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Ladies and Gentlemen,

It is my pleasure to submit to you the 66th Annual Report of the Bank for

International Settlements for the financial year which began on 1st April 1995 and

ended on 31st March 1996. You will note that a number of changes have been

made to the format of the Bank's financial accounts, which are to be found at

the end of this Report; these changes do not, however, affect comparability of

the accounts from one year to another.

The net profit for the year amounted to 181,333,300 gold francs, after

transfer of 3,529,792 gold francs to the Provision for Exceptional Costs of

Administration and 3,073,940 gold francs to the Provision for Modernisation of

Premises and Renewal of Equipment. This compares with a net profit for the

preceding year of 162,408,716 gold francs.

The Board of Directors recommends that, in application of Article 51 of the

Bank's Statutes, the present General Meeting should apply the sum of 53,333,300

gold francs in payment of a dividend of 260 Swiss francs per share.

The Board further recommends that 38,400,000 gold francs be transferred

to the General Reserve Fund, 3,000,000 gold francs to the Special Dividend

Reserve Fund and the remainder of 86,600,000 gold francs to the Free Reserve

Fund.

If these proposals are approved, the Bank's dividend for the financial year

1995/96 will be payable to shareholders on 1st July 1996.

Basle, 23rd May 1996 ANDREW CROCKETT

General Manager



I. M e d i u m - t e r m p o l i c i e s a n d s t r u c t u r a l c h a n g e :

w a i t i n g f o r t h e b e n e f i t s

Global economic developments were generally favourable in 1995, demonstrating

the cumulative benefits of more disciplined macroeconomic policies and an

increased reliance on market mechanisms in both developed and developing

economies. In spite of a number of shocks to financial markets, including the

Mexican crisis of early 1995, the international financial system continued to

operate smoothly and to accommodate further growth in the volume of

transactions. This welcome outcome may also reflect the beneficial influence of

past policies, as oversight bodies have increasingly emphasised the need for better

risk management procedures at the level of the individual firm as well as other

measures to ensure systemic stability.

A major source of concern during the period under review was that

economic growth in the industrial countries might be slowing excessively

(Chapter II). In large part, the deceleration of activity now appears to have been

the result of higher interest rates in 1994 and a related inventory cycle. Yet

transitional problems associated with the pursuit of medium-term macro-

economic policy objectives on the one hand, and structural economic changes

on the other, may have accentuated the slowdown. The first set of problems

should dissipate, as the full benefits of fiscal consolidation and price stability

become more evident. In contrast, the need to adapt to global economic

pressures, arising from interacting changes in trade and technology, seems likely

to remain an ongoing challenge for both economic agents and policy-makers.

Financial markets in the industrial countries (Chapter V) generally took the

view that the medium term would be characterised by both stable real growth

and stable prices. Bond yields in most industrial countries fell steadily throughout

1995, in many cases reversing almost entirely the increase observed in 1994.

Moreover, there was some narrowing of the bond rate premia demanded in 1994

from countries judged to be more risky given their history of high inflation and

large government or external deficits. Stock markets, particularly in the United

States, rose strongly, in line with expectations that high current earnings would

be maintained and that nominal interest rates would remain low. Even when bond

rates rose sharply in early 1996, as economic indicators in both Japan and the

United States became more positive, stock prices in both countries were quite

well maintained through mid-April on the basis of higher expected earnings.

Economic developments in the developing economies (Chapter III), including

those in transition from central planning, were also, on the whole, favourable in

1995. In South-East Asia, growth continued at very high rates, and in eastern

Europe and Sub-Saharan Africa the gains made in 1994 were consolidated. While

output continued to fall in the former Soviet Union, the pace of decline was

much reduced and hopes grew that the positive effects of macroeconomic



stabilisation and privatisation might soon begin to manifest themselves. Even in

Latin America, significant growth was maintained in most countries, although

Mexico and Argentina were important exceptions for much of 1995;

understandably so in the light of the Mexican crisis. While levels of inflation in

developing economies generally remain too high, often exacerbated by fiscal

deficits, a policy commitment to lower inflation has become more widespread

and significant progress was actually achieved in a number of countries.

A combination of normal conjunctural uncertainties and the interacting

effects of many ongoing structural changes has made the task of policy

formulation and implementation more difficult in recent years. In such

circumstances of increased uncertainty, it is especially important for policy-

makers to be clear and transparent about their own objective - the pursuit of

sustainable medium-term policies. As for structural pressures, it is also necessary

to encourage adjustment rather than resistance. Insofar as these changes are

driven by advances in technology, resistance would in any case prove futile.

Moreover, it would also imply a willingness to accept permanent economic costs

in order to avoid only transitional ones. For forward-looking policy-makers, this

would not seem to be a very good bargain.

The pursui t o f med ium- te rm macroeconomic policies

During 1995, there was a strengthening of the resolve of policy-makers in many

countries to pursue medium-term objectives of fiscal sustainability and price

stability. In some developing economies, as well as a significant number of "higher-

risk" industrial countries, this was a by-product of increased market discipline,

underscored by the events surrounding the Mexican crisis. In several western

European countries, the intensified focus on the Maastricht criteria for accession

to economic and monetary union played a similar role. In the United States, the

resolute action taken by the Federal Reserve in pre-empting inflationary pressures

in 1994, and the caution with which it reacted to signs of slowdown in 1995,

were generally interpreted by the markets as a confirmation of the commitment

to longer-term price stability. Closely related to these developments was the

growing readiness of policy-makers in many industrial countries to admit publicly

that the burden of rapidly rising social security liabilities has to be addressed if

a sustainable fiscal position is to be achieved.

Financial markets responded very positively to this evidence of a firming

commitment to medium-term objectives. As observed above, the prices of both

bonds and stocks rose sharply on balance and there was some reduction of

volatility in financial markets, which led in turn to a weakening of demand for

exchange-traded derivative instruments. In this environment, 1995 was also

characterised by a near-record volume of net issues of international securities

and continuing large inflows of private capital into emerging markets (Chapter

VII). While South-East Asia and Brazil were particularly favoured destinations,

Mexico and Argentina also regained access to international securities markets,

although public sector borrowers were the best received. All of this might be

judged conducive to stronger demand growth, not just in emerging but also in

industrial economies.



Having noted the positive effects of these policy changes, it would be

imprudent to ignore a number of transitional complications which may have

accentuated the recent slowdown of growth in some industrial countries. For

example, the policy commitment to price stability had disproportionate effects

on asset prices previously based on expectations of persisting inflation. In turn,

weak house prices in a number of countries may have contributed to the

continuing absence of the "feel-good" factor and to generally low levels of

consumer spending over the last few years. By the same token, concerns about

the underlying value of collateral may have led to more cautious bank lending in

several countries, including Japan, with repercussions on small and medium-sized

enterprises in particular. Finally, fiscal restraint in 1995 was substantial in most

industrial countries other than Japan. This clearly had direct effects on spending

in the short term, and may even have encouraged higher private saving to the

extent that future income support from governments began to look more

doubtful and tax cuts less likely.

