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PREFACE

The World Economic Survey 1987 is the fortieth in a continuing annual series, the first of which was published in 1947.
At that time, it was among the first attempts to provide a comprehensive view of the global economic situation. The
United Nations was thus a pioneer,in this field. The Secretary-General was requested to provide “factual surveys and
analyses of world economic conditions and trends” (General Assembly resolution 118(II)} to assist the Economic and
Social Council and the Assembly in carrying out their responsibilities under the Charter of the United Nations to promote
international co-operation in solving international problems of an economic character.

The task of each Survey has been to analyse the major current issues in the world economy that require attention and
action by the international community. The analysis thus casts a wide net. Reflecting the complexity of international
economic relations as well as the diversity of United Nations membership, the Survey analyses economic issues in
developing countries, developed market economies and centraily planned economies and their interrelationships. It seeks
to cover the broad range of issues at the forefront of international discussions, to identify emerging problems and to
assess prospects. A discussion of plausible scenarios for the next few years has become an important feature of the overall
analysis. In the present Survey, the topics raised are macro-economic policy co-ordination, international trade, interna-
tional finance and debt, world energy markets, redirection of policies in planned economies, sources of economic growth
in developing countries and persistent unemployment in some developed market economies.

Secretariat policy recommendations have changed through the years in response to changing economic conditions and
the evolution of the political process in United Nations meetings. But a few themes run through the whole period and are
as relevant today as they were when stated in the 1945-1947 Economic Report.

“Co-ordinated national and international actions are required which would take into account the factors limiting
the volume of production in the world ...

*The bulk of human, national and financial resources that will be required for an increased volume of production
in any country, must necessarily come from that country itself In the. . [developing] countries, however, foreign
financing and foreign goods are bound to play an important part in speeding reconstruction and in promoting
economic development. ..

““Both in the interest of promoting *higher standards of fiving, fuil employment and conditions of economic and
social progress and development® [Article 55 of the Charter of the United Nations] as well as in the interest of
creating and maintaining world economic conditions which would permit the eventual and orderly repayment of
international loans that may now be extended for the purpose of promoting economic reconstruction and develop-
ment, it is essential that national and international action be considered now . 50 as to ensure that high levels of
employment and economic activity are maintained "*

In 1987, “regained” would be more appropriate than “‘maintained™ at the end of the quotation; as discussed in this
Survey, regaining high levels of employment and economic activity are among the main priorities on the present global
economic agenda.

The Survey was prepared in the Office of Development Research and Policy Analysis of the Department of Interna-
tional Economic and Social Affairs and is based on information available to the Secretariat as at early April. The
information underlying the analysis is in part collected directly by the Secretariat and in part obtained from United
Nations regional commissions, the specialized agencies, other international organizations and Project LINK. But the
analyses and policy reconunendations are based on a cross-sectoral approach to issues aimed at achieving a synthesis,

The World Economic Survey 1987 and other recent issues of the Survey take a forward-fooking, more analytical and
less descriptive approach than earlier ones The issues and policy prescriptions in the Swrvey are selected in the light of
the needs and concerns of Governments, to whom the Survey is primarily addressed

Rafeeuddin Ahmed
Under-Secretary-General for
International Economic and Social Affairs

' Economic Report. Salient Feartures of the World Economic Sinvarion. 1943-1947 (United Nations publication, Sales No 1948 51 C 1)
Ibid  pp 29-30
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EXPLANATORY NOTES
The following symbols have been used in the tables throughout the report:
Two dots (..) indicate that data are not available or are not separately reported.
A dash (--) indicates that the amount is nil or negligible.
A hyphen (~) 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, for example, 1981/82.

Use of a hyphen (-) between dates representing years, for example, 1984-1986, signifies the full period involved,
including the beginning and end years.

Reference to “tons” indicates metric tons and to “‘dollars” ($) United States doliars, unless otherwise stated.

Annual rates of growth or change, unless otherwise stated, refer to annual compound rates. In most cases, the growth
rate forecasts for 1986 and 1987 are rounded to the nearest half of a percentage point.

Details and percentages in tables do not necessarily add to totals, because of rounding.

The following abbreviations have been used:

BIS Bank for International Settlements

BTU British thermal unit

CFF Compensatory Financing Facility of the International Monetary Fund
c.i.f. Cost, insurance, freight

CMEA Council for Mutual Economic Assistance

ECLAC Economic Commission for Latin America and the Caribbean
ECU European currency unit

EEC European Economic Community

FAO Food and Agriculture Organization of the United Nations
f.o.b. Free on board

GATT General Agreement on Tariffs and Trade

GDhP Gross domestic product

GNP Gross national product

DA International Development Association

1EA International Energy Agency

IFAD International Fund for Agricultural Development

IEC International Finance Corporation

IMF International Monetary Fund

LIBOR London Inter-Bank Offered Rate

mbd Million barrels per day

MERM Multilateral Exchange Rate Model of the International Labour Organisation
MIGA Multilateral Investment Guarantee Agency of the World Bank
NAIRU Non-accelerating inflation rate of unemployment
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NMP Net material product

ODA Official development assistance

OECD Organization for Economic Co-operation and Development
OPEC Organization of the Petroleum Exporting Countries

pb Per barrel

Project LINK  International Research Group of Econometric Model Builders, with headquarters at the
University of Pennsylvania at Philadelphia

SAF Structural Adjustment Facility of the International Monetary Fund
SDR Special drawing rights

UNCTAD United Nations Conference on Trade and Development

UNDP United Nations Development Programme

The designations employed and the presentation of the material in this publication do not imply the expression of any
opinion whatsover on the part of the Secretariat of the United Nations concerning the legal status of any country, terri-
tory, 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

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

Capital-surplus countries:  Brunei Darussalam, Isiamic Republic of Iran, Irag, 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  Algeria, Angola, Bahrain, Bolivia, Cameroon, Congo, Ecuador, Egypt,
(or deficit energy exporters).  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 conven-
ience and do not necessarily express a judgement about the stage reached by a particular country or area in the develop-
mient process.
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CHAPTERI

THE GLOBAL ECONOMY: THE ROAD AHEAD

The modest expansion that characterized the world econ-
omy during most of the first half of the 1980s persisted in
1986. Inflation has decelerated considerably and industrial
countries are entering their fifth year of expansion, though at
a slow pace. Indeed, the world economy appears to be set in
a slow growth path, which is likely to delay the great adjust-
ments required at the national and international levels. The
continuation in 1986 and early 1987 of the trade imbalances
of the larger industrial economies has added to the strains on
the world financial and trade systems.

Policy makers in major industrial countries have intro-
duced some adjustments in their domestic policies to reduce
present disequilibria, but results have proved elusive. Inves-
tors remain hesitant and capital formation sluggish. A high
degree of uncertainty regarding exchange rates, interest
rates and prices of key primary preducts prevails. The debt
difficulties of many countries have intensified, and by early
1987 the solution of the debt problem appeared to be farther
away than when the crisis erupted.

