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PREFACE

T he World Economic and Social Survey, 1994 is the forty-seventh report of the United
Nations Secretariat on the current state of the world economy. From its inception in
1948—and even then continuing a practice begun under the League of Nations—the
Survey has sought to bring to the attention of the international policy-making community
the major economic and social issues that are of global significance.

The report has previously been issued as the World Economic Survey. It has, however,
never been only "economic' in the strictest sense. In recent years, the Survey has increasingly
focused on specific social issues. This year, to signal our intention to integrate the treatment
of the economic and social dimensions of development more fully, we have added the word
'social* to the name of the Survey.

It is our hope that the Survey will serve as a main background document for the
discussions of the world economy that take place annually in the United Nations. Attention is
thus accorded to the analysis of current and emerging issues—of both a macroeconomic and
a microeconomic, as well as of a social, nature. Chapter | presents a short-term forecast of
world economic conditions and a preliminary assessment of medium-term prospects,
presenting some implications for national and international policy-making. Chapter Il
surveys recent economic activity and policy in developed and developing countries and
countries with economies in transition. Chapter I11 is concerned with international trade and
the global trading system, while chapter IV analyses international transfers of financial
resources and issues in the financial development of developing countries and countries with
economies in transition. Chapter V examines the world energy situation.

An issue with both social and economic dimensions featured in the current Survey is that
of unemployment. Recently, unemployment has become one of the major economic and
social challenges faced by the developed market economies. However, the problem is of
global proportions and chapter VI provides an insight into the differing nature of unemploy-
ment in developed market economies, developing countries and the countries with economies
in transition. Chapter VII is on demographic changes and the important social, economic
and environmental phenomena that are affected by them. These two chapters were prepared
with a view to assisting in the global preparations for two important United Nations
meetings, the International Conference on Population and Development to be held this year
and the World Summit for Social Development to be held in 1995. Indeed, the population
chapter draws heavily on material prepared in the Population Division of this Department
for the Population Conference.

The statistical annex contains standardized economic and financial data pertaining
to the analytical groupings of countries that are the main focus of the discussions in the
text and to the key parameters of the international economy. In addition, this year's
Survey also includes a technical note on alternative ways to measure gross world output
and its distribution among countries over time. It draws on research that has been under
way in the Statistical Division of this Department for some years.

The Survey was prepared in the Macroeconomic and Social Policy Analysis Division of the
Department and draws on information and analyses of the agencies and organs of the United
Nations system, especially the counterparts to the Headquarters Survey team in the offices of
the regional commissions. In addition, staff of the United Nations Conference on Trade and
Development (UNCTAD) have contributed to the Survey, in particular to the statistical annex
and to the analysis of the Paris Club, in which UNCTAD has observer status. \We are very
grateful for the material assistance and the spirit of cooperation of these offices,



WORLD ECONOMIC AND SOCIAL SURVEY 1994

which has deepened over the years. The Survey also uses information and analysis provided
by other organs of the United Nations system and international agencies, in particular the
International Monetary Fund, the World Bank, the General Agreement on Tariffs and
Trade and the Organisation for Economic Co-operation and Development. The analysis in
the Survey is based on information available to the Secretariat as of late April 1994.

—

JEAN-CLAUDE MILLERON
Under-Secretary-General
for Economic and Social Information
and Policy Analysis
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EXPLANATORY NOTES

The following symbols have been used in the The following abbreviations have been used:

tables throughout the report:

ADB
'No dots Asian Development Bank
indicate that data are not available or are not AfDB
separately reported. African Development Bank
AMS
A dash
L - .. t t of t
indicates that the amount is nil or negligible. fgé?a € Measurement of stppor
A hyphen (-) Asia-Pacific Economic Cooperation Forum

indicates that the item is not applicable.

A minus sign (-)
indicates a deficit or decrease, except as
indicated.

A full stop (.)
is used to indicate decimals.

A slash (/)
between years indicates a crop year or
financial year, for example, 1989/90.

Use of a hyphen (-)

between years, for example, 1986-1990,
signifies the full period involved, including
the beginning and end years.

Reference to ""tons"™

indicates metric tons and to **dollars™ ($)
United States dollars, unless otherwise
stated.

ASEAN
Association of South-East Asian Nations

BBC
British Broadcasting Corporation

bcm
billion cubic metres

bodd
barrel of oil equivalent per day

CCFF

Compensatory and Contingency Financing
Facility (of the International

Monetary Fund)

CEAO

Communaute econornique de I'Afrique de
I'ouest

CEPII

Centre d'etudes prospectives et d'informa-
Lions internationales

CFA
Annual rates ) Communaute financiere africaine
of growth or change, unless otherwise stated, cls
refer to annual compound rates. In most Commonwealth of Independent States
cases, the growth rate forecasts for 1993 and CMEA
1994 are rounFjed tothe nearest half of a Council for Mutual Economic Assistance
percentage point.
COMESA
Details and percentages in tables do not neces- Common Market for Eastern and Southern
sarily add to totals, because of rounding. Africa
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COMTRADE
External Trade Statistics Database

CPI
consumer price index

CSCE
Conference on Security and Cooperation
in Europe

DSB
Dispute Settlement Body

DSU
Understanding on Rules and Procedures
Governing the Settlement of Disputes

EC
European Community

ECA
Economic Commission for Africa

ECE
Economic Commission for Europe

ECLAC
Economic Commission for Latin America
and the Caribbean

ECU
European currency unit

EFTA
European Free Trade Association

EMU
Economic and Monetary Union (Treaty on
European Union, signed at Maastricht)

ERM
exchange rate mechanism

ESAF
Enhanced Structural Adjustment Facility
(of the International Monetary Fund)

EU
European Union

FAO
Food and Agriculture Organization of the
United Nations

FD1
foreign direct investment

F1BOR
Frankfort inter-bank offer rate

F1LP
Fiscal Investment and Loan Programme
(of Japan)

GATT

General Agreement on Tariffs and Trade
GCC

Gulf Cooperation Council

GDP

gross domestic product

GEF

Global Environment Facility

GNP

gross national product

GWP

gross world product

IDA

International Development Association
IDB

Inter-American Development Bank
IFAD

International Fund for Agricultural Devel-
opment

ILO
International Labour Organisation

IMF
International Monetary Fund

INSEE
Institut national de la statistique et des
etudes economiques

JEC

Joint Economic Committee (of the United
States Congress Staff Study) (concerning
NAFTA)

LNG
liquified natural gas

mbd
million barrels per day

MER
market exchange rate

MERCOSUR
Southern Cone Common Market

MFA
Multifibre Arrangement

MFN
most favoured nation

MSPA

Macroeconomic and Social Policy Analy-
sis Division (of the Department for Eco-
nomic and Social Information and Policy
Analysis of the United Nations Secretariat)
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mtoe
million tons of oil equivalent

NAFTA
North American Free Trade Agreement

NAIRU
non-accelerating inflation rate of unem-
ployment

NBER
National Bureau of Economic Research
(Cambridge, Massachusetts)

NIE
newly industrialized economy

ODA
official development assistance

OECD
Organisation for Economic Co-operation

and Development

OPEC
Organization of the Petroleum Exporting
Countries

PARE
price adjusted rate of exchange

PLO
Palestine Liberation Organization

PPP
purchasing power parity

PREALC
Programa Regional del Empleo para
America Latinay el Caribe

Project LINK

International Research Group of Economet-
ric Model Builders, with Headquarters at
the Department for Economic and Social
Information and Policy Analysis of the
United Nations Secretariat

PTA

Preferential Trade Area for Eastern and
Southern African States

REER

real effective exchange rate

SDR

special drawing rights

SEM

Single European Market

SI

Structural Impediments Initiative
SITC

Standard International Trade Classification

Xi

STF
Systemic Transformation Facility (of the
International Monetary Fund)

TRIMSs
trade-related investment measures

TRIPs
trade-related intellectual property rights

UDEAC

Union douaniere et economique de I'Afri-
que centrale

UEMOA

Union economique et monetaire de I'Afri-
que de I'ouest

UN/DESIPA

Department for Economic and Social Infor-
mation and Policy Analysis of the United
Nations Secretariat

UNCI'AD
United Nations Conference on Trade and
Development

UNDP
United Nations Development Programme

UNESCO

United Nations Educational, Scientific and
Cultural Organization

UNHCR

Office of the United Nations High Com-
missioner for Refugees

UNICEF
United Nations Children's Fund

UNIDIR
United Nations Institute for Disarmament
Research

UNSTAT
Statistical Division of the United Nations
Secretariat

URV
unit of real value

USTR
United States Trade Representative

VAT
value-added tax

VER
voluntary export restraint

WA
World Bank Atlas

WAMU
West African Monetary Union

WTO
World Trade Organization
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The designations employed and the presenta-
tion of the material in this publication do not
imply the expression of any opinion whatsoever
on the part of the United Nations Secretariat
concerning the legal status of any country,
territory, city or area or of its authorities, or
concerning the delimitation of its frontiers or
boundaries.

The term "country™ as used in the text of this re-
port also refers, as appropriate, to territories or
areas.

For analytical purposes, the following country
classification has been used:

Developed market economies:

North America, southern and western
Europe (excluding Cyprus, Malta and
former Yugoslavia), Australia, Japan,
New Zealand.

Economies in transition:

Albania, Bulgaria, the Czech Republic,
Hungary, Poland, Romania, Slovakia
and the former USSR, comprising the
Baltic republics, the Commonwealth of
Independent States (CIS) and Georgia

Developing countries:

Latin America and the Caribbean, Africa,
Asia and the Pacific (excluding Australia,
Japan and New Zealand), Cyprus, Malta,
former Yugoslavia. For some analyses,
China has been shown separately.

South and East Asia:

Unless otherwise stated, South Asia, South-
East Asia and East Asia, excluding China.

Mediterranean:
Cyprus, Malta, Thrkey, former Yugoslavia.
West Asia:

Bahrain, Iran (Islamic Republic of), Iraq,
Israel, Jordan, Kuwait, Lebanon, Oman,
Qatar, Saudi Arabia, Syrian Arab Republic,
United Arab Emirates, Yemen.

Major developed market economies
(or the Group of Seven):

Canada, France, Germany, ltaly, Japan,
United Kingdom of Great Britain and
Northern Ireland, United States of America.

For particular analyses, developing countries
have been subdivided into the following groups:

Capital-surplus countries

(or surplus energy exporters):

Brunei Darussalam, Iran (Islamic Republic
of), Iraq, Kuwait, Libyan Arab Jamahiriya,
Qatar, Saudi Arabia, United Arab Emirates

Deficit cowitries

(or capital-importing countries)
subdivided into the following
two subgroups:

Other net energy exporters

(or deficit energy exporters):

Algeria, Angola, Bahrain, Bolivia,
Cameroon, Congo, Ecuador, Egypt, Ga-
bon, Indonesia, Malaysia, Mexico, Nige-
ria, Oman, Peru, Syrian Arab Republic,
Trinidad and Tobago, Tunisia, Venezuela.

Net energy importers:
All other developing countries.

Miscellaneous groupings:

Fifteen heavily indebted countries:
Argentina, Bolivia, Brazil, Chile, Colom-
bia, Cote d'lvoire, Ecuador, Mexico, Mo-
rocco, Nigeria, Peru, Philippines, Uruguay,
Venezuela, former Yugoslavia.

Least developed countries:

(47 countries)

Afghanistan, Bangladesh, Benin, Bhutan,
Botswana, Burkina Faso, Burundi, Cambo-
dia, Cape Verde, Central African Republic,
Chad, Comoros, Djibouti, Equatorial
Guinea, Ethiopia, Gambia, Guinea, Guinea-
Bissau, Haiti, Kiribati, Lao People's Demo-
cratic Republic, Lesotho, Liberia,
Madagascar, Malawi, Maldives, Mali,
Mauritania, Mozambique, Myanmar, Ne-
pal, Niger, Rwanda, Samoa, Sao Tome and
Principe, Sierra Leone, Solomon Islands,
Somalia, Sudan, Togo, Tuvalu, Uganda,
United Republic of Tanzania, Vanuatu,
Yemen, Zaire, Zambia.

Sub-Saharan Africa:

African continent and nearby islands, ex-
cluding Nigeria, northern Africa (Algeria,
Egypt, Libyan Arab Jamahiriya, Morocco
and Tunisia), South Africa.

The designations of country groups in the text
and the tables are intended solely for statistical
or analytical convenience and do not necessar-
ily express a judgement about the stage reached
by a particular country or area in the develop-
ment process.



The state of the world economy

THE WORLD ECONOMY BEGINS TO GROW AGAIN

he world economy appears set, in early 1994, for the

first significant expansion in four years (table 1.1). The
growth of world output this year will still be weaker than
the average rate of growth of the 1970s and 1980s, but
prospects have improved for stronger growth in the me-
dium term.

In 1994, world output is expected to increase by over 2
percent. twice as fast as in 1993. The developed market
economies are growing again but robust growth is expected
in only the United States of America; in many of them
recession bottomed out only recently and unemployment
continues to rise. Output declined again in the economics in
transition to the market system but considerably more
slowly than before, and some of them appeared to be at a
turning point. Among the brightest features of the world
economy, economic progress continues to spread among
large populations in the developing countries, including
some of the poorest. The conclusion of the Uruguay Round
of multilateral trade negotiations in December 1993 was an
historic achievement in international cooperation that
opened up great possibilities of trade liberalization and
brightened prospects of long-term growth. On the other
hand, political and ethnic unrest and military conflict further
exacerbated human misery and impeded

Table 1. 1.
Growth of the world economy, 1988-1995

(Annual percentage change)

economic and social development in many areas of
the world.

The world economy remains a complex mosaic of
sharp contrasts between countries and regions that trends
in aggregate output do not convey. The recent stagnation
of the world economy was due mostly to the developed
market economies, which account for over 70 per cent of
world output. While the severity of the recession and the
problem of unemployment differed greatly among them,
income per capita fell only slightly in these countries, which
are still immensely rich. By contrast, output and income fell
sharply in countries in transition from central planning to
the market system, which account for a small fraction of
world output and where living standards have already been
far lower than in the developed economies at the beginning
of the transition. The systemic nature of their problem also
marks these economies from the developed economies.
The contrast within the group is hardly less sharp. A
number of countries appear to be turning the corner, while
in the majority of the countries output continues to decline.
The developing countries as a whole, accounting for only
20 per cent of world output hut 80 per cent of world
population, have, on the other hand, been growing strongly
in recent years, and the trend con-

1988 1989 1990 1991 1992 1993 1994 1995
World output 45 32 16 03 08 11 2, 3
Developed market economies 45 33 24 07 16 1.0 2%, 2%
Economies in transition 4.5 2.1 -6.2 -8.8 -152 -86 -6 0
Developing countries 45 35 3.0 3.4 4.9 5.2 5 5
World trade 73 80 56 46 55 27 6 6%
Memo item:
Growth of world per capitaincome 28 15 0O -14 -09 -06 0.6 1.3

SoutTe: UN/DESIPA. Figures for 1994 and 1995 are forecasts based on Project LINK.
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tinued in 1993. This growth has also been widely spread
among large populations of the developing world. Incomes
of a large proportion of the population of the developing
countries, still very low, are growing faster in recent years
than considered likely even a decade ago. At the same time,
the number of countries where incomes continue to stag-
nate and decline remains large, though they comprise a
much smaller proportion of population of the developing
countries than the fast-growing regions.

The virtual stagnation in aggregate world output in
recent years was parallelled by a slowing of growth of
world trade. The rate of growth of world exports declined
from over 5 per cent in 1992 to under 3 per cent in 1993.
The growth was also closely reflected in the regional
variety of the growth of output, with much of the impulse
coming from the strongly growing developing economies
and the recovery in the United States.

Some of the parameters of the international economy
changed significantly but major shocks were avoided.
Interest rates fell further in the industrialized economies,
helping their economic recovery as well as providing an
impetus to flows of capital to the developing countries.
Changes in bilateral exchange rates of some major curren-
cies were significant but appeared to be of no great concern
to policy makers till recent months, while the turmoil in the
European Exchange Rate Mechanism (ERM) was resolved.
Non-fuel commodity prices fell slightly, while fuel prices
dropped to the lowest level in five years.

Despite the great diversity of conditions, the growth of
the world economy, as well as improvements in critical
economic and social areas in many parts of the world, still

largely depends on sustained growth in the developed
market economies. Recent gains, especially low inflation
and a revival of consumer and business confidence, are
grounds for optimism for growth in these economies in the
short and medium term. Any early application of macroe-
conomic tightening or failures in policy coordination among
the major economies could, however, still undermine their
growth prospects. The strength of growth in many of the
developing countries needs to be sustained while great
efforts at reform and adjustment are still needed to achieve
growth in many others. The transition of the former
centrally planned economies to the market economy is still
a long way away for many of them and success will depend
greatly on the socio-political dynamics of each country. A
growing world economy is indispensable for the smooth
transition of these economies as well as for the growth of
many developing countries, even though the latter group as
a whole has been growing strongly in recent years despite
slow world growth.

The greatly divergent trends among countries and
regions and the changing relations among them, as well as
the technological changes that are linking economies ever
more tightly through increased flow of trade and finance,
are imparting new urgencies to international economic
policy-making and coordination. The conclusion of the
Uruguay Round was a significant step in this direction. To
implement the Round fully and to address the many com-
plex issues that go beyond those formally covered by it, a
great deal of international cooperation, mutual under-
standing and commitment to mull ilateralism would still be
needed.

THE ECONOMIC-SOCIAL-POLITICAL WEB

Developments in macroeconomic aggregates are only
warps in a seamless economic, social and political web.
Thus, in most developed market economies, the stagnation
in output in recent years has sharply increased unemploy-
ment, which contributed to other economic and social ills.
But the solution of the problem is more than a matter of
raising the growth rate; it requires changes in the labour
market as well, which in turn raises other social issues. In
large areas of the world, inadequate economic growth has
increased poverty, while in others poverty continues to
increase despite growth. Economic reform has been
sweeping many developing countries. In some, it has pro-
duced growth. In some others, the short-term effects of
stabilization have been increased poverty and rising politi-
cal and social tension, which tended to erode the very base
of growth. A resurgence of democracy has coincided with
the need for reform in many developing countries as well
as in countries in transition to the market system. But
democratic rights have also found expression in resent

ment of the cost of relbrm in some countries. In others,
political and social inertia has proved too strong for reform
efforts, resulting in economic stagnation and the status
quo. Everywhere, long-term demographic trends have been
influencing economic and social policies. In too many
countries violence has led to immense human misery and
stifled economic change. The present overview of the
world economy briefly draws attention to some important
developments beyond changes in output and trade in this
web of changes, and some of them are elaborated later in
the Survey.

GROWING UNEMPLOYMENT

As economic growth slowed, unemployment rose sharply
in the developed market economies. The unemployment
rate has been on a secular increase for over two decades,
and the recent recession pushed it to 7.7 per cent of the
labour force in 1993, from 6 per cent in 1990. In western
Europe, the rate shot to 10 per cent and was rising. While
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slow growth itself has contributed to this phenomenon, a
host of other factors, including structural problems and
demographic trends, themselves determinants of growth,
are closely linked with rising unemployment. In the econo-
mies in transition, the very process of restructuring the
economy has led to a sharp increase in joblessness in
societies that are unaccustomed to the phenomenon. In
many developing countries, especially those in which eco-
nomic growth has been slow, unemployment, already
large, continues to increase. Whatever the cause, the cost
of unemployment is large. It ranges from the tangible, such
as loss of income and output, to the social and psychologi-
cal, such as alienation and xenophobia, and often does not
stop at national boundaries.

POVERTY AND INEQUALITY

Reduction of poverty is one of the ultimate goals of devel-
opment. Yet, after years of development, large numbers of
people remain in poverty in many countries. The total
number of people in poverty is estimated at sonic one fifth of
the total world population, with 90 per cent of them in the
developing countries, mostly in Asia and Africa. The
eradication and alleviation of poverty are major concerns of
policy at both the national and the international levels.
Development in recent years both heightened these con-
cerns and held out hopes of betterment. Thus, the evident
emergence of massive populations in a number of countries
in Asia from structural and endemic poverty in as short a
period as 30 to 40 years has shattered earlier fears that the
process would perpetuate and thus overwhelm societies. At
the same time, the drift into poverty in other countries,
mostly but not exclusively in Africa, in even a shorter space
of time, demonstrated the weaknesses of domestic and
international economic institutions and policies in sustaining
economic and social development. On the other hand,
poverty has been on the increase in some of the developed
countries despite overall economic growth, and their social
security mechanisms, which were designed to hold selected
vulnerable populations from falling into poverty, have run up
against hitherto insurmountable problems. Available
information also indicates a deterioration in the distribution of
income in many developing and developed countries (luring
the past years. In Latin America, real wages fell during much
of the past decade. Those who escaped open
unemployment by joining the informal sector could not
prevent a deterioration in their incomes. This process was
aggravated by changes in the allocative pattern Or
government .expenditure, especially the decrease or
removal of subsidies on items such as food and transport
and reduced public expenditure on education, health and
other social services. South and East Asia has been
experiencing fast rates of economic growth, low
unemployment rates and gains in real wages. Many
countries in the region made considerable progress to

wards a more equitable distribution of income over the past
years, though trends in others arc less discernible. This was
partly the result of deliberate distributive policies by the
Government coupled with a growth strategy that made
better use of available labour resources and in which
human resources development, mainly through the provi-
sion of education, played an important role.

Among many of the developed market economies,
increased earnings inequality is one of the major factors
responsible for the deterioration in the distribution of income
among households. Since the early 1980s, profits have
tended to grow faster than wages. The gap between the
average earnings of the educated and the non-educated
has grown. The phenomenon is discernible in Australia,
Canada, France, the Netherlands, Sweden, the United
Kingdom of Great Britain and Northern Ireland and the
United States.

POLITICAL AND SOCIAL TENSION IN
MIDDLE-INCOME COUNTRIES

Changes in economic policy to respond flexibly to changing
circumstances are essential for growth and development. In
open societies such changes can, however, be undertaken
and maintained only in a political context. In Latin America,
general or presidential elections in a large number of
countries will have been held between December 1993 and
December 1994. Throughout the region, the economic
reform process is at different stages of implementation and
has different degrees of popularity, and its success
depends largely on palitical support, of which the election
results are an important gauge. Sc) far, in Chile, where
consensus on current economic policies is widespread, the
new Government pledged continuity, and reforms are most
likely to remain in place. By contrast, in Venezuela,
elections were won partly on a platform that was critical of
economic reforms. In no country has the process of reform
been reversed but the need for political consensus and the
attendant tension has come to the fore.

A quest for equity is part of that tension. The Chiapas
uprising in Mexico last January, ironically coinciding with
the coming into effect of the North American Free Trade
Agreement (NAFTA), which was billed as a major step
towards Mexico's economic prosperity, symbolized the
level of socio-economic tension in Latin America stem-
ming from unbalanced regional development and a large
incidence of poverty. Despite a sharp increase in overall
social spending, over 40 per cent of the population of
Mexico is officially classified as poor, many of them living
in Chiapas, the least developed of the regions. In both
Argentina and Brazil, further evidence of scattered social
unrest stemming from poverty and inequality has been
reported in recent months, even though success with re-
form differed widely between the countries.
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SETBACK IN HUMAN CAPITAL

FORMATION IN AFRICA
Concern about the economic decline in Africa has generally
focused on external factors and the fragility of the economic
structure. Far less attention has been given to the develop-
ment of human capital, which is an integral part of the
development process. All developing regions made consid-
erable progress in social areas over the past three decades.
In many countries in Africa, however, progress has been
much slower, and was even reversed in some countries
during the 1980s, as economic conditions deteriorated and
adjustment programmes capped government expenditures
on health and education. For example, Ghana, Uganda and
Zambia—as well as such war-torn countries as Angola and
Mozambique—faced an increase in the under-five mortality
rate between 1980 and 1992. Under-five mortality rates failed
to improve in the Niger and Rwanda. Enrolment rates also
suffered in Africa. During the 1980s, gross enrolment in
primary schools declined from 80.4 to 72.5 per cent and, for
all levels, from 42.3to 41.7 percent. Africa was the only region
in the world where enrolment rates for all levels declined
during the 1980s.

CONFLICTS EXACERBATE HUMAN MISERY

Economic development continues to bypass countless vic-
tims of political and ethnic violence. The officially estimated
number of refugees can only be a partial measure of the
scale of human suffering. At the end of 1993, according to
preliminary estimates of the Office of the United Nations
High Commissioner for Refugees (UNHCR), there were
about 16 million refugees in the world, with some 6 million in
Africa, 5.5 million in Asia—the bulk of whom were in the
Islamic Republic of Iran and Pakistan—about 3 million in
Europe and the former Soviet Union, and about 130,000 in
Latin America. In addition, millions were internally or
otherwise displaced, nearly 3 million in the former
Yugoslavia alone. Wars are the foremost cause of displace-
ment. During 1993 and early 1994, civil strife and political

instability in Angola, Burundi, Haiti, Liberia, Rwanda, the
Sudan, Togo and Zaire caused large displacements of
people. Recent conflicts in Armenia, Azerbaijan, Georgia
and Tajikistan, as well as in former Yugoslavia, have led to
millions of refugees and displaced persons. On the other
hand, in areas where conflicts are subsiding, people have
tended to return. For example, millions have returned to
Afghanistan, Cambodia and Mozambique during 1992 and
1993. A peace agreement in Liberia, for instance, will allow
the repatriation of about 700,000 refugees from
neighbouring countries.

THE PEACE DIVIDEND REMAINS UNREALIZED

One of the great hopes generated by the end of the cold war
was that a large-scale switch of expenditure from military to
civilian use could be made. The expectation was that the
savings arising from reduced military expenditure would
help reduce budget deficits, increase national economic
welfare and possibly enable rich countries, now strapped for
cash, to increase economic assistance to developing
countries. The hoped-for "peace dividend" seems not to
have materialized, even though cuts in military expenditure
have been large, because the demand-reducing effects of
such cuts have frequently swamped the supply-increasing
effects of the switch. The rapid decline in global military
expenditure was largely the result of the reduction in such
expenditure in Russia. The reduction in military expenditure
in the United States has also been substantial but less
spectacular. Both countries are reported to have lost some
400,000 jobs each in the armament industry by early 1993.
But redeployment of resources has been slow, and this only
contributed to depress aggregate demand and tended to
worsen growth prospects in the short run. Far from
contributing to peace, the necessity of mitigating the
employment impact of the contraction of defence industries
led countries to seek bigger markets for arms abroad. The
peace dividend has proved difficult to reap in an environment
of economic stagnation and decline.

MAJOR DEVELOPMENTS IN 1993 AND EARLY 1994

World output increased by about 1 percent in 1993, after
similar growth in 1992 and practically none in 1991, the third
successive year when it lagged behind the growth of world
population (see table 1.1). Growth slowed further in the
developed market economics as a whole, and improved in
the developing countries and output declined again in the
economies in transition, though less fast than before.

DEVELOPED MARKET ECONOMIES: CAUTIOUS
POLICY AND WEAK RECOVERY

Output in the developed market economies grew by about
1 per cent in 1993, a drop from the 1.6 per cent growth in

1992. Growth had thus been practically crawling along reces-
sionary output levels. The weakness was pervasive. Output
declined in 10 of these economies and stagnated or grew by
hall' a per cent or more in six others. Much of the increase in
output in these economics was attributed to growth in the
United States, but growth also picked up in the United
Kingdom and a few of the smaller economies. Output declined
in France, Germany and ltaly, the three largest economies in
continental Europe, and was virtually unchanged in Japan, the
second largest economy in the world.

The macroeconomic objectives in these countries
continued to be to achieve sustainable growth while keep-
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ing the levels of inflation and budget deficits low. Further
considerable gain was made in containing inflation, which
reached its lowest levels in many years in most countries.
Consumer prices rose by 2.8 per cent in the developed market
economies as a whole in 1993, the lowest increase since
1986, compared with 3.1 per cent in 1992. On the other hand,
budget deficits increased in most countries, partly because of
the recession itself, as social expenditure increased and tax
revenues declined or stagnated. Except for Japan and, to a
lesser extent, the United Kingdom, anxiety over growing
fiscal deficits effectively precluded the use of fiscal stimulus.
Almost all countries had been relying on monetary policy to
stimulate the economy, and interest rates fell to historic lows
in some. In continental western Europe, monetary policy was
much more cautious than elsewhere, largely reflecting Ger-
man concern about inflation.

Recession and weak growth pushed the rate of unem-
ployment in the developed market economies from 6 per
cent in 1990 to 7.3 per cent in 1992 and to 7.7 per cent in
1993. Both the rate of unemployment and its trend differed
markedly among countries. In Japan, the unemployment
rate remained low by international standards but has been
edging upward. In the United States, the rate of
unemployment, the second lowest among the major
economies, rose from 5.4 per cent in 1990 to 7.3 in 1992,
but strong growth began to push the rate down. In all other
major economies and most of the others, unemployment
continued to increase in 1993, with the unemployment rate
reaching a range of 10 to 12 per cent in Canada, France,
Germany, Italy and the United Kingdom. The total number
of unemployed in western Europe reached 18 million in
1993, or an increase of over 5 million since 1990. Despite
recent declines in some countries, for the developed econo-
mies as a whole the rate of unemployment is expected to
increase further in 1994 and possibly continue to increase
well into 1995.

Yet, in no country was the solution of the problem of
unemployment considered to lie within the realm of short-
term macroeconomic policy. While a pick-up in growth was
considered necessary to reduce unemployment, fiscal stimu-
lus was deemed imprudent. In effect, attempts at policy
formulation in the area in the past year consisted essentially
of a search for explanations of high unemployment.

ECONOMIES IN TRANSITION: TURNAROUND IN
SOME BUT FURTHER DECLINE IN OTHERS

Output fell further in 1993 in most of the economies in
transition hut the deterioration was less sharp than in 1992
and in a few cases the economy was growing or was about
to grow again. For these economies taken as a whole,
output is estimated to have declined by some 9 per cent in
1993. The cumulative loss of GDP in individual countries
in eastern Europe since 1989 probably amounted to be-
tween 20 and 35 per cent, and even more in Russia and

some of the other successor States of the Soviet Union.
Unemployment has been increasing in almost every
economy and has already exceeded the levels of most
western European countries.

In some of the countries of eastern Europe, where the
change to the market system began earlier than in the
successor States of the Soviet Union, there has been con-
siderable progress in the transition as well as evidence of a
turnaround in output. Output grew by 4 per cent in 1993 in
Poland and appeared to have stopped contracting in the
Czech Republic. In Romania, output increased slightly
after one of the sharpest declines in these economies since
the process of change began. Decline of output, also
among the steepest, slowed in Bulgaria and Slovakia.

The results of stabilization measures have been mixed.
Inflation remains high in most countries. In 1993, annual
inflation ranged from 20 per cent in the Czech Republic to 265
per cent in Romania and increased in the Czech Republic,
Romania and Slovakia. In Poland, inflation eased but was still
as high as 35 per cent in 1993. High inflation in most of these
economies was closely associated with large fiscal deficits.
Fiscal consolidation was, however, beginning to be achieved
in some countries. In the Czech Republic, the budget was
brought into balance in 1993 and in Poland the deficit shrank
to 3.4 per cent of GDP.

Measured by the success of privatization, considerable
progress in transition has been made in some countries. In
the Czech Republic, there has been a wave of successful
privatization. Hungary launched a programme of mass
privatization in early 1994. In Poland, 60 per cent of total
employment is accounted for by the private sector. A third
of GDP was produced in the private sector in the Czech
Republic in 1993, and a quarter in Hungary and Romania.
Most countries, however, still have a long way to go in
privatization of large state enterprises.

In the former Soviet Union, the transition process not
only started later than in eastern Europe, but in most of the
successor countries the magnitude of the problems associ-
ated with the change has proved large, especially in Russia,
by far the largest country of the group. This was reflected
in very large declines in output and difficulties of macroe-
conomic stabilization and reform. In Russia, GDP fell by
about 12 per cent in 1993, following a 19 per cent decline
in 1992, taking the level of output below 65 per cent of that
of 1989. Presaging the difficulties of recovery, investment
declined even more steeply.

The difficulties of macroeconomic stabilization in
Russia are reflected in high inflation, which has from time
to time appeared close to being tamed, only to surge again.
Consumer prices rose some ninefold in 1993, but appeared
to be easing in early 1994. The fundamental underlying
cause of high inflation has been an excessive growth of
money supply, owing, in turn, to the lack of hard budget
constraint of state enterprises. Credit creation has, how-
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ever, been on a downward trend. The consolidated central
government deficit, a prime source of demand for money
creation, though still high, fell from 37 per cent of GDP in
1992 to 9 per cent in 1993,

DEVELOPING COUNTRIES: STRONG
GROWTH CONTINUES

In the developing countries taken as a whole, output grew
by 5 per cent in 1993, which is expected to be maintained
in 1994. Two features of this growth stand out. First, it has
been widespread. Countries where per capita output in-
creased by 2 per cent or more accounted for over 70 per
cent of the population of the developing countries in 1992-
1993. Countries where it increased by 5 per cent or more
accounted for 40 per cent of the population. Secondly,
developing countries have, on the average, continued to
grow strongly while the industrialized economies
stagnated or were in recession. This is in particular true of
South and Fast Asia and China. The region appears to be
emerging as a new growth pole with a still small domestic
market, but whose influence on the rest of the world
economy is beginning to be felt.

In Latin America and the Caribbean, output grew at a
modest 3.3 per cent in 1993, up from 2.1 per cent in 1992.
The growth in 1993 was largely accounted for by strong
growth in Brazil, the largest economy in the region, and
continued growth in Argentina and Chile. Among the large
economies, Mexico experienced a virtual stagnation in
output after a modest growth in 1992. In most of Latin
America, economic reform efforts continued and the suc-
cess of stabilization measures was reflected in a marked fall
in inflation to under 15 per cent in a majority of the
countries in 1993.

By contrast, in Africa there was little change in the
decade-long trend of falling output per capita. GDP grew
by about 1.5 per cent in 1993, or half the rate of growth of
population, after an even lower growth in 1992. Adverse
weather conditions still critically determine agricultural
output in many countries, and political strife continues to
stifle economic growth and development in many areas of
the continent.

In the Mediterranean region, much of the economies
of former Yugoslavia arc devastated, providing one of thc
starkest illustrations of the goals of economic and social
development being totally subjugated by ethnic rivalry and
military conflict. Output in these economies in 1993 was on
the average probably half the 1991 level.

The strong recovery of West Asia from the impact of
the Persian Gulf crisis could not be sustained in 1993 and
growth slowed down to about 3.5 percent. This was largely
the result of falling oil revenues and the accompanying
contractionary fiscal policy. The rate of economic growth
declined sharply in the Islamic Republic of Iran and Saudi
Avrabia. In Kuwait, post-war reconstruction and rehabilita-

lion were near completion but the Iragi economy continues
to languish under the effects of international sanction.

The economies of South and East Asia were able to
sustain an average GDP growth of over 5 per cent in 1993,
the eighth consecutive year of above 5 per cent growth.
Despite a wide range of economic performance, a large
majority of the countries of the region, excluding China,
achieved growth rates of 5 per cent or more, with half
achieving 6 per cent or higher rates. Growth was led by the
newly industrialized economies (NIES). In general, contin-
ued strong export performance, buoyant domestic demand,
often supported by investment in infrastructure, expanding
intraregional trade and continued inflow of foreign direct
investment contributed to strong growth. In India, major
economic reforms are under way and are expected to lay
the foundation for sustained growth.

The Chinese economy grew by 13.4 per cent in 1993,
after only a slightly lower rate in 1992. The economy has
been growing at an average annual rate of almost 10 per
cent since 1980, which has gone a long way in improving
the living standards of the vast population, despite
regional and other disparities. A major concern in 1993,
however, was the sustainability of such growth. Inflation
increased sharply and measures were taken to cool down
the economy but with uncertain results.

Economic stabilization and reform, a central feature of
policy in numerous developing countries over the past
decade, continued. Stabilization measures in Latin America
can already claim considerable success in bringing down
inflation in the region. Large-scale privatization has been
implemented in many countries, especially in Latin America.
Among the large developing countries, Brazil initiated a new
programme of reform and, in India, efforts at major
reforms that were started in 1991 were stepped up. In
Africa, reform efforts continued in a number of countries
but in some others there were policy reversals or suspension
of reform efforts, often resulting from political turmoil.

Improvement in economic fundamentals in a number
of countries, especially in Latin America, and strong growth,
diversi heat ion and continuing economic reform in a
number of others, particularly in Asia, have led to a large
now of private external finance to developing countries in
recent years. The flow continues to be large, though slowing
somewhat, in 1993. The uncertainty surrounding the flow to
Latin Ammerica has, however, increased with the
continuing widening of the current account balance of many
of these countries. The prospects of an increase in interest
rates in the industrialized economies might also tend to
discourage some private flows. Nevertheless, on balance, the
flows of private finance to developing countries are expected
to remain sizeable for the near term. On the other hand, the
flow of concessional official finance, on which many low-
income countries critically depend, has been barely
increasing and its prospects remain dim.
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OUTLOOK FOR THE WORLD ECONOMY"

FORECASTS FOR 1994 AND 1995

The rate of growth of world output is expected to increase
from 1.1 per cent in 1993 to 2.3 per cent in 1994 and to
slightly above 3 per cent in 1995. World per capita output is
thus expected to increase in 1994 for the first time since
1989. The improvement in 1994 would comprise continued
strength of the United States recovery and modest growth in
western Europe and Japan, while developing countries
should maintain their recent rate of growth of above 5 per
cent. Growth is expected to resume or pick up in a number of
countries in eastern Europe, but the successor States of the
former Soviet Union will suffer another large fall in output.
The problem of unemployment in the developed market
economies will not be diminished by these growth prospects
and will worsen in the economies in transition.

Reflecting the gathering strength of world economy,
the growth of world trade is expected to accelerate to 6 per
cent in 1994 from less than 3 per cent in 1993. Expansion
of world output and trade is in turn likely to be
accompanied by a modest increase in non-fuel commodity
prices and improvement of terms of trade of commodity-
producing developing countries.

In the developed market economies, growth is fore-
cast to improve from 1 per cent in 1993 to slightly over 2
per cent in 1994 and 2.7 per cent in 1995, the slowest
recovery in recent history. Individual economies, in early
1994, remained at different phases of the business cycle
but their growth rates will tend to converge over the year.

As of late 1993 and early 1994, the strength of the
United States economy was the greatest source of opti-
mism about the short-term growth prospects of these
economies. The dip in growth rate in the first quarter of
1994 is likely to prove temporary. The economy, which
began a slow process of recovery in early 1991, is
expected to return to its long-term growth path in 1994.
Although the strong growth in the last quarter of 1993 will
not be sustained, the economy appears set to grow by 3.5
percent in 1994 and by about 3 per cent in 1995. Growth
in 1994 will be led by robust housing and business
investment, both increasing by 10 per cent, supported by
consumer spending, which is expected to grow by 3.5 per
cent. The growth climate is expected to be sustained by
low inflation, with the consumer price index rising by 2.5
per cent in 1994 and 3.5 per cent in 1995. Unemployment
is set to fall, as the growth momentum is maintained, but
only slowly to 5.8 per cent by 1995, a percentage point
lower than in 1993. That rate is, however, already close to
the "natural” rate, at which inflation could pick up, hut there
is considerable differences of opinion on the exact value to
he attached to that rate.