Given such possible transitional effects, it becomes all the more imperative

that the commitment to medium-term objectives is seen as credible and that the

full benefits of lower and less volatile interest rates are realised. With the markets

still reflecting uncertainties about a budget agreement in the United States, the

transition to economic and monetary union in Europe, and the near-term stability

of governments in several industrial countries, the benefits of credible policies

directed to medium-term stability will only become fully apparent when a calmer

political climate prevails. The fact that this may take some time does not make

the pursuit of medium-term objectives any less desirable.

Structural changes in real and financial markets

In recent years, the interacting effects of technological progress and increased

international trade have had important implications for relative prices, production

patterns and job prospects throughout the global economy. Trade has encouraged

technology transfers and competitive innovations, while technological progress

has encouraged trade by lowering the costs of both communication and

transportation. Deregulation, in many cases in response to these underlying

forces, has provided further impetus to structural change, as has the growing

attractiveness of the developing world for foreign direct investment. While all

countries will eventually benefit from such trends, adjustment problems have

affected a number of industrial countries.

The effects of such forces can be most clearly observed in the United States.

In spite of a long history of market liberalisation and record profit levels in 1995,

corporate announcements of takeovers, mergers and lay-offs continued unabated.

Even though highly flexible labour markets have kept the overall unemployment

rate down, the prevailing atmosphere of job insecurity may well have contributed

to the recent weakness of both wage demands and consumer spending. Wages

and prices rose somewhat less in 1995 than might have been expected on the

basis of historical relationships with the level of economic activity.

These processes are less advanced and have not manifested themselves in

the same way in western Europe and Japan, largely because labour markets there



operate rather differently. In continental Europe, the recovery in 1994 created

fewer jobs than might have been expected and, more recently, a new wave of

restructuring and job losses seems to have begun, with attendant effects on

unemployment and consumer confidence. Given relatively inflexible European

labour and product markets, and a greater reliance on the production of tradable

goods whose relative price has been declining, the effects of these shocks may

prove longer-lasting than in North America. In Japan, relatively flexible real wages

and a corporate commitment to maintaining employment did not prevent a

significant increase in the unemployment rate in 1995, particularly among the

young. While this largely reflects the after-effects of the "bubble" period and the

need for further structural reforms, the redirection of Japanese direct investment

towards countries with lower costs may also have contributed to the halting

nature of the Japanese recovery.

A similar interaction of technological progress, deregulation and inter-

national competition has also contributed to major structural changes in global

financial markets in recent years (Chapters V and VIII). Moreover, it seems likely

that this process will intensify, especially in continental Europe and Japan. Of

particular note in the principal financial centres during 1995 were a number of

important mergers of financial companies, a growing symbiosis between the

banking and securities industries and a further increase in the use of new financial

instruments for portfolio management. Other evidence of rising competitive

pressures can be found in the record volume of syndicated bank loans, granted

in many cases at low margins and with relaxed covenants, as well as a strong

rebound in international banking intermediation. While in most countries these

pressures confront financial systems which are profitable and healthy, this is

unfortunately not the case everywhere.

Financial reform in developing economies has tended to focus first on the

deregulation of domestic financial markets (Chapter VII). Nevertheless, inter-

national influences and competitive pressures are also being increasingly felt.

While the Mexican crisis caused a number of countries to slow the pace at which

international financial integration was to be allowed, there was no general rolling-

back in 1995 of liberalising measures taken earlier. The crisis did, however, draw

attention to the underlying structural inadequacies of the banking systems of

many developing economies. Given a history of administrative credit controls,

banks in such countries still have only a limited ability to assess risk, and they

often carry a heavy burden of doubtful loans from the earlier period. The

implications of such financial fragility, particularly if the situation is complicated

by large-scale inflows or outflows of international capital, have been a prime

concern of central bankers and regulators in emerging markets over the last year

or so.

Moneta ry and regulatory responses dur ing 1995

It is sometimes not adequately understood that a commitment to medium-term

price stability does not preclude action by the monetary authorities to moderate

cyclical slowdowns. Nor does such a commitment prevent the monetary

authorities from responding appropriately to the effects of structural changes in



the economy, whether these effects are transitional (lowering demand) or

permanent (raising supply). Indeed, for a combination of such reasons, there was

a significant easing of monetary conditions in most of the major industrial

countries during 1995 (Chapter IV).

At the same time, ongoing structural changes in economic and financial

markets clearly complicate the practical conduct of monetary policy. Given the

associated shifts in the demand for money, central banks in many industrial

countries have found that controlling the growth rate of a monetary aggregate

is no longer a sufficient condition to ensure the control of inflation. As a result,

and sometimes only after having experimented with exchange rate targeting, a

growing number of central banks have in recent years begun to use explicit

inflation forecasts as a guide to interest rate decisions. Unfortunately, structural

change complicates policy formulation even within this framework. In particular,

the level of output consistent with a stable inflation rate becomes more difficult

to estimate. Moreover, the monetary policy transmission mechanism becomes

less well understood owing to the new channels of credit creation, the growing

impact of trade and exchange rate movements on prices and the increasing use

of derivative instruments to manage risk. Bearing in mind these complications,

and the costs involved in reducing inflation were it allowed inadvertently to

rebound, the easing of monetary policy in 1995 had necessarily to be cautious

and measured.

Significant movements in certain financial indicators and asset prices in 1995

also complicated the assessment of monetary policy. For example, on the basis

of traditional relationships, the steepening of the German yield curve implied

positive prospects for the German economy quite at variance with other, more

negative, indicators. In the United States, exceptional increases in stock prices

led commentators to suggest that monetary policy might prove in the end to

have been more stimulative than initially thought. Finally, the sharp appreciation

of the effective exchange rates of the yen, in particular, and the Deutsche Mark

in early 1995 (Chapter VI) eventually contributed to decisions to lower short-

term interest rates in Japan and Germany. Indeed, in the former case, the

implications of the strengthening yen were judged sufficiently serious to warrant

the exchange market intervention successfully undertaken by the three major

countries in August.

Uncertainties about the possible consequences of changes in global financial

institutions and markets, combined with concerns arising from the Mexican crisis,

led to further initiatives during the year to strengthen the foundations of the

global financial system. With regard to the stability of financial institutions, the

Basle Committee on Banking Supervision, in association with the International

Organization of Securities Commissions, made important strides in dealing with

market risk issues by publishing two papers encouraging disclosure by financial

institutions of exposures and performance in derivatives markets. Moreover, the

Basle Committee extended the Capital Accord to cover market risk and allowed

for the first time the use of internal models as a basis for setting regulatory

capital requirements. The publication of a paper on the regulation of financial

conglomerates, jointly prepared by banking, securities and insurance regulators,

marked another milestone for cooperation in 1995. Closer attention was also



paid to the repayment capacity of sovereign borrowers, with the International

Monetary Fund announcing a programme of enhanced surveillance, along with

more stringent reporting and disclosure standards for countries wishing to tap

international financial markets.

As for efforts to safeguard the smooth functioning of financial markets, a

survey conducted by central banks in association with the Bank for International

Settlements in April 1995 provided the first comprehensive overview of the size

and nature of global markets in derivatives. In addition, a report in March 1996

by the Committee on Payment and Settlement Systems of the Group of Ten

central banks drew attention to the exposure of banks to foreign exchange

settlement risk and suggested steps which the private sector could take to reduce

that exposure.