The present situation once again raises serious concern
about the ability of the existing international economic sys-
temn to cope with these strains. Political tensions have risen
as domestic policy adjustments have, in some instances,
been deemed insufficient by partner countries. Bilateral
trade balances are increasingly being perceived as important
targets, as the result of growing impatience about the lack of
a quick resolution of the trade deficit of the largest economy.
On the debt front, unilateral decisions have also affected
financial markess. Some countries, after a few years of sub-
stantial reverse transfers, have started to tailor their debt-
service payments — including interest to non-official
creditors — to domestic growth requirements

These challenges pose serious risks. Some progress to-
wards meeting them has been made. Policy co-ordination
among large industrial countries has been strengthened. So-
lutions are being pursued that involve action on an array of
macro-economic policies, rather than focusing exclusively
on exchange rate targeting. In developing countries with
balance-of-payments difficulties, growth-oriented adjust-
ment with increased muitilateral support is gradually taking
precedence over short-term measures designed to achieve
an abrupt reversal in payment trends,

An important feature of the situation is the comparatively
fast economic growth of several of the most populous devel-
oping countries., They have generally achieved output
growth well above that of population . In 1986 and early 1987
their domestic growth impulses remained strong. Develop-
ment strategies that rely on the mobilization of domestic sav-
ings and on a balance among primary, secondary and tertiary
activities attuned to the stage of development and the human
and natural resource endowrent appear to have resulted in
high and sustained growth. The more autonomous develop-
ment path of these large developing economies is particu-

larly important at a juncture when growth prospects for the
world economy are precarious.

Economic growth is normally expected to stem from in-
creased and more efficient use of the factors of production,
technological change being a major source. The continued
irnplementation in 1986 of widespread changes in domestic
policies — privatization and deregulation in the developed
market economies, institutional reform in the centrally
planned economies and structural adjustment, particularly
through the realignment of prices, in the developing coun-
tries — was directed towards achieving increased growth
from better utilization of available inputs. Some progress
has already been made in this direction, the growth in the
populous low-income countries being the most notable ex-
ample.

For some countries, however, changes in per capita in-
come in 1986 were the result of windfall transfers of income
and wealth arising from changes in international prices.
Changes in the prices of traded goods have caused shifts of
billions of dollars in the distribution of income among coun-
tries, commodities, especially oil, being the main source of
such transfers. It is estimated that the developing countries
lost some $94 billion as a result of such changes in the terms
of trade in 1986

Other key prices have had a similar effect. The earlier
increase and more recent decline in nominal interest rates
have resulted in large changes in the flow of financial re-
sources among countries and remain one reason for the
present net transfer of resources from developing to devel-
oped countries. Changes in exchange rates, particularly
when they are of the magnitude experienced in 1986 and
early 1987, also affect considerably the flow of resources
across borders.

There are both winners and losers from such changes;
countries may benefit in one area and lose in another, or they
may be consistently fortunate or unfortunate . Over the me-
diumn term, the first outcome seems to have been the case, In
the short term, however, much of the diversity in experience
has been the result of the external environment and cannot
be attributed to domestic performance. Some developing
countries increased the volume of both production and ex-
ports of primary commodities in 1986, but are no better off
and in many cases are in a pooser position. While the pendu-
fum may swing for these countries and the external environ-
ment improve, there is a danger that the present damage to
their economies may be such that they are no longer in a
position to reap the benefits that a change might bring

Since the unwinding of the major global imbalances is still
ahead, it is quite possible that dramatic changes will occur
before 1990. In this sense, the world economy is in un-
charted waters. Resolution of the imbalances will involve
substantial changes in the pattern of financial flows, and



changes in consumption and investment patterns across
countries. Its effects on global production are by no means
certain, but if the process is orderly there is scope for most
countries to benefit. A gradual but decisive and co-ordinated
effort to narrow the large current imbalances could lead to a
more predictable world economy, lower real interest rates,
faster growth in international trade, and perhaps some re-
covery in primary commodity prices.

The matn themes of the present Survey are the need to
reduce uncertainties and achieve more predictability, and the
adverse consequences — particularly for most of the devel-
oping countries — of the continuation of current trends in
world output and trade. This chapter presents an overview of
the Survey, its content and the policy recommendations that
emerge from the analysis.

Chapter II examines recent developments in the world
economy. The assessment focuses on the reasons behind the
slow-down of economic growth in 1986, paying particular
attention to the diversity of the situations prevailing in all
country groups  In the discussion of the policy setting as at
early 1987, special emphasis is given to policy interactions
among countries. A forecast based on current policies indi-
cates the need for decisive national and international action
to narrow present imbalances. The baseline scenario sug-
gests the continuation of world economic expansion at a
modest rate; the analysis, however, indicates that the down-
ward risks are great. Accordingly, two alternative scenarios
are presented. One assumes tighter co-ordination of policies
among major industrial countries. The other analyses the
global effects of a substantial reduction of interest costs in
debtor developing countries. Both scenarios show an im-
provement in performance over the baseline scenario.

Chapter IH identifies emerging trade patterns and dis-
cusses commercial policies, The working of the trading sys-
tem and, in particular, the large trade imbalances among
major industrial countries and their relation to exchange rate
variations are paid particular attention. Two interrelated is-
sues — the changing commodity structure of trade in the
1980s and the large fall in commodity prices, oil in particu-
lar - are also examined. A section is devoted to the increas-
ing importance of services in international trade
discussions.

Chapter IV reviews the recent changes in financial trans-
fers. It assesses intercountry flows of financial resources in
the 1980s, including the new reverse transfers from tradi-
tionally capital-importing developing countries. The analy-
sis highlights the external debt crisis of a large number of
developing countries and other key international financial
developments. It focuses on the new pattern of trade flows
of the largest economy. The financial flows required to bal-
ance its large trade deficit are not only large but are also

changing in character. The substantial changes in the struc-
ture of financial flows and the mechanisms being used to
effect them are examined. The probable impact of this on the
pattern of prospective flows to developing countries pro-
vides the starting point for policy recommendations.

Chapter V analyses the decline in oil prices in interna-
tional markets, its causes and consequences. The changing
energy consumption patterns and petroleum production
shifts across countries that have come about as a result of the
drop in the price of oil are examined. The review of new
investment trends and the reduction in petroleurn explora-
tion and development leads to policy conclusions that em-
phasize the importance of a multilateral approach to avoid
further market instability and prolonged under-investment
in the energy sector.