In Japan, recession appeared to be bottoming out
in early 1994 but only a traxlest growth of 1 per cent is

expected for the year as a whole. The weakness of the
recovery is likely to persist well into 1995, with growth for
that year averaging only about 1.5 per cent. Private con-
sumption and housing construction are expected to lead
the modest recovery, the latter spurred by lower land prices
and mortgage rates. Business investment would continue
to be weak largely because of the overcapacity built during
the "bubble" years of the late 1980s. The recent apprecia-
tion of the yen would further discourage investment by
making exports less competitive. The series of fiscal pack-
ages introduced over the past two years has so far had
only limited effects on the economy but should have a
more significant impact by the middle of the year.

Western Europe is expected to emerge from recession
this year. In the United Kingdom, output should grow by 2.6
per cent in 1994, spurred by low interest rates, which can
be expected to increase somewhat towards the end of the
year. In continental western Europe, a general but modest
reduction of interest rates, following the Bundes-bank's
lead, is, however, expected through 1994. Low inflation and
the favourable impact of the policy mix of loose monetary
policy and tight fiscal positions on investment should lead to
modest growth. For western Europe as a whole, output is
expected to grow by about 1.7 per cent in 1994 and 2.6 per
cent in 1995. Exports are likely to pick up in 1994 as growth
in the United States and developing Asia boosts demand,
but are unlikely to be a strong source of growth except for
countries that left ERM, because of the loss of
competitiveness entailed by the appreciation of European
currencies.

Despite the upturn in output, unemployment will con-
tinue to be high in most developed market economies
and will grow in some. For the developed market
economies as a whole the rate of unemployment will
remain unchanged in 1994 and 1995 at its 1993 rate of
7.7 per cent. In western Europe, it will rise to over 10 per
cent in 1994 and remain at that level in 1995.

In the economies in transition, output is expected to
fall again, by some 6 per cent, in 1994 and may stop falling
in 1995, ending live successive years of decline. The
diversity of the prospects is, however, far wider than in the
developed market economies and the uncertainties sur-
rounding the outlook far greater.

In the six countries of eastern Europe, output is likely
to increase on the average by just over 2 per cent in
1994 and 3 per cent in 1995. In Poland, output is
expected to grow by 4 per cent in 1994, while growth is
expected to turn positive in the Czech Republic. In
Bulgaria, Hungary and Slovakia, the decline in output is
likely to bottom out in 1994.

The outlook Ibr Russia and some of the other succes-
sor States of the former Soviet Union is generally more
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dim. Output is likely to fall by some 9 per cent in the
successor States of the Soviet Union as a whole in 1994
and would probably stop falling in 1995. The tasks of
reform and transition in some of these countries, including
Russia, by far the largest, remain difficult and the prospects
uncertain.

Stabilization will continue to be a major task of eco-
nomic policy in most of the economies in transition,
though the magnitude of the problem will vary from coun-
try to country. In the Czech Republic, inflation is likely to
decline to single-digit numbers in 1994. The improvement
in Hungary and Poland is likely to be far less impressive,
with inflation remaining in a 20-25 per cent range in 1994.
Inflation may not fall below 50 per cent in Bulgaria and
below 120 per cent in Romania. For Russia, even broad
orders of magnitude are hard to predict but inflation is
unlikely to fall to two-digit levels soon.

In the developing countries, the comparatively strong
growth of recent years is likely to be maintained in 1994
and 1995, with output growing by slightly above 5 per cent
in both years. This mostly reflects prospects of continuing
robust growth in South and East Asia and China. A signifi-
cant further improvement in per capita output can thus he
expected in the region.

In Latin America, the growth of output is expected to
slow down, from 3.3 per cent in 1993 to under 3 per cent
in 1994 and to a slightly lower rate in 1995. In Brazil,
growth is unlikely to he sustained at the strong level of
1993 as the implementation of new stabilization pro-
grammes continues. This alone will contribute much to
the slow-down in the region. With the major exception of
Venezuela, most economies will expand, though growth
is expected to slow down in Argentina and Chile. The
Mexican economy is expected to grow by about 3 per
cent in 1994, responding to recent expansionary policies
and the effects of NAFTA, after a year of practically no
growth. Further reduction of inflation is expected in most
countries of the region.

The economic prospects of Africa remain poor. Output
is likely to grow by a little more than 2 per cent in 1994,
with only a slight improvement in 1995. In other words, a
reversal of the trend of declining per capita output is not in
sight. More than in any other region, growth in Africa
continues to depend on the weather. In a number of coun-
tries, economic prospects also depend on the return of peace
and stability. While economic reform is expected to
continue in many countries, results in terms of growth can
be expected in only a few. The modest improvement in
non-fuel commaodity prices expected in 1994 and 1995 can
be only a partial respite to the fall in income. The improve-
ment would not, however, extend to the energy exporters
since oil prices are likely to remain weak.

In South and East Asia, growth is expected to accel-
erate from 5.4 per cent in 1993 to over 6 per cent in 1994

and to be maintained at that rate in 1995. Countries of both
the first and the second generation of NIEs are forecast to
maintain high growth rates. With economic recovery in the
industrialized countries and continuing strengthening of
intraregional links, exports should increase strongly and
thus provide a stimulus to growth in most of these econo-
mies. Investment in infrastructure is also expected to re-
main a major source of growth. The recent high level of
foreign direct investment is expected to be maintained in
these countries. Among the other countries, progress in
economic reform is expected to be maintained in India and
growth of output is likely to improve from 3.8 per cent in
1993 to 5 per cent in 1994.

Since late 1993, a major objective of economic policy
in China has been to cool down the overheated economy,
while avoiding a hard landing. Pursuit of this policy is
expected to continue for the near future and is likely to
reduce the rate of growth of GDP from 13.4 per cent in
1993 to about 10 per cent in 1994. A significant
improvement in the living standards of the most populous
country in the world would nevertheless continue. The
infrastructural bottleneck, especially in transport, is
expected to persist and tend to constrain output. Strong
growth shifted the country's balance of trade into a
deficit in 1993, which is likely to persist in 1994 but to
improve somewhat. A number of major new economic
reform programmes are expected to be implemented
this year, including reform of the taxation system and
strengthening of the banking system.

SHORT-TERM RISKS AND UNCERTAINTIES

The modest growth of the world economy for 1994 and the
moderate rate forecast for 1995 are subject to a number of
risks and uncertainties of various degrees. Some of these
are associated with the critical global assumptions made,
while others concern possible developments in individual
countries or regions.

While most indications are that oil prices will remain
fairly stable though depressed over the medium term, the
possibility of large changes cannot be ruled out. The re-en-
try of Iraq in the oil market, without adjustment in produc-
tion in other OPEC member countries, or a rapid recovery
in production in the former Soviet Union could, for exam-
ple, lead to a sharp fall in oil prices. Though this can only
benefit oil importers and can even provide a short-term
stimulus to their economic growth, the large transfer of real
resources that such price changes imply will have serious
consequences for the balance of payments of developing
country oil exporters, which are already under stress, and
will sharply reduce their growth prospects.

The risks of a resurgence of inflation in the developed market
economies arc perceived to be small. An over-anxious action
by a major country to stifle inflationary expectations by
raising interest rates could undermine growth prospects,
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with obvious adverse consequences, through repercussions
on exchange rates and interest rates on other countries.

In the economies in transition, the growth forecast and
the progress in economic reform critically depend on the
preservation and strengthening of social consensus on
reforms. In a number of countries, political complexities and
the continuing fall in living standards can still undermine
such consensus. Moreover, inter-State rivalries could
forestall attempts at regional economic cooperation, which
is essential in a number of cases. Reform and growth will
also depend partly on the ability of these countries to
expand their exports to developed market economics. A
slow-down of growth in the latter would adversely affect the
prospects of the economies in transition.

While political leadership is critical in developing
countries and the economies in transition in sustaining
desired economic policies, it is important in the industri-
alized countries as well. Frequent changes of government
in a number of these countries, in the wake of scandals and
internal disputes, and prospects of changes of government
in a few others, could affect the continuity of policies
assumed in the present forecasts.

Among the developing countries, while their large
number might allow offsetting developments to leave the
forecast of average growth unchanged, growth prospects
of some country groups are subject to considerable risks.
This is especially the case for many countries in Africa,
where large sectors of the economy are dependent on the
weather and political and ethnic unrest can produce sharp
losses of output.

Uncertainty also surrounds the flow of financial re-
sources to the developing countries. The positive flow of
private capital to those countries, especially to Latin Amer-
ica, was partly the result of a large interest-rate differential
between those countries and the industrialized economies.
A substantial rise in interest rates in the latter could reduce
the volume of the flow and may even change its direction.

While these risks and uncertainties would point to
growth that is weaker than forecast, there are also fac-
tors that could eventually lead to a more robust growth in
1994 and 1995. In particular, a surge in confidence as a
result of more solid signals of non-inflationary growth in
parts of Europe and Japan could lead to additional
increases in consumption and investment. Feedback ef-
fects could reinforce the process leading to a signifi-
cantly faster growth in the world economy.

THE SECOND HALF OF THE 1990s

Beyond 1995, the world economic outlook becomes more
conjectural. Nevertheless, recent changes in the world
economic landscape point to a combination of forces that
have rarely been present since the early 1970s. They sug-
gest the possibility of more sustained growth in the second
half of the 1990s.

The recovery after the world recession of 1982 led to
an unbroken period of economic growth in the developed
market economies that stretched to 1989. The average
annual rate of growth during those seven years was close
to 3.5 per cent and, on the whole, unemployment receded
by two percentage points. However, two features made the
process unsustainable: structural fiscal deficits, which re-
mained large in some of the major economies, and asset
inflation. The latter was largely the result of falling interest
rates and rapid increases in household and corporate debt,
and partly explains the vigour of consumer expenditures
during that period. The costs of German unification and the
Irag-Kuwait conflict, accompanied by sudden changes in olil
markets, further complicated a situation that was proving
unsustainable by the late 1980s.

By mid-1994, the underlying situation in the developed
market economies is markedly different. Economic policies
arc more balanced. Fiscal consolidation rather than benign
neglect of fiscal deficits is the preferred approach.
Financial rehabilitation has run its course, and the financial
health of business and households has largely been
restored in most countries. In Germany, the costs of
unification have largely been met, providing more room for
policy manoeuvre in the country and its partners in EU.

Interest rates are lower today than in the mid-1980s.
While this leaves less room for further reductions, it should
be possible to keep interest rates relatively low, especially
since present measured inflation as well as underlying
inflationary pressures have been remarkably subdued.”
International oil markets have attained some degree of
stability and it is not expected that markets will tighten
significantly in the medium term. Although non-fuel com-
modity markets could be expected to strengthen somewhat
with the recovery, real prices of primary commodities are
unlikely to become a significant source of cost-pushed
inflation.

The rate of investment has, on the whole, also in-
creased since 1992. Accumulated technological change
and the fact that business confidence is still improving
point to further increases in gross fixed capital formation,
making it less likely that supply bottlenecks would soon
emerge to slow down the recovery. The completion of the
Uruguay Round has allayed some of the tensions in the
trade field and should significantly boost business confi-
dence. Barring sudden changes in policies, therefore, de-
veloped market economies appear poised to return in the
second half of the 1990s to an expansion path that could
emulate the period 1983-1989—growing at an average
annual rate of 3 per cent or possibly higher.

Under such conditions, unemployment should begin
to recede. The present trend towards growing income
inequality in many developed market economies, as well
as increasing poverty in several of them, should also be
expected to subside.
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Among the transition economies, the eastern Euro-
pean countries are showing clearer signals of a turn-
around. While their decline in overall output constituted a
drag on the world economy in the early 1990s, a positive
rate of growth—even if modest—should contribute sig-
nificantly to world gross domestic product in the future.
Recovery in the successor States of the Soviet Union,
which could take longer, should also contribute to a
stronger world economy.

Developing economies as a group have grown at an
annual rate of 5 per cent or more since 1992. Growth im-
pulses have come largely from internal dynamics, rapid
increases in intraregional trade and net inflows of external
finance. The latter might cost more as developed market
economies recover. Nevertheless, the supply of international
capital for creditworthy countries is unlikely to be
constrained. Sound investment projects should find adequate
financing in either domestic or external markets. The
progress made in the late 1980s and early 1990s in resolving
the commercial debt problem should further ease constraints
in access to capital markets. Thus, on the aggregate, external
financing should not constitute an obstacle to the
continuation of the growth path of the past few years.

Yet, the large divergence of performance among de-
veloping countries will not disappear. Spontaneous eco-
nomic forces are not likely to reduce the marked
differences in their rates of growth in gross domestic
product; nor will they tend to ameliorate the debt situation
of many middle-income and low-income countries. Na-
tional and international cooperation policies will still be
required to pull slow-growing developing countries and
put an end to the debt overhang.

In sum, the gradual strengthening of developed market
economies, the turnaround—albeit with a different time-
frame—of economies in transition, the consolidation of
economic reforms and the likely continuation of relatively
fast growth in many developing countries suggest a
significant growth acceleration for the world economy in
the second half of the 1990s. Barring any unforeseen
shocks, in particular if industrialized and developing coun-
tries absorb smoothly the unprecedented changes taking
place in the international capital markets as a result of
pervasive deregulation and globalization, the world econ-
omy should enter the twenty-first century in a much im-
proved condition.

IMPLICATIONS FOR POLICY

The prospects for the world economy clearly turned for the
better in the first part of 1994. In many countries, the
economic fundamentals are more encouraging than they
were a year ago: inflation is at its lowest level in many years,
financial rehabilitation is well under way and fiscal balances
are moving towards consolidation. Higher growth in the
United States and a continuation of strong growth in many
developing countries lifted income in large areas of the
world. A number of other industrialized countries appear
well on their way to recovery, adding to the prospects of a
faster growth of world income in 1995. At the same time,
there were signs of a turnaround from a long decline in
output in a number of economies in transition. Growth in the
developing countries as a whole has accelerated and is
expected to remain robust. Within specific regions, the
historic political changes in the Middle East and in South
Africa and political settlements in Asia and Central America
should have far-reaching positive impacts on the future
economic well-being of those regions. particularly if the
processes receive adequate international support. The com-
pletion of the Uruguay Round has added a further boost to
global confidence about growth prospects.

Nevertheless, the overall pace of growth of the world
economy leaves little room for complacency. Many prob-
lems continue to call for the attention of national and
international leaders. The improved growth of 2.7 per cent
projected for the developed market economies in 1995 is

unlikely to result in a significant reduction in unemploy-
ment in most of those countries. The improvement in the
economies in transition is important because it marks a
return to positive growth, but the levels of output in those
countries will remain less than they were some years ago.
Among the developing countries, a large number will still
stagnate and poverty and human suffering will remain
rampant, albeit in some cases for political rather than
economic reasons.

In the developed market economies, no major depar-
ture in policy stance is called for at the present time. Rather,
there is a need to maintain stability in policy and to improve
policy coordination among the major economies. Because
growth is picking up in most of these countries, a return to
fiscal consolidation, rather than a fiscal stimulus, needs to
be a main objective of policy in the United States and
Europe. Only in Japan does fiscal expansion continue to
have a large role to play. On the other hand, an abrupt
consolidation, beyond that expected from automatic stabi-
lizers, could hurt the chances of recovery.

Otherwise, the room for stimulative macroeconomic
policies is limited to the possibility of further reductions of
interest rates, especially in Europe. The recent action of the
Bundesbank in nudging down short-term rates should help
growth in that region. The danger appears to lie in an
overcautious monetary policy in any major economy. Re-
cent actions by the United States Federal Reserve to push
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up short-term rates with the objective of scotching infla-
tionary expectations has been widely seen as an example
of such a danger. The very low inflation prevailing in the
United States and the evidence, such as data on wage
settlements, that it will remain low in the short term call into
question the need for monetary tightening.

The economies in transition as a group are still expe-
riencing a fall in output. Even in countries that are showing
signs of recovery, economic hardships endured by the
population remain severe and social problems continue to
mount. Considerable progress, however, has been made in
a number of countries in the process of economic transfor-
mation. The future development of the emerging private
sector will be an important factor for their stable recovery.
Economic changes are acquiring socio-political dynamics
of their own in every country and, to outside observers, not
all shifts in policies may appear consistent with reform. In
so far as the commitment to reform is firm and clear,
however, external support must continue to be made avail-
able and increased.

In most countries of Africa, the problems of growth and
development remain grim, even though considerable
efforts have been made at economic reform and adjust-
ment. Various circumstances, both internal and external,
have often prevented these efforts from being sustained for
an adequate period of time and policy reversals have taken
place. Africa's economic vulnerabilities and the weak-
nesses of its development institutions make the task of
reform that much more difficult, and neither deficiency is
likely to be quickly remedied. Nevertheless, Africa has no
realistic alternative to sustained reform efforts. However,
given the magnitude and nature of the challenge, success
in this long-term venture will require a commensurate
commitment by the international community.

In addition to its economic difficulties, Africa has now
become the region where political instability and violence
are most widespread. In an increasing number of African
countries, civil unrest has not only halted development but
has also reversed previous achievements. lts cost is meas-
ured not only in terms of national human and physical
resources destroyed or wasted, hut also in terms of the
possible erosion of international support for African devel-
opment. Consolidation of peace and political stability
throughout Africa must remain a priority, both on short-term
humanitarian grounds in the afflicted countries and because
it will immensely enhance the prospects for the long-term
economic development of the continent as a whole. In this
context, the historic step to multiracial democracy in South
Africa should open a new era of economic development
effort in that country, which will also have a positive impact
on other countries in the region.

Reform and adjustment must also continue elsewhere
among the developing countries. The considerable gain
that has been made in economic stabilization and reform
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in many countries needs to be consolidated. The encour-
aging recent net flow of financial resources to the devel-
oping countries has been as much a result of the reform
measures undertaken and the consequent increase in con-
fidence in those economies as it has been a factor contrib-
uting to their improved performance. Sustaining this
confidence by continuing and consolidating these reforms
is necessary to prevent a possible reversal of these flows.

Short-term  fluctuations in the markets of primary
products remain a critical factor of instability for many
developing countries, particularly in Africa. However, the
long-term question also has to be addressed. Adjustment
programmes have to be focused on changes leading to
more efficient production structures and diversification of
exports. The experiences of a growing number of develop-
ing countries demonstrate the value of policies that pro-
mote exports of manufactures, semi-manufactures,
services and primary commodities with a comparatively
high-income elasticity. But changing the production struc-
tures of traditional primary commodity exporters will take
time and will require considerable investments. Adequate
signals to potential investors—domestic and foreign—are
as important as financial flows. The international financial
system, including multilateral financial institutions—the
World Bank and regional development hanks—will be a
key instrument in the mobilization of financial resources for
investment in new export diversification programmes,
especially in Africa. The reduction of trade barriers as a
result of the Uruguay Round should also facilitate diversi-
fication, although it will be necessary to cushion some of
these countries, especially some of the net food importers
and the least developed countries, from the short-term
effects of liberalizing world trade.

The past decade has seen unemployment evolve into
a universal problem, from one that used to be
concentrated heavily in the developing countries. In the
vast majority of these countries, the number of
unemployed and underemployed remains very large,
although the problem differs widely among countries in its
magnitude and nature. Employment creation in the
developing countries must in general be seen primarily in
the context of long-term economic growth and
development. The example of labour shortages in some of
the fast-growing developing countries underlines the
importance of raising the pace of economic growth as an
indispensable way of reducing unemployment.

In the economies in transition, visible unemployment
has increased sharply as a result of economic reform, hut
the real extent of unemployment is often disguised by
labour-hoarding in state enterprises. Further labour-shed-
ding by these enterprises is bound to increase the problem.
Success in reducing the real magnitude of unemployment
will depend largely on how fast the private sector expands,
especially in manufacturing. At the same time, policy
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measures are needed during the restructuring process to
avert massive lay-offs from state enterprises through tar-
geted temporary subsidies. After a while, successful re-
structuring could be expected to open new opportunities
for employment.

In the developed market economies, levels of unem-
ployment are much too high and, in some cases, still
growing. This is not only a cyclical phenomenon, but also
has secular elements. Despite the magnitude and the
longterm nature of the problem, it has not been a
universal national policy priority in these countries. A
political constituency of the unemployed themselves does
not exist: they are neither a homogeneous nor a
permanent group. Political leadership therefore has to
play a critical role in solving a problem that has large
collective economic and social costs. An improvement in
economic growth is essential for job creation in these
countries. However, structural factors and rigidities in
the labour market are also major constraints to growth
in employment in many cases and the problem therefore
calls for a multiplicity of approaches. The latter should
comprise macroeconomic policies, including changes in
the social security systems that enhance the labour
content of growth, as well as labour market measures.

The liberalization and globalization of financial mar-
kets have changed the nature of the economic risks that
individual countries face. The deregulation of financial flows
has made countries more prone to speculative actions by
private agents, foreign as well as domestic. By and large,
financial markets have functioned smoothly, coping with the
rapid growth in the volume of transactions. In some
developing countries, however, the robustness of capital
markets has depended heavily on the foreign funds that
were attracted as a result of economic and financial
liberalization measures. The increased volatility of these
markets in more recent times has, however, been largely
due to the intrinsic instability of international capital flows.
A number of such countries have been forced to raise
interest rates sharply to prevent large outflows of short-
term capital, thereby putting in jeopardy their real econo-
mies and their reform efforts. The question of adequate
provision of liquidity to confront a speculative run has thus
become a key issue for international cooperation in the
current environment. More generally, the systemic impli-
cations of the virtually instantaneous transfer of funds in
markets that function 24 hours a day and the emergence of
new instruments in the financial markets need the attention
of domestic and multilateral financial institutions.

Any long-term improvement in growth in any country
hinges on structural change, flexibility of markets, techno-
logical progress and better microeconomic management.
While the last three are largely matters of national effort,
structural changes have important international dimen-
sions. By aiming to bring down trade barriers, the agree-
ments under the Uruguay Round also aim at changes in
the structure of production that raise efficiency through
improved resource allocation.

The conclusion of the Uruguay Round was a
landmark in international cooperation, but some recent
expressions of concern about the rapid growth of exports
from developing countries suggest the persistence of
protectionist sentiments. These need to be immediately
dispelled and, to do so, it is important to see how trade
between countries arises. One of the major determinants of
trade is the differences in factor endowments between
countries. That is why, for example, many developing
countries have a natural advantage in exports of labour-
intensive or low-technology products to labour-scarce and
capital and skill-abundant developed countries. The
growing chorus of concern in the developed countries that
increased competition from the developing countries is
depressing wages in their high-wage economies, therefore,
strikes at the very rationale of trade. Such concern has no
basis in fact. High unemployment and depressed wages in
the advanced economies are largely the result of slow
growth and technical change and have little to do with
import competition from low-wage countries. Any policies
or measures that restrict trade harm both the importing
and the exporting countries, reducing the growth prospects
of both of them and of the world as a whole. It is in this
spirit that the Uruguay Round aimed at improving the
growth and development prospects of the world economy
and it is for the same reason that the ratification and
speedy implementation of the Final Act of the Round must
remain at the top of the international agenda.

Among the results of the Uruguay Round, the decision
to set up the World Trade Organization is a milestone in the
evolution of the trading system. As a permanent body
providing a forum for continuing trade negotiations, it
should eliminate the need for periodic *'rounds' of nego-
tiations. As a more effective dispute settlement body, it
should contribute greatly to the strengthening of the mul-
tilateral trading system. As a key instrument in enforcing
disciplines and *‘rules of the game", it will ensure that there
are fair opportunities for all and not just for those that have
substantial bargaining power.
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NOTES

1These forecasts are assessments of the United Nations Secre-
tariat using mainly Project LINK, a global econometric model
incorporating over 70 national models, and are based on the
following major assumptions: macroeconomic policies of the major
developed market economies will not diverge significantly from
their current stances; in particular, it is assumed that interest rates
will remain low, with long-term United States rates close to 7.5 per
cent; the consolidation of the United States fiscal deficit will
continue on its present course; oil prices will decline further, with
the average price of OPEC crude falling from about $16 per barrel
in 1993 to $14 in 1994 and $13 in 1995. Prices of non-fuel
commodities are assumed to increase by 3 per cent in each year

for food and tropical beverages, and by 2 per cent in 1994 and
6 per cent in 1995 for other commodities. A critical assumption
behind the forecasts for the economies in transition is that
social consensus on economic reform will hold or strengthen
where it is still weak.

2 For the seven major industrialized countries, the GDP deflator
declined from a range of 2 to 8 per cent during 1983-1991,
to between 2 and 4 per cent in 1993 and is likely to decline
to between 1 and 3.5 per cent in 1994. That is, inflation has

been virtually halved.






Current developments and policies

World output grew by 1 per cent in 1993, barely above
the growth rate in 1992 and the fourth consecutive year
of growth well below the average of the 1980s (see

table The outlook for 1994, while incorporating a
faster rate of world economic growth, will still be less than
the 1980s' average. This global trend is mainly owing to the
growth of output in the developed market economies, which
account for almost three fourths of world economic activity

Table 11.1.

(sec table A.1). Almost 80 per cent of the world population,
however, live in the developing countries where output
pew 5 per cent in 1993 for the second year in a row and
where output is expected to continue at the same pace this
year. Economic activity continues to drop sharply in the
countries in transition from centrally planned to market
economy systems, although the beginnings of recovery can
be seen in some of the eastern European countries.

Growth of gross domestic product (GDP) by region, 1981-1994

Memo items:
comparative indicators

Growth of
population,
1991-1995
Growth of GDP (average
(annual percentage change) annual  Population
1981- percentage in 1993
1988 1989 1990 1991 1992 1993 1994" change  (millions)
World 2.9 3.2 1.6 0.3 0.8 1.1 2', 1.7 5572
Developed market
economies 2.8 3.3 24 e 0.7 1.6 1.0 2'4 0.6 812
of which:
United States 2.8 25 0.8 1.2 2.6 3.0 3, 1.0 258
European Union 2.1 3.4 28 o 0.7 1.1 -0.4 1, 0.3 347
Japan 4.0 4.7 4.8 4.3 1.1 0.1 0.4 125
Economies in transition"* 3.1 2.1 -6.2 e -8.8 -15.2 -8.6 -6 0.4 394
Eastern Europe 2.2 0.0 -11.6 o -11.2 -5.2 0.8 2 0.2 97
USSR and its
successor States BI5 3.0 -4.0 -8.0 -18.3 -12.0 -9V, 0.5 297
Developing countries 3.1 85 3.0 3.4 4.9 5.2 5 2.0 4341
Latin America and
the Caribbean 14 1.1 -0.1 2.8 2.1 3.3 8 1.8 466
Africa 1.8 2.8 2.2 1.6 0.8 1.6 2.9 702
West Asia -1.7 3.2 1.9 -0.2 5.7 35 3, 3.0 146
South and East Asia 5.9 6.1 6.4 5.8 5.2 5.4 6 2.0 1755
China 9.9 4.3 3.9 8.0 13.2 13.4 10 14 1205
Mediterranean 2% 0.4 1.1 -5.6 -1.9 -0.3 4 15 85

Source: UN/DES1PA. Data on population are those published by the Department in World Population Prospects, the /992 Revision (United

Nations publication. Sales No. E.93.X111.7),

a Preliminary.

h Forecast, based on project LINK. Estimates are rounded to the nearest quarter percentage point.

¢ The former Soviet Union and eastern Europe.

e  After 1990, the former German Democratic Republic is included in Germany.
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The fast-growing developing countries were concen-
trated in Asia, as in the past, although a number of Latin
American countries experienced rapid growth as well.
Africa remains a major focus of concern, however, as per
capita output for the continent as a whole continued its
relentless fall. Africa remains highly vulnerable to adverse
international and domestic economic conditions, as well as
being stricken by civil conflict and instability. Output in
Africa is not expected to grow as fast as population once
again this year.

Policy concerns around the world focused, as they
have in the past, on the search for sustainable economic

growth. In the developed market economies this largely took
the form of seeking to overcome recession or nurture
recovery without setting off inflationary forces. Unem-
ployment rates were more and more considered a structural
issue and largely beyond the capacity of short-term policy
cures. In transition economies, the focus of policy has been on
stemming the declines in production while advancing the
fundamental institutional changes required for introduction
of market economies. In developing countries, the concerns
centred on managing growth or preparing for it, while
continuing with macroeconomic stabilization and structural
adjustment programmes.

RECESSION AND RECOVERY IN THE DEVELOPED MARKET ECONOMIES

In 1993, real GDP fell in 10 developed market economies.*
Output of the group as a whole, however, grew by 1 per
cent because some of the other countries in the group—in
particular the largest, the United States of America—had
passed from earlier recessions into the recovery phase of
their business cycles. As of the first quarter of 1994, signs
of recovery were broadening to more countries, but the
economic environment was still difficult for policy makers
to interpret. Indeed, consumer attitudes, even where
improved, were generally cautious (see figure 11.1).

The key macroeconomic objective of policy makers in
these countries has been to steer their economies onto an
adequate and sustainable economic growth path, while
keeping or moving inflation, unemployment and govern-
ment budget deficits within acceptable limits. Progress on
the inflation front has been considerable. For the group as
a whole, consumer prices rose by 2.8 per cent in 1993,
almost half the inflation rate of 1990, when accelerating
price increases in some countries had begun to concern
policy makers (see table A.7). However, the anti-inflation-
ary policies that the monetary authorities of several coun-
tries began to take at the start of the 1990s—when coupled
with other developments, in particular rising debt burdens,
that were in any case weakening the impulses to economic
growth—had tipped several countries into recession.?
Australia, Canada, New Zealand, the United Kingdom of
Great Britain and Northern Ireland and the United States
were the first into recession, beginning in 1990, as well as
Finland and Sweden, followed later by much of the rest of
continental western Europe and Japan.

Unemployment was already high in several countries
for structural reasons (see chap. VI), but the recessions
forced it higher and in many countries it became a highly
salient political issue. Also, budget deficits swelled partly as
a consequence of the "automatic stabilizers™, i.e., the
increases in social expenditures and declines in tax reve-
nues that usually come into play during recessions. Some

Governments, including those of Japan and the United
Kingdom, also took direct steps to counteract recession
with fiscal measures, which added to the budgetary impact
of the automatic stabilizers. In all the large economies
except Italy, which has been fighting severe budget diffi-
culties, and in most of the small economies, government
deficits surged (see table A.8).

When 1993 ended, unemployment rates had begun to
decline in most of the countries that had been the first to slip
into recession, as mentioned above. Yet in all of them, and in
the countries still waiting for recovery to gather steam, the
scope for employment remained a central policy concern.
However, only the Government of Japan still found room to
contemplate an additional fiscal stimulus and that only as a
temporary measure that would be corrected soon after.
Elsewhere, swollen budget deficits had alarmed policy
makers and 1994 fiscal programmes for budget correction
were set up in many countries. In addition, monetary policy
was already quite loose in Japan, while in Europe the
monetary authorities continued to consider only small and
tentative new steps towards easing their policy stances.
Each wished to rebuild or hold the confidence of the
business community that the Government would pursue
only sustainable policies. Meanwhile, in the United States
since early this year, the same concern began to turn the
attention of the monetary authorities to the need for a
slightly more restrictive policy stance. In other words, fixing
the unemployment problems of the industrialized
countries—even to the degree they had a cyclical
component—was widely considered to lie beyond the scope
and time-frame of new macroeconomic policy initiatives in
19943

THE UNUSUAL 1993 RECOVERIES

Among the economies that began their recession first,
Canada and the United States reached the trough in the first
quarter of 1991, but there was little growth in economic
activity in either country until 1992 and even then the
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growth was unusually slow for the recovery phase of a
business cycle. In the United Kingdom, output declined
into 1992 and significant growth did not resume until 1993.
Australia and New Zealand began to recover slowly
during 1992.

However, towards the end of 1993, the growth of output
accelerated in Canada and rose sharply in the United States.
It rose to almost a 3 per cent rate in the second half of the
year in the United Kingdom (see table 11.2). The growth of
activity in all three countries was supported by reduced
interest rates and an improvement in the net asset position of
households and firms, as excessive debt levels from an earlier
period were worked down and refinanced, and as corporate
restructuring operations proceeded.

In all these countries, various combinations of mone-
tary and fiscal policies to counter the recession were ac-
tively considered, if not always taken. They illustrate the
opportunities and limitations of making macropolicy for
recovery in the present economic environment.

In the case of the United States, the Federal Reserve
reduced its discount rate in several stages from 7 per cent
in December 1990 to 3 per cent in July 1992, the lowest
level since 1963. From then until February 1994 no further
steps in either direction were taken, as the stance of policy
was considered to he broadly appropriate to the evolving
economic conditions. Reflecting the monetary policy easing
as well as persistent economic slack, short-term interest
rates fell sharply, ending close to zero in real terms,
compared with an average real interest rate of 2 per centin
the past 30 years.

Despite its low price, credit demand in the United States
remained flat and the broad measures of the money supply
showed little growth.* Low deposit rates encouraged house-
holds to use deposit balances to pay off debt as well as to shift
funds into longer-term instruments, especially bonds and
stocks. A considerable amount of debt refinancing took place
and with the stock market rising, many firms issued new
equity shares. Declining interest rates also contributed to a
substantial fall in debt-service burdens of both the business
and household sectors. In this way, accommodative
monetary policy helped ease the deflationary impact of the
excessive debt build-up that had taken place in the latter part
of the 1980s° Nevertheless, it took almost two years of
balance-sheet adjustment after the decline in GDP had ended
in 1991 for debt repayment burdens to fall enough and net
asset positions to improve so as to generate a significant
increase in aggregate spending.

During that period, there were many calls for a fiscal
stimulus to strengthen the United States recovery. But long-
standing budget problems and then growing, if weak, signs
that the economy was gaining strength deterred the United
States Government from undertaking a fiscal stimulus.
Instead, in August 1993, the United States Congress and
Administration adopted a five-year budget-re-

duction plan. The prospects that the United States budget
deficit would finally be corrected then helped reduce long-
term interest rates. Nominal yields on long-term bonds fell
to record lows by the autumn of 1993.

Not surprisingly, sectors that are sensitive to interest
rate changes have led the United States expansion, notably
housing, consumer spending on durable goods and business
investment in capital equipment. The latter was the
strongest component of the expansion in the second half of
1993, rising at an annual rate of about 20 per cent
compared to average annual growth rates of 1.5 per cent in
the previous three years. Indeed, it was the fastest increase
since 1972,

The United States was not the only country demon-
strating unusually slow reactions of economic activity to a
sharp easing of monetary policy. In Canada, short-term
rates fell from over 14 per cent in mid-1990 to under 6 per
cent in 1993. Accompanying the monetary easing, there
has been a substantial decline in the external value of the
currency (see table A.9), which reinforced the impact on
aggregate demand of the monetary actions. Yet, during the
first two years of the recovery, growth was weak, as the
economy continued struggling with the consequences of
earlier inflationary pressures and excessive debt accumu-
lation. As in the United States, no major fiscal action to
stimulate demand was taken.

Recovery came, also as in the United States, when the
delayed effects of the monetary easing finally worked their
way through the system, coupled with the stimulus from a
revival of import demand in the United States, which
accounts for three fourths of Canada’s foreign sales. The
recovery has been led by a strong rise in capital spending,
taking advantage of interest rates having fallen to a 30-year
low. Consumer spending, however, was growing more
slowly than output, reflecting the continuing very high rates
of unemployment and modest wage increases.

In the case of the United Kingdom, economic reces-
sion was at first tolerated as a cost of maintaining the
exchange rate of the pound sterling within the currency
grid of the Exchange Rate Mechanism (ERM) of the
European Monetary System. Speculation against the
pound, in essence, forced the British Government to aban-
don this policy, however, in September 1992 and it left the
ERM. Short-term interest rates had been forced up from
about 10 per cent in the summer months of 1992 to 15 per
cent at the moment of the exchange rate crisis. Monetary
policy was then substantially relaxed and the exchange
rate of the pound fell some 10 per cent against a basket of
European currencies (the ECU). Short-term interest rates
fell in several steps, continuing down to 5.25 per cent in
February 1994. As a result, exports grew significantly in
1993, and because mortgage costs fell substantially and
mitigated the household debt burden, it helped stimulate
consumer expenditure.



CURRENT DEVELOPMENTS AND POLICIES 19

Table 11.2.

Key economic indicators in seven major industrialized economies, 1992-1993

Quarter
1992 1993 Year
11 1T v 11 I IV 1992 1993
Growth of gross domestic product”
Canada 0.0 0.0 0.4 2.5 3.2 3.5 1.7 3.8 0.7 24
France 3.1 -0.3 0.7 -1.0 -3.5 0.7 14 0.4 1.2 -0.9
Germany’ 7.9 -0.5 -1.4 -3.4 -6.4 2.3 2.6 -2.0 1.6 -1.9
Italy 2.0 14 -2.3 -2.0 -0.7 2.7 -2.0 0.3 0.9 -0.7
Japan 2.1 -1.9 -0.3 -1.1 3.5 2.1 11 -2.2 11 0.1
United Kingdom -3.8 0.7 14 14 2.5 2.4 2.8 2.8 -03 1.9
United States 3.5 2.8 3.4 5.7 1.0 1.9 2.9 7.0 2.6 3.0
Total 29 07 11 15 06 10 19 24 16 11
Unemployment rate*
Canada 10.7 11.2 11.5 115 110 11.3 11.3 11.0 11.2 111
France 10.1 103 10.4 10.7 111 115 11.9 12.1 10.4 11.6
Germany’ 4.5 4.7 4.6 4.9 5.3 5.6 5.9 6.3 4.6 5.8
Italy 99 100 101 9.3 9.1 10.7 10.3 10.7 9.8 10.2
Japan 2.1 2.1 2.2 2.3 2.3 2.4 2.5 2.8 2.1 2.5
United Kingdom 9.5 9.7 101 104 105 103 104 10.0 99 103
United States 7.2 7.4 7.4 7.2 7.0 6.9 6.7 6.5 7.3 6.7
Total 6.6 6.8 6.8 6.8 6.8 6.9 6.9 6.9 6.7 6.9
Consumer price increases'
Canada 1.8 1.8 1.8 1.5 3.0 0.6 1.8 2.1 1.5 1.8
France 2.0 3.0 0.3 2.0 3.3 2.6 1.0 1.6 2.4 2.1
Germany’ 4.7 4.3 1.8 3.9 7.4 3.8 1.7 2.3 4.1 4.1
Italy 5.7 45 33 5.2 4.1 4.3 4.0 4.5 5.2 4.3
Japan -1.4 5.5 -1.8 1.8 0.0 3.6 1.8 -1.0 1.7 1.3
United Kingdom 2.3 89 -03 16 -2.7 6.7 1.1 .3 3.7 1.6
United States 2.8 3.1 3.1 3.1 3.4 3.0 1.5 3.0 3.0 3.0
Total 2.1 4.2 1.4 2.8 2.6 3.4 1.7 1.9 2.9 2.6
Industrial production increases”
Canada 2.7 2.0 4.0 5.6 9.2 6.6 4.2 5.6 0.4 6.1
France 04 07 21 76 97 00 15 23 01 47
Germany’ 79 -70 -68 -123 -114 -18 15 04 -18 -6.7
Italy 24 17 717 52 11 46 29 25 07 -36
Japan -9.2 -9.2 -1.7  -10.7 1.7 -6.7 1.1 139 6.2 -4.5
United Kingdom -33 -04 4.9 2.2 0.7 3.7 4.4 4.7 -0.5 2.5
United States -3.1 5, 2.1 46 -21 2.1 2.8 7.4 1.5 2.2
Total -2.8 -1.6 -0.8 3.5 2.1 -1.2 2.2 -0.4 -1.5 -1.5

Source: UNMESIPA, based on data of IMF, OECD and national authorities.

Note: Growth rates of totals are weighted averages, with GDP, consumption and industrial production weights, as

appropriate.

a Partly estimated.

b Percentage change in seasonally adjusted data from preceding quarter, expressed at annual rate.