Together with many initiatives taken earlier, these steps should both help

prevent international financial crises and limit their repercussions should they

occur. Nevertheless, it would be imprudent to assume that better ways to handle

crises are therefore no longer needed. Indeed, the Group of Seven Summit

communiqué of June 1995 explicitly called for efforts to improve procedures for

handling sovereign liquidity crises and to augment the General Arrangements to

Borrow. The final results of these and other efforts to reduce systemic risks have

yet to be seen, but one conclusion must already be clear: giving the public sector

adequate financial means to deal with crises must be combined with maintaining

uncertainty as to the circumstances in which, if at all, such resources will be

mobilised. In short, sovereign borrowers and private lenders must understand

that incautious behaviour on their part will not necessarily be made good with

public money. If this realisation encourages prudent behaviour on the part of all

participants, it will also provide the best guarantee of a smoothly functioning

international financial system.



I I . D e v e l o p m e n t s in t h e i n d u s t r i a l c o u n t r i e s

1995 growth
patterns
characterised by ...

Highlights

Economic growth in the industrial countries slowed unexpectedly last year. While

the timing as well as the causes of the slowdown varied, some features were

common to most countries: private consumption growth was relatively weak as

job insecurity made households reluctant to reduce saving as much as in earlier

cycles; partly in consequence, there was a marked turnaround in the inventory

cycle; and spending on longer-lived assets suffered from the lagged effects of the

rise in interest rates in 1994.

Labour market conditions mirrored the changes in aggregate demand, with

marked variations during the year and between countries. In the United States,

unemployment fell to a rate generally associated with "full" employment whereas,

by the end of the year, unemployment in many western European countries

approached earlier peaks. Nonetheless, there are some signs that structural

policies are starting to improve the adaptability of European labour markets, even

though they have not yet led to stronger job growth. Due to the generally slower

pace of demand growth, inflation eased further in the course of last year and

average prices actually declined in Japan. At the same time, somewhat higher

rates of inflation were experienced by some countries in a more mature phase

of recovery.

As in previous years, movements in current external balances were mainly

influenced by differences in relative cyclical positions and exchange-rate-induced

changes in competitiveness, as well as by investment income flows associated

with diverging international asset positions. The US current account deficit

widened further, as a large swing in the trade balance with Mexico and the

relatively advanced stage of the US business cycle more than offset the lagged

effects of earlier weakness in the dollar. In Japan, by contrast, the current account

surplus declined progressively throughout last year despite sluggish domestic

demand growth, reflecting the lagged effects of a sharp rise in the yen. The

current external balances of the European countries strengthened on average,

but there were changes within the region; the United Kingdom moved further

into deficit while France and Italy recorded larger surpluses.

Slower g r o w t h and persistent asymmetry

Developments in the three major economies

The divergence in growth rates which had characterised the three major

economies since 1991 persisted in 1995, although there were some signs of

convergence as well (Graph 11.1). The growth rate of the US economy

decelerated towards a more sustainable level, while signs of recovery emerged
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in Japan in the second half of the year. In contrast, growth prospects in Germany

seemed to deteriorate as the year progressed.

The quarterly pattern of growth in the United States was far from smooth

in 1995, impeding the identification of clear trends. During the first two quarters,

the annual rate of growth averaged only Yi%, as the lagged effects of higher

interest rates reduced residential investment and consumption of durable goods

and firms were forced to cut back inventories. Moreover, net exports fell in

response to the recession in Mexico. However, influenced by lower long-term

bond rates, output growth strengthened sharply over the summer, only to

weaken again towards the end of the year, when a number of one-time adverse

factors hit the economy.

Although by most estimates actual GDP was already near or above potential

by the end of 1994, and the rate of unemployment has been close to or even

below consensus estimates of the "natural" rate, inflation eased further in the

course of last year. While there are some signs of behavioural changes in

domestic markets, the favourable inflation outcome was probably also influenced

by the less buoyant conditions in Japan and Europe. Despite the decline in the

dollar during the first half of the year and indications of emerging domestic

capacity constraints, demand pressures could be relieved through imports from

other countries with larger excess capacity.

The Japanese economy, after showing signs of recovery during 1994, stalled

again early last year. As a result, the official rate of unemployment rose to a

historically high level and the aggregate amount of slack, adjusted for hidden

unemployment in the form of discouraged workers and idle workers still retained

by firms, rose even further. However, the pattern of growth changed substantially

in the course of the year. During the first half, output growth declined as a

number of adverse factors reinforced each other, creating a deflationary

environment that gradually spread from prices to volumes. The Kobe earthquake,

a sharply appreciating exchange rate, falling asset prices and financial sector

... the US economy
slowing towards a
sustainable rate of
growth ...

... with low
inflation ...

... while the
Japanese economy
first stalled ...
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... but then
recovered

Weaker growth
in Germany ...

... due to currency
appreciation
and inventory
corrections

fragility all weakened business and consumer confidence and spending. In addition,

because only limited measures had been taken to liberalise the economy, smaller

enterprises had particular difficulties in adjusting to falling goods prices and the

rapid growth of low-cost imports from other Asian countries. Finally, the need

to correct the earlier build-up of excessive capital stocks, combined with a steep

contraction in net exports, slowed the recovery of profits as well as business

investment.

This downward trend was reversed in the second half of the year. Aggregate

output growth picked up in response to stimulatory fiscal and monetary policies,

a correction of the exchange rate, a revival of the equity market and a return

to positive corporate profits. Nevertheless, the pace of the recovery has thus

far been rather modest by past standards since structural obstacles and other

underlying factors have continued to restrain household and business spending.

Output growth in Germany weakened but remained positive in the first half

of last year, as household spending proved surprisingly resilient to the more

restrictive stance of fiscal policy, and a progressive pick-up in business fixed

investment largely offset lower residential and public investment. Furthermore,

net exports continued to grow in spite of an appreciating exchange rate.

However, quite unlike the outcome in Japan and the United States, growth

in Germany fell further in the second half of the year as a result of several adverse

factors. In particular, an effective appreciation of the Deutsche Mark during the

first half of 1995 (Graph II.2), and an even larger increase in real terms because

of a marked rise in wages, substantially eroded German competitiveness.

Although enterprises managed to offset some of the effect of this appreciation

through faster productivity gains, export growth nevertheless fell. Furthermore,

deteriorating labour market conditions, partly due to firms' efforts to boost

productivity, progressively eroded consumer confidence and spending. Finally,

faced with weak growth of final demand, firms cut production to reduce an

1993 1994 1995 1996
* In terms of relative unit labour costs.

Nomina l and real effective exchange rates
December 1992 = 100
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involuntary build-up of inventories and the recovery in investment gave way to

a decline.

Other European countries

Owing to the close trade links within Europe, the slower growth in Germany

spread to other countries, some of which were already experiencing weaker

domestic demand. Growth in France had been quite buoyant during the first half

of last year, in part due to incentives to buy automobiles and purchases brought

forward in anticipation of a rise in the VAT rate. However, constrained by

continuing high real interest rates in the face of budget uncertainties, the

economy started to falter over the summer. Gradually worsening labour market

conditions depressed consumer confidence, leading households to increase saving

and reduce spending on durables as well as housing. When net export growth

also turned negative, the unexpected weakening of final demand forced

enterprises to cut inventories and scale back investment.

