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PREFACE

The crucial role of international trade in reinforcing global demand was evident in 1984, as the growth of world
output gradually regained the pace of the late 1970s. Yet the geographical spread of the recovery remained limited,
and economic growth in half of the developing countries was still so low that income per capita either continued
to fall or stagnated. This uneven recovery, its sources and the policies conditioning its transmission, as well as
its short-term prospects, are the focus of the World Economic Survey 1985.

Several critical and deep-seated problems endanger the achievement of a more stable and sustained growth pro-
cess. The number of persons unemployed in many developing and developed countries is exceptionally high. Nominal
and real iterest rates remain high and volatile. Commodity prices have again become depressed and some are
below their low levels of 1982, Protectionism has yet to be rolled back, despite the economic rebound.

In addition, a reverse transfer of resources out of the capital-importing developing countries has occurred for
the first time in 1984, The abrupt reduction in capital inflows and the continued high interest burden have necessitated
continuation of severe adjustment programmes and heightened social and political tensions. These are unsustainable
in the medium term. At the same time, massive external imbalances among major industrial countries and greater
volatility of exchange rates have produced undesirable side-effects and much uncertainty in the world economy.

World economic growth has already begun to slow down in the early months of 1985, a trend that is likely
to continue through this year and the next. Macro-economic policy stances are at least partly responsible for the
fragile state of the recovery. When so many countries in all regions are simultaneously cautious or obliged to
reduce their current account deficits, there is danger that the interaction among them could bring about greater
restriction than intended individually or desirable globally. Clearly, a strong, sustained and better balanced growth
pattern in the industrial countries would allow for continued expansion of worid trade. Changes in policy stances
as well as an enhancement of international economic co-operation, as summarized in the concluding chapter of
the Survey, would better sustain global expansion, and foster international stability.

For the developing countries in particular, an improving international economic environment is crucial for rais-
ing the prospects of increases in growth and standards of living. Increasing world trade is an important stimulus
to the renewed growth of developing countries, as is enhanced economic co-operation among the developing countries.
At the same time, enlarged financial flows to the developing countries are required, especially to the low-income
countries affected by the continuing economic crisis in Africa.

The Survey was prepared in the General Analysis and Policies Division of the Department of International Economic
and Social Affairs, on the basis of information available at 1 April 1985.

It is hoped that in addition to supporting the work of the Economic and Social Council and other United Nations
bodies, the World Economic Survey 1985 will be of interest to Governments and the general public,

Shuaib U. Yolah
Under-Secretary-General for
International Economic and Social
Affairs
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EXPLANATORY NOTES

The following symbols have been used in the tables throughout the report:

Three dots (...) indicate that data are not available or are not separately reported.
A dash (-) indicates that the amount is nil or negligible.

A blank in a table 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 (/) indicates a crop year or financial year, e.g. 1970/71.

Use of a hyphen (-) between dates representing years, for example, 1971-1973, signifies the full period in-
volved, including the beginning and end years.

Reference to *‘tons’” indicates metric tons and to **dollars’” ($) United States dollars, unless other-wise stated.

Annual rates of growth or change, unless otherwise stated, refer to annual compound rates. In most cases,
the growth rate forecasts for 1984 and 1985 are rounded to the nearest haif of a percentage point.

Details and percentages in tables do not necessarily add to totals, because of rounding.
The following acronyms and abbreviations have been used:
CMEA Council for Mutual Economic Assistance

DAC Development Assistance Committee of the Organisation for
Economic Co-operation and Development

ECLAC Economic Commission for Latin America and the Caribbean
EEC European Economic Community

FAO Food and Agriculture Organization of the United Nations
GATT General Agreement on Tariffs and Trade

GDP Gross domestic product

GNP {3ross national product

IDA International Development Association

IMF International Monetary Fund

ODA Official development assistance

QECD Organisation for Economic Co-operation and Development



OPEC Organization of the Petroleum Exporting Countries

Project International Research Group of Econometric Model Builders, with
LINK Headgquarters at the University of Pennsylvania at Philadelphia
SDR Special drawing rights

UNCTAD  United Nations Conference on Trade and Development

The designations employed and the presentation of the material in this publication do not imply the expression
of any opinion whatsoever on the part of the Secretariat of the United Nations 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 report also refers, as appropriate, to territories or areas.
For analytical purposes, the following country classification has been used:
Centrally planned economies: China, Eastern Europe, Union of Soviet Socialist Republics

Developed market economies. North America, southern and western Europe (excluding
Cyprus, Malta and Yugoslavia), Australia, Japan, New
Zealand, South Africa

Developing countries: Latin America and the Caribbean area, Africa (other than
South Africa), Asia (excluding Japan), Cyprus, Malta,
Yugoslavia ' Lo e

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

Capital-surplus countries: Brunei, Istamic Republic of Iran, Iraq, Kuwait, Libyan Arab
Jamahiriya, Qatar, Saudi Arabia, United Arab Emirates

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

Other net energy exporters {or deficit Algeria, Angola, Bahrain, Bolivia, Cameroon, Congo,
energy exporters): Ecuador, Egypt, Gabon, Indonesia, Malaysia, Mexico,
Nigeria, Oman, Peru, Syrian Arab Republic, Trinidad and
Tobago, Tunisia, Venezuela
Net energy importers: All other developing countries

The designations of country groups in the text and the tables are intended solely for statistical or analytical
convenience and do not necessarily express a judgement about the stage reached by a particular country or area
in the development process.
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MAIN FEATURES, POLICIES AND PROSPECTS






Chapter 1

INTRODUCTION; THE WORLD ECONOMY AT MID-DECADE

The significant expansion of world output and inter-
national trade that took place in 1984 is giving way to
more modest rates of growth in 1985 and the prospect
of a further deceleration in 1986. A new cyclical up-
turn may then follow, although the timing and strength
of such an upturn is extremely difficult to forecast. What
seems likely is that the average rate of world economic
growth for the middle years of the decade will be more
than twice the rate of the period 1980-1983. While this
is a much welcomed recovery from the worst interna-
tional recession of the post-war era, it falls short of global
needs. The middle years of the decade will continue to
be characterized by unusually high rates of unemploy-
ment and still inadequate progress against world poverty.

During these years the world economy is expected
to grow at a slower pace than in the late 1970s. The im-
pulses that led to a strong recovery in North America
and to a dramatic rise in its imports began 10 weaken
in the second half of 1984. In the current year, the rate
of increase in North America’s gross domestic product
is expected to be only about half the rate of nearly 7
per cent achieved in 1984. This should produce a slow-
down in the global economy, since no substantial ac-
celeration of growth is likely to occur elsewhere - in
other developed market economies, centraily planned
economies or developing regions.

The transmission of growth impulses has been uneven,
particularly when compared to previous recoveries.
While international trade has provided a considerable
stimulus to the growth of the exporters of manufactures,
primary commodity exporters have continued to face
weak external demand. Moreover, many countries have
continued to confront tight international financial
markets. Interest rates in real terms have remained high
and several developing countries have experienced a con-
siderable net outflow of resources. Partly because of
these factors, there have been wide disparities in
economic performance among both developed and
developing economies,

‘The growth momenturn recently achieved by most in
the developing economies in Asia, including the most
populous ones, was maintained in 1984. Latin American
countries experienced a slight rebound in economic ac-
tivity from the depressed 1982-1983 levels, partly as a
consequence of increased exports. Growth in sub-
Saharan Africa, however, continued to be constrained
by the weak expansion in agricuiture in most countries
in the region. The weakness was particularly severe in
the 20 countries for which a drought-related food
emergency has been declared. Since domestic and ex-
ternal impulses for growth in developing countries are

not going to change markedly in the near future, growth
rates will remain generally weak. Thus, even by the se-
cond half of the decade, the large majority of develop-
ing countries will not have recovered fully from the
dramatic set-back suffered in the early 1980s.

The Japanese economy, largely on account of buoyant
exports, has experienced robust growth since mid-1983,
while the economies of Western Europe are gradually
converging to a somewhat higher rate of growth in
domestic product, but one still insufficient to make any
dent in unemployment. Countries in Eastern Europe and
the Union of Soviet Socialist Republics have maintain-
ed in the current year, especially in industry, the growth
momentumn reached in the second half of 1983, Domestic
impulses for growth remained strong in China and its
economic expansion continued at a rapid pace in 1984
and early 1985.

The continuation of the cyclical slow-down in North
America into 1986 and its dampening effect on the rate
of growth of other regions should lead to a further slow-
down of the world economy in that year. Although in-
dividual countries will be affected with varying degrees
of intensity, on the whole the slow-down is expected to
be moderate.

The shape of the next cyclical upturn is still uncer-
tain. On the one hand, there are some encouraging
signals pointing to an upswing after 1986. Fixed invest-
ment has increased markedly in some of the large
developed market economies and is picking up in many
other countries. Inflationary pressures in developed
market economies have subsided and price increases in
the near future are likely 10 remain modest. In many
developed and developing countries, room for policy
manoeuvre has widened. In the centrally planned
economnies, an acceleration in the pace of output growth
appears possible in the course of the implementation
of their five-year plans for 1986-1990. The large, most
populous, developing and developed economies of Asia
have gained, and are likely to maintain, considerable
momentum at mid-decade. According to this scenario
the post-1986 upturn, as distinct from the recent recovery,
could be characterized by some convergence in the
growth rates of the developed countries, less instability
in key economic variables, and a resumption of develop-
ment in a less restricted number of developing countries.

On the other hand, the world economy has proved
to be fragile. Past recoveries have often been short-lived.
If current problems are not tackled, it is likely that a
significant upswing will not occur in 1987 Persistent
protectionist pressures and the possibility of



additional restrictive trade measures, the considerable
fiscal deficit and trade imbalance in the United States
of America, protracted adjustments in the European
economies that prevent them from attaining high rates
of growth in domestic product anrd in import demand,
slow progress in the resolution of the debt problem, and
critical economic conditions in sub-Saharan countries
all indicate how hazardous the path towards 2 strong and
broad-based world recovery remains.

Indeed, changes in policy stances to deal with the pro-
blems outlined above could significantly affect the course
of events in the second half of the 1980s. A more stable
and supportive international economic environment
would ease some of the current strains and uncertain-
ties and allow many countries to resume growth sooner.
In particular, joint actions to halt and roll back protec-
tionism, to support more decisively the multilateral
financial institutions and to harmonize macro-economic
policies among large developed countries would go a
long way towards improving the international economic
environment. Such actions will not, however, remove
the need for sound economic policies. Even in the event
of a much improved international environment, most
countries will still be confronted with hard policy
choices. Many low-income countries still have to put
in place more effective policies to expand agricultural
production rapidly and to increase savings and invest-
ment, which could prove difficult to achieve without un-
duly worsening their already depressed consumption
levels. Several inflation-ridden countries also confront
particularly difficult choices, since indexation
mechanisms and expectations of continuing high infla-
tion rates have become entrenched. For developed coun-
tries, it is still necessary to consolidate recent gains in
the fight against inflation and, at the same time, to create
jobs at a faster pace.

Prevailing uncertainties

These policy choices will have to be made against a
background of pervasive uncertainty which complicates
the smooth functioning of the world economy. This
uncertainty is due in part to the increase, since the ear-
ly 1970s, in the volatility of some of the most
critical economic variables, such as interest rates, ex-
change rates and fuel prices, but it was also induced
by novel policy stances and seemingly unsustainable or
inconsistent national strategies. In certain cases, par-
ticularly in some European economies, current policies
have taken longer than expected to bear fruit. In the
meantime, as unemployment has increased, pressures
to change current policies so as to expand employment
opportunities have become more intense. In other cases,
fiscal and trade imbalances have accumulated, creating
conditions that might eventually disrupt the domestic
economy - as well as the international economic system
- in the event of there being no modification of existing

policies. Many countries have continued to enact

measures that tend to restrict international trade flows
in spite of their declared intentions to the contrary.
Moreover, among large industrial countries there is still
an apparent inconsistency in the different targets they
have set for their monetary policies and fiscal balances,
which have had some undesirable effects on such key
macro-economic variables as exchange rates and interest
rates. Serious exchange rate misalignments, as measured
against underlying trade trends, persist. Thus expecta-
tions of an eventual redirection of policies, even in ma-
jor countries, still loom large and add to existing
uncertainties.

The developing countries in particular have been
adversely affected by rapid changes in the international
economic environment, Swift changes in product and
capital markets have required prompt adjustments by na-~
tional economies in the early 1980s. For developing
countries with rigid economic structures and low
resource mobility, particularly the least developed coun-
tries, rapid adaptation to changing conditions proved dif-
ficult; in some of them, and in several other develop-
ing countries, there was a significant delay in redirec-
ting economic policies. Partly as a result of this, the
costs of adjustment rose and development faltered. While
a prompt response to changed international economic
conditions was, and remains, necessary, excessive in-
stability in certain key markets has clearly been inimical
to growth and development. The volatility of capital
flows, interest rates and primary commodity prices has
continued to make more difficult the formulation and
implementation of long-term national economic
strategies. It has also made private investors in develop-
ing countries very cautious about committing investment
funds. Indeed, the recent policy thrust in many develop-
ing countries towards an increased reliance on market
forces requires a modicum of stability in key markets,
and would certainly benefit from a less volatile inter-
pational environment,

Adjustment and trade policy

Economic policy in most developing, centrally plann-
ed and developed market economies through much of
the 1980s has focused on adjusting domestic econormies
to a rapidly changing external environment. In general,
the success of adjustment processes requires an expan-
sion of investment to switch production capacity towards
tradable goods, among other reasons. In particular,
developing countries and some centrally planned
economies need to expand exports to facilitate debt ser-
vice payments. It is not clear, however, whether the pro-
spective growth of aggrepate world imports will be high
enough to accommodate the intended export growth of
all the adjusting countries taken together.

In this regard, encouraging developments have been




seen in efforts to intensify regional trading arrangements
-among socialist countries of Eastern Europe, among
developing countries, and among the developed market
econormies of Western Europe, which have recently
agreed to enlarge the membership of the European
Economic Community. There is concern, however, that
the strong surge in imports into the United States is likely
to subside as the economy slows down and the dollar
either stabilizes or depreciates. More generally, there
is still concern that, after a year of vigorous recovery, pro-
tectionist pressures remain strong in the world economy.

The expectation that a strong recovery would bring
about a roll-back of the protectionist measures enacted
in the late 19705 and early 1980s was not fulfilled. In
the recent past, liberalization measures have, on the
whole, been outweighed by the introduction or inten-
sification of non-tariff restrictions. These restrictions
have been eroding credibility in accepted trade norms
and have adversely affected trade-related investment.
This is cause for serious concern since sustained world
economic growth and progress towards the solution of
the debt problem require a smooth expansion of inter-
national trade. The call for a new round of trade negotia-
tions is a positive development, but this does not
diminish the need for more immediate action. In par-
ticular, what is required is the prompt implementation
of all the agreements of the Tokyo Round and of the 1982
GATT Ministerial Meeting, and a lowering of those bar-
riers that today put a virtual ceiling on the trade levels
of a large number of goods.

Wider imbalances in the United States economy

Despite the strong recovery of the United States
economy in 1984, the budget deficit remained high. Since
the Federal Reserve Board adhered to a firm non-
inflationary stance, the financing of the United States
budget deficit was achieved by capturing a significant
share of world savings. This meant that upward pressures
on real interest rates continued well into 1984, High in-
terest rates and the overall strength of the United States
cconemy encouraged further capital inflows and the
dollar appreciated further, and that in turn, was a
decisive factor in widening the United States trade
deficit. While the volume of imports grew by more than
25 per cent, the strength of the dollar worsened the com-
petitive position of some traditional United States ex-
ports and led to an intensification of protectionist
pressures in that country.

Although in the recent past the large fiscal deficit in
the United States has provided an important stimulus
to final demand, the continuation of large budget deficits
is likely to aggravate financial strains. Interest payments
on the national debt already represent a significant share
of government expenditures. An increase in the national

debt at a pace similar to that of the recent past would
rapidly escalate interest payments. This, in turn, would
widen the structural deficit and exert a significant up-
ward pressure on interest rates.

There is also growing concern regarding the sus-
tainability of the large trade imbalance and, therefore,
of the substantial current account deficit. Only a con-
tinuation of capital flows to the United States at the cur-
rent rate would allow the situation to continue without
strong downward pressures on the dollar. Such inflows
are, however, contingent on the perceptions economic
agents have of the refative strength of the United States
and on their desire to accumulate dollar-denominated
assets. The recent shift of the United States economy
to a net debtor position, if accompanied by a change
in expectations, could lead to considerable downward
pressure on the dollar. This would increase the chances
of either a rapid response by the Federal Reserve Board,
leading to a jump in interest rates, or a rapid deprecia-
tion of the dollar, with disruptive effects on international
financial markets, trade and investment.

The above considerations underline the critical im-
portance of addressing disequilibria in the federal budget
and the current account. In the current year, the United
States federal budget deficit will be significantly higher
than in previous years. However, the present administra-
tion indicated early in the year the need for a substan-
tial reduction in the rate of growth of fiscal expenditures,
starting in the fiscal year beginning October 1985, the
objective being a gradual decrease in the federal budget
deficit in that and the following years. A sizeable reduc-
tion in the federal budget deficit would not only ease
pressures in financial markets but could also lead to a
less restrictive stance being taken by the Federal Reserve
Board. As a result, demand for dollar-denominated
assets might subside, causing the dollar to depreciate
somewhat and the trade and current account deficits to
start parrowing.

The sluggishness of European economies

The improvement in some aspects of the economic
performance of Western Europe in 1984 has given
grounds for optimism and has led to an increase in
business confidence in the region. None the less, there
is still little evidence that the rate of economic growth
will show any marked acceleration in the near future.
The restructuring of public expenditure that is taking
place in a framework characterized by fiscal discipline,
the cautious monetary policies being pursued partly as
a result of uncertainties over the movements of interest
rates and exchange rates in international capital markets,
the persistent rigidities in some segments of the labour
market, and the protracted process of industrial restruc-
turing together constitute, at least in the short run, an



impediment to a more dynamic economic expansion.
Thus, in the aggregate, growth rates in these economies
in 1985 and 1986 will not differ much from those of 1984
and average rates of unemployment will remain at the
two-digit level.

Nor is economic growth in Eastern Europe likely to
accelerate substantially in the immediate future. The
economies of Eastern Europe have experienced a con-
siderable recovery since 1983, but lingering problems
prevent a quick return to high growth rates. Investments
are advancing only at a modest pace, while persistent
payments difficulties in some of these economies are
allowing for only moderate increases in imports from
hard currency areas.

Western Europe’s trade plays an important role in its
own and in the global economy. The region absorbs
more than a quarter of the total exports of the develop-
ing countries and about a fifth of those of Eastern Euro-
pean countries, while Western Europe’s exports to the
two groups represent a significant share of its GDP. The
hesitant recovery of Western Europe and the import con-
straints of those groups could therefore perpetuate a kind
of vicious circle, unless past patterns are broken. Con-
versely, an upswing in Western Europe would boost im-
port demand, aid the recovery of primary commodity
prices, and ease the payments constraints of its partners.
An improvement in the balance of payments of the lat-
ter would provide a significant impetus to world import
demand and, in turn, to the economic growth of Western
Europe.

Many countries in Western Europe now have more
room for policy manoeuvre as a result of the signifi-
cant slow-down in domestic inflation that has taken
place, their lower budget deficits, the decrease of in-
terest rates in international markets, and their steadily
improving balance-of-payments position. Several of these
countries could therefore use some fiscal stimulus to
expand more rapidly. Such a stimulus assumes special
importance at this juncture, when global demand may
falter as the United States Government, in the downward
phase of the business cycle, tries to correct its fiscal
imbalance.

The debt overhang

Rapid export growth and recent debt reschedulings
are giving a number of large debtor countries breathing
space and allowing them some growth in imports. On
the creditors’ side, the financial situation has also im-
proved, International commercial banks have significant-
ly increased contingency reserves and their profits have
generally recovered. Despite these developments, there
is no room for complacency, however. Most develop-
ing countries with relatively large debts continue to face
considerable balance-of-payments constraints, rates of

growth markedly below historical trends, high
unemployment, and major difficulties in expanding pro-
ductive investment. In the large majority of such coun-
tries, real per capita incomes either stagnated or fell for
the fourth consecutive year in 1984. No dramatic turn-
about is envisaged for the current year.

In fact, underlying financial conditions have not fun-
damentally changed. Many debtor developing countries,
particularly those in Latin America, have managed,
through stringent adjustment measures, (o achieve a con-
siderable surplus in their balance of trade. The 20 Jargest
debtor developing countries increased their aggregate
surplus from less than $20 billion in 1983 to more than
$30 billion in 1984. On the other hand, the increase in
the United States prime rate and the London Inter-Bank
Offer Rate (LIBOR) of 1984 led to a rise in interest
payments and absorbed some of the gains achieved in
the trade balance. Total debt outstanding continued to
increase. Despite the rapid increase in exports, the ratio
of interest burdens to export revenues remained virtually
unchanged and many countries - some of them for a se-
cond consecutive year - effected a negative resource
transfer.

The lack of progress in reducing the abnormally high
ratio of interest payments to export revenues is cause
for serious concern. In 1984, the ratio remained above
20 per cent for the group of large debtors and for many
other countries of Africa and Latin America; in several
of these countries it was over 35 per cent. If this situa-
tion persists, the positive results of rescheduling are like-
ly to prove ephemeral. It is therefore crucial for the deb-
tor countries that the decline in the prime rate and
LIBOR that took place in late 1984 should continue and
that further declines should take place, if possible.
Otherwise, the slow-down in the growth of international
trade envisaged for the current year and 1986 could lead
to insurmountable payment pressures in the following
years. The strains will not only retard development but
might again threaten the stability of the international
financial system.

Critical economic conditions in sub-Saharan Africa

Most countries in Africa south of the Sahara continue
to face extremely difficult economic conditions. Their
deep-rooted development problems, particularly in
agriculture, are being exacerbated by a protracted
drought and desertification in many areas. With the ex-
ception of a few countries, agricultural production did
not increase to any significant extent in 1984 and in many
areas per capita food production actually fell. Low, in
many cases declining, export revenues and per capita
incomnes prevented a rapid expansion of food imports,
thereby aggravating the food crisis. At present, nearly
30 million people face hunger and starvation in the
region. Without massive food aid efforts, including




assistance for food distribution, the costs in terms of
death and malnuirition, especially among children, could
escalate sharply. The efforts of most of these countries
to bring production in both the industrial and agricultural
sectors nearer to capacity levels are still constrained by
a tight domestic and external financial situation. Inter-
national reserve levels in the majority of these coun-
tries have not recovered, and remain at unusually low
levels, often preventing them from importing any pro-
ducts other than those required to satisfy their basic food
needs.

The serious agricultural situation has led many
African countries to re-evaluate and redirect their
development efforts. National food strategies which take
into account short-term conditions as well as the re-
quirements for long-term growth, are being formulated
and implemented. International support for these efforts
remains critical for their success. Emergency assistance,
in particular food aid, will, however, be required now
and for some time to come, since most countries in the

area remain very vulnerable. Despite a reorientation of

policies and increased domestic efforts, erratic weather
conditions will continue to cause considerable difficulties
in some countries. Agricultural and food production may
decline further, at least in the near future. Without a
prompt and appropriate response from the international
community to meet these crises, efforts to change long-
term conditions may be jeopardized

Restoring the muitilateral framework for
development

Despite the significant recovery in some industrial
countries and a substantial pick-up in international trade,
economic growth in developing countries has remain-
ed weak. The legacy of the global recession of the ear-
ly 1980s is still affecting a large number of developing
countries, so that at mid-decade, in half of the developing
countries, per capita incomes are still below the levels
attained in 1980. Investment levels have not yet recovered
in many of these countries and, consequently, rapid
growth in the near future is unlikely. This indicates that
these countries will have to make enormous efforts to
see an improvement in living conditions before the end
of the decade. It also underlines the important role that
more vigorous and sustained economic growth in the
industrial countries and an enhanced system of inter-
national economic co-operation have to play in suppor-
ting domestic efforts by developing countries.

While there is a definite need for improved interna-
tional economic co-operation, what is in fact being
observed is a gradual erosion of the multilateral
framework for development. New ways to bypass in-
ternational trade rules have been found, thus preven-

ting developing countries from taking full advantage of

the international division of labour. The initial progress
towards enacting measures to stabilize primary

commodity prices has come to a halt. In the 1980s, con-
cessional and non-concessional official flows have grown
at a slower pace than in the previous decade. Access
to compensatory financing, although somewhat expand-
ed, has recently been jeopardized by conditionality
requirements.

The domestic policies of any individual country will
remain decisive in determining its growth performance.
There is no substitute for policies to improve resource
allocation, enhance the efficiency of public and private
corporations and mobilize domestic savings. Never-
theless, the restoration of development at a global level
certainly requires actions to stem the protectionist tide,
increase market access for the exports of developing
countries, and provide multilateral development institu-
tions with growing resources. Increasing support for the
multilateral financial institutions is of critical importance
at this juncture. The prolonged global recession of the
early 1980s has left many developing countries with in-
sufficient international reserves and, generally, a worsen-
ed balance-of- payments position. Moreover, even with
extraordinary efforts, many developing countries are not
likely to obtain any significant access to fresh funds from
private financial markets before the end of the decade.

An increased flow of official resources to support in-
vestrnents, particularly in trade-related activities, could
prove crucial not only in accelerating growth but also
in solving the balance-of-payments probiem in the longer
term. Official credits could also prove to be catalytic
for developing countries which would like to avail
themselves of increased private flows. These credits often
pave the way for direct investment and increased flows
from imterpational commercial banks. There is a third
compelling argument for a larger flow of official
resources. The very difficult situation of the least
developed and other Jow-income countries, in particular
the critical situation of sub-Saharan countries, make
necessary an increased flow of multilateral aid at this

juncture. Multilateral financial institutions are an effec-

tive and efficient means of channelling such necessary
official development assistance.

Concern over the lack of progress in resolving inter-
national monetary and financial issues has led many
countries to reiterate their call for an international con-
ference on money and finance for development. In ef-
fect, not only has progress in this area been insufficient
in the 1980s but there seems to have been increased
hesitancy on the part of major industrial
countries to support substantive changes. However, the
strengthening of the Bretton Woods institutions, and
other more recent multilateral financial agencies, should
remnain an important objective. They are a critical part
of the multilateral system, and the restoration of the
multilateral framework requires their enhancement.
Without it, development in the coming years could falter

just as it did in the early 1980s.



Chapter 1

MAIN FEATURES OF THE CURRENT RECOVERY

During 1984 and the first half of 1985, the economic
recovery that commenced in the United States in late
1982 broadened and many economies, both developed
and developing, slowly emerged from the protracted
and disruptive recession of the early 1980s. The rate
of growth of aggregate global output has risen from less

than 3 per cent in 1983 to an estimated average of 4
per cent in 1984-1985, as growth in both the developed
market and developing countries accelerated. Aggregate
output of the centrally planned economies as a group
has continued to expand at a significantly higher rate
than in the period 1980-1982 (see table II-1).

Table II-1. Growth of world output and trade, 1979-1986*

(Percentage)
1979 1680 1981 1982 1983 19840 1985°¢ 19856¢

Gross domestic product

World 34 20 17 Q7 27 4.6 36 32

Developing countries 50 32 13 -0.4 62 29 33 36

Developed market economies 31 12 1.5 0.2 2.4 4.6 32 25

Centrally planned economiest 30 34 23 39 5.2 5.3 49 4.7
International trade

Worid import volume 52 12 14 -12 20 5.0 60 435

Source: Department of International Economic and Social Affairs of the United Nations Secrelariat

® The classification of countries intc the various analytical groups is shows in the explanatory notes at the beginning of this docu-
ment Qutput deta for these country groups and for cach member country are sggregated with weights estimated on the basis of

{980 prices and dollar exchange rates
b pretiminary estimates.

¢ Forecasis {based on Project LINK and other institutional forecasts)

Net material product of China, Eastern Europe and the USSR

The economic expansion of the United States observ-
ed in 1984 has continued into early 1985, albeit at 2 more
moderate pace. This has lent strong support to the
renewzl of domestic economic activity in Canada, Japan
and some of the Western European economies, and has
induced export-led growth in several developing country
groups, especially East Asia and, to a lesser extent,
Latin America. The revival of demand in developed
market economies, especially in Western Europe, has

also facilitated Eastern Europe’s export expansion,
which in turn has made it possible to alleviate the severe
import constraints of the early 1980s and thus to ac-
celerate the overall growth pace. In addition, there has
been a continuation of strong self-sustained growth in
China and India, the world’s two most populous coun-
tries. Similaily, the Soviet Union has continued to grow,
although at a more moderate rate, mainly because of
gains in industrial production.

Significant but uneven growth

Despite the recent improvements in the overall world
economic situation, the performance and the degree of
progress of individual economies has been far from
uniform. Aggregate growth rates (see table I-1) tend
to mask the fact that a large number of countries, mostly
the smaller economies in the developing areas, have
not yet participated to a significant degree in the ongo-
ing recovery, and to defuse the issue. Furthermore,

in spite of a rather sharp acceleration since 1983, the
rate of growth of real output in the developing coun-
tries has been only marginally higher than the rate of
population growth. It is expected that real per capita
income for the group as a whole at the end of 1985 will
remain well below the level reached in the late 1970s.!
In more than half of the 83 developing countries for
which data are available, real per capita incomes either

! With an average rate of population growth of 2.5 per cent per annum, the population of the developing countries will have
grown by almost 16 per cent during 1980-1985, while aggregate real output will have expanded by only 11 per cent
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stagnated or continued to fall in 1984 (see table 1I-2).
Nearly all of the decline in real per capita income dur-
ing 1980-1985 has been concentrated in Latin America,
owing to the adverse ramifications of the debt situation,

and in Africa, largely because of the severe drought and
a weak export performance. The South and East Asian
developing regions, in contrast, have made a remarkable
gain in real per capita income during the same period,2

Table II-2. Number of countries with growth rates of real GDP at or
below the rate of growth of population, 1979-1984

Total
sample 1979 1980 1981 1582 1983 19842
size
World 12 26 47 50 66 63 46
Developing economies 83 24 25 £1) 54 55 44
South and East Asia 14 2 3 0 4 3 2
West Asia 10 3 4 6 1 5
Western hemisphere 23 6 6 3 21 20 3
Africa 2 12 15 20 2 23 2
Mediterranean 4 H 1 0 1 2 1
Developed market market economies 2 i 6 1 10 g8 2
Centrally planned economies? 7 ] 2 2 2 0 0

Source: Departiment of International Economic and Social Affairs of the Unilted Nations Secretariat

" Based on preliminary datn.
Per capits net materinl product.

For the developing countries as a whole the average
growth rate of real GDP in 1984, although substantial-
ly higher than in 1983, was only 3 per cent; this was
2 percentage points below those countries’ average
growth in the late 1970s (see table A-1). Real GDP in
the energy exporters and energy importers grew on
average by about 2 per cent and 3.5 per cent, respec-
tively, which represented a significant decline in com-
parison to their average growth rates in the latter half
of the 1970s. Finally, the unweighted mean growth rate
in the period 1983-1984 was decidedly lower than in the
corresponding recovery period of 1976-1977.

In 1984, Africa and the western hemisphere, despite
their improved performance, still grew at 2.5 to 3
percentage points below their average growth rates of
the late 1970s. The South and East Asian economies,
on the other hand, grew at rates only slightly below their
average trend rates (see table A-1). In general, the
distribution of real GDP growth rates has remained quite
skewed. Of the 83 developing countries for which data
are available, 46 grew by 2.5 per cent or less, while
cnly 16 countries achieved growth rates higher than 5
per cent in 1984 (see table A-1).

The overall rate of growth of developing countries in
the western hemisphere in 1984 was only 2.7 per cent.
The low rate of growth was strongly influenced by the
economic situation and policies of the major debtors in
the region. That group, which accounts for most of the
region’s aggregate (GDP, has been following intensive
adjustment policies to curb aggregate domestic demand,
policies necessitated by the sharp intensification of their
external payments difficulties resulting from the abrupt
decline in the availability of external sources of finance.
For those countries, the major source of output growth
in 1984 was the rapid rise in exports, particularly of
manufactures. Domestic growth impulses, on the other
hand, have remained exceedingly weak.

The most disturbing feature of the world economy in
1984-1985 has been the precarious economic situation
of developing countries in Africa. In 1984, the aggregate
GDP of these countries grew by only 1.5 per cent, which
is about half the rate at which their population increas-
ed. Although in a few countries the economic situation
is beginning to show some improvement, it is still con-
sidered unlikely that the growth rate of real per capita
income for the group as a whole will be positive in 1985.

2 Annua! rates of population growth being of 3.0 per cent in Africa, 2.5 per cent in Latin America and 2.1 per cent in South
and East Asia, the respective cumulative growth of real per capita GDP in the period 1980-1985 for these regions is the
following: for Africa and Latin America, losses of 15 per cent and 5 per cent, respectively; for South and East Asia, a gain

of almost 20 per cent.



In a large number of these countries, domestic economic
activity, particularly in agriculture and related processing
sectors, has been sluggish for over a decade. The drought
that has affected most of Africa, in some countries for
the third year in a row, has caused further disruption
to production. Superimposed upon these adverse
domestic growth factors has been the impact of the un-
favourable external economic environment. In 1984,
unlike other developing countries which benefited from
the global recovery, nearly all African developing
economies had to face up to comparatively weak ex-
port demand. Their terms of trade vis-a-vis developed
countries remained basically unchanged, after declin-
ing in 1982-1983,

Within the group of developed market economies,
there has been considerable diversity in economic per-
formance on account of the substantial divergence in
initial conditions, as well as in the different mixes of
macro-economic policies. Although the variation in
growth rates has narrowed somewhat since the latter part
of 1984, North America and the developed countries of
the Pacific region, particularly Japan, are continuing
to grow at rates that are 1 to 2 percentage points higher
than Western Europe's average annual growth rate of 2.5
per cent (see table A-1). Even within Europe, however,

there has been significant unevenness in economic per-

formance {see table A-2); the northern countries have
been growing at a higher rate than the European average,
in contrast to France and several smaller economies.

These disparities in economic performance have also
been reflected in the abnormally large differences in
unemployment rates within the group (see tables A-3
and A-4). While the unemployment rate in the United
States still remains high by historical standards, it has
nevertheless been declining rather sharply. In contrast,
there were more than 9 million persons unemployed
in Burope in late 1984, which represented an increase

of 3 million persons over 1982. Even more alarming is
the youth unemployment rdte in Europe, which has
rapidly increased to rates of 20 to 30 per cent in several
countries. In the United States, on the other hand, the
number of unemployed persons fell by 2 million to a
total of less than 10 million persons, as nearly 7 miilion
new jobs were created, mostly in services and high
technology industries; the youth unemployment rate
declined from |7 per cent to 13 per cent during the same
period. By contrast, the record on inflation has been
more favourable and far more uniform. Inflation rates
have continued to decline in nearly all countries within
the group and they show a clear convergence (see tables
A-3 and A-5).

For the group of developed market economies, it is
clear that the experience of 1983-1984 differed
significantly from that of the earlier cyclical recovery
of 1976-1977. Both the average unemployment rate and
its degree of variation, as measured by the standard
deviation, have risen, while the average rates of output
growth and inflation were significantly lower than in
the earlier recovery.? There has also been a sharp
decline in the degree of variation in inflation rates dur-
ing the present cycle. The substantial decline in the rate
of increase in unit labour costs that has taken place in
nearly all developed countries since 1981, and falling
or stagnating commodity prices, have been the major
factors in reducing inflation rates. In tarn, a combina-
tion of more moderate rates of increase in nominal wages
and marked improvements in labour productivity levels
have been the main cause for the slow-down observed
in the rates of increase in unit labour costs. Improve-
ment in labour productivity is normally of a pro-cyclical
nature but, in several Western European countries, a
substantial portion of the gain has resulted from con-
tinved labour shedding in manufacturing sectors. In the
United States, in addition to the decline in the rate of
increase of unit labour costs, the substantial

3 Comparing the means and standard deviations of the real GDP growth rates, inflation and unemployment rates of the
developed market economies, and those of the real GDP growth rate of the developing countries, in 1976 {the previous
period of cyclical rebound) and 1984, the following results emerge:

GDP growth rate
All developed market economies
Seven major developed market
ECOROMies
All developing economies

Inflation rata
All developed market economies
Seven major developed market
econoimies

Unemployment rate
All developed market economies
Seven major developed market
economies

1976 1984

Standard Standard

Mean deviation Mean deviation
41 22 28 18
52 07 36 18
60 54 23 38
122 64 11 53
100 45 47 2.3
4.5 20 80 53
33 19 87 28
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appreciation of the dollar exchange rate has been a
crucial factor in the remarkable improvement in infla-
tion performance.. Although the convergence in rates of
growth of output has lagged behind that of inflation rates,
the major source of variation in output growth rates in
1984 has been the diversity in growth patterns among
the seven major developed market economies, particular-
ly between the major European economies and the
United States.

A critical factor for the sustainability of output growth
as well as for the favourable inflation outlook in the
developed market economies has been the sharp rebound
in their investment outlays. During 1983-1984, business
fixed investment in the seven major industrial countries
as a group increased by almost 18 per cent cumulative-
ly in real terms. The increased level of investment in
most of those countries came about mainly because of
the rapid rise in capacity utilization rates and the substan-
tial improvements in business profits. This rapid rate
of growth in investment was, however, largely accounted
for by the substantial rise in investment demand in Japan
and the United States. In fact, the strength of invest-
ment demand in these two countries during the present
recovery was much greater than in the previous cyclical
rebound of 1976-1977, despite the very high real interest
rates of recent years. By contrast, the rate of increase
in business investment in the major European economies
during 1983-1984, though significant, was only half that
of 1976-1977. In most developed countries, particularly
the United States, a greater portion of the new in-
vestments was concentrated in the services sector and
the high-technology industries.

An unusual and disturbing feature of the present
recovery is the acceleration of inflation in a large number
of developing countries. The average rate of inflation,
as measured by the rate of change in the consumer price

index, for developing countries as a group increased
substantially, from 69 per cent in 1983 to more than 100

per-cent in 1984, although there were important dif-

ferences between and within subgroups. The average an-
nual rate of inflation in the South and East. Asian
developing countries remained steady at levels well
below 10 per cent and in some countries even declin-
ed, but inflation rates in West Asia and the western
hemisphere experienced precipitous rises. In Africa,
although the acceleration of inflation was less than in
the above-mentioned regions, the average inflation rate
was still in excess of 20 per cent per annum. The fre-
quency distribution of inflation rates for a sample of 79
developing countries reported in table A-3 clearly shows
that the degree of disparity increased significantly bet-
ween 1982 and 1984. The number of developing coun-
tries with annual inflation rates of 5 per cent or less in-
creased from 4 to 19, while the number of countries with
annual inflation rates of 50 per cent or more also in-
creased from 7 to 12

Not only was there a larger difference in the average
inflation rates of the different subgroups of developing
countries than in earlier periods, but the acceleration
took place at a time of severe underutilization of
resources in these countries and a sharp abatement in
inflationary pressures in the developed market
economies. A major source of the increase in inflation
rates has been cost pressures associated with the large
and widespread currency devaluations that have been
implemented in response to severe external balance con-
straints in recent years, particularly in Africa and Latin
America. In a number of these developing countries,
the devaluation of the local currency has been a part
of the stabilization policy packages required by inter-
national banking and lending institutions as a condition
for assistance for those in balance-of-payments difficulty

Growth and trade dynamics

The recent upswing is unlike previous cyclical recoveries
in that the major direct or indirect force behind it has
been the unprecedented surge in import demand in one
country - the United States. The latter’s trade linkages
and commodity composition of import demand have
been the main determinants of the transmission of growth
impulses during the present recovery.

After nearly four years of virtual stagnation, the
volume of world trade increased by an estimated 9 per
cent in 1984. This substantial increase has been a key
reinforcing element in the autonomous recovery of
several large industrial economies; it has also been the
decisive factor in the export-led growth in a number of
developing economies.

For the first time since 1979, the volume of world trade
in 1984 began to expand at a significantly higher rate
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than world output, thus restoring the historical relation-
ship between the two aggregates. Preliminary estimates
indicate that this relationship will continue to hold in
1985, but, in comparison to the earlier recovery phase,
the present rebound in trade volume is unusually lop-
sided (see table II-3). Nearly half of the rise in world
trade in 1984 stemmed from the sharp increase in im-
ports into the United States and its main trading part-
ner, Canada, while import demand in Europe and in
most developing countries remained sluggish. This has
been the case mainly because of the rather weak recovery
in the former group and extensive expenditure-reducing
and expenditure-switching policies that have continued
to weaken import demand in the latter group.

Among the developing countries, it was mainly the
major exporters of manufactures in South and East Asia
that experienced normal rebounds in import demand.



Tabie II-3.

Geographical composition and quantum changes
of world imports, 1976-1984

(Percentages)

Country or country group

Share in world trade®

Annual rate of change

of import quantum

1976 1983 1976-1977 1983-1984P

World 1000 1000 8.0 54
Developed market economies 70.3 660 83 8.2
United States 1.5 153 160 190
European Economic Community 353 333 75 45
Japan 68 71 60 60
Developing countries 203 235 87 06
Capital-surplus countries 36 50 246 -70
Capital-imponiing countries 16.7 18.5 53 20
80 98 51 44

Centrally planned economies®

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on IMF, Inrerna-

tional Financial Statistics and Direction of Trade Yearbook and other officinl national and international sources

2 Shares are based on merchandise imports valued in teems of dollars at current prices

Preliminary.
€ Eastern Europe and USSR only

Although imports of many energy-importing develop-
ing countries experienced a moderate pick-up in the lat-
ter part of 1984 and in early 1985, present import levels
remain significantly below the previous peak reached
in 1981. Moreover, because of falling oil prices and on-
ly a moderate increase in the volume of oil exports, the
import demand of the energy-exporting developing coun-
tries has also been sluggish. In fact, a distinct feature
of the world recovery has been the relative insensitivi-
ty of energy demand, particularly oil demand, to the
economic recovery of industrial countries in the period
1983-1984.4 Even the import demand of the capital-
surplus countries, which enjoy high levels of interna-
tional reserves, is expected to remain weak after a sharp
decline of 20 per cent in that period. The import de-
mand of the centrally planned economies, on the other
hand, grew at a significant rate in 1983-1984 and was
only marginally lower than the rate registered in
1976-1977.

The developments in the import demand of develop-
ing countries in recent years have had two important
implications for the world economy. First, the reduc-
tion in import levels during 1982 and most of 1983 and
the weak rebound in 1984 and early 1985 had a signifi-
cant negative impact on the economic growth of the
developed economies, particularly the more open
economies of Western Europe. This is the opposite of
what occurred in the recession years of 1974-1975, when
the import demand of the developing countries remained
strong and provided an important stimulus to the growth
of the developed market economies.’ Secondly, in-
termediate and capital goods constitute a major part of
the imports of most developing countries. Since these
are important determinants of industrial production and
investment, the recent declines in imports have severe-
Iy affected manufacturing output and the level of invest-
ment - and hence potential productive capacity.®

4 Because of substantial energy conservation efforts in industrial countries in the [970s, both energy consumption per unit of
real output (GDP) and the share of oil in encrgy consumption have fallen significantly in recent years Consumption of oil
per unit of real GDP in developed market economies declined by more than 20 per cent between 1973 and 1983 For a detail-
ed study of the experience of Western Europe, see Commission of the European Communities, European Economy, No. 16
{July 1983}, pp. 31-59 See also Morgan Guaranty Trust Company of New York, Hbrld Financial Markets, January 1985
Estimates indicate that the favourable impact of the rise in the expons of the developed market economies to the developing
countries during the 1975 recession amounted to 1 per cent of the real GDP of the developed economies This is almost equal
to the estimated negative impact of the decline in the developed countries’ exports to the developing countries during the 1982

recession.

6 Impons of machinery and transport equipment (Standard International Trade Classification (SITC) Revision 2, sect. 7) in
1979-1981 constituted between 33 and 40 per cent of the total imports of the developing countries.




In fact, the reductions in imports that a number of ma-
jor debtor developing countries have been forced o make
in order to achieve large trade surpluses and so meet
the scheduled interest payments on their external debt
have had important adverse effects on fixed capital for-
mation which, in turn, has led to a weakening of
autonomous sources of growth. Only those developing
countries, such as Brazil and Mexico, which had ex-
tensive import-substitution industries already in place
have been able to limit the damage from import
compression.

In addition, the simultaneous and sharp increases in
the trade surpluses of Japan and Western Europe in
1983-1984, which are expected to continue in 1985, in-
dicate that, because of the relative weakness of their
domestic demand, these economies have not been able
to support the world economic recovery on the demand
side.” Because of the existence of excess capacity in
their manufacturing sectors and the weakening of their
currencies wis-g-vis the dollar, these countries have,
however, been able to meet the United States demand
for imports in a non-inflationary manner and, through
exports of financial capital, to meet the excess demand
for savings in the United States that arose partly because
of its large budget deficit. 8

Nevertheless, it should be noted that the income
elasticity of import demand in Europe and Japan is
significantly lower than in the United States.® That is,
even if domestic demand in Japan and Western Europe
had been stronger, their imports would not have risen
as sharply as North America's, although the disparity
in import growth rates would have been far less.

Much of the asymmetry in import growth rates among
the developed countries during the period 1983-1984 can,
therefore, be explained by the cyclical demand imbalance
between North America and the rest of the world, and
by the significant differences in the income elasticities
and in the commodity composition of their demand for
imports. None the less, large changes in relative inter-
national price competitiveness among the major in-
dustrial countries began to play a more prominent role
in determining trade flows in 1984-1985 than they had
in 1982-1983. These large changes in competitiveness,

which usually affect trade flows after a considerably
longer time-lag than do income changes, have resulted
from sharp swings in, and persistent misalignments of,
key exchange rates. The misalignments first manifested
themselves in I981 and have become more severe in re-
cent months.

Output-trade linkages and diversity of experiences

There is little doubt that the net effect of North
America’s recovery on many economies, during the
period 1983-1984, has been both positive and significant.
There are, however, two major issues concerning the
United States recovery that must be considered here.
First, the positive influence of the direct impact of the
economic rebound in the United States and the gains
derived from it have been unevenly distributed across
countries and commodities, thus accounting, at least in
part, for the diversity observed in economic perfor-
mances in the period 1983-1984. Secondly, since 1983,
a sharp decline in the external lending of United States
banks has been accompanied by a marked increase in
the capital flows from the rest of the world, particular-
ly from Japan but also from some of the developing
countries, into the financial markets of the United States.

These net inflows of capital, which have further in
intensified in early 1985, have presumably been attracted
by the higher profitability of investment and the higher
real rates of interest in the United States than in most
other major industrial economies (see table A-6). The
imported capital has definitely played an important role
in the buoyancy of business investment and thus in the
economic growth of the United States; by bidding up
the exchange rate of the dollar, it has also helped to
dampen inflation in the United States. Not all of the out-
comes in this regard, however, have been positive for
the United States. The effect of exchange rate apprecia-
tion on import prices has had a contractionary effect
on the profitability of import-competing industries in
the United States and has caused a significant erosion
in the shares of United States manufacturing and farm
products in international markets

In sum, however, it is clear that the economic rebound
in the United States, which through trade linkages has

7 While ratios of imports to exports for Japen and Europe had been relatively sisble during the period 1975-1977 (that is,
from: the trough to the peak of the previous recovery cycle), they deciined sharply in [982-1984. This also indicates that
demand developments in Europe and Japan during the recent cyclical recovery have not facilitated the transmission of

growth impulses as much as in the previous cycle

In regard to the increasing dependence of the United States on imported financial capital, see the comments of Mr. Paul
Volcker, Chairman of the Federal Reserve Board, in Financiol Times (London), 21 February 1985, pp 1, 24 and 47

An empirical study of price and real income elasticities in 1964-1981 for Japan and the United States found that Japanw's in-
come elasticity of import demand is substantialy less than that for the United States. For example, for every percentage
point increase in the GDP growth rate, the volume of imports into the United States would increase, on average, by 27
percentage points, while in Japan it would increase by only | 2 percentage point Differences in income elasticities of im-
port demand for manufactures are even more plaring: 3 i for the United States compared to only 1.2 for Japan. Income
elasticities for the major European economies e somewhere between the estimates for Japan and the United States For
more details, see Commission of the Europesn Communities, European Economy, No. 16 (July 1983), pp 132-136



benefited a number of developed and developing coun-
tries, has been favourably influenced by financial flows
from the rest of the world. What is less clear is the ex-
tent to which the outflow of financial capital from those
countries and the persistently high real interest rates,
in part induced by the increasing size of the federal
budget deficit in the United States, may have hurt or
dampened the strength of recovery in the rest of the
world.