¢ Germany is western Germany only in this table.

d  Percentage of total labour force; seasonally adjusted data as standardized by OECD.
e Percentage change in average consumer price index in quarter relative to preceding quarter, expressed at annual

rate.

The Government's budget deficit in 1992 and 1993
rose substantially, reflecting both automatic stabilizers and
the decision to take deliberate growth-promoting measures.
These included more funding for capital projects,
purchases of unoccupied housing, a temporary increase in
tax incentives for investment in plant and machinery, and
the abolishment of a 10 percent tax on motor vehicles. As

a result, instead of the surpluses of almost £5 billion per
year of 1986-1990, the Government once again became a
net borrower. The public-sector borrowing requirement
rose to £37 billion in 1992 and approximately £48 billion
in 1993. Lastly, with the recovery under way, corrective
fiscal policies were put in place for 1994 and 1995.

In both Australia and New Zealand as well, monetary
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policy was eased significantly since 1990, with interest
rates in Australia having fallen from 18 per cent to under
5 per cent, while in New Zealand short-term borrowing
costs are now at a 23-year low. In addition, in the early
1990s strong public-sector spending was the major growth
component in the Australian economy.

In none of the five economies was inflation reignited. In
the United States—the country furthest along its recovery
path—consumer prices in 1993 rose by the smallest amount
since 1986 and producer prices were virtually unchanged.
Even United States health-care prices rose only 5 per centin
1993, less than in any year since 1973. This notwithstanding,
more recently the prices of some industrial commodities,
especially base metals and textiles, as well as all major
categories of chemicals have increased substantially. But
emphasis continues to be placed on raising productivity and
wage increases continue to he modest.

Even so, in February 1994, for the first time in five
years and again in March and April, the United States
Federal Reserve tightened monetary policy and thus the
interest rate at which commercial banks borrow from one
another rose from 3 per cent to 3.75 per cent. The intent
seemed to be primarily to signal to the private sector that
inflationary pressures would not be allowed to build up. If
that were to happen, it would require more drastic tighten-
ing later on and that could endanger the expansion. As it
is, long-term interest rates began to rise significantly,
indicating that inflationary expectations were returning to
the financial markets, albeit in advance of* hard data on
actual inflationary pressures.

The United States was also the farthest along in seeing
improvements in its employment Situation. The rate of
unemployment fell from over 7 per cent in mid-1992 to 6.5
per cent in the last quarter of 1993 and it is expected to fall
further this year. Yet the employment situation is
considered quite serious in the United States, as the full-
time openings in a broad swath of job categories—includ-
ing those for semi-skilled workers and recent graduates
from college as well as high school—are far below what is
needed to absorb the available workforce. Thus, even
though the employment statistics in the United States look
encouraging set next to those of most other developed
market economies, it was the United States President who
proposed that the Group of Seven, the Governments of the
major industrialized countries, collectively take up the
problem of unemployment and that the resulting confer-
ence of the Group—held at the ministerial level in March
of this year—took place in Detroit, where unemployment
has been especially severe.

LIMITED RESULTS OF RECOVERY
EFFORTS IN JAPAN

Japan ended 1993 with GDP falling and unlike earlier
recessionary periods, no brisk recovery is under way or

expected. Unemployment was also rising as the year ended
(see table 11.2). The unemployment rate was still under 3
per cent, reflecting the reluctance of large Japanese em-
ployers to release workers during downturns. But firms
were paying a price for this policy, as industrial output
remained about 13 per cent down from its peak in the first
quarter of 1991. Indeed, if not for funds provided through
the Ministry of Labour for employment adjustment, enter-
prises would by now have released considerably more
workers.

There had been certain signals by the spring of 1993
that the Japanese economy might finally be turning up.
First, public investment and then, in the second quarter,
private residential investment propped up aggregate de-
mand. Both were widely seen as outcomes of government
efforts to pull the economy out of recession through mone-
tary easing and a series of fiscal expansion programmes.
Towards the end of the year, private consumption also
started to firm, especially spending on durable goods that
are associated with housing investment.

But the rapid appreciation of the yen during 1993
appears to have had a countervailing effect on the manu-
facturing sector, which accounts for about 30 per cent of
GDP. Inventory adjustment stagnated, then deteriorated
significantly in the fourth quarter and, as a result, industry
continued to reduce investment spending.

Al the monetary easing by the Bank of Japan and the
economic policy packages of the Government since the
recession began have done little more than slow the overall
sharp contraction in Japanese private expenditure. The
Bank of Japan, on its part, has eased its monetary stance in
several steps. In the seventh reduction since July 1991, the
official discount rate was set to the historically lowest level
of 1.75 per cent in September 1993, Easing of the monetary
stance has been helpful in reducing the cost of business
operations and the cost of carrying high levels of debt; but
with the existence of considerable excess capacity, it has not
been effective in inducing private non-residential
investment.

On the fiscal side, the Government announced its fifth
economic package in February 1994. It is larger than its
predecessors, committing an additional Y15 trillion—over 3
per cent of GDP—to the recovery effort. It also reduced
income taxes. The size and composition of this package
underline how much the initial steps underestimated the
difficulties of the Japanese economy. The first economic
measures, announced at the end of March 1992, did not
entail additional spending, but the rescheduling of planned
projects. In that case, 75 per cent of the public works
scheduled in the 1992 fiscal budget were to be started in the
first half of the year® The first large expenditure
programme was announced in August 1992, followed by
additional programmes announced in April and September
1993, and finally the programme of February 1994. As
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table 11.3 shows, the 1992-1993 programmes together
committed about V30 trillion, although, as will be dis-
cussed, the fiscal impact of the programmes was far
smaller.

While the commitments in the fiscal programmes
added up to a substantial sum, disbursements have been far
lower. The supplementary budget to support the spending
for the August 1992 package was not approved by the
parliament until December, and comparable delays were
experienced in the subsequent programmes, excepting the
1994 effort. Even after funding approval, projects had to go
through a bidding competition before execution began and
thus the direct expenditure impact of the programmes
could well be expected to be drawn into 1994. Moreover,
political scandals involving large construction companies
have further delayed the execution of projects in the latter
half of 1993.

In the first three fiscal packages, the bulk of the
spending was on investment-related projects, al though not
all of that translated directly into additional expenditure on
goods and services. About half the total was for public
investment in the classic sense, i.e., public works, con-
struction of facilities and local government projects. But a

aggregate demand. The same applies to the remaining
items in table 11.3. In particular, the separate land-purchase
item, which entailed advanced purchases for projects
planned for future years, was mainly aimed at undergirding
the depressed land market.”

Even if the actual amount of public investment was
smaller than the nominal value of the packages, it was still
significant. And from the second quarter of 1992 until the
second quarter of 1993, government fixed investment was
the most regularly expanding component of domestic de-
mand. However, this component accounts for only about 7
per cent of GDP. It does not compensate for the sluggish-
ness of private consumption, which accounts for 57
percent, and the steady decline of private non-residential
investment, accounting for 21 percent. Indeed, private
construction orders at the 50 largest construction compa-
nies declined 24 per cent in 1993, the third consecutive
year of decline and the year of the largest fal1.?

In other words, for the public investment programme to
raise the Japanese economy out of recession, it must either
be quite large or set off other categories of expenditure. In
Japan, a public investment programme has traditionally
been seen as a catalyst for additional private investment. In

portion of this was for land purchases for the projects and  the current recession, however, business investment
was a transfer of ownership rather than a direct increase in appears to he less responsive than before to
Table 11.3.
Japanese fiscal packages, 1992-1994
August April  September February
Date of package 1992 1993 1993 1994
Date supplementary budget was December 1993  November February
adopted Amounts (billion yen) 1992 June 1993 1994
Public investment 8 600 10 620 5 150 7 200
of which:
Public w2rks® 4 450 4 170 1 450 2 810
Facilities" 550 1 150 610
Local government 1 800 2 300 500 300
Land purchase 1 000 1 200 300 2 280
Housing Loan Corporation 800 1 800 2 900 1 200
Measures for small and medium-sized
firms and promotion of private investment 2 100, 2 430 1 000 1 460
Employment measures 28 10
Tax reduction 150° 5 850
Other 730°
Total 10 700 13 200 6 150 15 250
Total as a share of GDP (percent) 2.3 2.8 1.3 3.3

Source: Government of Japan.

a Excluding expenditure on facilities, but including allocation for public corporations other than Housing Loan

Corporation.

b investment in education, research, medical and cultural facilities.
¢ VS bhillion for employment measures and V8 billion of tax reduction were added to the Government's

initial proposal.

d Proposed amount of tax reduction was "about VISO

e Comprising V500 billion for Private Urban Development Organization. and V230 billion for an emergency
measure for agricultural adjustment under new GATT framework.
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infrastructure investment, as companies had heavily in-
vested during the preceding ""bubble period'* and now have
high levels of excess capacity.

The Japanese Government has, however, a longer-
term plan of social capital improvement to which the new
public investment programmes contribute. New facilities
for education, research and social welfare were included
specifically for this purpose in the packages of August
1992 and April 1993. The programmes are also helping
schools buy computers and improving the research infra-
structure of universities and institutions. In addition, the
expenditures on general public works emphasized social
capital projects. For example, in the September 1993
package, two thirds of the V1.5 trillion for general public
works was directed towards expansion of social capital to
improve the "living environment". Thus, even if the
expenditures undertaken in these categories have had
limited counter-cyclical impact, they are important from
the standpoint of the long-term social and economic
development of Japan.

The one part of the recovery strategy that has been
effective in raising aggregate spending has been the support
given to housing investment. Housing loans have become
the backbone of the recovery, such as it is. The number of
housing starts increased by 6 per cent in 1993, according to
the Ministry of Construction, making it the second year of
increase following the big plunge of nearly 20 per cent in
1991. This was owing in part to the general lowering of
interest rates through monetary easing, but access was also
increased to special low-cost funds from the govermment-
owned Housing Loan Corporation. The funds allocated to the
Housing Loan Corporation increased steadily in the
successive economic stimulus packages and the annual
budgets themselves. In addition, limitations on the amount
to be borrowed and the size of the house have been relaxed.
The demand to own houses in Japan has always been
latently high. But during the bubble period, land and houses
became too expensive and the many who were left out of
the bubble had almost given up hope of owning a home.
Now that the prices of houses have come down and the
borrowing conditions have become very favourable, people
are taking advantage of the new opportunities.

The Housing Loan Corporation is one of a number of
Japanese Govemment facilities that operate within the
framework of the Fiscal Investment and Loan Programme
(FILP).? Others have also assisted in the counter-cyclical
effort, namely, the People's Finance Corporation and the
Japan Finance Corporation for Small Businesses. Both
provide finance for small-scale and medium-scale compa-
nies to supplement what is available from the private
financial system. There is a question, however, whether all
the ALP-financed loans have added to aggregate spending,
i.e.,, whether they are fully complementary to private
finance, as intended, or whether they have substituted for

private finance to some degree. Some argue, in other
words, that the increase in FILP loans overstates the net
increase in aggregate lending.

In any event, the adjustment process of the banking
system, which had made it a reluctant source of credit in
some sectors, was not yet complete and the February
package thus included additional measures of support. For
example, the credit insurance scheme, which reduces the
risk to banks of lending to small-scale and medium-scale
enterprises, is to be enlarged. Also, many banks still have on
their books loans of questionable value to non-bank
financial institutions made during the bubble period, the
interest on which has been mostly waived. The banks wiill
now be allowed to set up a company to buy those loans and
thereby help to strengthen their balance sheets by clearing
the loans from their books and recognizing the loss in an
accounting sense.

Not only does the Govermment’s package see a healthy
financial system as important to smoothly translate in-
creased demand into increased production, it also directly
addresses the need to capture the momentum created by
the earlier rise in housing investment and bolster consumer
demand. For this purpose, the Govemment has emphasized
efforts to deregulate markets to improve competition.

Most importantly, the new package supplements the
investment-oriented approach of earlier packages with an
effort to raise private consumption spending. It thus in-
cludes a 20 per cent income tax credit (with a ceiling on
the yen amount of the credit). There has been some
disappointment, however, that this long-sought tax
reduction is only for one year, but the negotiations were
continuing on whether to extend it for additional years.
The debate is entangled in questions of a broader tax
reform that would substitute indirect taxation for part of
the income tax, the concem being to allow a sufficient
time lag after the income tax reduction comes into effect
before implementing the increase in indirect taxes. Even if
the income tax reduction is uncompensated for only one
year, it is likely to give some encouragement to consumer
demand and thus total spending in the economy.
Nevertheless, as the business sector is still making
adjustments and undergoing restructuring, it is not
playing its traditional role as a major source of spending
for recovery; and so despite all the policy efforts, the
recovery this year is only a gradual one.

LIMITED RECOVERY EFFORTS ON THE
EUROPEAN CONTINENT

If policy makers in Japan have been preoccupied for over
two years with overcoming economic recession, their
westem European counterparts have mainly focused until
very recently on other economic issues. In Germany, this
meant first the reintegration of the eastern Lander into the
Federal Republic beginning in 1990 and subsequently
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dealing with the budget and inflation consequences of the
process by which this was undertaken. In France,
attention focused on wringing the remaining inflation out
of the economy and maintaining a strong national
currency, the "franc fort", in tandem with Germany. The
Government of the United Kingdom also sought to
counter inflation and maintain parity with the deutsche
mark, until speculation forced a devaluation of the pound
and Britain left the European exchange rate arrangement
in September 1992. The Government then turned to more
growth-oriented policies, as noted previously. Like the
United Kingdom, Italy was forced to devalue the lira and
it, too, left the ERM. It was not in a position, however, to
initiate a stimulative policy as the United Kingdom had.

The other European countries broadly followed the
larger continental economies, though differences in do-
mestic conditions and policies were sometimes important.
For instance, over the past few years, the Governments of
Finland, Norway and Sweden were preoccupied with the
threat to their financial systems from a wave of hank
failures related to the end of speculative bubbles, as had
also occurred in the United States and elsewhere. In addi-
tion, Finland also had to adjust to the loss of trade with the
former Soviet Union and Sweden has had to face the
necessity of reforming its generous social security system.
As in the United Kingdom, these countries allowed their
currencies to depreciate against the mark in 1992 and
eased their monetary stance. In Finland and Sweden,
however, this failed to offset structural impediments to
growth in 1993

The net result of the above developments was broad-
based recession in western Europe in 1993, with only
tentative signs of recovery as the year ended. Owver the
course of the year, however, monetary policy was eased. For
example, the ECU interest rate, which broadly reflects
European interest rate conditions, fell 4 percentage points
from January to December. Most countries shadowed Ger-
man monetary policy, although from August there was an
opportunity to reduce rates more rapidly, owing to an
agreement to widen the ERM fluctuation hands.tt As the
decline in German rates through the year has restored
confidence within the ERM, the French franc, in particular,
moved hack into the former narrow bands.

Despite this and despite prospective further interest
rate declines in 1994, the overall policy stance in Europe is
expected to be only moderately stimulative, as the gradual
relaxation of monetary policy will he at least partially
offset by the significant tightening of fiscal policy in
several countries. The reasons may he seen from a discus-
sion of developments in the three largest economies on the
continent.

GDP of the largest economy in the region, Germany,
fell 1.2 per cent, hut this was the combined effect of
growth in the eastern Liinder of about 7 per cent and

decline of 1.9 per cent in the west German economy, the
sharpest drop in the GDP of the latter since the Second
World War. The west German unemployment rate rose to
6.3 per cent by the fourth quarter of the year (see table
11.2), as measured on a standardized basis by the Organi-
sation for Economic Co-operation and Development
(OECD). This was 2 percentage points higher than in 1991.
Excluding the self-employed and the military from the
labour force, 9 per cent of workers were unemployed as
December ended." 2

German inflation was 4 per cent in 1993, the highest
rate since 1982. This was consumer price inflation, how-
ever, and heavily reflected the special situation arising out
of the reintegration of the eastern Linder rather than
endogenous, cyclical demand-pull factors. In other words,
while rents and tax components of consumer prices rose
significantly, industrial product prices (excluding value-
added taxes) were unchanged and the unit value of imports
fell. Moreover, consumer price inflation slowed dramati-
cally during the year, so that even though prices in 1993
were on average 4 per cent higher than in 1992, the quar-
ter-to-quarter price changes during 1993 slowed dramati-
cally (see table 11.2).

Policy-directed interest rate increases in 1992 and
earlier years had accomplished what they could in
reducing inflationary pressures by reducing total spending.
Indeed, the economy went into recession; but the
continuing inflation in 1993 made it difficult for the
Bundesbank to ease monetary conditions other than in a
long series of small steps that continued this year. For 1993
as a whole, short-term interest rates were almost 2
percentage points lower than in 1992 and long-term rates
about 1.5 percentage points less (see table A.8). But from a
producer’s perspective, even the end-year interest rate of 6
per cent on short-term credit would have appeared
unusually high since producer prices were not rising at all.

By early 1994 there was a considerable degree of
economic slack and wage settlements in the annual round
of national union-management negotiations reflected this
reality, as workers traded wage increases for greater job
security. The outlook for inflation in 1994 is thus quite
weak.

As to the fiscal side of macroeconomic policy, the
combined budget deficits of state, local and federal gov-
ernments rose to 4 per cent of GDP (see table A.8). This,
however, understates the actual fiscal impact of the public
sector, as there has been considerable off-budget financing.
Adding in the government-related agencies, including the
borrowing of the Treuhandnnstalt, the agency responsible for
privatization in the east, the Bundesbank estimated that the
total borrowing requirement of the German public sector
reached 7 per cent of GDP in 1993. Much of the explosion in
the fiscal situation in Germany arose from the commitment
to transfer resources on a large and unexpect-
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edly persisting scale to the eastern Lander, although the automatic
stabilizers have also enlarged the deficit since the
recession began. But faced with the need to continue
making substantial transfers to the east for additional
years, the Government has had to raise taxes and seek to
cut certain categories of other spending, mainly in the
west. The net result of these changes has been felt as a
fiscal tightening, while the Bundesbank remained cautious
in relaxing the monetary reins.

Germany's recession was exacerbated in 1993, more-
over, by a plunge in foreign orders, also owing in part to
German policies. First, Germany's partners in the ERM
were forced to maintain high interest rates to defend their
exchange rates vis-a-vis the deutsche mark, which caused
their aggregate demand to weaken. And secondly, as
dollar and yen interest rates fell relative to German interest
rates, the deutsche mark appreciated, making German
exports relatively more expensive. Coupled with the
effects of continuing wage increases and declining
productivity growth in Germany, unit labour costs in
manufacturing relative to major industrialized-country
trading partners deteriorated by 9 per cent in the four
quarters ending in June 1993

While the recession raised unemployment in Ger-
many, France holds the record for high unemployment
among the seven major economies.® Unemployment
reached 12 per cent of the labour force in the last quarter
of 1993 on the standardized basis, up from 10 per cent in
the first half of 1992 (see table 11.2). The number without
work, already over 3 million people in 1993, may reach 3.5
million this year. Unemployment has thus become a major
political as well as economic and social concem. The
difficulty in France encompasses both a large number of
long-term unemployed and a continuing high increase in
the labour force. It is not primarily a consequence of
business-cycle developments, although the recession that
France entered in 1992 aggravated the difficulty.

The priority accorded in France to maintaining the
strong franc within the European exchange rate grid and
continuing the anti-inflationary battle meant that monetary
policy was not readily mobilized to combat the recessionary
forces. Instead, it exacerbated them by keeping the cost of
credit high. Even after the August 1993 agreement
widening the bands of the ERM, France was slow to reduce
interest rates, although they have fallen. Fiscal policy was
unavailable for stimulus because of the already increasing
government deficit and the concern a further increase might
raise in the financial markets. Moreover, it was necessary to
take account of financial market attitudes about the fiscal
balance. With the new degree of financial openness in
Europe under the single market of the European Union,
adverse inflationary expectations could have extremely
deleterious effects on French financial flows, interest rates
and foreign exchange markets.

France had undergone a budget correction policy in
the 1980s that halved the general government deficit from
over 3 per cent of GDP at its largest point in 1983 to about
1.5 per cent in 1989-1990 (see table A.8). The deficit at the
end of the 1980s might have been even lower if not for a
rise in the interest cost of govermment debt. Indeed, the
Govemment's primary balance, which excludes net inter-
est payments, was in surplus from 1987 to 1991 (see
figure 11.2). The rising government interest burden,
moreover, embodied one sign that the fiscal correction was
incomplete; i.e., it resulted in part from a relatively rapid
growth of public debt, raising the ratio of net govemment
debt to GDP from 14 per cent in 1980 to 25 per cent in
1990.” The interest burden also rose because the average
interest rate on govemment debt rose steeply in the 1980s
and this was in part because the structure of govermment
borrowing shifted away from reliance on monetary
instruments. Thus, negotiable debt instruments rose from
28 per cent of total govemment debt in 1981 to 77 per cent
in 1990.° And, as of 1 January 1994 the Banque de France
was made independent of the Govermment.

Once France slipped into recession, the overall deficit
Jjumped, reaching 4 per cent of GDP in 1992 and 6 per cent
in 1993. To a large degree, this was attributable to endo-
genous spending and revenue changes associated with the
recession. But there were also some long-run weaknesses
in the fiscal situation of France, particularly involving the
social security system, whose health and pension expendi-
tures have been rising more rapidly than its revenues could
support. As can be seen in figure 11.2, the structural budget
balance had been deteriorating since the late 1980s. This
indicator, as calculated by OECD, estimates what the budget
balance would be if the economy were operating at its long-
run trend rate of growth, i.e., excluding cyclical effects.” In
short, there was virtually no room for expansionary fiscal
policy in France in 1993 and a tightening is programmed for
1994.

Italy, too, had no room for a fiscal stimulus as its
recession began in 1992 and deepened in 1993. Unlike
France, Italy's overall fiscal deficit fell in 1992 and barely
rose in 1993 as a fraction of GDP (see figure 11.3). The
main reason is that Italy was in the midst of a major
economic and political reform, pressures for which had
been building for several years. For several years as well,
the fiscal situation was widely understood to have become
unsustainable.® Net govemment interest payments, for
example, reached 11 per cent of GDP; without those pay-
ments the government sector’s deficit would have disap-
peared. The Government has brought down the structural
budget deficit for three consecutive years, but it was esti-
mated by OECD to remain at 7.6 per cent of GDP in 1993,
still very much above the average structural deficit of
OECD of 3.4 per cent of GDP or even the westem Euro-
pean average of 5 per cent.
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Italy's recession had become quite marked. Private
consumption fell during the third quarter of 1992 for the
first time in the post-war era and continued falling for a full
year. Consumers have been facing higher unemployment,
lower real wages, increased taxes, and cuts in welfare
benefits and pensions arising from budgetary reform. In
addition, Italy had left the ERM at the same time as the
United Kingdom in September 1992 and interest rates fell
once defence of the ERM parities was abandoned. Short-
term interest rates fell from over 16 per cent in the third
quarter of 1992 to under 9 per cent by the last quarter of
1993, and long-term rates fell accordingly. But with infla-
tion reduced to little more than 4 per cent in Italy, real
interest rates remained high. However, in the light of the
economic and political environment of 1993, it is unclear
whether interest-sensitive expenditures would have re-
sponded significantly to lower rates. Thus, faced with the
disincentive of the low level of consumer spending, invest

ment fell substantially. The one sign of strength was that the
fall in the lira exchange rate against European partners
since late 1992 helped boost Italian exports, although not by
enough to offset the contractionary factors.

The economy of Italy, like that of France, Germany
and several smaller European countries, could thus do little
more than wait for the cumulative effects to build of the
slow, cautious sequence of reductions in interest rates that
were taking place across the region in 1993 and 1994.
Indeed, it even seems that the benefit in terms of output
and employment that might have been gained through a
more rapid reduction of interest rates in 1993 would have
been small, especially set against the extra inflation that
might have resulted (see box 11.1). Policy makers in Europe
generally were taking a longer view of adjustment and the
need to rebuild confidence in the long-run growth pros-
pects on which investment demand and ultimately growth
itself would hinge.

TRANSITION ECONOMIES AT A TURNING POINT

When the centrally planned economies of Europe and
central Asia began their transition to market economies at
the end of the 1980s, they initiated a social experiment that
had never been attempted before. In the years since, there
were numerous examples of large gaps between pro-
claimed goals of economic policy and actual performance.
There were large declines in output and income, which
were accompanied by a drop in living standards and a
growing unemployment problem. The euphoria from the
sweeping political and economic changes was succeeded by
disillusionment at the widespread impoverishment, the loss
of personal security and the dim prospects of substantial
improvement in well-being in the foreseeable future. A
rapid differentiation of incomes and wealth is also bringing
a new stratification of relatively egalitarian societies,
another source of social tension. A burgeoning wave of
crime, including organized crime—something that was not
previously a part of everyday life—has added to the social
burden in many countries.

Nevertheless—and most important from a long-run
perspective—a considerable distance has been traversed in
many countries in making the institutional changes re-
quired for market economies to operate. The middle 1990s
may thus well be the years when economic contraction
largely ends in the transition economies.

As of early 1994, however, growth had been re-estab-
lished in only one economy, that of Poland, which began to
recover in 1992. But there were signs of a resumption of
economic growth as well in certain other eastern European
countries (sec table A.3). In the other countries of eastern
Europe, in the Baltic States and in the Commonwealth of
Independent States (CIS), the rate of contraction

slowed and in many cases it appeared that the low point in
terms of domestic production had been reached or was near
(see table 11.4). In yet other countries, budgetary support of
state enterprises had held back the decline in production
that elsewhere accompanied the breakdown of the central
planning mechanism, while macroeconomic imbalances
mushroomed. In such cases, the major deterioration began
instead in 1993 or early 1994)°

In very few countries, however, does it seem that the
almost violent destabilization of macroeconomic condi-
tions brought about by transition has been overcome. In
only five countries—the Czech Republic, Estonia, Hun-
gary, Poland and Slovakia—did prices rise by between 20
and 40 per cent in 1993, and in none was it less than 20
per cent. In the five countries, however, inflation rates
have been brought down from far higher levels and lower
rates are expected in 1994. In the other eastern European
countries and in all the CIS countries with the exception
of Russia and Azerbaijan, in contrast, inflation rose. In
Georgia and Ukraine, inflation appeared to have crossed
the threshold into hyper-inflation, with prices rising more
than 50 per cent a month. In many countries, the bulk of
the macroeconomic adjustment process thus still lay
ahead.

PROSPECTS BEGIN TO BRIGHTEN
IN EASTERN EUROPE

The transformation to market economies first began in
earnest in 1989 in eastern Europe and progress in transition
is most advanced there. Poland, which introduced sweeping
economic reforms—""shock therapy"'in 1990, appears to be
on the path of recovery. GDP there grew 4 per cent
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BOX 11.1.

What if German interest rates had fallen faster in 1993?

ince the onset of economic recession in 1992,

German interest rates have been on a cautious
downward path. Short-term interest rates were
lowered by more than 2 percentage points during
1993 in small, regular decrements. The Deutsche
Bundesbank was criticized in the press and in
private for not moving faster. What would have
happened if it had? This is a question that
cannot, of course, be answered definitively. The
clock cannot be reversed. However, an
econometric model of Germany and its partner
countries can be run with alternative policy
assumptions and the results can be compared.
This was done in this instance using the coop-
erative international modelling system of the
world economy known as Project LINK, which is
maintained in the Department of Economic and
Sacial Information and Policy Analysis.

Much of the criticism of the Bundesbank
came from outside Germany, as the high Ger-
man rates were seen as hurting Germany's main
trading partners. Several countries had been
shadowing German interest rates out of their
efforts to maintain fixed exchange rates within
the Exchange Rate Mechanism of the European
Monetary System or to follow informal
monetary policy guidelines that would also
maintain a fixed exchange rate against the deut-
sche mark. As several economies went into re-
cession and unemployment began to mount,
their monetary authorities were hampered by
the limited extent to which they could case
monetary conditions without creating incentives
for capital outflows and exchange-rate de-
preciation against the mark.

In the event, the exchange rates of several
currencies fell against the mark, and in some
cases interest rates fell by considerably more
than German rates. In particular, as noted in the
text, the United Kingdom withdrew from the
Exchange Rate Mechanism of the European
Monetary System in September 1992 and im-
mediately lowered short-term interest rates.
From the third quarter of 1992 through the first
quarter of 1993 British short-term rates came
down by almost 4 percentage points, which
might be compared to the fall of 140 basis points
(1.4 percentage points) in Germany during the
same period. The contrast in economic
performance between the United Kingdom and

the rest of Europe has been particularly striking
since in the short term it was able to register
significant growth with low inflation, while most
of the rest of Europe experienced a strong
recession.

The caution of the German monetary
authorities had been due to the inflationary
pressures that continued in Germany into early
1993, despite the recession (see table 11.2). For
the year as a whole, however, consumer prices
were 4 per cent higher than they were in 1992,
just as they were 4 per cent higher in 1992 than
in 1991 (table A.7). It thus appears that German
inflation peaked and indeed the forecast is for a
generally declining inflation trend, beginning
with a rise in prices of 3 per cent this year. If the
Bundesbank had allowed interest rates to fall
faster, would inflation have kept rising? Would
unemployment have been lower and the level of
output higher?

To shed light on these questions and to
highlight the nature of the trade-offs policy
makers were faced with, two different interest-
rate scenarios were examined with the LINK
model, comparing them to the historical period
and the "'baseline’* forecast which runs through
1997. In one, a permanent interest rate cut is as-
sumed and in the other, the cut is temporary. In
both cases, short-term interest rates fall a total of
150 basis points during 1993. This is in addition
to the interest rate declines that actually took
place, the additional cuts being made in four
successive decrements starting in the first
quarter of 1993. Thus, the full cut is assumed to
be in force by the fourth quarter of 1993.

The first variant of the policy experiment,
scenario A, assumes the cut is maintained
throughout the entire simulation period, simply
shifting the baseline path of interest rates down.
In scenario B, in contrast, a modest tightening
occurs in the final two quarters of 1994, followed
by a more substantial tightening in 1995 so that
by 1996 one comes back to the baseline interest
rate scenario (see figure).

It is further assumed, as in the baseline, that
European partner countries, with the exception
of the United Kingdom, continue to seek to limit
the changes in their exchange rates vis-a-vis the
mark, and thus most nominal interest rate
differentials within Europe remain un-
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Interest rate scenarios in Germany, 1993-1997
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a Frankfurt inter-bank offer rate (F113011).

changed.a The scenarios apply in principle to
all the countries that seek to maintain stable
parities against the deutsche mark, although
given technical limitations in some of the LINK
models, the exercise could only be done for a
group of 10 countries, albeit accounting for 84
per cent of western European GDP.b

In the baseline, European interest rates
were seen to be falling relative to the rest of the
world, particularly the United States where in-
terest rates were firming. Under the two scenar-
ios, the decline in European interest rates is
greater, creating an incentive to move funds into
dollar-denominated assets and thus additional
downward pressure on European currencies
against the dollar. In scenario A, there is an
additional depreciation of 12 per cent by 1997,
while in scenario B the final result is an ex-
change rate that is little more than 2 per cent
weaker than the baseline in 1997 (see deutsche
mark results in table below).

The major interest in the exercise is, of
course, to compare GDP growth, unemploy-
ment and inflation under the two scenarios.
These results are presented in the table. The
key effect of both scenarios is to change the
timing of the recovery, moving it forward by
one year. In other words, in both scenarios,
GDP growth of the 10 European countries in-

eluded in the exercise is made marginally posi-
tive in 1993 instead of marginally negative in
the baseline, while in 1994 it registers

2.6 per cent as compared to 1.8 per cent for the
baseline case. Growth continues to accelerate in
1995 and then begins to moderate, with GDP
growing less than the baseline by 1997 in both
scenarios. The scenarios differ, however, in that
the level of real GDP in 1997 is about the same
in scenario B as in the baseline (i.e., only the
timing of the growth in output is changed),
while the absolute level of GDP in 1997 is about
1.5 per cent more under scenario A than it
would be under the baseline. The latter is not,
however, a large improvement.

The impact on unemployment reflects the
output results. Both scenarios add about
300,000 extra jobs in 1994. This is a typical re-
sult in recoveries from recessions, particularly
when the recovery is slow. Employment does
not rise significantly until the recovery is well
under way. Under the baseline, however, the
number unemployed rises again in 1995 before
beginning to decline, while the peak is reached
in 1994 under both scenarios. Both scenarios
add about half a million jobs to what the base-
line says is expected in 1995. Scenario A then
becomes a better jobs machine than scenario B
so that by 1997 there would be almost 700,000
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Results of two scenarios on German interest rates, 1993-1997

1993 1994 1995 1996 1997
Ten western European countries
Growth of GDP (percentade change)
Baseline -0.1 1.8 2.6 26 29
Scenario A 0.2 2.6 3.2 2.8 24
Scenario B 0.2 2.6 2.9 22 23
Numbers unemployed (millions)
Baseline 16.3 17.2 174 17.0 16.7
Scenario A 16.3 16.9 16.8 16.4 16.0
Scenario B 16.3 16.9 16.9 16.6 16.4
Inflation (percentage change)
Baseline 3.3 3.0 2.9 2.8 29
Scenario A 3.3 3.5 3.6 3.7 3.8
Scenario B 3.3 3.5 3.5 3.1 29
Germany
Exchange rate against dollar (DM/$)
Baseline 1.65 1.75 1.79 1.80 1.79
Scenario A 1.68 1.87 1.97 2.00 2.00
Scenario B 1.68 1.87 192 1.87 1.83
Inflation (percentage change)
Baseline 4.1 3.0 2.4 27 2.3
Scenario A 4.2 3.6 3.4 3.7 3.3
Scenario B 4.2 3.6 3.2 3.0 2.3

Smiree: UN/DESIPA.

more jobs under scenario A than the baseline,
but about 300,000 more jobs under scenario B
than the baseline.

While not insignificant, these employment
increments do not seem large when set
against the size of the labour force in the 10
countries in the sample, which totals about 148
million people. Indeed, in neither scenario is
the four-year average rate of unemployment
significantly lower than in the baseline (0.3
percentage point in the case of scenario A; 0.2
percentage point in the case of scenario B).

Finally, according to the model results,
there would be inflation penalties in the two
scenarios. In the baseline solution, the 10-coun-
try inflation rate declines each year through
1996, albeit extremely slowly. In scenario A, in
contrast, the inflation rate increases each year
throughout the period, with inflation a full per-
centage point higher than in the baseline solu-
tion by 1997. It is, however, not even 4 per cent.
The inflationary impact of scenario B is again
one of timing rather than lasting changes, with
prices rising as in scenario A in 1994 and 1995,
but then slowing in 1996 and coming down to
the baseline rate by 1997.

In sum, at the cost of postponing the reduc-
tion of inflation, the recovery could have been

shifted forward by one year, according to this
scenario analysis. Again in GDP-for the period
under consideration-would have required
accepting that inflation would remain higher
than it is expected to he under the baseline fore-
cast all the way to 1997, although the inflation
rate itself never exceeds 4 per cent in the sce-
narios. In Germany itself, both scenarios
merely slow the reduction in inflation that is
otherwise expected. In both cases there would
be some modest improvements in the jobs
situation, but not of an order sufficient to make
major headway on the problem of
unemployment in Europe.c

All'in all, it thus appears that the criticism of
the slow reduction of interest rates by the
Bundesbank was both right and wrong. It seems
right that had interest rates come down faster,
the recovery would have come sooner than is
now expected and the total number of
unemployed would have been lower than the
baseline in every year. If the interest rates had
been adjusted back to the baseline path in 1994
(scenario B), the inflation rate would reach the
baseline level by 1997, and in that sense the re-
covery would have been advanced without last-
ing penalty. It seems wrong, however, to expect
that had the Bundesbank implemented reason-
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able alternative monetary policies, it could
have had a significant impact on unemploy-

ment as this problem does not seem to be
mainly of cyclical origin.

a  The United Kingdom was assumed to follow an independent monetary policy under the baseline,
which led to minor exchange rate changes vis-a-vis the mark, after the large adjustment in late 1992.
In the scenarios, it was assumed that the baseline differentials against the mark are maintained.

b Austria, flelgium, France, Germany, Italy, Norway, Portugal. Spain, Switzerland and

United Kingdom.

c Presumably, an even more stimulative policy would have reduced unemployment more than in the
cases studied here, but at the cost of a greater inflation penalty, perhaps one that might have
adversely jolted the expectations of households and enterprises in Europe.

in 1993, driven by strong growth in an already large private
sector. Romania's economy grew as well in 1993, according
to preliminary data, owing to strong performance in
agriculture and a stabilization of industrial output. However,
as industrial sales lagged behind production, there were large
increases in inventories, financed by a loose monetary
policy. This was an unsustainable situation that Romania
began to address at the end of the year.

Albanian authorities reported strong economic growth
in 1993, thanks to a sharp recovery in agriculture, where
privatization has made considerable progress (see tables
A.3 and A.10). Albania had launched a comprehensive
reform programme with international financial support and
after one year the collapse in output and slide

Table 11.4.

towards hyper-inflation appeared to have been arrested.

The Czech Republic seems to have hit the bottom of its
contraction in 1993, with a brighter prospect for 1994. Like
Slovakia, its output suffered from the dissolution of the
Czech and Slovak Federal Republic (see box 11.2). Output
declined in Hungary as well in 1993, although industrial
output grew 4 per cent, a first sign that the forces of
recovery were gathering. Hungarian agriculture held back
the start of growth, owing to the vagaries of weather and
difficulties in agricultural reform, especially concerning
land ownership uncertainties. The rate of decline of GDP
slowed in Bulgaria and in Slovakia (see table A.3).

The importance of a turnaround in the contraction of
output of these countries cannot be overestimated. They

Economic indicators of successor States of the USSR, 1992-1993

(Annual percentage change)

GDP Industry Consumer prices

1992 1993 1992 1993 1992 1993
Armenia -52.3 -48.2 -11.1 900 1920
Azerbaijan -35.2 -23.7 -6.8 1210 1080
Belams -10.1 -9.4 -10.9 1160 1670
Georgia -45.8 -26.6
Kazakhstan -13.6 -13.8 -16.1 1076 1 456
Kyrgyzstan -16.4 -13.4 -26.4 -24.2 1190 1290
Moldova -27.1 4.2 1210 1280
Russia -19.0 -12.0 -18.0 -16.2 1570 980
Tajikistan -24.2 -19.5 1010 2240
Turkmenistan -14,9 5.3 870 2 000
Ukraine' -13.7 -18.0 -6.0 -12.5 2734 8 940
Uzbekistan -9.6 -3.5 -6.7 4,1 510 1200
CIS total’ -18.3 -12.0 -18.0 -14.6 1390 1560
Estonia® -14.8 -2.0 -29.0 1053 36
Latvia -33.8 -19.9 -34.7 -36.6 1051 209
Lithuania -35.0 -17.0 -52.0 -46.0 1 163 188

Source: National data; Economic Commission for Europe.

a 1993 inflation data for Ukraine are IMF estimates as reported by the Ukraine expert at the meeting of
Project LINK, United Nations Headquarters, March 1994.
b The GDP of the CIS is an average of member countries' growth rates weighted by their share in the output of

the USSR in 1991.
¢ 1993 GDP for Estonia is preliminary.
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Pox 11.2.

A "velvet™ divorce? The case of the Czech and the Slovak Republics

uch attention has focused in recent years on the

| "-need for increasing harmonization of policies
among countries building an economic union. It
now seems clear that in countries that are dis-
solving a union but seeking to maintain closer
linkages than are typical between completely
separate States, a measure of policy harmoniza-
tion is also required. The recent division of
Czechoslovakia is a case in point.