Some, but not all, of the other countries closely linked to Germany also

experienced difficulties. Belgium, with a foreign trade/GDP ratio of around 70%

and heavily reliant on exports of raw materials and semi-processed goods, was

particularly exposed to the 1994-95 inventory cycle (see below). Consumption

was also weak as real household income growth was restrained by growing

unemployment and a restrictive fiscal policy and the saving rate remained close

to 20%, the highest in Europe. As a result, total output growth declined

significantly during the year. An even steeper fall was observed for Switzerland

which was affected by a sharp appreciation of its currency, with particularly

adverse implications for the tourist industry. Other factors behind the

deteriorating real output trend in Switzerland were weak consumer confidence,

following several years of falling real wages, and shrinking activity in residential

construction, a lagged response to the building boom of the late 1980s.

Yet other countries in continental Europe have to date been affected less

by the slowdown in their major trading partner. In Austria, the impact of effective

currency appreciation was partly offset by increased exports to eastern Europe

and high investment growth. Moreover, large productivity gains, achieved without

raising unemployment, provided room for an expansion of real wage incomes

and household consumption. Denmark and the Netherlands also enjoyed relatively

vigorous growth, along with slowly improving labour markets and comparatively

brisk household spending. Business fixed investment was another source of

strength in both countries but also stimulated imports of capital goods.

Further afield, Greece and Portugal turned in rather better performances in

1995, in spite of tighter fiscal policies. Strong export growth has been a

characteristic feature in Portugal over the last few years, although, because of a

large initial imbalance, the contribution of net exports to growth was actually

negative in 1995. Unlike in most other countries, the construction sector has

been buoyant in Portugal, but household spending has remained subdued in a

context of fiscal and wage restraint and growing unemployment. Following the

recession in 1994, growth in Turkey rebounded sharply last year. Led by private

consumption and supported by strong credit expansion and some relaxation of

fiscal policy, real domestic spending may have grown by almost 10%. However,

Growth also fell
in France ...

. Belgium ...

... and
Switzerland ,

... but was relatively
high in other
European countries

12



Contribution to G D P growth: domestic demand and net exports
In percentages and percentage points

GDP growth1 Contribution to GDP growth:

Germany2 France

Domestic demand
Net exports

1990 1991 1992 1993 1994 1995 1990 1991 1992 1993 1994 1995
1 Changes over four quarters. 2 Prior to 1992, western Germany only.
Source: National data. Graph II.3

Domestic demand
strengthening in
Italy...

...the United
Kingdom ...

as this rate of increase far exceeded available capacities, surging imports

combined with slower export growth substantially limited the rise in GDP.

In those countries which experienced large depreciations in 1992-93,
domestic forces have progressively replaced net exports as the principal engine

of growth (Graph II.3). This was especially the case in Italy last year, as investment

spending rose strongly in response to high profits and capacity constraints in the

export sector. Household consumption, however, remained subdued, largely

because of the continued decline in real wages. In the United Kingdom, by contrast,

investment has been surprisingly sluggish given favourable enterprise profits.
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Residential construction has also been weak and house prices fell throughout

most of the year. Private consumption, on the other hand, was rather buoyant,

partly offsetting the effect of declining net exports. Net export growth also

weakened last year in Finland, Norway and Sweden, whereas business fixed

investment expanded at two-digit rates in all three countries. In contrast to

earlier experience, the recovery in Spain was also led by investment rather than

household consumption. Moreover, wage growth remained moderate, possibly

reflecting the influence of deregulation measures. Finally, enjoying exceptionally

strong growth of both net exports and the domestic components of demand,

Ireland has recorded the fastest average rate of expansion (5.5%) in the industrial

world for the last three years.

Other industrial countries

In other industrial countries (Canada, Australia and New Zealand), growth

slowed considerably last year, reflecting a confluence of country-specific factors

and the relatively mature phase of their business cycles. Under the influence of

a marked decline in exports to the United States and a more restrictive fiscal

policy, output in Canada stagnated in the first half of the year. The slowdown was

particularly notable for household spending, whereas business fixed investment

and inventory formation contributed positively to growth. Benefiting from

stronger export growth, the economy recovered in the second half but, because

the inventory build-up had been partly involuntary, a sharp correction held

growth for the year to just over 2%. Aggregate employment growth also slowed,

though this masked divergent sectoral trends. Public sector employment fell

sharply due to budget cuts but this was more than offset by a pick-up in private

employment, leading to a decline in the rate of unemployment.

The slowdown in Australia and New Zealand may be attributed to a

combination of more restrictive policies, slower growth of business fixed

investment and, in Australia, a marked decline in residential construction in lagged

response to the rise in mortgage rates in 1994. In New Zealand, by contrast,

strong demand for housing has pushed up real property prices by more than 35%

over the last two years. Household consumption remained relatively buoyant in

both countries, while the contribution of net exports was negative even though

import growth slowed in step with weaker investment.

... and some other
European countries

Slowdown in
Canada ...

... and in Australia
and New Zealand

O u t p u t g r o w t h by con t r ibu t ing factors and policies

Some common features

In spite of the divergent growth patterns, some common features of change could

also be observed last year. One of these was the weakness of household spending.

In most countries, household saving rates had fallen sharply in the previous

cyclical recovery but this decline has been much less pronounced in the most

recent upturn (Table 11.1); in fact, the absence of a sustained recovery in Japan

can, in part, be ascribed to a rise in household saving last year. The generally low

saving rate at the start of the latest recovery, allied with households' desire to

restore earlier financial balances, is an important reason for this behaviour but

other concerns also made them more cautious.

Common
features of change
include:

relatively high
saving rates ...
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Household saving during recent recoveries: selected countries
Cumulative percentage change in the saving rate since recession

Countries

United States

Japan

Germany

France

Italy

United Kingdom

Canada

Belgium

Sweden

Final year of
recession

1982
1991
1983
1993
1982*
1993
1983
1993
1983
1993
1981
1992
1982
1991
1981
1993
1981
1993

* Western Germany only.
Sources: OECD Economic Outlook and national data.

Years after recession
1

-2.1
0.2

-0.2
-0.6
-1.6
-0.7
-1.5
-0.5
-1.7
-1.0
-1.3
-0.9
-3.2

0.5
-2.6
-1.2
-3.5

0.3

2

-2.5
-0.9
-0.6
-0.6
-2.8
-1.3
-3.8
-0.3
-5.1
-3.2
-4.3
-3.5
-6.2

0.2
-3.8
-3.0
-6.2

0.2

3

- 4.4
- 2.8
- 1.1

- 4.0

- 6.5

- 9.2

- 5.8
- 5.6
-10.9
- 1.7
- 6.5

- 9.2

Table 11.1

... linked to fiscal
policies and slow
growth of real
wages;

a turnaround of the
stock cycle;

and buoyant
investment
in machinery and
equipment...

As further discussed below, fiscal policies were tightened both in 1994 and

last year. The associated slower growth of household disposable income directly

contributed to the weakness of spending. Moreover, expectations of further fiscal

consolidation may have exerted an additional adverse influence. Another

development was the slow growth of real wage incomes, reflecting the combined

effect of wage moderation and persistently high or rising rates of unemployment.