Because of the strong rebound in domestic activity
and the sharp decline in the price of imports expressed
in dollars, the overall volume of merchandise imports
of the United States increased by almost 40 per cent bet-
ween 1982 and 1984. Imported manufactares, which con-
stitute almost two thirds of the total imports of the United
States, increased even more rapidly - by almost 60 per
cent during the same period. Since the latter half of 1984,
the growth rate of output has slowed down but, because
of the appreciation of the dollar and its dampening ef-
fect on import prices, United States imports have con-
tinued to increase at a relatively high rate during the
first quarter of 1985.

Hence, given the composition of the import demand

of the United States and its existing trade linkages, the
direct effect of economic expansion in the United States
has mainly benefited the major exporters of manufac-
tures, in both developed and developing countries. On
the basis of partial data for 1984, it seems that at least
the direct effect of the United States recovery has bypass-
ed many of the smaller developing economies, par-
ticufarly those that mainly export primary commodities.
The impact of the recovery in the United States on
developed economies has also been far from uniform.

Some of the aspects of the international transmission
of growth are reflected in table II-4. For the developing
countries, for example, the ratio of the level of their mer-
chandise exports to the United States to their GDP is
3.7 per cent. As they experienced an estimated 20 per
cent rise in their exports to the United States in 1984,
the initial contribution (that is, not taking into account
the secondary effects) of this rise was tantamount to an
increase of 0.7 percentage point (20 per cent multiplied
by 3.7 per cent) in their GDP in 1984, 10 Using the same
procedure, the initial contributions of change in net trade
(exports minus imports} vis-g-vis the United States to
GDP growth rate in 1984 were as follows: energy-
exporting developing countries, 0.5 percentage

Table I-4. World trade and output linkages: share of exports in GDP, [982?

{Percentage)

Trading partners

Ratio of -Devele ing economi Developed market
Exports by cuuntr% and country expotts ping Rles econamies
group to GDPC
All Energy  Energy All US  Japan  EEC
EXPOLIErs importers

Developed market economies 158 50 18 31 10.2 18 05 58
United States 12 26 06 20 44 07 17
Japan 132 6.2 22 40 67 34 16
European Economic Community 26.3 62 24 38 182 18 03 129
Developing market economiesd 24 72 12 60 143 37 30 55
Energy exporters 355 108 0.7 101 230 43 71 102
Energy importers 16,5 53 13 39 104 34 13 37

Source: Department of International Economic and Secial Affairs of the United Nations Secretariat. based an IMF, Direction of Trade
Statistics Yearbook 1983, OECD, Muin Economic Indicators [983 and other official international sources

U Trade in services is not included. The figures in each fine represent bilateral merchandise exports of the country or group of coun-
tries vis-d-vis the countries or groups in the columns divided by the GNP of the former All figures are calculated from output and

trade figures in current prices and doblar exchange mtes

b GNP data for Canada, the Federal Republic of Germany, Japan and the United States.
¢ The overail export-to-GDP matio includes trade with the centrally planned economices

d The developing country groupings used in this table are those of IMF (1982 classification}, excluding China, Greece, Hungary,
Romania, Portugal and South Africa Greece and Portugal are included in developed market economies in this table

0 Taking into account the secondary effects, the final impact on the GDP growth rate would be even larger Assumiag an in-
ternational trade multiplier of 2, which approximately measures the size of the secondary effects, as much as 14 percentage
point of the 33 per cent GDP growth rate of developing couatries in 1984 may be accounted for by the rise in their exports
to the United States. This calculation, of course, takes into account the fact that imports of these developing countries from
the United States during 1984 did pot rise significantly
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point; energy-importing developing countries, 1.0
percentage point; Japan, 1.0 percentage point; European
Economic Community, 04 percentage point. !!

When the experience of developing countries during
the present recovery is analysed on a less aggregate basis
several important features emerge. First, the countries
with stronger trade links to the United States have, on
average, experienced higher export growth. Thus ag-
gregation by groups leads to an underestimation of the
benefits accruing to countries with stronger trade links
with the United States and an overestimation of the gains
of those with weaker trade links. For example,
economies in Latin America and East Asia have
benefited from the United States recovery far more than
economties in other developing areas.

Secondly, the larger and more diversified economies
with large production capacity have been better able to
meet the sharp rise in external demand for their pro-
ducts than the smaller economies. Among the Latin
American economies, for example, only Brazil and Mex-
ico have been able to respond rather quickly to relative
price changes and, by taking advantage of their large
but underutilized production capacity, to increase sharply
exports to North America. This recourse has not been
available to many smaller developing countries. 2 In ad-
dition, improvements in international price com-
petitiveness have played an important role in creating
external demand, while the degree of responsiveness of
domestic factors of production to changes in relative
prices of traded and non-traded goods has helped deter-
mine the capacity to expand exports. This has been the
case in a number of large developing economies that
mainly export manufactures, in most of which the ex-
istence of substantial underutilized capacity in the
manufacturing sector permitted expansion of output
without significantly raising costs. Otherwise, certain
production bottle-necks and an even sharper rise in
domestic prices would have resulted. This, in turn, could
have undermined international trade flows. In the case
of most developing countries, however, the bulk of ex-
ports consists of primary commodities of which only
a small percentage is consumed domestically That is,
a suppression of aggregate domestic demand in the case

of these countries is unlikely to have any appreciable
impact on export revenues. 3

Thirdly, for a number of the developing countries, par-
ticularly the smaller economies and some of the major
debtor energy-exporting countries whose export earn-
ings grew only modestly, a substantial part or even all
of the rise in export earnings in 1984 was offset by in-
creases in interest payments on their external debt.® In-
deed, capital outflows continued unabated in a few
developing countries during 1984. These outflows, by
adversely affecting the level of funds available for
domestic investment, may also have exerted downward
pressure on domestic growth in several developed and
some developing countries. In Europe, the net outflow
of capital has been large and exchange rates of key cur-
rencies vis-a-vis the dollar have been under pressure
throughout 1983-1984 and in the early months of 1985.
Some countries, in order to relieve the pressure on their
exchange rates and to stem capital flight, continued their
tight monetary policies. Real interest rates thus remained
high - a situation hardly conducive to fostering a robust
recovery.

Finally, the high degree of dependence of the Euro-
pean economies on each other and the smaller, but still
important, degree of interdependence between Europe
and the developing economies have played a critical role
in shaping some of the features of the current recovery.
Table 11-4 sheds some light on both these aspects of
global trading relationships. The ratio of intra-group ex-
ports of EEC to the group’s aggregate GDP is about 13
per cent, while the sum of the similar ratios of EEC
exports to Japan, the United States and the developing
countries combined is only 8 per cent. This strongly
suggests that a rebound in trade within EEC - which
also applies to Europe as a whole - would be more
stimulative to the group’s GDP growth than a similar
rebound in exports to countries outside the group.
Hence, the sluggishness in Europe’s recent recovery can,
at least in part, be explained by the relative weakness
of demand within the group; this, in turn, through feed-
back effects, has generated only modest growth impulses
for the individual economies within the group.

Y The approximate figures for the initial impact (that is, not taking into account the secondary effects) for the major EEC
economies (not reported in table 11-4) were: Federal Republic of Germany, 0.8 percentage point; France and the United
Kingdom, 0.3 percentage point ench; haly 0.5 percentage point. It should be pointed out, however, that the overall con-
tribution of the trade sector to the GDP growth rate of some of these countries, particularly the Federal Repubiic of Ger-
many, has been less than the above figures would suggest This is because, for the Federal Republic of Germany and
some other countries, part of the stimulus arising from improvements in the real trade balanee vis-g-vis the United States
in 1984 was offset by increased imports from third markets, such as France and some smaller European economies.
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For » more detailed analysis of this argument concerning the Latin American developing countries, see Economic Com-

mission for Latin America and the Caribbean, *Preliminary overview of the Latin American economy during 1984"

(LC/G 1336, 17 Januwary 1985)

1B for more details, see E Eshag, Fiscal and Monetary Policies and Problems in Developing Countries, {Cambridge, Cam-

bridge University Press, 1983), pp. 240-241

¥ For example, in 1984, while the oil exporters of Latin America increased their exporis by $2 5 billion, their net payments

of interest and profits also increased by $2 5 billion



Similarly, the ratio of the Community’s exports to the
developing countries to its GDP is 6.2 per cent, which
is almost three times the 1atio of its exports to Japan
and the United States combined. It should be noted,
however, that in regard to trade with developing coun-
tries, the EEC countries as a group, in comparison to
either Japan or the United States, are far more depen-
dent on exports to Africa - a region that has been
especially depressed in recent years For their part, the
developing countries as a group depend more on the

European markets for their exports than on either Japan
or the United States, although there are important ex-
ceptions. The East Asian exporters of manufactures, for
example, depend more heavily on the markets in North
America and Japan. Nevertheless, the mutual
dependence of Europe and the developing countries, two
groups that have been particularly depressed
economically in recent years, goes a long way towards
explaining their sluggish recovery in the period
1983-1984

Intensification of imbalances

The process of recovery during the past two years,
besides producing a significant acceleration of growth
rates in many countries, has produced certain imbalances
that, given present trends and policies, are likely to re-
main, perhaps even worsen, in the years to come. The
persistence of major disequilibria in the world economy
may well threaten the prospects for longer-term sustained
global expansion. Equally threatening are the conse-
quences of sharp and abrupt adjustments in the real and
financial variables.

Among the major signs of disequilibrium in the world
economy are persistent misalignments of key exchange
rates, high nominal and real interest rates by past stan-
dards, movements of financial capital in volumes never
witnessed before, large and progressively increasing cur-
rent account imbalances in a number of developed coun-
tries, and perverse capital account and unusual trade
balance developments in a number of capital-importing
developing countries.

Initially, the main source of these imbalances was the
lopsidedness in the rates of growth of domestic demand
in the major developed countries. For example, between
the end of 1982 and the beginning of 1985, domestic de-
mand in real terms increased by nearly 16 per cent in
the United States, while it tose by only 6.1 per cent in
Japan and 3.8 per cent in Western Europe. 1n effect, ma-
jor differences in macro-economic, particularly fiscal,
policies have played a crucial role in bringing about the
observed differences in growth patterns.

The differences in the timing of the cyciical rebounds
were important in producing large trade imbalances.
Countries that recovered eatlier experienced a sharp rise
in their imports while demand for their exports remained
sluggish, resulting in a deterioration of their trade
balances. The opposite was true for those countries that
lagged behind. The trade balance (on an f.0.b. basis)
of the United States deteriorated sharply, from a deficit

of $37 billion in 1982 to a deficit of about $110 billion
in 1984, while that of the other industrial countries, par-
ticularly Japan, and some of the developing countries
began to experience sharp improvements. During the
same period, the major debtor countries, by increasing
their exports and compressing their imports, increased
their trade surpluses by more than $25 billion, while
the net energy-importing developing countries reduced
their combined deficit by more than $30 billion.

Under normal circumstances, as the growth rates of
domestic demand begin to converge and exchange rates
adjust in accordance with the fundamentals - in par-
ticular current account positions, inflation rates and GDP
growth rates - the external imbalances begin to be cor-
rected, but during 1984 and early 1985 the opposite oc-
curred, The major reason for this worsening of the im-
balances was the misalignment of key currencies. The
dollar became progressively stronger even when the cur-
rent account detertorated and the inflation rate and the
rate of growth of output converged to the levels of its
trading partners. That is, some of the underlying
economic factors, particularly the worsening of trade
deficit, would indicate that the dollar should be much
weaker vis-g-vis other major currencies than is actual-
ly the case.

The strength of the dollar comes partly from high cur-
rent and expected future interest rates and partly from
the perception of international investors that, somehow,
profitability of investments in the United States is, and
will remain for the foreseeable future, higher than in
other countries. Since early 1984, capital has been
flowing into the United States at an annual rate of around
$100 billion. Interest rates in the United States, however,
are likely to remain high as long as the present mix of
macro-economic policy, namely, expansionary fiscal and
tight monetary policy, is kept in place. The demand on
the part of international investors for dollar-denominated
assets has overwhelmed the negative expectations that

15 Two recent stedies show that profitability of invested capital has improved relatively more in the United States than in either
Japan or the EEC countries as a group in recent years Results of o siudy by the Commission of the European Communities
{European Economy, No 22 (November 1984), pp 77-93) that shows that the gross rates of return on invested capital (enter-
prises excluding housing) in the United States have been significantly higher than those in the EEC and Japan since the mid-
1970s are reported in table VI-8 below Another study (OFCD Feonomic Outlook, December 1984, pp 82-85) also indicates

similar results.




fundamentals have generated, so that the dollar has ap-
preciated when the fundamentals have clearly signaled
its fall,.

By lowering import prices in the United States and
by making that country’s products more expensive in
the international markets, the strength of the doilar is
now the major force behind the worsening of the United
States current account position. Hence, contrary to any

previous experience, the capital account surplus has
become the driving force behind the worsening of the
current account deficit in the United States. Moreover,
while real interest rates in the United States remain high,
many developing countries, particularly the major debtor
countries, will be forced to continue to run large trade
surpluses, both by attempting to increase exports and
by compressing their imports, in order to service their
external debt.

The emergency in sub-Saharan Africa

The economic situation in many African countries,
which had seriously deteriorated during the global reces-
sion of the early 1980s, on balance did not improve in
the course of 1984. Gverall output in sub-Saharan Africa
increased by less than 1 per cent, which was far from
sufficient to match the nearly 3 per cent rate of popula-
tion growth. As shown in table II-5, the rate of growth
of real GDP during the past four years has on average
been declining, and was clearly negative for a large

number of countries. This implied a sharp deteriora-
tion in per capita income levels, which for some coun-
tries had not improved to any significant extent in the
previous decade. Current forecasts for a resumption of
positive growth in per capita incomes in 1985 and beyond
are not at all encouraging. In fact, most indicate that,
given the prevailing environment, it is unlikely that
growth in sub-Saharan Africa will equal population
growth during the rest of the decade.!®

Table II-5  Developing countries in sub-Saharan Africa: average
annual rates of increase in key variables, 1971-1984

s {Percentage)

1971- 1976- 198)-
1975 1980 1984
Real GDP
Total 44 26 -0.9
Energy imponters 26 19 6.1
Energy exporters? 39 it -L.8
Agricultural production
Total 13 19 L5
Per capita -1.7 i3 17
Food production
Total 13 21 14
Per capita 17 1.1 -18
Cereals
Total 13 18 -21
Per capita 17 <15 -52

Spurce: Department of Intemnational Economic and Socisl Affairs of the United Nations
Secretariat, based on IMF. fnternational Financial Stristics and data provided by FAQ.

2 Angola, Cameroon. Congo, Gabon and Nigerin

Food situation in drought-stricken countries

The acute severity of the famine that is afflicting coun-
tries across the Sahel and over much of eastern and

southern Africa has become a major global concern.
Although fewer countries were seriously affected by the
drought in 1984 and 1985 than in 1983, the crisis is
more severe in terms of human suffering and lost

16 Based on projections of Project LINK (4 March 1985) and other forecasts
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production opportunities. 7 The hardship experienced
in 1983 has intensified in some countries: mote people
have been threatened by starvation and have already
starved, as a result of further declines in food supplies,
additional livestock losses, and continuing logistical dif-
ficulties. The prospects for the immediate future are not
very encouraging, partly because of continuing weather
uncertainties, but also owing to a very severe outbreak
of crop diseases and further desertification as a conse-
quence of the persistent drought in certain areas. The
social, economic and human costs of this calamity can
be only partially assessed at this stage.

According to estimates at the end of 1984, about 30
million people - roughly one fifth of the total popula-
tion of the 20 sub-Saharan countries - are severely af-
fected by the famine; of these about {0 million have had
to abandon their communities in search of food and
water. About half of the migrants were in overcrowded
temporary shelters in early 1985, Many children have
already died of hunger-related causes in 1984 and a large
segment of the population in the affected countries face
permanent physical and mental damage from chronic
malnutrition.

The countries stricken by the current drought include
the entire spectrum of the agro-ecological zones. Even
those with a favourable ratio of population to arable land,
including Angola, Mozambique and the Sudan, or with
a good potential for increasing agricultural production
(Lesotho, Senegal, United Republic of Tanzania and
Zambia} are nevertheless suffering from food shortages.

In some of the former countries, civil disturbances or

an influx of refugees or both have disrupted agricultural
production and food distribution, magnifying the effects

of the drought. In the latter group, crop failures have
widened the structural food deficits. Coupled with the
contraction of export earnings, this erosion of food self-
sufficiency has slowed down the pace of other domestic
economic activities.

Alttiough severe famine conditions have prevailed in
all 20 drought-emergency countries, the threshold of
famine and the prospects of early recovery vary with
the agro-ecological zones. The incidence of large-scale
population displacement is higher in the pastoral zones
and in the marginal areas with sedentary farming popula-
tions. Even this process occurs in stages and culminates
in large-scale population movements after the exhaus-
tion of local food reserves, livestock, and sources of
water. In arid and semi-arid areas, over the last decade,
an estimated 25 per cent of the usable pastoral land has
been destroyed by increasing grazing pressures, and the
remaining areas rendered vulnerable to the process of
desertification. Reductions in flows of streams and in
the replenishments of shallow water basins have cur-
tailed livestock production, hydroelectric power genera-
tion and irrigation. In a number of the northern coun-
tries there have already been far-reaching negative con-
sequences for the traditional ways of life in the
predominantly nomadic-pastoral societies.

The famine is the consequence of three years of
substantial declines in agricultural production per capita
in the drought-stricken countries (see table II-6). Per
capita cereal production, in particular, has dropped by

Table II-6. Sub-Saharan Africa: agriculture, food and
cereal production per capita, 1975-19842

{Annual rates of growth)

1975-1984 1981 1982 1983 1984
Sub-Szharan Africa
Agriculture 17 03 -0.8 70 0.2
Food -1.5 07 1.2 qz2 02
Cereals <31 14 -52 148 1.2
20 drought-stricken countries
Apriculture -2.5 16 =37 -4 9 -4.3
Food 24 28 -4.5 -60 -52
Cereals 48 98 -134 -10.8 159

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on

FAQ, Production Indices.

! Country indices weighted by 1974-1976 gross value added in agriculture expressed in 1975 prices and

dollars

17 FAO, Food Qutlook, No. 2 (1985), p. 4 See also the reports of the Secretary-General on the critical socinl and economic
situation in Africa (E/1984/68 and Add 1, 26 April and 5 July 1984) and on the review of the emergency rehabilitation and
recomstruction situation in food-aid and drought-affected countries (A/39/594, 23 October 1984}, and the report an the
emergency situation in Africa (SG/CONF 2/, 22 February 1985)




about one third since 198]. In 1984, production levels
were below the average reached in the mid-1970s in 14
of the 20 countries {see table A-7). Although growth in
agricultural output was positive in some countries in the
early 1980s, 1984 was an especially bad year for pro-
duction in 17 countries, and in the 3 others the recovery
has only partly compensated for the set-backs experienc-
ed in the previous years. The magnitude of the output
set-backs has been considerable, especially in Burun-
di, Chad, Ethiopia, Kenya, Lesotho, Mali, the Niger,
Rwanda, the Sudan and the United Republic of Tanzania.

Faced with the crisis in food production, the African
countries, with the assistance of the international com-
munity, have been almost wholly preoccupied with
emergency relief efforts. It is beyond doubt that substan-
tial foreign assistance is still needed to come to grips

with the current shortages of food, the displacement of

wide segments of the nomadic population in the most
seriously affected countries, the shortage of seed for next
season’s planting, and the enormous losses of breeding
livestock.® This fact has been recognized by the inter-
national community, which has made relief and
rehabilitation in Africa a clear priority for action.

Sub-Saharan Africa in the international economy

While the African drought has heavily influenced total
output levels in the sub-Saharan region, a number of
international factors have also had a role in determin-
ing the short-term behaviour of output and incomes. One
such factor has been the uneven recovery of export ear-
nings. In many countries export revenues remained
weak, affecting not only domestic incomes but also
government revenues and thus fiscal balances. In 1984,
the global demand for and therefore the international
prices of prisnary commodities, including those exported
by the sub-Saharan countries, have continued to be
weaker than would normally be expected at this phase
of the international economic cycle. In fact, since the
second half of the year, the prices of many commodities
have been sliding downwards, resulting for some com-
modities in a lower average price in 1984 than in 1983
(see table II-7). For the energy exporters also, the fall
in international petroleum prices has further eroded
export revenues, Together, these price trends have had

debilitating effects on many of the sub-Saharan coun-
tries that depend for the bulk of their foreign exchange
revenues on exports of primary commodities.

A second growth-determining factor is the volume of
imports, which is estimated to have fallen in 1984 for
the region as a whole, adding another year to the overall
period of contraction thus far in this decade. From 1981
to 1984, the average decline in real imports was on the
order of 5 per cent a year. This reduced import capaci-
ty was however the result not only of adverse trends in
international trade but also of cut-backs in international
financial flows.”® Official development assistance, in
particular, has stagnated in real terms (see table H-7).
Fourteen sub-Saharan countries restructured their of-
ficial or commercial bank debt or both through 28
multilateral debt renegotiation exercises in 1983-1984,
but the new terms by themselves have not allowed for
a relaxation of the balance-of-payments constraint on
imports. Indeed, in early 1985 many countries were ac-
cumulating debt-servicing arrears at a rapid pace.

It is widely recognized that domestic policy reforms
need to be implemnented for a higher and sustained rate
of growth and for a smoother and more efficient adjust-
ment to changing international economic conditions.20
Yet under the impact of natural disasters and unusually
adverse weather conditions in some areas, combined
with severe balance-of-payments constraints across the
sub-Saharan region, there has instead been a massive
retrenchment, a weakening of institutions, and much
human suffering. Because an increasing proportion of
domestic and foreign resources is necessarily being
allocated to relief activities, investment in infrastruc-
tural rehabilitation and the restoration of production
capacity is being curtailed.

In view of the present situation in Africa and the
limited capacity of most of the African countries to in-
teract with the global economy, even a sustained recovery
of the world economy is not likely to bring marked relief
to much of Africa in the near future. The external debt
situation of sub-Saharan Africa will continue to exert
a significant constraint of its own. Despite the fact that
a substantial portion of the debt is an concessional terms,
total interest payments absorbed over 10 per cent of

1B The seale of the emergency in the 20 drought-stricken countries is such that $1 5 billion of additional funds will be re-
quired to meet the most urgent needs of those countries. FAQ has estimated that the sub-Saharan region will need 9.6
million tons of food aid in 1985, of which 67 million tons will be required in the 20 drought-stricken countries There
are three major short-term issues of particular concern 1o the international community: aid pledges thus far have remain-
ed short of targets, deliveries have not been made on time, and the logistic obstacles to the movement of food aid inside
the affected countries remain severe; see FAO, Food Outlock, No. 2 (1985), pp. 4-6)

The most dramatic change concerned new commitments by private lenders to low-income Africa, which fell from $14
billion in 1980 10 $149 million in 1983. Lending from official sources contracted by 33 per cent in nominal terms over
the same period; sce World Bank, World Debr Tables, 1984-1985 edition (Washington, D.C , 1985).

20 See World Economic Survey 1984 (United Nations publication, Sales No. E 84 11.C 1), pp. 15-20 and 98-104; World Bank,
Toward Sustained Development in Sub-Saharan Africa: A Joint Programme of Action (Washington, D.C., [984), “Progress
in implementation of food plans and strategies in Africa” (WFCAY985/2, 25 February 1985); and Sub-Suharan Africa:
Towards Oblivion or Reconstruction, Journal of Development Planning, No. 15, (United Nations publication, Sales No

ES5IA6)
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Table II-7. Developing countries in sub-Saharan Africa:
international trade, reserves and ODA, 1979-1984

197 1980 1981 1982 1983 1984
Billions of dollars

Merchandise exports
Total 390 521 388 339 310 330
Energy importers 16.5 190 152 13.9 138 14.5
Energy exporiers 225 331 236 200 172 18.5

Merchandise imports
Total 3213 449 42.9 437 366 325
Energy importers 189 240 209 212 19.3 190
Energy exporters 134 209 220 225 174 135

Months

Import coverage of reserves
Total 20 22 5 1.1 1.2 14
Energy importers 13 30 1.1 L2 1.5 14
Energy exporters 09 37 29 0.9 14

1977 = 100

Prices of main export commodities
Cocoa ) 69 55 46 56 63
Coffee 74 66 45 49 55 62
Copper 152 166 133 113 122 105
Cotton 108 132 18 102 18 4
Groundaut oil 103 102 123 69 84 120
Supar 119 353 208 104 104 64

Biltion of doilars
Real net ODA disbursements® 70 76 79 80 1

Source, Depantment of Internntions! Economic and Social Affairs of the United Nations Secretariat, based on UNCTAD, Monthly Com-
madity Price Bulletin, IMF, International Financial Staristics and World Economic Outlook (Washington, D.C., 1984) and OECD,

Development Co-operation, 1984 Review (Paris, 1984)

* In {982 prices and exchange rates (nominal dotlar values deflated by the ODA deflator of DAC member countries)

foreign exchange earnings in 1984, a share that will not
fall in the next few years without a significant increase
in export revenues. Moreover, payments of principal dur-
ing 1985-1987 will be between two and three times the
payments made during 1981-1983 for the group of coun-
tries as a whole.

Both the immediate and the structural aspects of the
situation in the region have been in the forefront of con-
cern about Africa and have motivated the Secretary-
General of the United Nations to launch a special in-
itiative to focus international attention on the present
crisis, to help in mobilizing additional resources and
to improve through concerted action the efficacy of in-
ternational assistance efforts. Substantial development
assistance measures are required io help countries to
tackle the endemic causes of the problems that have
plagued Africa for over a decade and to embark most
rapidly on the needed recovery, rehabilitation and

20

reconstruction activities, Apart from the emergency
assistance to alleviate the severity of the drought,
substantial resources from abroad, in financial and other
forms, have to be mustered.

The international community has increasingly
recognized the importance of seeking to meet these
needs. This has been reflected, for example, in resources
pledged to fund a Special Facility for Sub-Saharan Africa
in the World Bank and in the substantial pledges of
assistance made at the Conference on the Emergency
Situation in Africa in March 1985. Nevertheless, despite
these and a number of bilateral and other commitments,
projections still point to a decline in net concessional
capital flows 1o sub-Saharan Africa over the next several
years in the light of the curtailment of some flows and
the increases in scheduled amoriization. The interna-
tional resource mobilization effort is still incomplete.




Chapter III

MACRO-ECONOMIC POLICY STANCES AND THE SHORT-TERM OUTLOOK

Caution, restraint and adjustment

The global policy setting during the early months of
1985 which will determine economic performance in
the short term has on the whole changed very little since
1984. The dominant policy in many countries of all
country groupings is characterized by caution and
restraint. This policy mode, which has strongly condi-
tioned the process of recovery, particularly outside
North America, has emerged as a consequence of im-
portant changes in the policy aims and in the stated
priorities of the majority of developed market economies
since the late 1970s. The fundamental economic priority
in most industrial countries has decidedly changed;
rather than aiming for full employment and steady
growth through heavy government intervention and
market regulation, their goal is to achieve low infla-
tion and growth through increased reliance on market
forces. The reinforcement of market mechanisms that
has been widely advocated by many Governments
basically comprises the deregulation of product, fac-
tor and financial markets and, in a number of countries,
the privatization of publicly owned enterprises. Accor-
dingly, although with some major exceptions, there has
been widespread adoption of rules for stricter control
of monetary aggregates and far less emphasis has been
placed on fiscal stimuli. The overall thrust of policy
in the developed market economies in 1985 has,
therefore, remained anti-inflationary while only
cautiously accommodating the rise in the level of
economic activity through changes in the targets for
monetary aggregates.

In most European countries and in Japan, Govern-
ments have continued to reaffirm their commitment to
the policy objective of reducing the role of the public
sector in economic activity. In compliance with the oft-
stated goal of ‘‘fiscal discipline’, there has been
widespread curtailment of public sector spending - more
often a reduction in the inflation-adjusted rafe of increase
of public spending. As an essential part of the new fiscal
programme, there has also been a concerted effort on
the part of Governments to reduce the ratio of the budget
deficit to GDP. An important exception has been the
fiscal policy stance of the United States, which has in
fact been highly expansionary since 1982. Despite the
stated desire of the United States Government to reduce
the size of the public sector in the economy and to cur-
tail the ratio of the Government's budget deficit to GDP,
both ratios have been increasing. On the other hand,

the monetary policies of Japan, the United States and
Europe have been far less divergent than the stances
on fiscal policy, and have continued to follow a cautious
path of accommodating the recovery in output growth
while keeping inflationary expectations in check.

It should be stressed, however, that in general the
monetary authorities in Europe and, to a lesser extent,
in Japan have had less room for manoeuvre than those
in the United States. In the recent past, what has strongly
influenced the adoption of cautious policies in Europe
and Japan, and in some instances necessitated excessive-
ly restrictive stances, has been the new situation of large
external imbalances, massive movements of financial
capital, and the resuiting sharp swings in exchange rates
and interest rates. Monetary policies have been less ac-
commodating and interest rates higher than desired
levels, particularly in some of the major European
economies during 1984 and early 1985, to prevent fur-
ther erosion of their currencies vis-2-vis the exceptional-
ly strong dollar and to stem the outflow of financial
capital.

Macro-economic policies in a large number of
developing countries and some of the centrally plann-
ed economies of Eastern Europe have also been highly
restrictive. The policy stance in these countries has been
strongly influenced by the emergency adjustment pro-
grammmes put in place in response to the earlier exter-
nal shocks. Particularly in the major debtor countries,
the restrictive policies have remained in place because
of the continued international financial constraints,

In sum, at least in the short run, the macro-economic
policy stance in most developed market economies -
with the notable exception of the United States - and
developing countries has not been conducive to a strong
rebound in  domestic demand. Policy makers, especial-
ly in the developing countries, have been mainly con-
cerned with the effects of external economic
developments, such as the evolution of international in-
terest rates, exchange rates and balance-of-payments
constraints, on their domestic economy. These policy
constraints have in turn been crucial factors in explain-
ing the large reliance of many countries on external
stimuli for their economic growth and in bringing about
the observed lopsidedness in economic performance
during the present phase of the recovery.

Policy inconsistencies in developed market economies

The major issues of concern to policy makers in the
developed market economies largely relate to continuing

macro-economic policy inconsistencies between the
United States and the other major developed countries .



They include, especially, the relatively weak recovery
and high unemployment rates in Europe, the interna-
tional debt crisis, the high variability of key exchange
rates, the massive flows of capital, and rising protec-
tionism in trade. A commen thread relating these issues
to one another and to the overall policy stance within
the group is the prospective evolution of nominal and
real interest rates over a period of time.

A major distinguishing feature of the present recovery,
in comparison to previous recoveries, is the high level
of ex post real interest rates in the developed market
economies. | Table III-1 sets out the main macro-
economic indicators for the major developed countries,
and shows that, during the 1976-1977 recovery phase, real
interest rates (short-term and long-term) were very low
or negative, and the differentials between interest rates
in the United States and the average of the major
developed market economies were quite small. During
the present recovery, the opposite has occurred. Not only
have real rates become much higher but also large dif-
ferentials, particularly in long-term rates, between the
United States and the average of the major industrial
economies have persisted.

There are several competing explanations for the high
and rising real interest rates of the early 1980s. A pro-
minent one is that the combined effect of tight monetary
and expansionary fiscal policies in the United States led
to high rates there and, given the increasing integration
of capital markets in recent years, to a subsequent ad-
justment of interest rates in the rest of the world. Another
explanation centres on the high and rising current and
prospective budget deficits in the United States. It is also
argued that the demand for world savings has grown
while the supply has fallen, the reasons being the sharp
rebound in world investment demand on the one hand
and the deterioration in the current account position of
the capital-surplus developing countries on the other.
Finally, attention has been directed to the deregulation
of financial markets and the removal of interest rate ceil-
ings in several major developed countries, and also to

the higher risk premiums, particularly in long-term bond
rates, caused by a greater degree of uncertainty. It is
possible that all of the above explanations are, in fact,
correct and that each has been an important factor in
explaining the rise in real interest rates in the early 1980s.
There is some empirical evidence, though still
preliminary and somewhat tentative, that tends to give
more support to the view that high real interest rates
have come about chiefly because of the current policy
mix in the United States and the policy responses in the
other major industrial countries.2 In any event, if there
were no major change in policy stances, because of
massive capital flows into the countries with initially
higher rates of interest, rates should, perhaps with some
time-lag, tend to equalize among the major economies.?

The figures given in table I1-1 for the rates of change
in the real money supply and in the income velocity of
money indicate that monetary policy in most of the major
developed market economies was quite restrictive in 1982
and 1983. That is, the rate of increase in real money
balances, together with the declining income velocity
of money, accommaodated only a very low rate of growth
in real output, The rise in demand for money, induced
by nominal interest rates and inflation rates declining
from their peak levels in 1980-1981, was unexpected and
led to abrupt declines in the income velocity of money.
This helps to explain why in several countries there was
a further tightening of monetary conditions, perhaps in
excess of what the policy makers had initially intended.

In 1984, however, monetary policy in the United States
on the whole became relatively more accommodating,
particularly as income velocity began to increase. On
the other hand, the policy stance in some of the major
European economies, mainly because of their fear of
a further depreciation of their currencies vis-g-vis the
dollar, remained fairly restrictive - that is, it did not ac-
commodate more than a 2 to 2.5 per cent annual growth
in real output. Moreover, whereas several major Euro-
pean economies succeeded in effectively decoupling
their interest rates from those in the United States

! The nominal interest rate (via the so-called Fisher equation) is defined as the real interest rate pius the expected inflation
rate There used to be a belief among classical economists that expected real interest rates are constant and that changes in
the nominal interest rates would mirror changes in the expected rate of inflation. Experience since 1979 has clearly
demonstrated, however, that real interest rates can change significantly because of monetary and fiscal disturbances. Since
there is no agreement about how to calculate the expected rate of inflation, in most instances the current rate of inflation {(or
a moving average of past inflation rates) is utilized to defiate the nominal interest rate to obtain a meastre of the “real” in-
terest rate The rate of interest derived in this manner is usually celled the ex post renl rate of interest. For 2 more detailed
discussion of the variability of real interest rates, see Eugene Fama, “Shoert-term interest rates as predictors of inflation”,
American Economic Review, No. 3 (June 1975); and F Mishkin, A Rational Expectation Approach to Macroeconomics

{Chicago, University of Chicago Press, 1983}

2 For a detiled discussion and empirical evidence on the causes of high real interest rates, see Oliver Blanchard and Lawrence
Surnmers, “Perspectives on high world real interest tates”, Brookings Papers on Economic Activity, Na. 2 (1984), pp.
273-324; and comments by Alan S Blinder in the same journal, pp. 325.330.

3 The empirical evidence in this regard is scant and it is generally quite difficult to establish the direction of causation. A re-
cent empirical study of the linkage of short-term real rates between the United Sates and Europe found that real interest
rates in the United States are exceedingly high by historical standards and that there is a significant but less than perfect
association between the real interest rates in the United States and those in Europe, but that the direction of causality is not
clear; see Robert Cumby and Frederic §. Mishkin, “The international iinkage of resl interest rates: the European-United
States connection”, National Bureau of Economic Research, Working Paper No. 1423 (Cambridpe, Mass., Aupust 1984}




Table 11I-1. Major developed market economies: monetary
and fiscal policy stance, 1976-1984

(Percentages)
1976 1977 1981 1982 1983 1084t
Rate of change in real broad money supply (MZ)b
Major industrial economies 55 4.8 16 38 52 3.5
United States 85 50 07 4.7 7.5 3.7
Four mejor European countries 1.5 43 -0 8 1.9 -2 4 2.1
Rate of change in income velocity of money (M2)
Major industrial economies 02 -1.0 05 -3.2 -30 14
United States -1.8 -1.0 25 -5.0 45 3.0
Four major Evropean countries o 5 0.5 0.7 -17 0.8
Real interest rates®
Mujor industrial economies
Short-term 00 1.0 4.3 4.0 4.5 53
Long-term 1.5 I.2 472 55 6.2 7.3
United States
Short-term -0.2 -0.6 4.5 50 50 35
Long-erm 2.5 10 41 6.5 6.6 B3
Four major European countries
Short-term 0t -L.5 4.4 31 29 4.1
Long-term 07 03 38 37 4.3 50
Nominal interest rates
United States
Short-term 50 53 14.0 11.0 8.7 9.5
Long-term 77 75 139 3 131 12.4
Structural changes in general government financial
balances
Average of major industrial economies (excluding
the United States) 01 04 02 0.7 03 03
United States I3 02 g9 -13 -06 -0.5

Source; Department of International and Sociat Affairs of the United Nations Sccretarint, based on IMF, Intemational Financial Statistics

and World Economic Outlook und OECD. OECD Economic OQutlook

5 Prejiminary.

Currency in circelation und demand deposits plus quasi-money. Percentage change from the end of the previous period deflated by the
rate of change in the GNP deflator of the same period M2 for all countries except the Federal Republic of Germany (M2 plus large
time deposits), Japan (M2 plus cenificates of deposity and the United Kingdom (sterling M3).

€ Imerest cates definted by the rate of change in GNP deflator. Shor-term rates are the bank rate or the call money rate. Long-term in-

terest rates are the yield on loag-term government bonds

Change in structural budget balance as a percentage of nominal GNP A positive sign indicates a move towards restriction (surplas) and
& negative sign indicates the opposite (deficit). These figures are based on QECD. QECD Economic Outlook. No 36 (December 1984),

tabie 3

during most of 1984, they were forced to raise their in-
terest rates and to tighten further their monetary stance
at the end of the year, mainly because of impending
outflows of capital and currency depreciations.

The fiscal policy stance is best measured by excluding
changes in government budget deficits that result from
cyclical movements in the rate of economic activity. Table
ill-1 gives a measure of only the change in structural
budget balances. The figures indicate that in the early
1980s fiscal policy in the United States has been highly
expansionary while in the other major industrial
economies, taken together, it has actually been highly
contractionary. In the period 1981-1984, the structural
budget balance, as a percentage of GDP, in the major
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developed economies, excluding the United States, mov-
ed towards surplus (contraction) by a total of 1.3 percen-
tage point, while that of the United States moved towards
deficit (expansion) by 2.4 percentage points. Given that
the United States economy constitutes nearly half of the
aggregate GDP of the seven major developed economies,
this would indicate that for the group as a whole the
structural balance moved towards deficit (expansion) by
0.5 percentage point of the group's GDP during the same
period. The evidence strongly supports the view that
the policy mix of the major developed market economies
as a whole during the early 1980s has been that of a fairly
tight monetary stance together with an expansionary
fiscal policy.



Rising levels of public sector debt in nearly all
developed economies in recent years have been an im-
portant fiscal development, which has led to expecta-
tions on the part of world financial markets of continu-
ing high real interest rates in years to come. In 1984,
the ratio of public sector debt to GDP for the group as
a whole exceeded 50 per cent. This represented an in-
crease of 1l percentage points over the same ratic in 1970.
As the direct result of both rising debt levels and rising
interest rates, public sector interest payments have
become an increasingly important contributor to struc-
tural budget deficits. For the developed market
economies as a whole, the ratio of interest payments on
public debt to GDP increased from 2 per cent in 1970
to nearly 5 per cent in 1984.

Such a rapid accumulation of public debt makes the
structural budget balances highly sensitive to changes

in interest rates in the medium term . In fact, this situa-
tion can have destabilizing effects on both the national
and the international economy.® Like a vicious circle,
policy mixes such as those described above result in high
interest rates which, in turn, lead to even larger struc-
tural budget deficits in the future. As the experience of
the last two decades has clearly shown, persistent public
sector structural deficits and attempts by monetary
authorities to monetize those deficits eventually rekin-
die inflationary pressures. In this context, the future
stance of monetary policy is an additional source of
uncertainty in financial markets.

Hence, if the current mix of macro-economic policies
does not change significantly, it is virtually certain that
high real interest rates will remain an important feature
of the world financial system in the foreseeable future.

Adjustment policies in developing countries

For the vast majority of developing countries the first
half of the 1980s has been the most difficult period since
the depression years of the 1930s. It has been a period
of arduous testing of their economic resilience and of
their ability to adjust in the face of abrupt changes in
the global economic environment. Policy makers in these
countries have had to deal with a sequence of external
shocks that have led to internal economic and social im-
balances and dislocations of increasing magnitude and
complexity.

The deep and protracted recession in industrial coun-
tries in 1981-1983 and its adverse impact on the export
volume and the terms of trade of developing countries,
the energy price increases of 1979-1981, the steep rise
of international interest rates since 1981 and the sharp
cut-back in international lending since 1982 have com-
bined to hit many energy-importing developing
economies extremely hard. Although the severity of the
external shocks varied substantially across developing
countries, the abrupt cut-off in the supply of external
finance, even to several energy exporters, left nearly all
of them struggling with the prospect of current account
deficits that could not be financed.

Given the urgent need to redress the external im-
balances and the fact that key factors affecting their cur-
rent account balances were beyond their control, most
developing countries reacted initially by compressing
imports through measures of expenditure reducing and
switching, such as real exchange rate changes, wage

policies and a host of import controls. That is, in most
instances the adjustment policies embarked upon were
on an emergency basis and ad hoc in nature. Several
developing countries have, however, been implementing
medium-term structural adjustments by allowing more
flexibility to critical prices, including interest rates and
real wages, and by improving management techniques,
The objective has been to achieve a high 1ate of growth
of productive capacity, particularly in the tradable goods
sector,

Nevertheless, the overall stance of macro-economic
policy in a large number of developing countries dur-
ing 1984, and continuing into 1985, has remained restric-
tive. The exception is a number of Asian economies
whose successful export drive and superior “credit-
worthiness’” have to a large extent ensured their con-
tinued access to external finance For many other
developing countries, however, the overriding policy ob-
jective in 1985 is still to improve their current account
positions, even if this entails continued losses of employ-
ment and low output growth in the short run.

Although the data on the pertinent policy indicators
for all developing countries are not yet complete, it ap-
pears that in a large number of countries there have been
significant reductions in the rate of increase of public
sector expenditures and in the size of government budget
deficits. In several countries, moreover, the rate of in-
crease in the money supply has declined noticeably. In
addition, there have been changes in regard to two

4 In the medism term, the stability of the ratio of the stock of debt to GDP depends on the ratio of the budget deficit to GDP,
the nominal growth rate of output and, most importantly, the level of the nominal rate of interest In fact, the situation is
stable if the growth rate of nominal GDP exceeds the nominal rate of interest over the medium term. If that relation does not
hold, then the public sector is required o reduce the deficit (or increase the surpius) on the non-interest portion of its finan-
cial balance to guarantee financial stability. For a study of budgetary issues of members of the Common Market and issues
related to medium-term financial stability, see Commission of the European Communities, European Econonmy, No 22

(November 1984), pp 122-135
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important policy-determined prices, namely interest rates
and exchange rates, which have significant short-term
as well as long-term economic consequences. In a large
number of countries, nominal interest rates have been
raised significantly to curb domestic demand for bor-
rowing, to encourage a higher rate of saving and to
discourage capital flight. For the first time in years, some
developing countries have begun to experience positive
real interest rates. In generzl, many high inflation coun-
tries, particularly those under IMF-sponsored adjust-
ment programmes, have made serious efforts to allow
nominal interest rates to reflect the rate of inflation.

The most widely implemented policy measure,
however, has been sharp currency devaluation to curb
import demand, help promote exports and improve the
efficiency of resource allocation. In a large number of
developing countries, especially those with IMF ar-
rangements, nominal devajuations have been far greater
than the difference between the domestic and interna-
tional rates of inflation, thus resulting in sharp deprecia-
tion of real exchange rates. Although currency devalua-
tions have helped to boost exports and curtail imports,
they have also generally entailed high short-term costs.
Apart from the losses of real income brought about by
the resulting acceleration of the inflation rate, real
depreciations of currency have had important fiscal
repercussions. In particular, they have raised con-
siderably the amount of real domestic resources required
to service the external debt.5 Consequently, many
Governments have been forced to increase tax rates, and
to expand the tax base, in order to reduce budget deficits
and to compensate not only for the effects of devalua-
tion but also for the erosion of tax revenues caused by
the decline in incomes, profits and import levels.

The degree of policy restrictiveness has varied substan-
tially from case to case depending on the magnitude of
the imbalances to be corrected, the options available in
regard to external financial arrangements, and the nature
of the political constraints faced by the Governments.
Many low-income countries, in particular countries in
sub-Saharan Africa, have had very little room for policy
manoeuvre: their international reserves have remained
at unusually low levels, their capacity to import has not
increased to any significant extent and substantial
resources have had to be used to compensate for the per-
vasive set-backs in food production. In addition, these
countries are highly dependent on ODA, and for them
an increase in the level of such assistance is the most
critical factor that would enable them to climb back to
the path of sustained growth, but the level of such
assistance to them has virtually stagnated in real terms.
Meanwhile, most of them have suffered sharp declines
in their terms of trade. Several have been under the high
conditionality programmes of IMF and have therefore

been following very restrictive policies. The plight of
African countries in the sub-Saharan region and their
policy responses are discussed in detail in chapter II
above,

In the course of 1984 and until February 1985, more
than 30 developing countries - including 17 African and
11 Latin American - drew from IMF resources under
conditional facilities, primarily under stand-by ar-
rangements. Among them are nearly half of all the ma-

jor debtor countries, namely, those with a gross exter-

nal debt in 1984 of $10 billion or more. The major deb-
tors with IMF programmes account for nearly 50 per
cent of total debt outstanding and more than a third of
the aggregate GDP of the developing country group.
Thus the success or failure of these countries’ adjust-
ment programmes would have an important impact not
only on the global debt problem but also on world trade
and output growth in the medium term.

Despite the significant improvement seen in the ex-
ternal accounts of the developing countries and the pro-
gress made by many of them in 1984 towards achieving
a more manageable external debt position, the debt pro-
blem has refused to go away. The large-scale debt
restructuring, rescheduling of amortization payments,
and additional lending effected during 1984 were con-
ditional on the continuation of severe and radical ad-

justment policies on the part of the major debtor coun-

tries. Obviously, despite short-term progress in regard
to external accounts and debt positions, the short-term
costs of those policies, in terms of lost output and
employment, have been quite high. In addition, adjust-
ment programmes have often entailed perverse changes
in income distribution that in several cases have
heightened internal social and political tensions. In fact,
falling real wages, sharp rises in interest rates and in-
creases in tax rates have caused abrupt declines in the
levels of disposable income of the more vulnerable
segments of the population in a large number of develop-
ing countries. Most of the Governments concerned, par-
ticularly those that have achieved great improvements
in their external positions, are now seeking less restric-
tive and more flexible adjustment programmes than those
currently required by the creditors under the auspices
of IME On the other hand, there are fears in the inter-
national financial community that if monetary and fiscal
measures are relaxed, allowing for higher rates of out-
put growth, the external imbalances may reappear in
the medium term. It is argued that a loosening of macro-
econemic policy before complete fiscal discipline and
sharp reductions in inflation rates have been achieved
would jeopardize the improvements that have been made
regarding both the current account positions and the
relative burden of external indebtedness.

5 carlos F. Diaz-Alejandro, “‘Latin American debt: I don't think we are in Kansas anymore”, Brookings Papers on Economic

Activity, No. 2 (1984), pp 335403
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During 1984, several large-scale debt reschedulings,
contingent upon the adoption of adjustment program-
mes, were negotiated among the Governments of the
debtor countries, IMF and the major international com-
mercial creditors. Of particular importance to the in-
ternational financial community were the agreements
reached with the largest debtors - Argentina, Brazil and
Mexico - as they signalled that the debt crisis had ap-
parently been brought under control. The wave of
relative optimism thus generated helped to allay fears
in certain financial centres of an impending disruption
in the international monetary system, and this reduced
the prevailing high degree of uncertainty.