On 1 January 1993, two new sovereign
States appeared on the changing map of
Europe: the Czech Republic and the Slovak
Republic. Czechoslovakia was separated into
two independent States not by war but
according to the Constitutional Law on the
Dissolution of the Czech and Slovak Federal
Republic, passed by the federal parliament on
25 November 1992. Another law of the former
federal parliament defined the basic principles
for dividing the property of the federal republic
between the two new States. It was based on
two fundamental principles: (a) the "territorial
principle”, by which federal property was to be
transferred to the republic on which it was
located; and (b) the "population-size principle”,
which divided property in a ratio of two to one
in favour of the Czech Republic, reflecting the
ratio of the populations of the two territories.
The territorial principle was generally applied to
structures, whereas the population-size
principle was applied to movable property.

The two parties did not intend the split to be
complete. They also drew up agreements on a
number of issues of shared interest, the most
important of which related to trade between them
and the periodic settlement of net bilateral
payment imbalances. One agreement was to op-
erate a monetary union and continue use of the
old federal currency in bilateral trade in order not
to disrupt cross-border payments in "domestic”
currency. This was to be a transitional measure
until 30 June 1993, with a possible extension
thereafter. Another agreement, probably the
most important one, was to establish a customs
union aimed at promoting bilateral trade.a

It was expected, of course, that there
would be costs to the split. A newly established
State would have to build up official institutions.
In this respect the Czech Republic was much
better placed as it inherited practically all the
federal institutions located in Prague. Al

though many republican ministries already ex-
isted in Bratislava within the federal State,
Slovakia had to build up a central bank, a cen-
tral statistical office and other important institu-
tions from scratch.b

The divorce and its costs, however, went
far beyond this, as the split was more rapid and
complete than envisioned. The agreement on
the currency union was the first one to col-
lapse. Just over a month after the division, on 8
February 1993, both sides withdrew from the
currency union and new national currencies
were established the same day. Both countries
thus had to undertake the costly operation of
issuing new banknotes and coins and
withdrawing the old ones from circulation, as
well as replacing other state documents.

The currency union agreement had com-
mitted the central banks of the two new States,
inter alia, to limit lending to each Government,
limit credit expansion in each country and hold
minimum levels of foreign exchange reserves.
Implementation of these policy goals turned out
to be beyond the capacity of the monetary
authorities. In January alone, owing to capital
flight, the National Bank of Slovakia lost about
60 per cent of its foreign exchange reserves.c
Also, with the dissolution of the federal republic,
the federal budget transfers to Slovakia ended,
which raised fiscal problems there that, in turn,
created pressures for central bank financing of
the deficit and thus a looser monetary policy
than envisaged. Thus, the monetary union
broke down.

The two Governments agreed, however, to
operate a bilateral clearing arrangement in
"clearing ECUs", a unit of account whose ex-
change rate into each local currency was set
by agreement. The country having a net trade
deficit with the other at the end of each month
would settle the balance in convertible cur-
rency, which became necessary for the newly
“international” trade between the two States.

However, the collapse of the currency un-
ion and the switching to trade in convertible
currency made bilateral trade more cumber-
some and adversely affected the trade in spite
of the clearing agreement. Two devaluations of
the new Slovak koruna against the ECU, and
hence, against the new Czech karma (by 10
per cent in July and by an additional
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8 per cent in December) further reduced the ap-
peal of Czech goods in Slovakia. The Czech
Republic remained Slovakia's largest trading
partner, whereas Slovakia ranked second among
Czech trading partners (after Germany).

For 1993 as a whole, Czech exports of
goods and services to Slovakia declined in real
terms by over 30 per cent, according to prelimi-
nary estimates, whereas Czech imports from
Slovakia dropped by some 15 per cent. The
much larger than expected drop in bilateral trade
undoubtedly contributed—though to a different
extent in the two States—to the decline in GDP
in 1993 (see table A.3). Both economies per-
formed much below the projections made before
the division of the federation. Yet, one year after
the divorce, the Czech economy looked close to
the beginning of recovery, although it had also
been adversely affected by the split, while the
Slovak economy was still depressed.

The impact of the trade changes had an-
other dimension. In 1992 the Czech Republic
had a significant trade surplus vis-a-vis
Slovakia, which meant that there was a transfer
of resources from the Czech to the Slovak Re-
public, as the latter imported a greater value of
goods from its partner than the value of goods
it exported.d Since the trade had all been inter-
nal at the time, the financing of Slovakia's defi-
cit did not involve any foreign-currency
obligations. In 1993, in contrast, the Slovak
deficit became quite small and had to be fi-
nanced in hard currency and on commercial
terms.

Indeed, the split ended the direct official
transfers between the former republics, as al-
ready noted. In 1992, the Czech Republic
transferred 25 billion Czechoslovak koruna
to Slovakia, 7 per cent of the Slovak GDP.e
In 1993, the Czech Government budget was
in surplus (the same is targeted for 1994 as
well) whereas the Slovak budget deficit was
larger than the targeted 5 per cent of GDP.

The split also brought to the surface the
substantial differences in the economic situation
in the two parts of the former federation. To
take just one indicator, foreign direct investment
into the Czech Republic in 1993 amounted to
$561 million and that into Slovakia, $134
million. The difference had been even greater in
the earlier years of transition; i.e., the
cumulative investment from 1990 to 1992 in the
Czech part of Czechoslovakia was $1.5 billion
while in the Slovak part it was roughly a tenth
of that ($176 million).!

In sum, the failure to maintain a currency
union between the two States even for a very
short period of time followed from the diverging
economic policies conducted in the two sov-
ereign States, which addressed their very
different economic situations immediately after
the division. An economic union in its strongest
form—the currency union—requires strict
coherence of economic policies and especially of
monetary policies in the participating States.
Loss of the Czech financial transfers, in particu-
lar, was a major shock to the Slovak economy,
requiring price and output adjustments that
would have been even more difficult within the
constraints of monetary union. Even a less com-
plete form of economic integration, however,
such as the customs union, requires significant
efforts in mutual tuning of elements of economic
policy. There was thus new concern in March
1994 when, after long debates, Slovakia
introduced a controversial import tax surcharge
of 10 per cent on some consumer goods, includ-
ing imports from the Czech Republic, despite the
customs union, Although this had been an
outcome of Slovakia's fiscal and balance-of-trade
difficulties, it strained the customs union. The
prospect for continuation of economic inte-
gration of the two States, in other words, seems
to depend on the speed of absorption of the costs
of the separation and the ability to harmonize
relevant economic policies.

a The Customs Union was also a condition for the uninterrupted implementation of the interim trade
agreement with the European Union (EU); in the course of 1993, however, two separate association
agreements with the EU were negotiated and both were signed in October 1993.

b The two new States also had to apply for separate membership in international organizations, which

was accomplished in the course of 1993.

See OECD Surveys..., p. 59.

- 0O Q0

See OECD Economic Surveys: the Czech and the Slovak Republics (Paris, OECD, 1994), p. 114.
See chap. IV for a more detailed discussion of the net transfer concept as applied in a global context

Data as per the annual reports of the State Bank of Czechoslovakia, 1990-1992; Statistical

Yearbook of the Czech Republic (Prague, 1993); and Annual Report of the National Bank of

(Bratislava, 1994),
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had lost from 20 to 35 per cent of their pre-transition GDP
and 30 to 50 per cent of their industrial output (see tables
A.3 and A.10), with gross investment spending generally
declining by even greater amounts. Most are not likely to
recover their previously reached peaks of economic activity
until the end of the century.

At the end of 1993, over 6 million people or about 13
per cent of the labour force were officially recorded as
unemployed in the countries of central and eastern Europe.
Double-digit unemployment rates prevail in all countries in
the region with the exception of the Czech Republic; in
Poland and Bulgaria unemployment reached 15 per cent,
and in Albania it exceeded 30 per cent. Even these figures,
however, are thought to under-count the unemployed, ow-
ing to the newness of the statistical procedures in recently
established labour offices.

Perhaps more importantly, the level of open unem-
ployment in general lags behind the level of output con-
traction, except in Poland and Albania (see figure 11.4).
One determinant of this phenomenon has been the
shrinking of the labour force in most of the transition
econo-MiCS.?° The period of central planning in these
countries was characterized by unusually high
participation rates in the labour force. Unemployment
itself was considered unlawful in some socialist countries.
With the liberalization of the Ilabour markets the
participation rates started to decline.

Even so, there has been considerable underutilization
of employed labour, and unlike the situation in such indus

Figure 11.4.

trialized countries as Japan, the workers are not being
retained with the expectation that their idleness is only a
temporary matter. "Labour hoarding" is concentrated in the
public sector, mainly in state-owned enterprises that have
not yet undergone major restructuring. And even where the
private sector is growing rapidly, the growth of labour
absorption capacity lags behind the layoffs that may arise
from the inevitable restructuring of the public enterprises.

The Czech Republic may represent the most extreme
case. Aside from the effect of the decrease in the labour
force, as noted above, the low unemployment record is the
outcome of greater vocational training and job placement
activities than in the other transition economies and strict
control over the social safety net (i.e., a number of stringent
requirements must be met to qualify for unemployment
benefits), and the Government has sought to prevent mas-
sive layoffs and the closing of loss-making enterprises in the
course of privatization. Open unemployment was also kept
low by the relatively low wage level (at least in the first years
of transition), the fast growth of small-scale private
enterprises and the expansion of the service sector in
general. However, the successful implementation of two
rounds of privatization has now turned over the majority of
industrial enterprises to private owners who are far less likely
to keep surplus labour on their payrolls. Labour adjustment
can be expected to become more intensive also in Romania
as its Government applies harder budget constraints on its
enterprises.?l

The unleashing of very powerful inflationary forces
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has been another consequence of the reorganization of
planned economies along market-oriented lines. While
inflation rates have been brought down significantly in
most countries, it has proved very difficult to reduce them
to desirable levels, even in the relatively more successful
countries of central Europe (see table 11.5).

Some of the inflation has been transitional and un-
avoidable. In 1993 this included particularly that arising
from the introduction or modifications of value-added taxes
(VAT), resulting in higher levels of tax paid by final
consumers. VAT was introduced in the Czech Republic and
in Slovakia in January 1993 and in Poland and Romania in
July. Hungary, where it has been in effect for several years,
eliminated some previous VAT exemptions, leading to a
higher average tax rate as of the beginning of 1993. Bulgaria
passed VAT legislation as well last year, for implementation
in April 1994.

The VAT-related price increases accounted for almost
half the annual inflation in the Czech Republic and
Slovakia and one third in Hungary. In the other
countries, however, most of the inflation was embedded
more deeply in the cost and demand structure of the
economies, as the 1993 growth of nominal wage rates
suggests (see table 11.5). In such cases, inflation was not so
clearly a transient phenomenon.

The sources of inflation in transition economies are
various and complex.? The starting point in the transition
process, for example, has had a considerable impact on
price behaviour in the different countries. Both the initial
level of inflation and the initial degree of distortion of the
price structure have been important.® Hungary and the

Table 11.5.

Inflation and wage increases in eastern Europe, 1990-1993
(Annual percentage change)

former Czechoslovakia were best positioned as far as
initial conditions were concerned. Hungary's experience
with market-oriented reforms in the 1980s had helped
eliminate some distortions of the price structure. Czecho-
slovakia had a relatively well-performing domestic mar-
ket, balanced budget and balanced external accounts.
Poland, in contrast, had already experienced a chronically
high inflation. And both Bulgaria and Romania were suf-
fering from a large monetary overhang, a sign that
inflation had been suppressed through price controls
which limited supply and left households unable to spend
money iNComes.

Macroeconomic policies, of course, contributed sig-
nificantly to the course of inflation. High budget deficits
associated with unsustainable government outlays were at
least partly responsible in 1993 for fuelling inflationary
pressures in Bulgaria, Hungary and Slovakia. Government
outlays rose as well in Bulgaria and Hungary in 1992 and
1993 with the launching of large-scale financial rescue
operations to relieve the commercial banks from continuing
to carry a heavy load of non-performing loans from the
early transition period. The situation in Bulgaria was ex-
acerbated when indexation of wages in the public sector
was reintroduced in 1993, compensating for 90 per cent of
consumer price increases. It resulted in an extremely high
budget deficit, exceeding 11 per cent of GDP.

Inflation was most serious in Romania, where direct
and indirect subsidization of state-owned enterprises
continued and money creation was used to finance the
deficit. At the end of 1993, however, Romania adopted a
new macro-economic stabilization programme that the

1990 1991 1992 19932
Consumer prices
Ibania 104.0 266.0 90.0
Bulgaria 24.6 338.5 91.3 74.0
Czech Republic 56.6 11.1 20.8
Hungary 28.9 35.0 23.0 22.5
Poland 584.7 70.3 43.0 35.3
Romania 5.7 165.5 210.4 265.0
Slovakia 61.2 10.0 23.4
Nominal wage rate”
Albania
Bulgaria 31.8 165.; 113.8 60..8
Czech Republic 35 16.7 22.5 25.8
Hungary 22.6 33.4 27.8 233
Poland 397.6 76.5 37.6 32.8
Romania 10.5 121.3 170.0 201.0
Slovakia 4.5 14.2 18.5 21.2

Source: UN/DES1PA and ECE.

a Preliminary.

b Annual average of monthly per capita gross earnings from wages, salaries and distributed profits.
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International Monetary Fund supported with a Stand-by
Arrangement.

Although inflation surged again in the Czech Republic
and Slovakia in 1993, this was considered a temporary
phenomenon, largely related to the introduction of the
VAT. Indeed, the Czech Republic ended the year with a
balanced budget and the expectation of remaining on this
track in the future. The success of the former Czechoslo-
vakia, and now of the Czech Republic, in containing
budget deficits and maintaining relatively low inflation
rates was also helped by the rather strict income policies
followed since the beginning of the transition process. In
particular, in July 1993 the Czech Government reintro-
duced a wage control tax (applied since 1991 but relaxed in
January 1993), which heavily penalized wage increases
beyond prescribed levels.

The situation was markedly different in Slovakia where
problems similar to those in Hungary and Bulgaria
emerged. Poland's fiscal deficit shrank, as tax revenues rose
owing to the improving economic performance in the
country. The preliminary budget deficit figure for Poland in
1993 was 3.4 per cent of GDP, about 2 percentage points
below the figure targeted by Parliament for the year.

Ultimately, however, neither economic stabilization
measures nor rates of economic growth are measures of
progress in economic transition. Reform of ownership
rights is a more fundamental change, as is the formation of
new private economic agents.? Indeed, some countries
have seen considerable advances in the share of output and
employment contributed by the private sector. In Poland, in
particular, 60 per cent of employment and on the order of
50 per cent of GDP were in the private sector last year.
Although data are not fully comparable across countries,
owing to differences in accounting and statistical practices,
it seems that more than one third of GDP was produced in
the private sector in the Czech Republic and Slovakia in
1993, and about one quarter in Romania and Hungary. In
the case of the latter, the number of economic organizations
with “legal personalities” (i.e., corporations) multiplied
more than seven times from 1988 to 1993, far outpacing
the doubling in the number of all other forms of organiza-
tion in the same time period.?

Privatization has followed two main directions: priva-
tization of state-owned enterprises and emergence of
newly established private firms. Privatization of large
state-owned enterprises has been slower than expected, in
spite of some progress. Some of the main obstacles seem
to have been the weak financial situation and obsolete
physical assets in the enterprises, which reduced their
attractiveness in the eyes of investors, and a general short-
age of local private capital.

There were also different approaches to transferring
ownership out of state hands. After some hesitation, how-
ever, all countries in the eastern European region seem to
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have opted for some form of "mass privatization" for their
large enterprises. In one version of that approach, small,
local investors are given preferential terms for acquiring
stakes in the enterprises. Other mass privatization schemes
offer participation to the entire adult population of the
country. An important factor in the thinking of economic
policy makers about the approach was the smooth comple-
tion of the first scheme of "voucher privatization” in the
former Czechoslovakia, in which vouchers that could be
exchanged for equity shares in privatized firms were dis-
tributed to the public. The Czech Republic started a second
wave of voucher privatization in 1993, and Hungary
launched a mass privatization programme in the beginning
of 1994. Poland and Romania are also expected to start
their programmes for mass privatization soon, and Bulgaria
is likely to follow suit.

Also in 1993, privatization was introduced for the
first time in some sectors long considered “sensitive".
Although new, private banks had already emerged in all
countries, two large state-owned hanks were privatized
in Poland and practically all Czech and Slovak banks
were partially privatized in the first wave of voucher
privatization, which was completed in 1993. Hungary
became the first country in central and eastern Europe to
privatize a public utility, the national
telecommunications company, and it is likely to proceed
with the privatization of other utilities as well.

There has been a burgeoning as well of new private
companies. Many of them originated in the so-called
"small privatization”, when the State sold small retail
outlets, repair workshops, restaurants and catering estab-
lishments, taxis, car rentals and so on. However, this
process has been concentrated mainly in the service sector,
either driving out the State through competition, as in the
case of wholesale and retail trade, or offering services that
did not exist before, such as financial, consulting and other
business-related services. Relatively few new private firms
have emerged in the manufacturing sector.

The new private companies generally face serious
difficulties, especially in mobilizing financing for their
expansion, as their natural source of financing, the banking
system, is still quite weak (see chap. V). Companies that
are relatively stronger often seem to form relationships
with foreign partners or markets.

Here, the importance of geography comes into play.
The central European countries (especially the Czech Re-
public and Hungary and to a lesser extent, Slovakia and
Poland) are close to important markets in western Europe,
and share cultural and other traditional links with their
neighbours. The western border regions of the Czech Re-
public and Hungary arc thus undergoing a process of rapid
development. Being able to offer a well-trained and edu-
cated labour force at one tenth the wage rate of neighbour-
ing Austria and Germany, these areas are attracting
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increasing inflows of foreign investment. A
significant number of both large and small businesses
have been reallocating some of their activities into
these newly emerging and attractive markets. Border
trade has also been flourishing.

AT WHAT POINT IS RUSSIA IN

THE TRANSITION PROCESS?
The world has closely followed the transition process in the
Russian Federation. As it is the main inheritor of the
military superpower status of the Soviet Union, analysts
dissect the twists and turns of every political and economic
development. However, the "revolutionary” phase in the
economic transformation is now essentially over in the
sense that the political process has discarded the command
model of economic organization and set about introduction
of a market model. The unresolved policy debates are about
the shape of the new model and the speed of transition to it.
Though creation of the economic, financial and legal
structure of a market economy is far from complete,
economic agents for the most part have adapted themselves
to the still evolving economic environment. One could thus
say Russia is now a "marketoid” economy.?® Economic
activity, particularly that of non-state firms, has acquired its
own momentum, for which the State's economic policy and
regulatory efforts, though very important, are hut one of
many determining factors.

The cost of transition in terms of lost output continues
to be very heavy. Official data report that GDP fell 12 per
cent in 1993, a smaller decline than in 1992 (19 per cent),
but still a major contraction. Agricultural output fell 4 per
cent last year, after a drop in 1992 of 9 per cent, while
industrial production continued to plummet, falling 16 per
cent in 1993, after a drop of 18 per cent the year before.
Gross investment, after its declines in 1992 and 1993, is
on the order of half the level in the last year as a Soviet
Republic.

On these figures, in 1993 Russia produced a little
over 60 per cent of the GDP of 1989, implying a larger
cumulative drop than in any of the eastern European
countries (compare with figure [1.4). But other data
suggest that the decline has been overstated. In particular,
the mushrooming informal sector is undoubtedly
undercounted and the new tax system has created
incentives to underreport business activity.

One indicator that the economy had not deteriorated as
much as data on output imply is that aggregate real income
was reported to have risen by almost 10 per cent in 1993.7
Generally, changes in real income roughly parallel changes
in total production and at least some correspondence
should still be observed. By the same token, household
surveys in recent years showed a sharply rising share of
food in total expenditures, while recent data indicate the
share has stabilized, suggesting that average

household incomes at least may have stopped falling.

Finally, the reported level of unemployment is far
below what might be expected from the reported decline in
production. In 1993 almost 4 million people or 5 per cent
of the labour force would be classified as unemployed
under the standardized methodology developed by the
International Labour Office, although only 0.8 million or 1
per cent were actually registered as unemployed.®As in
eastern Europe, workers have been retained by Russian
enterprises despite large declines in output and so the
unemployment rate was not expected to fully reflect the
GDP decline. Indeed, the cost of carrying excessive staff-
ing is one of the reasons that state enterprises have pressed
the Government for the low-cost credits that have made
budget control in Russia so difficult. Yet, even with the
credits, which are no longer cheap, the cost seemed pro-
hibitive of carrying a share of underutilized workers that
was so disproportionately large relative to output.

Whatever the actual rate of decline of production, the
ownership structure of the economy has been changing
dramatically. Progress in divestment of state-owned enter-
prises has been rapid. The "small privatization™ of 1992-
1993, which involved firms of less than 200 employees,
placed almost 70 per cent of the firms in retail trade and
other services (including restaurants and food catering)
into full private ownership. In 1993, more than 8,000 large
and medium-sized enterprises, employing nearly 40 per
cent of the industrial workforce, were given the ownership
structure of corporations, although the State retained
varying degrees of ownership and control.” In October,
some of the country's leading enterprises, in particular in
the energy and automotive sectors, were added to the
privatization programme.

By the end of September 1993, over 40 per cent of
industrial output was produced by divested enterprises. In
some important branches of industry the share of non-state
production was significantly higher: 51 per cent in light
industry and 44 per cent in construction materials, respec-
tively. Non-state enterprises now generate 29 per cent of
capital goods sales volume, compared to 13 per cent a year
earlier.

In agriculture the number of private farms grew to
277,000. However, these farmers own and work only 5
per cent of agricultural land, and have less than 2 per
cent of livestock. Even so, goods provided by private
agricultural producers—traditional small plots tended by
city dwellers plus the new private farmers--grew from 24
per cent of the total in 1990 to 38 per cent in 1993.%

Aside from data such as these, the effect of a growing
market economy in Russia should begin to be visible in a
changing structure of production, as sales respond to market
signals. So far, however, evidence of structural changes in
industrial production is limited to shifts in production
programmes of a few industries. For instance, although the
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volume of aggregate production in ferrous metallurgy has
been falling, deliveries of certain highly processed types of
output in the sector have grown almost twofold. As the
expanding products included those with good export po-
tential, it points to an increasing degree of production for
markets. In consumer electronics, competition with im-
ports led to a severe contraction of domestic production,
which is thought to reflect consumer concern for quality as
much as price.

Once production and investment decisions are mainly
market-determined, a sustainable macroeconomic situ-
ation becomes a critical part of the requisite economic
environment. In this sense, the ninefold rise in consumer
prices in 1993 was an improvement on the 15-fold price rise
in 1992. However, much of the earlier inflation was caused
by the initial decontrol of prices in January 1992. By the
third quarter of 1992, inflation had fallen to about 10 per
cent a month, a level that was not again approached until
the end of 1993 (see figure 115).

The difficulty can be seen in the path of prices and
money creation over time. Inflation rose to about 25 per
cent a month in the fourth quarter of 1992, mainly because
the growth of the money supply had jumped to about 30 per
cent a month from June to October 1992, after having
averaged 11 per cent a month from January to May. Some
degree of control was reasserted over money creation
during 1993, particularly in the later months, and monthly
inflation rates slowed. In December, however, the rate of
money creation returned to the level in the first half of 1993
and, i f continued, inflation rates would beexpected to
respond after a lag.

Figure 11.5.
Money and inflation in the Russian Federation since 1992

Monthly percentage change

Money supply growth has not been strictly curtailed
consistently because government policy has refrained from
permanently placing a hard budget constraint on the
enterprise sector and has eventually met the demand for
credits for continued operations. However, despite the
monthly fluctuations in money creation and in central
bank credits to the Government and enterprises, the annual total
of these *‘centralized credits™ fell from 35 per cent of GDP
in 1992 to 13 per cent in 1993. In September 1993, more-
over, it was decided to do away with subsidized credits for
enterprises. Credits were henceforth to be issued at a
uniform Central Bank interest rate that was increased in
steps and became positive in real terms by the end of the
year.

The Government, on its part, accepted the need to
place its operations on a sounder footing so as to reduce its
deficit through new revenue measures (including new or
higher export and import taxes, fees etc.), more effective
collection of taxes from enterprises and individuals, and
withdrawing or significantly reducing subsidies, including
those extended to other successor States of the Soviet
Union. Thus, while government expenditures on a consoli-
dated basis were slightly higher in 1993 than in 1992, the
consolidated deficit fell to about 9 per cent of GDP, com-
pared to 36.5 per cent the year before.®l Clearly, revenue
collection improved, including, in particular, that from the
constituent territories of the Federation.

Indeed, the Government's budget is the field where the
major policy battles are fought. The opponents of the radical
reformers have claimed that the radicals were excessively
""'monetaristic™, at the cost of "*deindustrializing' the na-
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tional economy, and have advocated an urgent return to
the support of industrial production as the highest priority,
even at the risk of driving up inflation. The reformers, on
the other hand, believe that any softening of monetary
policy would lead to the loss of the accumulated momen-
tum of market reform by sending a signal that might be
interpreted as saying that market reform might not be
irreversible.

Both concerns are important. Enterprises must be
continually pushed towards efficiency, yet the State cannot
afford simply to abandon all the inefficient ones. First, there
are too many of them, which not only makes the political
and social cost of mass bankruptcy unacceptable, but would
also deprive the country of essential production and
services. While only 7 to 8 per cent of state enterprises in
industry and construction were classified as loss-making, 30
to 40 per cent of municipal and other services firms were so
classified, in publishing over 40 per cent, and in the arts and
entertainment industry about 70 per cent.*

Secondly, in the absence of operational market mecha-
nisms and appropriate market prices, a proper determination
of "inefficiency" is difficult, if not impossible to make. In
Russia, the market is not yet able to function as a
mechanism to select which firms should not survive—and
as the experience of developed market economies attests, it
will never be considered an adequate guide in certain
sensitive sectors.

A third reason to continue mechanisms of state finan-
cial support is that neither the legal system nor the financial
sector function yet as they do in market economies. In
Russia today, a firm could become bankrupt mainly be-
cause it could not collect payment for goods and services
shipped (and in many cases it was the Government that was
delinquent on its payments, especially late in 1993). There
was no effective legal recourse in 1993 to force payments
and no autonomous source of liquidity to tide an enterprise
over until its accounts receivable were cleared.

More generally, with capital resources still concen-
trated in the hands of the State, with private savings at
present not being available for investment—indeed, with
considerable sums fleeing the country—and with the fi-
nancial intermediation system in its infancy, there is no
alternative to continued state financing to keep industry
and services operational during the current stage of transi-
tion. This said, the amount of financial support and the
principles for its allocation to individual enterprises are
matters the policy makers must still decide.

A PERSPECTIVE ON POLICY IN THE
FIRST YEARS OF TRANSITION

After several years of policy-making for transition and
economic stabilization, Governments in eastern Europe
and the successor States of the Soviet Union have become
more aware of the unusual consequences of macroe

conomic policy actions in their unusual situations.
Monetary and fiscal restrictions, in particular, were not
successful to the extent expected partly owing to the low
responsiveness of supply to new price signals and partly
to unexpected resourcefulness of individuals in evading
policy constraints.

Many state-owned enterprises, lacking the incentives
and decision capacity that are part and parcel of functioning
corporate structures, responded to contractionary forces by
avoiding restructuring and instead found sources of finance
which they hoped would carry them through the difficult
period, often making use of lacunae in regulations. When
subsidies were cut and commercial bank credit became
expensive, enterprises switched to inter-enterprise credit, in
most cases involuntary credit (i.e., bills simply were not
paid). Firms also defaulted on bank loans, suspended
remittance of taxes to the Government and sometimes paid
current expenses such as wages by selling their assets.
Practically all transition economics experienced to some
degree such negative side-effects of austerity measures and
have since had to cope with deteriorated financial
discipline, accelerated accumulation of had loans and de-
capitalization of enterprises.

A first policy response to this type of behaviour was to
close some of the fissures, which many Governments did
by introducing bankruptcy legislation. Hungary made the
most radical move by introducing a very strict bankruptcy
law, including an “automatic trigger” in 1992 that forced
enterprise managers of illiquid enterprises to file for
bankruptcy at the threat of being charged with a criminal
offense (later the "automatic trigger” was abolished). One
consequence of this strict legislation was the congestion of
the courts, which did not have the capacity to process all the
bankruptcy filings. Other countries, including the Baltic
States, the Czech Republic, Poland, Russia and Slovakia,
have been reluctant to press ahead on the bankruptcy
process, although legislation is in place, probably fearing
the resultant unemployment and threat to solvent firms
when their customers or suppliers close their doors.

Indeed, when macroeconomic restriction works in the
expected direction, loss-making enterprises close and lay-
offs occur in the firms that remain in business. The result-
ing increase in unemployment raises the demand for
unemployment benefits and labour market policy actions.
Coupled with decreasing budget revenues resulting from
shrinking tax collections, as both corporate profits and
personal income are negatively affected by the austerity
measures and as tax evasion becomes widespread, fiscal
imbalances rise and push up public sector borrowing re-
quirements. As bon‘owing is predominantly from the
monetary authorities rather than the public, this feeds back
as new inflationary pressures on the economy, which is
precisely counter to the goals of the original austerity
policies. Such an outcome was most pronounced in Bul-
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garia but also in Poland and to some extent in Hungary in
1992-1993.

This does not imply, however, that expansionary
macroeconomic stances (intended or not) are a solution
either, as they, too, did not have the expected results. In the
period 1992-1993, for example, nominal wages rose more
rapidly than consumer prices in Bulgaria, the Czech Re-
public, Hungary and Slovakia (see table 11.4). However, the
increase in household expenditures induced by this rise in
real labour income did not induce a proportional growth in
domestic output. In part, this reflected the low respon-
siveness and rigidities on the supply side, but it was mainly
the result of the income elasticity of import demand, which
turned out to be much higher than the income elasticity of
demand for domestic products. Coupled with appreciating
real exchange rates—as reductions in nominal exchange
rates did not keep pace with inflation--the foremost result
was rising trade deficits in 1993,

A misappreciation of the structural and institutional
impediments to supply responses also made for unexpected
outcomes of the general liberalization of trade and
payments that formed part of the stabilization-cum-transi-
tion packages. That is, at the start of transition, a wide-
ranging liberalization of trade was advocated and
implemented in most central and eastern European coun-
tries, in the Baltic States, and in many of the CIS countries
as well. It was thought that the immediate opening of the
economies of these countries would introduce competitive
pressures and help break up local monopolies, leading to
the restructuring of the domestic industries and the estab-
lishment of more competitive prices. Again, what was
misjudged in such policy moves was the responsiveness of
local enterprises to changing market conditions and exter-
nal shocks. Numerous systemic factors set limits to the
speed of market adaptation of local enterprises. A genera-
tion or more of history outside the market nexus, distur-
bances in the supply of some inputs, a lack of marketing
and managerial skills, the malfunctioning of imperfect
domestic markets, the unclear (sometimes non-existent)
incentives for enterprise managers to compete and a gen-
eral resistance to change are only some of the factors that
impeded the process of restructuring and adjustment.

The positive impact on trade balances that was ob-
served in the first one or two years after trade liberalization
in eastern Europe turned out to be mostly a one-time effect.
It was partly driven by the incentive that depreciated
exchange rates created for diverting existing production
from domestic markets to export sales and for drawing
down the levels of existing stocks. All this was an expected
first response to devaluation, but it was supposed to be
followed by a significant increase in the production of
tradable goods and that has been missing. By 1993, the
momentum caused by the initial factors was gone and most
countries in eastern Europe recorded trade deficits.

89

The key question that policy makers in most
transition economies thus are facing in 1994 is how to
strengthen the supply response generally, in tradable goods
and in non-tradables as well. It is widely regarded as
essential to continue making progress in macroeconomic
stabilization. In any event, stepping back from that goal
would not advance the cause of economic transition and
recovery. It certainly would send the wrong signal to
entrepreneurs and investors.

Additional government activism in particular sectors
is sure to be considered, even though there might not be a
consensus behind it. In some cases, policy makers even feel
it necessary to avoid mentioning various interventionist
policies on purely ideological grounds, owing to the
connections to central planning they might raise in the
mind of the population.

This notwithstanding, most transition countries can be
expected to seek to revitalize domestic production through
selective measures to protect output and employment in
particular sectors or regions, and specific trade protection
measures, in contrast to the initial, almost-full liberaliza-
tion of trade. One may also expect to see selective stimu-
lation of the demand for domestically produced investment
goods. With rising pressures from the population and from
businesses, one could expect that industrial policies, how-
ever named, will play an increasing role in the transition
economics, of course, to the extent possible within overall
economic policy stances.

All in all, the external and internal constraints limit
the effectiveness of policy-making and impose ceilings on
the pace of economic recovery in these countries. Besides
the constraints imposed by the policy-based factors em-
phasized here, the initial production structures have had
different effects on transition difficulties. For example,
countries with a large share of military and resource-
based production in their GDP have had to adjust to the
post-cold war era and weak global commodity markets, as
well as make all the institutional changes that constitute
the transition process.

In many respects economic policy for transition is still
a process of "“groping in the dark™ In none of the
transition economies did economic policy makers come up
with a clear and consistent longer-term strategy that could
serve as a benchmark for day-to-day economic policy or
decision-making. Rather—and 1993 revealed that
openly—economic policy has largely reacted to pressing
issues in an ad hoc manner. Political instability, change of
governments, elections or approaching elections and the
changing or contesting of national borders contributed to
swings in economic policy-making in many countries.

At the same time, substantial progress has definitely
been made. As they put in place the institutional and
regulatory framework of modern market economies, the
transition economies are in many respects repeating the
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experience of the developed market economies and espe-
cially that of western Europe in the post-war era. However,
what took decades to implement in those countries is now
taking place in the course of a few years in several of the
transition economies (currency convertibility, market lib-
eralization and deregulation, privatization of sensitive sec

tors). On top of this is the fundamental process of trans-
forming the basic ownership structure. Thus, comparing
the current experience of the transition economies with the
evolution of other countries, the intensity of policy and
institutional changes that has already been achieved is
unprecedented.

DEVELOPING COUNTRIES: STRONGER GROWTH

Economic growth in developing countries continued to
improve. From an average of slightly above 3 per cent in
1990, the GDP growth rate of these economies rose to
almost 5 per cent in 1992. Growth improved further to
above 5 per cent in 1993 and is expected to stay at that level
in 1994 (see table 11.6). Very large differences in growth
rates between regions and economies persisted.

The major contributors to the strong growth in 1993,
as in very recent years, were China and South and East
Asia, with growth in the latter centred in the first and
second generation of successful exporters of manufac-
tures. The pace of expansion in Latin America was
modest, but has been improving over the two previous
years and was more than double the average of the 1980s.
In Africa, growth was no higher than the dismal rates of
the 1980s and, although the 1993 performance was an
improvement on that of drought-stricken 1992, per capita
incomes continued to decline. In the Mediterranean
region, strong growth in Turkey was offset by steep
declines in the warring successor States of Yugoslavia. In
West Asia, growth slowed down in 1993, after a sharp
recovery in 1992, when pre-Gulf war levels of output
were almost restored in Kuwait.

The strong growth in the developing countries was
achieved amid very sluggish conditions in the developed
economies (see figure 11.6). This divergence between the
two groups of countries reflects both the strong growth in
China and South and East Asia and the rapidly increasing
Size of their economies. It also reflects the recovery in
Latin America and the Caribbean since 1991.

The apparent weakening of the link in growth
between developed and developing countries in the 1990s
is evident in the case of South and East Asia, where the
recent divergence in growth represents a distinct contrast
to the pattern in the 1980s. The case for a similar shift in
the relationship between growth rates in developed and
developing countries as a whole is weaker, but it is still
apparent that growth rates in developing countries did not
follow the strong deceleration in developed countries
since 1989.% Various factors contributed to the continuing
strong growth or economic recovery of these groups of
developing economies in the face of stagnation in the
industrialized countries.

A number of developing countries in which industri

alization has advanced now have large domestic markets
with their own internal dynamism. Major investments in
infrastructure provided an additional domestically gener-
ated impetus for growth in the region. The importance of
trade as the mechanism for transmission of growth from
developed countries also appears to have diminished
somewhat in the economies of South and East Asia. In
addition, large inflows of capital have had a stimulative
effect on many economies.

As exports represent a large share of aggregate de-
mand in the newly industrialized economies (NIES) and
second-generation NIEs, the continued strong export
growth in 1993 (see chap. HI) was a major determinant of
robust GDP growth. The rapid diversification from com-
modities to manufactures and, within manufacturing, from
labour-intensive consumer goods to capital- and skill-in-
tensive electronic equipment and consumer durables, in-
sulated these economies from the effects of the sharp
decline in commaodity prices in recent years. Moreover,
with increased concentration in electronics, export growth
benefited from the sustained global demand for these
products despite slacking growth of world trade. Mean-
while, intra-developing Asia exports, particularly of China
and the second-generation NIES, have been increasing
rapidly and growth in exports to Japan from many of these
economies remained strong. While exports to non-Asian
developed economies are still a large share of total exports,
the share of intraregional exports has increased.* Thus, the
strength of exports to developing economies and moderate
strength in exports to Japan more than offset the weakness
of the North American and European markets.

One of the impulses of intraregional trade in Asia is
the pattern of relocation of manufacturing of labour-
intensive consumer goods as well as electronics from the
higher-cost centres (Japan and the NIES) to the lower-
cost locations of the second-generation NIEs and China.
The emergence of China as a growth centre and its
expanding economic linkages with the regional
economies boosted exports from all the NIEs.

In Latin America, too, intraregional trade, in particular
in the framework of Mercosur, but also between Mexico
and other major Latin American countries, was an impor-
tant factor behind the increase in exports since 1990 and in
particular in 1993 (see chap. Ill). However, the improve-
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ment of economic performance in recent years has much to
do with an alleviation of external constraints. The large
capital inflow into Latin America in 1993 was the continu-
ation of a trend that began in 1990, after a long period of
net outflow. Paradoxically, Latin America and the Carib-
bean might also have benefited from the economic slow-
down in developed economies, as the large differentials in
interest rates are an important reason for the large private
capital inflows into the region, in addition to economic

Table 11.6.

policy reforms aimed at market liberalization and the
success of the majority of countries in reducing inflation.
Foreign capital had both a stimulative effect on growth and,
through appreciation of the currencies, a moderating
impact on inflation in the region in 1993.

The large private capital inflow into Asian developing
countries in 1993 had similar stimulative effects. Foreign
direct investment (FDI) remained strong in the region as a
whole and increased sharply in some of the countries. While

Developing countries: rates of growth of gross domestic product, 1981-1994

(Annual percentage change)

Memo item:
approximate

1981- share in 1993
1989 1990 1991 1992 1993 1994"  world output
Developing countries® 3.1 3.0 3.4 4.9 5.2 5 19.0
Latin America and the Caribbean 1.4 -0.1 2.8 2.1 3.3 3 4.5
Energy exporters 1.4 4.7 4.6 3.6 0.8 2 1.6
Energy importers 1.4 -2.6 1.8 1.3 4.8 3 2.9
Africa 1.9 2.2 1.6 0.8 1.6 2'6 2.1
Energy exporters 1.9 3.3 2.4 2.5 1.7 1'6 1.0
Energy importers 2.0 1.0 0.8 -1.0 1.6 3 11
West Asia -1.1 1.9  -02 57 35 3", 2.4
South and East Asia 5.9 6.4 5.3 5.2 5.4 6 6.1
China 9.5 3.9 8.0 132 134 10 3.1
Mediterranean 2.3 11 -5.6 -1.9 -0.3 4 0.6
Memo item:
Sub-Saharan Africa (excluding 1.9 1.2 0.4 0.3 1.7 2, 0.6
Nigeria and South Africa)
Major developing economies
Brazil 22 -44 0.9 09 49 2', 1.7
India 53 55 2.0 4.0 3.8 5 1.6
Republic of Korea 8.4 9.0 8.4 4.7 5.5 7, 1.3
Mexico 1.3 4.4 3.6 2.6 0.4 3 0.9
Iran (Islamic Republic of) 20 100 6.0 6.0 3.4 2, 0.9
Taiwan Province of China 8.0 5.0 7.2 6.6 6.2 6/, 0.7
Indonesia 4.6 7.4 6.6 63 65 6', 0.6
Argentina -14 0.4 8.9 8.7 6.0 5 0.5
South Africa 1.7 -0.5 -04 -2.1 1.1 3 0.4
Saudi Arabia -1.8 9.0 6.0 3.0 2.0 3 0.4
Turkey 3.8 9.2 0.7 5.5 7.3 5, 0.4
Thailand 6.9 10.0 8.0 7.4 8.0 8 0.4

Source: UN/DESIPA.

a Preliminary estimate.
b Forecast.

