 13.5

deficit had widened sharply, initially
in tandem with the rapidly growing
economy, but subsequently mainly
as a result of adverse developments
in the terms of trade. Nevertheless,

1Unless otherwise noted.
2Updated Fund staff estimates.

capital inflows, growing in response to continued relax-
ation of controls on foreign equity investment and on
access to trade financing, had comfortably financed this
deficit. In 1995 the surplus on the capital account rose
to $16 billion, and net inflows of $14 billion were
recorded during the first half of 1996. Since 1994, the
authorities have progressively dismantled import barri-
ers and cut tariffs in accordance with the Uruguay
Round; except for a small number of products with
potentially adverse health or security effects, import
licensing is now automatic. The nominal effective
exchange rate had been broadly unchanged in the
period since late 1994, notwithstanding large fluctua-
tions over the same period in key currency exchange
rates.

Over the past ten years, the authorities had partially
implemented two public enterprise privatization pro-

grams; the program introduced in December 1993
envisaged privatization of 58 of 133 public enterprises
during 1994-98. As of mid-1996, 16 enterprises had
been privatized.

In their discussion, Directors welcomed Korea’s con-
tinued impressive macroeconomic performance: growth
had decelerated from the unsustainably rapid pace of
the previous two years, inflation had remained subdued
notwithstanding some modest pickup in the months
prior to the consultation, and the widening of the cur-
rent account deficit largely resulted from a temporary
weakening in the terms of trade. They welcomed
Korea’s prospective membership in the OECD and the
BIS and noted the challenge of ensuring that the speed
of structural reforms in the financial sector and the capi-
tal account was commensurate with the needs of
Korea’s transformation into an industrial economy.
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Board members stressed that monetary policy
should focus firmly on the ultimate goal of price stabil-
ity and agreed that monetary policy should be sup-
ported by more flexibility in the exchange rate,
particularly if capital inflows were to accelerate follow-
ing further capital account liberalization. Greater
exchange rate flexibility would be facilitated by, and
would itself contribute to, the deepening of the for-
ward market for the Korean won.

Directors praised the authorities for their enviable
fiscal record and suggested that fiscal policy could best
contribute to strengthening medium-term macroeco-
nomic performance by maintaining a strong budgetary
position as much-needed spending on social overhead
capital was undertaken. They also welcomed the recent
acceleration of capital account liberalization; although
some Directors agreed with the authorities’ gradual
approach to capital account liberalization, a number of
Directors considered that rapid and complete liberal-
ization offered many benefits at Korea’s stage of eco-
nomic development. Directors agreed with the
authorities” intention of not rigidly linking capital
account liberalization to the narrowing of interest dif-
ferentials with partner countries and noted that liberal-
ization itself would be important in reducing Korean
interest rates from the current high levels.

Directors suggested that the recent speeding up of
capital account liberalization intensified the need for
further reforms of the domestic financial sector.
Despite considerable progress in financial sector
reform, bank interest rates appeared to remain sticky,
and secondary markets for many financial assets were
either shallow or absent. In addition, monetary policy
had not yet completed the transition to indirect instru-
ments. Directors observed that faster progress in these
areas would help to strengthen the efficiency of the
financial sector and increase the effectiveness of mone-
tary policy.

The Board welcomed the broadening of structural
reforms, including labor market reforms and privatiza-
tion, that should contribute to productivity gains and
ensure the continued competitiveness of the Korean
economy.

New Zealand

The Board concluded the Article 1V consultation with
New Zealand in November 1996. At the time of the
meeting, economic developments in New Zealand con-
tinued to be satisfactory. Real GDP growth had slowed
to a sustainable 3 percent, consistent with a soft land-
ing rather than the recession that had been a typical
feature of earlier business cycles. Employment growth
remained rapid, and the underlying rate of inflation
was held close to 2 percent, although the upper limit
of the target range was breached slightly, partly
because of a sharp rise in housing prices. The tight
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stance of financial policies continued: the budget
surplus had risen to nearly 4 percent of GDP in
1995/96, interest rates were kept at relatively high
levels in real terms, and the exchange rate had appreci-
ated in both nominal and real effective terms by 5 per-
cent (Table 15). Although the external account deficit
had widened to 4 percent of GDP in 1995/96, market
confidence remained strong.