This influence has been especially evident in countries such as Italy and Belgium

(Graph II.4), where real wages either declined or were constrained by policy-

related ceilings on nominal wage growth. A similar pattern, albeit less

pronounced, can be observed in Germany, France and Switzerland.

A second common feature, and a major factor in explaining the sharp

slowdown between late 1994 and early 1995, was the turnaround in the inventory

cycle. While inventory swings in the second half of 1994 had contributed almost

1 percentage point to the annual rate of GDP growth in the Group of Seven

countries, this factor had a negative effect during the first six months of 1995.

Indeed, in several countries, including the United States, Germany and France,

attempts by enterprises to correct excessive inventories acted as a drag on

growth throughout the year.

A third feature, albeit with more exceptions than the two discussed above,

was the strength of business fixed investment in several countries, especially

notable given the slow pace of recovery. One example, typical of countries with

buoyant capital spending, is Switzerland. Despite sluggish overall growth, business

fixed investment has expanded by nearly 35% since 1993. The composition of
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Growth of real wages and consumption
Annual percentage changes

Real wages1

United States

Consumption2

Japan

87 89 91 93 95 85 87 89 91 93 95
'Compensation of employees deflated by private consumption deflator. 2Private final consumption
expenditure in volume terms. 3 Prior to 1992, western Germany only.
Source: National data. Graph II.4

investment in Switzerland is also typical: a predominating role for investment in

machinery and equipment. Notwithstanding a marked decline in real unit labour

costs, wages relative to the cost of capital have increased owing to lower

investment goods prices and nominal interest rates. Combined with growing

competitive pressures and the fact that most technological progress is embodied

in new equipment, this relative price shift has provided firms with a strong

incentive to substitute capital for labour. However, there were also countries

(Germany, France and the United Kingdom) where business investment was

weak, relative to both the previous cyclical recovery and the strength of profits.

Fiscal and monetary policies

Macroeconomic policies exerted a powerful influence on growth patterns and

the composition of demand last year. In most countries, fiscal policy was

... though with
exceptions
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Change in the
policy mix
towards ...

...fiscal tightening

significantly tightened (Table 11.2), whereas monetary policy became less

restrictive (see Chapter IV). Given the different lags with which fiscal and

monetary policies affect spending, this change in the "policy mix" may help explain

the slowdown in growth and, together with movements in inventories, the

general expectation that growth is likely to resume later in 1996.

Because of the close financial linkages between countries, the fall in interest

rates was universal even if the levels of nominal as well as real interest rates still

differ between countries. In contrast, the degree of fiscal tightening has varied

significantly. Fiscal restraint has been most pronounced in countries with public

debt/GDP ratios of 70% or more, though some countries with lower debt ratios

(for instance, the United Kingdom and Australia) have also adopted a more

restrictive stance. On the other hand, structural deficits actually rose in Germany,

Austria, Ireland and, in particular, Japan. Indeed, since the recession started in

1991 Japan's structural deficit has increased by more than 5% of GDP and a

further deterioration is expected for the first half of 1996. Despite fiscal

consolidation and a surplus on the primary balance in two-thirds of the industrial

countries, gross debt ratios generally continued to rise last year. Moreover, the

need for fiscal austerity is underlined by the effects on public debt over the next

ten years of pension and health care obligations.

General government financial balances and
As a percentage of actual or

Countries

United States
Japan
Germany
France
Italy
United Kingdom
Canada

Australia
Austria
Belgium
Denmark

Finland
Greece
Ireland
Netherlands

Norway2

Portugal
Spain
Sweden
Switzerland

potential GDP

Net financial balances
1980

- 1.3
- 4.4
- 2.9
- 0.0
- 8.6
- 3.4
- 2.8

- 1.7
- 1.7
- 9.3
- 3.3

3.4
- 2.6
-12.1
- 4.3

5.2
5.6

- 2.2
- 4.0

0.0

1990

- 2.5
2.9

- 2.1
- 1.6
-10.9
- 1.2
- 4.1

0.6
- 2.2
- 5.8
- 1.5

5.4
-14.1
- 2.3
- 5.1

2.3
- 5.5
- 4.1

4.2
- 0.0

1994

- 2.3
- 2.0
- 2.6
- 6.0
- 9.0
- 6.9
- 5.3

- 4.0
- 4.5
- 5.3
- 3.8

- 6.3
-11.4
- 2.3
- 3.2

0.4
- 5.8
- 6.6
-10.4
- 3.0

1 Preliminary. 2 Structural balance excluding oil

19951

-2.0
-3.5
-3.5
-5.0
-7.4
-5.7
-4.2

-2.0
-6.0
-4.4
-1.9

-5.7
-9.2
-2.3
-3.3

2.0
-5.4
-6.0
-8.3
-2.5

debt

Structura
1980

- 1.2
- 4.7
- 3.9
- 0.4
- 9.7
- 3.2
- 2.9

- 1.9
- 2.9
-11.6
- 3.4

2.2
- 3.8
-12.6
- 5.1

- 4.2
4.7

- 1.0
- 4.4

0.0

sector productior
Sources: European Commission European Economy, IMF
data.

World [

1990

- 3.0
1.7

- 3.1
- 2.2
-11.7
- 3.1
- 4.7

0.4
- 3.2
- 6.6
- 0.6

2.7
-13.6
- 2.4
- 6.4

- 1.0
- 7.2
- 6.7

1.4
- 1.2

balances
1994

- 2.5
- 1.0
- 1.8
- 4.1
- 7.4
- 5.3
- 4.0

- 4.0
- 4.0
- 3.7
- 2.5

- 2.6
-11.0
- 1.0
- 2.5

- 5.0
- 4.2
- 5.0
- 8.6
- 2.0

19951

-2.0
-1.8
-2.7
-3.5
-6.1
-4.6
-3.0

-2.5
-5.5
-2.8
-1.0

-3.8
-8.5
-2.0
-2.8

-4.5
-3.5
-4.6
-7.0
-1.7

l and revenue.
Economic Outlook, OECD

Gross financial liabilities
1980

37.3
51.2
32.8
20.1
57.7
54.0
44.3

37.3
78.7
37.7

12.1
33.1
71.3
46.8

47.6
43.0
18.3
41.3
43.0

1990

53.7
65.0
43.4
34.2
98.0
35.3
73.1

23.5
58.3

130.5
59.6

14.5
82.7
97.4
78.8

32.5
68.6
45.3
43.3
31.0

1994

61.0
73.6
50.5
48.7

125.5
50.5
95.6

36.1
65.0

136.0
75.6

60.0
114.0
90.3
78.1

40.5
69.5
63.2
79.5
47.0

19951

62.1
81.1
59.0
51.5

125.0
51.8
97.3

38.1
69.2

134.0
75.0

61.5
115.5
83.9
78.8

41.5
70.2
65.8
75.8
49.0

Economic Outlook and national
Table 11.2
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The "twin" problems of high unemployment and high fiscal deficits

Fiscal consolidation is essential to ensure long-run economic sustainability. Yet

it is important to note in this regard that a substantial part of the rise in

fiscal deficits reflects higher social transfers and subsidies, most of which are

directly or indirectly related to the increase in structural unemployment. This

phenomenon is most evident in the European Union (Graph 11.5), where about

half of the rise in the deficit since 1979 (when the US and EU unemployment

rates were equal) may be attributable to this factor. The implication of this

observation is that structural reforms to reduce unemployment play an important

complementary role to fiscal restraint in re-establishing long-run sustainability, all

the more so since fiscal restraint in the context of rigid labour markets might

otherwise raise unemployment further, leading in turn to less fiscal progress than

initially anticipated.