Chapter VI reviews the 1986-1990 development plans of
the Furopean centrally planned economies and China, It ex-
amines past economic trends and their relation to target set-
ting in the current plans. The analysis covers the structural
changes envisaged and their relationship to the investment
process and industrial programmes. In particular, it focuses
on the modernization drive and the rapid expansion planned
for the high technology branches. In the European centrally
planned economies, CMEA integration efforts in scientific
and technological development receive special consider-
ation. The plans also emphasize the means to participate
more actively in the global trade and financial framework.

The analysis of the medium-term plan of China centres on
the efforts to reconcile a stable yet comparatively high rate
of growth with widespread economic adjustments in the con-
text of reforms launched at the end of the 1970s.

Chapter VII examines cuirent employment trends and the
persistence of high unemployment in most developed may-
ket economies It analyses the social and economic dimen-
sions of the unemployment problem and contrasts the
situation in the different industrial countries. The main hy-
potheses that attempt to expiain the phenomenon are re-
viewed and the key challenges faced by policy makers are
identified. In this context, special attention is paid to the
policy implications of the trends in unemployment, includ-
ing the role of internationally concerted action.

Chapter VIII discusses the economic performance of the
fast-growing developing countries in the 1980s, Several fac-
tors, including the role of agriculture, the export-orientation
of the economy, the reliance on external savings, the trend in
key domestic balances, and the variation in terms of trade
are reviewed in an attempt to explain why these countries did
better than other developing countries. The assessment
probes the interaction between the changing international
environment and domestic policy responses,

Economic growth in 1986: salient features

In 1986, the world economy slowed down for the second
year in a row. Global output grew by 3 per cent, which
meant that the overall increase in per capita terms was some
1.3 per cent. Real gross domestic product in both the devel-
oped market economies and the developing countries grew
by about 2.5 per cent, but the national income of the former

group grew more rapidly because of gains in their terms of
trade Net material product in the planned economies of Eu-
rope rose by more than 4 per cent. In China, despite a sharp
deceleration in comparison with the previous year, net mate-
rial product increased by 7 per cent (see table I1.1).

Inevitably, these figures mask greater divergences within




the different groups of countries. They also fail to give an
insight into the present qualitative characteristics of the
world economy.

The diversity in performance is greatest among the devel-
oping countries. So far, despite their joint efforts, national
Governments and the international community have been
unable to devise ways and means of ensuring sustained
growth for all the developing countries. In a small minority
of them, acceptable rates of growth have been attained over
the medium term; in only a handful has progress been con-
sistently good.

The majority of developing countries have not enjoyed
such sustained success, Periods of favourable growth have
often been followed by a more mediocre performance.
Many countries have stagnated over the medium term. The
only encouraging element is the evidence that fortunes may
change over time: a reversal in domestic policies, an im-
provement in weather conditions or a more favourable inter-
national economic environment have all served to reverse
the deterioration that many developing countries have en-
countered in the past decade.

The performance of developing countries during 1986
conformed to this erratic pattern. The heavily indebted
countries, with few exceptions, remained slow growers.
They were joined by the energy-exporting countries after
the collapse in the price of oil during 1986. The energy-
exporting, heavily indebted countries found themselves ina
dire predicament. The three most populous energy-export-
ing countries — Indonesia, Mexico and Nigeria — experi-
enced a significant drop in per capita income; in several
other energy-exporting countries, the fall in national income
exceeded 10 per cent.

The misfortunes of the energy-exporters were mirrored in
the gains of energy-importing countries from lower oil
prices. Even for many of these countries, however, the year
also brought bad news, in the form of a continuation of the
decline in non-oil commodity prices that characterized the
previous years of the decade. In real terms, commodity
prices are at their lowest level in more than 50 years — since
the Great Depression — and there are no signs of a general
improvement.

The countries least affected by these changes in interna-
tionat markets tend to be the large and the diversified econo-
mies. Among the developing countries, Bangladesh, Brazil,
China, India and Pakistan performed comparatively well
during 1986 (see table I1.9). Of these, Brazil is an exception
in that it is a middle-income, heavily indebted country,
whose outstanding performance in 1986 appears to have
been temporary. The remaining four countries are among
those with the world's largest populations and the lowest
incomes. Their economic growth rates during the mid-1980s
are encouraging, particularly when viewed against their
prospects of a decade or two ago.

In contrast to this general picture, the economic situation
in most countries in Africa is critical Most of the countries
in the region are small and lack the diversity of larger low-
income countries. Their greater exposure to the interna-
tional economy has been more of a cost than a benefit in

recent years, when prices for the commodities on which they
are heavily dependent have been collapsing. Weather condi-
tions improved for most sub-Saharan African countries in
1986, but civil strife in several countries continued to inflict
unacceptable human suffering.

Latin America continues to be overwhelmed by problems
emanating from its high level of indebtedness to foreign
commercial banks. A number of countries in other conti-
nents are similarly afflicted. Most of them have suffered
negative economic growth in one or more years in the recent
past. There is widespread evidence that the poorest groups
within these countries have borne the brunt of the contrac-
tion that has taken place. A continnation of the present eco-
nomic hardship in these countries will have wide-ranging
negative consequences, both within the countries them-
selves and for the world economy in general.

The diversity in economic performance among the devel-
oping countries contrasts with the similarity in the growth of
per capita incomes in the industrial countries in 1986. The
centraily planned economies of Eastern Europe and the
USSR increased net material product by about 4 per cent in
1986, most countries falling in the range of 3 to 6 per cent.
With population increasing by about 1 per cent, per capita
net material product increased by some 3 per cent during the
year.

The developed market economies as a group recorded a
similar increase in per capita income These countries are
now in their fifth consecutive year of growth and no reversal
is currently anticipated. This unusually long period of ex-
pansion of output has been maintained despite the existence
of a number of basic disequilibria in this group of countries
— disequilibria between members of the group as well as
within individual countries.

Giobal financial instability and market disequilibria:
the dangers ahead

The baseline scenario described in chapter 11 indicates that
a continuation of current policies would increase world out-
put by about 3 5 per cent during the period 1987-1988. De-
veloped market economies are likely to grow at between 2.5
and 3.0 per cent in this period, so that their per capita income
should increase at an annual rate of close to 2 per cent. How-
ever, there are no grounds for complacency. First, this rate is
inadequate to revive world trade, to alleviate debt burdens,
to reduce unemployment and to lead to a decisive narrowing
of the trade imbalances among the major industrial coun-
tries. Crisis management is likely to continue to be a feature
of the world economy under such circumstances. Secondly,
and perhaps more important, there are considerable dow-
ward risks in this scenario. A slow growth path, accompa-
nied by large domestic and external disequilibria, makes the
world economy extremely vulnerable to new shocks. Lin-
gering uncertainties regarding both the trade and fiscal defi-
cits of the largest economy and the domestic and
international policies to cope with them can lead to sudden
changes in investment plans and consumer confidence. A
deceleration of growth in the United States of America at a
time when output in major partners is sluggish would have



serious repercussions on overall growth. The possibilities of
a recession cannot be dismissed.