Nevetrtheless, since late 1984 a number of the major
debtor countries have encountered increasing difficulties
in meeting some of their domestic policy targets as en-
visaged in their adjustment agreements. The severity of
the austerity measures to which they agreed poses an
increasingly serious political problem for the Govern-
ments of the debtor countries. Non-compliance with the
monetary and fiscal targets has led in some cases to dif-
ficult renegotiations and in others to a temporary suspen-
sion of the IMF loan programmes.

In contrast to most other developing economies, ad-
justment to the external shocks in Asian countries began
earlier and was done more gradually and with greater
access to external financing, This has allowed the policy
mix in many of these countries to accommodate signifi-
cant increases in the rate of growth of real GDP - in
some cases along historical trends. Even among the ma-
jor debtor countries the situation has been less un-
favourable for the Asian economies. Although relative
debt levels, as measured by the ratios of total external
debt to GDP and its composition of short-term versus
medium- and longer-term maturities, are quite similar
between the Asian and Latin American major debtors,
there are significant and important differences between
these regions in their capacities to service the debt. Most
importantly, the Asian economies are, on average, more
open than the Latin American countries. Therefore, for
a given level of GDP and external debt, the ratic of debt
service to export earnings is far smaller for the Asian
debtors than the Latin American, In addition, the Asian
exporters of manufactures have, on average, a firmer
hold on their export markets which, in turn, tend to be
more dynamic than those faced by the Latin American
exporters. Even so, the sustained economic growth in
the United States and the developed countries of the
Pacific region, particularly Japan, remains a critical fac-
tor for the continued economic success of the East Asian
developing countries.

It is important to note that the debt-service ratio, which
is frequently used by lending institutions as one of the

26

indicators of “credit-worthiness”, and thus as a deter-
minant of the amount of new external financing, is in
general more sensitive to external factors than to
domestic policies and adjustment programmes - at least
in the short run. In fact such a ratio is usvally very sen-
sitive to changes in international interest rates, the growth
rate of the industrial countries, and the degree of trade
protectionism in those countries.

The energy-exporting countries, although in general
less affected by the debt problem, have also been follow-
ing restrictive policies, Because of the impact on both
their export and government revenues of the glut in oit
markets and the resultant declining trend of oil prices
in international markets, most of these countries have
been forced to take drastic action in regard to their cuar-
rent budgetary commitments and their longer-term
development programmes. The policy stance, even in
countries with substantial levels of international reserves
and accumulated assets, has been quite restrictive. The
type of policy followed in most of these countries has
been similar to those of non-cil countries; the emphasis
has been on trimming the size of the government sec-
tor's deficit and scaling down large investment projects,
while encouraging a more active role for the private sec-
tor. In general, however, many of these countries, unlike
the net energy importers, have avoided sharp devalua-
tions of their currencies vis-a-vis key world currencies.

In contrast to most developed countries, which have
elected to follow restrictive monetary and fiscal policies
in response to their internal economic problems, the
policies of retrenchment in developing countries have
been necessitated largely by external imbalances brought
about by external shocks. Although there have been ma-
jor differences among the developing economies in
regard to both policy stance and the international
economic environment facing them, in most cases the
continuation of contractionary macro-economic policies
has been made inescapable by severe cut-backs in the
supply of external finance.

Moreover, the experience of 1983-1984 has clearly
demonstrated to the developing countries that, although
domestic policies and the reforms and effectiveness of
their adjustment programmes are important for deter-
mining whether or not they regain their growth momen-
tumn, the economic condition and macro-economic
policies of the developed countries have an even greater
impact. For a great majority of developing countries in
all country groups, whether energy exporters, major ex-
porters of manufactures, commodity exporters or ma-
jor debtors, the rate of economic growth, the level of
interest rates and the degree of openness of the import
markets of the developed market economies will remain
critical factors for their long-term development.




Main developments in the centrally planned economies

The gradual strengthening of economic activity in the
developed market economies has had fairly significant
repercussions on virtuaily all centrally planned
economies, but to markedly different degrees. The
growth process in countries such as China and the Soviet
Union has remained largely an autonomous one,
although in both countries exports, particularly of fuels,
contributed measurably to the sustainability of imports
and overall growth. In sharp contrast to these vast
economies with their great variety of natural and other
resources, the Eastern European members of the group
are much more dependent on trade, not least for their
fuel needs. Furthermore, the latter economies since the
early 1980s - and earlier in the case of Poland - have
been affected much more strongly by global economic
events than countries that can pursue largely autonomous
economic policies. The upturn in the pace of economic
growth in some of the major economies in Western
Europe in particular has therefore been of considerable
importance to the recovery in Eastern Europe since
mid-1983. As for the Asian centrally planned economies
other than China, they do not trade very intensively and
the bulk of their trade is in any case conducted with other
centrally planned economies, 5o that the impact on them
of fluctuations in global levels of economic activity and
of shifts in the economic policies of the developed market
econormies has been far smaller than in Eastern Europe.

The financial crisis of 1982-1983 and the global reces-
sion, which sharply curtailed the import demand of
market economies, have had important implications for
short-term economic policies in Eastern Europe. Those
disturbances were superimposed on the adjustments
necessitated by the earlier shifts in relative prices and
the significant deterioration in the terms of trade of the
fuel-importing countries, both with the market
economies and the fuel exporters of the Council for
Mutual Economic Assistance (CMEA). Consequently,
in action similar to the externally induced policy
manoeuvres in major debtor developing countries,
several Eastern European economies have had to resort
to absorption-compressing adjustment policies in order
to curtail import demand and to free goods for export.
Most of these policies were adopted on an emergency
basis with little region-wide or even national dovetail-
ing of economic policies and thus had more or less im-
portant ripple effects on the course of economic policies
within Eastern Europe. The nature of these policies as
well as their results have, however, differed in several

respects from the adjustment efforts characteristic of

developing countries, as analysed in greater detail in
chapter VI.

There were sharp differences in the overriding short-
term objectives of macro-economic policies embedded
in the 1984 plans of China, the USSR, Eastern Europe
and the other planned economies. While the USSR was
bent on maintaining the comparatively buoyant develop-
ment attained in 1983 and China aimed at sustaining
the rapid pace of growth registered in the past five years,
all Eastern European countries sought to strengthen their
recovery, but largely within the framework of policy ob-

Jjectives elaborated in the earlier years of the decade.

In the countries of Eastern Europe, a modest recovery
from the unusual growth slow-down of the early 19805
had started in mid-1983, chiefly owing to the fact that
Poland reversed its declining output trend, which had
started in 1979. None the less, as in the previous yedrs,
a high policy priority was still accorded to the external
sector in 1984, reflecting the need of those countries to
avert a worsening of their current account positions as
a consequence of a further deterioration in their terms
of trade.® Without exception, the Eastern European
countries aimed at a current account surplus, especial-
ly in convertible currency relations, in order to service
and compress their external debt.

The chief means to generate further improvements in
external accounts, especially in relations with market
economies, was the promotion of rapid export growth.
At the same time, the import restrictions that had been
adopted to moderate and restructure domestic demand
were retained. Although the Eastern European coun-
tries had already accomplished substantial adjustments
to the changes in domestic growth conditions and in the
external environment, Governments on the whole re-
mained cautious in setting growth targets. However, as
a result of the significant easing of supply bottle-necks
and of more efficient use of material inputs, the balance-
of-payments constraint could be loosened in the course
of plan implementation. This afforded a faster pace of
output growth without jeopardizing the current account
objective.

The impetus to an acceleration in the increase of ac-
tivity levels in Eastern Europe stemmed from demand
as well as supply factors. Though significant changes
in domestic demand have occurred over the past two
years, especially with respect to investments, the fastest
rising demand component was exports, especially to
countries outside the CMEA region, which outstripped
the growth of output. The increase of exports to Western
Europe at a pace exceeding the assumptions embedded
in the plans made possible a cautious relaxation of

© This deterioration was faicly significant within the CMEA trading area. Intra-CMEA trade prices are patterned after the
average world market prices of the preceding five years 1984 was the first year in which the full impact of the second oil
price shock of 1979-1980 was funnelled into the CMEA price formula. As a result, intra-CMEA fuel prices continued to rise

markedly in 1984, while world prices were on the decline



constraints on input supplies from abroad, which had
hampered the achievement of plan targets in previous
years. This easing in turn allowed most countries of the
group to expand further the level of industrial activity.
The externally related adjustment process pursued in
Eastern Europe since the early 1980s, especially in
Poland and Romania, was continued, albeit in a more
balanced and less restrictive manner than before.

The foreign trade sector thus contributed significantly
to sustaining the revival of output growth in Eastern
Europe. However, since output accelerated faster than
income uses, in order to generate the increased exter-
nal surplus, the impact of trade on domestic absorption,
on balance, remained negative for the third year in a
row in most counéries. The muted transmission of out-
put recovery to domestic demand sternmed in large part
from weak investment levels. The upturn in investment
activity in the second half of 1983 was not sustained
for very long, except in Poland and Romania, where
previous cut-backs had been more extensive. In fact,
the relaxation made possible by the external improve-
ment appears to have been utilized primarily to ease
supply constraints in some consumer markets. This
marked a return, except in Poland, to one major feature
of the adjustment policies pursued before the financial
crisis, namely, the protection of levels of living already
attained. This has been one of the major differences bet-
ween adjustment policies in centrally planned and in
developing countries.

As shown in table A-8, there has been a noticeable
improvement in the short-term economic situation of all
Eastern European countries.” The 5 per cent pace of
economic activity in 1984, although below post-war
trends, represents a substantial acceleration compared
to the period 1979-1982, when output stagnated. There
were strong recoveries in industrial activity, excellent
harvests and pronounced gains in economic efficiency
in nearly all countries. The latier was facilitated, on the
supply side, by a cautious reformulation of investment
policies and plans, some reorganization of economic
planning and administrative procedures to foster effi-
ciency, the removal of bottle-necks, and a more efficient
use of material inputs. Together with the general benefits
of growth acceleration for productivity levels, these
supply factors afforded sizeable increases in average ef-
ficiency levels, even though capital productivity con-
tinued to lag behind expectations in most countries.

The chief beneficiary of the improved external situa-
tion has been industry, which expanded well above
planned levels in all countries except Bulgaria, but the
overall growth performance was also significantly

7 Individual country results are shown in detail in table VI-.

affected by excellent crops. Agricultural output surged
by about 7 per cent over the preceding year and was
the highest ever achieved by the group as a whole. Not
only did this give an important boost to the accelera-
tion of overall output growth and to higher capacity
utilization in processing sectors; it also freed scarce
foreign exchange and continues to provide an extra
degree of policy freedom for the remainder of 1985.

In contrast to Eastern Europe, economic growth in
the Soviet Union in the early 1980s benefited markedly
from terms-of-trade gains and the gradual easing of ma-
jor bottle-necks, especially in transportation. Energy
resources and growing revenues from energy exports
in particular facilitated the financing of grain imports
required by successive below-plan harvests without a
substantial deterioration in current account. However,
in contrast to the upturn witnessed in Eastern Europe,
in 1984 economic growth in the Soviet Union slowed
from 4.2 per cent to ahout 3 per cent - below planned
levels. This deceleration stemmed mostly from the
stagnation in agriculture, where grain output was below
plan for the sixth year in a row.8 The failure to reach
output targets in key energy sectors also adversely af-
fected growth. Owing to special circumstances,” non-
agricultural import demand of the USSR slackened in
1984, so that the country contributed little to the expan-
sion in global demand. At the same time, additional ef-
forts had to be made to maintain hard currency export
revenue levels because of weakening oil prices. On
balance, this produced a further, albeit slight, increase
in the external surplus.

The strong output growth registered in China during
the first three years of the current five-year plan' con-
tinued in 1984. In spite of ongoing institutional reforms
that are partly aimed at increasing profitability and
fostering greater efficiency, the economy in 1984 expand-
ed by about 12 per cent - well above the already very
high 9 per cent growth achieved in the previous year.
Continued above-average performance in agriculture,
buoyed by favourable weather and the ongoing
agricultural reforms first started in 1979; a more balanc-
ed, though very rapid expansion, in industry; and con-

tinued high growth of investment activity were the chief

factors contributing to the rapid expansion observed in
1984. While China maintained a substantial current ac-
count surplus in 1984, its level declined appreciably from
the preceding year’s. In that sense, China can be said
to have contributed to expanding global demand for
tradable goods. The largest beneficiary was Japan, but
imports from the developing countries also rose, by one
quarter in current value.

8 No official crop output figures nre available, but the grain harvest is estimated to amount to about 166.5 miltion tons as
against the roughly 240 million tons planned; see FAQ, Food Ourlock, No. 2 (1985}, p. 21
Especially the completion of several large impont-intensive pipeline projects.

0 Ay major output targets for 19811985 were reached - or nearly - by the end of 1983
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The outlook for growth in the short to medium term
in the centrally planned economies is uncertain at this
stage. In Eastern Europe, plans for 1985 continue to em-
phasize the external priority. There is therefore no im-
petus to any strong acceleration of output growth. The
outlook is similar for the Soviet Union, where recovery
in agriculture from the adverse performance in 1984 is
anticipated and the industrial expansion will continue
at roughly the pace obtained in 1984 (about 4 per cent).
Detailed plans for the other countries are not yet
available, but general policy discussions suggest cautious
expansion, with the exception of China, where a modera-
tion of growth may be required in order to focus on in-
dustrial reform.

Growth in Eastern Europe in 1985 is not likely to
diverge significantly from the average pace observed in
1984 as further economic adjustment remains the
number one priority. The margin by which output growth
exceeds investment growth is indicative of the intention
to maintain the external surplus, particularly with con-
vertible currency countries, at or near 1984 levels while
allowing domestic final consumption to move ahead
somewhat faster than proved feasible in the past five
years or so.

The medium-term outlook depends in important
respects on the policies and plans for 1986-1990, which
may inaugurate institutional as well as policy shifts in
many countries. In the case of China, the comprehen-
sive industrial reform to be introduced gradually dur-
ing the rest of the decade, as announced in October 1984,
involves considerable restructuring of the urban
economy, but the scope, modalities and precise timing
of the industrial reform are yet to be worked out, pro-
bably in the course of 1985. A first phase of the reform
was launched in early 19851 comprising a set of
measures that will eventuaily be incorporated into a com-
prehensive industrial price reform. This encompasses
the gradual removal of acknowledged irrationalities in
the price system which will have an impact on both the
level and the structure of prices.

For the European centrally planned economies, it re-
mains of crucial importance to work out a joint approach
to the modernization of their economies. The first
economic summit of the CMEA members in 15 years,
which took place at Moscow from 12 to 4 June 1984,
and the follow-up CMEA Council session (Havana,
29-31 October 1984) do not yet appear to have suffi-

ciently narrowed the differences in the approaches to
achieving a substantial acceleration of economic growth
in the region. Both meetings have made it clear, however,
that important policy initiatives, especially to dovetail
national plans and to harmonize the interests of selected
manufacturing enterprises of different countries, are in
the offing, probably in conjunction with the new five-
year plan cycle.

A particularly important aspect of the medium-term
growth outlook is the course of investment policies. In
the first half of the 1980s investment retrenchment has
been considerable; in spite of a modest recovery in
1983-1984, levels of investment run well below their
long-term trend. Given the deep-seated problems fac-
ing these countries, far-reaching changes in the struc-
ture of output and consumption are required. A resump-
tion of investmment growth is essential if the centrally
planned economies are to continue to adjust to the new
external economic environment as well as to the ongo-
ing changes in domestic growth conditions.

The medium-term and long-term implications of the
recent sluggish investment activity are as yet unclear.
They hinge on the degree to which these countries will
be able to step up factor productivity growth. This
depends importantly on CMEA-wide economic policies
and on how the issues will be concretely dealt with in
the new medium-term plans.

Whether the recent retrenchment will inevitably im-
pair future growth depends on the sustainability and
strengthening of the recovery in the years to come. An
important support for such a course would be either to
raise investment levels sharply, which is difficult to
achieve since it would require further reductions in levels
of living, or to restructure the investment process in con-

junction with other improvements in the allocation and

use of available resources. The changes in economic
mechanisms that are currently being sought in several
countries may in time benefit the investment process
Another crucial consideration is the buoyancy of the
world economy. To the extent that the latter is sustain-
ed, the continued moderate growth of investment en-
visaged for the rest of the decade may nevertheless of-
fer an opportunity, by changing investment priorities,
to foster output growth chiefly on the basis of factor pro-
ductivity gains through greater integration within CMEA
and more intensive trade relations with the market
economies.

Short-term outlook for the world economy

The short-term outlook for the world economy for the
next two years, based on information available in early

U China Daily (Beijing), 9 Junuary 1985, p 1
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developing country groups and the declines in per capita
incomes in some of the poorest developing countries
are likely to continue. These projections are, as usual,
strongly conditioned by the assumptions made concer-
ning the prospective values of key global economic
variables and the policy parameters in the major
developed market economies. Nevertheless preliminary
indicators for the performance of several large economies
during the first quarter of 1985 conform rather closely
to the model-generated projections. 2

The major assumptions embedded in the baseline pro-
jections are achievement of the fiscal and monetary
policy targets announced in the developed market
economies; a fairly smooth and orderly adjustment in
international financial and exchange rate markets - in
other words, it is assumed that there will be no abrupt
shifts in expectations; only a marginal decline in dollar-
denominated oil prices in nominal terms between 1985
and 1987; no prospective rise in trade protectionism on
the part of developed countries during the projection
period; and growth in line with the experience of
1983-1984, on average, in the centrally planned
economies,

The forecast for global output is for an average an-
nual rate of increase of abount 3.5 per cent in 1985-1987.
This projected growth rate, although representing a drop
of 1 percentage point in comparison to the 1984 rate,
is significantly higher than that of the early 1980s and
only marginally below the rate registered in the late
1970s. The path of the projected expansion over the
period is not smooth, however; it is forecast that the
pace will ease to 3 per cent in 1986 and rebound slight-
ly, to almost 4 per cent, in 1987, mainly on account of
a projected cyclical siow-down and recovery in the
United States.

The salient features of the baseline forecast for
1985-1987 are presented in table HI-2. The volume of
world trade is expected to grow at 6 per cent in 1985,
which would represent a drop of 3 percentage points
in comparison with 1984 - largely because of the an-
ticipated slow-down in the rate of increase in the United
States import volume. However, the average rate of
growth in 1985-1987 is expected to be 5 per cent per
annum, which is about 1 percentage point below that
of 1976-1980.

On the whole, the growth forecast for the developing
couniries - with the exception of South and East Asian
economies - in 1983-1987 is disappointing. In fact the
projected average growth rate of output in 1985-1987 is
just over 3.5 per cent, which is almost 1.5 percentage
point below that of 1976-1980. The output growth rates

forecast for the developing countries, although show-
ing gradual improvements for all regional groupings dur-
ing the projection period, also indicate that there will
be further decline in per capita GDP for Africa as a
whole in 1985-1986 and only a modest increase in 1987,
Although Latin America on aggregate is expected to ex-
perience positive per capita income growth, this is not
so for all members of the group. Furthermore, the rates
of per capita income growth forecast for the group are
far below those attained over the post-war period as a
whole.

Another salient feature of the projections is the gradual
convergence of real GDP growth rates in the developed
market economies, particularly in 1985 and 1986.
Western Europe as a whole is expected to grow at a
steady rate of about 2.5 per cent, while the United States
economy is forecast to experience a mild slow-down,
induced mainly by inventory adjustments.

The economic performance projected for the
developed market economies in 1985-1987 suggests
several differences from that in the latter half of the
1970s. First, the GDP growth rates of Western Europe
and Japan are projected to be significantly smaller,
whereas the United States economy is projected to grow
at about the same rate. Secondly, average inflation rates
are expected to converge further to a level that, on
average, is much lower than that of the 1970s. The most
remarkable improvement in this respect is that of
Western Europe, which shows a 5 percentage point drop
in comparison to the average rate in 1976-1980. Third-
ly, the unemployment rates projected for North America
and Westerns Europe are substantially higher than those
of the earlier period. Particularly disturbing is the very
high rate of unemployment projected for Western
Europe, which is double the average rate in 1976-1980.
In fact, in contrast to Japan and North America, the
unemployment rate in Western Europe is forecast to con-
tinue to increase, albeit only marginally, during the pro-
jection period, despite the steady rate of output growth.
This rise in the unemployment rate can be attributed
to a significant extent to structural rigidities in labour
markets and, although to a far smaller degree, to in-
adequate levels of aggregate demand.

The outlook for trade associated with those projec-
tions for 1985-1987, but not included in table III-2, is
for large imbalances in the external positions of
developed market economies. The trade deficit of the
United States is projected to increase sharply, from $120
billion in 1985 to more than $150 billion in 1987. On
the other hand, the trade balance positions of the other
developed market economies, particularly the Federal
Republic of Germany and Japan, are expected to

12 The projections are mainly based on Project LINK's baseline forecast, prepared for the Secretariat in early March 1985. The
key exchange rates are flexible in the LINK system and the nominal effective exchange rate of the dollar depreciates only

gradually and smoothly during the projection period,
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Table IH-2. Short-term outlook for the world economy, 1985-1987

(Average annunl or annual percentages)

Actual Projections
1976~ 1981- 1985-
1980° 19841 1985 1986 1987 joR78
World volume of trade 6.0 33 60 4.5 4.5 5.0
Real GDP
Developing countries 5.0 i1l 33 ls 4.3 37
Africa 4.4 0.3 30 30 35 32
South and East Asia 5.9 52 50 50 55 5.2
West Asia 4.0 <11 20 2.5 4.0 2.8
Western hemisphere 52 -2 3.0 35 4.5 37
Developed market economies 34 2.0 32 25 R 32
Western Europe 30 1.0 2.5 22 2.6 2.4
Japan 5.1 38 4.5 4.0 38 41
North America 36 26 34 24 435 34
Centrally planned economies? 4.5 42 49 45 45 46
Inflation rate
Western Europe 10.0 8.0 57 4.7 4.5 3.0
Japan 4.4 2.1 20 2.0 1.7 19
North America T4 5.8 4.5 44 4.3 4.4
Unemployment rate®
Western Europe 55 9.5 1O 1.1 I 11.0
Japan 21 2.5 2.1 2.1 ) 20
North America 54 8.8 72 7.0 6.9 70
Memorendum items:
Value of developing country exportsd 22.1 -50 50 7.0 100 73
United States prime rate of interest 10} 4.1 103 It 120 I3

Source: Depariment of International Ecoromic and Social Affairs of the United Nations Secretariat, based on projections of Project LINK (4

March 1985}, and other natiosnat and international sources

! Geometric averages, except unemployment rates and interest rate, which are arithmetic averages
Output growth rates for the centrally planned economies refer te plans for net material products in 1985 and Secretariat estimates for other

years

¢ Number of uremployed persons as o percentage of the civilian labour force.

In terms of dollars

improve strongly during the same period\ In contrast,
the projections for the trade balances of the different
developing country groups indicate only a slight change
relative to their positions in 1984, ‘

For the centrally planned economies the plan strategies
now being implemented aim at stabilizing expansion at
about the pace attained in 1983-1984 rather than at
speeding up output growth. The plans for Eastern
Europe forecast growth of about 4.8 per cent for 1985,
on the basis of a moderate slowing in the growth of in-
dustry and little growth in agriculture over the very good

levels attained in 1984. The expansion of investment
levels will at best equal that of 1984 - about 3.5 per
cent,* subject to external developments. Above-plan
export performance will permit a relaxation of import
constraints; this in turn will benefit industrial produc-
tion as well as domestic consumption and, to a lesser
extent, investment levels. There may be a gradual shift
in the distribution of income uses in favour of in-
vestments, which would ease the pressing need for
modernizing productive capacities and for achieving
faster structural adjustments, but no spectacular shift
in policies can be expected in the short run.

13 That rate derives importantly froms the ambitious 10 per cent prce of growth planned in Romania
14 It should be noted in this connection that only Buigarin and Romania are planning a 6 to 8 per cent increase in investrnent
activity, while Czechoslovakia and Hungary are planning for minor growth (1-2 per cent) and others for stabilizing 1984

fevels
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Although the next medium-term plans are not yet
available, it is clear from current policy discussions that
the rate of growth in 1986-1987 is not likely to diverge
significantly from that of 1984-1985, except in China.
Priority given to restructuring for domestic reasons
{China and USSR) or due to external constraints (Eastern
Europe) will remain in effect and constrict the degree
of flexibility available to planners.

Given the current interest of policy makers, particular-
ly in the European planned economies, in experimen-
tation with alternative management systems and
behavioural rules, two or three more years of cautious
policies with domestic and external adjustments may
provide the necessary leeway for accelerating growth
in the latter years of the next medium-term plans. Even
then, however, growth is not expected to exceed the 5
per cent level. The ultimate effects of the industrial
reform envisaged in China are difficult to predict, but
it is not likely to bear fruit quickly or in a spectacular
way. China may be able to maintain an average growth
rate of 6 to 7 per cent in the second half of the 1980s.

An important determinant of these forecasts, especially
in the case of Eastern Europe, is the external environ-
ment. If the European market economies can sustain
their recovery and perhaps even slightly accelerate their
pace of expansion, it would offer most Eastern Euro-
pean countries, through export promotion, an extra
degree of flexibility in designing somewhat more am-
bitious output and distribution strategies. Another im-
portant determinant that bears on the European centrally
planned economies is the likely evolution of the depth
and scope of CMEA-wide economic co-operation.
Greater harmonization of the institutional and policy
modifications currently sought by many members, in
conjunction with economically warranted specialization,
especially in the manufacturing sectors of Eastern
Europe, may become a critical determinant of feasible
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activity levels in Eastern Europe.

Major threats to the projected growth rates of output
and trade for the developed and the developing country
groups are intimately associated with the possibility of
a serious disruption in the international financial and
trading system. From the global perspective, the impor-
tant areas of concern are the prospects of sharp swings
in exchange rates among key currencies, particularly
relative to the dollar; abrupt and large increases in the
level of international interest rates; and any further
escalation of trade protectionism. These areas of con-
cern, as argued in chapter VI, are in fact intimately in-
terrelated. For example, a sharp decline in the value of
the dollar vis-g-vis other currencies could lead to a sharp
rise in United States interest rates, especially in the case
of a shift in expectations on the part of the international
financial community. This in turn could lead to much
lower output growth rates in developed countries, to fur-
ther increases in the already high unemployment levels,
and thus to heightened protectionist pressures. These
factors, as argued earlier in this chapter, could have a
destabilizing effect upon developing countries, par-
ticularly the major debtor countries.

A scenario with particularly adverse effects on the
world economy in the medium term is one that allows
for the possibility of a sudden reversal, or even a levell-
ing off, of capital inflows into the United States which
have been helping to finance part of the budget deficit.
The lowering of the global demand for dollar-
denominated assets could lead to a precipitous decline
in the value of the dollar vis-@-vis other key currencies.
Furthermore, given the present and prospective mix of
macro-economic policies in the developed market
economies, the abrupt decline in the level of capital in-
flows into the United States could lead to higher interest
rates there, as well as in other major developed market
economies.




Part Two

MAJOR DEVELOPMENTS AND POLICY NEEDS
IN INTERNATIONAL TRADE AND FINANCIAIL RELATIONS
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Chapter IV

UNEVEN INTERNATIONAL TRADE PERFORMANCE

International trade in 1984 provided countries with
diverse and uneven export opportunities. The major
beneficiaries of the surge in trade were largely those
countries in which manufactures provided a major share
of export earnings and those with strong trade ties to

the more rapidly growing markets. At the same time,
international commodity prices saw their cyclical
recovery cut short in 1984, while the surge in exports
in & number of sensitive sectors brought about a stif-
fening of protectionist barriers.

Changing pattern of world trade

In recent years significant shifts have occurred in the
direction of trade flows, in response to differences in
the strength of import demand associated with dif-
ferences in growth performances, import elasticities and
exchange rate movements among the various importing
countries. Shifts in import demand have, in turn, elicited
changes in export patterns, both in terms of the com-
modity structure of exports and the sources of supply.

There has been a particularly strong geographical con-
centration of trade growth, with countries of the Asia
and Pacific region providing the major export thrust and
the United States the strongest import absorption. As
a result, considerable changes in import shares have been
taking place within the developed market, developing
and centrally planned economies, while the shares of
these groups themselves are not significantly different
from what they were at the start of the decade (see table
1V1). In the developed market economies, there was a
particularly strong growth in 1984 in United States im-
ports {over 25 per cent in volume terms) and a slower,
yet significant, recovery of Western European imports
(close to 7 per cent); the share of world imports ac-
counted for by the United States rose from almost 13
per cent in 1980 to over 17 per cent in 1984, while
Western Europe’s share fell from over 38 per cent to
under a third. Within the developing countries, the most
notable changes between pre-recession and post-
recession trade shares were seen in the regional ag-
gregates, where a falling share of Latin America and
the Caribbean and sub-Saharan Africa may be contrasted
with a rising share of South and East Asia and the
Pacific.

The primary determinants of the change in trade pat-
terns were differences in domestic income growth and
changes in exchange rates. With respect to the latter,
the appreciation of the dollar strongly supplemented the
impetus to United States imports provided by the growth
of domestic income. In most of the rest of the world,
currency devaluations, import controls and low levels
of economic activity served to dampen import
growth,! In Latin America and Africa, in particular,
widespread balance-of-payments constraints and severe

adjustment programmes have also served to restrain im-
port levels directly. In Asia, a substantial growth of im-
ports took place in a number of countries, both for pro-
cessing into rapidly growing exports and for domestic
use.

Imports of the developing countries as a whole have
been under severe constraint relative to both past trends
and development needs. The effect over the past few
years has been a particularly sharp curizilment of im-
ports from developed market and centrally planned
economies. The former countries supply over three fifths
of the imports of developing countries, but about 80 per
cent of their exports are manufactures, which have suf-
fered the largest cut-backs. As financial strains on most
developing countries caused postponement or abandon-
ment of many investment projects and scarce foreign
exchange was ailocated to meet the most pressing im-
port needs, a relatively large share of the declire in im-
ports fell on manufactures. Whereas the total value of
exports from developed market economies to develop-
ing countries declined by 16 per cent from 1981 to 1983,
exports of manufactures fell by over 27 per cent.

In contrast, the curtailment of developing country im-
ports from other developing countries appears to have
been less severe, dropping by about 8 per cent from 1981
to 1983, In 1984, while developing country imports from
developed countries appear to have continued to con-
tract, albeit slightly, the imports from other developing
countries grew robustly, by about 12 per cent. Part of
the increase was the result of larger petroleum shipments
made necessary by rising levels of economic activity,
but important gains were also recorded in non-fuel trade,
both interregional and intra-regional.

In part, the growth in intra-developing country trade
reflects the increasing diversity and complementarity of
the output of these countries. The emergence of cer-
tain developing countries as internationally competitive
producers of manufactures and semi-manufactures
formerly supplied by industrial countries has not only
enabled them to capture export markets previously serv-
ed by the latter but has also increased their demand for

! There is also a valuation effect of exchenge rate changes which reduces the dollar value of imports of countries whose cur-
rencies depreciate vis-@-vis the dollar. This factor accentuates some of the changes in import shares. but does not alter the

direction of change
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Table I'V-1

World imports: shares of major countries

and country groups, 1980-1984

{Percentage of current dolar value)

1980 1982 1984%
Developed market economies 695 66.6 687
Japan 70 70 69
United States 127 135 17.3
Western Europe 384 48 4
Developing countries 218 24.5 220
Capital-surplus countries 40 52 4.2
Capital-importing countries 178 19.3 178
Latin America and Caribbean 49 4.5 33
South and East Asia and Pacific 6.8 8.1 86
Sub-Sarahan Africa 23 23 1.6
Centrally planned economies 86 89 93
Worid 1000 1000 IGO0
Memorandum #tem:
index of world import volume (1980==100) 1000 1607 2.3

Source: Department of International Economic and Socinl Affairs of the United Nations Secretariat, based on IMF,
International Financial Statistics, aad national sources

? Preliminary estimate

imports from other developing countries of raw materials
and intermediate inputs used in the production of such
goods. The increase in developing country trade may
also reflect in some measure the role played by special
clearing arrangements and counter-trade agreements in
facilitating exchanges that might not otherwise have oc-
curred in view of the foreign exchange shortage ex-
perienced by the vast majority of developing countries.

All in all, while sales to developed countries provid-
ed the most dynamic export opportunities for develop-
ing countries in 1984, trade among developing coun-
tries alsd showed encouraging growth, especially when
set in the context of the overall import constraints fac-
ed by so many members of the group. As racently agreed
advances in numerous regional integration schemes and
interregional co-operation efforts are implemented,? the
framework may be put in piace for a further strengthen-
ing of the growth of trade among developing countries.

Among the centrally planned economies, there have
been divergent trends. As a result of the severe adjust-
ment pressures of the early i980s, the Eastern Euro-
pean countries had made especially sharp cut-backs in
the volumes of imports from the market economies,

together with modest cut-backs in imports from socialist
countries. Despite a8 measure of import recovery in the
past two years, these changes have not been fully revers-
ed. Meanwhile, imports of the USSR from the market
economies grew somewhat more rapidly than imports
from within the group of centrally planned countries
until 1984. The drop in imports from market economies
in that year was severe untii about the third quarter, ow-
ing to reduced non-food import needs particularly as
a result of the completion of several large-scale and
rather import-intensive pipeline projects, Starting with
the fourth quarter, however, large grain imports became
necessary as a result of the harvest shortfall. On balance,
whereas the volume of imports from market economies
stagnated, that fromn other centrally planned economies
rose by about 9 per cent. It is also noteworthy that, in
contrast to previous years, imports from developing
countries, especially into Eastern Europe, surged in
dollar terms while exports declined, especially in the
case of the USSR.

There has been a relative intensification of trade rela-
tions among centrally planned economies, largely aris-
ing from a diminution of their trade relations with market
economies.? At the same time, policy efforts to work

2 ‘These advances have been regularly reported in G-77 Bulletin (New York). See also “Major recent developments in
economic integration and co-operation groupings of developing countries”, report of the UNCTAD Secretariat (UNC-

TAD/ST/ECDC/2(3)), 15 October 1984

3 For further details, see Economic Commission for Burope, Economic Survey of Enrope in 1984-1985 (to be issued as a

United Nations publication}, chap. 5, sect. 5.3 (iv}(b)
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out an approach to accelerate the economic integration
of the centrally planned economies are continuing, The
next cycle of medium-term national and regional plans
may provide the opportunity o enact substantive changes
in the regional integration format.

Manufactures s export growth

One effect of the shifts in overall import shares
described above has been to change world demand for
different classes of internationally traded goods; given
the respective weights of the United States and Western
Europe in world trade, it was the shifts in the shares
of their imports that largely determined the changes.
World demand for non-fuel commodities and chemicals
fell relative to the demand for some manufactures, par-
ticularly machinery and transport equipment, which
make up less than a quarter of Western Europe’s im-
ports whereas they have comprised almost 30 per cent
of United States imports (over 35 per cent in 1984). The
share of food, beverages and raw materials in United
States imports has been less than two thirds of the share
of the same commadities in Western Europe’s trade.4

The shift in the product composition of global trade
has provided stronger opportunities for countries whose
exports are relatively concentrated in manufactures than
for countries which are primarily commodity exporters.
Among developing countries, for example, greater ex-
port opportunities accrued (o countries of South and East
Asia and the Pacific, where over half of export earn-
ings are in manufactures, than to Latin America and the
Caribbean (less than a fifth) and developing Africa as
a whole (well under 10 per cent). Conversely, about three
quarters of developing Africa’s exports have been mineral
fuels, compared to almost half of Latin America’s and
roughly a fifth of Asia’s (excluding the Middle East).

Countries which have been relatively intensive sup-
pliers of the more rapidly growing markets for manufac-
tures were more favourably positioned to expand their
exports in 1984. In particular, the United States has been
the largest market for the manufactured exports of Japan
and Canada, accounting for about a third of Japan's
manufactured exports and over four fifths of Canada’s.
‘These countries enjoyed particularly large increases in
exports in 1984

In addition, the exporters of manufactures in the
developing countries of Asia and the Pacific have faced
rather buoyant conditions; they ship about a third of their
manufactured exports to the United States and roughly
the same share to significantly prowing Asian markets,
including in particular other developing countries, as
well as China and the developed market economies in

the region. A similar situation arose for Japan: in addi-
tion to its United States markets, its substantial Asian
markets - especially China - have been growing at a
marked pace.

The United States market has also been absorbing in
recent years over a quarter of the manufactured exports
of Latin America, providing a major opportunity for ex-
port growth in 1984. In contrast to the case of the Asian
developing countries, however, other major markets for
Latin American manufactures have been less buoyant,
Western Europe in particular.

The major impact of the relatively slow growth of
Western European demand for manufactures has been
felt in Europe itself; about three quarters of Western
European manufactured imports are supplied by coun-
tries within the region. Indeed, only about an eighth
of Western Europe’s manufactured exports in recent years
were shipped to the markets which became the most
buoyant in 1984.

The substantial 1984 growth in world trade in
manufactures, together with the slower growth of trade
in fuels and other commodities, created a very substan-
tial growth in world trade of about 9 per cent in volume
terms. For the developed and developing economies on
average, it was a year of larger export growth than they
had experienced since the late 1970s (see table A-9). The
developing countries as a whole showed the greatest
dynamism. Reversing a cumulative decline of over 17
per cent since 1980, the volume of their exports grew
by nearly 8 per cent. Exports from the developed market
economnies as a group rose by over 9 per cent, with ex-
ports from Canada and Japan increasing far above the
average, by almost 20 and 16 per cent, respectively. Ex-
ports from the USSR and the Eastern European cen-
trally planned economies rose by over 5 per cent, led
by an increase in the latter in excess of 7 per cent.
Chinese exports grew by about 10 per cent.

The uneven growth of import markets described
above, together with valuation changes arising from ex-
change rate movements, has changed the pattern of
shares in world exports. As may be seen in table IV-2,
the developed market economies and the centrally plann-
ed economies have each increased their shares in ag-
gregate. Within the largest trading group, the developed
market economies, the rise in the Japanese trade share
has more than offset the fall in the Western European
share.® Among the developing countries, the strongest
performance has been shown by the countries of South
and East Asia and the Pacific. The most dramatic
developing country losses in export shares arose large-
ly as a consequence of changes in the international

4 More precisely, about 11 per cent of United States and 17 per cent of Wesiern European imponts of commauodities in sec-
tions 0, 1, 2 and 4 of the Standard International Trade Classification (SETC), Revision 2
Western Europe’s export volume has aevertheless grown faster than the volume of world trade, at an annual average of
about 4 per cent thus far in the 1980s, compared 10 only 2 per cent for the world as & whole and almost 8 per cent for

Japan
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Table IV-2. World exports: shares of major countries
and country groups, 1980-1984

{Percentage of current dollar value)

1980 1982 19842

Developed market economies 544 645 637
Japan 66 76 89
United States 12 L6 114
Western Europe 355 340 3286
Developing countries 268 252 238
Capital-surplus countries 109 85 60
Capital-importing countries 59 167 178
Latin America and Caribbean 4.7 4.9 53
South and East Asia and Pacific 6.1 70 79
Sub-Sarahan Africa 2.5 1.8 L9
Centrally planned economies 88 103 105
World 1000 1000 1000

Source: Departrment of Internationn] Economic and Social Affairs of the United Nations Secretariat, based on IMF,
International Financial Statistics, and national sources

4 Pretiminery estimate.

market for petroleum, although the weakness of non-

fuel commaodity markets since 1980 has also been a con-
tributing factor

Major developments in commodity markets

A marked softening of commodity prices, affecting
energy prices as well as non-fuel commodities, was one
of the major unexpected developments of 1984, In the
petroleum sector, despite the first increase in world oil
consumption since 1979, prices fell through the year as
a whole for an average decline of 2.5 per cent if
measured in dollars (measured in SDRs, there was a
small increase in price - under 2 per"cent - resulting
from the rise of the dollar during the year).

The cyclical upswing in non-fuel commaodity prices
that began in 1983 was cut short in 1984 for most com-
modities. In fact, despite the reactivation of the world
economy, the index of dollar prices of non-fuel primary
comimodities exported by developing countries ended
1984 at a level some 30 per cent below its end-1980 value
and only slightly above the trough reached in the midst
of the recession in late 1982 {see figure IV-1}. The in-
dex had declined steadily in the recession years of 1981
and 1982, for a drop totalling 34 per cent in dollar terms.
Subsequently, throughout 1983 and the first quarter of
1984, prices generally rose, without however regaining
their 1980 level, they remained basically unchanged dur-
ing the second quarter of 1984, but then resumed their
descent. For 1984 as a whole, commodity prices were
about 1 per cent higher than they had been in 1983 (see
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table A-10), although average prices ended 1984 about
13 per cent below their value at the end of 1983.

Although commodity prices were much affected by
the rise of the dollar exchange rate, a pattern similar
to the above is seen when prices are measured in a cur-
rency composite. In particular, measured in SDRs, non-
fuel primary commaodity prices at the end of 1984 were
15 per cent below their end-1980 value. During 1981 and
1982, the SDR commodity price index fell 21 per cent.
From early 1983 into the second guarter of 1984, SDR
commodity prices rose somewhat but then fell back 10
per cent by the end of the year. For 1984 as a whole,
prices rose 5 per cent but again, measured from year-
end to year-end, they fell 7.5 per cent.

Although specific policy and market factors have been
important determinants of recent trends in the prices of
individual commodities, as discussed in more detail
below, there were also a number of more general  fac-
tors which accounted for the performance of different
groups of commodities.

For minerals and non-food agricultural products, the
recovery in price was aborted in early 1984 by a com-
bination of factors. First, suppliers of certain industrial




Figure 1V-1
Export price indices of major commodity groups, 1980-19848
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inputs, eager to respond to favourable market conditions
after several lean years, reacted strongly to the price
stimulus, contributing to an ensuing glut that caused
prices to fall. In the petroleum sector, a pick-up in world
demand in late 1983 and early 1984 signalled an increas-
ed opportunity for export sales, leading to a larger in-
crease in world export volume than had been anticipated.
Increased export revenues were very much sought by
a number of large-scale exporters that have been under
intense balance-of-payments pressure. Also, owing
especially to years of collective discipline among
member countries of OPEC, many countries had
substantial idle production capacity available for use.

Second, the overall stimulus to commodity demand
arising from the world recovery was generally weak.
Not only was the pace of economic revival in Europe
generally slow, but in a number of European countries
- France, the Federal Republic of Germany, Sweden and
the United Kingdom - extensive labour strife depress-
ed even further the level of industrial activity in early
1984. Even though industrial production subsequently
picked up in most of them, by then growth in the United
States had begun to slow down so that the demand im
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pulse was largely neutralized. Third, the 1984 rebound
in interest rates increased the actual financial cost of
carry-over stocks, thus tending to lower target inventory
levels. These levels may have been further reduced,
however, in anticipation of a possible slow-down in
economic activity which, it was feared, might be trig-
gered by the rise in interest rates themselves. Finally,
the pathering strength of the dollar in foreign currency
markets, particularly after March 1984, acted as a
damper on the quantities of imports demanded in local
currencies for several commodities; in other words, the
dollar appreciation raised the local currency cost of those
imported commodities whose international prices tend
to be dominated by markets in which the dollar is the
main currency used by purchasers and suppliers.

In the case of most food and beverage commodities,
the price increases that had occurred in 1983 stemmed
less from demand-puli factors linked to the recovery than
from supply deficiencies caused mainly by adverse
weather conditions in many parts of the world. Likewise,
the subsequent decline of prices was largely a reflec-
tion of actual and anticipated output gains in 1984/85
associated with improved weather.



Prospects and the policy eanvironment for
commodities

Considering that the overall price trends noted above
{(and the individual price trends discussed below) are
expected to continue, it appears that the price outlook
for most commodity producers is not encouraging. In
the near future, the sizeable producers’ inventories for
most commodities and the continued existence of signifi-
cant idle capacity in some sectors virtually precludes
a significant recovery in prices, even if demand levels
are sustained, interest rates continue to fall and the dollar
weakens. In the longer term, the prospects for a number
of commeodities - particularly among the metals and
other industrial inputs - are clouded by technological
changes and shifts in the pattern of demand, which seem
to indicate a reduction in the consumption of raw
materials per unit of output,

For most food items, weather conditions will remain
the single most important determinant of price, although
protectionist practices, notably in the case of dairy pro-
ducts, meat and sugar, and changes in tastes and dietary
standards (for instance, away from beef, butter, some
caloric sweeteners, coffee and pork) will continue to be
important price determinants. Income and population
growth differentials among countries, as well as the fur-
ther growth of domestic capacity to substitute for some
imported commodities will, likewise, play an impor-
tant role in determining international prices for these
commodities.

For many industrial inputs and for fuels, the main
medium-term potential for a downward shift in demand
comes from further miniaturization and substitution, At
the same time, however, new uses are being found for
a number of substances such as gallium and certain
purified rare earth compounds in high-technology fields.
Technological developments and the major effort towards
energy conservation first triggered by the oil price in-
crease of 1973 have, over the course of a decade, led
to the development of numerous new products, new
designs, new production methods and new materials,
which are now being embodied in new investments. Not
only is less energy consumed per unit of output in many
sectors, but some of the traditional industrial inputs have
been displaced by new substances which can be pro-
duced with less energy or whose weight, strength and
durability render them superior for a variety of industrial
uses. In some cases, the properties of the new substances
are so superior to those of the materials they replace
that the switch-over process tends to be irreversible. Ex-
amples include the replacement of copper wire by fibre
optics in the field of telecommunications and of certain
types of steel by plastics and aluminium alloys in the
transportation industry. In other cases, such as the use
of natural instead of synthetic rubber or of cotton in-
stead of polyester, substitution can work both ways, the

choice depending basically on relative prices. The im-
provement in processes for recycling minerals and the
general propensity of services to rise as a proportion
of total GDP are also factors that tend to lower the basic
material input requirements of production and therefore
tend to weaken fuel and 1aw material prices.

Downward pressure on the prices of industrial inputs
has also been exerted from the supply side, however.
The emergence of new low-cost producers with limited
absorptive capacity and a pressing need to earn foreign
exchange, coupled with the reluctance of traditional sup-
pliers to shed some of their redundant productive capaci-
ty, has been a factor. Another factor has been a tenden-
cy for countries to substitute domestic production for
imports whenever appropriate, as part of the overall ef-
fort to strengthen their balance-of-payments pasition.

With regard to the related issue of price volatility, re-
cent experiences in individual commedities have
demonstrated the importance of international commodity
agreements, while raising concern for the future of such
agreements. That is, even in the face of generally adverse
conditions, the range of price variation of those com-
modities for which there have been effective agreements
has been lower than for other commodities. In view of
this, the difficuities in completing negotiations on renew-
ing a number of individual commeodity agreements and
the slow pace in implementing the Integrated Programme
for Commodities in UNCTAD and the Common Fund,
in particuiar, are a source of disappointment and con-
cemn. In a generally more volatile international economy,
the Integrated Programme for Commodities remains an
important approach to greater stability in a limited arena.
Until enough Governments agree to take such steps,
however, commodity exporters will have to incorporate
into their planning the prospect of substantial price in-
stability. The international community might take such
factors into account in evaluating the adequacy of the
capacity and functioning of multilateral mechanisms for
compensatory financing of export earnings fluctuations,
in particular the Compensatory Financing Facility of
IMF.

Major developments in individual commodity
markets

In addition to the broad commodity price trends
described above, there were a number of significant
developments in respect of specific goods, involving
changes in market structures, government policies and
substitution in demand among commodities. These have
an important bearing, infer alia, on the prospective role
of commeodity exports in strategies for structural adjust-
ment and growth, As a report on energy resources has
recently been issued,® the present discussion is limited
to a consideration of non-fuel commodities.

6 Report of the Secretary-Generi on trends and salient issues in the development of energy resources (E/C7/1985/4), 7 March 1985
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Food

Of all the commodities, food items as a group have
experienced the largest average price decline in recent
years. In the two-year period between October 1980 and
October 1982, average food prices in dollar terms drop-
ped by 40 per cent; they then rose until August 1983
but have since fallen to their lowest level since 1972.