Complementing
fiscal restraint with
structural policies

Budget balances, unemployment and growth
In percentages

General government net lending1

United States Japan

Unemployment2 I I GDP growth3

European Union

85 90 95
1As a percentage of GDP; sign reversed for the United States and the European Union. 2As a per-
centage of the labour force; for Japan, ratio of actual to potential GDP. 3 Changes over one year.
Sources: OECD Economic Outlook and national data. Graph II.5

Divergent labour market developments

While the rate of unemployment eased overall in the industrial countries last

year, the fall was rather less than expected and there were marked variations

during the year and between countries. In the United States the rate of

unemployment declined to around 5Vi % and, owing to rapid employment growth,

it fell for the third year in succession in Canada and Australia although in Canada

the improvement stalled in the course of 1995 due to cuts in public employment.

Unemployment also fell in the United Kingdom albeit, in this case, partly owing

to a decline in the labour force. In contrast, a number of other EU countries

recorded higher unemployment rates at the end of 1995 than 12 months earlier.

While employment grew in the first half of 1995, it started to decline as the

recovery faltered. In Japan, unemployment rose to a new historical high, but

remained low compared with other countries.

Divergent labour
market trends last
year ...

18



The labour market : selected indicators

Left-hand scale:
I I Unemployment rate1

United States

Right-hand scale (1980 = 100):
^___ Employment2 Productivity2

Canada Australia

Japan EU

_

countries3

*

I J_

Mi

I

Other European countries

85 90 95 80 85 90 95 80 95

'As a percentage of the total labour force. 2Whole economy. 'Excluding Austria, Finland and
Sweden.
Sources: OECD Economic Outlook and national data. Graph II.6

... represent a
continuation of
longer-run
differences ...

... reflecting market
imperfections

Labour market
adaptability ...

The recent differences in labour market performance in the United States

and the EU countries are consistent with longer-run trends which have left the

average rate of unemployment in the EU area at twice the US rate (Graph II.6).

Moreover, while discussions in the United States have focused on whether or

not the "natural" rate of unemployment (the rate consistent with stable inflation)

has declined compared with the 1970s and 1980s, the principal issue in Europe

is rather how much the natural rate has increased (see page 27) and which

policies will prevent it from rising further. In the latter context, three separate

but interrelated issues have attracted particular attention: the insufficient

adaptability of European labour markets, mostly stemming from employment

protection measures; the rigidity of real and relative wages, usually linked to

institutional and regulatory features; and the high levels of labour costs, widely

attributed to various kinds of non-wage labour costs.

Labour market adaptability: measurement and effects

Indicators of labour market adaptability typically relate measures of employment

changes to corresponding changes in output as well as its variability; in general,

the stronger the relationship the more adaptable the labour market is assumed

to be. Table II.3 presents indicators of this type together with aggregate

employment growth for two sub-periods. As the table shows, the degree of job

creation and adaptability (as defined in the table) was clearly much lower in

continental Europe than in the English-speaking countries during the period

1975-85, while Japan occupied an intermediate position. Adaptability appears to
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have been particularly low in Italy, France and Belgium, which can largely be

explained by various employment protection measures, such as high redundancy

payments and lay-off costs, as well as barriers to short-term or part-time work

contracts. However, during the second sub-period, both job creation and

adaptability rose in the EU area, notably in countries that introduced measures

to deregulate and liberalise their labour markets. In particular, the introduction

of temporary work contracts, together with some reduction in redundancy costs,

substantially raised adaptability in Spain and Italy. In other countries, increased

use of part-time labour or the move to decentralised wage bargaining, with

productivity improvements being a principal condition for wage gains (as in

Australia), has had a similar influence on adaptability.

Measures that improve the adaptability of labour markets can be expected

to raise employment growth eventually, but not necessarily in the short run.

While the reduction in redundancy costs and the introduction of temporary work

contracts make firms more willing to hire workers in response to favourable

shocks, such policies also lower firms' costs of making workers redundant when

unfavourable shocks occur. Moreover, increased adaptability may coincide with

attempts by enterprises to cut costs and improve labour productivity through

retrenchment and "downsizing" in response to heightened competitive pressures.

This may be crucial to firms' survival in a more competitive environment, but it

also means that fewer jobs are created per unit of output, notably when

progressively more firms are exposed to such competitive forces. Finally, in some

cases the benefits of labour market liberalisation have not yet been realised

because product markets are still too highly regulated.

... has increased in
Europe ...

... but may
not raise
employment
growth in the
short run ...

Employment growth, job creation and adaptability

Countries

United States
Canada
Australia
New Zealand
Japan

EU countries4

of which: Germany
France
Italy
United Kingdom
Spain

Other countries6

Employ-
ment

growth1

Job
creation2

Adapt-
ability3

1975-85

2.2
2.1
1.3
1.1
1.1

0.2
0.3
0.1
0.5

-0.1
-1.6

0.9

0.80
0.60
0.45
0.60
0.25

0.05
0.10
0.05
0.15
<05

<05

0.35

0.65
0.75
0.70
0.35
0.35

0.30
0.60
0.50
0.20
0.85
0.80

0.40

Employ-
ment

growth1

Job
creation2

Adapt-
ability3

1985-95

1.6
1.4
2.0
0.4
1.1

0.8
0.7
0.4

-0.1
0.4
1.0

0.0

0.60
0.60
0.70
0.35
0.40

0.30
0.25
0.20
<05

0.15
0.30

0.00

0.85
0.75
1.10
0.85
0.35

0.85
0.75
0.50
1.20
0.90
1.30

1.05
1 Annual percentage changes. 2 Ratio between percentage changes in employment and in GDP
respectively. 3 Ratio between standard deviation of changes in employment and in GDP respectively.
4 Except Austria, Finland and Sweden. 5 Negative employment growth coinciding with positive
output growth. 6 Austria, Finland, Norway, Sweden and Switzerland.
Sources: OECD Economic Outlook and national data. Table II.3
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...though it will do
so eventually

The problem of
long-term
unemployment

Wage rigidities
reflect inflexible
relative wages

Falling real wages
in the
United States ...

In most EU countries and in Australia, as well, the various measures

mentioned above seem to have facilitated a faster and smoother adjustment to

changes in demand and competitive pressures and have indeed led to a higher

degree of job creation and slightly faster employment growth. Yet, in other

countries a more adaptable labour market has been associated with a fall in job

creation and/or employment growth. As the table shows, this was the case after

1985 in the United States and has, perhaps, been most pronounced in countries,

such as Finland and Sweden, that experienced exchange-rate-related recessions

during the 1985-95 period. Less employment growth and job creation may also

be observed for New Zealand which, having started in the mid-1980s, has gone

further than most other countries in liberalising its labour market. However, the

experience of New Zealand also shows the eventual positive benefits of greater

adaptability, even if the adjustment lags are uncomfortably long: in the 1990s

employment growth has averaged almost 2% per year and the rate of job creation

has been higher than in the period of regulation.