The fragility of the situation has also to be seen in terms of
the room for manoeuvre of the largest economy. There is no
scope for fiscal expansion; on the contrary, the required cor-
rection of the deficit calls for fiscal contraction. Monetary
policy in the United States, which was not restrictive in
1986, had to confront a rapid depreciation of the dollar in
early 1987, Partly because of this, the baseline scenario fore-
sees an increase in the interest rate of about 1 percentage
point in 1987. Persistent pressures on the dollar might lead to
a further review of monetary targets, a reduction in the rate
of growth of the money supply and even a larger increase in
interest rates. In such circumstances, investrient in devel-
oped and developing countries will decrease, with adverse
effects on global output in both the short and the longer
term.

These macro-economic imbalances are accompanied by
disequilibria and instability in a number of markets for par-
ticular goods and services. Central among these are the in-
ternational commodity markets, of which oil is the most
important. The year 1986 saw very sharp fluctuations in the
price of oil. During the first seven months, oil prices fell by
two thirds, but then recovered following the reduction in oil
output decided by OPEC in August 1986 and again in De-
cember 1986. At the end of the year, the price was about half
the level of a year earlier.

The short-run effects of the price drop on oil demand and
supply were considerable. The immediate effects on oil con-
sumption surpassed expectations based on past estimates of
the price elasticity of demand for oil. Oil consumption has
ceased to decline and, at current prices, is expected to in-
crease by about 2 per cent a year in the medium term. The
supply situation is more complex since the change in oil pro-
duction was a cause as well as an effect of the slide in oil
prices. Lower oil prices have resulted in some production
cut-backs, especially in the United States, but low operating
costs have allowed other oil-producing countries and re-
gions to continue full production. OPEC members and some
other countries have nevertheless cut back production in an
effort to maintain the new price level

An important implication of the 1985-1986 oil price drop
was the shift of income from oil exporters to oil importers,
largely reversing the income effects of the two oil shocks of
the 1970s. The longer-run implications of the fall in oil
prices depend on how long prices remain depressed. Energy
investments however have already been affected. Expendi-
tures on oil exploration and developmient, as well as on other
sources of energy, declined in 1986 and there are few indica-
tions that they will recover soon. As a result, developed
market economies will become increasingly dependent on
oil supplies from the developing countries, particularly from
the low-cost producers of the Middle East

If the world economy is to avoid the adverse consequences
of oil price volatility, it will be necessary to seek ways and
means of promoting international co-operation in this cru-
cial market, Investments in energy are long term in nature
and excessive gyrations in the market render price signals

unreliable, resulting in periodic market upheavals.

Another major area of imbalance between supply and de-
mand is the market for labour in the developed market econ-
omies, Unemployment rates in these countries nearly
tripled, from about 3 per cent in 1970 to about 8 per cent in
1986. Today, the number of unemployed exceeds 29 million.
The problem is particularly severe in Western Europe,
where the unemployment rate rose from 2.5 per cent in 1970
to 11 per cent in 1986 and where some 17 million people are
currently unemployed.

The high level of unemployment has some special charac-
teristics. Young adults have become the principal victims of
reduced entry-level recruitment opportunities; in many Eu-
ropean market economies, youth unemployment exceeds 20
per cent. The duration of unemployment has also increased:
over 40 per cent of the unemployed have been out of work
for 12 months or more. The combination of higher youth and
long-term unemployment, especially in Western Europe,
makes the social costs of labour market disequilibria partic-
ularly pervasive and debilitating. A large part of an entire
Western European generation is living with the prospect of
being unable to secure a full-time job with meaningful secu-

rity.

The economic, psychological and social problems of the
unemployed aged 50 or over are also prominent. Involun-
tary retirement and vatious incentive schemes favouring
early retirement have reduced the reported number of unem-
ployed in many countries. This group has to cope with un-
filled personal and economic expectations at a time when
longevity is on the increase and active life is being pro-
longed.

The rapid expansion of service sector employment in de-
veloped market economies has produced jobs that are often
low-paying and are held on a part-time, temporary or sub-
contracted basis. Many of these jobs are held by women -
another group that is bearing a disproportionate share of the
adjustment costs of structural change and increased labour
market flexibility.

Despite the increased flexibility of labour markets in re-
cent years, in terms both of the easing of real wages relative
to productivity growth and of the stabilization of non-wage
labour costs, employment growth has been very modest.
Unemployment rates in Western Furope appear to have sta-
bilized, but the prospects of a large increase in employment
levels are not very encouraging. After almost five years of
uninterrupted growth, no major reduction in the millions of
unemployed is in sight.

The fact that employment has not been boosted by real
wage cuts lingers over some of the critical domestic policy
dilemmas in developed market economies. Policy makers in
most Western European'countries have been reluctant to en-
gage in expansionary demand policies because it is widely
believed that Governments cannot do much to reduce unem-
ployment without touching off renewed inflation and bal-
ance-of-payments deficits. However, recent findings show
that there is a tendency for the future trade-off between in-
flation and unemployment to worsen when demand stimulus




is weak. There is mounting evidence of this “hysteresis”
effect in Western European economies. According to this
hypothesis, the cost of government inaction is not zero; it
means a more difficult policy choice for the future.

Current trends in international trade

World trade grew slowly in 1986. The only significant
stimulus was the increase in the volume of imports of the
developed market economies, part of which was accounted
for by the rise in oil imports. Exports of these economies
increased only marginally because of the sharp reduction in
the volume of Japan’s exports, the failure of exports from
the United States to grow, and the 20 per cent fall in the
imports of the energy-exporting developing countries

The volume of exports of this last group increased by
about 10 per cent. Imports of the energy-importing countries
increased a little, but were limited by the continuing bal-
ance-of-payments constraints of the heavily indebted coun-
tries. Exports of the energy-importing countries rose by
over 6 per cent; much of this increase was accounted for by
the sales of the major exporters of manufactures to the devel-
oped market economies.

Coupled with the changes in international prices, these
shifts in the pattern of trade led to important changes in the
balance of trade. The developed market economies’ trade
deficit of $40 billion in 1985 turned into a small surplus in
1986. Within the group, the United States deficit and the
surpluses of the Federal Republic of Germany and Japan all
increased, and an important feature of international trade in
1986 was the apparent failure of the large exchange rate
movements during the year and in 1985 to correct these im-
balances. The developing countries’ overall trade surpius
shrank, the energy exporters’ surplus declining by consider-
ably more than the energy importers’ deficit. The overall
balance of trade of the Eastern European planned economies
deteriorated, but a drastic reduction in imports and a large
increase in exports led to a decline in China’s trade deficit.