The most extreme case is that of sugar (see figure
IV-2}, where international prices have plummeted prac-
tically without interruption from their peak of over $US
040 per pound in late 1980 to only $0.035 per pound
at the end of 1984, well below the production costs of
even the most efficient producers. The basic reason for
the price collapse is a persisting excess supply which
over the years has led to the accumulation of vast in-
ventories, enough by the end of 1984 to meet the entire
world demand for six months. Large increases in sup-
ply have been the result of favourable weather conditions

in most traditional developing country exporters, as well
as increases in production for domestic consumption in
some of the large traditional sugar importers, such as
China, India and the USSR. The prospect for 1984/85
is for a further global production increase of about 5

The sugar price support programmes in EEC and the

United States have also played an important role. Ar-
tificially high domestic prices in these markets, in con-

junction with marked changes in diet and taste, par-

ticularly in the United States, have moreover induced
massive substitution of other caloric and non-caloric
sweeteners. As a result, EEC has become the world’s
second largest sugar exporter and the United States has
found it necessary to restrain imports through quotas
which have been in effect since 1982 and have been suc-
cessively tightened, most recently in January 1985 In-
deed, it has been estimated that if sugar protection in
industrial countries were removed, the world export

Figure IV-2
Export price indices of selected major crops, 1980-1984%
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7 Joachim Zietz and Alberto Valdes, “The costs of protectionism to less-developed countries: an analysis for selected
agricultural products”, World Bank, January 1985, mimeographed.
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market share of developing countries would increase
from about a third to well over half and their export ear-
nings would multiply between 2.5 and 5 times?

In past years, market trends in sugar prices have been
tempered by the operation of a buffer stocking scheme
under the International Sugar Agreement. In the future,
such smoothing of market swings will be absent, owing

to the failure of producing and consuming countries to
agree to a new Agreement with economic provisions to
replace the one which expired at the end of 1984,

Wheat prices have been under relatively consistent
downward pressure since 1980, ending 1984 at fully 25
per cent below their end-1980 level (see figure IV-3).
That pressare derived from a number of good crop years

Figure IV-3
Export price indices of major cereals, 1980-19842
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at the global level, arising both from favourable weather
and policy measures aimed at increasing food self-
sufficiency. Overall production has increased by close
to 9 per cent over the last three years and world stocks
at the end of the 1983 crop vear reached their highest
level since 1978, Although wheat production in the
United States was deliberately cut back in 1983/84 by
some 12.5 per cent as part of the wheat price support
programme, and although weather conditions caused
production losses of the order of 10 per cent in the USSR
and 20 per cent in Argentina, world wheat tonnage still
rose, owing to substantial output growth in China and
India and a strong Australian crop after a year of
drought. Thus, whatever upward pressures on wheat
prices arose from increased human consumption and
higher demand for animal feed (a switch-over from
higher cost protein meal), they were clearly insufficient
to raise and maintain prices. Barring major unforeseen
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events, wheat prices are expected to remain at present
levels throughout 1985,

Rice has shown the greatest price volatility of the
cereals, the main reason being the high geographical
concentration of rice production. With over 85 per cent
of total production and some 60 per cent of exports
originating in South and East Asia and China, weather
conditions in Asia constitute an important short-run
determinant of the world market price. Indeed, much
of the international price weakness from 1982 to 1984
was accounted for by weather-related improvements in
crop yields, particularly in China, India and Thailand,
not to mention the beneficial effects of recent agricultural
reforms in China. Barring unforeseen events, the price
of rice is expected to remain low, as supply is likely to
exceed demand once again in 1985




Changes in maize prices have aiso largely reflected
changes in global cutput. A relatively strong recovery
in prices through much of 1983 and the first half of 1984
was linked to a decline of some 20 per cent in global
output, resulting mainly from policy- and weather-
induced production cutbacks in the United States and
crop failures in South Africa, which were only partly
offset by higher tonnages in other countries. Towards
the end of 1984, however, maize prices swiftly declin-
ed in anticipation of & bumper crop in 1984/85.

Tropical beverages

Supply factors were paramount in determining the
price behaviour of tropical beverages, although policy
measures have also had an impact. Upward pressure on
coffee prices in 1983 resulted from a 15 per cent pro-
duction shortfall; this, in furn, led to an increase in sup-
plies to the market through changes in the International
Coffee Agreement: between December 1983 and May
1984, supply quotas were increased four times, by one
million bags each time, as prices pushed against the
agreed upper price limit. Since then, prices have stayed
within the bounds set by the Agreement and are expected
to remain there throughout 1985 - barring frosts in Brazil
- as production levels recover and the new, enlarged
global quota of 59 million bags takes effect.

Cocoa production declined in both 1982/83 and
1983/84 as a result of poor weather conditions, par-
ticularly in West Africa, causing a sharp rise in cocoa
prices (see figure [V-4). Prices have since declined in
anticipation of a better 1984/85 crop, as well as in
response to the failure of producing and consuming
courntries to negotiate a new cocoa agreement that would
resumne buffer stock operations (suspended since

mid-1982) or set export quotas. Without the signing of

a new cocoa agreement with pricing provisions or a turn
for the worse in the weather, cocoa prices are expected
to continue slipping throughout 19885,

The dramatic increase in tea prices - particularly bet-
ween September 1983 and January 1984 when they more
than doubled - was triggered by substantial crop losses
in India and Sri Lanka, aggravated by the fact that the
former imposed a partial ban on tea exports to ensure
that domestic needs would be adequately met. Expor-
table surpluses from these major producers were thus
sharply reduced at a time when stocks in importing coun-
tries were relatively low on account of high carry-over
costs. The reaction was near-panic buying, which pushed
up prices. Since May 1984, when India’s export ban was
lifted, prices have mostly declined, though in
September/QOctober they rose again as India reimposed
controls. Tea prices are expected to remain unchanged
throughout 1985, as the downward pressure on prices
resulting from increased production is largely offset by
upward pressure emanating from rising incomes and
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Figure 1V-4
Export price indices of tropical beverages, 1980-19848
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population growth among the large Asian consuming
countries.

Agricultural raw materials

The prices of agricultural raw materials have generally
been less volatile than those of other crops, although
they too followed the pattern of a fall in the early 1980s
and a partial recovery in 1983, followed by a return to
recession-leve] prices. Cotton price increases of 1983
and early 1984 were caused by policy-induced crop
reductions in the United States and disappointing
harvests in Pakistan and South America, as well as by
a renewed, albeit modest, growth in consumption after
several years of stagnating demand. The volume of in-
ternational trade in cotton, however, did not similarly
recover. This was partly accounted for by the fact that
China, traditionally a major importer, has become in-
creasingly self-sufficient in cotton. Income declines and
foreign exchange restrictions in debt-constrained
developing country cotton importers have also played
a role, as has the fact that falling petroleum prices



lowered the threshold at which synthetic substitutes
become competitive, Price declines since May 1984 were
linked to expectations of a large cotton crop in 1984/83
and of a weakening in demand, as the recovery in the
United States slowed down and oil prices continued to
fatl.

Demand factors have weighed perhaps more heavily
in determining rubber prices than is the case with any
of the other agricultural commodities. From a record
level of $US (.75 per pound in early 1980 - induced by
the massive switch-over from synthetic rubber in the
wake of the 1979 oil price increase - natural rubber prices
fell to their trough of $0.365 per pound at the beginn-
ing of 1983 (see figure IV-4}. A persistent contraction
of demand linked mainly to lower awtomobile sales in
developed market economies was largely responsible for
the fall in rubber prices. Accordingly, under the Inter-
national Natural Rubber Agreement of 1979, buffer stock
purchases of 260,000 tons were effected in an effort to
keep prices from slipping even lower. In 1983, an ex-
pansion in consumption, again tied to automobile sales,
together with the need to rebuild depleted stocks, pro-
pped up prices. Rubber prices nevertheless started to
decline again in 1984, as demand growth lost momen-
tum and inveniories reached desired levels. At the end
of the year, rubber prices had fallen almost to the trig-
ger price at which the buffer stock manager must buy
to try to stem further price declines. The high level of
buffer stock purchases already made severely constrains
the intervention latitude of the buffer stock manager,
however. If difficulties emerge in renewing the Rubber
Agreement when it expires in 1985, rubber prices may
fall to new lows.

Metals, minerals and ores

In the case of metals, minerals and ores, prices on
average have shown a steady downward path since ear-
ly 1980, with an overall decline of 37 per cent over the
period. At the end of 1984, mineral prices in current
dollars stood at their lowest level since 1938, The main
factor behind the secular decline in most mineral prices
has been a persistent supply/demand imbalance caused
mainly by low levels of consumption.

Between 1980 and 1983, the demand for copper
declined at an average rate of 2.5 per cent per year. In
the meantime, despite substantial cut-backs in the United
States, averaging nearly 20 per cent over the period,
global mine output continued to expand. This was largely
the result of a major production and export drive under-
taken by Chile and Zaire, two of the largest copper pro-
ducers; unlike producers in the United States, they found
it profitable to expand production even at depressed
prices, given their lower production costs and their
urgent need for foreign exchange and fiscal revenues.
Although the demand/supply balance appears to have
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improved somewhat in 1984, the current high level of
users’ and producers’ stocks virtually precludes the
possibility of copper prices rising in the near future,

The aluminivm market showed a relatively more pro-
nounced cyclical pattern: during the recession years,
aluminium production declined but not as fast as de-
mand. Though production cut-backs during the period
were fairly widespread, the most substantial reductions
occurred in Japan and the United States, where produc-
tion declined by 65 and 28 per cent, respectively. With
recovery in 1983, demand picked up, as did supply,
although at a much lower rate. The resulting price in-
creases, the first in years (see fipure IV-5), generated
optimism about a major market turn-about and triggered
some speculative buying which raised prices even higher.

Figure IV-5

Export price indices of major minerals, 1980-19842
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This led producers to expand production too fast. Once
industrial demand weakened, the downward pressure on
prices was exacerbated by speculative selling, on the ex-
pectation that the anticipated market turn-about would
not materialize after all.




Apart from the impact of cyclical phenomena, the
aluminium industry is also undergoing structural changes
that have increased the volatility of aluminium prices.
Once very heavily dominated by a few large corpora-
tions that were vertically integrated from bauxite mines
to metal fabrication, a number of new, low-cost develop-
ing country metal producers have emerged in recent
years which sell output to manufacturers through markets
such as the London Metals Exchange. In other words,
a significant “arm’s length” aluminium market has been
emerging in an industry long dominated by intra-
corporation transactions.

Despite adverse demand conditions since 1979, tin
prices have fluctuated along a downward path, to be sure,
but within a much narrower range than those of other
metals in recent years, owing to the operation of the In-
ternational Tin Agreement. Over the period, average tin
prices declined by an overall 18 per cent, and were
prevented from falling even further only by the establish-
ment of export quotas and the active participation of the
buffer stock manager, under the authority of the
Agreement.

In addition to the recessionary conditions of the ear-
ly 1980s, tin consumption has been on the decline on
account of the substitution of other materials, such as
aluminium, glass and plastics, particularly in the packag-
ing industry, and by the development of new methods
of coating steel using a lower tin content. Thus, despite
production cut-backs averaging over 5 per cent per year
since 1980, commercial stocks rose almost sixfold dus-
ing this period, and the International Tin Council buf-
fer stock - whose manager initiated price support opera-
tions in 1981 and continued them as the need arose -
had, by June 1984, accumulated stocks totalling 58,600
tons, or about a fifth of world consumption, compared
to zero holdings four years before.

The persistence of slack demand has also affected the
competitive structure of the industry, as producer
rivalries have caused major realignments in market
shares, with substantial gains for Brazil (not a member
of the International Tin Council), largely at the expense

of Bolivia, Malaysia and Thailand (all members). Con-
flicting interests have also weakened the Council, as the
main tin consumer, the United States, and one of the
largest producers, Bolivia, refused to adhere to the sixth
International Tin Agreement, upon expiration of the
previous agreement in mid-1982. Thus, although demand
picked up slightly in 1984 and is expected to do so again
in 1985 as the recovery widens, the high level of tin
reserves and the pressures on tin producers - Council
members and non-members alike - to increase supply
make a significant recovery in prices a rather remote
possibility at this time.

Weak demand has also been a major cause of the
decline in iron ore prices of about 20 per cent from
1980 to 1984 (see figure IV-3). Weak demand for iron
ore was linked to the recession-induced contraction in
expenditure on consumer durables and capital goods,
two of the largest sieel-using industries. However, there
also has been a secular deterioration in demand, aris-
ing from the progressive substitution of other materials,
such as composite plastics, certain types of ceramics
and other metal alloys in a variety of industrial uses,
and the spread of methods that save iron ore in the pro-
duction of steel itself or utilize more scrap when changes
in ore prices make scrap a relatively low-cost alternative.
The progressive shift to a system of managed interna-
tional trade in steel, as discussed in the section on trade
policies which follows, has probably also had a dampen-
ing effect on steel use - and thus demand for iron - by
keeping prices higher than they might otherwise have
been and by generally distorting supply patterns.

Although considerable progress has been made in re-
cent years in the reduction of excess steel capacity, no
effort has been launched towards the elimination of
redundant iron-ore mining capacity. Indeed, while the
mining capacity of the traditional producers has remain-
ed basically intact, though largely unutilized, capacity
has actually expanded substantially among lower-cost
producers such as Brazil and India. The resulting im-
balance between supply capabilities and actual demand
is likely to maintain iron ore prices at low levels for some
time to come.

International trade policies

The long-awaited roli-back of protectionism that was
expected to begin as the recession ended has yet to
materialize. Countries repeatedly pledge their support
for an open, multilateral trading system but, during the
first two years of recovery, many actions have still in-
dicated a strong protectionist bias and a willingness to
depart from non-discriminatory policies. Indeed, 1984
witnessed a further tightening in the restrictions applied
to already highly protected sectors, such as textiles,
clothing and steel; continued proliferation of orderly
market agreements, voluntary export restraints and other
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bilateral arrangements in these and other sectors; a grow-
ing number of allegations of unfair trade prices, such
as subsidies, covering a wide variety of products; an
increase in the number of trade restrictions imposed for
balance-of-payments reasons; and the escalation of ten-
sions surrounding agricultural trade.

Some of the trade measures taken in 1984 were the
lagged response to pressures unleashed during the reces-
sion, rather than a reflection of new protectionist forces
at work. In the United States, on the other hand, the



rising dollar imposed an additional competitive pressure
on import-competing industries, adding fuel to demands
for protection. As in previous years, however, a major
force behind protectionist actions in industrial countries
was the persistence, despite the upturn in economic ac-
tivity, of high levels of unemployment and unutilized
capacity in traditional sectors and the continued ac-
cumulation of agricultural surpluses. Accordingly, trade
restrictions in industrial countries have tended to be
sector-specific. They have also been directed at particular
suppliers whose success in penetrating the market was
regarded as suspect or injurious, or both. Partly in view
of the degree of volatility in exchange rates, import
restrictions have largely taken the form of quantitative
rather than price-related provisions.

Because of their questionable compliance with or
outright violation of the statutes of the General Agree-
ment on Tariffs and Trade (GATT), a large number of
these measures have been taken outside its framewark.
Even legitimate measures under GATT, such as the
monitoring of import flows, price investigations and anti-
dumping and countervailing actions, which in themselves
need not imply protection, appear to have been used in
some instances with protectionist intent.

The upturn in economic activity does appear, never-
theless, to have curbed somewhat demands for new
measures of protection in a number of sectors where
protectionist pressures had been very intense in recent
years, such as automobiles and consumer electronics.
An important new development in early 1985 was the
decision by the United States Government not to press
Japan for a renewal of its “voluntary™ restraints on
automobile exports to the United States, despite vigorous
pressure from the United States automobile industry. In
addition, Japan has been in the process of implemen-
ting a substantial trade liberalization programme,
although at a pace its main trading partners, anxious
for enlarged export markets, would like to see ac-
celerated. Another positive development in trade policy
that occurred in 1984 was the accelerated implementa-
tion by all OECD countries of the Tokyo Round tariff
cuts.

The recovery did not weaken demands for further pro-
tection in declining industries, such as textiles, clothing
and steel, where severe problems of overcapacity,
unemployment and unprofitability still exist. In these
industries, traditional producers have lost their com-
petitive advantage to new low-cost suppliers and have
sought to rely on import barriers or subsidies in order
to survive. While it is acknowledged that ultimately
much of the capacity of these industries will have to be
either modernized or closed, it is often argued that a
certain degree of temporary protection is needed to ease
the transition. The record, however, is not encourag-
ing: many supposedly temporary protective measures
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in the past have not only become permanent but have
increased substantially over a period of time, and in
many cases have helped to delay rather than foster struc-
tural adaptation in the industries concerned. In fact, it
was the recession more than anything else that finally
forced action on some long-resisted but much-needed
changes, such as the weeding out of inefficient pro-
ducers, the consolidation of productive facilities into
viable operations, and the elimination of excess capacity.

In the developing countries which have faced the need
to cope with extremely adverse external payments con-
ditions, import restraints have been largely geared to
the rationing of scarce foreign exchange. Apart from
quantitative limits, these restraints have often involved
the imposition of prior import deposits, as well as the
levying of additional duties, which had the added ad-
vantage of raising fiscal revenues. If not across the board,
the measures have typically applied to broad categories
of goods, depending on how essential they were. They
have frequently applied also to “invisibles” (for exam-
ple, travel} and have often been accompanied by lengthy
administrative delays. In addition, as part of their ad-
justment effort, many developing countries have adopted
a variety of export-incentive schemes which, when ef-
fective, have become the subject of much contention and
often of retaliation by trading partners.

Although most trade policy developments in 1984 were
concerned with protectionism, several measures were
also taken that specifically sought to promote or to con-
tinue promoting the export trade of developing coun-
tries. One was the renewal of all schemes under the
generalized system of preferences. As modifications were
made in most schemes regarding product coverage, ceil-
ings, designated beneficiaries, and so on, it is difficult
to establish whether, on balance, the schemes were im-
proved or not. What is evident in most schemes,
however, is the trend towards greater selectivity in the
granting of preferences and the inclusion of “gradua-
tion” clauses. In the case of the United States, the
scheme also establishes eligibility criteria pertaining,
inter alia, to offering access to United States exports,
enforcing certain rights of workers and respecting in-
tellectual property rights.

A second measure favouring developing country trade
was the extension for a third five-year period of the Con-
vention of Lomé, a major trade and financial co-
operation agreement between EEC and 65 African,
Caribbean and Pacific (ACP) countries. As far as it con-
cerns trade, Lomé IH provides duty-free access for vir-
tually all ACP exports to EEC. A third measure was
the granting to the United States of a waiver from the
GATT most-favoured-nation clause on account of its
Caribbean Economic Recovery Act. This permits the
United States to provide preferential treatment to a
selected group of countries in the area.




Developments in major protected sectors

Recent developments in the steel industry seem to
point to a considerable measure of adjustment of pro-
duction structures. For instance, in the United States,
there is an ongoing process of rationalization of the sec-
tor that has already led to the elimination of some 17
millicn tons of excess capacity, and a further reduction
of 5 to 10 million tons of capacity is expected in the
near future. This process has been further reinforced
by the passage of legislation which makes steel protec-
tion contingent on the reinvestment of profits and moder-
nization of the industry, as well as on the retraining of
redundant workers. Meanwhile, in Europe, under the
Davignon Plan,8 by the end of 1985 the industry will
have shed 27 million tons of redundant steel-making
capacity. Similar restructurings are taking place in
Australia, Japan and a few other countries.

Recent developments in international trade in steel
mark a further retreat from unrestricted trade flows. As
a result of past and more recent measures, virtually all
trade in steel is now managed. Within EEC, steel pro-
duction and trade is regulated by a system of mandatory
and voluntary quotas and minimum prices, while im-
ports into the Community are covered by a series of
bilateral agreements with its main suppliers - Australia,
Brazil, Bulgaria, Czechoslovakia, Hungary, the Republic
of Korea, Poland, Romania, South Africa and Spain -
besides special informal arrangements with Austria, the
Nordic countries and Japan. The agreements establish
global ceilings and provide that exports to the Communi-
ty should not be concentrated geographically, in time
or in specific products.

In the United States, major moves to restrict steel im-
ports were made in July 1983 and again in September
1984. As a result of these measures, steel imports are
to be kept at roughly 20 per cent of United States steel
consumption for the next five years, compared to an
estimated 25 per cent in 1983, In subsequent bilateral
arrangements, it was agreed that EEC and Japan would
retain their share of the market of approximately 5 per
cent each and that Canada’s share of some 2 per cent
would also remain largely unchanged. Thus the full
weight of the restrictions fell on a host of smaller sup-
pliers, mostly developing countries, whose collective
share of the United States market shrank from 12 per
cent to only 6 per cent.

Steel protectionism itself and the strong bias in favour
of traditional producers at the expense of more efficient

developing country suppliers are indefensible on grounds
of either equity or efficiency. It has been estimated that,
while exporters to the United States were having to forgo
annual revenues of $1.5 billion, the economic welfare
cost to United States consumers was $95,000 per job
saved.? Among the exporters most seriously affected
by the curbs are some of the most indebted developing
countries, such as Brazil, Mexico and the Republic of
Korea.

An even more extreme case of inequity combined with
inefficiency is that of textiles and clothing, where, after
25 years of progressively tighter restraints against ex-
ports from developing countries, the industry is still
seeking - and getting - additional import relief at a very
high cost to all involved. The economic welfare cost per
job saved in the textile sector has been estimated at
$169,600 for the United States and $124,700 for EEC in
1980, while the revenue loss for exporters in that year
was of the order of $9.3 billion on account of restric-
tions in the United States and $7.5 billion owing to im-
port curbs in EEC. 10

Virtually all the trade of developed market economies
with other countries in textiles and apparel is now
managed. With each renewal of the Multifibre Arrange-
ment, restrictions have become increasingly stringent
in terms of product coverage, size of quota and number
of affected suppliers. The Arrangement now covers ex-
ports from 30 suppliers - China being the latest addi-
tion - and contains over 3,000 quotas for a wide range
of products, together with a variety of provisions that
can be invoked in “‘exceptional circumstances”, o
counteract a surge in imports, or to maintain minimum
viable production.

The latest increase in activity in this field was trig-
gered by a series of actions on the part of the United
States, culminating in the convening of an emergency
meeting of the Textiles Committee of GATT in
September 1984. In December 1983, the United States
had adopted a set of “additional criteria” for monitor-
ing textile and apparel trade, designed to avert a sud-
den surge in imports in the context of the overall
burgeoning of United States imports which was then oc-
curring. In the course of the six months that followed,
over 85 citations were made to some 20 suppliers to the
effect that the quantitative criteria recently adopted were
being exceeded. In July 1984, countervailing duty peti-
tions were filed on virtually all products originating in
13 developing countries. Three weeks later, a new set
of interim regulations governing the rules of origin of

B See The European Community's Industrial Strategy, European Documentation, 1983, p 47
See L. L. Schorch, "The effects of import quotas on the steel industry”, United States Congressional Budget Office, July
1984; and Q. K. Kalantzopoulos, “The cost of voluntary export restraints for selected industries in the United States and the

EEC”, World Bank, November 1984, mimeographed

10 See M E Morkre, “Import quotas on textiles: the welfare effects of United States restrictions on Homg Kong”, Bureau of
Economics, United States Federal Trade Comumission, August 1984; C. Hamilton, *Voluntary export restraints on Asia:
wariff equivalents, rents and rade barrier formation”, Institute for International Economic Studies, Stockholm, Semirar Paper

No 276, April 1984; and O. K. Kalantzopoulos, op. cit.
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all textile and apparel items entering the United States
was adopted, with the stated intention of stopping the
circumvention of import quotas through the trans-
shipment of goods.

[f the United States was the most active country as
regards tightening the protection of the textile and
clothing industry in 1984, other countries had filled that
role in previous years. What is important is to rectify

the situation and an opportunity to do so presents itself

in 1985 as the Multifibre Arrangement again comes up
for renegotiation before it expires in July 1986, Alter-
natives are already being examined within GATT for
the transformation or eventual dismantling of the
Arrangement.

Agricaiture is another field in which trade tensions
have remained high, aggravated by farm policies in in-
dustrial countries that have caused a persistent accurnula-
tion of agricultural surpluses, particularly sugar, beef,
dairy products and cereals - policies largely shaped to
meet sensitive domestic political considerations. In prac-
tice, this has meant shielding high-cost local producers
from international competition, so that agricultural
policy in industrialized countries has frequently relied
heavily on trade restrictions to de-link local prices, and
thus farm incomes, from international market conditions.
In addition, the combination of price-support schemes
which foster output expansion, slowly growing industrial
country demand, and major efforts by developing and
centrally planned economies to enhance their own
agricultural sectors have recently made it increasingly
difficult to dispose of the farm surpluses of industrial
countries through exports. The consequences, discuss-
ed above, have been unusually low, even unremunerative,
international prices.

The recent decision by the United States and EEC

to lower dairy support prices helped to reduce some of

the tensions in this sensitive area. Some relief was also
provided by the successful negotiation of enlarged quotas
for beef and citrus fruits by the United States and Japan,
and by an agreement between EEC and New Zealand
regarding imports of butter into the Community.

Encouragement could be taken from the fact that some
progress is being made in discussions in GATT of policy
factors affecting international trade in agricultural goods.
At the 1982 Ministerial Meeting, GATT members had
agreed for the first time to undertake a thorough ex-
amination of their agricultural support policies, recogniz-
ing, for practical purposes, the deleterious effect of those
policies on trade. Previously, there had long been an
unwillingness 1o see agricultural trade subjected to a set
of internationally agreed rules, which is what bringing
it into the GAT'T framework entails. Although that ob-
jective is still far from being achieved, the continuing
examination of agricultural trade in GATT may be seen
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as part of a growing awareness of the extent, cost and
consequences of agricultural protection. It complements
efforts - particularly in the United States and EEC - to
curb agricultural support programmes.

Nevertheless, the main issues of contention for most
agricultural commodity exporters remain unresolved.
One is the permanence of the GATT waiver concern-
ing the United States Agricultural Adjustment Act of
1955, granted to the United States nearly 30 years ago
as a temporary measure and under which (sect. 22) the
United States restricts imports of such items as sugar,
peanuts, cotton and dairy products. Pressure is building
to lift the waiver or limit it through a “standstill” pro-
vision and a “sunset” clause. The other major complaint
is the excessive import protection embodied in the EEC
Common Agricultural Policy, as well as the Communi-
ty’s practice of heavily subsidizing the export of its farm
surpluses.

Indeed, one of the salient features of agricultural trade
disputes in recent years has been the spreading tenden-
cy to subsidize exports of farm surpluses to third
markets. Over the last two years, the United States and
EEC have repeatedly engaged in the competitive sub-
sidization of agricultural exports, notably wheat flour,
to a number of developing countries. Tension escalated
fast October when the Community announced that it
would sell surplus butter at half price to the Soviet
Union, the Islamic Republic of Iran and a number of
other Middle Eastern countries. The United States
promptly retaliated by selling surplus butter of its own
at subsidized prices to Egypt, and by withdrawing from
the International Dairy Agreement, the GATT instru-
ment for enforcing discipline in these matters. Mean-
while, other agricultural exporters legitimately complain
that such subsidized exports are encroaching on their
own export markets. The case of sugar, discussed above,
is perhaps the most egregious example.

Opportunity for liberalization and proposed
negotiations

Despite the fact that the record in matters of protec-
tionism in the last few years has been more negative
than positive, there are grounds for belief that an op-
portunity for liberalization is opening. One such factor
is the economic recovery; as it has spread, it has serv-
ed to reduce some of the intensity of protectionist
pressures. Another is the ever-widening recognition that
the cost of preserving employment through protectionist
policy is extremely high; one example is the intensify-
ing resistance in recent years in EEC to the budgetary
consequences of its agricultural policies. A third factor
is the growing acknowledgement of the interrelations
between international trade and financial matters. Re-
cent developments have shown that financial instability
in the form of wide exchange rate swings and balance-




-of-payments difficulties engenders protectionism in
trade. Lower trade, in turn, holds back growth and makes
it more difficult to overcome financial strains, it being

especially difficult to service successfully the debts of

the developing countries in a protectionist environment.
The international financial community, both official and
private, has thus become another constituency pressing
for trade liberalization.

In addition, within the domestic political nexus, pro-
tectionist forces are increasingly having to contend with
countervailing trade interests. In the United States, for
instance, farmers joined consumer groups, importers and
retailers in opposing new curbs on textile, clothing and
steel imports. The farmers feared that further import
restrictions might result in retaliatory actions that would
jeopardize their own exporis. In Europe, a realignment
of forces is taking shape under which preoccupation with
declining industries is being replaced by an emphasis
on creating the conditions for Europe to partake more
fully in high-technology industries with greater growth
and export potential, These forces seek not only to ex-
pedite intra-EEC trade, but also to make EEC less defen-
sive and more forward-looking. For its part, Japan has
already committed itself to a set of trade and finance
measures designed to foster imports. Likewise, a number
of developing countries have undertaken major trade
liberalization efforts of their own.

If there is, in fact, a nascent broad constituency for
trade liberalization, it is appearing at a time when the
multilateral trading system has been shaken to its roots,
not only by the increase in protection itself, but also
by the modality of protection, namely, the marked
preference for non-transparent, highly selective measures
which contravene established norms. In one sector after
another (for example, in textiles, steel, automobiles and
some electronics), the larger trading partners have carved
up the market among themselves, often leaving only a
token residual share to non-traditional suppliers. Such
market-sharing arrangements not only prevent marginal
producers from increasing their market share but effec-
tively lock out potential new suppliers from the market.

The proliferation of bilateral agreements is a further
challenge to the multilateral system. Indeed, to the ex-
tent that trade issues have been “resolved’ at all in re-
cent times, it has often been largely through the work-
ing out of some type of bilateral arrangement, which
in itself is an open violation of the principle of non-
discrimination on which GATT is based. This is a mat-
ter for concern, not only because such arrangements
typically work to the disadvantage of the weaker trading
partner, but also because they often result in the cur-
tailment of the trade interests of others not even party
to the agreement. In this regard, the progressive
frapmentation of the trading régime poses a particularly

serious threat for developing countries which, in the
absence of retaliatory power, rely on the multilateral
character of the system to guarantee their trade interests.

The developing countries themselves have found it in-
creasingly necessary to resort to a form of bilateral ar-
rangement, however. That is, they have increasingly re-
quired “countertrade” packages under which foreign
suppliers of imports receive payment in export goods
which it is then their responsibility to market. While
arguably better than no trade at all, such barter ar-
rangements do introduce an additional element of inef-
ficiency and rigidity and contribute to the overall
fragmentation of the system. These measures were in-
troduced largely as a response to the weakening of trade
in the early 19805 and in the face of severe shortages
of liquidity.

The need to restore the multilateral character of the
trading régime and to bolster the much-eroded authori-
ty of GATT are two important reasons for considering
the launching of a new round of multilateral trade
negotiations. At this juncture, a commitment to prepare
for a new round could also mark a broadly agreed deci-
sien to find a mechanism by which to effect a phased
roll-back of protectionism within a specified period. In-
terpreted as a new level of commitment to liberaliza-
tion, such an undertaking would not only assist Govern-
ments in resisting further domestic protectionist
pressures but might be the only way to overcome the
lingering impasse in such unresolved hold-overs from
the Tokyo Round as an agreed safeguards clause, without
whose solution the GATT system will continue to be
under siege.

It remains, however, to persuade the vast majority of
trading countries to participate in such a new round of
multilateral trade talks. Despite the protectionist actions
taken, the major trading countries of the world remain
committed proponents of liberal trade, and it is for them
to lead the international community to freer trade
through the example of their own policy. Indeed, to do
so would serve their own best interests. For example,
entering into multilateral preparations for a new trade
round could be a useful device, in effect warning pro-
tectionist forces in their own countries that they faced
a time-limit for adjustment behind protectionist barriers.

it would also be necessary for the major trading coun-
tries to agree to negotiate the reduction of trade bar-
riers on the major items of export interest to all groups
of countries, including items on which GATT principles
have been mostly bypassed, such as textiles.!! This
might serve to convince most countries, in particular
the developing countries, that they too stand to gain from
active participation in the negotiations.

L This point has already been made, for example, by the Councit of Economic Advisors to the President of the United States;
(see Economic Report of the President (Washington, DC |, United States Government Printing Office, 1985), pp 122-125
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The developing countries themselves face a dilem-
ma regarding the degree of their participation in such
a new round. In the past, developing countries have not
obtained many of the trade concessions that they sought,
and have faced tightened restrictions on some of their
exports through trade barriers which have largely bypass-
ed GATT. They would thus be justly sceptical about the
actual benefit they might reap from a new round. On
the other hand, their only possible means of influenc-
ing the outcome of such negotiations is active participa-
tion in them. Countries which participated in previous
rounds of multilateral trade negotiations generally ob-
tained larger concessions on items of export interest to
them than did non-participants. Developing countries
are already under increased pressure - internal as well
as external - to reduce their own trade barriers, but their
greater integration into the international economy also
requires that they be accorded significantly greater ac-
cess to developed country import markets.

While the potential benefits of a new round of
multilateral trade negotiations appear to be quite substan-
tial, there are several risks attending such an endeavour.
One is that much-needed trade liberalization measures
may be postponed until the negotiations are conclud-
ed, a process that is likely to take several years. Worse
still, countries may be tempted to increase protection
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now and use such measures as bargaining chips for ex-
tracting concessions later. There is also the risk that if
not enough countries participate, or if those that do are
not prepared to make significant compromises, the
trading system may be further weakened rather than
strengthened by the exercise, It is important, therefore,
that until such time as the negotiations are launched
countries should abide by their commitments to refrain
from further protectionist activities, those that under-
take trade liberalization measures unilaterally should be
given due credit for those actions in the course of the
negotiations, and enough flexibility should be shown to
motivate the largest possible number of countries to par-
ticipate in the negotiations.

In the meantime, it is also important that parallel ef-
forts should be made towards the eradication of “grey
area” measures, by either eliminating them altogether
or replacing them with tariff equivalents or global
quotas, applicable to all parties in a non-discriminatory
fashion, which could be gradually phased out. Such ac-
tions would not only have merit in their own right but
would be auspicious signals for the eventual success of
the proposed round of multilateral trade negotiations,
whose conclusion may enhance stability and growth in
the world economy.




Chapter V

CURRENT ACCOUNT IMBALANCES AND INTERNATIONAL FINANCIAL RELATIONS

The first half of the present decade has been marked
by significant shifts in the pattern of current account
balances, intimately related to changes in international
financial flows. The debt situation of developing coun-
tries has figured prominently in the trends and prospects
for private financial flows, which in any event are
undergeing an evolution in institutional forms that has
implications for the access of different countries to
private finance. Overall, there appears to be a heighten-
ed degree of international instability and uncertainty

arising from financial and trade developments in
response 1o which developing countries - indeed, most
countries of the world - have been attempting to rebuild
the levels of official international liquidity. As the cur-
rent trends are partly the result of policies already im-
plemented, for example, with respect to official develop-
ment assistance and other official international finance,
there are opportunities to improve upon the current
outlook through international policy initiatives.

Changing pattern of current account balances

At the start of the 1980s, current account surpluses
were earned mainly by oil exporters, including the
United Kingdom and the USSR. The deficits were con-
centrated in the energy-importing countries, both
developed and developing. International capital flowed
among a large number of countries so that pressures and
opportunities emanating from trade in goods and ser-
vices largely determined the pattern of current accounts.

By mid-decade, in contrast, a redirection of interna-
tional capital flows served to reshape the world pattern
of current account balances. In particular, as may be

seen in table V-1, the current account deficits of the
developing countries have been greatly reduced and
many of the developed countries have achieved substan-
tial surpluses, especially Japan (see table A-11) On the
other hand, the surpluses of the oil-exporting countries
have largely been either greatly reduced or turned into
deficits. There were major exceptions, including the
Soviet Union, which has experienced a steadily rising
surplus in the decade, and two high-debt developing
country energy exporters, Mexico and Venezuela, whose
current accounts shifted from large deficits to substan-
tial surpluses in the face of the international debt crisis.

Table V-l World balance of payments on current account,? by country groups, 1981-1985

(Biflions of dollars)

Country group 1981 1982 1983 1984b 1985¢

Developed market

ECOnomies =55 55 03 -355 435
United States 128 -15 -333 920 -[50
Other countries 183 4.0 330 565 715

Developing countries 43 1 -102.8 -16.2 -53.5 -505
Capital-surplus countries 587 63 -12.8 -90 9.0
Other net energy exporters -26.9 <355 421 45 -55
Net energy importers 9 -676 513 400 -360

Centrally planned

economies 35 168 199 190 150
China - 31 27 10 2.3
Eastern Europe 27 44 60 70 60
USSR 6.2 93 ) o 5

Residuat balance® 411 a5 36,6 700 780

Source: Department of Internmional Economic and Social Affairs of the United Nations Secretariat, based on IMFE. Inter-
national Financial Statistics, other official national and international sources and Secrctarint forecasts

T Excluding government transfers

Preliminary estimates. rounded to the nearest hab-billion dellars

© Foreeast, rourded to the nearcst half-billion dollars
4 Trade balances only

© The world cerrent account discrepancy reflects timing asymmeltries. the balarce on services of the centraily planned
economics, ervors in trade batunces and under-recording in the receipts of services Particularly large sowrees of

discrepancy are investment income channetled threugh of -

shore financial centres and non-factor services exported by

the devejoped market economies 1o OPEC member countries
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Meanwhile, the United States became in 1984 the coun-
try with the largest current account deficit ever record-
ed for a single year. Its deficit for 1985 is expected to
be even larger.

The most recent changes in current account balances
have arisen from changes in both trade and services
flows. In the United States, for example, the large
deterioration in the current account deficit in 1984 con-
sisted of a $46 billion worsening of the merchandise
trade deficit and a $13 billion decline in the recorded
surplus on “invisibles” (that is, services and private
transfers}.! The other developed market economies, in
contrast, together added substantially to their current
account surplus, although a $32 billion improvement
in their aggregate trade surplus was partly offset by a
$7 billion deterioration in their deficit on invisibles, prin-
cipally owing to increased interest payments, especial-
ly by the smaller countries. For 1983, a continuation
of the same trends is forecast for the United States. For
the other developed market economies, the services
balance as well as the trade balance should improve,
partly on the strength of larger interest earnings by
creditor countries,

For the developing countries, the reduction in the
deficit position of each of the two main groups was large-
ly due to improvements in trade balances (see table
A-12). For the capital-surplus countries, the shrinking
of the trade surplus was reversed for the first time since
1980, owing largely to a second year of import cut-backs.
For the capital-importting countries, improvements in
trade balances reflected continuing or intensified adjust-
ment programmes in both energy exporters and energy
importers. For both of the latter subgroups, however,
the increased deficits on services reduced improvement
in the current account achieved on the basis of trade
balances alone. In certain countries, a reduction in
overseas employment and contracting activity, due to
adjustment efforts of surplus countries, caused services
earnings to fall. In certain other countries, civil tensions
disturbed tourism earnings. Most significant in aggregate
terms, however, was the severe burden imposed by in-
creased interest payments on external debt.

For 1985, only small changes are expected in the cur-
rent accounts of the developing countries. For the capital-
surplus countries, a small improvement in export earn-
ings may serve to offset a decline in net interest earn-
ings, leaving the current account balance essentially un-
changed. With respect to the deficit energy exporters
as a group, rather modest increases in imports relative
to exports should reduce the trade surplus and - with
broadly unchanged net service payments - add modest-
ly to the current account deficit. Among the net energy-

importing countries, further increases are expected in
export earnings, particularly among the exporters of
manufactures, as occurred in 1984, With interest-
servicing costs for the year not expected to increase
significantly, the opportunity is arising for a certain
relaxation of import constraints. In almost all cases,
though, import volumes are still expected to grow by
less than historical rates. The net impact on the current
account of the group is expected to be a further small
decline, although certain groups of countries, such as
the energy-importing countries of sub-Saharan Africa,
are not expected to be able to reduce their deficits in
1985.

Among the centrally planned economies, the trade
surplus of Eastern Europe improved by a modest amount
in 1984, iargely as a result of an improving trade balance
with the developed market economies, particularly those
in Western Europe (see table A-13). The trade balance
of the USSR also improved with respect to the developed
market economies. The convertible currency current ac-
count is estirated to have improved by another $1 billion
for Bastern Europe, to roughly $3.5 billion, while that
of the USSR improved only slightly over the 1983 level.
In China, the policy of expanding imports helped to
reduce the trade surplus, though not by as much as the
Chinese planners had envisaged at the beginning of the
year. Since China’s services account is estimated to have
been in a significant surplus position, its current account
remained in surplus in the order of $2 billion, a
somewhat lower level than in 1983, The outlook for 1985
is for surpluses similar in size to those of 1984 for most
Eastern European countries. However, the surplus of
the USSR is likely to contract, owing to a decline in
fuel export earnings and a substantial growth in grain
imports. The modernization efforts announced by China,
entailing increased technology imports in particular, are
likely to reduce its surplus by a substantial amount.

Trade, investment and savings aspects of current ac-
count shifts

The significance of the current account swings
described above may be highlighted by viewing them
from the perspectives of trade, investment and savings.
To begin with trade-related factars, the energy-importing
developing countries, which have had to face a sequence
of external difficulties since the late 1970s, including
declining terms of trade, rising interest rates and a severe
recession in export markets, saw the ratio of their cur-
rent account balance to imports rise from about 19 per
cent in 1978 to around 27 per cent in 1981 and 1982,
In the latter years, in other words, foreign exchange ear-
nings, after deduction of payments for interest and other
factor services, covered the cost of less than 75 per cent

! The decline in net service earnings is largely the result of the rapidly eroding net foreign asset position of the United
States The United States, from being o net recipient of foreign interest income, is, in fact, becoming a net payer,
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of imports. Capital flows (or reserves) were required
to pay for the rest.? Under strong adjustment measures

and restrictions on credit availability due to the inter-

national debt crisis, the ratio of the current account
deficit to imports fell back to the 1978 level within one
year and declined much further in 1984, to about 16 per
cent,

Virtually the reverse trend obtained for the United
States. The current account surplus of the first years of
the 1980s was essentially eliminated by 1982, The cur-

rent account deficit then rose to almost 12 per cent of

imports in 1983 on the strength of a jump in the ratio
in the second half of that year, followed by further in-
creases, 50 as to average ahout 25 per cent for 1984 as
a whole. This, in fact, was the current account counter-
part to the growth in import demand that largely fuell-
ed the world recovery of 1984,

A second perspective on the current account relates
to the level of domestic investment financed from
abroad. From a national accounting point of view, a cur-
rent account deficit financed by a net capital inflow adds
to savings mobilized domestically and thereby permits
a higher rate of consumption and investment than would
have otherwise have been reached. For example, for the
energy-importing developing countries over the period
1978 to 1980, real investment increased, as did the share
financed by external resources; the ratio of the current
account balance to gross domestic investment rose to
over a quarter in 1980 from 16 per cent in 1978 Under
recessionary and adjustment pressures, investment fell
in 198] and 1982, while the aggregate level of the cur-
rent account deficit was roughly maintained, resulting
in a rise in the external financing share to about 30 per
cent. During the next two years, while current account
deficits were brought down sharply, aggregate in-
vestments for the group as a whole began to recover,
returning in 1984 to roughly their 1980 level in absolute
real terms - though not as a share of GDP - according
to preliminary data. The net effect was that the
externally-financed share of investment fell back below
20 per cent in 1984 In other words, the investments
which these developing countries have been making -
largely with a view to increasing production of tradable

goods so as to meet adjustment requirements - have in-
creasingly been financed out of domestic savings; the
net contribution from external resources has fallen 3

In contrast, external resources have been making a
growing contribution to the financing of consumption
and investment in the United States. The net capital
outflow from the United States in the early 1980s turned
into a net inflow that represented about 6 per cent of
United States gross domestic investment in 1983 and
more than twice that share in 1984. Well over a third
of the increase in United States investment in 1984 was
made possible by the expanded inflow of external
resources which has been the counterpart to the growth
in the current account deficit.

The major sources of savings for transfer to the deficit
countries have also changed since the start of the
decade.* In 1980 and 1981, following the large increase
in petroleum prices, the capital-surplus developing coun-
tries with limited short-term absorptive capacity found
themselves as a whole investing approximately half of
their gross national savings abroad. By 1984, however,
these countries had become net importers of foreign
capital, and the largest surplus was earned in that year
by a country with a large domestic absorptive capacity,
namely, Japan, which nevertheless made an overseas
placement of roughly 10 per cent of its gross national
savings.

Export earnings and import behaviour

Countries which have had to reduce their current ac-
count deficits in recent years have in effect been less
able to increase import levels by drawing on foreign
financing or utilizing foreign assets of their own. In other
words, the volume of imports of these countries has been
timited to an increasing extent to the purchasing power
of their exports.” Other countries, in contrast, have seen
the growth in the purchasing power of their exports
outstrip their growth in imports, while capital inflows
have underwritten large import increases elsewhere.

In the most extreme case in 1984, the United States
was able to expand its import volume at a rate over three

2 This is not to say that a quarter of imports was direclly paid for with import-related financing and the rest aut of current
earnings Rather, the group of countries as a whole required net financial inflows of one sort or another equal in value 10
at feast a quarter of impons {imports in the reperted ratios are ci f, as a proxy for tmports of goods and non-factar

services)
3

The pattern for the deficit enerpy-exporting developisng countries was analogous but more extreme  They moved quickly

from a small current account surplus in 1980 to 2 deficit whose offsetting capital inflow financed about a quarter of invest-
ment in 1982 but well under 5 per cent in 1984, the latter at a time when the investment leve] was still lower, by about a
fifth, than the previous peak in real investment reached in 1981

4

As may be inferred from wble V-1, the largest, consistent source of susplus appears to be unrecorded transactions Partial

evidence suggests that, in addition to urrecorded capital flows, a certain share of the service and interest income of some
developed and energy-exporting countries has been understated in their balarce-of-payments data, so that their current ac-
count surpluses are larger than reparted {or their deficits smaller); see IMF, Warld Economic Outlook 1983, appendix A,

s supplementary note 1

The volume of tmports which can be purchesed with export earnings is a concept that should incorporate trade in services;

nevertheless, the estimates presented here are restricted 10 merchandise trade, as up-to-date price indices and data on trade
Mlows of services are incomplete, if available at ali, for most countries.



and a half times faster than the expansion in the pur-
chasing power of its exports (see figure V-1). In 1983,
import volume had grown by over 10 per cent while the
purchasing power of exports actually fell These
developments could occur, of course, because the United
States was enjoying an unusually strong capital inflow.

China is another country whose growth in import
volume was not matched by growth in the purchasing
power of exports in either 1983 or 1984. The Chinese

Figure V-1
Purchasing power of exports and import volume:
United States, 19501984
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case is different, however, As a result of extremely rapid
growth in the purchasing power of exports in the early
1980s, China realized a substantial surplus in its trade
and current accounts. While the growth in import
volumes seen in figure V-2 for 1983 and 1984 can be

Figure V-2
Purchasing power of exports and import volume: China,
1981-1984%
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explained largely in the context of the recent
reform and modernization needs of China, it
was facilitated by the higher import capacity that
had been achieved.

The pattern shown by the group of capital-
surplus developing countries illustrates an op-
posite development (figure V-3). There, a fall
since 1981 in the purchasing power of exports,
which for the present is not expected to be

Figure V-3
Purchasing power of exports and import volume:
capital-surplus developing countries, 1980-1984
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Source: Depariment of International Economic and Social Af-
fairs of the United Nations Secretariat {see table A-9)

recouped, has led after a short lag to a cut-back in the
volume of imports to more sustainable levels. Even so,
the current account of the group is expected to remain
in a small deficit position, at least for the near term.

Figure V-4
Purchasing power of exports and import volume: Japan,
1980-1984
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Yapan is an example of another phenomenon. The
sharp expansion in 1983 and 1984 in Japan’s purchas-
ing power of exports has not been matched by import
growth. Indeed, 1984 marked the first year of the decade
with any significant import volume increase. The
resurgence in imports, however, had to come about as
a consequence of Japan’s export surge, not only was it
necessary to resupply inventories of imported inputs for
the export-led growth but, partly on the strength of ex-
port performance, fixed investment also picked up and
this required greater imports of machinery and equip-
ment. In addition, however, Japan has been under con-
siderable pressure from its trading partners to expand
its imports at a greater and sustained rate. As noted in
the discussion of protectionism in chapter IV, Japan is
in the process of liberalizing access to its market with
the aim of accommodating its partners.