According to other indicators, based on labour market flows, a lack of

adaptability does not seem to have prevented employees in Europe from moving

into and out of jobs. The problem is rather that too few jobs are being created

relative to the number destroyed. As a result, the outflow from unemployment

has been very low, implying that those who lost their jobs have stayed

unemployed for a very long time. Consequently, policies to improve adaptability

need to be complemented by measures targeted in favour of the long-term

unemployed. Such measures have been attempted with some success in the

United Kingdom and Australia.

Wage rigidities

This problem has several potential dimensions. One is that aggregate real wages

may not be sufficiently responsive to increases in unemployment and to the

changes in productivity and terms of trade on which real wages ultimately depend.

It appears, however, that this is less of a problem than it used to be. Indeed, a

striking development in Europe during the last 10-15 years is that the income

share of labour has fallen in all countries.

The problem of wage rigidities now tends to be associated more with rigid

relative wages. While in the United States and the United Kingdom, shifts in the

relative demand for various types of labour have led to declining wages of

unskilled workers relative to those of skilled workers, relative wages in most

continental European countries have changed very little. As a result, the

proportion of unskilled workers unable to find a job has increased more than in

the United States.

A frequently heard argument against flexible relative wages is that they lead

to lower productivity growth and stagnating average real wages because a large

proportion of the labour force can only find low-paying jobs, and enterprises

have an incentive to offer such jobs when wages for the unskilled are low and

flexible. One development, often cited in this regard, is that US real earnings per

employee have fallen by over 10% since 1973. However, this development is based

on a narrow wage concept and when extending the definition to wages and

salaries per employee, real wages have been stable (Graph II.7). Even this broader
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Al te rna t i ve measures of per capita real income and output
1973 = 100

Wages1

Compensation2
Productivity3

Household income4
Per capita GDP

1990 1995 1990 1995 1990 1995 1990 1995 1990 1995
'Wages and salaries per employee (whole economy), deflated by the consumption deflator. 2Per
employee, deflated by the GDP deflator. 3Ratio of GDP to total employment. 4Per capita
household disposable income, deflated by the consumption deflator.
Sources: OECD Economic Outlook and national data. Graph II.7

measure does not imply that US individuals are no better off on average than

they were 25 years ago because a growing proportion of workers' income

consists of non-wage benefits; including these benefits, employees have enjoyed

a real income gain of 10%. A further point, of crucial importance in this context,

is that high adaptability has meant that a larger proportion of the population is

now working than in 1973. Taking all of this into account, together with higher

government transfers net of taxes and profits accruing to households, real

household income per head has grown by almost 40% since 1973, or at the same

rate as per capita GDP. Nonetheless, there is also some evidence that laid-off

workers are now less likely to find a new job that pays as much as the "old"

one. This may have increased insecurity about future job prospects and in turn

depressed consumer confidence in the United States.

Other countries have had higher overall growth rates than the United

States, but in most cases because productivity growth has benefited from a

process of "catching up" with US technologies, though at a progressively declining

rate. As a result, and critical to the issue of adaptability, the general slowdown

in productivity growth since the 1970s has been much smaller in the United

States, despite a larger shift of employment from industry to services than in

most other countries. Moreover, except for Canada, where the proportion of

the population in work has also increased, other countries show a much smaller

difference between the growth of real wages and that of household income.

Indeed, in the United Kingdom the rather slow growth of per capita GDP can in

part be explained by a decline in the labour force.

... but a marked
rise in real income

Real income
growth in other
countries
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High labour costs
in Europe ...

... with potential
but uncertain
employment effects

High labour costs

A comparison of total hourly labour costs in the manufacturing sector (Table 11.4)

leaves no doubt that labour costs are high in continental Europe, and most

notably in Germany. It is also evident that one important reason is the high share

of non-wage labour costs, the bulk of which consists of pension and other social

security contributions. Moreover, these non-wage costs are rather insensitive to

cyclical and other shocks and, because of ceilings on contributions, weigh more

heavily on the relatively low-wage workers whose jobs are already under threat

for other reasons. Non-wage labour costs are, therefore, an important element

in explaining not only the high level of total labour costs but also the rigidity of

relative wages.

High labour costs may also have reduced employment growth by providing

enterprises with an incentive to invest abroad rather than at home. Last year,

for instance, German foreign direct investment jumped to a record level.

Although direct investment inflows also rose, the cumulative net outflow so far

in the 1990s has reached DM 180 billion, equivalent to more than 10% of domestic

investment in machinery and equipment. The net effect of this outflow is, of

course, uncertain. If the outflow had been invested in Germany, aggregate demand

and output would have been higher but the consequent rise in employment

proportionately far less (see Table II.3). In addition, the alternative to investing

abroad might have been to bolster firms' financial asset position. Finally, a large

part of Germany's foreign direct investment reflected attempts to strengthen

marketing and service networks abroad and thus helped to maintain domestic

jobs in export-dependent firms.

Total labour costs in manufacturing:

Countries

Germany
Japan
France
United States
Italy
Canada
United Kingdom

Hungary2

Czech Republic2

Singapore2

Korea2

Malaysia2

Total hourly labour
Indices based
on data in a

fommnn\.\Jl 1II1IUI1
currency

Germany =100

100
75
61
55
52
49
45

10
7

23
19
6

Wages

selected countries

costs in 1995
of which1

55
59
54
71
50
74
73

50
60

68
70
76

Non-wage
labour costs

45
41
46
29
50
26
27

50
40

32
30
24

Social security
contributions and

payroll taxes
as a percentage
of total taxes

(1993)

39
34
47
29
37
17
18

39
35

303

8
153

1 As a percentage of total labour costs. 2 Based on 1994 figures. 3 Including contributions to public
provident funds.
Sources: Institut der Deutschen Wirtschaft IW-Trends, IMF Government
Revenue Statistics, Swedish Employers' Confederation and national data.

Finance Statistics, OECD
Table II.4
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Alleviating the burden of non-wage labour costs by providing health care

more efficiently and/or reducing social security contributions is often proposed

as a means to help solve Europe's unemployment problem. This is desirable

provided that lower non-wage labour costs are not offset by higher wages.

Furthermore, since social security contributions account for a major share of

public sector revenue (in some cases almost 50%), steps to reduce this part of

non-wage labour costs would have to be taken in tandem with fiscal consolidation

measures.

Concluding remarks

While it does appear that various policy changes have helped to improve the

adaptability of European labour markets in recent years, progress has been very

slow. Relative wage flexibility is still lower in continental Europe than in the

United States and total hourly labour costs have remained high. This outcome

reflects not only the tenuous nature of the reforms implemented to date but

also the fact that some reforms can be a "two-edged sword" in the short run.

For example, reducing employment protection measures increases firms'

incentive to hire but also their capacity to make workers redundant. Adjustment

lags are also long and the need to remain competitive has raised the priority

firms attach to lowering costs by improving labour productivity. Finally, solving

the problem of high labour costs by reducing social security contributions needs

to be seen within the framework of fiscal consolidation and easing the burden

of the welfare state.