Some of the current features of international trade are re-
flections of the continuing long-term changes in the struc-
ture of production and demand in the world economy. The
composition of the world product is changing along a histor-
ical trend, with a shift from the primary sector to manufac-
turing and, in developed countries, a sharp increase in
services. Much of the output of any country is not tradable;
in world trade, however, manufactures have long grown
faster than primary commodities and at present account for
over 60 per cent of world merchandise trade.

Despite the increased global importance of trade in manu-
factures, most developing countries still depend heavily on
primary conunodities to generate foreign exchange. Almost
three quarters of the developing countries depend on pri-
mary commodity exports for over three quarters of their ex-
port earnings. This high degree of dependence means that
the continued declines in commodity prices in 1986 had seri-
ous consequences for many countries. While some develop-
ing countries gained, there was a 30 per cent decline in the

terms of trade of the developing countries with the devel-
oped market economies in 1986, and the group as a whole
suffered an unprecedented terms-of-trade loss estimated at
$94 billion for the year.

The continuing weakness of non-fuel commodity prices
during the 1980s is a result partly of the slow growth of the
world economy and partly of some fundamental changes in
the developed countries. The shift to services has meant a
pattern of production that is less material intensive. At the
same time, the quantity of materials required per unit of out-
put of poods has been declining. These two irreversible
changes have reduced the use of primary products per unit of
gross domestic product.

A further reason for the weakness of commodity prices is
that supply has failed to adjust adequately to the level of
demand. Even in a sector where demand has increased and
will continue to do so, namely food, there is a sharp mis-
match between supply and demand at the global level. Some
large developing countries have achieved the goal of self-
sufficiency in food and their demand for imports has fallen
accordingly. These efforts have not been matched by adjust-
ments in the policies of the developed countries, leading to
global overproduction of some products.

The developing countries still account for only 12 per cent
of total manufactured exports but were responsible for the
bulk of the increase in this trade in 1986, when manufac-
tured exports of the developed market economies remained
practically stagnant and those of the planned economies in-
creased only slightly. There is an increasing concentration of
manufactured exports within the developing countries, 10
countries and areas accounting for 80 per cent of the group's
total. In 1986, exports from these few countries increased by
15 per cent, mostly to the developed market economies since
demand from the developing economies, especially the en-
ergy exporters, had contracted.

International trade in services has matched the growth of
trade in goods, non-factor services remaining at about 20 per
cent of total merchandise trade for the past decade. How-
ever, the proportion of traditional services, such as shipping
and other transportation, has been declining, while the share
of information-based business services has been expanding
rapidiy.

An acceleration in the pace of international trade is critical
to the solution of the debt problem and to a smooth unwind-
ing of the trade imbalances of industrial countries. The out-
look, however, is for a rather modest growth of trade in the
next few years. This vulnerability exposes the world econ-
omy to grave danger from a number of threatening sources.
With constrained export growth, debt servicing might be-
come irregular in more debtor countries  Protectionist pres-
sures in large industrial countries might intensify and
exacerbate present tensions, any action precipitating wide-
spread retaliation . In addition to the strains under which it is
already struggling, the international trading system seems
certain to face further difficulties unless a number of major
policy decisions are taken.



The transfer probiem in the second half of the 1980s

Many capital-importing developing countries, particu-
larly oil exporters, had to draw heavily on their foreign ex-
change reserves to finance larger current account deficits in
1986. For the capital-importing developing countries as a
group, it is estirnated that there was a net outflow of finan-
cial resources — net capital flows minus net investment in-
come — of $24 billion in 1986; this is the same as the revised
estimate for 1985. In each of those years, 24 countries expe-
rienced negative net resource transfers. In such countries as
the Republic of Korea, this was the result of the strong
growth of export earnings; in most cases, it reflected mainly
import limitations and constrained economic growth
brought about by the inadequate availability of external fi-
nancing. In 1986, net inflows of official financing continued
to be insufficient to offset the negative net transfers arising
from private flows.

Net credit flows to the United States, in contrast, ex-
panded by $24 billion in 1986, reaching $147 billion. States
members of the European Economic Community, especially
the Federal Republic of Germany, were again a major source
of these inflows but flows from Japan were more than twice
as large, reaching $53 billion. Of significance for the future
course of capital inflows to the United States and for the
exchange rate of the dollar, net private credit flows were $11
billion lower in 1986 than in 1985. This decrease was more
than offset by an expansion of foreign official inflows into
the United States, mainly the result of official intervention in
the foreign exchange markets to slow the fall in the value of
the doilar,

The institutional changes in international finance that have
been under way in recent years reached dramatic propor-
tions in 1986. Net international purchases of securities by
Japan were almost $70 billion, while net sales of securities
abroad by the United States were almost $20 billion. Three
years earlier, these flows were virtually non-existent. De-
veloping countries are largely bypassed by such flows: they
were able to arrange $7 billion of new international bond
issues in 1985, a peak year, but only $3 billion in 1986.

Total international bank lending continued to grow
strongly in 1986. It was concentrated on borrowers in the
major financial markets and especially in support of, or as
part of, international securities operations. International
commercial banks continued their withdrawal from me-
dium-term lending to developing countries; this accounted
for orly 6 per cent of new bonds and medium-term bank
financing in 1986, in contrast to roughly one quarter in the
early 1980s.

Developing countries have not been favoured by recent
trends in foreign direct investment. Net flows to the capital-
importing countries have stagnated at between 38 billion and
$9 billion since 1983. Direct investment flows among devel-
oped market economies continue to flourish, the most pro-
nounced recent trend being the growing net investor position
of Japan in foreign manufacturing and in services, especially
financial services.

The international growth of Japanese banks, fuelled in

part by domestic funds and in part by resources mobilized in
foreign markets, raised Japan to the status of the world’s
largest international banking nation in 1985. By September
1986, Japanese banks held over $1 trillion in international
assets, equivalent to almost one third of the world total; the
next largest was the United States, with a share of less than
20 per cent, Japanese investment banks have also assumed a
major role in international securities markets.

While the large current account surpluses of some of the
developed market economies should naturally flow to capi-
tal-scarce countries, this is not occurring. Recently, concern
about this state of affairs in various countries, Japan in par-
ticular, has led to initiatives to recycle a larger part of those
surpluses to developing countries. Such initiatives appear
promising, but the progress achieved has been overwhelmed
by other developments.