In Western Europe, as in Japan, import growth has
not matched the growth in the purchasing power of ex-
ports but, in contrast to Japan, exports have experienc-
ed relatively modest growth, although with some ac-
celeration in 1984, while import volume has been held
down as a consequence of fow income growth and the
price effects of substantial currency depreciation in in-
ternational markets.

Figure V-5
Purchasing power of exports and import volume:
Western Europe, 1980-1984
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Finally, the combined effect of world recession and
the international debt crisis for the centrally planned
economies of Eastern Europe and the capital-importing
developing countries is seen in figures V-6 and V-7,
respectively. From 1981 for the former and 1982 for the
latter, intense efforts were made to curtail import
volumes and expand exports within the context of
rigorous adjustment efforts. Given the recessionary con-
ditions in the world economy, however, it was difficult
for most of these countries to expand the purchasing
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power of their exports. In 1984, nevertheless, import
capacity increased owing to the recovery in developed
market economies and the high absorptive capacity of
the Soviet market and, as a result, the purchasing power
of exports grew substantially for both groups. For
Eastern Europe, growth in the purchasing power of ex-
ports was sufficient to allow policy makers to ease, albeit
cautiously, the severity of import restraints, vis-@-vis the
market economies. With expanding overall import
volumes, the pace of economic activity, especially in
industry, could be accelerated beyond planned levels.
In the developing countries, the feasible increase in im-
port levels was modest, although it was sufficient to
allow a certain revival of industrial activity.

Figure V-6
Purchasing power of exports and import volume:
- Eastern Europe, 1980-1984

(Annual percentage change)
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Figure V-7
Purchasing power of exports and import volume:
capital-importing developing countries, 1980-1984
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International capital movements, interest rates, and the
reverse transfer of resources from developing countries

While gross domestic output in the developing coun-
tries has been slowly recovering from the erisis years
of the early 1980s, the growth in national income is lag-
ging behind, partly as a result of especially large net
interest payments to foreign capital. In fact, consider-
ing interest and capital flows together, there was a net
transfer of resources out of developing countries in 1984,
reversing a trend that had dominated the international
financial relations of developing countries in the entire
post-war era. This reverse transfer resulted from the
combination of the increase in interest payments and a
greatly reduced net inflow of new capital from abroad.
Indeed, there has been a redirection of private flows
towards developed market economies, particularly, the
United States.

The United States as a magnet for capital flows

For the first time since the First World War, the United
States became a net debtor to the rest of the world in
early 1985. This change is all the more remarkable
because the United States had reached its peak as a net
creditor to the world only as recently as 1982, when
it finished the year with a net asset position of $149.5
billion. The swift elimination of this net creditor posi-
tion was almost entirely the result of major changes in

Table V-2

net financial flows, as the other components of the
United States capital account have changed by smaller
amounts. Indeed, United States official reserve assets
have remained largely unchanged since 1982, In addi-
tion, although the United States has been experiencing
unusually large net inflows of direct investment since
1981, including $27 billion in 1984 alone, the dollar value
of the net direct investment position of the United States
has remained significantly positive; it was $93 billion
in 1983 and preliminary indications suggest that it still
exceeded $50 billion at the end of 1984.

The net financial inflows to the United States have
come from almost all its major trading partners,
especially in 1984 (see table V-2). The largest national
source has been Japan, which accounted in 1984 for over
a third of the overall net inflow. Direct flows from the
other developed market economies accounted for a fifth,
although substantial additional inflows from developed
market economies were channelled through the off-shore
financial centres, principally in the Caribbean. As
Eastern Europe continued in 1984 to experience a trade
deficit vis-a-vis the United States, the financing counter-
part meant, in effect, that Eastern Europe remained a
modest net importer of capital from the United States.

Net international financial flows to and

from the United States, 1981-19843

(BiHlions of dollars)

1981 1982 1983 19840
Canada 97 07 07 61
European Economic Community 166 -14.6 <13 109
Japan 16 136 176 3L5
Other developed market economies® =23 -03 29 11
Eastern Europe -33 =30 -18 22
Off-shore banking centres and

developing countries 46 -04 181 423
Total -157 -55 363 896

Saurce: Deparument of International Economic and Social Affairs of the United Nations Secretariat, based on
United States Department of Commerce, Survey of Current Business, various issues

* Excluding transactions in United States official reserve assets and direct investment; including statistical
discrepancy in United States payments data which incorporute, inter alfa, transactions with third countries in
United States linbilities and assets Positive numbers in the mble indicate net inflows; negative sipns indicate

ret outfiows
b Inctuding prefiminary fourth-quarter data

¢ Including smaller amoumts for internationa organizations, United States-affilinted shipping companies operating
under certain foreipn flags and other unatiocated flows

d Inciuding China
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The sharpest changes in the direction of net United
States international financial flows, however, have been
the shifts vis-a-vis the off-shore banking centres and the
developing world. From rather balanced flows in 1981
and 1982, these groups became net suppliers to the
United States of $18 billion in 1983 and over $40 billion
in 1984. The first two years of the decade had been
characterized by large gross inflows to the United States,
especially from energy-exporting countries, but these
were offset by outflows to the energy-importing coun-
tries as the United States financial system, in particular
the banks, participated in the “recycling™ process. In
1982, there was a reduced but still significant inflow
from energy-exporting countries, largely at the expense
of a reduction in the assets held by those countries in
other financial markets, principally the United Kingdom.
At the same time, the net United States outflow to the
capital-importing developing countries was cut as a con-
sequence of the international debt crisis. By 1983 and
1984, the energy-exporting countries were no longer
redeploying their assets among markets but drawing on
them to help finance their own current account deficits.
These outflows, however, were substantially exceeded
by a large inflow of finance to the United States arising
from a net relocation of funds from the off-shore bank-
ing centres. At the same time, the net flow of private
credit to the capital-importing developing countries con-
tinued to shrink.

The bulk of the net financial inflows to the United
States from all directions has been mediated by the in-
ternational banking system. While transactions in
securities have made a substantial contribution - par-
ticularly in the form of foreign private purchases of
United States government obligations - they have been
overshadowed by banking flows. Although the data con-
cerning such flows are far from complete, a number of
significant developments appear to have taken piace in
1984, First, the recorded flow of funds into banks located
within the United States appears to have slowed, although
this was due to a virtual cessation of the build-up of funds
lent by the banks’ own overseas branches to their home
offices. The attraction of United States bank deposits
as a placement for dollar investments remained strong
for foreign investors. Second, the flow overseas of United
States bank credit slowed to a trickle in 1984, a dramatic
contrast to the $104 billion increase in foreign credits
that occurred in 1982. Finally, United States non-banking
concerns have themselves borrowed heavily, both from
the financial institutions of other developed market
economies and through the Caribbean banking centres.

The components of the net inflow of financial capital
to the United States themselves suggest the causes. A
revival of the demand for credit by the United States
private sector accompanied the rebound from economic
recession. In response, banks switched their lending to

domestic borrowers from overseas where borrowing was
relatively slack. United States banks - as well as the
United States Government which was seeking to fund
its unusually large budget deficits - also found it
necessary, given monetary stringency, to offer higher
interest rates for much of 1984, This apparently served
to mobilize substantial foreign and domestic doliar
balances. Foreign confidence in the dollar was very high,
based not only on the doliar’s role as the primary inter-
national transaction currency but also on the observed
suceess of the United States authorities in reducing
domestic inflation and attaining recovery. Indeed, in-
vestors abroad seem to have been adjusting their finan-
cial portfolios - and real assets, such as real estate - in-
to greater holdings of dollar-denominated investments.
In addition, foreign exporters to the United States ap-
pear to have kept their earnings in dollar assets to an
unusuaily large degree instead of converting them to
local currency.b Together, these factors have led to the
marked appreciation of the dollar throughout the
recovery period.

How long the United States will continue to attract
such large capital inflows and thereby increase its net
debtor position with the rest of the world is uncertain.
The heavy weight of short-term banking transactions in
the capital inflow, as well as the overwhelming volume
of flows that moved in a short period of time, suggest
that these funds are potentially volatile and could leave
the United States at a rapid pace but with most of the
rest of the world economy on a siow growth trajectory,
many segments still caught up in adjustment processes,
and dollar interest rates still high, the United States is
likely to remain an attractive placement for investable
funds, at least in the short run. Nevertheless, concern
about when and in how orderly a fashion the United
States will adjust its trade and fiscal deficits could yet
turn these funds into ‘“*hot money” anxious to find
placements denominated in other currencies.

Reverse transfer of resources from developing
countries

In the developing countries, the combination of reduc-
ed net inflows of foreign capital and high interest rates
on external debt was sufficient in 1984 to bring about
an unprecedented overall negative or reverse transfer of
resources (see table V-3). That is, the net result of all
the international financial relationships of these develop-
ing countries taken together was a transfer of real goods
and services to the rest of the world, Countries, in ef-
fect, make such a transfer in either of two ways. A
country can either supply official international reserves
to the rest of the world, where they will be used to pur-
chase real goods and services, or it can transfer pur-
chasing power by not spending all its foreign exchange
earnings on imports of goods and services. In 1984,

6 That is, there appears to have been a continuation and intensification of a phenomenon originating in 1983; see “Finan-
cing the US. current account deficit”, Federal Reserve Bank of New York Quarterly Review, summer 1984, pp 24-31
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Table V-3. Net resource transfer to the capital-importing
developing countries, 1978-19842

{Biilions of dollars)

1978 1979 1980 1981 1982 1983 1984b

Net transfer mediated through all credits®

Net capital flow 483 512 599 623 478 447 35

Net interest paid b6 -174 -238 -353 495 477 -30'3

Net transfer 367 338 361 210 -1.7 -30 -130
Net transfer mediated through direct investment

Net flow of investment 73 99 99 146 118 87 80

Net dividends -9.1 <106 -133 <132 126 06 - S

Net transfer -EB -10 -34 14 -G8 -1.9 -35
Net transfer mediated through official grants 6.6 103 108 03 162 00 100
Total net transfer 415 431 435 397 77 51 -65

Source: Depantment of International Economic and Social Affairs of the United Nations Sceretarist, based on IMF, Balance of Payments

Statistics, national datz and Secretariat estimates

* Net flow of foreign financial resources available for imports of goods and services (that is, nfier payment of income on foreign
capital outstanding) All flows are inflows minus outflows of residents and noa-residents Sample of 88 countries for which adequate

data are availablc

b Preliminary estimate, rounded to the nearest half-billion dolfars.
¢ Including all official bilateral and multitateral credits, including use of IMF credit, and ail private credits, short and fong term

the second method was the dominant one used by the
developing countries since in aggregate their reserves
rose (they had been heavily utilized previously) and they
realized a very substantial foreign trade surplus.

In general, a negative net transfer of resources by an
individual country or group of countries is not a cause
for concern. Indeed, a net outward transfer is considered
routine for many developed market economies, some
centrally planned economies and, in the recent past, even
for the developing countries whose earnings from
petroleum exports far exceeded their domestic absorp-
tive capacity. It is also considered normat for individual
developed and centrally planned economies, and the
developing countries, to experience net inward transfers.
Such transfers reflect international resource reallocations
in response to changing econonomic trends in different
countries and are usually thought to contribute to the
efficient working of the world economy,

The premature, abrupt and unexpected occurrence of
a negative transfer for the capital-importing developing
countries as a whole indicates a malfunctioning of the
world economy, however, although interpretation of
developments at so aggregative a level must be made
with caution. It was not the case that all developing coun-
tries were making net transfers of resources abroad;
rather, the negative transfers of a number of countries
were so large that they more than offset the positive
transfers still received by the other countries. Meanwhile,
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those developing countries that were making such large
outward transfers still had the same underlying ability
to make productive use of external resources as they had
a few years before, when they were the recipients of
substantial net inflows.

For the near term, there is little prospect of return-
ing to a strongly positive net transfer situation. The
various categories of capital flows to developing coun-
tries are not expected to grow rapidly, and interest rates
are expected to remain on the high level of recent years,
while the fluctuations around that trend have the potential
to cause major disruptions in their own right.

In the developing countries and in other countries,
developed and centrally planned, the growth of exter-
nal debt has been dominated over the past decade by
international banking flows. Credits have generally been
granted at adjustable interest rates or on a short-term
basis with periodic roll-overs, in each case exposing the
borrowers to fluctuating and often unpredictable interest-
servicing requirements, Coupled with unsynchronized
fluctuations in export earnings, interest payment obliga-
tions have become a particularly heavy burden for
developing countries in recent years. Indeed, in 1984
a substantial portion of the increase in export earnings
was unavailable for import expansion as it was needed
for the high interest payments on external debt. As may
be seen in table V-4 for capital-importing developing
countries, a $23 billion surplus in the balance of trade




Table V4.

Interest and direct investment income in the current

account balance of the capital-importing developing
countries,® 1980-1984

(Billions of dollars)

1980 1981 1982 1983 1984b
Balance on goods and non-capital services 228 44 4 -3501 0.2 230
Direct investiment income {net) ~13.3 -132 -i2 6 -16.6 -115
Interest payments (net) -23.8 -353 -49 § 477 -505
Current account balance -59.9 929 -87.2 -58 3 <340

Source. Depariment of International Economic and Sociai Affairs of the United Nations Secretariat. based on IMF., Balance of

Fayments Statisrics, national and other sources

* Sumple of B8 countries for whick adequate data arc availabie

? Preliminary Secretariat estimate. rounded to the nearest half-bittion dollars

and non-capital services in 1984 was more than absorbed
by net interest payments of over $50 billion, to which
were added more than $11 billion in net dividend
payments.

However, the sharp increase in interest-servicing costs
and current account deficits between 1980 and 1982, and
the sharp cut-back in current account deficits after 1982
were both concentrated in a rather limited group of
developing countries, namely, the major debtors. Fx-
cluding the 20 largest debtor countries, the aggregate
current account deficit of the remaining capital-importing
countries rose by about a quarter from 1980 to 1982,
with all of the change occurring in 1981, before falling
back to under the 1980 level by 1984, The 20 largest
debtors, in contrast, expanded their current account
deficit by 80 per cent from 1980 to 1982 and have since
cut back to a current account deficit that in 1984 was
almost $18 billion below the 1980 level (see table A-12).
While the access of the latter countries to international
commercial bank lending permitted their current account
deficits to grow rapidly in the early 1980s, a substan-
tial number of them faced a cut-off of new lending by
the commercial banks in the context of the debt crisis
that began in 1982. As a result, these countries were
forced to make especially sharp cut-backs in their im-
port levels, largely determining the rapid drop in the
current account deficit of the developing countries as
a whole in 1983

Towards an international policy on the instability of
interest burdens

Whether through economic contraction or lasting ad-
Jjustment, current account deficits of the developing
countries have now fallen to such a degree that, except

in isolated cases, further reduction will be hard to
achieve. Furthermore, by early 1985, there was
somewhat less concern about the ability of debtor coun-
tries to service their interest obligations. Overall, despite
a rise in average interest rates in 1984, the share of
foreign exchange earnings needed to pay gross interest
on foreign debt fell slightly as a result of export growth.
On the other hand, interest payments have remained a
very substantial burden for developing countries, ab-
sorbing on average over 15 per cent of foreign exchange
earnings. In certain cases, new inierest arrears were in-
curred during 1984 and it was repeatedly recognized dur-
ing second-round negotiations to restructure debt-service
obligations that interest rates and fees charped by the
commercial banks should be reduced.

In this regard, it was a welcome development when
interest rates in international capital markets receded
in the second half of 1984, With lower cost of funds to
financial institutions, floating interest rate charges on
outstanding commercial bank loans to developing coun-
tries have fallen, as have interest charges on certain of-
ficial eredits, including World Bank loans issued since
July 1982. Interest rates on new officially supported ex-
port credits covered by the OECD arrangement on ex-
port credits have also been reduced.”

The discussion has thus far been in terms of
“nominal™ interest obligations, that is, the amounts of
interest payments actually due to creditors. There is,
however, a second factor influencing the burden of the
current servicing of external debt, namely, the effect of
international price changes on the real value of the debt
outstanding. When international prices of developing
country exports fall, as they did in 1984, the real cost
of servicing those countries’ external debt rises above

7 The most recent reduction was on 15 January 1985, in accordance with the Arrangement on Guidelines for Officially Sup-
ponted Export Credits agreed to in October 1983; see OECD Observer, No 125 (November 1983), p. 19
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the nominal cost, reflecting the increased real value of
the debt as measured in terms of the volume of exports
necessary to repay the debt in full. Analogously, an im-
provement in the developing country's terms of trade
reduces the real cost of debt servicing. This valuation
loss or gain is a real addition to or subtraction from cost
which should be considered in conjunction with nominal

interest payments in evaluating the real current burden
of the debt. The real interest rate on total debt outstan-
ding in 1984, measured in this way, was not the nominal
average rate of about 8.5 per cent but about 10 per
cent.® As may be seen in table V-5, 1984 was the fourth
year in a row in which the real interest rate exceeded
the norminal rate,

Table V-5 Real interest rate on the external debt of the
capital-importing developing countries, 1980-1984

{Percentage)
1980 1981 1982 1983 19848
Average nominal interest rate? 92 0.6 102 83 85
Average change in export prices® 295 -09 -8.3 -3 -5
Implicit average real interest rate -203 15 18.5 14 1080

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based in part
on World Bank Debtor Reporting System and data of the Bank for Internationsl Seutlements

? Pretiminary estimate, rounded to the nearest hatf percentage point
Estimated interest payments for the year divided by the average of towal debt levels at the beginning and the

end of the year, all measured in dodlars.
¢ Change in dollar-bused export price index

Burdensome as existing interest payments on exter-
nal debt are, the medium-term possibility of a new surge
in interest rates cannot be excluded, even with expected
lower average nominal and real interest rates in 1985.
What is the state of preparedness for such an eventuali-
ty? If the past is any guide, a further increase in the
external interest burden, arising from higher nominal
interest rates coupled with depressed export markets,
is likely to lead to the accumulation of new debt-
servicing arrears on the part of a number of debtor coun-
tries that might not, for domestic political reasons,
reapply severe contractionary policies. In that case,
bankers and officials would probably re-enact the re-
cent drama, seeking emergency assistance for the deb-
tor countries to enable them to remain current enough
in their payments to avoid obliging the banks to treat
their loans as non-performing assets. Confidence in the
banks might again be shaken, perhaps with new demands
for closer regulation of their activities.

There is no shortage of suggestions of international
policy initiatives which might obviate this scenario. One
broad class of suggestions entails instituting a “cap” on
interest rates charged on floating rate debt, for exam-
ple, capitalizing part of interest obligations when market
rates rise above the ceiling. Banks have not favoured such

proposals as they are seen to jeopardize bank earnings
when interest rates - and thus the cost of their own funds
- rise. Such innovations might serve to discourage new
voluntary bank lending when there is instead a desire
to see it expand on better terms.

A second class of suggestions argues that international
interest rate fluctuations do not differ in substance from
international comrmodity price fluctuations, since in both
cases prices are the result of international market and
policy factors and are largely beyond the control of in-
dividual countries. In recognition of the harmful effects
of commodity market fluctuations, especially on
developing country producers, IMF has long operated
the Compensatory Financing Facility. The Facility has
already been extended to permit drawings in response
to adverse trends in cereal import costs; it could similarly
be extended to cover interest rate fluctuations. The idea
of such an extension is not completely new,® and its im-
plementation would be no more difficult in principle
than that of the cereal import facility. It would be an
act of prudence by the international community, and
would increase the confidence of the private sector that
the debt-servicing capacity of debtor countries would
not be undermined after all the major adjustment ef-
forts made by them in the first half of the 1980s.

8 This estimate is an average of diverse developing country experiences, depending in individual cases on the currency com-
position of debt and the product mix of exports. The impact of real interest rate developments on individual countries also
differs according to the size of debt outstanding relative to GDP
A sugpestion for a facility of this type, while not formally to be included in the Compensatory Financing Facility, was in-
corporated in the proposal for an IMF debt-refinancing subsidiary made by the Federal Minister for Planning and Develop-
ment of Pakistan in his sddress to the Economic and Social Council on 6 July 1984
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The Compensatory Financing Facility, if expanded
to include interest payments, would serve as a fall-back
for both lenders and borrowers whose debt-servicing ar-
rangements have been restructured on the basis of
assumptions about trends in trade and interest rates that
could prove to be too optimistic. It might then help

stave off the need for yet another round of debt renegotia-
tions. If the trade and interest rate assumptions are in
fact realized, the Facility would not be drawn upon but,
in the meantime the degree of unceriainty would be
lessened in debtor countries and confidence would be
higher on the part of creditors.

Short-term prospects for private and official
resource flows to the developing countries

In view of current trends and prospects, no resurgence
of net financial resource flows to the developing coun-
tries is anticipated in the short termt. In the area of direct
foreign investment, as recently discussed elsewhere, 10
this is in spite of numerous recent measures by host
countries to enhance their attractiveness to private direct
investors. In addition, the private capital which has left
a number of developing countries during periods of
uncertain or crisis conditions, especially since the late
19705, does not appear poised for a return flow
Fragmentary evidence suggests, however, that the rate
of outflow, at least, has greatly slowed. In the area of
foreign private and official credit flows, the outiook is
for no more than modest improvements in flows.

Debt constraints on the growth of private credit

A resurgence of net credit flows to the developing
countries entails, by definition, an acceleration in the
growth of their external debt. As the debt crisis has
already been a major precccupation of the international
community for the past three years and is still not resolv-
ed, a large-scale increase in debt does not seem very
likely in the near term.

The debt crisis has involved an unprecedented number
of cases in which countries could not honour their com-
mitments to service their external debts on the dates
specified. The reasons have been analysed extensively
elsewhere.!! Not surprisingly, the earlier confidence of
the banks in the soundness of sovereign-risk lending to
many developing countries crumbled, and the process
whereby the funds with which to repay maturing loans
were in effect raised from new loans was disrupted. Ma-
jor debtor countries therefore needed to service their
debts out of current - greatly reduced - foreigh exchange
earnings, which could not be done.

By 1984 it still could not be done to the full extent
required, in most cases. Rather, what replaced the almost
automatic payment of debt servicing out of new loans
for the debt-crisis countries was a series of renegotia-
tions involving the creditor banks, the debtor country

Governments and IMF, whereby debt-servicing obliga-
tions were postponed and new loans often provided to
help cover interest payment obligations. After the first
set of debt renegotiations in 1982-1983, it became widely
realized that debtor countries were being asked to pay
unusually high fees and spreads over base interest rates
and that the revised amortization schedules were still
not feasible. The subsequent renegotiations have lowered
debt-servicing costs and lengthened maturities con-
siderably If these again prove unrealistic, there will un-
doubtedly be yet further restructurings of the debt.
Meanwhile, even outside the context of new formal debt
restructuring exercises, but within the context of
economic adjustment programmes, the provision of new
private loans is being negotiated with the support of IMF
and the international development finance institutions.

In this manner, and with the process working more
smoothly in some cases than in others, existing com-
mercial bank debt is being managed and a modest
volume of new loans is being provided. International
bankers seem to be less atraid that hundreds of billions
of dollars in loans may have to be regarded as non-
performing assets. Generally, their loans are still being
serviced but they are viewed as less liquid than previous-
ly - although the emerging secondary market in these
loans provides a limited degree of liquidity. Even if the
banks are less nervous about the risk to their own in-
stitutions, however, they are apparently not eager to in-
crease their exposure through new loans.

Although the commercial banks themselves may not
soon again become major net lenders of medium-term
finrance to the developing countries, the possibility of
renewed credit flows from the international private sector
as a whole need not be discounted; but for this to take
place the capital markets would have to assess positively
the debt-servicing capacity of the borrowing countries.

The perception of debt-servicing capacity depends,
inter alia, on export performance. In this repard, a
positive development was the slight fall in 1984 in the
ratio of debt 1o foreign exchange earnings from the peak

10 Repost of the Secretariat on recent developments related 1o transeational corporations and international cconomic relations,

(E/C 10/1985/2, sect 1V.C), 26 February 1985

I See, for example, R. Dornbusch and § Fischer, “The worid debt problem”, Report to the Group of Twenty-four
{(UNDP/UNCTAD project INT/B1AMG, September 1984); “Adjustment policies and rencgotintion of the external debt”
{E/CEPAL/G 1299 and Corr 1, 21 February 1984); The Dein Crisis and the World Economy, report by a Commonweaith
Group of Expenrts (London, 1984); and World Economic Survey 1984 (United Nations publication. Sules No EB4IIC ), pp

[1-15
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it had reached in 1983. For the capital-importing
developing countries as a whole, however, the ratio is
still some 20 per cent above the average for the late 1970s
and early 1980s. Most projections show a continuing
fall in the ratio for the rest of the decade, although
without its returning to the levels of the pre-debt crisis
years. 2 It is not known how much of an improvemnent
is needed in indicators such as the debt-to-exports ratio
to convince the private capital markets to resume volun-
tary lending. It appears the view of individuals linked
to financial institutions that a net outflow of resources
from the highly indebted countries will continue dur-
ing the rest of the 1980s. 5 All in all, prospects do not
seem bright for any substantial upsurge in private capital
flows to the developing countries, at least during the
middle years of the present decade

Concern for the growth of official flows

In the light of the important contribution that official
flows have made to the external financing of develop-
ing countries in the past, and in view of the constrain-
ed prospects for private flows, attention must be focus-
ed on the outlook for an adequate overall increase in
official flows. The growth of official development
assistance has been under particular restraint for much
of the present decade and will apparently continue to
be so for years to come. To a certain degree this arises
from budgetary limitations in donor countries. On the
other hand, as certain other categories of expenditure,
most notably defence spending, are not similarly blocked
by budgetary considerations, it seems that other factors
are also operating.

In fact, many donor countries have become increas-
ingly concerned about the effectiveness and efficiency
of aid in promoting development. ¥ In this regard, there
have recently been efforts to improve the co-ordination
and policy dialogue among donors and recipients. A
heightened importance is accorded to effective monitor-
ing and evaluation, taking into account the ad-
ministrative, technical and financial capacities of reci-
pients. To the degree that such efforts indeed improve
the effectiveness of aid in implementing the develop-
ment policy of the developing countries, they should be
welcomed. Not only do they yield the direct benefit of
increasing the growth in output and income from a given

volume of resource transfers, they also demonstrate the
substantial contribution which ODA can make to
development and thereby help rebuild the constituency
for larger aid programmes.

Despite the considerable flow of official concessional
co-operation from the developed market economies, cen-
trally planned economies and capital-surplus develop-
ing countries - exceeding | per cent of GNP in a number
of donor countries in recent years - the outlock is
disconcerting. Available budgetary data indicate that
1985 may be the third year in a row of no significant
growth in total real ODA flows. Significant increases
in the ODA efforts of some member countries of the
Development Assistance Committee of QECD are ex-
pected to be coupled with stagnant or possibly declin-
ing flows from a few of the largest donors;! nor are
the centrally planned economies of Eastern Europe and
the Soviet Union expected to increase their overall aid
flows, as the majority of these countries also remain
under considerable adjustment constrains.

Financial co-operation among developing countries
themselves continues to be constrained by the effect of
falling petroleum prices on donor government budgets.
Commitment data for the major Arab national and
regional development institutions show development
assistance being cut back at a slower rate, however, in
1984 (see table A-14). Project and technical assistance
financing continued at a much reduced pace, while im-
poit financing grew. The institutional mechanisms for
such financial co-operation among developing countries
- such as the San José agreement under which Mexico
and Venezuela supply oil at concessional rates to Cen-
tral America and the Caribbean - are nevertheless be-
ing renewed.

The overall slow-down in concessional financial co-
operation is reflected in the flows of the major
mutltilateral development institutions. While current
disbursements, drawing on earlier commitment levels,
continue to grow, current and prospective commitment
levels do not hold out the prospect of significant fur-
ther growth in flows. Indeed, owing to a disappointing
new funding agreement and the time-consuming pro-
cesses needed for legislative approval in donor coun-
tries, a 17 per cent contraction in commitments was

12 A number of such projections are presented and analysed in The Debt Problem: Acute and Chronic Aspects, Journal of
Development Planning, No. 16 (to be issued as a United Nations publication)

i3

At the same time, these individuals seemed relatively optimistic that a new debt-servicing crisis would be avoided Financial

and economic consultants linked to the United States capital market have appeared to be somewhat more cautious, while
non-banking sources in European capital markets have appeared more cautious still (information based on a series of inter-
views undertaken for the Secretariat in 1984 with bankers and private analysts involved in the capital markets in the United

4 States and Europe)

is November 1984, chap. 111

See OECD, Development Co-operation, 1984 Review, report by the Chairman of the Development Assistance Commiltee,

One noteworthy development at the end of 1984, however, was the expanded aid commitment in the third Lomé Convention -

ECU 8.5 biilien ($6 billion) aver a five-year period. Contributions are expected from a larper number of countries (the en-
try of Portugal and Spain to the Community is anticipated) and the number of recipient countries will also be greater. In
all, the same level of real resources, at least, is expected as in Lomé II, while the focus of ajd programmes has been
somewhat aliered; for details, see Evropean Community Newsletter, vol 1, No. 5 (New York, December 1984).




programmed for fiscal year 1985 for the highly conces-
sional International Development Association (IDA) of
the World Bank.

It had been hoped that a $3 billion fund might be
mobilized in 1984 to supplement the $9 billion pledged
for the seventh replenishment of IDA. While that goal
had to be set aside, it did prove possible in early 1985
to mobilize about $1.1 billion for a Special Facility for
Sub-Saharan Africa in the World Bank. Following upon
an eartier 50 per cent increase in resources for the
African Development Fund of the African Development
Bank for the period 1984-1986 and the increased em-
phasis on sub-Saharan Africa in the lending program-
mes of the World Bank itself, the beginnings are seen
of the effort by the international conumunity to focus
attention on the special needs of the developing coun-
tries of sub-Saharan Africa, as called for in the Declara-
tion on the Critical Economic Siuation in Africa
(General Assembly resclution 39/29, annex)

More generally, the prospects for highly concessional
multilateral financial assistance remain mixed.!6 On the
one hand, for example, lending by the Asian Develop-
ment Fund, the soft-loan window of the Asian Develop-
ment Bank, declined in 1984 as major arrears developed
in agreed contributions. On the other hand, after ex-
tensive consultations, a breakthrough was finally achiev-
ed in early 1985 in the negotiations for the second
replenishment of the International Fund for Agricultural
Development (IFAD). It now appears that IFAD, which
has ongoing projects aiding the rural poor in more than
80 developing countries, will be re-funded for the period
1985-1987 by member countries of OPEC and OECD,
the latter accepting a relatively greater share of the finan-
cial burden in the light of the reduced financial capaci-
ty of OPEC countries.

At the level of non-concessional flows, the World Bank
(including the International Finance Corporation) and
the regional development banks are maintaining a signifi-
cant average pace of expansion in lending commitments,
owing to recent selective and ordinary capital increases
but, in spite of the special adjustment-related financing
efforts discussed below, the pace of disbursement on pro-
ject foans has been hampered by the recession and the
strict adjustment programumes adopted by many recipient
countries, under which local government shares of pro-
ject costs could not always be met. Indeed, various re-
cent lending initiatives of multilateral development banks
have sought to overcome precisely this difficulty. In ad-
dition, the external debt-related difficulties of a number
of countries have hampered projects that depended upon
co-financing through official export credit agencies and
the international commercial banks. Nevertheless, the

flow of funds through the multilateral ingtitutions,
together with official bilateral flows, has acted as &
cushion against the collapse in private flows during the
last few years. The ability to maintain such official fiows
in the future will depend on decisions not yet taken for
the next round of capital funding of the institutions
themselves,

While ODA and flows from multilateral development
institutions are primarily directed at long-term develop-
ment needs, the international community has also pro-
vided major assistance for balance-of-payments adjust-
ment per se, led in this case by IMF. The Fund not on-
ly negotiated adjustment programmes with countries
having balance-of-payments difficulties and helped to
mobilize private sector funds in conjunction with debt
restructuring, but also provided substantial funds in sup-
port of adjustment programmes. The latler activity
changed sharply in 1984, however. For the first time this
decade, the level of outstanding loan commitments made
in support of Fund-approved adjustment programmes
dropped as the volume of expired and cancelled lending
agreements exceeded that of new arrangements. The ac-
tual flow of IMF resources to the developing countries
remained positive, although at little more than a third
of the 1983 level (see table A-15). Especially hard hit
were the low conditionality resources, which provided
no net flows in 1984, while almost three fourths of the
higher conditionality flows were accounted for by four
extended arrangements which continued from 1983

The reduced flow of IMF resources reflects both
positive and negative developments. The positive side
is that the extreme phase of the debt-related payments
crisis of certain countries has passed and the payments
situation of a number of Asian borrowers in particular
has improved  The negative side is the concern that the
Fund is retreating from its role of providing resources
in support of those adjustment programmes which
recognize the need for structural changes to attain a sus-
tainable balance-of-payments situation. In fact, the
average length of adjustment programmes agreed with
developing countries in 1984 was only slightly above
one year (14 months), compared to almost two years in
1980 and 1981 (22 months)}. Particularly noteworthy was
the absence of any new longer-term adjustment program-
mes under the Extended Fund Facility.

It is the case, of course, that the Fund co-operates
with the World Bank, that the Bank operates a pro-
gramme of structural adjustment [ending and support
for sectoral policy reform, and that the development-
oriented expertise of the Bank might be more intensively
utilized topether with that of the Fund to assist coun-
tries in the design of medium-term adjusiment efforts.

16 1n at least one important sector, namely, technical assistance funded by the international community. the sharp decline in the
flows in the early 1980s was arrested in 1984 A dewiled analysis of 1985 funding flows will be contaired in the report of
the Dircctor-General for Development and International Economic Co-operation on the operational activities for development
of the United Nations system to the General Assembly at its fortieth session
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However, if the Governors of the Bank and the Fund
wish to specialize international co-operation for
structurally-oriented adjustment in the World Bank, they
should take steps to ensure that the resources of the Bank
are adequate to the task.

Under the current 1984-1988 lending programme of
the Bank, the volume of resources valued in 1984 dollars
allotted for structural adjustment and programme len-
ding is the same as was actually committed during the

previous five-year period. The Bank is however seek-
ing to place continued emphasis in 1985 on structural
adjustment and sectoral policy reform and to further im-
plement its Special Action Programme. Assuredly, the
future of such initiatives is subject to the review cue-
rently under way in the Bank on its future role. Conti-
nuing them at an appropriate level will be contingent
on a positive response to the proposal by many interested
Governments to discuss a general capital increase of the
Bank in 1986.

Recent changes in international private capital markets
and medium-term prospects for developing country access

While the redirection of international capital flows
described above has been taking place, a process of in-
stitutional change has been under way in the financial
markets themselves, which is likely to affect the future
access of various groups of countries, in particular the
developing countries, to large-scale finance in the
medium and long term. The major vehicles for large-
scale credit flows since the second half of the 1970s have
been loans jointly provided by syndicates of international
commercial banks - or “clubs” where the number of
participating banks was smaller - and by bonds floated
on one or more foreign capital markets. In 1982 and
1983, the total activity in afranging these and related
financing operations experienced a decline without
precedent since their rise burgeoned in the 1970s. The
two most general and significant factors accounting for
the decline were a reduced demand for funds owing to
the global recession and contractionary adjustment
policies, and the cut-off of voluntary lending to the high-
debt countries which were then entering into debt-
servicing crises.

With a renewal of world economic growth and the
spread of the recovery process to more parts of the world
economy, a resurgence of activity on international
markets was expected. In 1984, as seen in table V-6, total
funds raised grew by 44 per cent. During the last two
years, however, the markets have changed in a number
of significant respects. These differences involve the mix
of market participants, the nature of their borrowing ac-
tivities, -and the financial instruments utilized.

A change of most serious consequence has been the
decline of the private markets as a whole as a source
of medium-term and long-term credit to the developing
countries. In fact, after subtraction of the “involuntary”
bank lending to debt-crisis countries which was extended
in 1983 and 1984 as part and parcel of negotiated debt-
restructuring packages, gross lending to the developing
countries would have totalled only $21 billion in 1983
and $22 billion in 1984

The decline in gross credits extended to developing
countries was almost entirely the reflection of the decline
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in bank lending to them, which has accoumted for about
90 per cent of their total medium-term and long-term
market borrowing. Indeed, a major contribution to the
continued decline in (984 in the overall extension of bank
loans, as seen in table V-6, was the decline in lending
to developing countries.

There has been an increase in borrowing by certain
segments of the market, including selected developing
countries, the centrally planned economies - in particular
the German Democratic Republic, Hungary and the
USSR - and a number of corporations and Governments
of developed market economies. More than 10 per cent
of that gross lending activity has however represented
advanced refinancing on the part of borrowers seeking
to improve upon the terms of loans and facilities arranged
in past years. There were also indications of the con-
version of short-term bank credits to longer-term obliga-
tions Indeed, the average spreads which the banks add
to their lowest interest rates to determine total interest
charges have come down from their 1983 peak and
average maturities have lengthened from their 1983
trough. In all, the more restricted number of borrowers
with access to this market have been able to win im-
proved terms from the banks. They also frequently found
that bank syndicates offered to lend significantly more
than the borrowers initially sought io borrow.

Changing activities of international banks

The era of rapid growth in syndicated bank lending
appears to have ended. From 1978, a year in which the
volume of gross recorded international medium-term and
long-term bank lending doubled to $74 billion from its
1977 level, until 1981 when such lending peaked at $148
billion, commercial banks dominated international
private capital flows, especially to the developing coun-
tries. Since the debt crisis set in, banks and official bank
supervisory agencies have been reassessing bank len-
ding strategies.

In the 1970s, whenever it appeared that the capacity
of commercial banks to make large additions to their
outstanding medium-term loans to the capital-importing




Table V-6. Gross medium-term and long-term financing on
international markets, 1981-1984

{Billions of dollars)

1981 1982 1983 1984
Total funds raised by:
Developed market economies 1372 1232 1137 180.9
Developing countries 542 453 349 zo
Centrally planned economies 21 L1 12 36
Other (development institutions) 71 935 80 9.8
Total 2006 179.1 1578 242
Breakdown by type of financial
instrument
Total bank comenitments 477 1036 807 157
Loans 94.6 982 672 60.3
Market back-up facilities® 531 54 13.5 554
of which, non-merger related KMo 34 9.5 2720
Total bonds 528 75.5 771 IS
Straight bonds® 416 60.3 576 733
Floating rate notes and
certificates of deposit H3 153 19.5 2
Total 2006 1791 1578 2272

Source: OECD, Financial Statistics Monthly, and Financial Marker Trends, No. 29 {October 1984) Country data
re-nggregated into Mbrld Economic Survey couniry groups

" International credit facilities extended by banks to back vp financiai securities. such as commerciaj paper,
short-term Euro-noles. certificales of deposit, bankers acceptances and facilitics related to corporate mergers
The value of securities actually cutstanding under these back-ups is generally less than the towl value of com-

mitments shown in the table.

P Lower-bound estimate
¢ Including bonds convertible into equity

countries had reached its limit, two things happened.
First, the major banks increased their exposure to in-
dividual countries, eventually reaching levels that with
hindsight were seen t0 be excessive. Secondly, growth
in the demand for international credit in the 1970s and
the profitability of these operations led to the entry in-
to international lending of waves of new banks from
European countries and Japan, from the Arab world and
from the regional banking sector of the United States.
In the light of recent experiences, however, it is unlike-
ly that there will be a substantial addition to the equity
base for international lending through any significant
entry of further new banks. In addition, it is unlikely
that large banks will expand their loans to developing
countries in particular at a rate faster than the growth
of their own capital base.

Credit risks now seem to be more conservatively
assessed and it can be expected that other fee-earning
activities, including various stand-by facilities, will be
intensified. Certain forms of international project finan-
cing in developing countries will continue, perhaps with
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greater reliance on co-financing with the World Bank
or the regional development banks if it is made available
in adequate volumes. General-purpose, sovereign-risk
lending to those countries 1o enhance liquidity in the
face of balance-of-payments needs will probably never
regain the importance it had in the late 1970s and early
1980s. Trade financing, the original backbone of inter-
national commercial banking, will probably increase in
relative importance in the international activity of banks,
especially the smaller regional banks that had in the past

joined in international loan syndications. As in the case

of co-financing, however, the support of official export
credit guarantee agencies will remain crucial to com-
mercial bank participation in the financing of various
categories of trade with a number of trade partners.

Commercial banks seem to be adopting somewhat new
emphases in their international activities. Banks have,
for example, been providing substantial amounts of con-
tingent credit to guarantee various types of security
issues. As may be seen in table V-6, banks provided
almost as much contingent credit in support of



financial market issues in 1984 as they made com-
mitments for direct lending, The amounts of contingent
or back-up credit fall into two broad categories, name-
ly, guarantees for merger-related activities and other
back-ups. The former category, accounting for about half
of the total in 1984 and about three quarters in 198,
was responsible for boosting the total of back-up activity
to the highs observed in those years and, although such
activity was probably extraneous to the normal work-
ings of the international financial markets, it did indicate
a substantial interest on the part of banks in providing
guarantee facilities per se.

From the viewpoint of deepening the efficiency of
financial markets, there is also significance in the non-
merger-related facilities which banks are increagingly
providing for the issuance of such securities as com-
mercial paper and Euro-notes. From the banks’ perspec-
tive, back-up facilities are desirable as income-earning
contingent commitments which do not as such appear
in their loan portfolios; the latter have recently been
under more intense scrutiny than before by official bank
examiners, reflecting the generally heightened concern
over the soundness of the international banking system.
From the borrowers’ point of view, arranging such
facilities is worth the expense, as they lower the interest
rate below what would have to be paid on unguaranteed
secutities.

International commercial banks have also become
significantly involved in the bond markets themselves,
taking up over a quarter of new bond issues for their
own poitfolios and actively participating in interest rate
swaps.!” In addition, whereas inter-bank deposits were
once the main form of inter-bank credit, such lending
is to an increasing degree being carried out through the
purchase and sale of securities issued by the banks
themselves.

A resurgence of international securities markets

In marked contrast to the contraction in medium-term,
direct international lending by commercial banks, there
has been a major surge in activity on international
securities markets. Total bond issues in 1984 rose almost
to the level of total bank commitments and far exceed-
ed the commitments of banks for direct lending {see table
V-6).

While bonds have certain advantages over bank loans
as borrawing vehicles (for example, longer maturities),
they also have a major drawback, namely, that they are

available to a far narrower range of borrowers. While
the developing countries, even after the cut-back in bank
lending, still accounted for over a fifth of the medium-
term bank loan market in 1984, their share of the bond
market, which had never been very high, fell to only
3 per cent. The market primarily serves government and
private sector entities of the developed market
economies, especially the major corporations, including
the major banks. It is also a major source of funding
for the international development financing institutions
such as the World Bank.

Straight bonds, bearing fixed-interest coupons, a most
traditional form of international finance, are now
recovering from a period of stagnation in the second half
of the 1970s when total issuances ranged between $33
and $36 billion a year A major reason for the recovery
is the progress that has been made in reducing infla-
tion in the economies of the major capital markets.
Although there are still significant inflationary expec-
tation premiums built into long-term fixed-interest rates,
these rates have fallen dramatically since the early 1980s.
Another reason pertains to the changing sources of new
funds seeking foreign placement. These are now more
heavily concentrated in the developed market economies
which have been experiencing surpluses in their cur-
tent account. Also within the developed market
econories, the rise of corporate profits and the grow-
ing role of institutional investors have placed a substantial
volume of investable funds in the hands of those that
are highly familiar with financial markets. A third and
related factor is that one major alternative placement
of surplus funds in large denominations, namely, large-
scale bank deposits, has come to be seen as having a
greater measure of risk owing to the perceived poten-
tial volume of non-performing loans in bank portfolios
and the actual difficulties encountered by certain of the
banks. Finally, a number of government policy measures
have been taken which terd to reduce bartiers to cross-
border investment in securities., Perhaps the two most
noteworthy instances in 1984 were the removal of
withholding tax on foreign payments of bond interest
by the United States, subsequently joined by the Federal
Republic of Germany and Japan, and the series of steps
taken by Japan to liberalize the domestic and off-shore
yen capital markets. '8

A different set of factors has determined the evolu-
tion of floating interest rate bonds, which had been a
rather marginal feature of the international financial
markets until the present decade. They combine cer-
tain features of a security, in that they are

Y These swaps are a recent innovation under which, for exampie, a well established bank might issue its own fixed interest
bond and swap the resultant debt-servicing obligation for a floating interest obligation of # smaller company The benefit
for the company is that instead of variable and unpredictabie payments on a floating rate bank loan, the only type of
credit to which it had access on its own, it can make fixed interest payments. The benefit to the bank is that it can better
match its floating interest rate income from loans with floating interest payments. The benefits from the differcnt interest
rates each party can obtain in the market are shared between them. For a more detailed description of interest rate
swaps, see fnstitutional Investor, November 1984, pp. 7i-84.

18 See QOECD, Financial Market Trends, No. 29 {October 1984), pp 78-80
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marketable medium-term and long-term credits, and cer-
tain features of a syndicated loan, in that they are sold
to a potentially large number of investing institutions
and carry adjustable interest obligations. Banks have thus
far been the major purchasers of floating rate notes
(FRNs) and the shorter-term, floating rate certificates
of deposit (CDs). The banks have sought the flexibility
of adding or selling floating rate assets in response to
fluctuations in their floating interest deposits and, by
the same token, banks have been major issuers of such
securities to match increases in their syndicated lending.
Indeed, while there exists a limited secondary market
in syndicated loan participations, there is a far more ac-
tive secondary market in FRNs and CDs. !9

Floating rate notes have thus far served in large part
as a complement to inter-bank deposits, but they have
also allowed banks to offer some expansion of the type
of lending that was concentrated in syndicated loans
before the international debt crisis erupted. FRNs are
securities and as such have not been a financing alter-
native for all borrowers who have utilized the syndicated
loan market; they nevertheless seem potentially available
to more borrowers than is straight bond financing itself,
since the major operators in the FRN market, the com-
mercial banks, are familiar with a broader range of bor-
rowers through their trade and syndicated loan ex-
perience than are the investors on bond markets general-
ly. The banks are thus relatively more willing to take
up the FRN issues of some of their borrowers. As banks
make a market in such issues, it may help familiarize
bond buyers such as institutional investors with a new
issuer, leading not only to FRN sales outside the bank-
ing sector but also to a potential ability to float a straight
bond issue on the market at a later date. Thus, FRNs
may one day become a significant vehicle for broaden-
ing the access of developing countries to the bond
markets.

The nascent secondary market in syndicated loan par-
ticipations could also evolve into a mechanism for in-
directly expanding the flow of private credits to develop-
ing and other capital-importing countries, Banks would
be able to expand their own sovereign-risk lending more
expeditiously if they were able to reduce their existing
loan portfolios by selling loan participations on a

secondary market. Easily marketable instruments for
50 doing do not now exist, although the experience with
emerging “transferable loan instruments” of different
types may turn out to be instructive.

It is also possible that, over the medium term, the
newly burgeoning international bond markets may
develop into a substantial source of new capital inflows
to those developing countries which once operated on
these markets but which have since faced a curtailment
of new capital flows as part of their debt crises. Prin-
cipal and interest on exteraal bonds have generally con-
tinued to be paid by these countries without reschedul-
ing. There was evidence of market uneasiness over such
securities in 1982 and 1983 in the form of rising yield
differentials vis-a-vis other government bonds on the
secondary market. Nevertheless, a diminishing of yield
differentials by 1984 was taken as evidence of a certain
relaxation of market concern.20

Taken together, FRNs, the secondary market for syn-
dicated loans and straight bonds themselves hold out
possibilities for overcoming in time the institutional con-
straint posed by the commercial banking sector on the
expansion of private sector lending to developing coun-
tries, in particular the countries that already have large
amounts of outstanding bank debt. If the developing
countries do not come to participate actively in these
new features of the international capital market, only
limited growth in net medium-term and long-term private
credit flows would be expected.

The existence of adequate financial intermediaries to
undertake the transfer of financial resources to the
developing countries is however only a necessary con-
dition for increasing their resource flows. For market
flows actually to take place on a significant scale will
require a broad market perception that the balance-of-
payments situations of these countries have attained sus-
tainable positions and that normal economic growth has
resumed. For most developing countries, this has not
yet happened and, even where payments adjustment has
been rather remarkable, the uncertainties now built in-
to the international economy, concerning interest rates
and commodity prices, for example, cloud the long-run
payments picture.