Reducing non-wage
labour costs

Policies have helped
to improve
adaptability...

... but benefits still
to come

L o w e r inf lat ion in mos t countr ies

Changes in prices, unit labour costs and profit margins

Inflation in the Group of Ten countries averaged VA% last year, the same as in

1994 (Table II.5); except for 1986, when consumer prices were significantly

influenced by the one-time effect of lower oil prices, this is the lowest rate in

more than 30 years. While some countries were exceptions to this general trend,

in most cases these exceptions can be attributed to temporary influences, such

as changes in indirect taxes and/or higher mortgage rates. Wage moderation

combined with relatively high productivity growth remained the most significant

factor in explaining the favourable inflation performance. In fact, for the first time

in the postwar period, unit labour costs have declined for several years in many

countries. Nonetheless, last year the average decline was smaller than in 1994,

and in Denmark and Sweden lower unemployment and/or growing profits in the

tradables sector have already led to higher wage claims.

While broad inflation measures have converged, movements in import costs

and profit margins have differed markedly across countries, which makes their

contribution to lower inflation difficult to ascertain. As can be seen from Graph

II.8, which evaluates movements in profit margins using an accounting framework

based on total domestic and foreign sales (see the note to the graph), net pre-

tax profits as well as net returns on sales seem to have grown in the United

States. This is mainly because reductions in net interest payments and slow

growth of labour costs have more than offset the effects of a marked rise in the

Continued low
inflation thanks to
wage moderation

The behaviour of
profits in the
United States ...
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.Japan ...

Consumer prices and unit labour costs

Countries

United States
Japan
Germany2

France
Italy
United Kingdom
Canada
Belgium
Netherlands
Sweden
Switzerland
Group of Ten3

Australia
Austria
Denmark
Finland
New Zealand
Norway
Portugal
Spain

All countries3

1 In the manufacturing

Consumer prices
1980-

89
1990 1993 1994 1995 1980-

89

Unit
1990

abour <
1993

:osts1

1994 1995

annual percentage changes

5.5
2.5
2.9
7.3

11.2
7.4
6.5
4.9
2.8
7.9
3.3
5.4

8.4
3.8
6.9
7.2

11.8
8.3

17.5
10.2

5.7

sector;

5.4
3.1
2.7
3.4
6.1
9.5
4.8
3.5
2.5

10.5
5.4
4.9

7.3
3.3
2.6
6.2
6.1
4.1

13.4
6.7

5.0

3.0
1.3
4.5
2.1
4.2
1.6
1.8
2.8
2.6
4.6
3.3
2.7

1.8
3.6
1.3
2.2
1.3
2.3
6.5
4.6

2.8

2.6
0.7
2.7
1.7
3.9
2.5
0.2
2.4
2.8
2.2
0.9
2.2

1.9
3.0
2.0
1.1
1.8
1.4
5.2
4.7

2.3

2.8
-0.1

1.8
1.8
5.4
3.4
2.2
1.5
1.9
2.5
1.8
2.2

4.6
2.2
2.1
1.0
3.8
2.5
4.1
4.7

2.4

2.9
1.0
2.4
4.6
8.3
6.0
4.9
1.3
0.5
6.7
1.8
3.3

7.9
1.6
5.5
4.7

10.1
4.4

12.4
7.8

3.6

3.0
2.1
2.1
3.3
6.9
6.7
3.4
6.0
1.3
5.6
3.1
3.4

3.9
1.4
6.4
8.7
3.7
3.9

15.8
11.4

3.8

definitions of series differ across countries.

0.2
5.3
3.6
2.2
2.6

-0.2
-2.8

0.9
1.5

-6.2
0.1
1.5

-3.8
0.4

-3.7
-6.2
-0.4
-0.1

7.3
1.2

1.4

-1.3
-0.3
-6.1
-5.9
-2.7

0.0
-1.8
-1.5
-4.4
-0.6
-5.7
-2.1

-3.6
-3.5

1.6
-4.4
-0.1

0.4
3.6

-4.9

-2.1
1 For consumer

(prior to 1993) and for unit labour costs, western Germany only. 3 Calculated using
on 1990 GDP and PPPexchange rates.
Sources: OECD Economic Outlook, national data ancBIS estimates.

weights

-0.6
-2.0

1.1
-1.7
-4.3

3.3
-0.4
-0.3
-5.3
-0.7
-2.7
-0.8

-0.2
-1.7

3.7
4.8
4.6
3.1
2.8
0.8

-0.1

prices
based

Table II.5

.and Europe

use and cost of imports and kept the increase in total costs below that in output

prices. Hence, in the limited context of this accounting framework, it could be

concluded that the behaviour of profits during the recent expansion has, in some

measure, contributed to inflation.

Unlike enterprises in the United States, those in Japan, and to a much smaller

extent in Canada, appear to have experienced a substantial decline in net profits

and returns, in particular during the recent recession. While the rise in unit

labour costs since 1990 has been less in Japan than in other countries, rising

capital consumption allowances due to the earlier investment "bubble" have

pushed up total costs and, together with more intense competition from low-

cost imports, forced firms to cut their margins, notably on exports. As a result,

profits per unit of output now seem to be some 35% lower than they were in

1985 while output prices have grown by only 4%. This profit squeeze during the

recent recession has been a key factor in the disinflationary process in Japan,

although it is equally clear that the latter has been a main factor behind the

squeeze on profits.

In contrast, net profit margins have increased in all the major European

countries. Despite the continuing high level of labour costs, enterprises in some
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Indicators of output prices, costs and net profits

Left-hand scale (1985 = 100): Right-hand scale (in percentages):
Labour costs ^ ^ B Prices I I Return
Import costs ^ ^ H Net profits
Total costs

United States

150

125

100

75

Japan Canada

20

10

1990 1995 1990 1995 1990 1995

Germany France

175

150

125

Italy

•m

United Kingdom

20

10

1990 1995 1990 1995 1990 1995 1990 1995
Note: Output, or gross sales, is measured as domestic demand plus exports in, respectively,
constant and current prices, and prices are measured by the average deflator for exports and
domestic demand. Total costs are measured as labour compensation, indirect taxes less subsidies,
capital consumption and imports, all expressed per unit of output. Net profits are defined as the
operating surplus less capital consumption and net interest payments, and measured per unit of
output, and return is net profits as a percentage of total sales in current prices.
Sources: OECD National Accounts, national data and BIS estimates. Graph II.8

countries seem to have been able to partly restore earlier profit margins against
the background of general wage moderation; the rise has been particularly steep
in Italy and the United Kingdom. In the former case, this can largely be attributed
to wage moderation since the 1992 incomes policy agreement and to the
exceptional increase in both export volumes and export prices measured in local
currency terms. Recently, profit margins of enterprises in France have also
benefited from moderate labour cost increases, whereas in Germany high
nominal wage growth has been compensated by rationalisation, lay-offs and faster
productivity gains. Unlike developments in Italy and the United Kingdom, import
costs have had a dampening effect on prices, notably in Germany.

These indicators suggest that enterprise profits in Europe have benefited
from but not contributed to the low-inflation environment of recent years.
Aggregate indicators may, however, mask substantial sectoral differences. For

Sectoral differences
in profit growth
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