The economic expansion was expected to continue
in 1997, propelled by the tax cuts contained in the
1996/97 budget. Under the budget, the tax burden
was to be reduced by more than 1 percent of GDP in
1996/97 and in 1997/98, personal income taxes were
to be lowered, and allowances were to be increased.
Nevertheless, a budget surplus of 3 percent of GDP
was projected for 1996/97, enabling net public debt
to decline further, to 28 percent of GDP.

Directors commended the authorities for their
steadfast implementation over the past decade of rigor-
ous financial policies and comprehensive structural
reform in a context of transparency and accountability.
They welcomed the authorities’ commitment to main-
tain their policy orientation over the medium term.
They considered the policy stance of tight monetary
conditions and public expenditure control to be appro-
priate because that stance helped to contain inflation,
ensured sustainability of the external position, and laid
the foundation for resumption of more rapid growth
over the medium term.

Directors believed that the monetary framework,
including the inflation-targeting regime, had been
instrumental in containing inflationary expectations
and securing market credibility for the overall eco-
nomic strategy. While a few Directors thought that a
widening of the 0-2 percent target band for inflation
would allow greater flexibility for monetary policy,
most Directors cautioned against such a move, at least
until inflation was brought back into the band, so as
not to affect adversely the credibility of inflation policy.

Directors strongly endorsed the medium-term bud-
getary strategy, which provided for continuing sur-
pluses and implied a steady decline in the ratio of
public debt to GDP. They urged continued progress
with civil service and welfare reforms in order to free
up funds for higher spending on health and education,
as well as accelerated privatization of the remaining
public sector trading interests. A number of Directors
thought it advisable to postpone the second round of
tax cuts until expenditure reductions could be clearly
identified.

A number of Directors thought the size of the
external current account deficit posed risks, given New
Zealand’s vulnerability to external shocks and to
changes in market sentiment. Directors believed it
would be advisable for the authorities to tighten fiscal
policies, if necessary, to prevent a widening of the cur-
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rent account deficit. Financial stabil-
ity and continued structural reforms
would help to keep the traded-
goods sector competitive and to
maintain private capital inflows.
Directors underscored the impor-
tance of continuing with structural

Table 15
New Zealand: Selected Economic Indicatorst
(Data as of Board discussion in November 1996)2

1996/97

Projections at
time of Board

reforms to enhance potential 1993794 1994/95 1995/96 discussion  Outturn3
growth. In particular, they proposed In percent
perseverance in efforts to raise pri- Domestic economy
vate investment and saving in rela- Change in real GDP 6.2 5.2 2.8 25 2.0
tion to GDP and to improve Unemployment rate 9.5 6.9 6.5 6.5 6.4

ducati d training facilities t Change in consumer prices
education and training taciirtes to (period average) 1.4 2.4 3.3 2.4 2.2
raise labor productivity. They wel- -

d th thorities’ it t In billions of U.S. dollars?
comed the authorities” commitmen Enernalleeonan
to promote further multilateral and Exports, f.0.b. 108 126 134 145 152
regional initiatives to liberalize Imports, c.i.f. 9.1 11.3 12.8 14.4 14.7
trade. Current account balance -0.6 -2.0 2.4 -2.8 -2.8
Subsequent to the consultation, E'“:?tl'_“"_e“mfm . fl’g é-i ‘1‘2 ‘1‘-‘21 ‘l‘-‘z‘
. s ortrolio Investmen o 5 o i 0
in December 1996 a_new Coalltlon Capital account balance 1.0 1.8 2.9 2.8 2.9
govemment t_OOk office. While the Gross official reserves 3.8 3.9 4.5 4.7 4.4
economic policy stance has not been Current account balance
fundamenta”y modified, two (in percent of GDP) -1.3 -3.9 -4.1 -4.5 -4.3
; ; _ Change in real effective exchange
c-hanges are of npte. First, the infla 5 (LD ) 6.4 53 5.7
tion band was widened from 0-2 | of GDP?
n percent o