Official reserves and special drawing rights

It is now almost a decade since an eclectic approach
to balance-of-payments and exchange rate policy was for-
malized in the second amendment to the Articles of
Agreement of the International Monetary Fund. The
large swings to which the international economy has
since been subjected have made the pressures that caused
the collapse of the fixed exchange rate system seem

feeble by comparison. Although there is a broad interest
in seeking to re-create a greater degree of stability and
predictability in international monetary and financial
relations than has recently been experienced, there has
not yet been very much agreement on how to proceed,
let alone on what specific reforms are required. Mean-
while, countries individually have no choice but to adapt

19 For additional details, see “The international market for floating- rate instruments”, Bank of England Quarterly Bulletin.

Sepiember 1984, pp 337-345

20 See IMF, International Capital Markets- Developments and Prospects, 1984, Occasional Paper No. 31 (Aupust 1984), pp

48-49
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to the existing international economic environment.
Smaller countries, in particalar the developing coun-
tries, have been facing the imperative need to rebuild
more adequate levels of international reserves with which
to smooth the process of adjustment. The opportunity
that the international community had to make a con-
tribution in this regard through an allocation of SDRs
in IMF was by-passed  Indeed, that failure to act brings
into question what role, if any, the SDR will finally come
to have as an official reserve asset,

Reserve accumulation and reserve needs in develop-
ing countries

in 1982, the capital-importing developing countries
utilized over $24 billion of their official international
reserve and reserve-like assets to meet their needs for
emergency financing arising from the world recession
and debt crisis. The need to maintain substantial official
reserves in an unpredictable and potentially volatile
world economy was underlined that year as never before.
Since then, these countries have been rebuilding their
reserves, generally at considerable sacrifice in terms of
imports forgone, adding about $5 billion to foreign ex-
change reserves in 1983 and over $17 billion in 1984,
The result has been that the reserves of the capital-
importing countries as a whole have risen from the
equivalent of 2.6 months worth of imports in 1982 to
over 3 months in 1984.2!

The reserve accumulation was primarily the resuit of
export growth; as that growth was highly uneven, so
toe was the growth of reserves. That is, although the
capital-importing developing countries, excluding the
20 largest debtors, account for roughly a third of the
reserves of the capital-importing countries as a group,
they were responsible for only about 3 per cent of the
accumnulation of foreign exchange assets in 1984. Indeed,
of the 93 countries for which adequate data were
available, 24 are estimated to have ended 1984 with
reserves below one month's import coverage. All these
countries are in Africa or on the Caribbean basin and
17 of them had been in the same situation at the end
of 1983,

The sharp accumulation of reserves in 1984 by many
other developing countries raises the question whether
these countries were merely seeking to replace reserves
utilized during the recent recession or whether there has
been an upward shift in their demand for reserves. Once

it had been widely thought that as countries added
greater flexibility to their exchange rate régimes - as has
been happening in developing countries since the
mid-1970s?2 - the need for reserves would decrease
relative to imports. Less reserves would be required to
offset imbalances in a country's supply and demand for
foreign exchange as exchange rate changes would take
on more of the market clearing function. Similarly, it
might be thought that less priocrity would be accorded
to holding reserves as the practical necessity for rapid
and rigorous programmes of adjustment to the course
of international events became more widely accepted.

The demand for reserves has, nevertheless, not been
reduced. Indeed, the policy need to rebuild international
reserve balances has its fundamental roots in providing
a cushion against adverse developments. Unusual
degrees of uncertainty surround the future course of cer-
tain variables, such as capital flows to the United States
and thus the outlook for the United States trade balance
and the exchange rate of the dollar. The recent period
has also been characterized by a number of unexpected
developments, such as the unusually early termination
of the cyclical recovery in international commodity
prices. Even where recent trends have been positive,
as in trade in manufactures and international interest
rates, there are a number of “‘downside™ risks against
which prudent national policy-making requires prepara-
tion. Pressures for reserve accumulation also arise from
a desire to assure potential and existing direct investors
and foreign creditors that there is minimal risk of
balance-of-payments crises and foreign exchange con-
trol that would threaten restrictions or delays in capital-
servicing payments.

For the preceding reasons alone, it might be suggested
that developing countries would attempt to increase their
levels of international reserves, but additional factors
point in the same direction, some pertaining to the fact
that the market value of official reserves is itself unstable.
One source of this instability is the changes in the ex-
change rates of reserve currencies, particularly, vis-d-
vis the United States dellar, a conventional numéraire
of total reserves. Indeed, despite an accumulation of
about 335 billion in foreign exchange assets in 1983, the
total dollar value of foreign exchange reserves rose by
only about $2 billion as a result of the valuation loss
arising from the international rise in the dollar in that
year. Similarly, in 1984, despite an addition to foreign
exchange reserves in excess of $17 billion, the market

2! ‘[pwal reserves are conventionally measured to include foreign exchange assets, SDR holdings and reserve tranche posi-
tions in IMF, and monetary gold stocks valued at SDR 35 per ounce

22 gee IME, Annual Report 1984, p 50
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value of foreign exchange reserves rose by only about
$14 billion 23.

A second source of instability in the value of official
reserves involves the stocks of monetary gold held as
reserve assets. In fact, it is a convention in the statistical
treatment of reserves to value the gold component at
SDR 35 per ounce, which is a valuation that grew out
of the Bretton Woods system but has no practical
relevance to contemporary conditions. Perhaps, main-
taining the fictional, historical price prevented inap-
propriate complacency about reserve levels when the
market price of gold exceeded $600 per ounce in 1980,
compared to about $300 in early 1985, Certainly, should
the developing countries - or any large country - attempt
to sell a significant quantity of gold, it would sharply
reduce the market price. Indeed, it could even be argued
that monetary gold is effectively useless as a reserve
asset, except perhaps for very small countries whose
gold sales or purchases would not disrupt the interna-
tional market. Whatever the economic rationality in
countries continuing fo maintain official gold stocks as
part of their reserves, there is evidence that the demand
for non-gold reserves by the monetary authorities of
developing countries is responsive to changes in the price
of gold.?* In this regard, the substantial fall in the price
of gold in 1983 and 1984 would also have increased the
demand for non-gold reserves.

A further set of factors which creates a greater in-
centive for reserve accumulation is that the potential
supply of borrowed liquidity at the disposal of the
developing countries has been greatly reduced. In par-
ticular, as discussed above, developing country access
to international commercial bank credit has been greatly
curtailed, especially for general purpose balance-of-
payments loans, as opposed to project or export
financing 23

In any event, not all developing countries had enjoyed
effective access to liquidity from the international banks
in the period in which it was readily available. For those
countries, the major source of liquidity for balance-of-
payments financing was the Compensatory Financing
Facility of IMF, supplemented by the smaller STABEX

system operated by EEC for the benefit of the associated
African, Caribbean and Pacific countries. While the
STABEX system has been renewed and expanded with
certain modifications under the recently signed third
Convention of Lomé,26 the character of the IMF Facili-
ty has greatly changed.

Until September 1983, the Compensatory Financing
Facility was the Fund’s primary quick-disbursing, low-
conditionality credit, used especially by developing
country members of the Fund to help finance payments
imbalances arising from instabilities in export earnings
and cereal import costs. In September 1983, the Ex-
ecutive Board of the Fund approved certain guidelines
for use of the Facility which in effect made it an ad-
junct of the Fund’s conditional credit programmes. In
particular, a condition for any drawing from the Facili-
ty now requires that Fund members be willing to receive
Fund missions and discuss whether changes in the theis
policies are necessary to deal with balance-of-payments
difficulties. Where it is deemed necessary, countries
must give a reasonable assurance that policies to cor-
rect the balance-of-payments problem will be adopted
before submitting a request for a purchase under the
Facility to the IMF Executive Board. In other words,
whatever the relationship between such factors as cyclical
commodity price fluctuations, developments in inter-
national markets and domestic adjustment requirements,
Fund members can no longer regard the Compensatory
Financing Facility as a relatively automatic line of of-
ficial credit to meet temporary, reversible and exogenous
balance-of-payments financing needs.

Global reserve accumulation and special drawing
rights

The recent efforts to build up reserve levels by those
developing countries able to do so has not been a
phenomenon unique to developing countries. Indeed,
many other economies, both market and centrally plann-
ed, facing an uncertain international economy, have
engaged in marked reserve accumulation efforts. Con-
sidering all the countries for which data are drawn
together by IMF but excluding the major reserve-
currency countries,? the import coverage of reserves

23

24

26
2

Measuring the market value of reserves in dollars - especiaily, as here, for the aggregate of capital-importing developing
countries ~ has an inherent rationale, as the dollar is the major transaction currency in international commesce as well as
the unit of account for about three quarters of developing country debt. Reserves may also be measured, however, in
units of a basket of goods, in particular the quantum unit for the imporis of the group of capial-importing developing
countries, but to do so would not change the valeation instability arguments; indeed, the standard deviation of total
reserve fevels valued in enits of imports was slightly higher than it was for reserves measured in dollars over the period
1978-1984 (13 per cent compared to 1l per cemt) Nevertheless, since import prices valued in dollars fell in 1984, the in-
crease in reserves valued in quantum of imports rose by more than the nominal increase of over $i7 billion

See, for example, G M: von Fursienberg, ““New estimates of the demand for non-gold reserves under floating™, Jowrnal
of International Money and Finance, vol | (Aprii 1982), pp. 8195

Indeed, it was the view of the Executive Board of IMF that, but for the reduced access of many developing countries o
international financial markets, the 1983-1984 pace of accumulation of developing country reserves might have been more
rapid as they would have added to their reserves through borrowing (IMF, Annual Report 1984, p 10)

See European Community Newsletier, vob 1, No 5 (New York, December 1984)

That is, countries whose currencies are separately identified by IMF in data on the currency composition of foreign ex-
change reserves, namsely, France, the Federal Republic of Germany, Japan. the Netherlands, Switzeriand, the United
Kingdom and the United Sttes; see IMF, Internarional Financial Statistics. Supplement on Reserves, 1983,
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has risen from 2.9 months at the end of 1982 to about
3.6 months at the end of 1984, For the developed market
economies included in this aggregate, the import reserve
ratio rose from 2.0 to 2 4 months, while for China and
the Eastern European member countries of the Fund,
substantial increases were also registered.

Reserve-currency countries are a special case, with
the United States forming a category of its own. Because
most international trade and financial transactions are
carried out in dollars, the United States has less need
than other countries to maintain a large supply of of-
ficial reserves. Overall balance-of-payments deficits,
when they arise, may be financed with dollars
themselves rather than foreign currency, as long as the
dollar is accepted as the world’s major transaction cur-
rency. Furthermore, unlike the debt of the other net deb-
tor countries of the world, most United States debt to
foreigners is denominated in dollars, so that the debt-
servicing crises arising from foreign-exchange shortages
which so afflicted other countries in the 1980s would
not soon arise for the United States, In addition, to the
degree that foreign creditors do not spend their dollar
interest income on United States goods, it is they who
bear an exchange rate risk of a fall in the dollar, In con-
trast, in other debtor countries, foreign debt is contracted
in foreign currency so that a devaluation of the home
currency raises the domestic carrency cost of foreign
debt-servicing.

The case of the other major reserve currencies, if less
pronounced, is somewhat similar. To a significantly in-
creasing extent, the trade of Japan is being invoiced in
yen while that of the Federal Republic of Germany was
already primarily invoiced in deutsche mark by the
mid-1970s.28 In addition, recent measures to more ful-
Iy integrate Japanese capital markets into world finan-
cial markets, as noted previously, will further the in-
ternationalization of the yen.

The special nature of reserve currencies has certain
global consequences. First, the growth of the world's
supply of reserves is largely a by-product of balance-
of-payments deficits of reserve currency countries - and
to an unknown degree, the result of money creation in
the Euro-currency markets. There is no automatic
mechanism by which an appropriate global supply of
reserves is brought about.

Indeed, the question of the adequacy of global liquidity
is one regularly considered in IMF and other forums.
In such discussions, the focus is not on the needs of in-
dividual countries or groups of countries but on the
needs of the world economy. In the discussions of re-
cent years, most countries, excluding, in particular, a
few of the reserve currency countries, have held the view
that there was a global shortage of liquidity. Certainly,
the recent efforts of so many countries to build up their
own reserve levels after 1982 lend particular credence
to that view.

The existence of a global liquidity shortage also has
a bearing on one responsibility of IMF, namely, the
allocation of new supplies of the one internationally-
created reserve asset, the special drawing rights in the
Fund. That is, before there can be any new allocation
of SDRs, the Managing Director of the Fund must be
able to report that he finds a broad majority of the voting
power of the Fund (85 per cent) agreeing in effect that
a global liquidity shortage exists. Since 1981, there has
been no such agreement on the existence of a liquidity
shortage, even one so small as to warrant a token alloca-
tion of SDRs.

Under the amended Articles of Agreement of the
Fund, member Governments undertook to make the
SDR the principal reserve asset of the international
monetary system. The experience over the past decade,
and especially since 1981, suggests that the pledge will
not be honoured. The Fund's Articles of Agreement,
in requiring a consensus of the major member coun-
tries before an SDR allocation can be made, were aim-
ed at avoiding a situation of excess world liquidity. This
fear has apparently been so overwhelming that the SDR
may soon be reduced simply to a unit of account, in-
stead of becoming the major reserve asset. Meanwhile,
the world supply of liquidity is being built up more slow-
ly through overall payments surpluses of individual coun-
tries, at the sacrifice of import levels forgone in order
to accumulate reserves and in correlation with the dif-
ferent abilities of countries to expand their export ear-
nings. The time remains opportune, particularly in the
light of the declining role of the SDR, to arrange for
a programme of new SDR aliocations, to be phased with
the continuing recovery of world trade.

28 gee, for example, Jeffrey A Frankel, The Yen/Dollar Agreement: Liberalizing Japanese Capital Markets (MIT Press for the
Institute for International Economics, December 1984), p 37, and Stanley W. Black, “International money and international
monetary arrenpgements”, in R. W, Jones and P. B, Kenen, eds., Handbook of International Economics, vol. Il (Amsterdam,

North-Holland Publishing Company, 1985), p. 1159.
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Part Three

PERSPECTIVES ON POLICIES IN
AN INTERDEPENDENT WORLD ECONOMY






Chapter VI

SELECTED POLICY RESPONSES AND ADJUSTMENTS TO ECONOMIC DISEQUILIBRIA

Since the mid-1970s, the global economy has been beset
by socio-economic imbalances and dislocations un-
precedented in the post-war period, and quite different
in nature and extent from earlier disturbances. Before
the past troubled decade, shocks to the global economy
were comparatively mild, usually affected only a limited
number of countries, and could be mitigated through
various flexibilities built into the international trade and
financial framework. Especially during the cyclical
downturn of the mid-1970s, these accommodations in-
cluded ample financial resources from official and
private financial institutions, and the opportunity for a
number of countries to promote exports. The disloca-
tions of the 1980s have not only been world-wide but
also, because of the sharp curtailment of the resources
for accommodation, much more severe and pervasive.

The recent disturbances in the global economic,
trading and financial framework have affected a great
number of countries, developed and developing, cen-
trally planned and market economies. While the pro-
blems were to some extent of common origin, the nature
of the disequilibria differed markedly from one coun-
try group to another, as did the policy responses of in-
dividual countries. Generalizations about the overall
socio-economic situation of groups of countries must
inevitably leave out some of the variables that explain
the actual course of events in specific countries, but there
are certain common features, especially with regard to
the experiences of the majority of developing countries
and some of the centrally planned economies.

With hindsight it may be said that many of the coun-
tries most severely affected by the recent crises could
have explored proper adjustment policies well before
the severe global recession and financial crisis erupted
in the early 1980s. As arpued in an earlier issue of this
Survey,! the developing countries that responded at an
early stage through domestic policy measures were able
to weather the deterioration in the international economic
environment fairly smoothly and without extensive
dislocations of their domestic activities. This was the
case in particular for the majority of developing coun-
tries in South and East Asia.

Countries that made adjustments as early as 1979
benefited from a climate that, in comparison with subse-
quent years, was favourable for export promotion and
provided access to official and private financial resources
at low or negative real interest rates. In 1982-1984, finan-
cing was not available in adequate amounts to the ma-
jority of the countries facing payments difficulties, and
their problems were further compounded by the marked

deterioration in the international economic environment
in the period 1981-1982. As a result, although many
developing countries have taken stringent measures to
reduce their external deficits, service their debts and im-
plement the changes in domestic policies and associated
economic structures required to ease the external
payments difficulties, a large number of them have not
yet overcome their recent external or domestic problems.

The first section of this chapter singles out for analysis
some of the developing countries whose wide-ranging
policy measures to come to grips with external dif-
ficulties have not yet, with some exceptions, been fully
successful, although they have reduced current account
deficits. For most of these countries there is little pro-
spect of short-term relief; the outlook is for sluggish
growth at least in the next few years. Given prevailing
growth conditions, these countries have virtually no
choice but to continue their adjustment efforts.

The disequilibria in the developed market economies,
although not unrelated to those experienced in most
developing countries, have been quite different in nature
and extent. One reason for the difference is that a few
of the largest members of the group were in a position
to pursue autonomous domestic economic policies, with
little or no regard for their implications for international
trading and financial relations. The flexible exchange
rate régime and the advanced degree of economic and
financial integration of these countries set the stage for
modifications in policies that were motivated to a large
extent by domestic policy objectives. The second sec-
tion of this chapter looks at some aspects of the current
situation of developed market economies. While the re-
cent disinflationary policies there have been successful
in terms of fostering growth and, in some cases, employ-
ment, lowering inflation rates and curbing inflationary
expectations, they have entailed sizeable macro-
economic imbalances that have to be worked off in the
near to medium-term future. The focus in this section
is on the fiscal and current account imbalances of the
United States that have been partly responsible for the
volatility prevalent in financial markets since the early
1980s. Autonomous shifts in domestic policies may help
to achieve the required corrections, but a joint refor-
mulation of policy measures by the major developed
market economies would be preferable. While such for-
mal or informal policy co-ordination would not by itself
forestall cycles, it could substantiaily reduce the depth
and length of recessions.

The centrally planned economies, particularly those
that, relative to their economic size, maintain intensive

Y World Econamic Survey 1984 (United Nations publication, Sales No. E84.11.C.1), pp. 811
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trade and financial relations, including relations with
the market economies, have also been affected. The ad-
justments to the global economic and financial distur-
bances of the 1980s have been superimposed upon struc-
tural changes that began to be made around 1980 in
response to the domestic and external economic dif-
ficulties that had started in the early 1970s. The impact
of the world-wide dislocations has been particuiarly
noticeable in the countries that in the 1970s sought to
postpone adjustment to the changing external environ-
ment by incurring sizeable convertible currency debts,

but policy adjustments, sometimes on an emergency
basis, to mitigate the impact of the global disequilibria
have been a region-wide phenomenon. The measures
taken in Eastern European economies have differed
greatly in nature, extent and implications from those pur-
sued in developing countries. The final section of this
chapter focuses on the investment policies adhered to
in Eastern Europe essentially since the start of the cur-
rent medium-term socio-economic plans (1981-1985) and
contrasts adjustment policies there with those typical
of developing countries.

External shocks and adjustment in developing countries

Economic recovery in the developing world from the
globai recession of 1980-1982 has been very uneven.
Most Asian countries, capitalizing on earlier economic
reforms, managed to weather the recession and have
since then recorded robust economic growth. Most other
developing countries, particularly those with large ex-
ternal debts and exporters of primary commeodities, have
experienced severe difficulties in coping with recent in-
ternational economic disturbances and consequently
have lagged behind the economic rebound in the rest
of the world. It is important {o note that the unsatisfac-
tory performance of these countries during the 1980s
was not caused by-a sudden shift of their economic
policies in the late 1970s; it stemmed mainly from the
severe shocks of the early 1980s,

The marked transformation of the international
economic environment in the period 1979-1982 required
rapid changes in policies, particularly in countries that
had taken a decisive expansionary stance and whose
fiscal deficits and external debt had been growing at a
fast pace. Even in countries that had until then follow-
ed cautious or quite prudent financial policies, a redirec-
tion of policies became necessary, Many countries could
not adjust swiftly, however, partly because of inherent
structural rigidities, while others decided to ease the
situation by further borrowing in the belief that their
external problems were transitory. This in the end ag-
gravated their situation,

What follows is a brief summary of some preliminary
findings of ongoing work on adjustment to external
shocks. It presents an analysis of a group of 15 coun-
tries, which exhibit a vast diversity of economic condi-
tions and national characteristics and, in a sense, reflect
the experience of a much wider spectrum of develop-
ing economies. The sample of 15 countries includes
energy exporters such as Mexico, Nigeria and
Venezuela; more diversified exporters such as Argen-
tina, Brazil and the Philippines; and non-fuel primary
commodity exporters such as Costa Rica, the Sudan and
Zambia. The other countries in the sample are Chile,
the Dominican Republic, the Ivory Coast, Jamaica, Peru

and the United Republic of Tanzania

In response to the significant shocks experienced in
1973-1982, these countries shifted policies. Some did so
as early as 1981, while others implemented changes in
1982 or as late as early 1983. By the beginning of 1985,
after at least two years of adjustment, their current ac-
count deficits had shrunk considerably. Serious problems
persist, however, in virtually all of these countries; at
mid-decade the pace of their economic growth remains
well below post-war trends and growth prospects for the
rest of the decade are not particularly encouraging.?

Transition to domestic growth and a more viable
balance-of-payments position

The process of economic adjustment that so many
developing countries were compelled to undertake in
the wake of the disruptive and prolonged world reces-
ston of 1980-1982 is now entering its second, and more
uncertain, phase. In the first phase, the management of
the external sector and the servicing of foreign debt took
priority. In the contractionary global environment of
1980-1982, in most instances, this phase led to incisive
import compression and to a widespread and severe
domestic recession. As Governments were compelled
to cut drastically public expenditures, consumer sub-
sidies and, in many cases, real wages, the burden of ad-
justment fell indiscriminately on those segments of the
popuiation Ieast able to absorb the hardships.

The upturn of economic activity in the industrial world
since 1983, the vigorous expansion of trade associated
with it in 1984, and, more recently, the slight decline
in interest rates have improved the external payments
position of many debtor developing countries, particular-
ly the large Latin American countries. Many of these
countries are now moving into the second phase of their
adjustment process. More and more policy-makers in
selected developing countries are attempting to accom-
modate domestic growth, while maintaining a viable
balance-of-payments position.

2 Current forecasts of these countries’ long-term growth generally suggest that per capita incomes by the end of next

decade will be only slightly higher than the levels of 1980,
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The challenge now facing many of these countries is
to consolidate the progress already made through ex-
ternal adjustment into a process of sustainable growth
consistent with national resource potentials and linked
to their long-term development objectives and needs.
If they are to meet this challenge, it is essential that
developments in the international economy should of-
fer these countries the chance to reorient their domestic
policies so as to improve their balance-of-payments posi-
tions by diverting part of their growing output into ex-
ports, rather than by further curtailing incomes, expen-
ditures and imports. Over a period of time, both incomes
and imports need to expand if adjustment programmes
are to prove effective and, at the same time, compati-
ble with social and political stability. This is required
especially to reverse the impact of the same general con-
tractionary conditions on private investment. The
measures of economic austerity of the past several years
have exerted such pressure on the social and political
fabric of these countries that restoration of satisfactory
domestic growth appears to be a prerequisite for a suc-
cessful resolution of the current international debt and
adjustment problems.

The combination of adverse international events and
inadequate or delayed domestic responses helped to
precipitate the macro-economic difficulties of many
developing countries in the early 1980s. Conversely, im-
provements in the international environment coupled
with energetic domestic policy measures hold the pro-
spect for the eventual resolution of these problems. In
fact, there have been important advances on both fronts
in the course of the past two years.

At the international level, the strong revival of world
trade has facilitated the transition of major debtor coun-
tries from the earlier phase of import compression to
the current phase of export expansion: between 1981 and
1983, import cuts of the order of 50 per cent in many
of these countries accounted for most of the trade im-
provements recorded. Since 1984, however, exports have
begun to rise, at annual rates ranging from 10 to 20 per
cent in major debtor countries. In a few of these coun-
tries, particularly in Mexico and Venezuela, this has
allowed for some import expansion, but in many other
countries, including Argentina, Brazil, Nigeria, Peru
and the Philippines, import volumes in 1984 contracted
further, bringing the cumulative decline since 1981 to
more than 60 per cent for some of them.

These developments have been reflected in the pat-
terns of trade and current accounts. The trade accounts
of the nine Latin American countries included in the
sample, from a combined deficit of $5.5 billion in 1981,
showed a combined surplus of $36.5 billion in 1984 (see
table VI-1}. The trade surplus in 1984 was just sufficient
to cover foreign interest obligations, so that current ac-
counts for the group as a whole were in virtual balance.
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In other countries under adjustment, current account
deficits were generally reduced, albeit at a much slower
pace; in the Ivory Coast and the Philippines, for exam-
ple, they were halved between 1981 and 1984, to about
$0.5 billion and $1.5 billion, respectively.

The revival of domestic economic activity has been
accompanied by important shifts in underlying relative
prices brought about by adjustments in exchange and
interest rates. These price changes have tended to im-
prove incentives for export-promotion and import-
substitution activities. The full impact of the shifts in
incentives will be felt only in the medium term, however
In the short run, these measures have generally been
inflationary, but in countries with excess capacity in
some sectors, the restructuring of incentives has con-
tributed to promoting output without strongly aggravating
inflationary tendencies.

Led by a firm expansion of exports, economic activity
in several debtor countries revived in 1984 (table VI-2)
The pace of growth was particularly significant in large
countries, such as Brazil and Mexico, but also in Chile
and Costa Rica. This sharp reversal of the trend of
deceleration seen since 1979 was however insufficient
to arrest the alarming increase in levels of unemploy-
ment that took place during the same period. Further-
more, domestic inflationary pressures have intensified
in the majority of the 15 countries in this group

In view of the current fragile state of the economies
of most of these countries and the severe recessionary
experience of the early 1980s, the recent acceleration
of inflation presents a vexing dilemma. So far many
countries have been unsuccessful in correctly diagnos-
ing the sources of inflation and in taking appropriate
policies to curtail it without compressing output. Even
in industrial countries, the failure of macro-economic
policies to cope with inflation since the late 1960s has
been reflected in successive cycles of recession
associated with rising costs in terms of lost output and
higher levels of unemployment. In fact, the latest pro-
longed and deep recession of these countries has
dramatically illustrated the substantial costs involved.
The subsequent period of low inflation also testifies to
the tenacity with which disinflationary policies were pur-
sued and the gains that resulted. It may also indicate
an important shift in underlying inflationary forces in
the world economy.

At the global level, it appears that the way in which
the industrial countries made the transition from the
higher inflation cycles of the 19705 to the present low
inflation cycle, leaving part of the developing world to
contend with the problem of stagflation, helps to ex-
plain one of the sources of the current inflation in
developing countries, namely the sudden run-about in
their trade position and the resulting transfer of real



Table Vi-1.

Selected developing countries; evolution of

components of the current account, 1980-1984

{Billions of dollars)

1980 1981 1982 1983 1984
Trade balance deficit (-} or surplus (+) on goods and
services
Energy-importing countries
Latin American sample -11.31 -3.83 -1.78 7.46 14 .58
Others 417 -4.06 =315 -1 89 041
Energy-exporting countries
Latin American sample 337 -1 69 276 2012 2198
Others 529 -5 60 -6.73 396 1.80
Net interest payment outflow (+)} or inflow (-}
Energy-importting countries
Latin American sample 11.34 17.01 20,73 1B.45 18 87
Others 1.53 2.09 3.06 309 312
Energy-exporting countries
Latin American sample 783 1205 1597 14 38 16.97
Others -0 388 0278 0.53 053 a79
Current account deficit
Energy-importing countries
Latin American sample 21.14 237 2227 i1.434 522
Others 5.67 6 00 6.14 4.94 439
Energy-exporting countries
Latin American sample 362 12 06 1174 -1.59 -71.23
Cthers -5 29 585 7.70 473 070
Ratio of interest payments to exports of goods and services
{percentage)
Energy-importing countries
Latin American sample 27.30 37.40 52 50 4501 40 .34
Others {1 8D 14 40 2320 2390 2300
Energy-exporting countries
Latin American sample 16.20 2203 3290 3120 33.00
Others -1.392 -1.412 31.87 4.84 6.90

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on IMF, Balance of Payments
Statisifcs. and ECLAC, *'Preliminary averview of the Latin American cconomy during (984" (LC/G 1336, 17 January 1985)

Energy-imperting countries

Latin American sample: Argentina, Brazil, Chile, Costa Rica, Dominican Republic and Jamaica
Others: Ivory Coast, the Philippines, Sudan, the United Republic of Tanzania and Zambia

Energy-exporting countrles
Latin America sample: Mexico, Pert and Venezucla
Others: Nigeria

* The minus sign indicates interest received on foreign assets

resources. The transfer of resources has affected infla-
tion both directly, by reducing the domestic supply of
goods and services, and indirectly, through the real ex-
change rate depreciations required to promote exports
and discourage imports,

While this global perspective on the transmission of
inflation points to the importance of external payment
disequilibria and exchange rate devaluations in exacer-
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bating inflation in developing countries, the role of
domestic factors should not be overlooked. In some
countries, the lagped effects of too expansionary fiscal
and monetary policies were also important determinants
of higher inflation rates. Moreover, several developing
countries, particularly those in the southern cone of Latin
America, relied extensively on foreign capital inflows
to achieve various economic objectives in the second
half of the 1970s. An unintended effect of this was a




Table VI-2. Selected developing countries: aggregate
- output growth and inflation, 1976-1984

{Annual percentage change)

Rate of growth of real

Rate of increase in

GDP consumer price index
1976- 1979- 1976- 1979-
1978 1982 1983 1984 2 1978 1982 1983 19840
Energy-importing countries
Argentina 0.8 -1.0 3 20 2514 132 4 3438 6192
Brazii 6.8 32 -32 4.0 41.3 84 8 1420 196.7
Chile 7.2 19 -08 55 114.8 2435 273 199
Costa Rica 6.8 -1 4 23 5.0 4.6 386 326 116
Dominican Republic 5.6 4.1 39 15 81 103 48 203
Ivory Coast 9.1 25 -10 10 17.5 119 59 4.3
Jamalca 2.5 -F 0 1.8 -2.0 i8.6 18.9 11.6 278
Philippines 6.4 42 1.2 5.5 72 14.7 100 50.3
Sudan 43 16 6.2 20 127 6.7 g6 279
United Republic of Tanzania 59 04 31 go 00 M6 271 34.8
Zambia L\ 04 16 20 B 3 120 19.6 20.0
Energy-exporting couniries

Mexico 53 6.3 -5.3 30 20.7 328 1019 64.5
Nigeria 38 23 54 07 s 127 200 388
Peru 05 31 -i0 8 06 43 1 66 4 i 2 1102
Venezuela 58 -1 6 -4 8 -15 75 i49 63 116

Source: Department of International Econemic and Sociad Affairs of the United Nations Sccretarial, based on IMF, International Financial
Statistics, and ECLAC, "‘Preliminary overview of the Latin American cconomy during 19847, January 1985

& Preliminary estimate

Preliminury estimate Average rate of change for 1984 up to the fatest month avasilable compared w the same period in 1983

significant overvaluation of their exchange rates which
counteracted domestic inflationary forces. When foreign
borrowing was no longer feasible, the current infla-
tionary pressures were considerably exacerbated by the
repressed inflationary potential of the 1970s.

External shocks of 1979-1983: extent, measurement
and policy response

The worsening in the early 1980s of the external
economic environment facing the energy-importing
countries was triggered not only by the second oil price
increase of 1979-1980 but also by the abrupt shift towards
a more restrictive policy stance in the major industrial
countries. The disinflationary policies adopted in several
of the latter, particularly the United States, and the
simultaneous deregulation of financial markets, touch-
ed off an unprecedented rise in international interest rates
and led to a prolonged economic recession in the in-
dustrial countries. This recession and the high interest
rates placed many developing countries in a highly
vulnerable position, particularly those with large foreign
debt levels and the exporters of primary commodities.
In the end, energy exporters were also affected as oil
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markets began to weaken during 1981

The ensuing deterioration in the current accounts of
these countries, in conjunction with the precipitous rise
in the ratios of their debt service to exporis and to GNP,
triggered the financial crisis of 1982. Since resources
available from private financial markets all but dried up,
these countries were suddenly faced with an adjustment
problem that differed in scope and nature from that pos-
ed by the global disturbances of the mid-1970s. At that
time, the global policy consensus was predicated on the
notion that the shocks were transitory. Accordingly, the
energy-importing developing countries were encouraged
to weather the shocks through recourse to private finan-
cial markets, which recycled the resources of surplus
ENergy exporters.

The magnitude of the problems caused by the sharp
contraction of private financial markets was compounded
by the interest rates. This was in sharp contrast to the
situation of the second half of the 1970s, when interna-
tional interest rates fell significantly below the growth
rates of the nominal export earnings, in dollar terms,
of developing countries. From 1973 to 1980, when



nominal interest rates averaged an annual 10 per cent,
the doilar value of the exports of the I5 countries grew
at an average rate of 25 per cent per annum. On the basis
of their strong export performance and their substan-
tial investment growth, many of the developing coun-
tries, particularly exporters of manufactures and middle-
income countries, were perceived to be good credit risks.
This view was held not only by the private financial com-
munity but also by multilateral institutions, which - tacit-
ly or explicitly - encouraged it.

Foreign borrowing enabled countries to avoid adjust-
ment through devaluation or through curbing domestic
aggregate demand. It helped to reduce inflationary
pressures and to offset the negative effects of higher
energy prices through an appreciation of real exchange
rates: from 1973 to 1980, the average real effective ex-
change 1ate of the currencies of energy-importing Latin
American countries rose by 20 per cent and that of a
sample of African countries by 28 per cent.3 In turn,
the overvaluation of real exchange rates had, temporarily,
a positive effect on those investment activities with a
high import content # Together with other factors, the
real appreciation of currencies during this period en-
couraged imports to grow rapidly, often much faster than
real GDP, which led to a worsening of the trade balance
and current account positions.

The adverse impact of overvalued exchange rates on
the current account deficits was often aggravated by
growing fiscal deficits, expansionary monetary and credit
policies, and negative real interest rates. In many coun-
tries, interest rates were kept below the rate of infla-
tion, often by as much as 10 to 20 percentage points,
Expansionary fiscal policies, particularly in the late 1970s
and early 1980s, led to large budgetary deficits and,
because of an accommodating monetary stance, to a
rapid expansion of domestic credit. Between 1978 and
1982, the ratio of total credit to GDP increased more
than twofold in Argentina and by only slightly less in
Mexico, Nigeria and Venezuela. As these policies tended
to provide an immediate stimulus to domestic demand,
while their stimulus to supply was generally impeded
by structural rigidities and by delays in investment pro-
jects, they put pressure on prices and rendered payments
positions highly vulnerable to external shocks,

In these circumstances, the unexpected global shocks
of the early 1980s had a particularly severe impact on

the payments position of many indebted countries, They
were suddenly confronted by three crises at the same
time: a sharp surge of their debt-service payments, a
substantial decline in their terms of trade, and a
shrinkage in the markets for their exports. As a conse-
quence, their current account deficits ballooned. For the
six Latin American energy importers as a group, deficits
rose from 25 per cent of exports of goods and services
in 1976-1978 to about 45 per cent in 1979-1982, The ris-
ing deficits for the four African energy importers were
of roughly the same order of magnitude (table VI-3),

A typical method of measuring the approximate direct
balance-of-payments effects of the external shocks is to
compare the actual values of the main components of
the balance of payments with what they would have been
in the absence of the shocks. Thus, the negative effect
on the current account of the rise in real interest rates,
for instance, can be estimated by comparing actual in-
terest payments with the payments that would have been
made if real interest rates had not risen. Similar pro-
cedures can also be used to obtain estimates of the ef-
fects on current account balances of a deterioration in
the terms of trade and a reduction in the demand for
expotts.

The combined effect of the three shocks gives a mix-
ed picture for the energy-exporting countries. Over the
period 1979-1981, a favourable terms-of-trade change
predominated over the negative effects of the interest
rate change and the weakening of export volumes; the
latter two became predominant thereafter. In the case
of the energy importing countries, the effects of these
shocks were substantial. Figure VI-1 shows the com-
bined effect, expressed as a percentage of GDP, of the
terms-of-trade deterioration, the rise in real interest and
the slow-down in the volume of exports over the period
1979-1983.5 It shows that all countries experienced
adverse shocks during this period, ranging from 3 per
cent to 20 per cent of their GDP. Countries such as
Chile, Costa Rica, the Ivory Coast, Jamaica and Zam-
bia experienced severe external shocks amounting to
more than 10 per cent of their GDP. For the African
energy-importing countries, external shocks were
dominated by the deterioration of their terms of trade;
they were also strongly affected by shortfalls in export
earnings due to recession in the industrial countries, par-
ticularly in Europe. In contrast, major debtors among
the Latin American countries did not suffer from

3 Based on real effective exchange rate indices of individual countries apgragated with GDP levels for each sample. The
Latin American sample includes Argentina, Brazil, Chile, Costa Rica, the Dominican Republic and Jamaica. The African
sample includes the Ivory Coast, the Sudan, the United Republic of Tanzania and Zambia For detajled information on ex-

change rates, see table VI-5.

For a discussion of the effect of currency overvaluation on investment behaviour, see Rudiger Dorabusch, *Externai debt,
budget deficits and disequilibrium exchange rates”™, National Bureau of Economic Research, Working Paper No. 1336, April

1984,

5 These estimates are closely comparable with those obtained by other studies. See, for instance, Bela A. Balassa, “Adjust-
ment policies in developing countries, 1974-1983" World Bank Staff Paper No. 673, November 1984, A later publication of
the Depertment of International Economic and Social Affairs will contain a more detailed analysis of some methodological

aspects of messuring external shocks and policy responses

78




Table VI-3. Selected energy-importing developing countries:
indicators of external conditions, 1973-1983

1673- 1976- 1579

1675 1978 1982 1983
Average annual percentage
Real interest rate #
1.26 077 373 374
Average annual rate of growth
Volume of exports
Latin Americen sample 3.90 1.50 720 .50
African sample -5.20 440 240 L60
Averape annual rate of change
Terms of trade
Latin American sample -390 -2.20 120 0.56
African sample -3 50 410 -9 20 280
Percentage share
Ratie of current account deficit to exports of
good and services
Latin American sample 3720 2478 4550 2670
African sample 24.30 18.30 4470 36.60

Source: Department of Internntional Economic and Social Affairs of the United Nations Secretarint, based on various national and international
sources, including IMF, International Financial Swistics, and ECLAC, Statistical Yearbook for Latin America. 1983

Latin American sample: Argentinn, Brazil, Chile, Costa Rica, Dominican Republic and Jamaica
African sample: Ivory Coast, Sudan, United Republic of Tanzania and Zumbia

& LIBOR deflated by the United States GDP deflator

Figure VI-1
Selected energy-importing developing countries: effects of
external shocks on current account deficits, 1979-1983
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reduced demand for their exports as much as they did
from higher interest rates. In countries such as Argen-
tina and Chile, the interest rate effect accounted for more
than 50 per cent of the total impact of the shocks ex-
perienced over the peried.

Table VI-4 further illustrates the effect of the
deteriorating international environment of the early
1980s on the external payments position of selected coun-
tries. Between 1979 and 1982, the combined impact of

deteriorating terms of trade, reduced demand for exports
and higher real interest rates added $76.1 billion to the
aggregate curtent account deficits of these countries; this
equalled about 76 per cent of the actual deterioration
of their overall payments position. It can also be seen
from the table that the magnitude of the shocks steadi-
ly escalated between 1979 and 1982. By 1982, in fact,
all of the actual deficit of $27.7 billion could be attributed
to the impact of the measured external shocks.

Table VI-4. Selected energy-importing developing countries: 2
sources of deterioration in the current accounts, 1979-1983

{Billions of doHars)

197 1980 1981 1982 1983 e
Actual trade deficit (-} for goods and services -B.68 -1548 189 -4.33 556 -36.38
Terms-of-trade effect? 431 11.26 1040 2240 1884 4837
Export volume effect® 136 0.91 -1.90 505 755 542
Adjusted deficit () on trade accountsd =301 -3.31 - 06l 23.12 31.99 741
Interest payments on debt (gross) 878 12.88 B 2371 2095 64 54
Interest rate effect {gross)® 2.50 485 890 1052 9.35 2677
Interest rate effect (nety’ 1.90 380 7.50 909 836 22 29
Terms-of-trade effect plus export volume effect
plus interest rate effect 757 15.97 16.00 36.54 3479 76.08
Actual deficit (-) on current account 1747 -26.82 -2837 -21n -16.37 -99.97
Adjusted deficit (-) on current accounté -9.50 -10.85 -12.37 883 1842 -2389

Source: Deparunent of International Economic and Socisl Affairs of the United Nations Secretariat, based on IMF, fnternational Financial
Statistics and Balance of Paymemts Statistics, and ECLAC, Sratistical Yearbook for Latin America, 1983

I Argenting, Brazil, Chile, Costa Rica, Dominican Republic, Jamaica, Ivory Coast, Philippires, Sudan, United Republic of Tanzania and
Zambin

b The terms-of-trade effect is the sum of export and import price effects Export and impoert price effects for each country in the sample are
calculatzd on the basis of the differences between actual price movements and the United Nations price index of manufactured exports by
developed countries

¢ For ench countey In the sample, the export volume effect is caleulated as the difference between the actual and the projected volumes of the
exports of poods and services. using a price index constructed by the Secretariat. The latter extends the export price index of the base years
with the United Nations price index of manufuctures The projected volume of exports assumes a continuation of the volume trends of the
19%s. Actual volumes are measured in 1976-1978 prices

¢ Actual deficit on trade account plus terms-of-trade effect and export volume effects.

¢ Based on the difference between the 1976-1F8 averape real inerest rate (RIBOR deflased by the United States GDP deflator) and nominal
tates Interest poyments for each year were calculated by applying rates to the total external debt at the end of the previous year That debt
comprises disbursed and outstanding public and publiciy-guaranteed debt with a maturity of at least one year, excluding debt to commercial
banks, plus all short- and medium-term debt to comnercial banks as reported to the Bank for International Settlements.

! Includes the offsetting earnings from foreign bank deposits

£ Actual deficit on current accoumts plus sum of terms-of-trade effect, export volume effect and net interest rate effect

Resource transfer and adjustment responses

The task of adjusting to the external shocks of the early
1980s was severely complicated by the burden of ser-
vicing foreign debt and the need to cope with a lower

supply of external finance. In most of the developing
countries, interest payments alone claimed a substan-
tial portion of export earnings; in some countries, in-
cluding Argentina and Brazil, they reached 50 per cent
of export revenues of goods and services in 1982.



Since then, these ratios have declined gradually, but only
slowly. To the extent that capital inflows in the last three
years have fallen significantly short of outflows of in-
terest payments and profits, these countries have had to
run large trade surpluses to cover the differences, This
has entailed in many cases a substantial transfer of
resources to creditor countries.

Under these conditions, adjustment to recent external
shocks has involved both a large reallocation of resources
to the tradable sector and a significant reduction in the
level of domestic demand, particularly investment. In
other words, the adjustment responses can be
characterized as reflecting simultaneously “domestic
recession” and “increased tradability”. The relative
weight borne by these components has varied from coun-
try to country, depending to a large extent on the in-
dividual capacity to replace imports by domestic pro-
duction in a relatively short period of time. In coun-
tries with highly diversified economies and flexible pro-
duction structures, such as Brazil, the need for demand
contraction has been relatively less pressing than in
countries with more rigid production structures and a
more limited import-substituting industrial sector. None
the less, given the overriding need to turn trade posi-
tions around in a very short time, all countries have had
to contract demand more severely than they would have

otherwise. In the process, Governments have resorted
to restrictive policies by cutting back public expen-
ditures, holding down real wages, raising interest rates
and devaluing domestic currencies. The degree of
restrictiveness and the timing of these policy applica-
tions have varied from country to country, depending
on the severity of the shocks they received, the degree
of wage and price flexibility, and the fiscal structure.
In general, however, public investment expenditure has
borne the brunt of the adjustment effort. In a few coun-
tries, real wages have fallen sharply; in Argentina and
Mexico, for instance, they fell by more than 20 per cent
over the period 1982-1983.6

A widely implemented policy measure has been a
marked depreciation of the exchange rate in an attempt
to shift domestic and foreign demand to domestically
produced tradables. For many of these countries, cur-
rency devaluations in the past several years have, in fact,
exceeded the differential between the domestic inflation
rate and that recorded by their major trading partners,
so that their currencies have depreciated in real terms.
In eight of these countries there has been a real deprecia-
tion, relative to the 1976-1978 period, ranging from about
2 per cent in Peru to about 50 per cent in Costa Rica
(see table VI-5).

Table VI-5. Selected developing countries: index of real
effective exchange rates, 1973-1983 2

{Perind average over 1976-1978=100)

1973- 1979-
1975 1982 1083
Energy-importing countries
Argentina 107.1 633 116.1
Brazii 110.9 1057 1331
Chile B8.3 935 1074
Costa Rica 91.9 1266 1491
Dominican Republic 1106 98.2 857
Ivary Coast H78 86.5 022
Jamaica n26 109.5 921
Philippines 996 98 914
Sudan H7s 96.9 1178
United Republic of Tanzania 4.1 890 54.1
Zambia 1057 1004 1000
Energy-exporting countries
Mexico 84.8 911 124.8
Nigeria 1456 915 688
Peru 8Ll 1093 1018
Venezuela o8 9 96.9 4.6

Source' Department of Internationa] Economic and Social Affairs of the United Nations Secretariat,

based on IMF, fnternational Financial Statistics

# Defined as the domestic cursency vatue of & composite, with import value weights, of foreign
exchange rates adjusted by a satio of price indices This malio is defined as the relationship bet-
ween a4 compuosite of consumer price indices in major trading partners and domestic consumer
price indices, weighted with import values An increase (decrease) shows o depreciation (ap-

preciation} of the real effective exchange rate

S Based on Latin American Economic Up-date and Monthly Economic Indicators {Washington, D.C, Wharton Econometric

Forecasting Associates, December 1984)
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One result associated with these exchange rate ad-
justments has been the recent improvement of the trade
balances of these countries in goods and services. With
the exception of the Sudan, the countries whose cur-
rencies had depreciated in real terms in 1983 relative
to the average value of their currency in 1976-1978 record-
ed improvements in their trade balance At the same
time, countries such as the Dominican Republic,
Jamaica, Nigeria, the Philippines and the United
Republic of Tanzania, whose currencies appreciated in
real terms during this period, all experienced a deteriora-
tion in their trade balances.

Besides devaluation, a country’s trade balance can im-
prove through such factors as changes in economic ac-
tivity, improved foreign demand for its exports and com-
mercial policies. The rather close relationship between
real depreciations and improvements in trade observed
in this sample of countries, in the time frame studied,
nevertheless suggests the important role that real devalua-
tions have played in the recent adjustment experience
of these countries.

Sharp drop in the level of investment

Probably the most disturbing feature of recent adjust-
ment experiences, apart from the incisive fall in living
standards, has been the widespread and sharp drop in
the level of investment. In a large number of these coun-
tries, including Argentina, Brazil, Mexico and the
Philippines, total investment fell by at least 20 per cent
in real terms in 1982-1983. Nor is the investment outlook
for the near future very promising. The factors that led
to a substantial decrease in investment levels in the first
half of the 1980s are still present. Public investment is
likely to remain constrained by generally depressed
public revenues and fiscal austerity. In countries where

inflation rates are still high, a recovery in public invest-
ment will be even more difficult. Uncertain economic
conditions will continue to make private investors ex-
cessively cautious. Moreover, since interest payments
will continue to absorb a Iarge part of export revenues,
balance-o-payment constraints are likely to persist. This
is bound to inhibit rapid increases in imports of
machinery and equipment, and is likely to discourage
an early resumption of foreign direct investment.

While these features point to several short-term fac-
tors that are likely to continue to dampen investment
demand, the outlook for the supply of foreign or na-
tional savings is not particularly encouraging. Growth
in net flows of official financing, under current policies,
will remain modest and no rapid resumption of fresh
flows from commercial banks is in sight. Furthermore,
the fall in per capita incomes in 1982-1983 and the
substantial increase in interest payments leave little room
for increased domestic savings. In fact, in large coun-
tries of Latin America, interest payments abroad absorb
from 4 to 8 per cent of GDP.