¢ Covers 93 countries that account for 99 per cent of the population of all developing countries.
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Figure 11.6.

GDP growth of developed and developing economies, 1980-1993
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Source: UN/DESIPA, based on national and international data.

some of these economies are not currently dependent on
external capital for economic growth, these resources are
still important for the achievement of their medium- to
long-term development targets, which requires massive
investment in infrastructure. The influx of capital also
resulted in a boom in the financial markets and was an
important source of growth in those economies that have a
large financial sector, such as Hong Kong and Singapore.

LATIN AMERICA AND THE CARIBBEAN:
RECOVERY CONTINUES

In Latin America and the Caribbean per capita incomes
increased marginally in 1993 for the third consecutive year,
but they are still lower on average than their 1980 level.
Output grew at a moderate 3.3 per cent last year, but that
was higher than in 1992, and a similar pace is expected for
1994. Overall, the recent trend of declining inflation,
widening current account deficits and large foreign capital
inflows is also likely to continue this year.

Growth in 1993 was led by a stronger than expected
recovery in Brazil and Peru and a still buoyant though
slowing pace in Argentina and Chile. After three years of
recession, the Brazilian economy bounced hack with a
nearly 5 per cent growth, fuelled by an upturn in
manufacturing. With a 9 per cent increase in output, the
industrial sector was responsible for over half the growth
in GDP. The recovery slackened in the second half of the
year, as production was reaching full capacity in several
durable consumer industries. Growth in Peru

i
6 1987

| T T 4 T
1988 1989 1990 1991 1992 1993

« )kDeveloping
economies

(6.5 percent), largely concentrated in fishing, construction
and mining, was bolstered by prospects of a more stable
economic environment, which stimulated domestic and
foreign investment. Two Southern Cone economies, Ar-
gentina and Chile, together with Guyana and Panama,
were the fastest growing in the region in the past three
years, with average rates of between 7 and 8 per cent. In
Chile, and to a lesser extent Argentina, domestic demand,
and in particular construction and services generally were
the most dynamic, while exports were negatively affected
by unfavourable world market conditions.

In contrast, Mexico experienced a sharp slow-down,
triggered by the uncertainty surrounding NAFTA and re-
strictive monetary and fiscal policies intended to curb
inflation and the external deficit. The growth of GDP
declined to 0.4 per cent from 2.6 per cent in 1992. More
expansionary policies and stability deriving from the rati-
fication of NAFTA should lead to a recovery this year.
Similarly, in Venezuela, political instability, economic un-
certainty preceding the December elections and tight
monetary policy to control inflation led to a fall in invest-
ment and a contraction in output. GDP fell by 1 per cent in
1993, after a period of robust growth. The weak perform-
ance also reflected a decline in oil revenues, owing to low
petroleum prices.

Cuba and Haiti suffered further severe declines. The
former, in addition to the problems deriving from the
collapse of its economic relations with eastern Europe and
Russia, was hit by had weather, which disrupted the sugar-
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cane harvest. Acute fuel shortages caused widespread electric
power blackouts. Trying to overcome economic difficulties,
the Government introduced some limited liberalization, such
as legalizing the use of convertible currencies and allowing
over 1(X) occupations, such as plumbers, electricians and
cooks, to be taken up as private enterpreneurial activity.
These measures are too modest to have a major economic
impact, hut could signal the beginning of a transition to a
more market-oriented economy. In Haiti, the army’s effort to
prevent a democratically elected President from taking office
prolonged the internationally sanctioned trade embargo and
the suspension of foreign assistance, which contributed to a 10
per cent fall in GDP and a rise in the rate of unemployment to
over 40 per cent. Overall, in the other Carl bbean countries,
economic growth was sluggish despite a moderate recovery in
the tourism industry, and high levels of unemployment
persisted.

In the Central American subregion, GDP grew on the
whole by over 4 per cent, a slightly lower rate than the year
before, hut still considerably above the average of the past
decade. Growth, stimulated by a recovery in investment,
was fairly homogeneous, with the only exception of Nica-
ragua, where incomes per capita continued to decline.

Towards lower inflation

Further progress was made in price stabilization in 1993,
when annual inflation was under 15 per cent in a majority
of the countries in Latin America.*® Among countries with
the most rapid fall in inflation were Argentina and Peru,
which experienced four-digit rates of price increases as
recently as 1990. At less than 8 per cent in 1993, Argentina
registered its lowest inflation rate since 1969, while Peru's
level dropped from 7,650 per cent in 1990 to 40 per cent
last year. Mexico's inflation of 8 per cent was the lowest in
over 20 years. In Bolivia, Costa Rica, the Dominican
Republic and Panama, prices increased by under 10 per
cent.

Most countries maintained the economic policies in-
troduced in previous years. Falling inflation reflected fis-
cal adjustment and structural reforms which have been
spreading throughout Latin America. The process was
greatly facilitated by large inflows of foreign capital into
several countries (see also chap. 1V). This not only re-
lieved external constraints but also led to widespread ap-
preciation of real exchange rates, which helped to contain
inflation, though sometimes at the cost of increasing trade
deficits.

Competitive exchange rates were a common element in
Latin America's trade reforms in the past decade. In the
1990s, currencies appreciated and exchange rate policy has
been used as an anti-inflationary tool by several Govern-
ments. An extreme example of this switch is Argentina,
where a fixed nominal exchange rate, used as a nominal
anchor of the price level, is a key component of the

stabilization effort.*® Although this policy has succeeded in
rapidly reducing inflation, it has also led to real over-
valuation, losses in competitiveness and a sharp deteriora-
tion of the trade balance, from a surplus of $8.6 billion in
1990 to a deficit of $3.7 billion in 1993. In short, internal
disequilibri um has been reduced at the expense of external
balance.

The case of Brazil

With inflation at 2,800 per cent at the end of 1993—the
highest ever—Brazil is a case apart in Latin America. The
country's persistently high inflation reflects the difficulty
of adopting stabilization programmes and structural re-
forms capable of eliminating the fiscal and monetary im-
balances originating inflation, in a regime of generalized
indexation. In the light of lessons of failed past attempts at
stabilization, the Finance Minister introduced a new stabi-
lization programme that aims at balancing the federal
budget for 1994 and de-indexing the economy through a
consensual process.

The first stage of the plan, already in effect, centres on
measures to obtain a balanced budget in place of the $22
billion deficit (5 per cent of GDP) originally forecast for
1994. The measures involve cuts in spending and increases
in taxes on personal incomes and financial institutions.
They also include the creation of a two-year, $15.5 billion,
Social Emergency Fund, intended to increase federal
control over expenditures on education, housing and
health. The second stage of the plan, put into operation in
March 1994, involves the introduction of a new, daily
adjusted, price index and unit of account, known as the
unit of real value (URV). The index is linked to the
exchange rate, which could at a later stage serve as a
nominal price anchor. Initially, the new unit of account is
being used for public and private sector wages, social
security benefits and tax payments. The private sector has
been encouraged to adopt the new unit of account on a
voluntary basis and some sectors have started to quote
their prices in URV. The aim of the new price index is to
gradually synchronize nominal-price adjustments and in-
flationary expectations, replacing the large number of ex-
isting price indices, often specific to individual industries. It
was also hoped that in the process of converting to URV
the present distortions in relative prices could be reduced.
The third and final stage of the programme involves the
conversion of the new unit of account into a new currency,
the real, to replace the present cruzeiro. That, according to
the plan, would open the way for a relatively low inflation
for prices denominated in the new currency.

Key to the success of the plan are continuous progress
on fiscal adjustment, the wide diffusion of the URV and an
effective procedure to ensure a smooth transition to the
new currency. In addition, since the URV is linked to the
exchange rate, the Government will be faced with the
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trade-off between slowing down the rate of currency de-
preciation as a means to reduce inflation and maintaining
external competitiveness. Given a large trade surplus and
foreign reserves over $30 billion, adequate to cover well over
one year of imports, the country is able to withstand some
real appreciation of the exchange rate. However, the trade
surplus has already declined by 15 per cent over the past
year, when strong GDP growt h and trade liberalization led
toa 25 per cent increase in imports.

Are current economic reforms irreversible?

Between December 1993 and December 1994, at least
11 countries in Latin America will have held general or
presidential elections, or both.*’ Voters thus have a chance
of reacting to structural adjustment, and policy reversals
cannot be discounted. Throughout the region, the reform
process is at different stages of implementation and has
different degrees of popularity. Consolidation of economic
reforms depends primarily on three factors: political sup-
port stemming from election results, in turn hinging on
socio-economic  pressures; institutionalization of the re-
forms themselves; and the continuation of external factors
that have facilitated the reforms, among others, sustained
capital inflows.

Regarding political support, the first of the two elec-
tions, held in Chile and VVenezuela in December 1993, had
different results. In Chile, the ruling Concertacirin coalition
candidate, Eduardo Frei, posted a strong victory. This
came as no surprise. The overall economic record of the
Concertacion Government, since the end of military rule
four years ago, has been relatively successful. Incomes per
capita are today 30 per cent higher than in 1980. Inflation
gradually declined from close to 30 per cent in March
1990, when President Aylwin took office, to slightly over
12 per cent at the end of 1993. Unemployment has dropped
to 4.5 per cent, its lowest level in 20 years. The number of
people in poverty, though still too high, fell from 40 per
cent to 33 per cent of the population between 1990 and
1992. President Frei's expressed priorities are to continue
the effort towards reducing poverty and improving
educational and health standards. As a result, consensus on
current economic policies is widespread and reforms are
most likely to remain in place.

In contrast, in Venezuela, Rafael Caldera, President
during the period 1969-1974, won elections partly on the
basis of his critical stance on economic reforms pursued
since 1989. These were associated with a large deteriora-
tion of social conditions. Poverty increased sharply in the
past five years. Incomes per capita are still some 10 per
cent lower than their 1980 level, inflation rose to 45 per
cent in 1993 and the fiscal deficit was about 5 per cent of
GDP. Moreover, the new Government inherited low
prices for oil, the country's principal export, and a
banking system in crisis. In the light of this situation, the

new administration justified the recent decision to issue
decrees in economic matters that would usually be the
responsibility of Congress. The first presidential decree
under the new emergency powers concerned the suspen-
sion of the value-added tax which had taken effect on 1
January 1994, as a reform measure to be replaced by a
sales tax and other taxes.

The Chiapas uprising in Mexico in January 1994 is a
symptom of the level of socio-economic tension existing in
Latin America, owing to, among other factors, the
unbalanced pace of regional development. Income distri-
bution in the region is among the most uneven in the
world, and inequality has widened over the past decade,
with the poorest 20 per cent of the population receiving
about 4 per cent of GDP. The number of Latin Americans
living below the poverty line was recently estimated by
ECLAC at 196 million in 1990 (about 45 per cent of the
total population), an increase of 2.5 per cent over the 1986
level. In Mexico, despite sharply increased social spending
by the Salinas Government, over 40 per cent of the
population is officially classified as poor. Argentina and
Brazil, where further evidence of localized social unrest
was reported in recent months, share similar problems, in
spite of their different experiences with reforms. These
pressures put at risk the success of reforms, which depends
on public confidence and institutional stability.

A second requirement of success of reform is its
institutionalization, of which Argentina's Convertibility
Law of April 1991 is a good example. The Law required
the central bank to back the entire monetary base with
international reserves at a fixed exchange rate of the peso
with the dollar, removing its ability to print money to cover
fiscal deficits.

Similarly, the formal independence of central banks
should, in principle, shield the conduct of monetary policy
from short-run political influences. Chile accorded auton-
omy to its central bank in early 1990, Colombia in 1991,
Venezuela in 1992, and Mexico in 1993. In addition, in a
number of countries various trade and foreign investment
regulations have been passed into law. Institutional ar-
rangements go beyond national laws, as exemplified by
NAFTA, involving a predetermined further reduction of
tariff and non-tariff barriers between Mexico and its two
northern neighbours. Negotiations are about to start to
extend the agreement to Chile. Furthermore, several
subre-gional trade agreements have enhanced trade
among member countries (see chap. 111).

Privatization of state enterprises is yet another way of
institutionalizing the reforms of recent years. Argentina,
Chile and Mexico are the leaders of a trend that is spread-
ing throughout the region. In Mexico, over 390 state-owned
companies have been sold, for a total value of $23 billion.
They included banks, telecommunications, national
airlines, copper mining, steel, broadcasting corn-
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panics, and, recently, power plants, ports and motorways.
Argentina has completed in three years a $20 billion pri-
vatization programme that included the landmark sale of
the first oil company (YPF) in Latin America, generally
considered a sector of "strategic interest”. In Brazil, where
the Government has sold some $6.6 billion worth of state
assets so far, the process could gain momentum after a
slow-down last year. Bolivia has started in 1994 a creative
capitalization scheme inspired by eastern Europe's mass
privatization. The programme involves the capitalization of
50 per cent of each enterprise with a strategic investor and
distribution of the remaining 50 per cent to the Bolivian
population. The enterprises include the state telecom-
munications system, the oil and gas company, electricity,
airlines and railways. The Government, which put no
restrictions on foreign investors, is hoping to attract a $3
billion capital inflow in the next three years.

Finally, external factors play an important role in the
sustainability of reform policies. Latin America registered
an estimated $15 billion trade deficit in 1993, up from
about $9 billion the previous year.® This deficit was
largely financed by the large capital inflow that entered the
region for the third consecutive year. Net inflows were
fairly widespread, though Mexico—the country with the
largest deficit—continued to attract over 40 per cent of the
total, followed by Argentina, Brazil, Chile and Peru.

Capital inflows have temporarily reduced the external
constraint to the region's growth. As current substantial
flows have resulted partly (particularly the short-term
component) from external factors such as large interest rate
differentials and recession in industrialized countries,*
they might not be sustainable in the medium term. Their
possible decline would have a dampening effect on Latin
America's recovery, which could only be eased by a bal-
ancing increase in its exports.

AFRICA: A SLENDER IMPROVEMENT

In Africa, the slow growth of recent years persisted in
1993. Output grew by 1.7 per cent in 1993, an improve-
ment over 1992 but still well below the growth rate of
population.® Policy reform continued in many countries,
but economic development continues to be heavily influ-
enced by political factors and civil strife in several coun-
tries and by exogenous factors, such as weather patterns,
low commodity prices and weak demand for Africa's
exports (see chap. 11 for trade-related factors).

The decline in the oil price contributed to the lowest
GDP growth rate for the oil-exporting countries since
1988. In several of these countries, this exacerbated other
severe economic and political problems. In Algeria, An-
gola and Nigeria, debt-servicing problems mounted and
trade balances and budget deficits deteriorated sharply,
although not solely owing to the oil price decline. Eritrea's
crop, its first after independence, was two thirds below the

record 1992 level owing to drought and pests. Drought
in Kenya, and dry spells, excessive rains and pests in
Ethiopia and the Sudan, resulted in a large cereal deficit
in eastern Africa for 1994.

Total cereal production in Africa increased by about 12
per cent in 1993. In western Africa, cereal output broke
records in many Sahelian countries and was above-average
in nearly all countries. Most countries in southern Africa
recovered from the 1992 drought, with a tripling of the
coarse grain crop for the region. The increase in agricultural
output in South Africa in 1993 has been an important factor
behind the recovery from its longest recession of this
century. In Botswana, Lesotho, Namibia and Swaziland,
however, agricultural output stagnated owing to below-
normal rainfall. Morocco suffered from drought for the
second consecutive year. In areas of Algeria, Angola,
Eritrea, Ethiopia, Kenya, Rwanda, the Sudan, Uganda and
the United Republic of Tanzania, agricultural production
was affected by insufficient or irregular rain. Control op-
erations limited damage by desert locusts in the Sahel.

Fragile peace and much political instability

Civil strife in Algeria, Burundi, Kenya, Liberia, Rwanda,
Sierra Leone, the Sudan and Zaire and outright civil war
in Angola reduced areas planted, displaced persons, ham-
pered economic activities and relief, and precluded eco-
nomic reform. In Angola, agricultural activities were
severely hindered and non-agricultural activities outside
the oil sector came almost to a halt. Thousands have died
from famine-related causes, at times more than 1,000 per
day, particularly in besieged cities. Diplomatic break-
throughs and reduced military activities have permitted a
stepped-up relief effort since September 1993, but about
3.3 million people remain in need of assistance. In early
1994, despite some increase in fighting, hope for peace in
Angola increased when agreements were reached during
United Nations-brokered talks. In the Sudan, food short-
ages remain acute owing to continued fighting and
drought. Increased fighting in early 1994 made relief op-
erations impossible in some areas.

Peace agreements reached during 1993 have in some
instances raised growth expectations, but reconciliation,
formation of a transitional Government, disarmament, re-
settlement of displaced persons and demobilized soldiers,
organization of elections, and reconstruction is a slow and
often fragile process. Agreements have been reached with
the Tuareg in Mali and the Niger and seem to be holding.
Despite delays, Mozambique has made considerable pro-
gress since the peace agreement of October 1992. In So-
malia, however, there is still much disagreement about the
peace process. Agricultural production increased in some
of these countries. In Mozambique, production increased
owing to the improved security situation, the return of rain
and the return of about 2 million displaced persons, many
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of whom went back to farming. In Somalia, food produc-
tion was substantially above the 1991 and 1992 levels,
owing to a significant reduction in hostilities in most areas,
generally favourable weather and the distribution of large
amounts of seeds and tools, but crops remain well below
average pre-war levels.

Africa continues to experience the intricacies of si-
multaneous implementation of economic and political re-
forms. Initial effects of adjustment programmes have had
adverse consequences on living standards, while the open-
ness accompanying democratization has been a vent for
protests against economic measures. Political instability has
been accompanied by policy reversals (e.g., recently in
Algeria, Nigeria and the Sudan), and has hampered
economic reform and performance.”* Effective economic
reform remained virtually suspended in Algeria, Angola,
Togo and Zaire in 1993. The failed coup d'etat in Burundi
in October, which led to a wave of ethnic strife and a flow
of refugees, severely disrupted economic and political
reform. Egypt suffered from a sharp drop in revenues
from tourism owing to increased insecurity. Strikes among
the civil service against salary cuts and pay arrears in
countries of the franc zone have been frequent in recent
years and unrest increased in early 1994 in the wake of the
50 per cent devaluation of the CFA franc that affected 13
countries in West and Central Africa (see box 11.3).
Palitical instability and strikes affected output, foreign
trade and tax revenues negatively in, for instance, the Niger
and Togo. Prospects improved in the Niger after an agree-
ment was reached in October with the trade unions on the
reduction of civil service salaries. Political transition also
progressed in Madagascar and economic policy reform
gained in prominence.

Zigzag in foreign exchange market reform

In many areas, economic reform policies have lacked a
degree of consistency and persistence that are essential for
their ultimate success. While the factors contributing to this
have varied greatly among countries and over time, this
has been a major feature of economic reform efforts in
many countries of Africa.

In a number of countries, for example, reform
focused on the foreign exchange market. But reforms in
this area have shown considerable zigzagging because they
have become rapidly unsustainable, have sometimes run
against vested interests and have been easily disrupted by
an external shock affecting foreign exchange availability.
Foreign exchange shortages and uncertainty surrounding
the exchange rate, foreign exchange regulation and reten-
tion rates have negatively affected exports and investment,
foreign investment in particular, in a number of countries
(see also box 11.3). The experiences of Kenya and Nigeria
are illustrative.

In November 1991, donors suspended aid to Kenya to

press for political and economic reforms. Multi-party elec-
tions were held in December 1992 and in February and
March 1993 economic reforms were announced. The grain
market was liberalized, foreign exchange retention accounts
(at 50 per cent) were extended to traditional exports and
services, the official exchange rate was devalued, and use of
the official exchange rate was restricted to debt servicing
and government imports, allowing importers to buy foreign
exchange from the commercial inter-bank market.
International financial institutions and donors, however, did
not resume aid and balance-of-payments support. As a
result of the lack of foreign exchange and the rapidly
growing money supply, mainly through fraudulent use of a
pre-export financing scheme and large overdrafts at the
central bank by some commercial banks, the exchange rate
on the inter-bank market plummeted and reform measures
proved unsustainable. Some were reversed in late March
and early April.

In late April 1993, the Government suspended the
operations of the first of several banks, devalued once more,
and the central bank started to mop up excess liquidity by
issuing high-interest-rate treasury bills. The World Bank
responded by providing balance-of-payments support, while
additional support was made dependent on further reform
measures. In May 1993, Kenya agreed to an economic
reform programme for the rest of 1993 monitored by IMF,
the foreign exchange retention accounts for all exporters
were restored and import licenses were abolished for all but
a short list of imports. Additional reform during the last
three months of 1993 gained back the support of the
bilateral donors. The measures taken include the flotation of
the official exchange rate, the liberalization of foreign
exchange regulation and the abolition of the monopoly on
the import and distribution of maize.

In Nigeria a similar zigzagging took place, although
the factors behind it were somewhat different. In March
1992, the auction for foreign exchange was replaced with a
floating rate determined in the inter-bank market. How-
ever, at the end of 1992, foreign exchange reserves dwin-
dled, partly resulting from a commercial-debt buy-back,
which endangered the capacity to prevent a sharp depre-
ciation of the naira. The auction system was reinstated and
foreign exchange regulation was tightened in early 1993.
The gap between the official and the parallel market in-
creased, once again providing scope for *‘round-tripping’,
i.e., gaining access to foreign exchange at the low official
price and selling at the high parallel rate.

Uncertainty regarding the exchange rate market, and
economic policy in general, heightened during the second
half of 1993 owing to political turmoil. The Government
annulled the presidential elections of June 1993 and installed
an interim Government in August which was ousted in
November. Moreover, foreign exchange shortages mounted,
owing partly to the decline in the oil price. The
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BOX 11.3.

Difficult adjustment to external shocks in the franc zone'

Economic performance in the CFA franc zone

compared relatively favourably with other Afri-
can countries until the mid-1980s. Since then,
the franc zone endured a number of external
shocks that worsened economic performance
markedly. After several years of unsuccessful
adjustment, it became increasingly apparent
that the centre-piece of the franc zone—the
fixed exchange rate against the French franc—
was seriously impeding the adjustment effort.
Speculation about the devaluation, capital flight
and paralysis in economic decisions that such
speculation engendered, ultimately made
devaluation inevitable.

On 11 January 1994, an agreement was
reached between the 14 African member coun-
tries and France to devalue the zone's curren-
cies, which had been kept at the same nominal
exchange rate-50 CFA francs to one French
franc (1-1.)--since 1948. The new exchange
rate is 100 CFA francs to one FF, or a nominal
devaluation of 50 per cent, except for the Co-
morian franc, devaluation of which was limited
to 33 per cent.

Economic reasons for devaluation

Since the mid-1980s, GDP growth in the
CFA countries has been in general low or nega-
tive and investment ratios have been falling.
Except in Gabon, current account deficits be-
came chronic. The current account (before offi-
cial transfers) deteriorated in particular in
Cameroon and Cote d'lvoire from a positive
balance in 1985 to a deficit of 8 and 14 per cent
of GDP, respectively, in 1992. The average defi-
cit of the franc zone was about 12 per cent in
1992 but varied from a 28 per cent deficit in
Chad to a 1 per cent surplus in Gabon. External
debt ratios were large and increasing and, more
recently, some of the members were accumulat-
ing debt arrears.

Several exogenous developments have led
to this situation. For several countries in the CFA
franc zone, most of whom are dependent on
commaodity exports, the terms of trade have
declined since the late 1970s, but since the midi
980s the fall has become more pronounced (see
also chap. HI). At the same time, many of these
countries were losing competitiveness owing to
the appreciation of the French franc against the
United States dollar since 1985. The

situation worsened when neighbouring non-
member countries, e.g., Ghana and Nigeria,
sharply devalued their currencies. The real ef-
fective exchange rate—the nominal exchange
rate corrected for trade patterns and inflation
differences with its trading partners—became
overvalued in the CFA countries, though in dif
ferent degrees. Smuggling into the CFA franc
zone, particularly from Ghana and Nigeria, fu-
elled by their devaluations, was an additional
problem for the economies of the franc zone,
reducing customs revenues and demand for do-
mestic goods.

To alleviate the impact of external shocks
such as these and restore macroeconomic bal-
ances, depreciating the real effective exchange
rate is often called for. With nominal parity
fixed, countries could only rely on fiscal, mone-
tary and wage policies to reduce prices and
wages relative to their trading partners and
bring about a lower real effective exchange
rate. Export subsidies and import taxes are an-
other way of changing price incentives in favour
of exports. However, they run against budget
constraints and distort trade. Fiscal and
monetary policy, restricting demand and reduc-
ing inflation below the rate of its competitors,
has had some effect in reducing the real effec-
tive exchange rate. Inflation rates were low and
even turned negative in some countries, since
about 1987. But there are limits to tightening
fiscal and monetary policy. Indeed, the price, in
terms of low output growth, has been high.
Wage policy has also been difficult as attempts
to cut nominal wages, often in the face of accu-
mulating salary arrears, have set off waves of
protests.

Speculation about a devaluation of the
CFA franc fuelled capital flight over the past
couple of years, affecting investment nega-
tively. According to some estimates, total
capital flight from the CFA countries was
equivalent to over $800 million during the first
half of 1993, amounting to about 4 per cent of
the region's GDP. In August 1993, to stem capi-
tal flight, convertibility of the CFA franc was
suspended outside the CFA zones.

In the end, devaluation became unavoid-
able as the French Government made clear to
franc zone Governments, in September 1993,
that it would no longer cover their current ac-
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count and budget deficits, or debt-service obli-
gations, and that other sources of finance had
to be sought, which could only be expected if
an agreement was reached with IMF that fa-
voured a devaluation of the CFA franc.b

hrunediate effects

In the short run, the devaluation is not likely
to have a major impact on exports. It im-
mediately increases the remuneration of export-
ers, but the shift in production from non-
tradables to tradables takes time. There is unused
capacity in industries and, in agriculture as well,
some abandoned perennial plants such as cocoa
and coffee could perhaps be recovered. Thus, a
limited degree of short-term response in
production is possible.e But foreign markets for
it are unlikely to expand immediately.

Furthermore, devaluation also makes im-
ported inputs more expensive. This is a disad-
vantage for the manufacturing and transport
sectors, which are particularly dependent on im-
ported capital goods and intermediate inputs.
Also, agriculture uses imported inputs. Their
importance can be measured by the imports of
intermediate agricultural inputs as a percentage
of agricultural exports, because the use of im-
ported inputs is often biased towards the export
sector. To judge from these measures (see table,
column 2), the use of imported inputs in agri

culture in the franc zone is not high.d

Devaluation makes imports more expen-
sive in domestic currency and is indeed meant
to contain demand through this mechanism.
But food and fuel comprise a relatively large
share in total imports of these countries (see ta-
ble, column 3). It is hard to compress such im-
ports, even with higher prices, and thus
devaluation translates immediately into an in-
crease in the cost of living.e Virtually all CFA
Governments reinstated price controls in the
wake of the devaluation but difficulties in the
implementation immediately surfaced. Tempo-
rary subsidization and tax and tariff rate reduc-
tions are alleviating but not eliminating the
impact on prices. Hence, inflation was acceler-
ating and demonstrations and strikes in
demand of wage increases were organized in
several countries in early 1994.

The impact of the devaluations and the
accompanying international support on the
fiscal budget of the African member countries
depends in part on the relative importance of
tariff revenues and foreign debt servicing (see
table, columns 4 and 5). Revenues will in-
crease, since the weight of taxes on foreign
trade in total government revenues is, in gen-
eral, high! On the other hand, some debt has
been cancelled, which will have a positive ef-

Selected factors determining the effects of a devaluation in the franc zone

Imported
Not-traded agricultural Food and fuel )
food' inputs’ imports™ Debt > Trade taxes"
Benin 45 4 30 19 53
Burkina Faso 34 10 40 8 23
Cameroon 30 10 17 7 14
Central African Republic 30 6 25 12
Chad 26 7 29 8 24
Comoros 46 1 14 61
Congo 45 39 20 25
COte d'lvoire 28 2 39 17 1l
Equatorial Guinea 0
Gabon 54 308 19 26 17
Mali 19 6 48 7 28
Niger 52 18 37 3
Senegal 10 13 43 17 42
Togo 38 15 30 6 33

Source: UN/DES1PA, based on FAO, UNCTAD, IMF and World Bank data.

a Not-traded food (millet, sorghum, bananas, plantains, pulses, and roots and tubers) as a percentage of
total agricultural production in 1992, at international dollars.

b Imports of agricultural intermediate inputs in 1991 as a percentage of agricultural exports.

¢ Food and fuel imports as a percentage of total merchandise imports (latest year available).

d Total debt-service payments on long-term, public and publicly guaranteed debt in 1992 as a percentage of
current govermment revenues (latest available data; for Benin, Central African Republic, Congo and the

Niger, data are more than 10 years old).

e Taxes on international trade and transaction.s as a percentage of total revenue (latest year available).
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feet (see chap. 1V). The impact on the budget
will also depend on how much and for how long
Governments will take compensatory measures
to cushion the effect of devaluation on the cost
of living. In the immediate post-devaluation
period, it seems that fear of social unrest is
predominating and, accordingly, compensatory
measures could absorb considerable budgetary
resources. Several countries, for instance,
announced civil service salary increases of the
order of 10 to 15 per cent.

Concerned about immediate social conse-
guences of devaluation, in particular increases in
the price of food and pharmaceutical imports,
and in order to alleviate the heavy deficits in their
balance of payments and restrictions on the
import side, Governments sought
complementary support for the new ar-
rangement. France cancelled ODA debt and ar-
rears (see chap. 1V for more details), is providing
finance in support of adjustment programmes
and continues to guarantee the convertibility of
the CFA franc. But the existing overdrafts of the
African countries in the operations account held
at the French Treasury are to be reduced.g
Moreover, IMF, mainly through the Enhanced
Structural Adjustment Facility, earmarked
about $1.6 billion, $550 million in 1994, and the
World Bank $1.5 hillion in support of
adjustment programmes.h

Longer-term effects on exports and growth

The hope is that devaluation, as part of ad-
justment programmes, will stem capital flight,
reduce balance of payments and budget deficits
and restore competiveness and growth. A num-
ber of qualifications are, however, necessary for
such a process to work.

In the longer term, in so far as the nominal
devaluation will translate into real devaluation,
itwill improve or restore the profitability of the
production of export goods, and this will have a
positive impact on growth) However, if the
production of traditional exports is stimulated as
aresult of increased producer prices, the effect
on international prices can be negative. Price
elasticities of the demand of traditional
agricultural commodities are in general inferior

to unity, so that a decline in prices brings about
an increase in volume but a decline in export
revenues. This is especially likely for cocoa,
where Cameroon and Cote d'lvoire together ac-
count for nearly 30 per cent of world exports...)

The degree to which nominal devaluation
will translate into devaluation of the real effec-
tive exchange rate (REER), of course, will not be
the same for all countries and all products,
because the degree of overvaluation of the
REER was different among the CFA members.
The intended long-term impact of devaluation
on exports will depend on the ability of the Gov-
ernments to keep a lid on inflation and on com-
plementary policies to raise competitiveness.

By itself, a large immediate impact on
GDP growth rates is unlikely, and can be ex-
pected only in the longer run. The aggregate
supply response to prices in agriculture be-
comes large only in the long run (as much as 10
to 20 years), and if public investments in in-
frastructure, technology and education are
made.k Moreover, a sizeable share of agricul-
tural production is for subsistence and is pro-
duced by farmers with little contact with
markets, owing to remoteness and inadequate
infrastructure (see table, column 1). Hence, the
REER will not affect a large share of agricul-
tural production in several countries. On the
other hand, because the prices of the not-traded
food crops are important determinants of
wages, and hence of the prices of tradables, ef-
forts to improve productivity and lower prices
of these non-traded crops are an important in-
strument to lower the REER."

CFA countries have not succeeded until now
in diversifying their economies. On the contrary,
concentration on a few export commodities
intensified during the 1980s.m Devaluation
should he seen as a necessary condition and an
opportunity to pursue, through non-price
reforms and provision of infrastructure,
research, extension and credit, diversification out
of traditional exports and into products with
higher value added and higher income and price
elasticities. Less distorted exchange rates also
allow a more efficient import substitution
strategy.

aThe monetary zone between France and its African partners includes 14 countries. Two different
regional currencies, both known as CFA franc, are pegged to the French franc. One is issued by the
Central Bank of West African States (Banque centrale des ems de I'Afrique de I'ouest) for seven
member countries of the West African Monetary Union: Benin, Burkina Faso, Cote d'lvoire, Mali,
Niger, Senegal and Togo. Six other countries have a second issuing authority, the Bank of Central
African States (Banque des etats de I'Afrique central): Cameroon, Central African Republic, Chad,
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Congo, Equatorial Guinea—a former Spanish colony which entered the franc zone in 1984—and
Gabon. Finally, the Comoros has its own central bank and its currency, the Comorian franc, also
pegged to the French franc. France guarantees the convertibility of the "satellite" currencies into
French francs, and keeps, for that purpose, an operations account at the French Treasury which
mediates between the central banks and centralizes the exchange reserves of the member
countries. The instrument to limit the use of large overdraft facilities is regulation of monetary
policy in the African member countries, through some warning thresholds that trigger restrictive
credit policies. As of 31 December 1993, only five franc zone countries had arrangements with IMF:
Benin, Burkina Faso, Comoros, Equatorial Guinea and Mali.

ECA has made an attempt to measure the impact on production and other variables with the help of
a simple econometric model. See Economic Commission for Africa, "Simulation -,dunamique des
effets macm-iconomiques de la devaluation du franc CFA" (E/ECArFRADF/94/5), February 1994. The
weight is high in Congo and especially Gabon, but these countries have virtually no agricultural
exports and oil determines 70 to 80 per cent of their export revenues.

Demand for rice, for example, is very price inelastic and is consumed particularly by the urban
poor. See Thomas Reardon, "Cereals demand in the Sahel and the potential impacts of regional
cereals protection”, World Development, vol. 21, No. 1 (January 1993), pp. 17-35.

In Gabon trade taxes provide a lower share of government revenues than that claimed by debt
servicing, but the Gabonese Government has large non-tax revenues from its oil sector.

The operations account at the French Treasury has deteriorated since the beginning of the 1980s and
has been negative since 1986. The overdrafts of the CFA countries in this account are a measure of
the cost to France of guaranteeing the convertibility of the CFA franc. They were, however, relatively
small compared to either total foreign reserves of France or other French support to the franc zone.
As at end of March 1994. IMF had approved loans for Il countries.

It will also improve net revenues from tourism, but these are not an important part of total

foreign exchange revenues of CFA countries.

Franc zone countries also comprise about 6 per cent of world coffee exports and nearly 5 per
cent of world cotton exports. Senegal's share in world exports of fish is 3 per cent. The Comoros
has a sizeable share of world vanilla exports. But for all other commodities, including petroleum
and metals, the share of the franc zone in world exports does not reach 2 per cent.

World Bank, Adjustment in Africa: Reforms, Results, and the Road Ahead (Oxford,

Oxford University Press, 1994), p. 148.

See Steven Kyle, "Pitfalls in the measurement of real exchange rate effects on agriculture",
World Development, vol. 20, No. 7 (July 1992), pp. 1009-1019; and Christopher L. Delgado,
"Why domestic food prices matter to growth strategy in semi-open west African agriculture”,
Journal of African Economies, vol. I, No. 3 (November 1992), pp. 446-471.

LINCTAD's export concentration index worsened in the 1980s in almost all CFA countries.

new Government announced in its budget in January 1994
that all foreign exchange earnings should now be sold to
the central bank at the fixed rate of 22 naira per United
States dollar, which was half of the then prevalent—now
illegal—parallel market rates. The central bank set up a
committee, with representatives from banking and indus-
try, which is allocating foreign exchange in pre-set propor-
tions to the different sectors.

Policy measures announced in the 1994 budget are
likely to be reversed once again because they prevent an
agreement with IMF. Such an agreement is a prerequisite
for debt rescheduling, which will be unavoidable owing to
rapidly increasing arrears. Moreover, without additional
measures to counter inflation, running at over 50 per cent,
gross overvaluation of the exchange rate will quickly result.

Compounding the political turmoil is the difficulty the
Government has in increasing the fuel price, i.e., lowering
the subsidy. A reduction of the fuel subsidies in Nigeria
will not only reduce the budget deficit, an estimated 15 per
cent of GDP in 1993, but will also lessen the incentive to
smuggle fuel from Nigeria to neighbouring countries and
reduce disruption in Nigeria and its neigh-

hours. But attempts to increase the fuel price ran
into stiff political resistance.

Other zigzagging regarding exchange rate market re-
forms occurred in 1993 in Angola, the Sudan and Zaire.
Malawi underwent a cycle similar to that of Kenya (aid
suspension, tightening foreign exchange regulation, politi-
cal reforms and, finally, aid resumption and economic
reforms).

Slow privatization

Privatization of state-owned enterprises has been one of the
most difficult areas of reform in Africa. Preparing
enterprises for privatization or their restructuring after the
sale frequently has negative effects on employment, exac-
erbating the poor employment situation of most African
countries and fuelling social unrest and political instability.
Consequently, many countries delayed privatization, took
time to prepare it, started with small and easier to privatize
firms to gain experience, and proceeded slowly to spread
the negative effects over time.

Sales of state-owned enterprises on a more extensive
scale have occurred in Benin, Cote d'lvoire, the Gambia,
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Ghana, Guinea, Guinea-Bissau, Madagascar, Mali, the
Niger, Nigeria, Senegal and Togo. During 1993, countries
such as Cote d'1voire, Egypt, Ghana, Morocco, Mozam-
bique, Sierra Leone, Tunisia and the United Republic of
Tanzania accelerated the privatization process, and other
countries, such as Burkina Faso, Cape Verde, Uganda
and Zambia, embarked on privatization programmes.
Egypt and Zambia saw their first major privatizations
during 1993.

Some of the difficulties that have been encountered in
privatizations in Africa arc unclear property rights,
deficient company accounts, poor financial and material
condition of the public enterprises, valuation problems,
how to deal with the company's debt, and the lack of
skilled professionals to design and implement a privatiza-
tion programme.

Privatization has also been hindered by the lack of
finance and entrepreneurship. There is also a danger that,
as private financial resources are used to transfer owner-
ship, less finance is available for new investment. This can
be compensated if the Government invests the proceeds,
instead of covering current expenditures. This is particu-
larly important in countries, such as Cote d'lvoire, Egypt,
Nigeria, Uganda and Zimbabwe, where public investment
is necessary to stimulate private investmento

Finance, skills and entrepreneurship constraints can he
alleviated by foreign investment, though a sale of public
enterprises to foreigners does not necessarily bring an
additional flow to the country, if it replaces investment that
would have otherwise occurred. In Cote d'lvoire, Ghana,
Guinea and Togo, foreigners have bought a sizeable num-
ber of the privatized enterprises. Privatization, accompa-
nied by regulatory reform, is revitalizing dormant stock
exchanges in a number of countries, e.g., Egypt, Ghana,
Kenya and, especially, Morocco. The repeal of sanctions
against South Africa also brought an increase of foreign
direct investment from South Africa to the rest of Africa, in
particular in mining.