percent to 0-3 percent, and the . . . P
R Bank si led its intenti Financial variables

eserve. an .Slgljla edl S,In ention General government balance 0.9 3.1 3.8 3.1 2.0
to keep inflation in the middle part Gross national saving 18.9 17.9 18.4 17.9 18.2
of the new band. Meanwhile, infla- Gross national investment 20.2 21.8 226 224 22,5
tion pressures continued to ease; Change in broad money
underlying inflation for the March (in percent) . 66 6.7 12.0 150 10.0

Interest rate on 90-day bank bills

1997 quarter was 0.2 percent, and (in percent) 5.4 9.4 8.9 9.9

for the 12-month period ending

March 1997 it was 2 percent on
average. Second, budgeted spending
on health, education, and law and
order was increased for the next sev-
eral years by 14 percent of GDP a
year, and the announced July 1997 tax cut was delayed
by one year. However, sizable budget surpluses con-
tinue to be targeted.

Spain

The Board concluded the Article 1V consultation with
Spain in March 1997. Recent economic developments
in the country were then generally favorable. Growth
in private consumption had strengthened to about

2.5 percent (quarter-on-quarter, annualized) in mid-
1996 as booming stock and bond markets added to
household wealth. For 1996 as a whole, GDP grew by
an estimated 2.2 percent (Table 16). Consumer infla-
tion fell to 3.2 percent (year-on-year) in December
1996, the lowest rate in three decades. With output
still below potential, unemployment remained a serious
economic and social problem. After peaking at over
24 percent in early 1994, the unemployment rate was

1Data are for fiscal years ending March.
2Unless otherwise noted.
3Updated Fund staff estimates.

reduced by the subsequent recovery to 22 percent of
the labor force in the third quarter of 1996, still well
above that of any other industrial country.

Since late 1994, monetary policy had been centered
squarely on the task of lowering inflation. Inflation and
monetary growth both declined during 1996, allowing
the Bank of Spain to reduce the reference ten-day
repurchase rate to 6 percent in January 1997 from
9.25 percent in December 1995. Fiscal policy focused
on qualifying Spain for entry into EMU in 1999. The
convergence plan submitted to the European Council
in July 1994 called for the general government deficit
to fall from 7.4 percent of GDP in 1993 to 3.0 percent
in 1997, primarily through expenditure reductions.
During 1994-96, multiyear limits were imposed on
public sector wage increases, agreements were struck
with local and regional governments to limit their
deficits, controls were placed on the rise in health care
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Table 16
Spain: Selected Economic Indicators
(Data as of Board discussion in March 1997)

term. They also welcomed Spain’s
firm commitment to meeting the
Maastricht convergence criteria in
1997 and considered that this
achievement was within the authori-

1993 1994 1995 1996 ties’ reach. They agreed that the
) In percent authorities should be prepared to
PIEMESLE el introduce additional fiscal measures,
Change in real GDP 12 2.1 28 2.2 if needed to ensure compliance with
Unemployment rate (period average) 22.7 24.2 22.9 22.2 . L
Change in consumer prices® 4.9 4.3 4.3 3.2 the MaaStr'Cht criteria. .
in billions of U.S. dollars? Directors urged the authorities
External economy to take_ ear_ly steps to place the fl_scal
e, ok 62.1 74.0 927 1031 consolidation process on a sustain-
Imports, c.i.f. 77.0 88.8 1104  116.9 able footing. They noted that it
Current account balance -5.8 -6.8 1.2 2.9 would be necessary to go beyond the
Net investment3 o 54.2 -15.8 23.4 1.0 temporary expenditure cuts and to
Net other portfolio investment4 -54.5 21.2 -31.0 18.7 .
Capital account balance 2.9 2.6 6.0 5.9 unqertake a comprehensive re.StrUC_
Gross official reserves (end of period) 45.3 445 38.2 61.8 turing of government expenditure.
Current account balance (in percent of GDP) -1.1 -1.4 0.2 0.6 On the revenue side, some Directors
Chgnge in real effective exchange rate encouraged the authorities to
(in percent) 105 48 14 23 improve the tax code by a reduction
- In percent of GDP2 in the marginal tax rates.
ZL”;i’;‘;':L:I’:r:?nZﬁ: balance (Maastricht basis) 7.4 6.2 6.6 4.4 Directors complimented the
Gross national saving 18.7 18.6 21.3 21.0 Bank .Of S_paln for Its SL!CCESS n
Gross national investment 19.9 20.0 21.1 20.6 reducing inflation, noting that the
Change in broad money (end of period; increased independence of the bank
in percent) _ _ 101 7.0 9.2 6.3 and its inflation-targeting framework
Th;\f:r:;g;”it: F')g:igg‘:;‘k TS [ (PE0 117 80 04 5 had worked well. They agreed with