Int sum, unless there is a dramatic reversal in the debt
situation in these countries, investment will increase at
a modest pace and growth will remain comparatively
slight during the rest of the decade. As argued in chapter
111, the debt situation depends importantly on the in-
ternational environment, including the buoyancy of
growth in industrial countries and the level of interest
rates. If current forecasts are correct, that is, if there
are no substantial changes in the policies of major in-
dustrial countries, the very substantial adjustment ef-
forts undertaken by this sample of developing countries
at a very high social cost will pay little dividend for the
rest of the decade.

Imbalances in developed market economies

Magnitude of the imbalances

During the present recovery in several major
developed market economies, progressively larger in-
ternal and external imbalances have emerged. This is
unlike earlier experiences, when the initial cyclical re-
bound was normally followed by movement towards
equilibrium. In contrast to the recovery of 1976-1977,
in the past two years either the ratio of the budget im-
balance to GDP or the ratio of the current account im-
balance to GDP has progressively increased in most of
the major industrial economies; in some, both ratios have
risen. Moreover, projections indicate that these trends
are likely to continue in 1985 (table VI-6).

These imbalances have been most pronounced in the
United States, where both the federal budget deficit and
the current account deficit have increased substantially

B2

in recent years; in 1983-1985, they were much greater
than any previously recorded (see figure IV-2). In
Western Europe and Japan, on the other hand, budget
deficits in relation to aggregate output have been either
stable or declining, while current account imbalances
have been increasing in the direction of growing surplus
{table VI-6).

These imbalances have been most pronounced in the
United States, where both the federal budget deficit and
the current account deficit have increased substantially
in recent years; in 1983-1985, they were much greater
than any previously recorded (see figure IV-2). In
Western Europe and Japan, on the other hand, budget
deficits in relation to aggregate output have been either
stable or declining, while current account imbalances




Table VI-6. Major developed market economies: government budget
deficit and current account balance, 1975-1985

United States 2

Japan Western Europe b

{billions of {(as a percentape {(as a percentage {as a percentage
dollars) of GNP) of GDP) of GDP)
Government budget deficit (-)
1975 -53.2 -36 2.6 -5.5
1976 137 45 -38 4.0
1977 -536 2.9 38 -33
1982 1279 42 -34 5.6
1983 2078 -64 -33 -5.5
1984 -1853 -5.2 2.2 -54
1985 ¢© -222.2 -5.8 -08 48
Current account balance d
1975 181 12 0.4 -0.0
1976 4.2 02 07 0.5
1977 -14.5 07 16 01
1982 -92 -03 06 -0.5
1983 416 -1.3 18 01
1984 -1050 29 26 00
1985¢ 1300 -37 32 04

Source: Department of Internstional Economic and Social Affairs of the United Nations Secretariat. based on OECD, OECD
Economic Outleok. No. 36 (December 1984), Commission of the European Communitics, European Economy, No. 22
(November 1984}, and Council of Economic Advisers, Economic Report of the President (Washington, DC, United States

Government Printing Office, 1985)

! Federat government budget deficit.

Weighted average of countries within the EEC; the budget deficit is defined as current receipts minus totnl expenditures of

general govermment
“ Forecast
d {ncluding official {runsfers

have been increasing in the direction of growing surplus
(table VI-6}.

Since there is no precedent for these recent
developments it is not clear whether the prevailing im-
balances, if continued unabated, will be sustainable in
the medium term. Even if they are not, it is hard to say
at this juncture what type of automatic adjustment pro-
cess is likely to emerge. It is clear, though, that the im-

balances have already given rise to a higher degree of

uncertainty in international financial markets than would
otherwise have existed. This in turn has begun to exact
an unwarranted toll from the world economy.

The imbalances have until now been sustained by
inassive flows of capital from the surplus countries to
deficit countries - in the first instance from Japan and
Western Europe to the United States. These capital flows
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have not yet allowed the usuval automatic adjustment
mechanisms to start to function in either the capital-
exporting or the capital-importing countries. Key ex-
change rates have remained misaligned, differentials in
both nominal and real interest rates among major in-
dustrial countries have persisted despite massive capital
movements, and there are other signs of disequilibrium.
Key prices, such as exchange rates and interest rates,
remain highly volatile despite convergence of the rates
of output growth and inflation among the major
economies. More importantly, the disequilibrium in
labour markets, particularly in Western Europe, has
widened further. Unemployment rates are very high by
post-war standards, and still rising in some European
countries (see table A-4), in spite of the economic
recovery and the significant deceleration in the growth
rate of real wages in most countries during the period
1982-1984.



Figure VI-2
Federal budget and current account balances
of the United States, 1950-1985
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Of fundamental moment for policy in the current situa-
tion is the relative importance, as causes of the present
disequilibria, of policy inconsistencies and of fundamen-
tal shifts in the world economy. There are indications
that the evolving imbalances, particularly those concer-
ning capital movements, may be caused, to a certain
degree, by the widening of differentials in the rates of
return on invested capital. There are, however, other im-
portant  determinants of the direction of capital
movements, in particular differentials in the rates of
return on financial assets, in output growth rates and
in labour costs (see tables VI-7 and VI-8). It is apparent
that, during 1981-1984, most of these indicators have been
strongly in favour of the United States, particularly in
comparison to Western Europe. If most of the observ-
ed imbalances could, in fact, be attributed to underly-
ing structural changes and the resulting movements of
resources across countries, then policy reformulations
would not have much effect in the longer term; the
movements of capital would continue unabated until the
current disequilibria were worked off,

It can be argued that the observed imbalances, even
if they emanate from fundamental underlying differences
in the economic situation of the major industrial
economies, have been greatly exacerbated by inconsis-
tent macro-economic policy mixes within and among
these countries. Correction of these inconsistencies can
be expected to reduce the imbalances significantly. In

order to examine this question it is necessary to trace
briefly the emergence of the present policy mixes dur-
ing the past five years.

In the late 1970s, the majority of developed market
econornies began to follow a new set of policies in order
to overcome internat econemic problems associated with
stagflation. In nearly all of those countries, rates of in-
flation and unemployment increased during the 1970s,
while output growth rates declined significantly, relative
to those of the previous decade (see table VIT). The
reasons for this situation and the problems associated
with the policy responses during that period have been
discussed in an earlier issue of this Survey,” and will
not be repeated here. However, among the more pro-
minent factors that should be mentioned are small gains
in productivity and low rates of investment; deeply
embedded inflationary expectations; and heavy regula-
tion of financial markets, particelarly in regard to in-
terest rate ceilings. The latter in most instances prevented
nominal interest rates from reflecting fully the extent
of underlying inflationary expectations, which resaited
in very low, in some cases negative, real interest rates,
While the increased variability in prices, and the greater
degree of uncertainty that it engendered, severely
hampered investment decisions, negative real interest
rates often made projects with relatively low rates of
return seem profitable, although they were inherently
non-viable. Speculation in commodities, precious metals

7 World Economic Survey 1981982 (United Nations publication, Sales No. EB2.1IC 1), pp. B-l4.
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Table VI-7. Developed market economies: rates of change in real GDP,
- prices and rates of unemployment, 1961-1987

(Average annual percentage rates)

All developed

market economies United States Japan Europe

Real GDP

19611973 5.0 428 104 4.7

1974-1980 30 2.38 3.8 2.3

1681-1984 20 3.6° 4.0 1.0

1985-1987b 32 3 .58 4.1 2.4
Inflation rate®

1961-1973 45 3.4 5.5 51

1974-1980 LS 104 13 12.2

1981-1984 6.3 5.7 2.1 8.0

1985. 19870 4.4 39 2.0 5.0
Unemployment rate

1961-1973 30 47 12 25

1974-1680 50 6.7 2.0 4.9

1981-1984 82 88 25 95

1985-1987b 8.5 70 2.1 til

Source: Department of International Economic and Secial Affuirs of the United Nations Secretariat, based on
IMF, International Financial Stavistics, OECD, GECD Ecenomic Outlook. No . 36 (December 1984) and
Historical Staristics 1960-1980. and Project LINK

8 GNP
b Projections (sce 1able 111-2).
¢ Rate of change in GNP or GDP price defintor

Table VI-8. Selected developed market economies: nominal wages, real
interest rates and rates of return on investment, 1967-1984

United States Iapan Europe?

‘Hourly wages in manufacturing®

1967-1973 63 6.9 9.2

1974-1980 86 12 146

1681-1984 62 4.6 98
Real long-term interest rates®

1967-1973 1.6 0.6 2.1

1974-1980 0.3 1.6 0.6

1981-1984 6.4 6.3 4.0
Rate of rewurn on invested capitald

1967-1973 102 11.9 10.8

i974-1980 88 6.4 78

1981-1984 78 50 6.5

Sowrce: Depariment of International Economic and Social Affairs of the United Nations Secretarint, based on
OECD. Historival Statistics 1960-1980, Commission of the European Communities, European Economy, No.
20 (July 1984) and No 22 (November 1984). und IMF. temnational Financial Statistics

! European Economic Community
Average annual percentage rale of chanpge

¢ Arithmetic mean of snnual average yields on long-term government bonds deflated by the rate
of change of the GDP deflator of the same period.

¢ Arithmetic mean of average gross rates of return on invested capital (enterprises excluding
housing). defined as the gross operating surplus as a percentage of the gross capital stock.
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and -real estate often resulted in higher and quicker
rewards than investment in machinery and equipment.

Once the policy makers began to make the eradica-
tion of inflationary pressures and expectations their
number one priority, macro-economic policy stances
changed markedly, in most countries beginning in
1979-1980. The new policies, basically, were to restrain
the growth of the money supply and put greater emphasis
on the targeting of the monetary aggregates than of in-
terest rates; to reduce the size of the public sector in
relation to the total level of economic activity, by lower-
ing tax rates and by attempting to reduce or eliminate
structural budget deficits; and to deregulate product, ser-
vice {particularly financial) and Jabour markets. In most
cases, the immediate result of these policies was a
precipitous rise in nominal and real interest rates, and
a deep recession, associated with an unprecedented rise
in unemployment. In response to these measures, in
1982-1983, inflation rates began to decline rapidly in ma-
jor industrial countries, even though an economic re-
bound, particularly in the United States, was taking root.
Nominal interest rates also declined from their peak in
1980-1981, but the downturn was less pronounced than
that of inflation rates. As a result, very high real interest
rates, by post-war standards, emerged in a large number
of countries. ‘ '

Prominent role of United States policies

Among the reasons why a significant, albeit uneven,
recovery has taken place in the developed market
economies without a resurgence in inflation, the mix
of fiscal and monetary policies in the United States -
and the overvaluation of the dollar - stand out as the
most prominent. A monetary policy that had been essen-
tially restrained since late 1979 was combined with the
new tax policy package (Economic Recovery Act)
adopted in August 1981. Although the latier sought to
cut back expenditures, in conjunction with the abate-
ment of income tax rates, the changes in fiscal expen-
ditures, in fact, affected the composition of total outlays
more than their rate of growth. This new direction in
macro-economic policies remains virtually intact in
1985, It may be modified in 1986 and beyond because
the historically high fiscal deficit - itself a somewhat
unanticipated resuit of current policies - is being increas-
ingly perceived as unsustainable in the medium term.

After half a decade of a rather decisive anti-
inflationary stance, which was relaxed only between the
third quarter of 1982 and the second quarter of 1983,
inflationary expectations have been markedly eroded.
Wage rigidities, often considered one of the major
reasons for stagflation, have also been considerably
reduced, thus laying an important foundation for more
sustainable growth. It is important to note, however, that
the escalating interest rates of the early 1980s and the
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severity of the recession that followed in 1981-1982,
which left a legacy of proncunced economic distress in
a large number of countries, were {argely caused by the
non-accommeodating monetary policy. The most critical
impetus for recovery in the United States since late 1982
has come from fiscal measures: substantial cuts in per-
sonal income tax rates, generous provisions for the ac-
celerated depreciation of new capital assets, and expand-
ed investment tax credits. This new policy orientation
not only raised the level of aggregate demand, it also
reversed the investment disincentives of the previously
applicable tax rales which had been regarded as an ad-
ditional cause for stagflation.

The shape of the 1983-1984 recovery in the developed
market economies as a group was heavily influenced
by the monetary pelicy of the United States and the
overall economic performance there, As discussed in
part cne, the United States provided a substantial boost
to the other developed market economies during this
period and, at least in the short run, the performance
of these economies continues to be affected by economic
developments in the United States. The outlook for the
near future is characterized by several uncertainties for
the United States as well as for other industrial countries.

Although there has been a widespread and substan-
tial deceleration of inflation, the process by which many
developed market economies have emerged from stagfla-
tion has several problematic aspects that have to be dealt
with if a wider and more durable economic expansion
is to hold. The following three stand out. First, despite
the sharp recovery in the United States, its federal budget
deficit has remained high; it was around 5 per cent of
GNP in 1984 and a similar magnitude is expected for
the current year (see table VI-6), Secondly, recovery
in the United States has been accompanied by a large
net inflow of capital, a substantial appreciation of the
dollar, and a rise in the current account deficit to un-
precedented levels. Finally, while Japan has experienc-
ed moderate growth, by post-war standards, recovery
in most Western European economies has been quite
modest and unemployment rates have continued to in-
crease, One of the most crucial concerns today, therefore,
is whether the two first features are consistent with a
more balanced and durable recovery in the developed
market economies,

Given its huge budget deficit, for the United States
to sustain growth led by the private sector, particularly
private investment, requires either a steady inflow of
foreign capital (and thus a continuation of large-scale
current account deficits), or an increase in domestic
private savings, or a decrease in government budgetary
deficits. Under current conditions, the latter two can-
not be counted on, at least in the near term. The ratio
of gross private savings to GNP stood at 18.5 per cent
in 1984, which is already at the upper end of the range




of magnitudes (15 to 18.5 per cent) recorded in each of
the preceding 25 years. The federal budget deficit is ex-
pected to widen in 1985. Unless there is a significant
departure from the present fiscal stance, the deficit will
remain at least as high in 1986 and subsequent years.
As a result, net foreign borrowing, which is the counter-
part of the current account deficit in the absence of net
changes in international reserves, remains a critical
source for financing growth in the United States.

During 1984, net foreign borrowing was of the order
of $100 billion - about 15 per cent of gross private fixed
investment in the United States. Between 1982 and 1984,
the increase in capital inflows to the United States was
equivalent to about 40 per cent of the increase in private
investment.B In the absence of this financing, private
investment would probably have grown much more slow-
ly. In other words, if the present large capital inflow
were to dry up suddenly for some reason, it would be
difficult to sustain non-inflationary growth in the United
States.

While the perceptions by private agents of the relative
economic strength of various countries are important
determinants of capital flows, the rate of change in cur-
rent domestic demand also influences the channelling
of such flows. European countries have continued to ad-
vocate restraint in public expenditures on the grounds
of fiscal responsibility, and to encourage a greater role
for the private sector so as to create new employment
opportunities. Until now, however, the latter objective
has remained unfulfilled. Although this approach has
generated a few positive supply-side impulses, it has also
had significant negative implications for aggregate de-
mand. Since these economies have experienced only a
small rebound in domestic private investment, they have
had to depend on a strong export drive, mostly to the
United States, for their recovery, which, by past stan-
dards, has on the whole remained weak. Combined with
increases in current account surpluses brought about by
buoyant exports, the decline in budget deficits con-
tributed to an appreciable improvement in the net finan-
cia! balances of the private sector in most of these coun-
tries: but because of only a modest increase in domestic
demand, a significant proportion of savings tended to
be channelied where demand was strong, namely, the
United States.

One of the reasons for strong United States demand
for savings was the incentives for private investment pro-
vided by the 1981 Economic Recovery Act In addition
to the 25 per cent reduction in personal income tax rates
over three years, the Act provided for an accelerated cost

recovery system, an increase in investment tax credits
on certain assets, and a liberalization of tax benefits for
leasing activities. The result of the latter measures has
been the drastic lowering, for tax purposes, of the ser-
vice lives of capital structures and equipment. A recent
study? indicates that the Act reduced the marginal cost
of capital assets by as much as 15 per cent for struc-
tures and by 6.3 per cent for equipment. The 1982 Tax
Equity and Fiscal Responsibility Act tightened its pro-
visions slightly, although the original effects have re-
mained basically intact. Thus, business investment was
encouraged to grow despite high real interest rates.

Many factors have led investors world-wide to favour
the United States, on balance: its expansionary domestic
demand for goods and services, the characteristics of
its product and labour markets, the rapid pace at which
new technologies have been introduced, business and
consumer confidence, as well as political optimism and
stability. The resulting strong demand for dollar-
denominated assets has induced a sizeable appreciation
of the dollar - a trend manifest even in the first quarter
of 1985 despite the high and increasing current account
deficit.

For the world economy as a whole, foreign currency
transactions amount to about $30,000 billion a year, in
contrast to only $3,000 billion for trade in goods and
services. The operation of comparatively free capital
markets in large industrial countries has been the ma-

jor determinant of current exchange rates, which con-

sequently play a much weaker role in equilibrating the
current account balances among these countries than
they used to. This also implies that the United States
current account deficit is being propped up to a large
extent by net capital inflows. Yet only if capital inflows
into the United States can be encouraged on the scale
recently seen will the smooth financing of a large cur-
rent account deficit be possible and the United States
economy be able to continue growing in a non-
inflationary way.

In sum, although disequilibria in the United Stales
economy are evident, and may even be on the increase,
the prevailing mood in financial markets akes the cur-
rent growth process sustainable, at least in the short run.
This does not however imply that the world economy
is basicaily in a temporary phase of adjustment to a more
stable and broad-based economic expansion. The signifi-
cant disequilibria, rather, reflect what is essentially a
dynamically unstable process operating in an interdepen-
dent economic system.

8 Council of Economic Advisers, Economic Report of the President {Washington, DC., United States Government Printing

Office, 1985).

9 Federal Reserve Bank of New York, “What is behind the capital spending boom™, Quarterly Review, winter 1984-1985, pp.

19-30.



Policy stances and disequilibria in the medium term

The general perception in the United States that in
the medium term, and even more so in the long term,
the present level of the federal budget deficit is unsus-
tainable has led to renewed efforts to restrain the growth
in fiscal expenditures. However, there can be no effec-
tive progress on this front before the adoption of the

1986 budget. In the meantime, the national debt con-
tinues to increase at a fast pace and interest payments
are escalating further, steadily augmenting the bulging
structural deficit. The dynamics of national debt ac-
cumulation and the implications for the increase in the
structural budget deficit via growing interest payments
are evident from the data shown in table VI-9.

Table VI-9. Trends in general government deficits and interest
payments of the United States, 1980-1985

1980 1981 1982 1983 1984a 19855
Percentage of nominal GNP
Actual deficit (-} -1.2 -0.9 -39 41 -32 -36
Structural deficit (-) 07 03 04 -03 -08 2.1
Interest on public debt (net) 13 §7 20 21 24 27
Billions of doltars

Memorandum items:
Gross federal debt o4 1 004 1147 1382 1577 1 840
Nominal GNP 2632 2 958 3 069 3305 3 66! 3941

Perceniage

Ratio of debt to GNP 347 319 374 418 43.1 467

Source: Depoartment of International Economic and Social Affairs of the United Naticns Secretariat, based on OECD,
OECD Economic Outlook, No 36 (December 1984), and Council of Economic Advisers, Economic Report of the Presi-
dent (Washington, DC , United States Government Printing Office, 1985)

2 Preliminary,
Forecas

Net interest payments, which in 1984 amounted to
more than 14 per cent of total expenditures of the general
government, are likely to double in a relatively short
period if large deficits persist and the level of public
sector debt continues to increase at the current pace.
This highlights the crucial importance of putting in place
policies for smooth, yet sizeable, reductions in prospec-
tive budget deficits. Such reductions would also have
a beneficial impact on financial markets, particularly
currency markets, and would not abruptly dampen the
level of aggregate demand. In the process, the present
exchange rate misalignments could gradually be cor-
rected, which would compress prospective current ac-
count deficits. Moreover, as already stated by the
monetary authorities of the United States, a reduction
in the budget deficit would allow for faster monetary
growth, which, in turn, would leave more room for
policy manoeuvre in other countries - a most welcome
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development under present circumstances.

The change in the early 1980s towards macro-
economic policies with a stress on disinflation occur-
red without the developed market economies making
any meaningful attempt at policy co-ordination. There
were few incentives for policy co-ordination at a time
when one major policy goal was to lower the rate of in-
flation. In the monetary field in particular, the course
of policy-making in the developed market economies
during the first half of the 1980s can be characterized
as a sequential decision process where the United States
has taken the lead and other countries have reacted to
it. This process, however, has not been smooth, as
underlined by the fact that real interest rates are still
well above those of the 1970s, although nominal rates
have subsided from their 1981 peaks. This continues to
be a cause for serious concern,




The strength of the dollar, that these high interest rates
helped to buttress, has also become a concern among
policy-makers in the United States. The competitive posi-
tion of United States exports has been severely impaired
by the rising value of the dollar, while import-competing
industries are increasingly pressing for new measures
to restrict imports. The problem has been compound-
ed because recent interventions by monetary authorities
in currency markets have not been very successful. Given
the present size of currency markets, credible interven-
tion can only occur if the Federal Reserve Board decides
to play a decisive role in these markets. This would en-
tail a substantial infusion of liquidity and, possibly, an
upward revision of monetary targets.

On the other hand, the strong dollar has been in-
strumental in the export-led recovery of most developed
and many developing countries. It has also eased com-
petitive pressures for their import-competing industries,
since imports into the countries of Western Europe as
a group have increased only modestly. The net effect
has been a substantial trade surplus and, compared to
the early 1980s, a significant swing towards current ac-
count surplus in Japan and Western Europe. This surplus
and the cautious fiscal stance of these countries have
facilitated the capital outflow to the United States. In
a sense, the system thus far has exhibited a self-
stabilizing mechanism that enables the United States -
up to a point - to be complacent about its current ac-
count imbalance and thus to maintain a level of expen-
ditures above its national income. Under such condi-
tions, there is no strong incentive for the United States
to co-operate in terms of policy co-ordination. This is
so particularly because the rate of growth in fixed in-
vestment in the United States has accelerated markedly

since late 1983 and still exceeds the rate of growth of

GDP.B

The United States current account deficit, however,
cannot be sustained at present levels in the long run
without ‘an escalation of the net external debt of the
United States and, hence, an increase in the danger of
a sudden change in expectations and a drop in the value
of the dollar. A precipitous decline in the value of the
dollar vis-a-vis other key currencies, and the increase
in interest rates that could result, pose the most serious
downward risks to the world economy in the short term.
Nor can federal budget deficits be sustained at present
levels. That is one major reason why policy makers are
seeking to reduce the federal budget deficit by making
a substantial effort to restrain the growth in public ex-
penditures. Actually, with the exception of defence and
social security outlays, a virtual freeze on other expen-
diture programmes has been advocated The effect of
a significant restraint in public expenditures on aggregate
demand could be very important, particularly during
a cyclical deceleration of growth in the United States.

From the point of view of the global economy, there
is, then, a case for a more stimulatory fiscal stance by
other developed market economies, particularly by those
countries whose structural budget deficit is near balance
or - as in the Federal Republic of Germany and Japan
- is about to swing into surplus. In this context, a co-
ordinated, rather than a sequential, policy stance among
developed market economies appears crucial. To nar-
row the disparities in the fiscal stances of major
developed market economies, while avoiding even a tran-
sitory reduction in global demand, clearly requires time-
ly policy co-ordination. The efforts of the United States
to reduce its budget deficit, if unaccompanied by a
significant fiscal stimulus on the part of the other ma-

jor economies, might prove to be too costly for the world

economy.

Adjustment and investment policies in the centrally
planned economies of Eastern Europe

The centrally planned economies and world-wide
disturbances

The global recession and financial crisis of the early
1980s, followed by uneven recovery in many market
economies, have had profound impacts on the centrally
planned economies, particularly those of Eastern
Europe. In the late 1970s, these economies had a fairly
wide range for policy choice, but with the advent in 1982
of the global financial crisis in sovereign lending it
became difficult to finance their external deficits. As
a result, several Eastern European economies had {o

embrace restrictive adjustment policies, generally on an
emergency basis, just like many of the net energy-
importing developing countries. !

The external pressures for adjustment were most pro-
nounced in Hungary, Poland and Romania, the latter
two being forced into debt-rescheduling, but induced
shifts in policies have been a group-wide phenomenon.
They have had far-reaching repercussions for intra-
CMEA economic co-operation, capital formation and
the ability of these countrics to resume more expansive
growth soon.

10 Thys, in a sense, net inflows of capital can be said to contribute more to capital accumulation than fo the increase in

consemption

' Qther centrally planned economies have also embraced adjustment policies, but their experiences falt outside the scope of

the present chapter.
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As a result of changes in economic policy objectives
and greater resource constraints, which have been
especially important since the 1970s, all Eastern Euro-
pean countries have been searching for an “intensive
growth” strategy which would yield steady gains in fac-
tor productivity through structural and institutional
changes. As the growth record shows, progress has on
the whole been slow because the institutions, behavioural
rules and policy instruments of these economies are not
sufficiently flexible and do not react promptly to shifts
in overall policy. Yet Eastern European decision makers
responded to the global recession and international finan-
cial problems by taking drastic policy measures that
significantly improved current accounts in the short run
and quickly alleviated external imbalances. Most coun-
tries actually reached a current account surplus in their
convertible currency trade in 1982 or 1983, and have
maintained or expanded it since.i2

The recent experience of Eastern Europe therefore
stands out with respect to the speed, nature and depth
of the policy changes enacted since 1981 and the suc-
cesses attained in the process. Table VI-10 shows how
the adjustment process of Eastern Europe has evolved
since 1979. It was different from that of most develop-
ing countries and in many ways a unique experience,
Fitst, while per capita income levels decreased in three
countries, 3 the drop was small and lasted only one or
two years, except in Poland. In fact, the per capita in-
come level for the group as a whole had clearly sur-
passed the previous high of 1979 in 1983.% Secondly,
throughout most of the adjustment phase, export quan-
tum expanded steadily while import quantum contracted
or grew only very slowly. Thirdly, within CMEA, all
Eastern European countries experienced a steady terms-
of-trade decline of a moderate annual 2 to 4 per cent,
but on balance there was little change in their terms of
trade with market economies. The impact of the terms-
of-trade losses could be contained through substantial
increases in the volume of exports, especially to the
USSR. Finally, most countries started to adjust to ex-
ternal pressures early, a substantial recovery in invest-
ment activity levels has already taken place in all coun-
tries but Hungary, most countries resumed production
at a more normal pace by the second half of 1983, and

all had overcome the immediate external constraints by
mid-1983.

Although there are many explanations for the uni-
queness of the adjustment process in Eastern Furope,
three sets of factors stand out, namely, the existence of
a substantial regional market that, as a result of its in-
stitutions and policies, can nentralize some outside events
and ease or delay the impact of others; the commitment
of policy makers to alleviating external constraints quick-
ly by switching expenditures, even at the cost of below-
plan performance and possibly of lowering the poten-
tial for future growth; and the extent to which decision
makers can intervene directly to curb domestic
absorption.

The economic situation at the beginning of the 1980s
and adjustment policies

The turbulence in world markets in the 1970s affected
Eastern Europe with a considerable lag and then only
mildly. Its micro-economic impact was curtailed because
the planned economies generally cushion the effect of
world market fluctuations, especially unanticipated
changes in trade prices, on domestic markets. On the
whole, the level and composition of domestic demand
and supply are therefore managed and guided by dif-
ferent policies from those typical of market economies.
Because of their trade dependence, these economies can-
not be fully shielded on the macro-economic level;
nevertheless, the impact of the major disturbances
abroad was muted and delayed by the CMEA trade and
finance mechanisms, which insulate members against
the immediate and full transmission of fluctuations in
world markets. S Since these countries conduct about
half of their trade among themselves and meet the bulk
of their energy import needs® from within the group
at special prices, CMEA arrangements are important
determinants of the concrete setting of external adjust-
ment efforts in the area.

At the end of the 1970s, there were already several
inducements to adjust. Sluggish productivity growth had
pointed to the need for changes in economic management

12 the group turned a $5 billion current account deficit in convertible currency relations in 1981 into a surplus of $03 billion
in 1982, which has steadily increased, to roughly $3.5 billion in 1984.

13 Czechoslovakia in 1981-1982, Hungary in 1980 and Poland in 1979-1982,
The per capita income levels of the group exclusive of Poland did not decrease in any year

Put briefly, intra-CMEA commerce is planned and transacted at

prices that are negotiated bilaterally with reference 10 world

prices averaged over five years. Nearly all trade comes under bilaterally balanced trading agreements with settlements in

transferabie roubles.

When the first oil crisis erupted in 1973, except in the case of Romania, nearly all ofl was procured through CMEA contrac-

tual arrangements at prices that were only tangentinlly, and in any

‘The share has decreased somewhat, but at over four fifths

case with a drmwn-out lag, dependent on world prices

it remains very high indeed
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Table VI-10. Centrally piqnneci economies of Eastern Europe:
basic economic growth indicators, 1976-1985

(Annual growth mlés)

ig76- 1981- 198} b i
1980 1985¢ 1984 19799 . 1980 1981 1982 I9E}3 1984 1985{\

Bulgaria '
Net material product 6.1 37 42 66 57 50 42 30 46 4.1
Industrial output 6.0 S 4.5 55 4.1 4.9 46 1.9 45 52
Agricultural putput 0.9 34°¢ 2.3 6.l 4.6 59 52 12 68 32
Gross fixed investment 40 36 36 22 75 10.5 36 06 00 6.1
Export volume 128 : 71 137 12.2 84 1.3 44 44
mport volume 32 . 47 2.1 4.2 93 32 52 14

Czechostovakia
Net material product 37 2.34 13 31 29 01 02 24 30 30
Industrial output 47 314 25 37 35 21 il 28 39 30
Agricultural output 1.8 1.7¢d 24 -33 48 -2.5 44 4.2 36 -1
Gross fixed investment 35 -1.19 1.2 I8 14 47 23 06 ] 20
Export volume 6.3 46 32 47 05 6.1 57 6.2
Import volume 20 : 07 22 -16 -6.9 29 20 53

German Democratic Republic
Net material product 432 il 43 4.1 44 48 26 44 35 44
Industrial output 30 31 41 16 47 47 32 41 42 38
Agricalural output 12 pgee 23 31 a7 L6 40 41 80 -1of
Gross fixed investment 34 05 -07 14 3 28 -52 00 00 0o
Export volume 56 . 70 89 i6 84 54 106 37
Impont volume 49 . 12 6.5 51 -6.3 04 33 37

Hungary
Net material product 32 298 21 [.2 -0.9 25 26 03 19 26Y
Industrial output 34 3g4 23 31 17 24 25 14 10 30
Agricultural output 23 2 5ed 23 15 46 20 73 -2.7 28 10
Gross fixed investment 24 00 -4.0 08 -58 43 16 -37 -6.5 10
Export volume 70 6.2 125 10 26 73 94 55
Import volume 39 13 -33 -t 2 6.1 Ot 19 12

Polund
Net material product 12 43 49 23 60 120 55 60 51 33d
Industrial output 47 037 06 27 - 09 2 64 53 4.34
Agricultural output 17 22f 24 -15 -10.7 38 28 33 57 03
Gross fixed investment -30 gt -5.2 19 <123 -224 [121 94 80 00

Export volume 40 . 14 68 4.2 190 87 103 90

Import velume 17 -4 8 -12 -9 -16.9 137 52 %0

Romania
Net material product 73 71 40 62 18 22 27 37 77 106
Industrial output 95 7.6 37 81 65 26 I 48 67 75
Agricultural output 38 4:7ed 44 53 43 0.9 16 -6 133 6ad
Gross fixed investment 85 52 -0.3 41 30 1 -25 29 6.1 83
Export volume 58 54 21 44 36 76 09 165
Import volume 83 71 45 a7 72 228 -50 96

Eastern Europe
Net materiai product 39 33 I8 20 01 19 g1 39 51 48
Industriz] output 56 38 24 435 30 -06 12 44 48 46
Agricultural output 08 29¢ 28 08 -37 I8 16 09 6.9 L4
Gross fixed investment 27 -01 15 L0 22 72 42 24 35 34
Export volume 65 54 16 20 1.2 35 74 16
Impert volume 39 . 8.7 17 12 -64 4.6 34 33

Source Department of International Economic and Social Affairs of the United Nations Secretariat. based on internationat and national
satistica! publications. and plans and plan fulfilment reports

# Pian target
Y Pretiminury
© Averape of the five years over the preceding five years
Mid-point of the range of figures
¢ Production and services of agricultural and food industsy combined
T Estimate
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and in the allocation of resources. A comprehensive
reformulation of investment policies had become
necessary, partly owing to tightening restrictions on the
volume and distribution of funds available for capital
accumulation. The growth of the effective labour force
had slowed down markedly, while the priorities of social
programmes restricted the potential for capital accumula-
tion in many countries. Furthermore, the pent-up de-
mand for infrastructural and “non-productive”? in-
vestments had grown too much to be ignored. Since most
of these projects would not boost material output capaci-
ty, or not immediately, they compressed the potential
for expanding the capital stock in material production.
This made it more difficult to switch to an intensive
growth strategy, which is not a simple manoeuvre even
in a favourable internal and external environment.
Domestic economic conditions in many countries call-
ed for a reversal of the deceleration of the growth of
capital productivity by speeding up renovation and
modernization of plant and equipment. Yet, precisely
because of the priority given to easing bottle-necks and
capacity constraints in the appropriation of investment
funds, the domestic capacity to produce the engineer-
ing products required for modernization had weakened
markedly 18

The need to switch to an intensive growth strategy was
magnified by several external changes, namely, the
gradual feeding through of world price shifts into CMEA
clearing prices, starting in 1975, and modifications of
other CMEA trade and finance arrangements,’ the
tightening of supplies of key industrial inputs available
at CMEA clearing prices at the time of the second oil
shock; and the adverse events in world finance and trade
in the early 1980s In order to come to grips with this
new siuation, planners made efforts to co-ordinate their
plans in the context of CMEA. In addition to regular
trade agreements, the CMEA countries had elaborated
five Long-term Target Programmes of Economic Co-
opetation, which presumed considerable harmonization
of investment policies in order to boost future output
levels quantitatively as well as qualitatively.2C

In the circumstances, Eastern Europe adopted rather
modest growth targets for the first half of the 1980s (see
table VI-10),2! although the full impact of the second
oil price increase had not yet been factored into the plans.
It was anticipated that a more moderate expansion, or
even a contraction, of investment would not unduly con-
strict aggregate output growth because policy measures
were envisaged to improve the utilization of all factors
of production, especially capital; to channel funds into
modernization, conservation and the more efficient use
of primary and intermediate inputs; to boost exports and
curb imports, especially in relations with market
economies; and to improve the planning and organiza-
tion of the investment process in order to reduce frozen
assets and economize on material inventories. These
policy concerns were, however, quickly replaced in the
course of plan implementation by efforts to come to grips
with a rapidly changing external environment.

Most centrally planned economies had thus embrac-
ed a range of adjustments of varying depth and span well
before the full impact of the crisis of confidence in finan-
cial markets was felt. The measures were generally most
incisive in the economies that had to concentrate on
restoring short-run external equilibrium, owing to pro-
nounced balance-of-payments difficulties.

Seen in a regional context, the adjustment problems
of the Eastern Furopean countries have been at the same
time “easier” and “‘more complex” than those of many
developing countries. This paradox stems from the
nature of the disequilibria and the means available to
work them off. The fact that the bilaterally balanced
exchange of largely predetermined trade volumes,
especially engineering exports for industrial inputs, made
up half or more of their total trade protected the Eastern
European countries against outside fluctuations; but the
gradual, if steady, deterioration of Eastern Europe’s
CMEA terms of trade had to be met through increased
exports, although for a while special loans from the
USSR helped to ease that aspect of the adjustment pro-
blem. The bilaterally guaranteed trade volumes were

17 ¥hese countries view their economy as consisting of productive (or material) and non-praductive (or non-material) sectors

i

The latter comprise ail services not related directly or indirectly o the production of goods

2

=]

One set of domestic problems can be traced to the relatively weak capital expansion in key sectors, including construction,
metallurgy and machine-building, because funds had been appropriated particularly for agriculture, energy, raw materials,
social programmes and infrastructure

Including the annual revision of the price reference base, the averaging over the preceding rather than a fixed five-ycar
period, and the rising share of intra-CMEA trade settled in convertible currencies.

Co-ordination of investment activity has been a central preoccupation of CMEA discussions essentially since the early 1970s,
but the share of overall investments that these countries co-ordinate has renained rather small, perhaps 5 1o 10 per cent in
recent years Co-operstion modes usually take the form of a temporary mobility of labour and capital, or a prespecified
distribution of future output  The Tarpet Programmes covered energy, fuels and industrial raw materials: non-food consumer
goods; agriculture and foodstaffs; transportation; ard machine-building By 1979-1980, however. the constraints on forward-
looking development policies had become so severe that it proved to be too cumbersome to pursue comprehensive internal
and external adjustments by way of synchronized Target Programmes as originally envisaged They were therefore limited to
a few critical areas, especially fuel and key raw materials. This curtailment itself, afier the medium-term plans had been
harmonized, must have entailed significant implementation problems

For detils, see “"Medium-term growth and trade in the light of the socio-economic development plans of Eastern Europe
and the Union of the Soviet Socialist Republics for 1981-1985", Supplement to World Ecanontic Survev 1981-1982 (United Na-
tions publication, Sales No E82 11C2). pp 15-35
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undoubtedly instrumental in maintaining comparative-
ty buoyant economic activity and in mitigating the im-
pact of adjustments on the levels of living of the popula-
tion in the majority of countries.

At the same time, the bilateral trade and payments
arrangements typical of intra-CMEA relations do not
generally provide room, for instance, for short-term
financial resources that could help to ease the payments
difficuities being experienced in convertible currency
relations. The individual countries, however, respond-
ed to the external crisis unilaterally, that is, without prior
consultation with CMEA partners, and mostly on an
emergency basis, by, in certain cases, sharply compress-
ing investment activity, shifting the distribution of
available funds in a manner contrary to the magnitudes
planned, and incisively modifying investment priorities.
Since planned trade levels could not be adhered to in
a number of cases, the measures adopted in isolation
had important ripple effects on trade partners.

A useful way of looking at the adjustment process is
to analyse its impact on the components of domestic ab-
sorption. Schematicaily, the Eastern European adjust-
ment programmes have comprised three stages, as broad-
Iy evident from the annual changes in the key macro-
economic magnitudes shown in table VI-10. The first
centred on the protection of the levels of living of the
population already achieved, including real wages and
pensions. The second stage, which, except in Poland,
coincided with the eruption of the crisis in world finan-

cial markets in 1982, was characterized by restraint of

both consumption and investment, the promotion of ex-
ports of whatever goods could be mobilized, and the
drastic slashing of imports, particularly from the market
economies. Most countries appear to have entered a third
phase in late 1983 or in the course of 1984: restraint
is still being applied in both consumption and invest-
ment, but imports from convertible currency partners
are not as rigidly controlled as in the second phase and
the ongoing relaxation of external constraints is
benefiting in the first instance consumer market
balances.

The measures adopted by Eastern European policy
makers during the adjustment phases have included
direct as well as indirect policy instruments. Relatively
large changes in domestic wholesale prices, and in some
cases also retail prices, have occurred, some attributable
to devaluations but most stemming from shifts in cen-
tral price-setting by fiar that were designed to curb
budget subsidies and steer personal demand. Several
countries have also tried to guide investment demand
through more active interest rate and credit policies, as
well as through other indirect means. These measures
were introduced as components of the transition towards

a wider use of indirect decision-making instruments as
a means to foster intensive growth. Some of these ad-
justments were also undertaken to alleviate external
payments pressures. However, it generally proved to be
too cumbersome, socially and politically, to influence
in the short run the level and composition of domestic
absorption in that way. In the majority of these coun-
tries such changes in the “economic mechanisms™ are
inherently planned and introduced in accordance with
medium-term to long-term policy priorities rather than
targeted at easing unexpected short-term external distur-
bances. As a result, adverse movements of retail prices
for major segments of personal demand were generally
offset by additional social transfers and income
adjustments, 22

The brunt of the adjustment burden was undoubted-
ly borne by investments as iflustrated by the evolution
of the distribution of net material product by final uses
(see table VI-1I). There was a deceleration of growth
or even an absolute decline in the level of net accumula-
tion, which is essentially a measure of net investments
in fixed assets and changes in inventories. The magnitude
of the decline was correlated strongly with the state of
the external imbalance. This compression was ac-
complished by various means: restrictions on the
authorization of new projects, postponement or even
scrapping of projects already approved but not yet far
along in their implementation phase, and changes in the
direction of ongoing investment projects. These
measures were mainly enacted to come to grips with
the sharp increases in the cost of energy, shortages in
regional supplies of fuels and raw materials, and tighten-
ing external constraints.

It is important to note that the slow-down in invest-
ment activity was only partly a response to the external
emergency. Many high-level decision makers in Eastern
Europe contended that lower, or even negative, growth
in investrnent activity would force an upturn in capital
productivity as a result of a concentration of investment
funds on key objectives, better organization and manage-
ment of selected projects, and increased emphasis on
modernization.

The actual evolution of annual activity levels (see table
VI-10) tended however to confirm the view held by others
that rapid accumulation provides the essential means to
eliminate disproportions and effect structural changes
50 as to raise the technical level of production and pro-
duct quality, and hence factor productivity. Since the
share of appropriated investment funds that can be
redistributed within rather wide margins is small, given
the institutional and behavioural features of these
economies, a cut-back in accumulation fragments new
investment and adds to the stock of frozen assets, or

22 None the less, some erosion in levels of tiving occurred in several countries in response 10 one or more of the following:
small increases in wages and salaries, changes in price levels that were not fully compensated by transfers, involuntary pro-
duet substitution, longer waiting, and unplanned household savings
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Table VE-11.

Centrally planned economies of Eastern Europe: distribution

of net material product, 1971-19842

(Annual percentage shares)

1971- 1976-

b
1975 1980 1980 1981 1982 1983 1984
Bulgaria
Consumption 67.6 672 670 65.5 66.6 70.7
Accumulation 324 azs 330 345 334 293
Czechoslovakia
Consumption 764 75.6 75.1 79.9 802 Bl B
Accumulation 236 244 249 20.1 198 18.2
Germarn Democratic Republic
Consumption 76.0 770 713 78.3 82.0 82.4
Accumulation 24.0 230 227 217 I8.0 176
Hunpary
Consumption 772 76.5 80.4 82.2 842 8712
Accumulation 22 8 235 I3 6 I7.8 15.8 12.8
Poland
Consumption 619 66.1 14 4 793 78.4 78.5 777
Accumulation 38.1 339 256 207 21.6 215 22.3
Romania®
Coasumption 66.3 64.7 65.3 714 722 727
Accumulation 337 353 347 286 278 273

Source: Depantment of Internationsal Economic and Social Affairs of the United Nations Secretariat, based on international and nationnl

siatistical publications, and plan fulfilment reports

® All duta are bosed on compuilations in constant prices of various reference years depending upon the statistical practices of the

reporting countries
Preliminary .
€ All but the period sverages are Secretariat estimates

investment projects in progress, contrary to policy in-
tentiohs, The realization that it is difficult to secure
lasting improvements in marginal capital-output ratios
at a time of austerity may have influenced the selection
of adjustment measures during the second and third
phases. 23

Table VI-12 shows that, in most countries, the com-
pression of investment activity was on the whole largest
in the so-called productive sphere. This paradox has two
explanations. The non-productive component comprises
outlays for the non-civilian sector, whose buoyancy
depends on domestic and international political factors
only weakly related to the state of the economy. In ad-
dition, it includes appropriations for social and related
programmes that could not be reversed quickly because
of the strong political commitments made earlier, at a

time of buoyant growth, to improving rapidly the social
infrastructure.

The indicators given in table VI-12 understate the cuts
in investment in the productive sphere because of Eastern
Europe's amortization practices, Low amortization rates
understate the magnitude of economic depreciation,
especially when rapid structural change in the world
economy accelerates the technological or technical ob-
solescence of the existing capital stock. Because
economic depreciation in these economies far surpass-
ed their rather conservative amortization rates, the real
impact on the available productive capital stock must
have been larger than may be inferred from the table.24

While policy makers in most Eastern European coun-
tries succeeded in protecting consumption throughout

23 See a recent commentary by F. Havasi, the Secretary in charge of economic affairs of the Central Committee of the
Hungarian Socialist Workers' Party (Népszabadsdg (Budapest), 7 November 1984, p. 5)

23 These conjectures can be supported by recent changes, for instance, in Hungary and Romania. In the former, the detailed
amortization tables have been abolished and replaced by much more flexible guidelines; enterprises are in fact encouraged to
write off investments much more rapidly than before; see Magyar Kozlony (Budnpest), No. 50 {1983), pp. 1100-1101. In
Romanta, standard smortization periods in machine-building were reduced by 15 per cent in carly 1984; see Bulerinul
Oficial (Bucharest), No 14 (1984), pp. 1-3. Similar measures have since been introduced in other sectors,
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Table VI-12.  Centrally planned economies of Eastern Europe:
investment trends, 1971-1984

{Annual growth rates)

1976-

a
1980 1978 1979 1980 198] 1582 1983 1584
Bulgarin
Total 40 o7 2.3 16 105 15 07
Productive 36 0.5b 16 54 122 28 0.9
Non-productive 52 1.5b 40 143 53 6.1 53
Czechoslovakia®
Total a5 4.1 18 14 4.6 223 0.5 47
Productive 44 48 39 25 33 -1.8 06
Non-productive 06 28 -2 0 -06 -6.2 51 04
German Democratic
Republic®
Totat 4 28 14 03 28 5.2 HY] 17
Productive 33 E7 14 i2 23 -5.0 035
Non-productive 40 68 12 -31 43 3.6 -20
Hungary®©
Total 24 50 03 -58 51 -2.2 27 -1.0
Productive 2.5 64 00 18 -50 -26 458
Non-productive 20 0.9 19 0.3 -54 -11 27
Poland®
Total 26 21 79 123 2223 -121 94 100
Productive 47 0.1 N2 -128 -235 153 82
Non-productive 45 97 23 -0 -198 57 114
Romania®
Total 85 16.5 41 30 -1 40 0.6 6.1
Productive o1 168 4.2 34 91 30 87
Non-productive 15 e 35 08 0.8 92 26

Source. Department of Internationn] Economic and Socizl Affairs of the United Nations Secretariat, based on international and national

statistical publications. and plans und plas fulfilment reports

" Preliminary.
Current prices
€ Constant prices of various seference years

most of the first adjustment phase, by 1982 the burden
of restraining absorption and imports, and stimulating
exports, could no longer be borne chiefly by produc-
tive investment. To maintain positive, if moderate,
growth without jeopardizing the prospects for recovery
and sustained expansion later in the decade, it became
necessary to effect cuts also in consumption.

The consumption component in national output uses
covers both private and government consumption.
Because of the inertia built into most of the latter, the
chief burden of restraint had to be borne by private con-
sumption. Although available data are too aggregative
to illustrate clearly the type of adjustments that took
place at any given time, the overall trends (see table
V1-13) are unmistakable: the countries most severely

affected by the external emergency actually cut back con-
sumption, including public consumption at the height
of the crisis, although the impact remained modest.

The figures in table VI-13 probably do not fully reflect
certain changes in consumption patterns. Earlier im-
balances in partial consumer markets may have been
exacerbated by the adjustment effort and, in turn, con-
sumers may have had to accept substitute goods and ser-
vices or wait for preferred goods25 Nevertheless,
because of the importance of government transfers in
these economies, the adjustment borne by consumption
had a far smaller impact on individual levels of living
than would have been the case in most market
economies. This can be seen from the evolution of per
capita income levels, discussed above.