Finally, privatization has been slow owing to resis-
tance by the Government, interest groups or political op-
position. The Government is often reluctant to give up
control over enterprises it regards as strategic. Countries
have excluded strategic enterprises from privatization al-
together or from extensive or majority foreign ownership.
Reluctance to privatize is sometimes due to ethnic,
regional or egalitarian considerations. The opposition or
the general public has been against privatization, for ex-
ample, because of non-transparent procedures or because
assets were sold at prices perceived as too low, creating
resentment and the impression of favouritism or a sell-out
to well-connected individuals. Influential groups have
feared loss of employment, income or control and there-
fore opposed privatization.

Privatization is mainly pursued to improve efficiency

and to reverse often negative net financial flows from the
government budget to the public enterprises. The limited
experience with privatization in Africa precludes definite
conclusions about its effects. However, in so far as the
revenue-raising objective of privatization is concerned,
owing to the poor state of some government-owned enter-
prises, revenues from sales have often been marginal and
might not have covered redundancy payments (quite large
in Ghana. Guinea and Togo) and government expenditures
made to rehabilitate the company before the sale.* Transfer
of ownership has not always meant an end to subsidies,
tariff or tax benefits from the Government, e.g., in Guinea,
Togo and Zaire. If liabilities are taken over by the Govern-
ment, debt service, combined with foregone tax and tariff
revenues, can be larger than the net transfers the Govern-
ment was paying to the companies.

The potential efficiency gains of privatization can also
be exaggerated.” In practice, efficiency gains have been
limited in many cases by concessions regarding subsidies,
taxes, tariffs, protection and monopoly made to buyers
and by political interference. Transfer of ownership in
itself does not necessarily lead to increased efficiency, for
example, if a public monopoly is just converted into a
private one. Moreover, efficiency is difficult to measure
and flawed proxies, such as profitability or the net transfer
from the Government, have often been used. Indeed, if
externalities are involved, public ownership, or regulation,
control and subsidization by the Government, may be
appropriate.”’

These arguments and ambiguous results do not deny
that performance of public enterprises must be improved
upon. They imply, however, that organizational reform
measures, including the hardening of budget restraints and
general improvements in the competitive business envi-
ronment, can have a larger effect on public sector perform-
ance than change of ownership alone.”®

MEDITERRANEAN: WAR ECONOMY

Since the violent breakup of former Yugoslavia and with
the continuation of war in Bosnia, it has been difficult to
make any overall assessment of this area. The negative
growth numbers for the region are the results of the war
devastation in the area. The largest economy in the Medi-
terranean, 'Rickey, accelerated to over 7 per cent in 1993
(see table 11.6), while the small economies of Cyprus and
Malta had relatively strong growth.

Turkey's growth strategy since the mid-1980s has
proved successful largely owing to rapid liberalization and
modernization of the economy. GDP grew by 7.3 per cent
in 1993, up from 6 per cent in 1992. High GDP growth
stemmed from high levels of private consumption and
fixed investment, which increased by 14 and 12 per cent,
respectively. Services and industrial production expanded
by about 8 per cent, while agricultural output stagnated.
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Private consumption was fuelled by generous wage in-
creases, especially in the public sector, and a boom in
consumer credit. Private sector investment was responding
to the buoyant domestic demand as well as upgrading
production facilities to prepare for the impending full
customs union with the European Union in 1993.
Imbalances were, however, rapidly developing in the
economy. In 1993, the Government increasingly resorted
to borrowing from the international bond markets and to
short-term central bank advances to finance the fiscal
deficit, which reached 16 per cent of GDP in 1993. The
need remains for the Government to carry out its own
policy of increasing government revenues through tax
reform. Privatization of state-owned enterprises will not
only bring in revenues from sales but will also stem sub-
sidies. State-owned enterprises incurred losses
equivalent to a quarter of public sector borrowing
requirements. However, in 1993, out of a target figure of
$1.2 billion, only $509 million of revenue from privatization
was realized. The target for 1994 is double the 1993 target,
increasing to $10 billion by 1998. Until now, only minority
stakes in private sector companies have been sold.
Privatization of the major loss-making public companies
in the energy, railways, coal and steel sectors has proved
politically difficult, given the fact that they employ over
one third of the Turkish labour force outside of
agriculture. The high rates of consumption and
investment led to a steep increase in imports and a rapid
deterioration in the current account deficit which jumped
to an estimated $5 billion, from $1 billion in 1992. External
debt rose sharply to $64 billion, from $54 billion in 1992.

A 70 per cent annual inflation had turned the high
nominal short-term interests on lira deposits negative in
real terms and an overvalued exchange rate had made
dollar deposit accounts attractive. This combination cre-
ated a run on the lira, triggered by the downgrading of
Turkey's international credit rating in January 1994. The
lira was devalued officially for the first time in 14 years
and had lost 50 per cent of its value by mid-April.

Foreign direct investment, which could Afill
important resource gaps in Turkey, has yet to pick up
compared to other industrializing countries. In spite of a
liberal regime since 1980, only about $4 billion has
flowed in, $2.5 billion of it since 1988.

Economic decline continued in the successor States of
former Yugoslavia. War has ravaged the economy of Boshia
and Herzegovina. The United Nationsimposed trade
embargo against Yugoslavia (Serbia and Montenegro) has
virtually cut off that economy from the outside world since
May 1992 GDP in 1993 was probably less than half of its
1991 level. Output also declined in Croatia, Slovenia and the
former Yugoslav Republic of Macedonia, although not as
sharply. As has been the case in every year since 1990,
industrial output declined even more strongly than

GDP in all the successor States. Trade among the successor
States of former Yugoslavia has continued to contract.

Unemployment is high, ranging from 15 per cent in
Slovenia to 25 per cent in Yugoslavia, Serbia and Mon-
tenegro. Unrestricted money supply has triggered an ex-
plosive inflation in Yugoslavia. Serbia and Montenegro
and Croatia. By the end of the year, however, Croatia was
succeeding in its new attempt at stabilization.

WEST ASIA: RECOVERY SLIPS

After a strong recovery in 1992, economic growth in West
Asia slowed in 1993 to about 3.3 per cent, owing largely to
a steep fall in oil revenues, leading to contractionary fiscal
policies and a weak performance of the agricultural sector.
GDP expanded in all countries except Yemen. Growth in
the region was largely attributable to the marked increase
in oil production in Kuwait and the expansion of the
infrastructural and industrial base in several countries.
Growth rates fell sharply in the largest economies of the
region, the Islamic Republic of Iran and Saudi Arabia.
Although most countries of the region have recovered
from the effects of the Gulf crisis, sequels of the conflict
remain. The sharp fall in worker's remittance in the after-
math of the crisis, combined with reduced trade flows and
the disruption of grants and soft loans from the rich coun-
tries of the region, continue to depress domestic economic
activities in the less developed countries. Other trammels
to economic and social development that persist from the
Gulf crisis include strained relations between some coun-
tries and the diversion of resources from development to
security and defence>

Inflation continues to pose serious difficulties for a
number of countries, in particular Irag, the Islamic Repub-
lic of Iran, the Syrian Arab Republic and Yemen. In Iraq,
inflation reached about 400 per cent.

Qil prices reached a five-year low, sharply increasing
the strain on the external account of the oil-exporting
countries. The value of oil exports fell by some $10 billion
or about 13 per cent. The current account of the region
thus remained in deficit for the third consecutive year and
the modest improvement in 1993 was mainly the result of
further cuts in imports. The overall improvement was due
mainly to narrowing of the current accounts of the Islamic
Republic of Iran, Kuwait and Saudi Arabia.

In Saudi Arabia, the current account deficit narrowed
from its high level of $19 billion in 1992 to about $15 billion
in 1993. The trade balance remained strongly positive,
although its surplus shrunk below the 1992 level. In 1993,
export revenues fell to just under $40 billion because of a
13 per cent decline in oil prices. Imports also declined
below $29 billion, from $30 billion in 1992.

In Iraq, still under United Nations trade sanctions, a
small volume of trade, involving very limited export of oil
and meagre imports of other goods from neighbouring
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countries, could support economic activity at a very low
level. Because of the economic problems facing the coun-
try, Iraq has had to pay for much of its food imports mainly
in gold. However, rising consumer prices have aggravated
the hardship of most of the people.

In other oil-exporting countries, notably the Islamic
Republic of Iran, the current account deficit was reduced
mainly owing to import restrictions. An estimated $2.5 bil-
lion in private transfer payments has also contributed to
the more favourable current account performance in the
Islamic Republic of Iran. The trade surplus that the Syrian
Arab Republic has experienced since 1988 may have dis-
appeared in 1993 after falling sharply in 1992. The drop in
exports, which began in 1990, was caused by the loss of
the Syrian Arab Republic's traditional non-oil export mar-
kets in eastern Europe and the former Soviet Union.

While these and other challenges may continue to
hinder economic integration and cooperation for some
time, the cessation of hostilities in Lebanon and hopes
for peace in the Middle East following the peace accord
between Israel and the Palestine Liberation Organization
(PLO) are bringing about new attitudes and perceptions
towards future economic cooperation in the region.

The fall in oil prices and policy changes

Lower oil revenues put further strain on the budget deficits
of some oil-exporting countries. In the six countries of the
Gulf Cooperation Council (0CC),”" il revenues still ac-
count for more than 80 per cent of government revenues.
Some of these Governments succeeded in dealing with the
financial consequences of the slump in oil prices by quick
cuts in spending. These include cuts in some public serv-
ices and government transfers, reduction of imports and
rescheduling of projects.

A number of countries plan to cut spending in 1994
and restructure some of their debt. Saudi Arabia, in par-
ticular, has reduced its budget for 1994 by 20 per cent, and
negotiated a plan to restructure $10 billion in payments it
owes United States defence firms. Oman has also reported
cutting its budget by 10 per cent and Kuwait and Qatar
have signalled the need for big cuts in government spend-
ing. Meanwhile, major European creditors have agreed to
reschedule debt payments of the Islamic Republic of Iran.

In recent years, there has been a broad consensus in
most countries of West Asia on the need to diversify their
economies and introduce economic reforms. These reforms
involve less reliance on oil, changes in the fiscal and
monetary policies, removal of state subsidies, attraction of
foreign investment, and privatization and deregulation of
state-owned companies. In an attempt to reduce the budget
deficit, many of the oil-exporting countries are considering
tax reform. In the Islamic Republic of Iran and in Kuwait,
for instance, reduction of government subsidies and priva-
tization of state assets arc being discussed. Privatization

and deregulation are gaining momentum not only in Jor-
dan, where structural adjustment programmes have been
supported by the World Bank and IMF, but also in other
countries of the Gulf Cooperation Council, as well as in
the Syrian Arab Republic and Yemen.

In the GCC countries, the scope of privatization is
expected to expand in the next few years in most sectors
of the economy. Efforts aimed at diversification and priva-
tization include the transfer to private business of parts of
the publicly owned companies, including those in the
downstream sector of the oil industry. In Kuwait, the
Government is studying a plan to sell off 62 state enter-
prises over the next five years, valued at $2.7 billion, and
to privatize services that it now subsidizes or provides free
of charge.

Reconstruction in Kuwait

Three years after the end of the Persian Gulf war, Kuwait's
reconstruction and rehabilitation are nearly complete. Its oil
industry has almost been restored to its pre-invasion level
and production capacity is to increase above 3 million
barrels per day. The Kuwait Investment Authority (K1A),
responsible for the country’s foreign investment portfolio, is
also gradually rebuilding its credibility following allegations
of mismanagement of some of its foreign holdings. Thanks
to a near doubling of its oil production in 1993, Kuwait is
the only country of the region where oil revenues increased
in 1993 despite the sharp fall in oil prices. This has led to a
current account surplus for the first time since 1990 and a
reduction in the budget deficit, which had been growing in
the past few years as a result of the Gulf war and later
owing to reconstruction. The budget deficit of the past few
years had been aggravated by a drop in earnings from its
foreign asset holdings, which, before the war, had helped to
balance the budget. These assets, which had been estimated
at about $100 hillion before the war, were reduced to under
$40 billion to finance war efforts. The accumulated budget
deficit in 1991-1992 was equivalent to the accumulated
surplus of the previous five years, estimated at some $27
billion.

SOUTH AND EAST ASIA:
KEEPING UP THE HIGH PACE

South and East Asia was able to maintain GDP growth of
over 5 per cent (see table 11.6). Economic performance
varied greatly, with growth rates ranging from 1.7 per cent
in the Philippines to 8 per cent or above in Malaysia,
Singapore, Thailand and Viet Nam. Substantial progress
was made in stabilization in the Republic of Korea, and
reform in India and Viet Nam.

The economies of the second-generation NIEs, as well
as of Singapore and Viet Nam, grew most rapidly—in the
range of 6.5 to nearly 10 per cent—and some countries
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also improved their growth performance somewhat on the
high rates of 1992, benefiting from strong exports, mone-
tary easing and large inflows of portfolio investment.
Foreign direct investment declined in all three second-gen-
eration NIEs, as funds were diverted to other Asian econo-
mies (China and Viet Nam) with lower production costs
and greater domestic market potential. But, in Thailand, a
substantial increase in government investment compen-
sated for the decline in FDI and, combined with a rapid
recovery in private domestic investment, contributed to
generate growth of 8 per cent. Rapid growth in Malaysia (8
per cent) was primarily export-driven as domestic private
investment remained weak. In Indonesia, too, the economic
expansion (6.5 per cent) was supported by external demand
in addition to strong government investment, while
recovery in domestic private investment and consumption
from the effects of tight monetary policy in 1990-1991
remained weak. Growth in Singapore surged to 9.9 per
cent owing to a combination of strong exports and private
investment and a substantial increase in consumption, in
response to the sharp appreciation of financial and real
assets. The continued expansion in Viet Nam was broad-
based, with record agricultural output and strength in the
industrial and service sectors.

Except for Singapore, the NIEs registered rates of
growth of about 6 per cent. The Republic of Korea had
been emerging from a period of stabilization and achieved
a GDP growth rate of 5.5 per cent, compared with 4.7 per
cent in 1992, Exports, benefiting from increased
competitiveness with Japanese exports in Asian markets as
the yen appreciated substantially, increased at a moderate
rate, offsetting the effect of subdued investment and gov-
ernment expenditure. Hong Kong and Taiwan Province of
China maintained growth at near 6 per cent, as they con-
tinued to adjust to the shifting of manufacturing invest-
ment offshore. In Taiwan Province of China, the impact of
weak exports to the developed economies was offset by
substantial government investment and a moderate in-
crease in consumption and private investment. Hong
Kong's growth was supported by strong and growing trade
links with China, a financial and real estate boom and
substantial investment in infrastructure.

The recovery in India slowed to 3.8 per cent in 1993, as
a result of weak growth in agriculture and sluggish
industrial production early in the year. Growth also slowed
in Pakistan (3.5 per cent), as the agricultural sector suffered
from serious damage to all major crops from blight and
drought and this, in turn, led to a slow-down in the
important yarn and textile industries because of a shortage
of cotton. Economic expansion in Bangladesh maintained a
moderate pace at 4.5 per cent, on the continued strength of
the manufacturing sector and a slight improvement in
growth of the agricultural sector. Growth accelerated in Sri
Lanka (6.7 per cent), as agriculture rebounded from the

drought of the previous year and growth in all other sectors
was strong. The Philippine economy registered modest
growth of 1.7 per cent after two years of stagnation, as the
bottleneck created by the power crisis began to ease.

Weakened link to developed economy growth

A remarkable feature of the economic trends in South and
East Asia in recent years has been their continued strong
economic growth in the face of economic stagnation in the
developed economies, which contrasts with the situation in
the early 1980s when growth in the two groups slowed in
tandem. A combination of factors appears to have con-
tributed to the weakening of the linkage.

First, in the early 1980s, the major transmission
mechanism of economic conditions from developed
economies to Asia was international trade, as the devel-
oped economies received the bulk of the exports of the
region. Since the 1980s, however, their intraregional trade
has been growing faster than total trade (see chap. IlI),
and its strength in the 1990s more than compensated for
the weaker exports of South and East Asia to developed
economies. Secondly, the weight (17 to 26 per cent) of non-
oil commodities in the exports of the second-generation
NIEs in the early 1980s, which made their export revenues
vulnerable to the sharp price decline that occurred, has
been drastically reduced (to 3 to 8 per cent). The concen-
tration in manufactured goods has risen correspondingly
to high levels (49 to 62 per cent), allowing these economies
to benefit from the relative strength in world manu-
facturing exports. Thirdly, inflow of external capital and
strong increases in domestic sources of demand contrib-
uted to the strength of the NIEs and the second-generation
NIEs.

The sustained strength in regional exports in 1993 was
attributable to two trends. One has been the changing
comparative advantage within the region and the resultant
relocation of more labour-intensive production from Japan
and the NIEs to the second-generation NIEs and China.*
The growth of ""offshore™ manufacturing in the region has
led to increased trade in capital goods and intermediate
goods and components between these economies.

The second major and related trend is the rising share of
manufactured goods in total exports and increasing
specialization within manufactures in electronic compo-
nents, personal computers and peripherals and telecommu-
nications equipment (in Singapore, Malaysia, Taiwan
Province of China and to a lesser extent, Thailand and
Indonesia) and capital goods (Republic of Korea and Tai-
wan Province of China). For example, output of the elec-
tronics industry as a proportion of manufacturing
production in Singapore has grown to 40 per cent by 1993.
The annual output of computers and related hardware of
Taiwan Province of China is now almost $10 billion, placing
it fourth in the world, after Japan, the United States and
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Figure 11.7

GDP growth of developed countries and developing Asia, 1980-1993
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Source: UN/DESIPA, based on national and international data.

Germany. Behind this trend has been the increasing out-
sourcing of assembly and production of labour-intensive
components first from the developed economies to the
NIEs and since the late 1980s, to the second-generation
NIEs and China from the developed economies and the
NIEs.” The NIEs have also rapidly developed domestic
industries in this sector. Consequently, these new produc-
ers benefited from the sustained growth in global demand
for electronic equipment. The demand for these products,
especially computer hardware and components, remained
strong despite the slow-down in world trade as a whole.

The substantial appreciation of the yen in recent years
was an important incentive for offshore production by
Japanese firms in electronic machinery and equipment as
well as consumer electronics and automobile parts, both
for exports and imports to the home market. As the yen
appreciated sharply last year, further investments in new
lines of production are being planned in the second-gen-
eration NIEs, Singapore, Hong Kon%‘land China for the
outsourcing of additional components™ in order to control
cost. Offshore production and trade compensate to varying
degrees for the adverse effect of recession in Japan on the
exports of some economies in the region.”

With its pursuit of a strategy of high growth and
expanding economic linkages in the region beyond Hong
Kong, China has become a growth centre in the region.
The rapidly growing demand in China for imports of
capital goods, manufactured inputs and consumer durables
has been an important impetus in the growth of exports to
China from these economies.® Direct investment in the

country from the Republic of Korea, Hong Kong, Taiwan
Province of China and Singapore surged in 1993, generat-
ing strong exports of capital goods and inputs from these
economies to China. The rapidly expanding second-gen-
eration NIESs also generated a high growth in demand for
exports of the old NIEs, particularly of Singapore.

Other sources of growth in South and East Asia, such
as domestically generated demand from government in-
vestment, easing of monetary policy and large inflow of
capital, have also been strong. These have been able to
offset or reinforce the impact of export performance on
overall economic growth. For example, weak export
growth of about 4 per cent in Taiwan Province of China
was offset by increased government investment in infra-
structure and lower interest rates, which strengthened pri-
vate investment and consumption to maintain a GDP
growth of over 6 per cent.

The large inflow of portfolio investment in the NIES
and second-generation NIEs in 1993 had a significant
stimulative effect. While low international interest rates
made returns in these economies more attractive to foreign
capital, developments within these economies created ad-
ditional incentives. Buoyant domestic demand and con-
tinuing decontrol and privatization in infrastructure (e.g.,
utilities and telecommunications) and in financial sectors
attracted capital into regional stock markets. Capital also
flowed into debt and local money market instruments.
Where banking reforms have made significant progress, as
in Thailand, domestic enterprises have access to credit
from offshore funds at lower rates and foreign bank funds
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are being tapped by local banks as a source of credit.

One direct effect of the capital inflow was the boom in
the financial industry. A more troublesome effect for many
of these economies has been the stimulus to money supply
growth and the upward pressure on their exchange rate. As
these economies (except Singapore) were reluctant to allow
substantial appreciation of their currencies for fear of
declining competitiveness and as many lacked the in-
struments to absorb the increased liquidity in the system,
money supply grew more rapidly than desired. Although
monetary easing was already prevailing in 1993, the addi-
tional stimulative effect on consumption and/or investment
has led some Governments to tighten their monetary
policies since the beginning of this year. In addition, in some
cases (Malaysia, Republic of Korea and Taiwan Province of
China), measures have been taken since the beginning of
1994 to stern the inflow of funds.

Large-scale investment in infrastructure was another
source of economic growth in the region (in Hong Kong,
Singapore, Taiwan Province of China, Indonesia, Thailand
and Malaysia) in 1993 and is expected to continue for the
rest of the decade.”” Investment in this sector to alleviate
bottlenecks is receiving priority, as it has lagged behind the
increasing demands generated by rapid economic develop-
ment in the past decade. With the continuing trend in
privatization in this sector, the scope for investment financ-
ing has been widened to include foreign and domestic
private investors.

Impetus from continuing reform and
structural adjustment

Major reform and liberalization measures continue to he
implemented in India. Government control of domestic
markets was greatly reduced through various changes,
including the reduction of the number of industries re-
served for the public sector from 17 to 6, the abolition of
monopoly control laws and the greatly relaxed industry
licensing policy. Excise taxes were reduced on a range of
goods to boost consumption. The exchange rate was de-
controlled and unified and the currency was made convert-
ible in the trade account, resulting in a depreciation of
approximately 20 per cent. Import licensing and quotas for
most capital goods and raw materials were abolished and
tariffs were reduced to facilitate imports, particularly of
capital goods and other inputs crucial to the development
of industry.

Important steps were taken to attract FDI by drasti-
cally simplifying approval of projects and providing ac-
cess to the vast domestic market. Foreign investment is
now permitted in a large number of major industries,
including raw materials, energy, telecommunications and
consumer goods. The easing of restrictions on foreign
portfolio investment and the freeing of domestic compa-
nies to raise funds overseas have greatly invigorated the

financial sector. The result has been an influx of capital
into the economy in 1993; an estimated $1.5 billion in
direct investment and $3.5 billion into the stock market
and bonds and shares issued overseas.”

Nevertheless, the Indian economic recovery in 1993
slowed to 3.8 per cent. Industry recovered only slowly
from the political disturbances early in the year, in spite
of substantial easing of monetary policy with successive
cuts in interest rate and a reduction of bank reserve re-
quirements. The strongest performance was in exports
which grew 20 per cent, benefiting from currency depre-
ciation and trade liberalization. Basic industries per-
formed better than average, with the steel industry
boosted by strong exports. The cut in excise tax helped to
bolster output of the automotive industry. Strong exports
of garments, jewellery and computer software helped
growth in these industries.

The large inflow of capital increased money supply,
the growth of which was exacerbated by the larger than
planned budget deficit (over 7 per cent of GDP). Inflation
rose to just over 8 per cent at the beginning of 1994 after a
low of 7 per cent in mid-1993.

The 1994/95 budget is aimed at stimulating growth by
fostering private investment and consumption and promot-
ing international trade and FD1. It places less emphasis than
in previous budgets on restraining government expenditure
and on reduction of major price subsidies. The
improvement in the external account and substantial rise in
foreign exchange reserves to nearly 10 billion by yearend
1993 is providing more flexibility to stimulate the economy.
Cuts in still high corporate and income taxes and additional
liberalization indicate a continuation of recent policies, but
more radical reforms, such as elimination of worker
redundancies in public enterprises and elimination of the
ban on imports of consumer goods, have not been
attempted, owing to concerns about a too rapid rise in
unemployment. Interest rates are to be lowered to stimulate
sluggish investment. Import tariffs are to be reduced further
to lower the cost of imported intermediate goods and raw
materials. Convertibility is to be extended to all current
account transactions. Financial sector reform will intensify
with the restructuring of the banking industry, the beginning
of privatization of banks, liberalization of the insurance
industry and strengthening of the regulation and safeguards
of the stock market.

Among the other countries where reform and structural
adjustment continued in 1993 was Viet Nam. A high rate of
economic growth of 8 per cent was sustained while
inflation was reduced drastically to some 5 per cent from
17.5 per cent in 1992. Growth was broadly based. Agricul-
tural and industrial sectors grew strongly and construction
surged. While domestic demand was an important source of
industrial growth, strong exports bolstered the textiles and
clothing, processed foods and oil industries.
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Monetary expansion moderated in 1993 with slower
growth in credit. There was also a slow-down in credit to
state enterprises and an increase in loans to the non-state
sector, as non-state banks raised their share of credit exten-
sion significantly. Although nominal interest rates were
lowered, real interest rates remained very high. In addition
to these factors which reduced inflation, the growth of
imports also contributed to the much improved price sta-
bility. A substantial increase in the import of low-priced
manufactured goods from China and the appreciation of
the currency translated into a slight decline in the domestic
price of industrial goods in 1993.

Exports increased by 15 per cent, benefiting from the
liberalization of exports and the opening of new markets,
such as garment exports to the European Community. The
substantial increase in manufactured exports has also di-
versified the composition of exports from a concentration in
oil and rice. More favourable terms for investments,
economic reform and the expectation of large inflows of
multilateral aid for infrastructure projects have attracted
growing FDI which doubled to $700 million, particularly
from Asian economies (Japan, Taiwan Province of China,
Singapore, Hong Kong, Malaysia and Australia) and
France.

CHINA: MANAGING AN
OVER-HEATED ECONOMY

The Chinese economy grew by 13.4 per cent in 1993, the
second year of double-digit growth. However, inflation
also increased. At about 13 per cent, measured in retail
prices, inflation was more than double the rate of 1992.
The cost-of-living index rose at a slightly higher rate.
Other signs of economic over-heating were also visible:
fixed investment increased by over 50 per cent in nominal
terms (22 per cent in real terms), and merchandise trade

Table 11.7.

China: selected economic indicators, 1991-1994
(Annual percentage change')

balance swung from surplus into the first deficit since
1989 (see table 11.7).

As in the past few years, GDP growth in 1993 was
accounted for mostly by the industrial sector, which was
in turn propelled by the growth of non-state enterprises.”
Total industrial output rose by 21 per cent during the year
while that of state-owned enterprises increased 6.4 per
cent during the same period, implying much higher
growth of collective, private and foreign enterprises. On
the other hand, the agricultural sector, where most of the
population is still located, experienced about 4 per cent of
growth, with the output of grains estimated to have in-
creased by 3 per cent over 1992.

Despite the size and growth of the external sector, the
domestic dynamism remains paramount. Although total
export value as a percentage of GDP has more than tripled
since 1978, the ratio was still only about 17 per cent in 1993.
Moreover, the 8 per cent export growth in 1993 lagged
behind that of total GDP (see chap. IlI). Similarly, fixed
investment was also mostly financed by domestic
resources. Total inflow of foreign capital, at $36.8 billion
and about double the 1992 level of $18.8 billion, was
equivalent to roughly 18 per cent of total fixed investment.
Disbursed foreign direct investment, at $26 billion,
amounted to about 13 per cent of total investment.

The strong economic growth in 1993 was supported by
both consumer spending and investment. Real personal
income rose by 10 per cent in urban areas and by 3 per cent
in rural areas. Retail sales increased by 11.6 per cent in real
terms. A surge of speculation in real estate, including some
purchases in newly created regional economic development
zones, further fuelled the economic boom. Money supply
grew at a rate of about 30 per cent, feeding inflation during
the first half of 1993. Buoyant domestic demand for
consumer goods induced the diversion of some exports to

1991 1992 1993" 1994°
Gross domestic product 8.0 13.2 13.4 10
Industrial output 14.5 20.8 21.1 19
Agricultural output 3.7 3.0 4.0 4
Gross fixed investment 23.8 37.6 50.6 313
Value of retail sales 13.4 15.7 24.6 20
Retail price index 2.9 5.3 13.0 13
Total exports (dollar value) 15.0 14.3 8.0 14
Total imports (dollar value) 19.1 22.0 29.0 12

&nitre: State Statistical Bureau of China.

a Output in real terms, all others are in nominal terms.
b Preliminary
¢ Forecast based on project LINK.
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the domestic market, slowing down export growth. The
investment boom worsened infrastructure bottlenecks, es-
pecially in transport, and a rapid increase in demand for
energy combined with insufficent output growth was
pushing China toward the position of a net importer of oil.
Building material prices soared.

Faced with an economic boom that threatened to get
out of control, macroeconomic policy focused on cooling
down the economy without causing a crash landing of the
type experienced during the boom-bust cycle of 19881990.
The Government instituted a stabilization programme
employing both indirect and more traditional administrative
measures. However, the lack of a well-functioning taxation
system and fiscal deficits financed mostly by borrowing
from the People's Bank of China rendered monetary policy
the only feasible macroeconomic policy option. To attract
more money into banks and to discourage enterprise
borrowing, interest rates were raised in May and again in
July, amounting to a total increase of 3.9 percentage points
on bank deposits and 2.2 percentage points on loans.
However, real interest rates remain low or negative. The
Government also instructed hanks to call back loans for
mostly speculative investments totalling about 90 billion
yuan. Shortly afterwards, the central Government ordered
regional governments to close down more than 1,000
special economic development zones that had been set up at
the local levels without central approval to attract
investment. These measures produced some results. The
monthly rate of inflation in 35 major cities slowed down
from the peak of 23.3 per cent in July to 20.7 per cent by
September; industrial output growth decelerated from 30
per cent in June to 19 per cent by September; fixed
investment was reported to have fallen by over 10 per cent
between July and August; but only about one third of
targeted loans were called back even after the mid-August
deadline was extended by one month.

The credit squeeze set off a chain reaction of bad debt
and scarcity of working capital, especially among industrial
enterprises, a recurring problem in periods of economic
stabilization. As the tightening of credits caused the real
estate bubble to burst, companies were caught with
properties they could not sell. In order to cover their soured
real estate deals firms started cutting into their working
capital to pay back loans, causing a shortage of working
capital which touched off another episode of had debt
among enterprises. Local authorities also found it difficult to
pay cash for official purchases of farm products and there
were already scattered peasant protests against the use of
credit slips promising later payment for their output.

In the wake of the partial success in economic stabili

zation, the difficulties generated by credit-tightening and
the reaffirmation of a policy in favour of growth and
reform at the Third Plenum of the Fourteenth Central
Committee of the Communist Party, held in November,
eventually prompted a virtual suspension of the stabiliza-
tion programme by the end of 1993.

In addition to the above-mentioned macroeconomic
forces, price reforms undertaken during the year also con-
tributed to the high rate of inflation in 1993. The Govern-
ment had freed the prices of grain, cooking oil and some
services, together with some producer goods. which indi-
rectly contributed to higher consumer prices during the
year.

This latest bout of economic over-heating brings again
to the forefront the necd for effective macroeconomic
control in an increasingly decentralized economy and the
need for further reform of the fiscal and financial systems
and state enterprises. The lack of an adequate tax structure
and expenditures that are difficult to reduce rule out fiscal
measures as a means to influence the economy. The exist-
ing banking sector in China has also shown its inadequacy
regarding implementation of monetary policy. The Gov-
ernment has started implementing plans to introduce a new
tax system and to reform the banking sector. The People's
Bank of China is to become a central bank in its autonomy
and responsibility for monetary policy. All other specialized
banks, whose lending is currently restricted to a particular
sector of the economy and sometimes have to make loans
dictated by government policy rather than by profitability,
will become genuine commercial banks while "policy
banks" will carry out lending in support of government
industrial policy. But acceleration of inflation in the first
months of 1994 is making it necessary to postpone some
reform measures for fear of excessive credit expansion in
the immediate short run as the new instruments for
monetary policy are not fully in place.

At this juncture, it is still not clear if the Chinese
economy can finally cool down in 1994 without stronger
administrative means. Even if GDP growth slows down in
later months, the year as a whole may still turn out another
double-digit performance with accelerating inflation. Ex-
ports will be helped by the devaluation of 1 January 1994,
but its impact on the trade balance will be offset by trade
liberalization measures already in place, including cuts in
tariffs and elimination or simplification of licences. Slower
growth will diminish demand for imports somewhat, while
the expected recovery in the world economy improves
export prospects, but these changes may not be enough to
curb the trade deficit.
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1 Austria. Belgium. Finland, France. Germany, Italy,
Portugal, Spain, Sweden and Switzerland.

2 For a brief description of the slide towards recession and the
macroeconomic policies of major developed market economies
at the time, see World Economic Survey, 1991 (United Nations
publication, Sales No. E.91.11.C.1), pp. 10-18.

3 The call for a structural orientation in employment policy,
albeit within a context of adequate and sustainable growth, was
clearly made by the Commission of the European Communities
in its recent "White Paper" (see Growth, Competitiveness, Em-
ployment: the Challenges and Ways Forward into the Twenty-
First Century (Bulletin of the European Communities,
Supplement 6/93)) and by the Council of Economic Advisors of
the President of the United States (see Economic Report of the
President (Washington, D.C., February 1994), chap. 3).

4 The reluctance of firms and households to borrow from banks
and the renewed activity in long-term capital markets rechan-
nelled credit flows outside depository institutions. This created
an atypical behaviour of broad monetary aggregates relative to
income and led the Federal Reserve to downgrade the monetary
aggregates as a reliable measure of financial conditions. It now
places more emphasis on a wider range of variables, including
real short-term interest rates, in setting monetary policy.

5 For a discussion of the causes and consequences of the 1980s
debt build-up in the United States and other developed market
economies, sec World Economic Survey, 1993 (United Nations
publication, Sales No. E.93.11.C.1), pp. 19-27.

6 The Japanese fiscal year runs from April to March of the
following year.

7 To the degree that aggregate expenditure would have been
even weaker if land prices—and thus wealth—were lower,
the land-purchase policy, of course, indirectly supported the
recovery effort.

8 Government of Japan. Ministry of Construction, January
1994.

9 FILP mobilizes resources through national pension funds, the
Postal Savings Fund and other channels and then allocates the
funds to the affiliated financial institutions, which make loans
at low interest rates.

10 The change of government at the end of April did not entail
any break in economic policy. As of the end of the month,
however, the delay in the adoption of the budget for fiscal year
1994 was an increasing concern.

11 Widening the bands had been the policy response to an
exchange rate crisis. That is, after the Bundesbank made only a
token reduction in interest rates on 29 July 1993, a Thursday, the
financial markets bet heavily that Germany's partners in the ERM
would not be able to maintain their own interest rates in the face
of recession, that they would eventually lower them and that their
exchange rates would have to fall vis-a-vis the deutsche mark.
This prompted a tremendous surge of funds into marks from the
other currencies and required central banks of ERM countries to
spend DM 50 billion in two days (Thursday-Friday) to hold the
exchange rates within the ERM bands. Over the weekend, the

NOTES

ERM bands were widened.

12 Seasonally adjusted national definition of unemployment, as
per OECD, Main Economic Indicators (February 1994), p. 144.

13 Based on an index of "relative normalized unit labour
costs" vis-d-vis 16 industrialized-country trading partners (see
IMF, International Financial Statistics (March 1994), p. 58).

14 Among the smaller developed market economies, however,
unemployment rates in 1993 were higher in Denmark. Finland,
Ireland and Spain.

15 General government debt (consolidating the debt and
financial assets of all levels of government), as per OECD,
OECD Outlook, No. 54 (December 1993), table A.30.

16 It reached 84 per cent by 1992 (Institut national de la statis-
tique et des etudes economiques, L'economie francaise en 1992
(Paris, INSEE, 1993), p. 270).

17 The structural deficit is shown in figure 11.2 as a per cent of
trend GDP, rather than actual GDP (for additional details about the
measure, see Jean-Claude Chouraqui, Robert P. Hagemann and
Nicola Sartor, “Indicators of fiscal policy: a re-examination”,
OECD Department of Economics and Statistics Working Papers,
No. 78 (April 1990)).

18 The policy challenges concerning the budget difficulties of
Italy were reviewed in World Economic Survey, 1992 (United
Nations publication, Sales No. E.92.11.C.1 and corrigenda),
pp. 20-22.

19 Statistical information from the transition economies, espe-
cially some of the successor States of the Soviet Union, remains
of extremely varying reliability and although data improvements
in some countries have been quite marked in particular subject
areas, much of the data conceming these economies should be
interpreted with great caution and considered subject to extensive
revision. Specific figures, when reported here, should be treated as
indicators of broad orders of magnitude (for additional details on
data difficulties, see World Economic Survey, /993 (United
Nations publication, Sales No. E.93.11.C.1), pp. 32-33).

20 According to estimates of the Czech National Bank, for
example, the labour force in the Czech Republic declined from
5.7 million people in 1989 to 4.8 million in 1993.1f all the people
who left the labour force were actually unemployed, the Czech
unemployment rate in 1993 would have been almost 19 per cent
instead of less than 4 per cent, as measured. It is not possible
without more data, however, to disentangle the "disguised unem-
ployed" from the people who intended to leave the labour force,
not to mention the people working in the informal sector who are
outside both employment and labour force statistics.

21 For a more extended discussion of unemployment
issues in transition economies, see chap. VI.

22 See "The transition from the command to the market system:
what went wrong and what to do now", Vienna Institute for
Comparative Economic Studies (March 1993); Le-szek Bal-
cerowicz, "Common fallacies in the debate on the economic
transition in central and eastern Europe™, Working Paper No. 11
(London, 1993), European Bank for Reconstruction and Devel-
opment; and also Economic Commission for Europe, Economic
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Survey of Europe in 1992-1993 (United Nations publication,
Sales No. E.93.11.E.1), pp. 104-106.

23 One such distortion was the degree of "suppressed inflation”
that existed before reforms began, when some administered
prices were held well below the market-clearing level and the
limited supply was rationed. Also, in some countries when for-
eign exchange markets were liberalized, the exchange rate
depreciation overshot the long-run equilibrium and market
forces continue that undervaluation. In this situation, domestic
prices will change until the real exchange rate is corrected. Thus,
the prices of non-tradable goods wiill rise relative to the prices of
tradables; but if relative prices change only through differential
rates of price increase (i.e., prices are "sticky" downwards),
inflation must be going on for the relative price changes to take
place. Also, where the prices of non-tradables rise slowly, the
adjustment period—and thus the duration of inflation—can be
protracted.

24 The terms "private sector" and “privatization" do not have
standardized meanings in the transition economies and may refer
to everything from the creation of corporate structures as
separate legal entities to the transfer of state assets to individual
private owners and corporations (for further details, see Jozef M.
van Brabant, "The economics of property rights and privatization
in transitional economies"”, Supplement to World Economic
Survey. 1990-1991 (United Nations publication, Sales No.
E.92.11.C.2), pp.56-109).

25 Time series data were presented in case-studies of eastern
European countries in Economic Survey of Europe in 1993-1994
(United Nations publication, Sales No. E.94.11.E.1), chap. 5; for
cross-section data for 1993, see Economic Bulletin for Europe,
vol. 45 (1993), p. 46.