the authorities that the recent low

1End of period, year-on-year percentage change (December on previous December).

2Unless otherwise noted.
3Including foreign direct investment and marketable securities.
4Including loans, deposits, and repurchase operations.

spending, and unemployment benefits were reduced.
Although progress on fiscal consolidation in 1995 was
disappointing, the situation improved during 1996.
Preliminary data suggested that the general govern-
ment deficit target of 4.4 percent of GDP on a national
accounts basis was attained.

Spain’s external position remained strong. The
external current account moved to a surplus of 0.6 per-
cent of GDP in 1996 from 0.2 percent in the previous
year, owing to an improvement in the trade balance
and tourism. Official foreign reserves rose from $36
billion in March 1995 to $65.3 billion at the end of
January 1997, against the background of considerable
net capital inflows. Over the same period, the peseta
was maintained close to the middle of the ERM band.

In their discussion Directors commended the
authorities for their sound macroeconomic policies and
particularly for progress in fiscal consolidation and
structural reforms. They observed that Spain seemed
poised in 1997 for a strengthening of the economic
recovery and sustainable growth over the medium
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inflation data might allow prudent
interest rate cuts, although subse-
guent reductions in interest rates
should be linked to clear progress on
the fiscal front.

Because of the strong perfor-
mance of the external sector in recent years, Directors
generally agreed that competitiveness was not an
immediate problem. Nevertheless, they stressed the
need for structural reforms and continued wage mod-
eration to ensure the maintenance of external competi-
tiveness over the medium term. As regards internal
competition, they encouraged the authorities to move
ahead in improving the markets for urban real estate,
professional services, and retail trade and in implement-
ing a more market-oriented autonomous regulatory
framework for monopolies.

Directors observed that the high unemployment
rate and severe labor market rigidities remained the
most pressing policy challenge. Spain’s prospective
entry into the EMU made it imperative for the
authorities to undertake labor market reforms without
delay.

Sweden

The Board concluded the Article IV consultation with
Sweden in September 1996. During 1990-93 Sweden



ARTICLE IV CONSULTATIONS

had experienced its worst postwar
economic crisis, but, propelled by
strong export performance, the
economy had been making a strong
recovery since the second quarter of
1993. Real GDP growth reached
3.6 percent in 1995, the highest rate

Table 17
Sweden: Selected Economic Indicators
(Data as of Board discussion in September 1996)1