25 1n the disequilibrium framework of centrally planned economies postulated by Jdnos Kornai, this switch-cum-gueuing usuaily
involves a *‘welfare loss™ that is not reflected by the data; see Economics of Shortage (Amsterdam, North-Holland

Publishing Company, 1980), pp 443-517
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Table VI-13  Centrally planned economies of Eastern Europe:
growth in consumption components, 1971-19832

{Annual growth rates)

1971-

1976

1975 1980 1981 1282 1983

Bulgaria

Private 60 41 50 36 2.5

Public P 74 1035 05 -61 36
Czechosiovakia

Private 48 17 17 -2 2 22

Public 68 48 49 1.8 38
German Democratic
Republic

Private 49 19 28 14 14

Puablic 8.1 31 27 03 -2.3
Hungary

Private 47 26 a0 14 0.5

Public 52 59 a0 ] 20
Poland

Private 85 43 -41 46 6.2

Public 98 53 -81 15 19
Romania

Private 6.9 37b -Lgb o.5b

Public 84 - 5% jab gob

Saurce. Depariment of International Economic and Social Affairs of the United Nations Seeretria,
based on international and national statistical publications, and plan fulfilment reports

B Reference is to the consumption comporent of domestic uses of net material product expressed

in constant prices of various reference yeurs

b Secretariat cstimates

The ratio of material inventories to overall output and
the ratio of the stock of unfinished projects to total in-
vestments are usually rather high in centrally planned
economies, when gauged against typical magnitudes in
other developed countries. The compression of stocks
and the accelerated completion of projects in progress
could therefore in principle provide room for short-term
adjustment policies without unduly curbing the produc-
tive capital stock. While the running down of material
inventories offered a fast means of saving on imports
or boosting exports temporarily, table VI-14 shows that,
on an aggregate and annual basis, the absolute volume
of material inventories was compressed only in Hungary
in 1983,26 While in all other countries, and in Hungary
except in 1983, the volume of material inventories in
the aggregate kept increasing, albeit sometimes at sharp-
ly decelerating rates, the reduction of inventories of key

goods, either because of import restrictions or of ex-
port promotion, hampered smooth adjustment in
domestic economic structures and the implementation
of plan targets. The experiences of the early 1980s
demonstrate that destocking cannot be relied upon ex-
cessively without causing severe supply bottle-necks,
and hence idling of productive capacities and imbalances
in partial consumer markets.

The shortening of the gestation period for new invest-
ment projects by appropriating funds otherwise allocated
to new start-ups, in principle, offers another promising
avenue for adjustment that minimizes output curbs.
While this provided some elbow-room, previously ap-
propriated funds could be redistributed only within nar-
row margins and gestation lags could not be reduced
appreciably.?’” One reason for this is that

26 Even this exception was due largely to a special accounting situation; for details, see Mépszabadsdg (Budapest), 30 May
1984, p. 10. There is, however, scattered evidence of severe temporary shortages in material reserves since 1981 in nearly all
countries, except Poland where major inventory bottle-necks were first reporied in the late 1970s
In 1981 or 1982, the volume of frozen assets was reduced in Czechoslovakia, the German Democratic Republic and Poland,
amiong others The compression was short-lived and, except in Poland, rather small. Poland quickly averted a further build-
up in frozen assets in the late 1970s in order to implement its “economic manoeuvre” In other countries, only & decelem-

tion in the rate of growth could be observed
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Table VI-M4.  Centrally planned economies of Eastern Europe: rate o{
~ growth in accumulation components, lQ’."E 1983"

{Annual growth raies)

1971- 1976- o '
1975 1980 1981 . 1982 1983

Bulgaria b

Change in fixed assets 7.5¢ 26 123 04 0.2

Inventory accumulation 15.6% £.3 122 -137 218
Czechoslovakia

Chanpe in fixed assets 106 0.9 SN -6.8 182

Inventory accumalation 38 1.5 -55.3 16.7 129
German Democratic
Republic b

Change in fixed assets 34 22 06 9.0 19

Inventory accumulation : -28.1 -878 6400
Hungary

Change in fixed assets 90 -i8 ~154 157 -153

Inventory accumuiation 22 -87 16 14 -1437
Poland

Change in fixed assets 196 92 242 -199 95

Inventory accumulation 120 -290 -69 5 4000 176
Romaniz

Change in fixed assets 84 71b -33b 24gb

Inventory aceumulation 20 7770 12790 1800

Sowrce. Depattment of International Economic and Secial Affairs of the United Nations Secretariot,
based on international and national statistical publications. and plan fulfilment reports

! Reference is w0 the accumulation component of domestic uses of net materiat produgt expressed
in constant prices of various seference years
Secretarial estimates

C Current prices

not all investment decisions are centrally controiled . Re-
tained profits and bank credits are frequently available
to finance projects that are in principle discouraged by
central policy makers. Moreover, there seem to be many
pressures for investments exerted by the lower tiers of
the planning machinery. Finally, in many cases the
emergency measures of the second phase were not well
co-ordinated even at the central level.

Another “reserve for growth™ in many of these
economies was seen in the underutilization of available
capital resources due to idling for lack of spare parts,
maintenance or material inputs, and in the possibility
of doubling or even tripling work shifts.28 There are
certainly instances where marginal capital-output ratios
can be reduced and capital productivity improved

through better capacity utilization. However, at a time
of sharp shifts in the composition of the desired output
structure and in material inventories, fuller utilization
of capital resources can be attained only in a few
segments of the economy. This is so in part because most
projects in progress are generally not very fungible. This
severely limited the reallocation that some countries at-
tempted to accomplish.

The relationship between output,
investments

imports and

In most Eastern European countries, output growth
remains heavily dependent on increments in factor in-
puts,?? as changes in factor productivity levels continue
to be comparatively small, falling far short of the

28 Idting time. even without sudden work stoppages, of machinery in industry amounts to 15 per cent of overali shift time in
Romania; see Era Socialista (Bucharest), No [i (1984), p. 9 In Hungary, machinery is used for only 33 per cent of total
av&:idblc time; see Neépszabadsdg (Budapest), 7 November 1984, p 5
9 The importance of factor input may be gauged from the considerable impact of changes in investment .u.lwﬁy on changes in
oulput levels Estimated refationships for the period since about 1960 indicate that a 1 per cent deviation in investment ac-
tivity from an exponential trend entails a deviation in output growth from a similar trend ranging between 0.28 per cent for
Hungary to a high of G.50 per cent for Poland The magnitudes for the other countries are: Bulgaria 0.31, Czechoslovakia

049, German Democratic Republic 0.37 and Romenia .30,
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expectations of planners. This has had two pecuhar ef-
fects in recent years. The deceleration of growth in the
effective labour force has induced the Eastern European
countries to adopt produciion technologies that are
relatively more capital-intensive  This de facto substitu-
tion, of capital for labour has apparently resulted in
diminishing returns on capital in terms of output growth,

at least for the time being.?¢ The effect on output of

diminishing retwrns on capital has been amplified in
some countries by the shift in investments towards the
non-productive sphere.

A limited, but quantifiable, impression of the effect
of overall adjustment policies on output, investment and
trade can be gleaned (see table VI-I5) from the con-
straints on machinery and equipment (henceforth refer-
red to as machinery) as one important component that
is especially characteristic of productive investment. It
is instructive to recall that policy makers in Eastern
Europe at the outset of the current five-year plans were
explicitly bent on curtailing investments in new projects
and on stimulating renovation and modernization. The
intensification of the growth process depends importantly

Table VI-15. Centrally planned economies of Eastern Europe:
investment trends, [971-19844

{Annual growth rates)

1976-

1980 1978 1979 1980 1981 1982 1983 19840
Bulgaria
Total 40 06 23 16 05 15 a7
Machinery 15 32 -104 &9 208 76 08 ..
Construction® 53 -23 18 8.7 13 48 Y 36
Czechoslovakia
“Tota] is 41 {8 14 4.6 23 06 47
Machinery 39 71 3.5 28 15 .7 14 21
Constructiont 19 21 06 05 26 413 06 61
German Demﬂcmuc
Republic
Total 34 28 14 03 28 -52 00 17
Machinery 30 30 16 06 70 -88 59
Constructiond 34 22 04 13 45 23 46
Hungary®
Total 26 55 b1 -6.7 -6.3 231 49 -0
Machinery L5 68 -20 104 6.1 -5 -38 1.5
Construction® 27 16 30 41 5.6 -57 52 10
Poland
Total 26 £7 19 23 2223 A2t 94 100
Machinery 20 67 47 112 =229 267 6.1
Construction® -40 27 -9 1 -i51 228 238 13
Romanial
Total 85 160 41 30 1 40 6.6 6.}
Machinery HEG 199 37 57 101 92 37
Construction® 36 132 42 03 74 -1.6 i3

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on in-
ternational and national statistical publications. and plans and plan fulfilment reports

& Al dura are based on computations in constant prices of various reference years depending upon the statistical
pmcucc% of the reporting countries. Machinery here means machinery and equipment
?reitmanary
¢ Construction projects proper
Non-muachinery investments
¢ Soctalist sector only.
In constant prices of varicus years. except for 1982-1983 which are s current prices

30 For some time, the ratio of the percentage change in the capital-labour ratic to the percentage change in the marginal rate
of technical substitution between labour and capital (that is, the ratio between the marginal output contribution of labour
and the marginal output contribution of capital) - the elasticity of substimtion - appears 10 have fallen considerably short
of unity
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on the infusion of new technologies embodied in
machinery. As the evolution of the implementation at-
tempts has demonstrated, it proved to be rather difficult
to reverse construction investment quickly.3!

The cut-backs in machinery investrnent were also
undertaken as a means of rapidly compressing conver-
tible currency imports. There is ample evidence that
shifts in machinery investments have substantially larger
repercussions on imports, particularly from converti-
ble currency partners, than on domestic supply 2 While
this is a normal phenomenon associated with
developments in Eastern European planned economiies,
these shifts have been accentuated, especially in the case
of the convertible currency component, as a result of
the adjustment policies undertaken since the second half
of the 1970s, and particularly of the measures taken in
response to the new constraints on external commerce
and finance This is also iHustrated by the distribution
of the sources of supply of machinery investment (see
table V1-18), which shows a substantial increase in im-
ports mainly from non-socialist sources in the early 1970s
with a very sharp cut-back during the adjustment phase.

Adjustment experience, investment levels and growth
potential

The adjustment efforts of the Eastern European
economies have thus centred on investments. Although
some reduction in per capita income and consumption
levels occurred in three countries of the group, on the
whole consumers have been protected. While the ad-
fustment policies were quite intense, they had to be
adhered to only during a short period of time, except
in Poland, where per capita income levels are not ex-
pected to surpass the previous high of 1978 until the end
of the present decade.

The recovery in the pace of overall economic activi-
ty and investments in particular has been made possi-
ble by the sharp restructuring of the trade sector and
the gradual cutting back of external debt levels through
successive external surpluses. The redressing of short-
term paymemnts disequilibrium, while undoubtedly
welcome, has not yet permitted policy makers to over-
comme a number of national and regional development
problems. In view of the unsynchronized nature of the
national adjustment policies pursued during the past

years and their effect on endeavours for economic in-
tegration within CMEA, the better co-ordination of in-
vestment policies remains a key concern of co-operation
among the Buropean centrally planned economies.

The recent development experiences of the Eastern
European countries have yielded several important in-
sights. These concern in particular the still uneven pace
of productivity growth, the fact that “reserves” in the
form of unfinished investment projects and material in-
ventories cannot be mobilized in the short run without
causing bettle-necks and depressing feasible output
levels, and the fact that structural adjustment through
changes in management mechanisms and behavioural
rules take considerable time to mature and to bear fruit.
These and other aspects of recent experiences are bound
to have important implications for the medium-term
plans (1986-1990) that are currently being claborated,
the depth and scope of regional co-operation within the
context of CMEA, and the appreciation of the advan-
tages as well as the drawbacks of greater integration in
global finance and trade networks.

Perhaps the most important lesson of the recent past
is that growth in these economies still depends con-
siderably on the start-up of new investment projects. As
long as the curtailment of investment activity is effected
chiefly by administrative intervention, while design and
construction organizations remain primarily output-
ortented, and enterprises are not very cost-sensitive and
persistently overbid for resources, it will be difficult to
secure a permanent increase in capital productivity. Ad-
ministrative intervention may result in an unsatisfactory
modernization pace and in a low-investment low-growth
syndrome. This raises the question whether the past
several] years of investment austerity have impaired the
potential for attaining a more normal pace of output
growth in the medium term.

Investment retrenchment retarded the modernization
that policy makers had envisaged, which would appear
to indicate that this may be a negative legacy for the
future. However, whether the growth slow-down will
be prolonged depends largely, but not only, on the feast-
ble level of investment, on how the investment process
can be restructured, and on the allocation and use of
available resources. With regard to investment strategies,
the search is continuing for a workable solution to the

M Furthermore, in view of the tightening import constraints. sech a policy would not have facititated the restoration of ex-

ternsl equilibrivm
a2
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In mest countries import substitution is an imporant feature
The fluctuations in activity levels and in the domestic and foreign componeats of total investmenlts in machinery can be

gauged for four Eastern European countries (Bulgaria, Hungary, Poland and Romania) Table VI-I6 indicates that the data
are, unfortunately, far from standardized Afier extracting exponential trends with a kink in 1979 for total, domestic,
CMEA-imported and other imported machinery, using alternative specifications, the percentage deviations from trend of
the first were regressed on similar deviations for each of the latter four groups The resulls indicate that the impact on
domestic supplies is invariably much smaller than unity (it ranges from 042 for Bulgarin to 0.86 for Romania) The im-
pact on imports ranges from 129 for Hungary to 2 for Poland However, whereas for CMEA imports the impact
magnitude falls between 09 for Poland and 149 for Romania, the corresponding range for market economy imports is

2 68 for Romania and 4 for Poland Curiously enough, though, the behaviour of Hunpary differs here: the impact on
other imports {1 2) {eli significantly short of the CMEA impact (173



Table VI-16. Selected centrally planned economies: distribution
of machinery investments, 1970-1983

(Percentage shares)

Domestic Imports Socialist® Non-socialist®
Bulgaria
1970 4152 5248 4255 993
1975 4329 567 3B62 1809
1979 59 57 4043 3416 628
1980 61.52 3848 3148 700
1981 62 84 3716 28.37 8.80
1982 63 B0 3620 2783 8.37
{983 66.31 3369 2688 6.81
Hungary ?
1970 4902 5098 3016 2081
1975 4479 55.24 3348 2173
1979 45.22 5478 2947 253t
1980 46.13 3% L 2276
1981 AR01 51.9% 26.13 2586
1982 4925 5075 2635 24.39
1983 5N 4830 26.34 2196
Poland B
1970 71.34 2866 2153 713
1975 49.60 - 5040 179 3243
1979 60.10 3990 2368 16.22
1980 5920 4080 2474 1606
1981 6080 39.20 27150 Y
1982 76 90 2310 1705 605
1983 7430 2070 1535 535
Romania €
1970 7024 2876 1531 1445
1975 74,65 2535 1706 828
1979 6992 30.08 2076 83
1980 7 LANK] 21.26 646
1981 7678 2322 1877 443
1982 80.32 1968 17.25 243
1983 5041 959 822 138

Source' Department of International Econosmic and Sociad Affalrs of the United Nations Secretariat,
based on national statistical publfications  All data are expressed in current prices

# Only Hupgary reports socialist and non-soctalist imports in domestic prices Data for the athes
countries were derived from foreign trade estimates in valura prices. the internal exchange rates and.
where appropriate price shifts  The latter were estimated on the basis of Hungarian trade price

indices
Socialist secior only

€ Constant prices of various reference years linked to the 1963 price base

key problems of the excessive dispersion of funds over
too many activities and the comparatively low efficien-
cy of capital investment. The latter is determined part-
ly by technological maturity and resource management,
both of which could be improved by modifying the ex-
isting economic mechanisms.

In economies where major changes in economic
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mechanisms have not yet been placed high on the policy
agenda, increments in factor inputs will remain a strong
determinant of.the feasible growth pace. Some expan-
sion in investment activity can be anticipated, although
resumption of the fast pace experienced until about the
mid-1970s is unlikely in the near future. In consequence,
no substantial acceleration of the pace of output expan-

sion can be anticipated without curbing the growth of

T
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consumption levels. Some positive results may be ob-
tained from shifting the structure of investments, from
decreasing lead times and from improving financial
discipline. However, a strong and lasting compression
of capital-output ratios will be difficult to engineer in
this way. In economies where the redesign of the
economic mechanism is in the forefront of economic
policy, gquantum growth of investments will probably be
of less importance than improvements in productivity
through indirect policy instruments and transformations
of underlying institutional structures. Nevertheless, given
the high rate of technological obsolescence of the ex-
isting capital stock in most Eastern European countries,
a substantial increase in investment spending needs to
be accomplished once these transitions are completed.
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The recent past was not very conducive to experimen-
tation with alternative planning methods, policy in-
struments and institutions, but nearly all Eastern Euro-

- pean countries are now attaching major importance to

a re-evaluation of their domestic policy instruments and
supporting institutions. Given a more favourable global
environment for trade and finance, the modest levels
of investments that, according to current pelicy discus-
sions, are envisaged for the next medium-term plans may
well be mobilized to ease the dependence of output
growth on factor inputs, to narrow the desirable range
of domestic policy autonomy, and to foster integration
within CMEA without forcibly inhibiting trade with
market economies.



Chapter VII

CONCLUSIONS AND RECOMMENDATIONS FOR POSSIBLE
ACTION ON SOME KEY ISSUES

The analysis contained in the present Survey points to
a number of key policy issues on which the international
community and Governments should take action. These
are summarized below, with an indication, where ap-
propriate, of the way in which current policies could
be modified to improve the international economic en-
vironment and set the stage for sustained and broad-
based expansion in the world economy. Both domestic
policies and the international economic climate are vital
factors for the success of adjustment in developing,
developed market and centrally planned economies alike.

To sustain the growth momentum in the world
economy, to help reduce external and internal imbalances
and in particular to improve the prospects of indebted
countries, a continuous expansion of trading relations
is critical, Yet despite the considerable economic
recovery, protectionist pressures have intensified and pro-
tectionist actions have not subsided. It is urgent that in-
dustrial countries adopt standstiil provisions and start
a gradual dismantling of non-tariff barriers and
discriminatory restrictions on trade. In particuiar, it is
important that additional efforts be made to carry for-
ward the unfinished programme of work agreed upon
at the GATT Ministerial Meeting of November 1982,
Decisive progress in the implementation of that pro-
gramme should pave the way for a new round of trade

negotiations, with the broad-based participation of

developed and developing countries.

The large and increasing federal budget deficit and
the widening current account deficit of the United States,
while important factors behind the swift, non-

inflationary recovery, have become a major source of

uncertainty and instability in the world economy. A
gradual reduction of the United States budget deficit,
starting in fiscal year 1986, would be an important step
towards removing present uncertainties. Since this reduc-
tion may begin at a time when the United States economy
is slowing down, but before other industrial economies
have started to gather sufficient mamentum, a substan-
tial deceleration in the growth of the world economy
could occur. Avoiding this would require timely and
mutually supportive relaxations of hitherto cautious
fiscal stances in those developed countries in a position
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to do so. There is a case for such relaxations to include
tax reductions that could lead to supply-side as well as
demand-side stimuli.

Such action on the fiscal front would increase the room
for manoeuvre of the Federal Reserve Board of the
United States. Monetary policy could be eased without
engendering fears of deficit monetization. As a result,
interest rates would decrease and allow for more flex-
ibility in monetary policies in other industrial countries.
Lower interest rates in international financial markets
would also provide much-needed breathing space for
debtor developing countries, since balance-of-payments
constraints are still weighing heavily on their growth
prospects.

The current strength of the dollar vis-a-vis most other
reserve currencies, despite the underlying trade trends,
is a source of tension and protectionist pressures. Since
recent experience has shown the limited effect of official
interventions, more effective consultations among
developed countries will be necessary for achieving in-
creased harmonization of macro-policies and for fur-
thering exchange rate stability. This process could be
significantly enhanced by strengthening the surveillance
activities of IMF

The formulation of the five-year plans for 1986-1550
in the centrally planned economies provides a new op-
portunity to consolidate the progress recently achieved
and to lay the foundations for more balanced growth in
the long term. The institutional modifications and the
acceleration of regional economic integration that may
be realized in the course of implementing these plans
also provide an opportunity for expanding economic
relations with developing countries. In this context, it
would be important to explore means to increase the flex-
ibility of trade and financial arrangements with the
developing countries.

A resumption of private and public investment in most
developing countries is crucial for speeding up the ad-

justment process and attaining higher growth rates. This

requires effective policies to increase domestic savings
and to attract official and private capital from abroad.




There is also a role to be played by foreign direct in-
vestment, particularly as an instrument for the transfer
of technology and skills.

An improvernent in the mix of internal adjustment ef-
forts and external financial support seems necessary if
countries facing balance-of-payments difficulties are not
to resort once again to excessive retrenchment. A more
supportive stance by the IMF would be welcome in this
regard. In particular, there is a need to restore the
original character and form of operation of the Extend-
ed Fund Facility and the Compensatory Financing Facili-
ty and to smooth the effects of significant changes in
interest rates on debtor countries. This requires that the
Fund be provided with resources commensurate with
these tasks and that the Ninth General Review of Quotas
take full account of such requirements

Increased exports and a return to more normal interest
rates are necessary to restore creditworthiness to many
developing countries and arrest a further negative
resource transfer from them. In the meantime, further
debt renegotiations will still be required. This calls not
only for extending to all appropriate cases multi-year
reschedulings, including reschedulings of official loans
negotiated in the Paris Club, but also for more flexible
approaches that would allow debtor countries a fall-back
position if the behaviour of external factors diverged con-
siderably from that assumed in the agreed negotiation
package.

Least developed and other low-income countries con-
tinue to be afflicted by stagnation or declines in their
per capita incomes and still face weak primary com-
modity markets. Investment in these countries remains
depressed and their international reserve position is very
precarious. A larger inflow of bilateral and multilateral
ODA, as well as debt relief, is required in the short term
to ease some of the most pressing constraints on growth.
The increase in ODA needs to be maintained to help
these countries to overcome structural rigidities; in par-
ticular, in the context of the forthcoming review,
resources should be added to bring the seventh replenish-
ment of IDA up to at least previous levels. Further in-
ternational efforts are required to stabilize primary com-
modity prices; in particular, the Common Fund for
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Commodities should be ratified.

There is a strong possibility that under current con-
ditions sound economic projects in developing countries,
including those that would expand exports, wili not be
underiaken either because of financial constraints or for
the lack of foreign exchange to import the required
machinery and capital equipment. Moreover, at present,
multilateral development institutions, in particular the
World Bank and regional development banks, are fac-
ing resource constraints which preclude a normal in-
crease in their lending activities. An increase in the
capital base of these institutions is thus necessary; in
partictlar, it is important to agree on a significant general
capital increase for the World Bank within the 1986 fiscal
year.

Close attention should continue to be paid to the
emergency food situation in sub-Saharan Africa and to
the provision of the necessary food aid, including aid
for food distribution. Emergency needs apart, further
domestic efforts, duly supported by international co-
operation, assume special importance for rehabilitating
the social and productive infrastructure, particularly in
the areas of transport and communications. More ef-
fective development strategies and enhanced aid policies
are also necessary to improve medium-term and long-
term prospects in agriculture and industry

Bilateral agreements, in particular countertrade, and
full use of regional and subregional clearing mechanisms
have allowed for a very significant increase in trade
among developing countries. There is a strong case for
further enhancement of the clearing mechanisms. Since
many bilateral agreements were negotiated in response
to the stagnation of international trade of the early 1980s
and the Hquidity crisis faced by many developing coun-
tries, those arrangements tend to be of an ad hoc and
temporary nature. The strengthening of existing trade
arrangements and the enactment of more comprehen-
sive ones - regional and subregional - therefore remain
important. This process should take due account of
policies to encourage interaction among the private sec-
tors of developing countries. In addition, more rapid pro-
gress is required in evolving a system of generalized trade
preferences among developing countries.
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Table A-1. Rates of growth of real output, 1976-1985

(Annuai percentage :_:hz_mge)

1976- 1981- a b
1980 1984 1981 1982 1983 1984 1985
Developing countries © 5.0 i1 1.3 0.4 0.2 29 33
Net energy exporters 52 0.0 1.0 -t.7 -19 20 30
Net energy imporiers 4.9 19 1.6 6.7 .8 16 K
Western hemisphere 5.2 0.2 0.7 1.4 2.6 2.1 3.0
Western Asia KRY 1.1 «3.5 4.6 -1.3 1.2 25
South and East Asia 6.0 52 6.6 3.5 3.5 52 5.0
Africa 44 -G.3 0.2 -0.6 0.5 i.5 30
Distribution of growth rates
(number of cases):
Zero or below 10 33 29 35 k¥ 2t
0.1-2.5 4 24 12 20 19 25
2.6-5.0 17 14 I8 17 14 21
5.1-7.5 29 10 2 9 9 1]
7.6 and over 13 2 i2 2 4 6
Developed market economies © 35 2.1 1.6 -0.2 24 4.5 3t
North America 3.6 2.6 2.6 -2.3 7 6.6 34
Western Europe 30 1.0 0.1 0.5 1.3 2.3 25
Othersd 4.6 3.6 4.1 2.6 2.3 5.5 42
Centrally planned economies © 4.5 42 23 7 5.2 5.5 49
Eastern Europe 9 18 -1.9 0. 39 5.1 4.8
Soviet Union 4.3 36 33 kXY 4.2 30 4.0
China 6.0 85 4.8 83 9.1 12.0 7.0

Source: Depurtiment of International Economic and Social Affairs of the Uniled Nations Secretariat.

t preliminary estimates.

Forecasts for developed market ecconomics and developing countries, based on Project LINK and other institional forecasts; for cemrally

planned economies, the datu are based on current plun targets.

© Country growth rates spgregated with §980 output values in dollars.
Australin, Jupan, New Zealand and South Africa.
¢ Net material product, 1980 weights

Table A-2. Developed market economies: annual rates of growth
of real gross national product, 1976-1986°

(Annual percentage change)

1976-

1981-

Count t b c <
QUNLCY OF COuntry group 1980 1984 1982 1983 1984 1985 1986
Al developed market economics s 2.1 0.2 24 4.5 kN 26
Major industrial countries 37 2.2 -0.3 26 4.8 33 2.7
Canada 31 1.5 4.4 33 42 26 30
France i3 12 20 0.7 1.7 1.5 2.0
Germany, Federal Republic of 35 0.6 -1.1 1.3 25 2.5 20
Italy 38 03 0.4 -1.2 19 2.7 10
Japan 5.1 40 33 30 5.8 4.5 4.0
United Kingdom 1.7 1.6 1.9 3.3 2.2 15 2.5
United States 37 2.7 2.4 LN 6.8 35 25
Other indostrial counries 27 1.3 04 1.2 2.7 2.5 2.3

Sonrce: Depanment of International Economic and Socizl Affairs of the United Nations Secretariat.

4 Country growth rates aggregated with 1980 outpant vatues in U §. dollars. For France, Italy, the United Kingdom and all of the “other
industrial countries'”, the measure used is GDP.

Preliminary estimates.

% Secretariat forccasts, based on Projeet LINK country models and other instimstional forecusts.
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Table A-3. Selected country groups: rates of inflation
and unemployment, 1976-1984

1976~ 1981- 3
1980 1984 1981 1982 1683 1984
Developed market economies
Inflation
All countries 9.0 73 10.3 T8 56 5.4
North America 88 62 10.6 65 35 43
Western Europe 101 9.1 115 101 80 69
Others 6.5 29 6.2 47 37 33
Unemployment ©
All countries 53 8.2 7.0 85 8.9 83
North America 54 LR 7.6 92 98 78
Western Europe 55 95 g1 93 100 108
Developing countries
Inflation P
All countries 332 61.4 373 416 68.4 107.5
Net energy exporters 15.4 28.5 18.6 228 363 375
Net energy importers 46.2 84 4 525 54 8 91.0 156.7
Western hemisphere 61.1 119.7 64.7 813 143.0 2249
Western Asia 15.3 241 199 17.7 19.3 412
South and East Asia 90 96 13.4 79 89 85
Africa 172 200 243 122 210 261
Frequency distribution of inflation rates ¢
Less than 5 per cent per year 4 7 2 4 17 19
5.1-10 per cent per year 25 25 16 27 18 5
16.1-20 per cent per year 37 25 37 29 24 20
20.1-50 per cemt per year 5 15 19 12 il 13
50.1-100 per cent per year 7 k) 1 4 2 6
Over 100 per cent per year l 4 4 3 7 6

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on QECD, OECD Economic
Outlock, Commission of the European Communities, Anmeal Economic Report, and IME, Internarional Financial Statistics

% Preliminary estimates
Annual percentage change in consumer prices

€ Number of unemployed persons as a percentage of the civilian labour foree
Number of cases from a sample of 79 countries

Table A-4. Selected developed market economies:
unemployment rates, 1976-19832

(Annual percentage)

1976- 1981- b ¢

Country or country group 1980 1984 1983 1984 1985
All developed murket economies 5.3 82 89 83 8.2
Major developed market economies 53 7.5 g2 76 75
Caneda 7.7 105 19 1.3 114
France 53 B35 84 Q5 13 5
Germany, Federal Republic of 34 70 82 8.1 82
Italy 7.1 34 9.8 10.5 10.7
Japan 2.1 25 26 2.7 26
United Kingdom 6.4 116 12.3 12.7 127
United States 54 88 9.6 74 7.4

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on OECD, OECD
Economic Outlock, and Commission of the European Communities, Annual Economic Repart 1984-1985

¥ Number of unemployed persons as a percemage of the civilian labour force

Preliminary estimates.
¢ Forecasts
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Table A-5. Developed market econiomies: rates of change of
GNP deflator and consumer prices, 1976-1985%

(Annual percentage change)

Country or country group ;ggg' :ggi 1982 1983 . 198db  jogse

GNP deflators

All developed market economies 8.2 6.3 72 51 43 12
Major industrial countries 79 6.0 6.7 47 4.0 39
Canada 9.1 73 103 55 3.2 49
France 102 97 1o 96 5.6 7.1
Germany, Federal Republic of 19 39 47 32 3.6 23
kaly 176 151 17.7 15 10.2 92
Japan 44 21 17 07 34 11
United Kingdom 14.6 6.8 71 54 31 13
United States 72 57 60 38 34 4.0
Other industrial countries 96 8.0 9.7 75 56 35
North America 74 58 6.4 4.0 34 41
Europe 10.0 8.0 9.3 73 52 52
Gthers 51 2.9 29 16 38 1 9

Consumer prices

All developed market economies 90 73 78 56 54
Maior industrial countries 88 67 12 48 48
Canada g8 83 i 58 4.3
France 10.5 105 It 8 96 73
Germany, Federai Republic of 40 43 53 33 24
laty 16.3 i50 6.6 147 108
Japan 6.5 29 27 18 23
United Kingdom 14.4 75 86 4.6 50
United States 89 60 61 322 4.3
Other industrial countries 99 0.0 1190 94 g3

Sonrce: Department of International Economic and Social Affairs of the United Nations Secretariat, based on IMF. Mternational Financial
Statisrics. OECD, GECD Economic Chuipok. Project LINK. and other officizl national and international sources.

4 Country growth rates aggrepsted with 1980 outpus vatues in doliurs

Preliminary estimates
¢ Forecast
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Table A-6. Major developed market economies: real short-term
and long-term interest rates, 1975-19844

(Percentage)
.Country 1975 1976 1981 1982 1983 1984b

Canada

Short-term -3t -0.5 6.9 ER 2.9 7.0

Long-term -1.6 -0.3 4.2 37 53 9.0
France

Short-term 4.8 -1.1 30 2.1 33 4.3

Long-term 26 -0.5 13 29 4.2 6.2
Germany, Federal Republic of

Short-term 1.7 08 7.5 3B 2.5 37

Long-term 39 43 53 56 4.5 6.1
Italy

Short-term 0.5 -1.0 16 1.9 30 30

Long-term -52 4.0 1.0 2.5 315 4.3
Japan

Short-term 22 1.0 47 4.8 52 56

Long-term 1.2 i.5 6.0 6.0 6.2 10
United Kingdom

Short-term -13.7 -1.0 30 4.0 30 16

Long-term -10.5 035 25 52 52 67
United States

Shon-term -32 0.2 45 50 50 55

Long-term -1 0 25 4.1 6.5 6.6 813
Memorandum item:

nominal rate of interest in the United States

Short-term 5.8 50 14.0 150 87 106

Long-term 82 7.7 13.9 i3.0 [t.1 128

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on Morgon Guaranty Trust
Company, World Financial Markets, and IMF, International Financial Statistics

8 Both short-term and tong-term mtes are period averages net of the change in the GNP deflastor. The shor-term rate is the bank rate
in Canada and the United Kingdom: call money rate in France | the Federnl Republic of Germany, Italy and Japan; and the fedecal
funds rate in the United States, The long-term rate for the Federal Republic of Germany is the yield on public authority bonds and,
for others, the yield on long-term government bonds
Preliminary estimates.
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Table A-7. Drought-affected countries of sub-Saharan Africd:
food and cereal production, 1981-1984

Food Cereals
1981 1982 1983 1984 1984 1981 1982 1983 1984 1984
{percentage change) {indexi) (percentage change) {inddex™)

Angola -0.6 0.9 0.7 0.2 103 -25.0 0.0 3.1 -39 64
Burkina Faso 1.8 04 -31 -3.3 110 211 47  -165 2.4 87
Burundi 4.7 -2.3 38 -74 103 267 -1 16 -254 99
Cape Verde -2.9 4.5 -39 2.7 119 -64 7 466  -31.8 1667 214
Chad 0.3 -0.3 23 0.4 107 38  -128 e -113 82
Ethiopia -1.1 10.3 -1.5 -11.9 11 -54 24.5 -62  -25.0 108
Guinea-Bissau 40 -5.9 -2.3 -0.5 66 229 -84 -16 -1.4 4]
Kenya 0.6 9.7 22 -2 117 14.4 9.9 36 -186 77
Lesotho -1.7 54 03 104 81 132 214 -1 -533 io
Mali 8.3 -1.3 -3.7 -3.9 114 183  -11.5 -107 52 68
Mauritania 56 -9.0 -1.1 57 125 498 -58.7 27.9 03 91
Mozambique 0.8 -1.5 -180 74 85 6.6 -6.3 302 9.9 53
Niger -1.5 0.2 16 -122 130 52 0.4 29 323 106
Rwandy 7.4 6.1 36 -1.5 139 58 10.6 02 226 138
Senega} 3.7 6.1 274 204 8o 373 -164 2312 48.6 95
Somalia 1.9 19 12 12 {i8 250 () -1.7 08 151
Sudan 158  -147 1.9 -1.5 109 471 403 6.8  -166 18
United Republic of
Tanzania 22 4.3 1.2 -1.0 127 -3.6 -1.9 -89 -114 118
Zambia 2.8 -4.2 9.7 06 98 51 -26.0 2.5 4.9 61
Zimbabwe 206 147  -159 4.9 88 548 303  -375 -3.5 59

Source: Department of Internmtional Economic and Social Affairs of the United Nations Sccretoriat, based on FAO of the United Nations,

Produciion Indices

* Average of 1974-1976 = 100
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Table A-8. Centrally planned economies: basic

economic growth indicators, 1976-1985

(Annual percentage changes)

Country or country group 1976- [981- 1981- 1981 1982 1983 19840 159858
1980 1985t 1984

Eastern Burope®
Net material product 39 33 1.8 -1.9 01 39 51 4.8
Industrial gross output 56 38 2.4 0.6 1.2 4.4 48 46
Apgricultural gross output 038 2.0d 2.8 18 16 c9 69 14
Gross fixed investment 27 -0.1d -1.5 -T2 4.2 24 35 34
Export volume® 6.5 54 1.2 55 74 76
Import volume® 39 07 6.4 4.6 34 53

Soviet Union
Net material product 4.3 3.4f i6 3.3 39 47 10 3.5f
Industrial gross output 43 47 37 34 2.9 42 42 39
Agricultural pross output 16 2.5d 26 -10 55 6.1 00 67
Gross fixed investment 3.4 21d 38 3.8 36 57 2.0 34
Export volume 4.8 32 15 46 33 31
Impost velume 58 6.2 64 97 4.0 50

China
Net material product 6.0 4.0 85 48 8.3 g1 12.0 7
Industrial gross output 92 40 9.0 4.1 77 10.5 132 8
Agricultural gross output 51 40 95 6.6 1.1 95 ito 6
Gross fixed investment 6.5 1. 93 -10.5 266 12.6 i20 10
Export value {in dollars) 203 8 18 75 i4.4 4.5 1.8 10.2 8
Import value {in dollars) 212 928 44 -0.4 -10.3 60 187 10

Source: Department of International Bconomic and Social Affairs of the United Nations Secretariat, based on national statistical publications,

plans and pian fulfilment reports

% Plan targets.

Preliminary estimates based on plan fulfilment reports and other partial information

¢ Bulgaria, Czechosiovakia, German Democratic Republic, Hungary. Poland and Romania
4 Change in the five-year averoge output from the average of the preceding five years expressed as an annual compound rate

¢ Sceretariat estimates

Net material product uiilized.

& Based on plan data expressed in local currency
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Table A-9. World trade: annual rates of change in volume
“and prices, 1976-1985 *

1976- o8 1982 1983 19845 1985¢
1980 . :
Volume of exports
World 52 0.3 -1.9 1.6 3.9 50
Developed market economies 6.6 22 -1.9 22 g8 5.0
Developing countries 21 47 -4.3 -1.3 71 5.5
Capital-surplus countries -1.9 -16.6 -17.9 -12.7 -2.8 2.0
Other net erergy exposters 3.0 -74 -1.2 2.4 82 30
Net energy importers 7.8 12.3 6.2 4.6 13.5 8.0
Centrally planned economies d 57 15 5.1 54 54 30
Yoiume of imports
World 5.6 1.5 0.7 1.9 94 55
Developed market economies 56 2.1 -1.0 36 12.0 60
Developing countries 39 13.8 -1 0 -33 33 435
Capital-surpius countries T 231 10.0 -6.9 -16 10
Other net energy exporters 63 238 -2.8 -116 39 4.5
Net energy importers 4.2 63 4.1 26 7.4 60
Centrally planned economies d 4.8 07 2.2 17 51 4.0
Unit value of exports
World 12.1 20 4.3 36 -2 4 0.5
Developed market economies 9.8 -4.2 ~3.6 -32 -23 6.0
Developing countries 191 31 -1.5 -6.0 -17 -E.5
Capital-surplus countries 235 10.4 4.2 -11.0 -20 2.0
Other et energy exporters 210 59 55 -5.6 02 20
Net energy importers 112 -5.4 99 -12 -22 0.5
Centrally planned cconomies ¢ 87 -0.3 00 -03 4.0 65
Unit value of imports
World 116 24 49 46 2.6 00
Developed market cconomies 12.1 -2 8 -52 -53 2.4 00
Developing countries 12.1 ~2 2 -4 6 -42 -2.4 05
Capitai-surplus countries 10.5 37 -4 4 -32 -2.2 00
Other net energy expoerters 10.8 -3.6 4.4 -3.5 23 05
Nel energy importers 13.0 -1 0 4.7 50 26 -10
Centrally planned cconomies d 68 11 -3.6 05 -4 1 0.5
Terms of trade
Developed market economies 200 -15 by 22 0.1 00
Developing countries 62 55 -3.0 -1.9 07 05
Capital-surplus countries 11.8 147 02 81 02 20
Other net energy exporters 92 98 -12 -2.2 25 20
Net energy importers -1.6 4.5 -55 40 0.4 0.5
Centrafty planned economies 4 1.7 ~1.3 37 02 01 05

Source: Departmens of International Economic and Social Affairs of the United Nations Secretarint, based on IMFE, Mnternarional Financial
Staristics. and caloulations and forecasts made by the Secretariat

® Rates of change in unit values based on indices expressed in dollars
Preliminary estimates

¢ Forecasts. rounded to the nearest half percentage point

4 Eustern Europe and the Soviet Union only
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Table A-10. Rates of change in dollar prices of internationally
traded commodities, 1981-1983

(Percentage)
1981 1982 1983 1984 19858
Nen-fuel primary commodities -15.5 -15.1 5.1 12 -10
Food -19.5 -28.3 4.2 -14.9 0.0
Tropical beverages -18.3 4.7 4.9 14.1 -3.0
Vegetable oils and oilseeds 4.2 217 22.2 352 -12.0
Agricultural raw materials -12.8 -13.7 7.3 2.3 4.0
Minerals, ores and metals -13.8 -10.6 0.0 -6.0 1.0
Crude petroleum 10.2 4.3 -11.6 -2.5 -2.0
Manufactures
Exported by developed market economies -6.0 2.1 4.3 -3.4 0.5
Exported by developing countries -1.0 -8.1 4.4 -3.5b 0.5

Source: Depariment of International Economic and Social Affairs of the United Nations Secretariat, based on UNCTAD,
Monthly Commodity Price Bulletin, United Notions, Montily Bulletin of Statistics, and information provided by the National

Institute of Economic and Social Research (London),

8 Forecasts, rounded to the nearest halfl pereentage point
Preliminary cstimate,

Table A-11. Developed market economies: balance of payments
on current account, {980-19850

(Billions of dollars)
Country or country group 1980 1981 1982 1983 1984 1985¢
Devetoped market economies -37.5 -5.5 -55 -1.1 -35.5 435
excluding United States 459 -18.3 4.0 344 56.5 715
Major industrial countries -9.6 225 16.6 6.5 -38.5 -49.5
Canada -1.4 -5.5 1.7 1.2 20 z0
France -2.5 -2 8 -9.4 -2.3 1.0 35
Germany, Federal Republic of -8.0 1.4 10.7 10.4 13.0 18.0
ltaly 9.7 -19 -5.4 1.0 -2.5 3.0
Iapan -9.5 6.2 8.1 222 37.0 400
United Kingdom 11.9 18.4 12.1 7.4 30 5.0
United States B4 2.8 -5 -333 -92.0 -F15.0
Other countries 278 -28.0 -22.2 -54 lg 6.0
Surplus countries ¢ 22 7.9 9.7 104 12.5 1o
Others -25.7 -35.9 -31 8 -i15.8 -9.5 -5.0

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on IMF, International Financial

Statistics, and Secretarint forecasts.

8 Excluding government transfers.
Preliminary cstimates.

© Forecast, rounded to the ncarest halé-billion dollars.
Netherlands, Norway and Switzerland
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Table A-12. Developing countries: international trade and
current account balances, 1979-1984

{Biltions of dollars)

1979 1980 1981 1982 1983 19842
Capital-surplus countries
Exports 156.3 2169 198 4 1517 1i9.3 113.5
imponts, fob. -63.7 -719.2 -95 4 -94.2 -87.2 -18.5
Balance of trade 92.6 1377 103.0 575 32.4 350
Net services and private transfers -30.1 362 -44.3 -57.2 -44.9 -44.0
Current account 62.5 101.5 58.7 03 -12.8 9.0
Capital-importing countries

Exports 2431 3188 3286 307.0 3053 3415
Imports, f.o.b. -267 4 -343.5 -3714.8 -344.7 -314 2 -326.0
Balance of trade -24.3 -24.7 ~46.2 -371.7 -8.9 15.5
Net services and private transfers -29.9 -40.6 -53.6 -65.4 -54.5 -60.6
Current account -54.2 -65.3 -85 8 -103.1 -63.4 44.5
Deficit energy-exporting countries

Exports 98.7 140 2 139 4 126.9 121.2 132.5

Imports, f.o.b. -832 -107.7 -129.0 -§18.3 -97.8 -99.5

Balance of trade 155 325 10.4 8.6 234 330

Net services and private transfers -22.2 <30 1 -37.3 -44.1 -35.5 -37.5

Current account -6.7 24 -26.9 -35.5 -12.1 45
Energy-imponing countries

Exports 144 4 i78.6 1892 180.1 184.1 209.0

Imports, f.o.b. -184.2 -2358 -245.8 -226.4 -216.4 -226.5

Balance of trade -39 § 572 -56.6 463 -32.3 -17.5

Net services and private transfers -71.7 -10.5 -16.3 -21.3 -19.0 -22.5

Current account 475 -61.7 -72.9 -67.6 -51.3 -40.0
Memorardum itern: 20 largest debtor

countries ©

Exports 1510 2017 2099 194.8 1925 213.0

Imports, f.o b -164 8 -209.4 -231.0 208.8 1828 -189.0

Balance of trade -13.8 ~1.7 211 -14.0 9.7 240

Net services and private transfers -22 4 2311 455 -55.7 447 -45.0

Current account -36.2 -38.8 -66.6 -69.7 -35.0 -21.0

Source: Department of Internationai Economic and Social Affairs of the United Nations Secretariat, based on IMF, Balance of Faymenis

Staristics. nationul sources und Secretariat estimates

8 Prefiminary cstimates, rounded to the nearest haif-biliion dolfars
Algeria, Argenting, Brazil, Chile, Colombia, Egypt. India. Indonesiu, Isrnel, Republic of Korea. Mexico, Morocco, Nigeria, Pakistan,
Peru. Philippines. Thailand, Turkey. Venezuela and Yugoslavia (as at the end of 1981)
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Table A-13. Centrally planned economies: trade balances, 1981-1984

(Billions of dolars)

Eastern Europe USSR China

1981 1982 1983 1984® 1981 1982 1983  1984° 1981 1982 1983 19842

World 27 4.4 60 6.8 62 23 112 111 - 31 27 12
Centrally planned

economies 320 -1 0.4 05 60 4.4 4.0 4.0 01 03 04 07
Deveioped market

econoimies -2.9 13 32 4.8 12 01 1.3 23 46 37 40 51
Developing countries 35 412 12 23 14 4.9 59 49 4.6 7.0 71 7.0

Source: Depanment of International Econemic and Social Affairs of the United Nations Secretariat, based on official nationat and international
sources as well as independent estimates

® Prefiminary cstimates

Table A-14. Arab national and regional development institutions:* development finance commitments
for developing countries, 1982-1984

{Mitlions of dellars)

1982 1983 1983 1984
(first three quarters)

Functional composition

Project finance (loans or equity) 20858 14102 10949 8015
Technical assistance (grants and loans) 529 242 220 119
Import financing (grants, loans and leasing) 436 4 506.0 346 5198
Balance of payments (OPEC Fund loans) 835 255 24 5 272
Other (grants) ® 350 64 5.4 74

fotal 26936 19723 13213 1 341.9

Geographical distribution

Africa I 458 4 8417 6133 653.9
West Asia 4256 424 | 292.6 3762
Other Asia and Pacific © 6550 507 3 416.2 21612
Other ¢ 154 6 1992 1992 95.6

Total 26936 19723 15213 1 3419

Source: Department of International Economic apd Sociai Affairs of the United Nadons Secretariat, based on data of the Co-
ordination Secretariat of Areb National and Regional Development Institutions (Kuwait)

3 Abu Dhabi Fund for Asab Economic Development, Arab Bank for Economic Development in Africa, Arab Fund for
Ecanomic and Secial Development, Iragi Fund for External Development (1982), Islamic Development Bank, Kawait
Fund for Arab Economic Development, QPEC Fund for International Developrent and Saudi Fund for Development
The funds included here account for roughly a third of ODA commitments by developing countries as reported by
OECD (that is. data exclude contributions to most multilateral institutions. bilateral QDA outside the listed institutions,
and ODA of non-Arab donors).

B Including contributions 1o IFAD, subscriptions 1o the UNCTAD Common Fund on behailf of low-income countries, and
research projects to be undertaken by various institutions

¢ Incleding China
including international agencies and organizations
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Table A-15. Net flow of IMF lending to the capital-importing
developing countries, 1979-1984

(Billions of dollars)®

1979 1980 1981 1982 1983 1984
Low conditionality flows 02 P2 - 1.4 22 0.2
Buffer stock financing . - - 0.1 03 -
Compensatory financing 02 0.3 06 17 21 -
Oil Facility 0.6 -07 -0.7 0.4 -0.1 -
Trust Fund o7 16 01 - - 0.2
Higker conditionality flows 1.0 23 57 42 88 43
Credit tranche drawings 0.7 15 i3 I9 440 I2
Extended facility drawings 03 07 24 23 49 3
Total flows 12 34 57 57 it 42

Memorandum item: selected characteristics of

higher conditionality lending agreements

Nurber initiated during year 27 25 31 20 34 20
Average tength (months) 18 22 22 14 i8 14

Source Departmem of International Economic and Social Affairs of the United Nations Secretariat. based on IMF. International Financial

Statistics snd IMF Survey. various issues

# Net flows in SDRy converted to dollurs at yearly average exchange rates
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