26 What the term "marketoid" seeks to capture is, on the one
hand, that market institutions are for the most part in place. and
the State's economic policies are getting closer to those of a
market model, while on the other hand, neither these institutions
nor policies function as they would in a market economy. The
behaviour of economic agents, while mostly market-driven, is
heavily distorted by both the legacy of the command economy
and the pervasive disarray in society. The result is an economy
that resembles a market economy but is certainly not one yet,
hence a "marketoid" economy.

27 Defined as the growth of aggregate monetary income deflated
by the rate of increase in consumer prices (see Polozhenie Ros-
siyskoy Dconomikiv 1993 gods i perspektivy ee razvitia no 1994
god (Polozhenie...), Moscow, January 1994), p. 72.

28 Ibid., p. 82.

29 Centre for Economic Reforms of the Government of
the Russian Federation, Russian Economic Trends, 1993,
vol. 2, No. 4, p. 9.1.

30 Finansovye lzvestia, No. 4 (Moscow, February 1994), p. V.

31 See Ministry of Finance. "Russia's finances in 1993", in
Voprosy ekonomiki, No. 1 (Moscow, 1994), pp. 32. 41 and 43.

32 State Committee on Statistics, Sotsial' no-ekonornicheskoe
polozhenie Rossii (Moscow, November 1993), p.41.

33 However, given that population growth in the developing
countries group is on average 2 per cent, while it is 0.7 per cent

in the developed countries, there is less of a discrepancy in GDP
per capita growth rates.

14 The share of total exports from South and East Asia to
developed economies declined from 70 per cent in 1986 to 51
per cent in 1992, while the share of exports to developing Asia
rose from 25 per cent to 31 per cent in the same period.

35 While the regional weighted inflation average doubled to
800 per cent, excluding Brazil it decreased from 22 per cent in
1992 to 19 per cent. For a detailed review of the issue, see
Economic Commission for Latin America and the Caribbean.
Preliminary Overview of the Economy of Latin America and the
Caribbean, 1993 (LC/G.l1 794), pp. 8-18.

36 Nicaragua also adopted a fixed nominal exchange rate,
whereas Mexico slowed down the pace of the crawl. For a
discussion of different exchange rate policies to reduce
inflation in the Latin American context, see Sebastian Edwards,
"Exchange rates, inflation and disinflation: Latin American
experiences"”, National Bureau of Economic Research Working
Paper No. 4320 (April 1993).

37 Chile and Venezuela in 1993; Brazil, Colombia, Costa Rica,
the Dominican Republic, Ecuador, El Salvador, Mexico,
Panama and Uruguay this year.

38 If values corresponding to the in-bond maquiladora industry
are included in Mexican trade, in line with the latest international
recommendation, the Latin American trade deficit is significantly
lower.

39 For an analysis of the role of external factors in recent
capital flows to Latin America, see Guillermo A. Calvo,
Leonardo Leiderman and Carmen M. Reinhart, "Capital inflows
and real exchange rate appreciation in Latin America”, IMF
Staff Papers, vol. 40, No. 1 (March 1993).

40 The increase in the growth rate over 1992 is partly owing
to the inclusion of South Africa in the developing countries'
aggregate. South Africa is now included in the aggregate of
Africa. Inclusion of South Africa revises the growth rates of
Africa downwards for the years 1990, 1991 and 1992. During
those years. South Africa experienced a long recession, with
GDP growth rates of -0.5, -0.4 and -2.1, respectively. South
Africa accounts for 28 per cent of Africa's GDP. With a positive
growth in South Africa in 1993, the improvement in growth in
the continent as a whole is thus larger than it would be if
South Africa were excluded. South Africa is here excluded
from sub-Saharan Africa, as is Nigeria, owing to its large
weight. For the relationship between investment and
instability, see World Economic Survey, 1993 (United Nations
publication, Sales No. E.93.11.C. 1), pp. 43-44.

41 In the 1993 budget, it was estimated that the total subsidy on
petrol amounted to N63 billion, more than half of total projected
expenditures.

43 Lance Taylor, The Rocky Road to Reform: Adjustment, In-
come Distribution, and Growth in the Developing World (Cam-
bridge. Massachusetts, MIT Press, 1993), pp. 28, 76-77.

44 For example, an IMF study states that 'Togo was one of the
few Pow-income] countries to generate a significant amount of
funds from privatization" (Karim Nashashibi and others, The
fiscal dimensions of adjustment in low-income countries"”, Oc-
casional Paper, No. 95 (Washington, D.C., International Mone-
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tary Fund, Apn 1 1992), p. 19). Between Mid-1988 and mid-1993,
Nigeria realized N3.3 billion from privatization, a minuscule
amount compared to the budget deficit. On the other hand, up to
1988, Cé6te d'lvoire gained financially from selling the assets of
28 companies, of which 21 were loss-making, partly owing to the
fart that the Government generally insisted on cash and simply
sold what private buyers wanted to purchase. The Government of
Morocco raised the equivalent of about $240 million from the
sale of public enterprises in 1993, helping to reduce pressures on the
budget. Ghana is expected to raise about $400 million in 1994,
the lion's share from the sale of 25 per cent ownership in a gold-
mining company.

45 Theory would predict that (allocative) efficiency would in-
crease when controls on markets are lifted. However, efficiency
gains are static and one shot (that is. as long as productive factors
arc relocating). Moreover, theory only predicts an increase in
efficiency if all distortions arc totally removed (there only is one
first best). For example, the effect of ownership on efficiency,
without changes in the operation of markets, is likely to be small.
See Nicolas van de Walle,"Privatization in developing countries: a
review of the issues”, World Development, vol. 17, No. 5 (May
1989), pp. 601-615; and Ha-Yoon Chang and Ajit Singh, "Public
enterprises in developing countries and economic efficiency",
UNCTAD Discussion Papers, No. 48 (August 1992).

46 See, for example. Charles Vuylsteke, Techniques of Privati-
zation of State-Owned Enterprises, vol. |, Methods and Imple-
mentation, World Bank Technical Paper No. 88 (Washington,
D.C., World Bank, 1988), pp. 145-146; Thomas M. Ca | laghy
and Ernest J. Wilson, 111, "Africa: policy, ritual or reality?", in
Raymond Vernon, ed., The Promise of Privatization: A Chal-
lenge for U.S. Policy (New York. Council on Foreign Relations,
1988), pp. 206-207, 220, 227; and World Bank, Adjustment in
Africa: Reforms, Results, and the Road Ahead (Oxford, Oxford
University Press, 1994), pp. 105-106.

47 Elimination of the Nigerian Cocoa Marketing Board had,
for example. disastrous consequences for the quality of cocoa.
See Carliene Brenner, Technology and Developing Country
Agriculture: The Impact of Economic Reform (Paris, OECD
Development Centre, 1993).

48 Heidi Vernon-Wortzel and Lawrence H. Wortzel, "Privatiza-
tion: not the only answer", World Development, vol. 17, No. 5
(May 1989), pp. 633-641; Raaj Kumar Sah and Martin L.
Weitzman, "A proposal for using incentive precommitments in
public enterprise funding", World Development, vol. 19. No. 6
(June 1991), pp. 595-605; UNDP, Guidelines on Privatization
(New York, 1991); Chang and Singh, op. cit.; and UNCTAD,
Trade and Development Report, /992 (United Nations publica-
tion, Sales No. E.92.11.D.7). Options such as management con-
tracts and leases have been followed in, among others. Cote
d'Ivoire. Ghana, Togo, Tunisia, Zaire and Zambia. In Togo and
Zaire. the results have been mixed. Management contracts have
been signed in 1993 for public utilities companies in the Gambia
and Guinea-Bissau. while they are about to be signed in Guinea
and aimed at in Rwanda. They are also to be used in Sao Tome
and Principe for large estate farms.

49 Economic Commission for Europe, Economic Bulletin for

Europe. vol. 45 (1993)(United Nations publication, Sales
No. 94.11.E.2), p. 75.

50 See "Summary of the survey of economic and social devel-
opments in the region of the Economic and Social Commission
for Western Asia, 1992" (V1993/48), 7 May 1993.

51 The member countries of GCC are: Bahrain. Kuwait,
Oman, Qatar, Saudi Arabia and United Arab Emirates.

52 Investment from Japan in the ASEAN economies (excluding
Singapore) increased from $951 million in 1986 to $6.8 billion in
1990 and investment from the NIEs in these economies increased
from $500 million to $8.7 billion in the same period (Industrial
Bank of Japan). Both of these flows have since levelled off,
although recently there have been indications that there might be
a renewed increase. Meanwhile, direct investment from Japan in
China has surged, increasing by 129 per cent in the first six
months of 1993 (Japan Ministry of Finance). The dominance of
investment from Hong Kong and Taiwan Province of China has
been well established since the late 1980s. Investment in China from
Taiwan Province of China is estimated to have exceeded $3
billion in 1993 and Singapore invested over $1 billion in the first
nine months of the year. Investment from the Republic of Korea
has surged from a very low base in 1991 to over $200 million in
1993.

53 An illustration of the extent of outsourcing in the Japanese
electronics industry is the estimate of the Electronics Industry
Association of Japan that 20 per cent of all employees of Japa-
nese electronics manufacturers are located overseas (Asian Wall
Street Journal, 14 February 1994, p.14).

54 These include low-priced disk drives to Thailand, floppy
disk drives to China, computer monitors to Malaysia and
personal computer motherboards to Hong Kong.

55 Exports from Singapore to Japan increased by 20 per cent,
exports from Malaysia grew by 19 per cent and exports and re-
exports from Hong Kong by 10 per cent (based on United
Nations Direction of Trade (DOT) statistics for January to Sep-
tember 1993). National data for Thailand show a surge in exports
to Japan in the second half of 1993, driven by sharp increases in
electronic and computer components and automobile parts, as
well as rice.

56 Based on preliminary estimates, exports to China from the
Republic of Korea increased 96 per cent in 1993. while exports
from Taiwan Province rose by 21 per cent and those from Sin-
gapore (through Hong Kong) grew by over 30 per cent.

57 These projects include highway and rail construction, con-
struction of new airports and ports, expansion of energy-gener-
ating capacity and distribution systems, building of industrial parks,
and modernization and expansion of telecommunication
systems.

58 The data for direct and portfolio investment flows are for the
fiscal year, beginning in April 1993 (Ministry of Finance).

59 See discussion in World Economic Survey 1993, chap. VII,
"Economic reform and the development of the non-state sector:
a case-study of China".






International trade

he growth of world trade slowed sharply in 1993, but is
Texpected to improve this year. Concerns over current
trends in trade were upstaged, however, by major develop-
ments in the trading system, in particular the completion of
the Uruguay Round of multilateral trade negotiations, which
should lay the foundations of significant liberalization and
growth of trade over the next decade. The North American
Free Trade Agreement (NAFTA) was another landmark
development. Moreover, from a more medium-term
perspective, the growing role of developing countries as
leading traders is becoming a noteworthy phenomenon. In
1993, developing countries accounted for over a third of the
world's top 25 exporters and importers.

The volume of world exports increased by about

Table 111.1.
World trade, 1984-1994

2.7 per cent in 1993, after a growth rate of over 5 per cent
in 1992 (table I11.1)." Despite the slow-down, in 1993 the
growth of world trade far exceeded the growth of world
output, as it has been doing since the mid-1980s (figure .
).

As in the past few years, the growth of world trade
increasingly reflected the growth of trade of developing
countries, especially in Asia, where output had also been
growing strongly. Among the developed countries, the
strongest source of growth was the United States of Amer-
ica whose volume of imports increased by almost 13 per
cent in 1993 as the economy continued to expand. As most
other major developed economies stagnated, their import
demand remained depressed. This was particularly

1984 1985 1986 1987 1988 1989 1990 1991 1992 1993' 1904
Value of exports (billions of dollars)
World 1884 1906 2087 2 4372 762 2991 3419 3493 3708 3 6393 814
Developed market economies 1240 1282 1488 1 7361 986 2127 2454 2502 2647 2 5242 624
Developing countries 520 503 472 569 644 735 841 886 970 1 0261 137
Economies in transition 124 121 127 132 131 129 124 105 91
Eastern Europe 62 64 67 69 69 67 65 61 58 55
Former USSR 62 57 60 63 62 62 59 45 33
Volume &exports (annual percentage change)
World 8.3 3.0 5.9 4.7 7.3 8.0 5.6 4.6 55 2.7 6.0
Developed market economies 9.6 4.7 2.5 4.4 8.5 7.3 5.1 3.7 4.2 1.3 5.0
Developing countries 5.9 -0.1 15.2 6.6 44 118 8.7 8.7 8.5 8.3 7.4
Economies in transition 4.9 -0.6 4.3 2.6 43 -13 -95 -188 -11.3
Eastern Europe 7.3 20 -06 1.7 4.3 -2.9 -6.2 -9.3 -0.1 -5.6
Former USSR 2.5 -43 10.0 3.4 4.9 0.1 -13.0 -31.0 -227
Memo item: world output
(annual percentage change) 4.2 3.2 3.0 3.3 4.5 3.2 1.6 0.3 0.8 1.1 23

Source: IMF. International Financial Statistics, and DES1PA estimates.

a Preliminary estimates.
b Forecasts.
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Figure 111.1.
World merchandise exports (value® and volume) and world gross domestic product (GDP), 1980-1993
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Source: DESIPA/MSPA. based on GATT and UNSTAT (COMTR ADE).

a US dollars.

true of continental Western Europe where intraregional
imports weakened.

Exchange rates between the major currencies changed
significantly. The Japanese yen appreciated from 125 yen to
the dollar in January to 110 yen in December and by an
average of 12 per cent in 1993 compared with the average
in 1992. Severe straihs developed in the European Ex-
change Rate Mechanism (ERM) in late 1992, leading to the
exit of the United Kingdom of Great Britain and Northern
Ireland, and Italy from the system, and again in 1993. The
United Kingdom, still outside the system, has

increased its competitiveness by letting the pound
sterling fall and has significantly expanded its exports.
The depreciation of the dollar over recent years, coupled
with improved productivity, has significantly improved
longer-run United States competitiveness.?

Among the other developments, non-fuel commodity
prices weakened further in 1993, pushing some prices to
historic lows, though there was some evidence of recovery
towards the end of the year. Oil prices fell to their lowest

level since 1988.

EMERGING ACTORS AND NEW STRUCTURES

Structural shifts in the world economy have been signifi-
cant over the past decade. This has been accompanied by
a sizeable number of developing country exporters gaining
a significant share of the global market-place. Merchandise
exports are now heavily concentrated in manufac-tures—
for the world as a whole and for all regions except Africa
and the Middle East, where exports of minerals
predominate (see figures 111.2 and 111.3). The share of
manufactures in world merchandise exports rose from 56
per cent in 1980 to about 73 per cent in 1992. The
developing countries, especially those in Latin America and
Asia, accounted for a large share of the increase.

Also significant in the emerging global trade profile

has been the composition of this growth of manufactured
exports. In 1992, world trade in machinery and transport
equipment accounted for just over half of world exports of
Within this area,
moreover, one category in particular stands out—namely,
office machines and telecommunications equipment (table

manufactures (see figure 111.3).

111.2). Exports of machinery and transport equipment
grew at the rate of 8.3 per cent per annum between 1980
and 1992, compared with 7.6 per cent for manufacturing
exports and 5.0 per cent for world merchandise exports as
a whole. Over the same period, exports of office machinery
and telecommunications equipment increased at the rate of
12.6 per cent per year. Not only is this a growth area, but
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Figure 111.2.

Merchandise exports by major product groups, 1992
(Percentage)
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Figure 111.3.

World merchandise exports by major product subgroups, 1992
(Percentage)
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Table 111.2.
World trade in selected products, 1992

Percentage

Average
Value Share in worldShare in world exports annual rate of
(billions of merchandise Primary Manufactured growth
Commodity" US dollars) exports products products 1980-1992
Food 349 9.6 39.3 3.8
Fuels 331 9.1 37.2 -2.8
Iron and steel 103 2.8 3.9 2.5
Chemicals 327 9.0 12.3 7.2

Machinery and transport
equipment 1359 37.3 51.2 8.3

Of which:
Office machines and tele-

communications equipment 349 9.6 13.2 12.6
Automotive products 361 9.9 13.6 8.8
Textiles 117 3.2 4.4 6.5
Clothing 131 3.6 4.9 10.2

Source: DESIPA/MSPA based on GATT, International Trade, /993: Statistics.

a Food: Standard International Trade Classification (SITC), Revision 3, sections 0. 1 and 4, and section 2, division 22;
fuels: SITC, section 3; iron and steel: SITC, section 6, division 67: chemicals: SITC, section 5; machinery and
transport equipment SITC, section 7; office machines and telecommunications equipment: SITC, Se-COM 7,
divisions 75 and 76, and division 77, group 776; automotive products: SITC, section 7, division 78, groups 781,
782, 783 and 784, division 71, subgroup 713.2, and division 77, subgroup 778.3; textiles: SITC, section 6, division

65; and clothing: SITC, section 8, division 84.

within it developing country exports have been growing
much faster than industrialized country exports. Between
1980 and 1992, for example, among the top 15 exporters,

the shares of the developed countries in world exports of
these items generally went down, while the shares of the
developing country exporters on the whole went up.?

TRADE FLOWS IN 1993: SALIENT FEATURES

DEVELOPED COUNTRIES

The developed economies still account for 70 per cent of
global trade and world trade trends are therefore in large
part a mirror of tendencies in these economies. The volume
of exports of these economies increased by a little over 1
per cent in 1993, compared with over 4 per cent in 1992,
and was accounted for mainly by the growth of United
States exports.

The 1993 slow-down in the pace of global trade to a
large degree emanated from the recession in Western
Europe, with its concomitant drop in domestic demand.
Imports of the region declined by over 4 percent, while its
exports fell by about 1 per cent.* Imports and exports of
France and Germany, the largest economies of the region,
registered sharp falls. However, for a number of European
countries—specifically, Italy, Spain, Sweden and the
United Kingdom—changes in trade also reflected the cur-
rency depreciations that came in the wake of the September
1992 crisis in the ERM, leading to competitiveness gains
for these economies. All of them registered export growth

and (with the exception of the United Kingdom, where
domestic demand grew strongly) import reduction.

In the United States, a slow-down of external demand,
coupled with robust imports, contributed to an increase in
the current-account deficit last year, a situation unlikely to
be mitigated in 1994, with import demand expected to
increase strongly as the economy continues to expand.
Overall, United States exports grew at a rate of just over 5
per cent in 1993, compared with a rate of over 7 per cent
the previous year, while United States imports grew at a
rate of almost 13 per cent, roughly comparable with the
rate of growth in 1992. The slowing down of exports last
year reflected a deceleration in exports to recession-bound
Western Europe and Japan, as well as a sharp slow-down
in exports to Latin America. Meanwhile, however, intrare-
gional trade—bolstered by burgeoning demand in Can-
ada—qgrew briskly. The growth of imports also reflected a
rapid increase in imports from the Association of South-
East Asian Nations (ASEAN) economies, as well as Mex-
ico and Japan.
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Japan's trade surplus rose by 7 per cent to $141
billion in 1993, exceeding the already historic high level it
had achieved in 1992. Exports increased by 6.6 per cent
in dollar terms, while imports increased by only around
3.5 per cent, as economic stagnation tended to compress
import demand. In volume terms, however, exports de-
clined by some 1.7 per cent, the first such decline in seven
years, while imports increased by over 4 per cent. In yen
terms, the trade surplus declined by 0.7 per cent.

The fact that Japan's trade surplus with the United
States increased by 15 per cent for the third consecutive
year, reaching $50.2 billion, contributed to the trade ten-
sion between the two countries. Moreover, the country's
surplus with Asia increased by 29 per cent to reach $53.6
billion, surpassing its surplus with the United States. The
surplus vis-a-vis EU, on the other hand, decreased by 15.6
percent, reflecting the slow-down in economic activities in
Europe. Last year, China became Japan's second largest
trade partner, measured by the sum of exports and
imports, after the United States.

DEVELOPING COUNTRIES

Trade of the developing countries, accounting for just
over a quarter of world trade, contributed to the bulk of
its growth in 1993. The volume of exports of those
countries increased by over 8 per cent, with a larger
increase in the volume of their imports. Over the period
1990-1992, incremental developing country imports
accounted for over 60 per cent of incremental world
imports, suggesting an increasingly dynamic role of these
countries in world trade.

Latin America and the Caribbean

Trade of Latin America and the Caribbean continued to
increase rapidly despite sluggish world trade. The volume
of exports grew by about 8 per cent last year although
export earnings increased by only 4 per cent as export unit
values declined. Expanding intraregional trade contributed
to the overall growth of trade of the region.

Oil-exporting countries of the region, especially
Venezuela and Ecuador, suffered a decline in oil prices.
However, Colombia's exports rose slightly on the strength
of increased sales of non-traditional products and higher
world market prices for coffee. Exports of Mexico in-
creased, despite a 10 per cent drop in oil revenues, reflect-
ing strong growth of manufactured exports and a recovery
of exports of agricultural products.

Among the non-oil-exporting countries in the region,
Brazil experienced a rise in exports of almost 8 per cent,
driven by robust sales of light manufactures, semi-manu-
factured steel products and automotive parts. Exports to the
United States, the country's biggest trading partner, and to
Asiaand elsewhere in Latin America, rose significantly.

Argentina’s exports increased by 6 per cent, after three
years of poor growth, largely reflecting increased sales of
manufactured goods, particularly automotive products, to
regional markets. Chile's exports fell 6 per cent as a result
of lower external demand and weak prices of its main
commodity exports. In Central America and the Carib-
bean, exports recovered from the stagnating level of the
previous year, despite a fall in commaodity prices.

The growth of imports in the region slowed to
9 per cent in volume, after an average annual increase of
16 per cent in the previous three years, as the large inflows
of foreign capital that had fueled the high levels of imports
in that three-year period slowed in 1993. Brazil and Co-
lombia accounted for most of the increase. With a sharp
pick-up in domestic demand, Brazil's imports grew 25 per
cent, while Colombia's imports climbed 50 per cent over
levels of the previous year. Argentina's unsustainably
large increase in imports in the previous two years slowed
sharply to an increase of just under
10 per cent. Mexico's imports similarly slowed, after five
consecutive years of steady growth, owing largely to a
slow-down in domestic demand.

Africa

Africa's exports expanded by 5 per cent in volume in 1993
as a result of a 2.5 per cent decline in value as well as a
sharp 7 per cent drop in export unit values. The decline in
commodity prices was the most significant factor in limiting
the increase in export revenues since more than 85 per cent
of the region's exports fall in this category. Much of the
decline was due to stagnation of demand for Africa's
exports as a consequence of the recession in the developed
market economies, especially in Europe which absorbs the
bulk of those exports. Some countries, however, have
recently been able to increase their exports of non-
traditional commodities in efforts to diversify their
economies and reduce their reliance on primary commodi-
ties. In countries such as Kenya, Lesotho, Malawi, Swaz-
iland and Zimbabwe, diversification efforts focused on
increasing the production and exports of horticultural
products which have a high value-added content and are
highly income-elastic, and of counter-seasonal fruits.

Imports of the region increased by around 2.5 per cent
in volume, while import prices declined by about 3 per
cent. Despite a general trend towards more liberal trading
regimes, a number of countries—Tunisia, the United
Republic of Tanzania and Zimbabwe, among oth-ers—
recently took selective measures to protect local industries,
such as textiles and clothing, from cheap imports. Other
countries found it necessary to impose tighter restrictions
on imports because of severe foreign exchange constraints.
Nigeria, for example, imposed high import duties to
discourage luxury imports, while the Sudan banned such
imports altogether. Several countries in West
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Africa also imposed tariffs on subsidized frozen-beef
imports from EU sold locally and at half the price of
beef produced in the region.

South and East Asia

South and East Asia remained a major contributor to the
growth of world trade. The volume of the region's exports
grew by 14 per cent in 1993. Concentrated in manufactured
goods, the region's exports were generally insulated from
the adverse effect of the sharp declines in oil and non-oil
commodity prices which affected other developing
countries. The further diversification of manufacturing
production and exports into more technology-intensive and
capital-intensive goods enabled the region to benefit from
strong worldwide demand for electronics equipment, and
strong regional demand for a wide range of machinery and
equipment. Commodity exporters in the region also
benefited from increased sales of industrial raw materials
and other commodities to booming regional economies.
Several countries received an additional boost in export
sales from strengthened demand in the United States as that
country's economy recovered.

The strong export performance is also attributable to
the vigorous expansion of intraregional trade and increased
trade and economic linkages with Japan and China.
Growing intra-Asian trade compensated to a significant
degree for weak import demand in many of the region's
developed-economy trading partners. The growth in intra-
Asian trade also underscores the flexibility with which
some countries were able to change the output-and-export
mix as their competitiveness changed. The high-technology,
capital-intensive products of the newly industrialized
economies (NIES) now compete effectively with similar
products from more advanced countries in all global
markets. As labour and other costs rose in the NIEs—and
as they continued to shift upscale to the production of more
advanced manufactured goods—more of their production
facilities for labour-intensive consumer and electronic
goods were shifted to second-generation NIEs and to China
where labour and other production costs were lower. The
substantial appreciation of the yen in 1993 resulted in
increased offshore production by Japanese firms and
accelerated the relocation of more Japanese production
facilities to the lower-cost centres. China's emergence in
recent years as a significant importer of a wide range of
capital equipment, intermediate inputs, industrial raw
materials and consumer durables from other countries in
the region also provided considerable impetus to the rapid
growth of intra-Asian trade. The country expanded its
economic linkages with other economies in the region
beyond Hong Kong and Taiwan Province of China to
include strengthened ties with Singapore and the Republic
of Korea.

The growth of exports was widely spread among the

countries of the region. Export growth of the NIEs aver-
aged 12 per cent in 1993, led by a doubling of Singapore's
growth to 16 per cent. Growth of Hong Kong's exports
slowed to 13 per cent from 21 per cent in the previous
year. Exports of Taiwan Province of China increased by
4.5 per cent in 1993, compared with a growth increase of 7
per cent in 1992. In both Hong Kong and Taiwan Prov-
ince of China, the lower growth rates reflected a
continuing relocation of labour-intensive manufacturing
to China. Korea's exports grew by 8.4 per cent compared
with 6.5 per cent in 1992. The combined exports of the
second-generation NIEs grew by 17 per cent. Malaysia
maintained its rapid export expansion with a growth of
16.5 per cent in 1993, based mainly on the strength of
electronics exports, while exports of Thailand rose 12.8 per
cent. Indonesia’s exports improved by 8.4 per cent despite
declines in oil-export revenues. The 20 per cent increase in
India's exports was attributable mainly to a substantial
depreciation of the currency and the successful
implementation of trade liberalization policies.

Imports of the region also increased vigorously, at an
average rate of 12 per cent in volume. Imports were slug-
gish in India and the Republic of Korea, as both economies
were still recovering from earlier stabilization measures.

China

China's economic success in the past decade has been
closely linked to a phenomenal growth in its external trade.
In 1993, the volume of exports expanded robustly; on the
other hand, the growth rate slowed to 10 per cent from 17
per cent in the previous year, while the growth of imports
accelerated to 30 per cent compared with 24 per cent in
1992, turning the trade account from a surplus to a deficit of
around $12 billion. Growth in exports slowed because of
weak demand in many of China's foreign markets but also
because part of the export surplus was diverted into the
booming domestic economy (sec chap. I1). Imports surged
across the board, encompassing capital equipment,
intermediate inputs and raw materials. The greatest surges
were in the importation of machinery (including motor
vehicles), commercial and other aircraft, mining and con-
struction equipment, and industrial raw materials such as
steel and steel products, copper and petroleum products.

ECONOMIES IN TRANSITION

Eastern Europe

A detailed analysis of the trade performance of the transi-
tion economies of eastern Europe in 1993 is hindered both
by persistently unreliable trade statistics® and by the meth-
odological problems related to the breakup of the former
Czechoslovakia.® The trade figures for eastern Europe
should therefore be treated with caution.
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Just as domestic developments in the countries of
eastern Europe are becoming increasingly differentiated
(see chap. I1), so is their trade performance. The Czech
Republic, Poland and Romania reported positive growth
of 5-6 per cent in the dollar value of their merchandise
exports in 1993; Bulgarian exports remained practically
unchanged; Hungary and Slovakia reported large de-
clines in merchandise exports (-23 per cent and - 16 per
cent, respectively). On the import side, the picture was
also mixed. The merchandise imports of Poland and
Hungary grew substantially (13 per cent and 8 per cent,
respectively); Bulgaria and the Czech Republic reported
imports close to their 1992 levels, whereas the imports
of Slovakia and Romania declined by 19 per cent and 7
per cent, respectively.

Despite the differences, recent trade performance of all
eastern European countries has been marked by one
common feature. For the second consecutive year, all
countries in the region reported a deficit in their merchan-
dise trade in 1993. Moreover, the imbalance widened
substantially in 1993: the total merchandise trade deficit of
the region had increased to $8.8 billion from $5.5 billion in
the previous year. The reported trade deficit was especially
large in the cases of Hungary and Poland (over $3 billion in
each of the two countries). The Czech Republic and, to a
lesser extent, Slovakia were able to offset their
merchandise trade deficits by the net export of services.

Trade of the transition economies of eastern Europe in
1993 was influenced by a variety of factors. For the region
as a whole there was a reversal of the previous trend of
expanding exports to Western Europe. The continuing
recession in that part of the continent (most notably in
Germany, the biggest trading partner for the central and
eastern European countries) had a major negative impact
on imports from the transition economies. The entering
into force of the Association Agreements with EU and of
the free trade agreements with the European Free Trade
Association (EFTA)’ was too recent to offset the impact of
the recession.

Trade relations between the transition economies of
eastern Europe and EU were marked by inconsistency. On
the one hand, the European Council at its Copenhagen
meeting in June 1993 adopted a series of measures aimed at
the acceleration of the opening up of EU markets to the
transition economies. On the other hand, the year 1993 saw
a rise in protectionist acts on the part of EU in a number of
cases.” The discrepancy between the general trend of
liberalization and the raising of new trade barriers (espe-
cially taking into account the negligible share of eastern
Europe in EU imports) can give only confusing signals for
policy-making in the transition economies.

Apart from reduced external demand, exports in some
central and eastern European countries were also adversely
affected by domestic supply-side problems. This was the

case, for example, in agriculture. The drought experienced
in 1993, coupled with the problems of land reform, led to
a sharp contraction in the exports of agricultural products
from Hungary and Bulgaria and, to a lesser extent, from
Slovakia and Poland.

The general trend for appreciation (in real terms) of the
national currencies of all eastern European transition
economies played a large role in the worsening of the trade
balances in the period 1992-1993.m It remains to be seen,
however, whether the balance-of-trade problems will reach
a magnitude that requires major policy interventions.

The former Union of Soviet Socialist Republics

With the dissolution of the Union of Soviet Socialist
Republics (USSR), the flows of goods and services among
its successor States became bona fide international trade.
Nevertheless, that most of those States continue to offi-
cially report their trade with the other Commonwealth of
Independent States (CIS) States and their trade with the rest
of the world as separate entities, reflects the fact that major
differences in the nature and modalities of these two flows
persist. Trade links between former republics are
maintained as a matter of necessity rather than choice, and
most have sought to reorient both their exports and their
imports to Western markets. Bilateral intergovernmental
agreements and government regulations, not market-driven
decisions of autonomous economic agents, remain
paramount in shaping both the composition and the vol-
ume of trade.

A general decline in output, as well as liquidity prob-
lems and the effort of reorienting trade, resulted in a
drastic contraction in trade among the successor States of
the USSR. For instance, Russia's trade with the former
partner republics in 1993 was estimated at $20 billion il—
merely half the volume of 1991. Oil deliveries fell 60 per
cent, coal deliveries 68 per cent, rolled metal deliveries 64
per cent, in the same two-year period.

Meanwhile, the uniquely interdependent character of
the successor States' economies has prompted them to seek
new ways to restore their ties. There were, for example,
several attempts to introduce mechanisms to ensure a
"‘common economic space”, but concrete action—such as
the establishment of the Inter-State Bank—has been slow
in coming (see below).

According to official reports, in 1993 the CIS countries
as a whole maintained a significant surplus in their trade
with the rest of the world. The surplus was formed by the
Russian Federation, Ukraine, Kazakhstan and Turk-
menistan, with the other countries registering negative
balances.* Developed countries remained the principal
trade partners, accounting for almost 60 per cent of total
trade. Exports to developing countries grew over 50 per
cent last year, while trade with the former Council for
Mutual Economic Assistance (CMEA) countries, with
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the Baltic countries and with the former Yugoslavia fell.

In the Russian Federation, the State has been with-
drawing from actively involving itself in export-import
operations. In 1993, centralized exports—for which the
State assumes the role essentially of an intermediary—
constituted a quarter of total exports. Revenues from these
operations were used for debt servicing and financing
centralized imports. As of mid-1994, however, centralized
exports were to he discontinued, with the Government
relying on taxes, licensing fees and strict enforcement of
currency regulations for currency revenues.

The foreign exchange market has been liberalized,
with the rouble now freely convertible for current account
purposes, so that importers' access to hard currency is
limited only by their rouble liquidity. The regulatory re-
gime, however, kept changing throughout the year, and
there was frequent changing of duties, quotas, and licens-
ing requirements. Coupled with real appreciation of the
rouble, high export duties resulted in a significant loss of
export motivation.

The liberalization of foreign trade—and the resulting
emergence of a totally new set of actors—has thus far
proved to be a mixed blessing for the Russian Federation's
economy. On the one hand, one of the major spheres of
economic activity has switched to market principles of
operation, providing needed inputs for industry and con

sumers, and at the same time creating the competitive
stimulus necessary for structural changes in the domestic
economy. On the other hand, the absence of procedures
and mechanisms required to monitor and regulate
decentralized foreign trade activity has led to substantial
illegal exports (in particular, of non-ferrous metals) and
non-repatriation of export revenues, which is in effect a
form of capital flight. World markets flooded by exporters
seeking short-term hard-currency revenues created a
downward pressure on the world prices for many
traditional Russian exports. The liberalization of imports, in
particular of consumer goods, had an adverse, though not
unexpected, effect on domestic industries. To mitigate
some of these negative effects, the Government of the
Russian Federation introduced in early 1994 a set of
measures to re-establish order in monitoring international
trade, repatriation of revenues, and export licensing.

Access to markets remains one of the major foreign
trade concerns for the countries of the region. Negotia-
tions to this end were continuing both multilaterally and
bilaterally. The Russian Federation, for example, has
concluded several agreements aimed at regularizing its
exports and, at the same time, providing market access
for them. Such an arrangement was reached with EU
with respect to aluminium, and with the United States
concerning uranium.

COMMODITY PRICES

Primary commodities still account for almost one quarter
of the $3.5 trillion in world trade and for just under half of
the exports of the developing countries. Changes in com-
modity prices continue to vitally affect a large number of
developing countries, despite a phenomenal growth of
exports of manufactures from the group, and have often
been a barometer of inflation in the developed countries.
Prices continued to fall in 1993, entailing further losses of
export revenues for many commodity-dependent develop-
ing countries, hut contributing to the containment of infla-
tion in commodity-importing countries. In general, the
changes during the year were modest, but there were
important exceptions.

The most important change was a substantial fall in oil
prices. After the period of relative stability that charac-
terized the oil markets since the Gulf crisis, persistent
excess supply pushed oil prices to their lowest level since
1988. The average spot price of the Organization of the
Petroleum Exporting Countries (OPEC) basket of crudes
remained stable during the first half of 1993, at around
$17.6 a barrel, but dropped sharply in the second, ending at
$14.4 in the last quarter of the year. For the year as a whole,
the average price was at $16.3, about 11 per cent lower than
in 1992. The real price (in terms of dollar prices

of manufactured exports of developed countries, which fell
by about 2 per cent), declined by around 9 per cent. The
fall in oil prices in 1993 led to a 3.4 per cent decline in the
terms of trade of the oil-exporting countries and a $20
billion fall in their oil export revenues.

Non-fuel commodity prices weakened further over
most of 1993 with some signs of recovery towards the end
of the year. For the year as a whole, average dollar prices
fell by some 3.5 per cent from their 1992 level, and this
represented the fourth consecutive annual drop in prices. In
real terms—dollar prices deflated by the index of prices of
manufactured exports of developed countries—prices
declined by around 1.4 per cent. The average decline was
thus modest in comparison with past changes; but it nev-
ertheless tripped the real prices of a number of non-fuel
commodities to their lowest levels in over 30 years.

Sugar, among the major commodities exported by
developing countries, increased its prices by about 10 per
cent, owing largely to a 40 per cent fall in Cuban sugar
exports. The sugar industry of the country faced severe
shortages of machinery and spares, and floods caused crop
damage. Prices of tropical beverages, the most important
group of non-fuel exports, recovered after four years of
fall. Coffee prices rose by around 16 per cent,
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partly as a result of concerted action by producers to
restrain output. Cocoa prices improved only slightly
(around 1 per cent) for the year, partly as a result of re-
duced excess supply. However, prices were rising more
strongly in the second half of the year. Tea prices fell 7
per cent as output recovered from the previous year's
drought.

Prices of agricultural raw materials remained weak
(see figure I11.4). The price index of these commodities
declined by around 3 per cent for the year as a whole, and
this was the third consecutive annual fall, partly as a result
of weak demand (for example, for rubber). Supply short-
ages led to a rise in prices of cotton and wool.

Prices of minerals and metals registered the largest
declines in 1993. For the group, the average price plunged
15 per cent, with prices of aluminium, lead and zinc falling
to record lows, caused by weak demand as well as excess
supply. Exports of aluminium, lead, nickel and zinc from
the former Soviet Union remained large, as in recent years,
adding to the already high levels of stocks of these com-
modities in Western markets. Exports of copper and tin
from China were at record levels. Sale of surplus minerals
and metals from United States stockpiles was another factor
behind excess supply and the fall in prices. A further drop in
aluminium prices was probably prevented, as in the case of
coffee, by concerted action by producers to reduce excess
supply. While International Commodity Agreements have
been largely ineffective in stabilizing prices, the recent
producer efforts to achieve such a goal stand out.

The main reason behind the declining trend in com-
modity prices is the relative stagnation in their world
demand. The factors contributing to the sluggishness of
demand for primary products are well known: economy
in the consumption of raw materials per unit of output of
goods, substitution of synthetics for natural products,
shift in the composition of output towards services that
require few material inputs.

Within this global shift in demand, however, a major
change has been taking place in the structure of the world
economy, the absence of which would have led to a faster
fall in the relative demand for primary commaodities. This
is the emergence of developing countries as major com-
modity consumers. As income rises in those countries and
manufacturing industries are developed, the demand rises
rapidly for both food and industrial raw materials—for the
former because of its high elasticity of demand at a low
level of income, and for the latter (demand for which may
increase even faster) because the pattern of manufacturing
industries is normally a raw materials-intensive one at the
early stages of industrialization.

The relative strength of demand for primary com-
modities in these countries is reflected in the pattern of
their imports and exports. Developing countries have
themselves become important consumers of commodities

Figure 111.4.
Non-fuel commodity price indices, 1983-1993
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produced by the group. Over the period 1970-1990, the
dollar value of imports of primary commodities by devel-
oping countries increased some 12-fold or at a rate of 13.5
per cent a year. During the same period, world imports of
those commaodities increased less than 7.7-fold, or at about
10.8 per cent a year. Exports of food, raw materials and
fuel from developing countries destined for other
developing countries, as a proportion of their total exports

Table 111.3.
Trade in primary commodities

Intra-developing
country imports

1970 13
1980 123
1990 155
1%Tcc: .tage change.