Indeed, the dynamism in international financial relations
among the developed market economies stands in sharp con-
trast to the stagnation of North-South financial flows. Not
only has there been diminished interest in private sector in-
vestment in the developing world, but official flows have
also weakened. Non-concessional bilateral credits, primar-
ily export credits, have decreased, but so too have credit
flows from the International Monetary Fund; indeed, repay-
ments to the Fund of earlier loans (excluding payments of
Fund charges) exceeded new credits to developing countries
by almost $3 billion in 1986,

The strongest component of official flows to developing
countries — aside from grants, which largely reflected the
generous international response to the African food emer-
gency - has been the flow from the multilateral develop-
ment institutions. This component was strong mainly in
comparison with a seriously weakened situation elsewhere.
In 1985, the net transfer of resources associated with total
official lending had become negative or was very small for
all major categories of creditors except the multilateral insti-
tutions. The net transfer associated with those institutions,
however, peaked in 1982,

‘There are no indications of any recharging of official fi-
nancial flows for development. A widely shared assessment
of the prospects for official development assistance is that it
will grow by no more than 2 per cent annually in real terms
during the remainder of the decade. Nominal gross resource
commitments of the multilateral development institutions —
a rough proxy of current and forthcoming disbursements
and operations — recovered from an earlier fall by increas-
ing 15 per cent in 1983, but then grew only 4 per cent in
1986.

Under current trends, private flows to developing coun-
tries will be limited at best; the reductions that have already
taken place are unlikely to be replaced by official flows. In
any event, the weak expectations for the growth of world
trade raise doubts about the volume of new net credit inflows
that many developing countries could service. The growth
of only 4 per cent in the total debt of the capital-importing
developing countries in 1986 may itself have been excessive
in that the level of debt of many countries already exceeded
what they could service. The ratio of debt to foreign ex-




change earnings of the capital-importing countries as a
whole is estimated to have reached a new high of 213 per
cent in 1986 ~ about one quarter more than at the beginning
of 1982.

The economic burden of servicing debt has grown corre-
spondingly for many countries. Sub-Saharan Africa (ex-
cluding Nigeria) has recently had to pay almost 4 per cent of
its GDP in interest charges alone, compared with well under
2 per cent in the late 1970s. These countries’ interest pay-
ments since 1984 were equivalent to about 25 per cent of
investment spending and almost 20 per cent of the value of
imports, both of which are alternative uses of the resources
involved. For a group of 15 middie-income, heavily in-
debted developing countries, interest payments absorbed
less than 2 per cent of GDP in 1978, over § per cent in 1982
and still over 4 per cent in 1986. Since 1983, interest pay-
ments have been over 25 per cent of investment and over 50
per cent of imports for these countries. Current expectations
are that the ratio of interest payments to GDP for this group
of countries will fal}, but will remain in the neighbourhood
of 3.5 per cent in 1990

Redirections in policy in the centrally planned
economies

In the centrally planned economies, the second half of the
present decade promises to be a time of major economic
restructuring stemming from far-reaching institutional read-
justment. This process, which is already under way in the
majority of these countries, was fostered by the pressing
need to overcome the slow-down in growth and the persist-
ent economic imbalances of the previous quinquennium, and
has been stimulated further by the ongoing reassessment of
development priorities, policies and practices in the Union
of Soviet Socialist Republics.

The exhaustive policy discussions on the formulation of
the socio-economic strategy for the current medium-term
plans in the Eastern European countries and the USSR cen-
tred on the identification and elimination of the fundamental
causes of the sluggish economic performance of recent years
and aimed at shaping the ways and means of generating a
more buoyant and sustainable pace of expansion. The deci-
sion makers had to come to grips with slowly expanding
productive resources, embedded rigidities in management
and planning systems, slow productivity growth and inade-
quate export performance. The remedy to those problems
was sought in a strategy of resource-efficient growth
through consistent systemic changes and more vigorous in-
vestment and structural policies, bolstered by an accelera-
tion of technological progress.

The medium-term plans for 1986-1990 of all the European
planned economies stress the need for more rapid capital
formation in order to buoy the growth of output and to un-
dertake structural change so as to increase productivity in
the years ahead. The new plans emphasize the further cor-
recting of the external sector through positive adjustment
policies that envisage marked structural changes in the com-
position and quality of production and the material and en-
ergy intensity of output. The objective is to re-equip the

productive structure through more rapid growth of invest-
ment, the accelerated replacement of obsolete fixed assets
and cuts in gestation periods and construction costs.

Industry is to be the fastest growing sector in all of these
economies. Structural changes are expected to bring about a
sharp rise in productivity, particularly in high-technology
branches. The output of energy and material-intensive pro-
duction is to increase moderately, even though extensive
renovation of fixed assets in those sectors is also contem-
plated. The medium-term targets for the agricultural sector
and the food industries are designed to ensure greater self-
sufficiency and, where feasible, exports. Eliminating vul-
nerability to weather fluctuations, curtailing losses and
improving the agro-industrial infrastructure appear to be the
major objectives. Construction activity will expand only
modestly, but more emphasis will be placed on shortening
gestation periods and improving both the quality of output
and labour productivity. Important features of the new plans
are greater attention to environmental policy and moderni-
zation of infrastructure.

The plans remain firmly committed to steady, if modest,
increases in personal consumption levels. Gains in this area
will be linked more closely to growth in overall output and
efficiency by making renumeration more dependent on pro-
ductivity gains. All plans highlight the need for consumer
price and income policies to be more active and flexible in
balancing supply and demand for goods and services.

The measures envisaged to promote these objectives are
twofold, First, each country has been re-examining its de-
velopmental priorities and the ways and means of imple-
menting its objectives. In several countries, further
decentralization of decision-making is to proceed by way of
market-like instruments of indirect economic co-ordination
and their supporting institutions. One set of changes envis-
aged involves the enhancement of the role of indirect eco-
nomic levers and incentives by appropriate modifications in
management, pricing and procurement systems. Secondly,
the intra-group institutions and policies, especially within
the context of CMEA, are to be recast.

Greater importance is being attached to the steady devel-
opment of East-West trade and economic co-operation,
which will be decisively influenced, first, by the interna-
tional political and strategic climate and, secondly, by the
adaptation of contractual and institutional mechanisms to the
commercial and financial changes. In this context, the plans
emphasize more active participation in global trade and fi-
nancial frameworks and the need to promote exports of man-
ufactures with a substantial value added content. They
accordingly stress the need to reshape the trade mechanisms
of these countries.

Trade among CMEA members is to expand sharply —
increasingly by means of direct ties amoeng economic agents
at different levels of the planning hierarchy. One focus of
CMEA integration efforts is the implementation of the com-
prehensive programme for co-operation in science and tech-
nology, which seeks to promote direct and permanent
intra-group links in research, development and production.
The steady development of trade and economic co-operation
with other groups of countries is also emphasized.



Structural adjustments in China

The key objective of the current medium-term plan of

China is to stabilize the economy, while continuing with the
widespread economic adjustments in the context of reforms
launched since the late 1970s. The 1986-1990 plan calls for
further progress in the reform of the enterprise, pricing and
finance systems; a more pronounced shift away from capi-
tal-intensive production is emphasized. To gain room for
reform and yet eliminate imbalances in the domestic econ-
omy and in external trade and payments, a deceleration in
the growth of aggregate cutput is planned. At the same time,
the composition of output should shift from the primary to
the tertiary sector. The adopted moderation in growth tar-
gets serves the purpose of easing bottle-necks in energy,
transport, intermediate goods, consumer durables and, in
particular, the external sectors.