1996

Projections at
time of Board

. 1993 1994 1995 discussion Outturn2
since 1987 (Table 17). Consumer
price inflation dropped to below 2 _ In percent
percent beginning in January 1996, E:mes"'c ec?gomy - as a6
[P ange in real GDP -2. . X 1.1 1.1
p?rtt:y akS a resu';%f tTe gppreuatlon Unemployment rate 8.2 8.0 7.7 8.0 8.0
9 the krona an ec. Ining mortgage Change in consumer prices
interest rates. Wage increases, how- (period average) 4.6 2.2 25 05 0.5
ever, continued to be uncomfortably In billions of U.S. dollars
high; although total unemployment External economy
edged down slightly, it remained Exports, f.0.b. 49.4 60.0 79.7 84.5
above 12 percent in the first quarter Imports, c.i.f. 42.5 513 64.9 e 66.6
of 1996 Current account balance -4.0 0.8 4.9 6.2 6.1
Aft Ith | t Direct investment 2.4 0.4 3.1 0.6
. er the general governmen Portfolio investment 4.1 4.8 5.2 =&
deficit reached 12.3 percent of GDP Capital account balance 3.8 -0.8 -5.0 . -6.0
in 1993, Sweden had set its public Gross official reserves 25 3.1 3.4 2.9 2.9
finances firmly on a path of fiscal Cu(fre"t acc‘iunftgaD'i’n)ce b 04 - . oa
- - _ In percent o —, b a o g
consolidation. The EMU Conver Sl (A TRhE G
gence Program adopted by the gov- rate (in percent) -23.7 2.2 -1.2 11.6 9.9
ernment in June 1995 specified In percent of GDP1
measures expected to reduce the Financial variables
deficit by 7.5 percent of GDP by General government balance -12.3  -10.8 -8.0 -4.0 -2.5
1998—uwith the reduction split Gross national saving 11.3 145 175 17.7 17.2
evenly between Spending decreases Gross na'tlonal investment 13.3 14.1 15.5 15.1 14.7
. . . Change in broad money
and tax increases. With rapid outp_ut (M3; in percent) 4.0 03 27 117 11.7
growth, it was expected that the fis- Three-month interbank interest
cal deficit would narrow to 2.5 per- rate (period average; in percent) 8.5 7.6 8.8 6.0 6.0

cent of GDP in 1997 (meeting the

Maastricht criterion), but weakened
economic activity since late 1995
had altered this outlook. In April
1996 a Supplementary Budget Bill
accordingly proposed additional expenditure measures
of SKr 12 billion to bring the deficit below 3 percent
of GDP in 1997. The positive reception of this bill in
the markets also eased pressure on the krona and on
interest rates. By mid-July 1996 the krona had appreci-
ated by 18 percent from its low point in 1995, and the
differential in long-term interest rates with Germany
had narrowed to 160-170 basis points, or about one-
third of its highest level in early 1995.

In their discussion, Directors noted that the
Swedish economy was well on its way to recovery from
the crisis of 1990-93. The Swedish inflation rate was
among the lowest in Europe. Directors commended
the authorities for their steadfast pursuit of a strong
program of fiscal consolidation and the successful reso-
lution of the banking crisis. These successes had
enhanced government credibility in financial markets.
Directors emphasized, however, the need for structural
reforms in the labor market to help moderate wage

1Unless otherwise noted.
2Updated Fund staff estimates.

inflation and reduce the high unemployment rate, as
well as full implementation of the fiscal consolidation
program. Noting the sensitivity of fiscal consolidation
to growth, Directors welcomed the adoption of addi-
tional fiscal measures in the April 1996 Supplementary
Budget Bill to keep the fiscal consolidation program on
track, as well as the greater weight put on expenditure
reduction in these measures.

With evidence of the growing credibility of policies,
and in view of the high level of unemployment, Direc-
tors concurred that easing monetary policy had been an
appropriate initiative. Most Directors considered that
the Riksbank’s monetary policy framework, including
inflation targeting, had contributed to reducing infla-
tion. Some Directors thought a strong commitment to
EMU membership would help to safeguard the favor-
able market sentiment that had been gained.