1970-1990 185

World imports

(hillions of dollarsy _(hillions aof dollars)y ____(percentage) _shae® (nercentage)

of these products to all destinations, rose from around 14 to
24 per cent. For developing countries that are growing fast
or have a large manufacturing sector, the importance of this
trade is even greater and is increasing apace. For a sample
of 9 of these countries, imports of primary commodities
from other developing countries as a share of their total
imports of those commodities increased from around 43 per
cent in 1970 to 55 per cent in 1990 (table 111.3)

Share of intra-trade
in total exports'

Major manufacturing
countries' import

115 135 42.5
870 19.2 66.1
882 23.8 54.8
10.8

Source-. UN/DESIPA, based on Compressed International Trade Database (COMTRADE); and UNCTAD, Handbook
of Internalional Trade and Development Statistics, 1992 (United Nations publication, Sales No. E.93.11.D.9).

a Share of primary exports of a sample of about 70 developing countries to other developing countries
in their total exports of primary commodities to the world.

b Share of imports of primary commodities (SITC, Rev. 3, sections 0-4) of a sample of nine developing countries
with a large manufacturing sector front other developing countries in their total imports of primary commodities of

the world.

SOME BONES OF CONTENTION IN TRADE POLICY

The United States figures prominently in any examination
of trade policy developments for a number of reasons. This
country ranks as the world's largest exporter and importer,
having accounted for 13 per cent and 16 per cent of global
exports and imports, respectively, in 1993. It has also
played a leading role in past multilateral trade liberalization
efforts and has a comparatively open economy. Moreover,
there is considerable information and assessments available
on American trade actions and policies, as well as an open
airing of the Administration's policy intentions. All of this
brings the country's trade policies to the forefront of any
policy discussion on the subject.

The past year has seen a rift in United States-China
trade relations as the former has sought to use most-fa-
voured-nation (MFN) status as a tool to pressure the latter to
change some of its domestic policies. Regardless of its
origins however, the tactic has economic implications that
are quite clear for both parties. The loss of MFN status could
affect the flow of foreign investment to China. The United
States also has an interest in keeping the trade channels open.
American companies have already commit

ted or invested some $10 billion in China and the country
is their fastest growing export market, having expanded by
19 per cent in 1992 and 17 per cent in 1993. It remains to
be seen how the issue is to be resolved.

On 3 March the United States announced the resurrec-
tion of the Super section 301 provision of the 1988 Omni-
bus Trade and Competitiveness Act. The reinstatement of
this trade law—which embodies decisive uni lateral ism—
met with a quick reaction from EU and Japan. Both had
challenged the legality of the Super 301 provision in the
General Agreement on Tariffs and Trade (GATT) in 1989,
but the case was left undecided when the law lapsed.

In its single year of use out of its previous two-year
mandate (1989 and 1990), Super 301 cited three "unfair
traders"—-Brazil, India and Japan—and six “priority" un-
fair practices to be eliminated. Three of these trade prac-
tices concerned Japan—and involved wood products,
supercomputers and satellites—and Japan has since then
increased its imports in all three categories. India, desig-
nated an unfair trader for its closed insurance industry and
its practices involving trade-related investment measures,
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refused to negotiate. Brazil has since done away with the
quantitative import restrictions for which it was cited,
though this may have had to do as much with a change
of government as with the use of Super 301.

The revived Super 301 differs significantly from the
old law in that in the new version the President has the
flexibility to forewarn nations that particular practices, if
not revised, may lead to a Super 301 designation. The new
version extends the tool for only two years-1994 and
1995—and could exclude barriers already under negotia-
tion, or falling under separate trade agreements.”®

While one may argue that Super 301 is feared more
than it is effective since it has so many loopholes, it is as a
unilateral trade measure that the Act has evoked the most
criticism. Measures such as these contradict the very idea
of multi lateralism that the Uruguay Round of multilateral
trade negotiations was meant to uphold.

Special 301, another arm of the 1988 Omnibus Trade
and Competitiveness Act, specifically deals with perceived
infringements of United States intellectual property rights.
This statute allows the USTR to earmark countries deemed
to be denying protection to United States intellectual prop-
erty rights and to designate the worst offenders—from the
United States' perspective—as "priority countries”, thereby
triggering a six-month investigation.**

In June of last year, the United States—in a move
intended to serve as a successor to the Structural Impedi-
ments Initiative (SID launched in 1989—first submitted a
framework plan for opening sectors of the Japanese econ-
omy to foreigners and thereby reducing Japanese trade
surpluses. This proposal on Japanese market access bears
similarities to the SlI in that it seeks to effect broad changes
in the underlying structure of the Japanese economy so as to
make it more receptive to foreign goods. At the same time,
it differs from the previous approach in that it specifically
seeks numerical benchmarks for measuring progress. The
initial United States proposal thus included the demand that
Japan halve its current account surplus—from

3to 1.5 per cent of its gross national product (GNP). Japan,
in turn, was adamant that it would reject such "managed
trade™ proposals and indicated that it was averse to the
setting of any numerical targets. Perhaps inevitably, there-
fore, a gulf developed over how to define "objective meas-
ures" of success in the four areas that were ultimately
targeted for early agreement: automobiles and automobile
parts, medical equipment, telecommunications equipment
and insurance.

The impasse continued into early 1994. The United
States backed off with regard to threatened sanctions
against Japan as the latter presented a plan for opening up
its construction market to outside bidders, a move said to
be worth some $20 billion annually. While no specific
"measures” were cited that could be used to gauge the
success of this agreement, a number of so-called data
points, or indicators, were outlined, including the total yen
value and number of construction, design and consulting
contracts awarded to foreigners, as well as an evaluation of
the efforts made by foreign companies to win such
contracts.

In a parallel attempt at forcing a market opening, the
United States late last year formally asked Taiwan Province
of China to cut tariffs on some 2,800 of its products and to
reduce protection levels on other goods—all as a
precondition for acceptance into membership in the GATT,
to which it had applied. The United States is only the first of
several countries expected to make similar demands of
Taiwan Province of China over the next few months. While
a GATT working group set up to examine Taiwan Province
of China's application for membership has drawn attention
to its restrictive market access and tendency to undertake
bilateral deals with the United States, Taiwanese trade
officials maintain that the levels of protection have already
been reduced. The nominal industrial tariff was lowered
from about 24 per cent in 1986 to under 7 per cent in 1992;
agricultural tariffs were reduced from about 35 to under 22
per cent in the same period.

SECTORAL CONTROVERSIES

There was a great deal of tension over a number of “sen-
sitive” trade areas in 1993. In what turned out to be an
extremely short-lived protectionist effort, the United States
at mid-year announced steep penalties on steel imports from
19 countries that, it was claimed, had been sold at less than
fair value. The ruling was designed to more than double the
price of some imported steel by raising the average punitive
duty from 24.04 per cent in January 1993 to 36.45 per cent
in June. Less than a month later, however, the United States
International Trade Commission rolled back most of the
tariffs on steel used in construction and machinery on the
grounds that the American steel industry

had not been hurt by the foreign competition. At the same
time though, the Commission made permanent some high
temporary tariffs on the corrosion-resistant type of steel
used for household appliances and for automobile and
truck body panels. This move was viewed as being likely
to force American steel makers into further specializing in
high-value, corrosion-resistant steel—already one of the
industry’s few money makers.

In early 1994, five specialty-steel producers joined
with the United Steelworkers of America to file a counter-
vailing duty petition against imports of stainless steel bar
from Brazil, Italy, Japan and Spain. This was the largest
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single dumping petition ever filed by the specialty-steel
industry on one product. Total United States consumption
of stainless steel bar had increased in the first nine months of
1993, according to the petition. However, imports had
jumped more than 31 per cent, thereby capturing nearly all
that growth allegedly through unfair pricing tactics. The
countries targeted had dumped on the United States market
to offset their own recessions, according to the petition—
which also noted that net operating income in the specialty-
steel industry had fallen from $29.6 million in profitsin 1990
to $12.5 million in losses in 1992.%%

The United States and EU early this year agreed to take
the aluminium market into their collective hands after the
metal's price plunged from $1 to 47 cents per pound as
Russian aluminium exports flooded the world market. The
USTR indicated that a *voluntary restraint agreement'* was
one instrument under consideration, while EU threatened
unilateral import controls on imports from the Russian
Federation.

Trade in automobiles and automobile parts has been a
particularly troublesome issue for some time now owing to
the high value of that trade. For example, this sector
accounts for some 60 per cent of the United States' bilateral
trade deficit with Japan. The past year has seen trade
"management’* of two sorts in this area: improved market
access for foreign automobiles and automobile parts on the
Japanese market, on the one hand, and renewed restraints
on Japanese sales of cars and parts to EU, on the other.

Thus a new market access package for foreign vehi-
cles and parts was announced this past spring. The volun-
tary programme, developed by the Japan Automobile
Manufacturers' Association, aims at meeting the ongoing
United States charge that the Japanese restrict access to
their automobile market. The proposal calls for increased
exchanges among automobile and automobile parts
industries globally, and support for foreign car makers in
Japan, as well as the providing of better availability to
foreign companies as regards the Japanese market. The
move, however, does not commit the Government to
actively interfering in the industry. The agreement comes
in the wake of a recent Japan-United States study that
found that American cars were sold in Japan for an
average 40 per cent more money than in the United
States—thereby giving local cars an average 20 per cent
cost advantage.

The Japanese simultaneously sought to deflect EU
fears by agreeing to a new limit on Japanese new vehicle
exports to Europe, thereby averting the sort of prolonged
conflict between Japan and EU that had taken place the
previous year. At that time, the Japanese had refused to
accept dismal European forecasts of greatly reduced sales
and were then obliged to drastically curtail their shipments
in order to bring them into line with the 1991 EU-Japan
accord on Japanese sales in EU. As a result, Japanese car
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exports to EU fell by 18.3 per cent in 1993, to 980
thousand units.

The agreement allows for a small increase in car
exports to Europe this year, made possible by the expecta-
tion of a slight recovery in the European car market.
Hence Japanese car exports to EU would increase by only
0.41 per cent after two years of decline. The 1994 ceiling
for Japanese car exports would be 984 thousand cars,
practically the same as the 1993 figure. The agreement
does not, however, cover Japanese automobile factories in
Europe because of insufficient information on their ex-
pected performance.' ®

The 1991 Japan-United States Semiconductor Ar-
rangement mandated a minimum 20 per cent import pene-
tration rate for foreign semiconductors in Japan. Since that
time, the foreign market shares for each quarter have been
closely scrutinized—uwith the United States, on the one
hand, claiming success for this *‘results-oriented’” trade
approach, and Japan, on the other, warning that market
share alone is not a reliable measure of success, since
constant changes in the size of the market and in market
demand structure inevitably create fluctuations in market
shares. In the third quarter of 1991, when the
Arrangement was formalized, the foreign market share of
the Japanese semiconductor market stood at 14.3 per cent.
Despite fluctuations, it has increased and in the fourth
quarter of 1993, stood at 20.7 per cent, an all-time high.”

The Semiconductor Industry Association, a trade
group representing American chip makers, views the
maintenance of this percentage as a "litmus test™ as to
whether real progress in penetrating the Japanese market
can be made. Meanwhile, however, there is deep
resentment in Japan over what is viewed as a no-win
situation in which a given expectation was turned into a
target. If the target is not met, there are fears of retaliation;
and if it is met, there are concerns that the perception that
target-setting works in opening markets will be
strengthened. A mid-term review of the Semiconductor
Arrangement is slated for the end of July.

Telecommunications—because of its tremendous
growth potential—has been another area of contention. A
1989 agreement between Japan and the United States on
cellular phones stipulates that North America should be
granted "‘comparable market access'—comparable, that
is, with that of Japanese companies—to the Tokyo-Nagoya
market, where 60 per cent of Japan's population lives. The
accord grew out of the United States' contention that
Motorola, the country's leading manufacturer of cellular
phones, was being frozen out of the Japanese market in
order to give local companies the opportunity of catching
up with Motorola’s leading-edge cellular technology.

The market-opening accord, however, proved to be far

from a guarantee, with Motorola making very little headway
in the lucrative market, as indicated in the American
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annual review of the situation. In the wake of threatened
import sanctions by the United States, which could have
amounted to some $300 million, an agreement was forged
in which Japan Mobile Communications (IDO), one of the
largest Japanese cellular phone providers, agreed to vastly
accelerate its construction of base stations using the Mo-
torola equipment, so that they would reach 95 per cent of
the area’s population by 1995.

Textiles and clothing have been a perennial source of
conflict, as well as constituting a clear-cut case of managed
trade for several decades. One of the more recent manifes-
tations of such trade management is the China-United
States textile quota agreement, concluded on 17 January
1994. China’s textile exports to the United States, under the
Multifibre Arrangement (MFA), amounted to $4.7 billion
in 1993. Silk amounted to an additional $2.5 billion, up
dramatically from $900 million in 1991. China is the

largest supplier to the American market, accounting for
20-25 per cent of all clothing sold. China had admitted,
however, to transshipments of its textiles through third
countries to avoid United States quotas. A conservative
estimate for such *‘overshipping™ is some $2 billion per
year and American textile manufacturers claim that it has
cost the domestic textile industry 50,000 jobs. The fact that
under the terms of the agreement China's exports to the
American market will not be allowed to grow as they have
in the past three years will cost China some $700 million in
exports and result in a 13 per cent reduction in expected
shipments to the United States in the period 1994-1996.
Thus, there is to be no growth in such exports in 1994 and
growth of only about 1 per cent per year in the following
two years. Moreover, China agreed to accept stiff penalties
where *‘clear evidence'" of transshipments existed.

REGIONALISM: RECENT DEVELOPMENTS

The proliferation of regional trading blocs in recent years
culminated in 1993 in a landmark event—the signing of
NAFTA.

The factors behind the proliferation and expansion of
regional arrangements have been the subject of considerable
debate. One explanation is based on "'the domino effect"®
When, for example, Mexico and the United States
announced their intentions of forming a free trade area in
1990—for reasons that were in large part geopolitical and
visionary—the announcement of the proposed United States-
Mexico Free Trade Agreement shook up the status quo of
political economy in the Americas, thereby touching off a
domino effect. Thus, other Caribbean, and Central and
South American economies feared that they would be frozen
out of the North American market when Mexican goods
gained preferential access to the United States. In addition,
there were concerns that foreign investment would increas-
ingly be diverted to Mexico at the expense of third parties.
Canada saw benefits in being a party to the agreement, while
a number of other economies formally or informally
approached the United States for bilateral free trade agree-
ment talks. Similarly, 26 countries signed former President
Bush's Enterprise for the Americas Initiative, requiring
them to make concessions on trade and investment in return
for closer relations with the United States that would cul-
minate in a free trade agreement.

A similar argument pertains to Europe where, it is
maintained, the move to create a Single Market posed a
threat to non-EU exporters who depended heavily on that
market. The domino effect began to operate, leading first
the EFTA nations and thereafter Cyprus, a number of
Maghreb countries, 'flukey and virtually all of central and
eastern Europe to seek membership.

NORTH AMERICAN FREE TRADE
AGREEMENT (NAFTA): A MILESTONE
IN REGIONAL INTEGRATION

On 17 November 1993, legislation to put NAFTA into
effect passed in the United States. NAFTA creates a
trading bloc--encompa.ssing 370 million people, and
producing some $6 trillion worth of goods and services
each year—Iarger than the 12-nation EU.

The immediate impact of the accord was to be the
elimination of 60 per cent of existing United States and
Mexican tariffs and quotas by 1 January 1994. The
remainder will be phased out over the next 5-15 years,
though tariffs could be reimposed temporarily if imports
surge. There are individual specifications as regards rules
of origin, automobiles, textiles and apparel, agriculture,
trucking and government procurement.

Thus, as regards rules of origin, goods made with
materials or labour from outside North America qualify for
NAFTA treatment only if they have undergone "*substantial
transformation™ within Canada, Mexico or the United
States. As regards automobiles, tariffs will be eliminated
after eight years for automobiles only if 62.5 per cent of the
cost represents North American materials or labour.” Strict
rules would eliminate tariffs only for textiles and apparel
made from North American-spun yarn or for fabrics made
from North American fibres. As a way of assuag-i ng the
American textile and apparel industry, quotas could be
reimposed temporarily if imports were deemed to cause
"'serious injury"’. About half of existing agricultural tariffs
and quotas are to be removed immediately, though those on
politically sensitive crops—such as American corn sold to
Mexico or Mexican peanuts, sugar and orange juice sold to
the United States—will be lifted over 15 years. In trucking,
limits on cargo driven across the Mexico-United
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States border will be lifted by 1999. As regards govern-
ment procurement, major government purchases will be
open to companies from all three nations, with a 10-year
phase-out of Mexican restrictions on purchases by its
state-owned energy industry.

Foreign investors from member countries will gener-
ally be treated no less favourably than domestic investors,
though there will be exceptions and varying phase-out
periods. Mexico has agreed to open most petrochemical
and electric-generation sectors to United States investors,
though restrictions are to continue on foreign investment in
oil or gas exploration, production and refining. Lastly,
limits on foreign investment in Mexican banks, insurance
and brokerage firms will be lifted over the next 7-15 years.

There are, moreover, two important "side agree-
ments". As regards the environment, an agency is to be
established to investigate environmental abuses in any of
the three partners. Fines or trade sanctions could be im-
posed. As regards labour, an agency is to be established
to investigate labour abuses if two of the three members
agree. Fines or trade sanctions could be imposed in a
number of instances, such as those involving failure to
enforce worker-safety rules.

It is difficult to assess the eventual impact of the
agreement both on members and on non-members. A re-
cent Joint Economic Committee (JEC) of the United States
Congress Staff Study has examined 16 major NAFTA
economic impact models reflecting widely different con-
clusions depending on the assumptions made. Thus, 10
studies claimed generally favourable or neutral outcomes
for the American economy from NAFTA, while the other
6 reached mostly negative conclusions about its potential
impact. All in all, however, what is most striking is that
the potential impact—at least for the United States—ap-
pears to be only modest.*

LATIN AMERICAN INTEGRATION

Economic integration is making rapid strides in the region.
Early this year, Brazil launched an initiative for a South
American free trade area and Mexico signed an agreement
with Costa Rica. The Mexico-Costa Rica agreement is
expected to eventually remove tariff and most non-tariff
barriers between the two countries, to offer national treat-
ment to each country's investors, to set rules on intellectual
property rights, to ease the movement of workers and to
provide for a dispute resolution panel.

Liberalization agreements are also in effect between
Argentina and Brazil, Argentina and Paraguay, and Argen-
tina and Uruguay, as well as between Chile and Mexico, and
Colombia and Venezuela. As part of this new emphasis on
"open regionalism™ intra-Latin American trade has swelled.
Trade among the largest 11 South American economies
grew about 28 per cent in 1992, reaching over $19 billion.
Within the Andean region, trade increased by

20 per cent in 1992, when Bolivia, Colombia, Ecuador and
Venezuela cut almost all their mutual tariffs to zero. In
MERCOSUR—the Southern Cone Common Market—re-
gional trade increased almost 25 per cent in 1993, reaching
roughly $9 billion. Intraregional trade had been about one
third that amount in 1990, the year MERCOSUR's four
members—Argentina, Brazil, Paraguay and Uruguay—
signed their agreement. However, early this year, the presi-
dents of the four member nations agreed to postpone a
decision on the implementation of a common external tariff,
by far the most contentious issue among them. While this
will make it almost impossible for them to meet 1 January
1995 deadline for the formation of a fully fledged common
market, another attempt to agree on tariffs will be
undertaken at the end of June 1994.

The Caribbean and Central American countries are
similarly eager to avert diversion of their exports due to
NAFTA. Under discussion are proposals in the United
States Congress to put the entire region's exports to the
United States and Canada on a par with Mexico's. These
parity proposals—on which the Caribbean basin countries
naturally want quick action—are designed to give those
countries an open door into the NAFTA market for three
years. One possibility is that parity will be granted to only a
few of the region's exports, including textiles.

THE EUROPEAN UNION'S SINGLE MARKET

EU continues to deepen as well as widen. Thus, on 1 March
of this year, Austria, Finland and Sweden agreed to terms for
joining EU as of January 1995. Special terms were
negotiated by all three countries. Sweden was allowed to
phase in its contributions to the EU budget; Finland was
promised special aid to its farmers for their disadvantages
due to relatively harsher weather conditions and longer
delivery distances than in the rest of EU; Austria was
allowed to continue its restrictions on heavy truck traffic on
its Alpine passes until the year 2001, with an option to
extend those restrictions for another three years. Later in the
month, EU also agreed on terms for Norway's membership
after settling the question of fishing rights.

Agriculture is highly subsidized in all four of these
countries. One condition of their membership is that they
must lower food prices, on 1 January 1995, to the level set
by EU's Common Agricultural Policy as of that date.
However, EU has offered roughly $4 billion in aid to each
of the new entrants to assist them in this transition by
cushioning their farm price adjustments. Referendums on
the issue of membership will he the next step for all four
countries.

EU, meanwhile, has had to work on adjusting its voting
rules to accommodate these new members, which proved to
be a contentious issue. The question hinged on the concerns
of EU's larger members. Thus far, important matters of
policy such as trade, the environment, and health
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and safety regulations—as well as EU's budget—have
been determined by a so-called qualified majority of votes
in the Council of Ministers, where voting is distributed
roughly by size. For EU's current 12 members, the votes
add up to 76 and the qualified majority required for policy
decisions is 54 of those 76 votes. Hence, only 23 votes are
needed to form a "blocking minority"—which might con-
sist of any two larger countries plus any small country
other than Luxembourg.

However, when the four new applicants join EU, the
total number of votes will add up to 90, the qualified
majority to 64 and the blocking minority to 27. Two large
countries would no longer be able to block a decision, and
this prospect is of concern to Italy, Spain and the United
Kingdom—three large countries. Moreover, if the blocking
minority increases to 27, it could, in theory, be formed by
the nine small country members, which account for less
than 15 per cent of EU's population. While the balance
between large and small countries has worked fairly well
thus far, the potential entry into EU of four more small
countries would upset a delicate balance.

The current compromise—offered to Spain and the
United Kingdom by the other 10 members—would allow
member States at risk of being outvoted the automatic right
to delay EU decisions for two months. While this arrange-
ment falls short of the wish of those that tried to maintain
present voting rules unchanged, it none the less allows for
some "protection™ of the interest of the big member States.

Deepening is also encountering obstacles. For exam-
ple, 1 January 1993 was the initial deadline for abolishing
all controls at internal land, sea and airport borders. Den-
mark, Ireland and the United Kingdom, however, ex-
empted themselves from the objective of eliminating
passport controls. Meanwhile, the other nine members
had set and missed three later deadlines. Part of the blame
is being laid on problems encountered in making the nine
countries' computer systems—uwhich are expected to link
up the various countries’ immigration and police authori-
ties—compatible. Nevertheless, the European Commis-
sion has pledged to enforce what it claims is a legal
obligation on the part of all EU members to lift border
controls.

REINTEGRATION OF THE COMMONWEALTH
OF INDEPENDENT STATES ?

The successor States of the former Soviet Union have also
sought to find means of reintegrating their uniquely related
economies. For example, some countries, notably the Rus-
sian Federation, Belarus, and Kazakhstan, advocated the
creation of a CIS "common market". In September 1993, a
summit of the CIS States adopted a Treaty on Economic
Union, designed to pave a way to the eventual creation of a
common market covering most of the territory of the
former USSR. That treaty envisions the free movement of

goods, capital and labour, as well as a single customs
space. Coordination of the member States' fiscal and
monetary policies and currency regulation is also foreseen,
as is a single monetary and currency system using national
currencies, leading up to the eventual creation of a cur-
rency union with floating exchange rates.

Significant differences remain, however, and as of
the second quarter of 1994, the treaty had not been
implemented. The creation of a "rouble zone of a new
type"—which was to become a major component of a
new mechanism—was abandoned late in 1993. Mean-
while, Ukraine is still negotiating its status as an asso-
ciate member of the Economic Union. Kazakhstan,
Kyrgyzstan, and Uzbekistan, endeavouring to establish
a Central Asian Economic Union, agreed to a customs-
free zone on their territory. In general, inter-State eco-
nomic relations continue to be conducted mainly on the
basis of bilateral arrangements, which generally seek to
remove trade barriers.

ASIA-PACIFIC ECONOMIC COOPERATION
FORUM (APEC) AND OPEN REGIONALISM

The Asia-Pacific Economic Cooperation Forum (APEC)
was originally conceived in early 1989 as a counterpoise
to the increased regionalism in the rest of the world—
especially as manifested in the European Single Act
which was to culminate in EU. Two years later, the
original 12 members had grown to 15 and APEC began
to spell out its members' commitment to free trade and to
“open regional ism".? APEC members now account for
some 40 per cent of world trade, and intraregional trade
among the APEC countries in 1992 reached roughly 65
per cent of their total trade. APEC, moreover, is slowly
becoming more action-oriented. Thus, the Report of the
Eminent Persons Group to APEC Ministers
recommended that APEC accelerate its economic
cooperation with a view to eventually establishing a free
trade and investment regime in the area.®® In March of
this year, finance ministers from the APEC countries held
their first joint meeting in Honolulu and agreed on broad
principles to guide economic policy in the region,
including sound macroeconomic policy, as well as more
open trade and cross-border investment.

REGIONAL INTEGRATION IN AFRICA

While existing formal integration efforts in Africa have
proved largely ineffective, some progress towards integra-
tion was made in the past year. The Union douaniere et
economique de I'Afrique centrale (Central African Cus-
toms and Economic Union (UDEAC)), whose members
also share a central bank, began implementing fiscal and
customs reforms to establish uniform tariff and tax rates
and agreed to harmonize investment codes. Franc zone
members also agreed, concurrently with the recent devalu-
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ation of their currencies (see box 11.2), to intensify their
regional cooperation. For example, the seven members of
the West African Monetary Union (WAMU) set up the
Union economique et monetaire de I'Afrique de I'ouest
(UEMOA), and dissolved the moribund Communaute
economique de I'Afrique de I'Ouest (CEAO) (Economic
Community of West Africa), while the six members of
UDEAC also signed a treaty establishing an economic and
monetary union. Kenya, Uganda and the United Republic
of Tanzania signed an accord on cooperation in a wide
range of areas. Among the priorities were the free move-
ment of people, goods, services, and capital. To that effect,
the central banks of the three countries agreed in April

1994 to allow their currencies to be traded freely in each
country. It was stressed that it was envisaged not to resur-
rect the East African Community, which had broken down
at the end of the 1970s, but instead to build on some
surviving institutions, such as the Fast African Develop-
ment Bank. Finally, the Preferential Trade Area for Eastern
and Southern African States (PTA) was transformed into
the Common Market for Eastern and Southern Africa
(COMESA). In May of 1993, the three countries an-
nounced a four-phase plan to establish a full monetary
union with a common currency issued by a common cen-
tral bank by the year 2020.

THE URUGUAY ROUND OF MULTILATERAL TRADE NEGOTIATIONS:
A PRELIMINARY ASSESSMENT OF RESULTS

A period of stagnation in world trade, pervasive drift to
protectionism and erosion of confidence in the multilateral
trading system followed surprisingly close on the heels of
the Tokyo Round of multilateral trade negotiations, com-
pleted in 1979, which was designed to strengthen the system
and liberalize trade. Already in the early 1980s these
developments were beginning to be seen as a danger signal
to the trading system. The GATT Ministerial meeting of
November 1982, considering the multilateral trading system
to be in serious danger, took a number of decisions on
strengthening the system and initiated an elaborate work
programme to this end. The sharply deteriorating
international economic situation, the large amount of un-
finished business from the Tokyo Round and lack of pro-
gress in the GATT work programme soon made it clear,
however, that a new round of multilateral negotiations had
become necessary. Those negotiations, the Uruguay Round,
started with the Punta del Este Ministerial Declaration of
September 1986 and were completed in December 1993.
Some three years behind schedule, the agreement under the
Uruguay Round comes into effect on 1 January 1995,
subject to ratification, with implementation of some of its
major elements spread over the next 10 years.

The major aims of the Uruguay Round, as set out in
the Punta del Este Declaration were (a) to bring about
further liberalization and expansion of world trade in goods
to the benefit of all countries, especially less developed
countries, through improvement of access to markets by
reduction and elimination of tariff and non-tariff barriers
and (b) to strengthen the role of GATT, improve the
multilateral trading system and bring about a wider area of
world trade in goods under effective multilateral disciplines.
The Declaration also agreed to an immediate stop to further
trade-restrictive measures inconsistent with GATT rules and
to minimize the use of restrictive measures which were legal
under GATT rules and to roll back all

measures that were inconsistent with GATT rules before
the completion of the Uruguay Round. In parallel with
negotiations to liberalize trade in goods, a major decision
was taken to launch negotiations on trade in services—
which now accounts for over 20 per cent of world trade—
having the objective of establishing a "multilateral
framework of principles and rules for trade in services"
with a view to expansion of such trade.

In its coverage of issues, the Uruguay Round has been
the most ambitious of the multilateral trade negotiations.*
Important areas, such as textiles and agriculture, which
had so far remained largely outside the purview of GATT,
were to be brought under GATT discipline. Negotiations
were extended to services, intellectual property and trade-
related investment, areas which had never before been re-
garded as concerns of the multilateral trading system. The
widespread use of trade-distorting measures which evaded
or ignored GATT rules and the perceived weakness of
GATT in such areas as dispute settlement clearly called
for action. Some of the GATT rules needed review and
clarification. The number of issues negotiated was thus
very large.

The number of countries participating in the Uruguay
Round had also been far larger than in any other round. In
all, as of December 1993, 117 countries took part in the
Uruguay Round; of these 113 were contracting parties (full
members) of GATT.” In the Tokyo Round, about 100
countries participated in the negotiations; of these, 70 were
contracting parties. Unlike other multilateral trade talks, the
involvement of the developing countries in the Uruguay
Round was extensive. They fully participated in practically
all major aspects of the negotiations and played a large role
in bringing the Uruguay Round to a successful conclusion.
A total of 88 developing countries participated in the
Uruguay Round compared with 70 in the Tokyo Round.
This reflected an increased realization among
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those countries that the rapid globalization of the interna-
tional economy was a process from which no country could
afford to be left out, as well as the continuing need of many
of those countries for differential treatment, which could he
met only through participation in negotiations.

A SUMMARY OF THE RESULTS
OF THE NEGOTIATIONS

The negotiators sought to achieve the objectives of
further trade liberalization and strengthening of the mul-
tilateral trading system through simultaneous negotia-
tions in a large number of areas. Some of the
negotiations related directly to the opening up of mar-
kets, some others sought to extend the rules of multilat-
eral trade to specific areas, and still others concerned the
clarification and strengthening of these rules and insti-
tutional questions. The foIIowing paragraphs contain a
brief survey of the main results.”®

Market access

Increased access to markets was one of the critical, as well
as one of the most complex, areas of negotiations. The
negotiations aimed at reduction of tariff and non-tariff
barriers, and binding of tariffs (in other words, undertaking
to not raise the agreed rate) in agricultural and non-agri-
cultural goods, and involved scores of country offers cov-
ering tens of thousands of tariff lines. By 15 December,
when the Round was formally completed, a number of
market access offers were still to be completed and the least
developed countries had been allowed an extra year to
lodge their tariff schedules.

The assessment of the results of market access nego-
tiations can be only partial at this stage. Based on offers as
of mid-November 1993, the GATT secretariat estimated
that the trade-weighted average tariffs on developed coun-
try industrial imports from all sources should decline from
the pre-Round level of 6.4 to about 4 percent, representing
a reduction of 38 per cent.”’ Tariffs on their imports from
developing countries should decrease from 6.8 to 4.5 per
cent, or by 34 per cent. Though the average tariffs were
small to start with, large differences in tariffs existed across
product categories. For example, the developed country
average tariff offered on imports of textiles from
developing countries was estimated at 11.5 per cent (com-
pared with 14.6 per cent at present) which was two and a
half times the average tariff on industrial imports.

There has been a large increase in the proportion of
duty-free developed country imports. This proportion is
expected to increase from 20 to 43 per cent for imports of
industrial products. In agriculture, significant reductions in
tariffs are expected as a result of the Uruguay Round. As
of mid-November 1993, the tariff reduction (including
tariff equivalents resulting from tariffication of quantita

tive restrictions) offered by developed countries was
36 per cent.”

The importance of tariffs as a trade barrier has, in
general, declined over the years as successive multilateral
negotiations cut them down, while quantitative trade re-
strictions have gained in importance. A major objective of
the Uruguay Round was to reduce non-tariff barriers. In so
far as this will have been successful, the extent of reduction
of trade barriers expected to be achieved through the
Uruguay Round negotiations will exceed that indicated by
the reduction of tariffs alone, probably very considerably.
Major examples of non-tariff barriers are the Multifibre
Arrangement (MFA), most trade in agriculture, import
restrictions imposed under the safeguard clauses of GATT
and the various "grey area" measures like the voluntary
export restraint (VER). Among the successes of the Uru-
guay Round are the phasing out or reduction of those
barriers.

Textiles and clothing

The objective of negotiations has been to bring trade in
textiles and clothing, which has been dominated for so long
by MFA, fully under GATT rules and disciplines. The
agreement envisages integration of this trade into GATT in
three phases beginning 1 January 1995 and to be completed
by 2005. It also provides for a formula for a progressive
increase in the growth of trade for products remaining under
restraints during the implementation period. Non-MFA
restrictions will also be brought into conformity with GATT
within the same time-frame. A Textiles Monitoring Body
will be set up to oversee the implementation of the
agreement.

Agriculture

Agriculture was an issue of protracted negotiations in the
Tokyo Round. Except for limited agreements on dairy
products and bovine meat, however, the negotiations foun-
dered, mainly on basic disagreements between EU and the
United States. It would be ancther 15 years before an
agreement on agriculture could finally be reached.

The agreements on agriculture provide a framework for
long-term reform of agricultural trade and domestic
policies. At the core of the agreements lie commitments on
market access, domestic support and export subsidies. In
addition, under a Ministerial decision concerning least
developed and food-importing developing countries, the
possible adverse effect of liberalization on those countries
will be closely monitored and their food requirements
considered. A related agreement on sanitary and phytosani-
tary measures seeks to discourage arbitrary application of
rules concerning food safety and animal and plant health
regulations that impede trade.

On market access, non-tariff measures are to be re-
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placed by their tariff equivalent, and total tariffs (that is,
tariffs combining this tariffication process and existing
tariffs) are to be reduced by an average of 36 per cent in the
case of developed countries and by 24 per cent in the case of
developing countries. The developed countries are to
undertake this reduction over six years while the developing
countries have ten years to achieve their target Least
developed countries are not required to reduce their tariffs.

Domestic support to agriculture, which has been a

major source of distortion in trade in agriculture, is to be
significantly reduced. An agreed measure of such support,
called the Total Aggregate Measurement of Support (Total
AMYS), is to be reduced by 20 per cent during the imple-
mentation period in the case of developed countries. For the
developing countries, the reduction required is 13.3 per
cent, while the least developed countries are not required to
undertake any reduction. For all countries, support
measures that have a minimal impact on trade (“‘green
box policies), including payments under structural
adjustment assistance and environment programmes, are
exempted from these requirements.

Direct export subsidies to agriculture are to be re-
duced, in the case of developed countries, to a level 36
per cent below their 1986-1990 base period level over
six years, and the quantity of subsidized exports are to
be cut by 21 per cent over the same period. There is
some flexibility regarding the base period but not on
the period of implementation. In the case of developing
countries, the reductions, which are two thirds of those
for the developed countries, are to be made over a 10-
year period. The least developed countries are ex-
empted from these requirements.

Services

Considering the growing importance of trade in services
for growth and development of the world economy, the
negotiators sought to bring services under multilateral
rules and disciplines and create a framework for
continuing trade liberalization. The agreement recognizes,
however, the right of member countries to regulate supply
of services within their own territories in order to meet
national policy objectives and the particular need of
developing countries to exercise that right.

The basic agreement on services, which applies to all
member countries, defines services as being covered by
multilateral rules, and as including services supplied by
one country to another, services supplied by the territory
of one country to the consumers of another (for example,
tourism), services provided through the presence of serv-
ice-providing entities of one country in the territory of
another (for example, banking) and services provided by
nationals of one country in the territory of another (for
example, construction projects and consultancies).

The basic agreement also sets out the general obliga

tions and disciplines. The MFN obligation is extended to
trade in services. It recognizes, however, that MFN treat-
ment may not be possible for every type of service and
therefore envisages that parties may indicate specific MFN
exemptions. Those exemptions are to be reviewed after five
years and generally limited to a 10-year duration. The
agreement includes the important general obligation to
provide national treatment to foreign suppliers. It also
recognizes that domestic regulations, as distinct from bor-
der measures, significantly influence trade in services and
requires that such measures should be administered in a
reasonable, objective and impartial manner. The basic
agreement further emphasizes transparency and requires
all parties to enhance it through publication of all laws and
regulations concerning trade in services.

The agreement of course goes far beyond basic prin-
ciples. One of its major components contains rules and
disciplines relating to particular services (telecommunica-
tions, financial services and air transport services) and
movement of labour. The agreement on labour movement
permits countries to negotiate specific commitments ap-
plying to movement of people providing services. The
agreement does not apply to measures affecting persons
seeking access to the employment market of a member or
to measures regarding citizenship, residence or employ-
ment on a permanent basis.

A third major component of the agreement provides
the basis of progressive liberalization of trade in services
through successive rounds of negotiations and the devel-
opment of national schedules of market access commit-
ments. A large number of national offers of commitments
on market access are already on the table in this area.
Countries are free to decide which services they would
include in the offer and may also impose limitations on
market access and national treatment with the agreement
of other participants.® The agreement also allows parties
to withdraw or modify, through negotiations, their sched-
ules after three years.

Trade-related aspects of intellectual
property rights (TRIP)

Infringement of intellectual property rights and trade in
counterfeit products have often been a source of interna-
tional tension. The agreement addresses the applicability
of GATT principles and those of relevant international
intellectual property agreements, provision of adequate
enforcement measures for intellectual property rights, and
multilateral dispute settlement.

Under its basic principles, the agreement extends, for
the first time, the requirement of MFN treatment to intel-
lectual property. It then takes up each type of intellectual
property and, where necessary building on existing inter-
national agreements, lays down the guidelines and require-
ments of each type. Among the major features of the
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agreement are the following: it requires parties to comply
with the substantive provisions of the Berne Convention for
the protection of literary and artistic work; it ensures that
computer programs will be protected as literary work; it
seeks to protect the rights of authors of computer programs
and producers of sound records to authorize or prohibit
the commercial rental of their work and to protect live
performances from bootlegging. In trade marks, the
agreement defines what type of signs should be eligible for
protection. Industrial designs are similarly protected under
the agreement.

The agreement sets out the obligation of member
Governments to provide adequate protection under their
domestic laws to the intellectual property rights of foreign-
ers as well as to those of their own nationals. Settlement of
disputes over infringements of intellectual property rights
between member countries are to be brought under the
GATT dispute settlement procedures.

For developed countries, the agreement envisages a
one-year transition period to bring their national legisla-
tion and practices into conformity with the guidelines of
the agreement. Developing countries and economies in
transition to the market system have a five-year transition
period and the least developed countries have an eleven-
year one.

Trade-related investment measures (TRIM)

The agreement provides that no member shall apply any
trade-related investment measure (TRIM) that is inconsis-
tent with GATT rules of national treatment and prohibition
of quantitative restrictions. It provides an illustrative list of
TRIMs that violate those rules. The agreement requires
notification of all non-conforming TRIMs and their removal
within a specified period: two years for developed countries,
five years for developing countries and within seven years for
the the least developed countries.

Safeguards

GATT article XIX, which allows a member country 