Agricultural growth and rural industrialization are to con-
tinue at a steady pace, though well below the highly dynamic
pace of the early 1980s. The sector’s buovancy is becoming
increasingly dependent on an upturn in capital formation
and improvement in production and distribution systems. In-
dustrial policies recognize the need to bolster growth in ba-

sic sectors, such as energy and primary industrial inputs,
and to {oster consumer goods industries in order to meet the
pent-up demand that has resulted from gains in personal in-
contes in recent years. A brisk pace of investment in produc-
tive capacity, infrastructure and housing is projected,
although at a lower rate than realized in recent years and
with greater control over the extrabudgetary investment of
enterprises and local government. The immediate focus of
trade policy is to reverse the foreign trade and paymemts
deficit, while acquiring the technology and materials essen-
tial for economic growth and promoting exports of manufac-
tured goods. At the same time, China's policy regarding
foreign direct investment and foreign credit is rather cau-
tious.

The current schedule of ongoing economic reform centres
on the reshaping of urban enterprise management, including
wage and employment systems, the focus to be directed by
the end of the decade towards adjustments in macro-eco-
nomic planning and control, prices and finance. Yet the pace
of the process is still uncertain Reforms will apparently be
implemented with considerable caution and restraint in or-
der to avoid organizational disruptions and aggravation of
inflationary pressures.

Policy conclusions

World economic growth is at present weak and fragile,
The prevailing uncertainties point downwards: the simulta-
neous occurrence of only some of the latent negative influ-
ences could readily move the world economy into global
recession. Unless international trade prospects improve, it is
unlikely that significant progress will be made towards solv-
ing the debt crisis or speeding up the reduction of the large
trade imbalances of the industrial countries; the economic
stagnation in most medium-sized and small-sized develop-
ing countries could continue, widening the income gap be-
tween most developing countries and the industrial world;
tigh unemployment might persist in developed countries,

To change this scenario, domestic efforts are required in
all countries. But some measures clearly require joint
action. Mutually supportive measures are necessary in the
interdependent world econoiny of the 1980s. The economic
and political interrelationships among issues have to be
taken inte account.

In any assessment of the international situation, the first
priority must be the stabilization of economic relations
among the major actors in the world economy. No plans for
the organization of the international economic system have
seriously considered a situation of major conflict of interest
among the most advanced economies of the world. It has
been assumed, over the years, that their interests in the man-
agement of international economic affairs would fundamen-
tally coincide, as in many matters they have

‘The present situation is one in which the Governments that
command decisive influence over the world economy find
themselves in dispute over the economic policies they ought
to adopt. The conflict is real and serious. There is broad
agreement on principles, but there are great obstacles.
Long-term commitments regarding some key domestic poli-
cies, public opinion and the views of smaller but influential

groups are among the major obstacles because they may im-
pede the implementation of measures that are agreed among
policy makers. The measures taken to implement collective
decisions must include public awareness campaigns. Lead-
ers of the major industrial countries have to emulate the re-
solve of those of their counterparts in developing countries
who have adopted bold, sometimes unpopular, reforms,

A more assertive stance on the part of the leading econo-
mies is indispensable to extricate the world economy from
its present predicament. Unless these Governments are able,
collectively, to remedy the imbalances and other disequili-
bria in the world economy, other measures will prove inef-
fectual

Policy issues requiring action within a multilateral
framework

Trade is the first concern. The multilateral trading system
has been eroded by bilateralism and managed trade. There
has never been any lack of verbal commitment to improve
the system and past experience shows that liberalization ef-
forts can be successful if they are backed up by action. The
commitments made at Punta del Este, Uruguay, marked an
important step towards strengthening the system and pre-
venting its further deterioration: it is necessary to ensure
that these commitments are carried through

The major difficulties confronting the trading system are
already well known; they have been analysed and discussed
in great detail over the years in numerous forums, including
the various GATT committees, especially since the GATT
Ministerial Declaration of 1982. Familiarity with the prob-
lems and the dangers they pose have not prevented their es-
calation. Protectionism seems set to embark on another
world-wide rampage, as countries begin an acrimonious de-




bate and adopt forceful but short-sighted measures, The ne-
gotiating process that has already begun as a follow-up to the
decisions at Punta del Este provides the opportunity to halt
this process, but a much greater political will than has been
evident in the recent past is necessary for the successful
completion of these negotiations. Early implementation of
the standstill and call-back provisions remain an important
priority.

The recently amnounced intentions of the centrally

planned economies to enhance their role in the process of

world-wide economic change and to participate more ac-
tively in international trade, financial intermediation and
technological development open the possibility of exploring
ways by which this could be achieved in the existing or a
modified multilateral framework. The more flexible option
of engaging in international trade at the enterprise level
should invigorate the trade of the centrally planned econo-
mies.

A major threat to the trading system stems partly from the
persistently large trade imbalances of the large industrial
countries. Multilateral surveillance could help prevent large
disequilibria, lead to a more symmetrical adjustment proc-
ess and be less costly in global terms than the present ar-
rangements Notwithstanding these potential benefits,
progress in this field has been modest. The work of the Inter-
national Monetary Fund and its members to strengthen mul-
tilateral surveillance through the use of objective economic
indicators is a promising avenue. It would enable Govern-
ments to assess the interaction of domestic policies and the
performance of major cconomic actors, and to examine the
impact of their decisions on developing economies More
decisive support by all for the process of multilateral consul-
tation and for the policy role of the Fund is fundamental if
surveillance is to be effective in addressing major world eco-
nomic problems.

Excessive instability in foreign exchange markets is add-
ing to global uncertainties and hampering trade-related in-
vestment. There would seem to be a convergence of opinion
in the views of the Group of Ten (of the developed couatries)
and the Group of Twenty-four (of the developing countries)
that what is required is not a system of fixed exchange rates
but one that permits flexibility with a degree of stability.
Discussions on this issue continue in the Interim Committee
and the Executive Board of IMF. Giobal needs clearly point
to the importance of expediting the consideration of this is-
sue. Progress could pave the way for an international mone-
tary conference to decide on the global framework for
exchange rate policies and also consider other outstanding
issues included in the most recent reports of both the Group
of Ten and the Group of Twenty-four.

The violent swings in oil prices, the large changes in the
export earnings of energy-exporting countries and in the im-
port bills of energy-importing countries, and the drop inen-
ergy investments in 1986, which might lead to disruptions in
energy supplies in the years ahead, call for the close moni-
toring of the energy situation and for the exploration of ways
in which oil markets could be made more stable. A promis-
ing dialogue between producers and consumers has begun;
still, there is a clear need for better global monitoring and

analysis of oil market developments. The United Nations,
especially the Economic and Social Council, could initiate
such a process.