Directors welcomed the appreciation of the krona
during the preceding year and generally concurred
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Table 18
Algeria: Selected Economic Indicators
(Data as of Board discussion in June 1996)1

under the extended arrangement for
Algeria. In 1995, real GDP was esti-
mated to have increased by 4.3
percent—after two years of
decline—driven by a strong export-

1992 1993 1994 1995 19962 R
led expansion in the hydrocarbon
) D LTS sector, a rebound of agriculture, and
g:mes".'c ecfg%”;y 6 a5 » i 20 an upturn in the construction and
ange In reai o 7, =il, 5 o . .
Unemployment rate Pr e i o o services sectors (Tabl_e 18). Inflation
Change in consumer prices fell from 39 percent in the 12
(end of period) 28.0 16.1 38.6 219 15.1 months to the end of 1994, to 22
In billions of U.S. dollarst percent by the end of 1995. Unem-
External economy ployment remained high.
Exports, f.0.b. 11.5 10.4 8.9 10.3 12.6 The fiscal deficit narrowed to
Imports, f.0.b. o 8.3 8.0 92 102 9.6 1.4 percent of GDP in 1995 from
Current account balance 1.3 0.8 -1.8 -2.3 0.2 : :
Direct investment 0.0 0.0 0.0 0.0 0.2 4.4 percent(lsrlljtg_%. ThedratIO_Ollc
Capital account balance 1.2 -0.8 2.5 -3.9 -2.8 rev?nue to ) Increased, mainty
Gross official reserves (end of period) 1.5 1.5 2.6 2.1 3.7 owing to higher hydrocarbon
Current account balance (in percent receipts. On the expenditure side,
GEbE) 21 s I B . interest payments exceeded targets,
External debt (in percent of GDP) 52.0 53.0 70.3 78.4 72.4 but the fiscal kept
Debt service (in percent of exports of u e fisca prer_a_m was kept on
goods and services) 78.3 82.2 48.7 43.8 327 track as the authorities cut current
Change in real effective exchange rate outlays and contained salary
(in percent) 210 142 -287  -6.0 5.0 increases. As a result, civil service
In percent of GDP ! wages fell substantially in real terms.
Financial variables Fiscal adjustment provided the
Central government balance -1.2 -8.7 -4.4 -1.4 2.6 underpinning for a tight monetary
Gross national saving 31.2 30.8 27.4 26.5 28.3 olicv. as demand for broad mone
Gross national investment 284 202 318 320 280 policy, €y
Change in broad money (in percent) 23.9 21.5 15.4 10.5 15.0 continued t_o grow less than nominal
Repurchase rate (in percent) 17.0 17.0 21.0 23.0 20.0 GDP. Credit to the economy rose

1Unless otherwise noted.
2Fund staff estimates.

with the authorities’ view that the krona appeared to
be at or close to equilibrium. They were concerned,
however, with the high rates of wage increases, which
could increase inflation, decrease competitiveness and
the momentum of growth, and slow the reduction of
unemployment.

Directors welcomed the initiatives of the Employ-

by 85 percent in 1995; an expansion
in credit to food-importing agencies
and the railway company was partly
offset by a sharp contraction of
credit to the government and by

increased bank provisioning and recapitalization. Real
interest rates became positive in late 1995.
Notwithstanding demand restraint and a substantial
real depreciation of the Algerian dinar in 1994, the
external current account deficit increased by 1.3 per-
centage points to 5.6 percent of GDP in 1995.
Imports rose in response to trade liberalization and

ment Bill, although a number of Directors considered
them insufficient to meet the authorities’ employment
objectives. They urged reforms to increase the flexibil-
ity of the labor market and supported the formulation
of a new wage-setting mechanism. Several Directors
stressed the importance of greater wage differentiation
and of measures to facilitate the employment of new
entrants into the labor market.

Developing Countries

Algeria
The Board concluded the Article 1V consultation with
Algeria in June 1996 and conducted the second review
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higher cereal prices. However, the balance of payments
strengthened significantly in the first half of 1996, as
the trade balance responded strongly to the dinar
depreciation, more than offsetting a drying up of short-
term inflows in the form of suppliers’ credit pending an
expected debt-rescheduling agreement, and official
reserves rose.

In financial sector reform, the introduction of regu-
lar repurchase auctions on the money market in May
1995 was later followed by the institution of a formal
auction system to sell negotiable treasury bonds on the
money market, with a view to establishing open market
operations by the central bank. In the public enterprise
sector, enterprises were put under hard budget con-
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