For developing countries, expeditious and flexible access
to official compensatory financing remains a key factor in
avoiding the adverse effects of excessive fluctuations in ex-
port earnings. The widening in users of the Compensatory
Financing Facility (CFF) of the International Monetary
Fund s an important step forward. Nevertheless, the re-
sources of the Facility are too small in relation to recent
fluctuations in export earnings and consideration should be
given to the enlargement both of the Facility and of other
similar schemes, such as the Stabex system of the European
Economic Community. In the meantime, the effectiveness of
such facilities should be further enhanced to cope with
present problems. Use of CFF could be more automatic and
drawing limits could reflect the medium-term financial
needs and repurchase prospects of individual borrowers
more closely, rather than being rigidly linked to Fund quo-
1as.

There is a need for new approaches to solve the debt crisis
of the majority of developing countries In resolution
41/202, adopted by consensus, the General Assembly recog-
nizes the wide dimensions of the problem, the need for com-
mon commitment and mutual co-operation and the
importance of action in a number of areas. The recognition
that growth-oriented adjustment is part of the solution im-
plies that sustained efforts by developing countries to re-
structure their economies should be supported by a level of
net transfers that allows them to increase their domestic cap-
ital investment. Apart from general policies leading to faster
growth in international trade, which are likely to be accom-
panied by a movement of primary commodity prices to-
wards their historical norms, three lines of action appear
important.

First, there should be more comprehensive relief of the
official debt of low-income countries, particularly countries
in sub-Saharan Africa. This relief should be agreed upon in
the context of the adjustment requirements and investment
needs of individual countries, as contemplated in the new
initiatives being considered by the Paris Club It is also nec-
essary to ensure that new arrangements lead ultimately to an
additional net flow of official financial resources to low-
income countries. Secondly, official and non-official credi-
tors should contemplate ways to reduce interest costs in the
context of debt restructuriag exercises. The trend towards
the elimination of fees and commissions and the reduction of
spreads in the restructuring process, as well as the shift from
the prime rate to LIBOR, are important steps, but, in most
cases, progress towards achieving a rebate on interest — on
either concessional or commercial debt — has been wanting.
Thirdly, there has been increasing recognition that current
levels of external liabilities are unsustainable for debtors and
the market has discounted the value of their commercial debt
accordingly. There is, therefore, a case for additional forms
of debt relief for non-concessional loans: both lenders and
borrowers have an interest in ‘‘clearing the books™ of the
developing countries’ debt in its present form. In the context
of restructuring exercises, for example, it is in the interest of



both parties if banks provide some debt relief when the pol-
icy package presented by the debtor country will clearly en-
hance its financial position in the medium term and thereby
improve its debt-servicing capacity.

A more comprehensive approach would be the establish-
ment of a multilateral agency — preferably as part of an
existing institution — to purchase the debt of developing
countries from commercial banks at current market value
and to convert it into new forms of liability that would allow
debtor countries some relief and a different maturity struc-
ture, Under the auspices of the United Nations University,
the World Institute for Development Economics Research is
considering a proposed Debt Reconstruction Facility con-
taining these elements, It would be funded primarily through
recycling part of the external surplus of Japan and would
receive financial support from other countries.

Enhanced support by the multilateral development institu-
tions is critical at this time. Investment levels in developing
countries have been declining, but there is a continuing need
for infrastructural investment to ensure that the foundations
for economic growth are not lost. Industrial countries should
increase their support for the lending programmes of the
World Bank and the regional development banks. The pro-
posed general capital increases should be effected expedi-
tiously; in the case of the Worid Bank, this is long overdue,
The soft loan resources of all the multilateral financial insti-
tutions should also be increased, particularly in view of the
decrease in the value of the dollar. The recently agreed
eighth replenishment of the International Development As-
sociation at a level of $12.4 billion may be considered a large
increase when compared with the seventh replenishment,
but it is no larger than the sixth replenishment in real terms.
Despite recent efforts such as this, net resource flows to
developing countries are not increasing adequately. In par-
ticular, much remains to be done to achieve the policy tar-
gets envisaged in the United Nations Programme of Action
for African Recovery and Development 1986-1990 {General
Assembly resolution S-13/2),

The Venice summit meeting of the Group of Seven major
industrial economies in June 1987 and the seventh session of
UNCTAD in July will provide the international community
with the opportunity to progress on many of the questions
identified above. An essential part of the process, however,
is not only agreeing on principles, but deciding who should
do what and ensuring — and monitoring -— implementation.
Firm political support for the multilateral system of eco-
nomic co-operation should enhance the prospects of over-
coming the problems of the industrialized countries and
achieving the universally accepted goal of accelerated
growth in the developing economies. Moreover, through
their feedback effects, the two processes should be mutuatly
reinforcing. The resulting international environment will

serve as a framework for and be strengthened by a variety of

policy measures adopted at the national level

Policy issues requiring concerted action among
countries and measures at the domestic level

As recognized by the policy makers of the major industrial
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countries at the Louvre meeting in Paris in February 1987, a
set of co-ordinated policies among the key developed econo-
mies is required to extend the life of the present economic
recovery and to achieve a smooth reduction in the large trade
imbalances. The elements of the policy package include a
reduction in the budget deficit of the United States, an ex-
pansionary fiscal stance in the Federal Republic of Germany
and Japan and a co-ordinated monetary policy to stabilize
foreign exchange markets and avoid interest rate increases.
There is considerable agreement on the direction of policies
and some appropriate measures are already in place, but
there is still hesitation regarding required magnitudes. Un-
less individual countries are able to compromise on some of
their long-standing domestic commitments at the Venice
summit meeting, growth is likely to remain sluggish. How-~
ever, as shown in chapter I, a policy scenario in which the
major actors jointly take appropriate decisive action is likely
to lead to a rate of growth in industrial economies of close to
3 per cent in 1987, an even higher rate thereafter and only a
negligible increase in inflation.

Despite an enhanced flow of information regarding eco-
nomic co-operation among developing countries, such trade
and financial activities have developed slowly. Nor has
much progress been achieved in trade and financial schemes
at the regional and subregional levels, even though the most
dynamic economies are part of the developing world. More
ambitious South-South co-operation schemes than those es-
tablished to date need to be developed to spread growth and
benefit from the fast-growing developing countries. A gen-
eralized system of preferences among developing countries
and regional and subregional agreements, focusing on trade
creation rather than trade diversion, could significantly en-
hance developing countries’ prospects for faster and more
efficient industrialization. The larger and more dynamic de-
veloping economies could play a key role by opening up
their rapidly expanding domestic markets as a quid pro quo
for more apen markets for their exports in other developing
couniries.

The centrally planned economies are making concerted
efforts to strengthen systemic changes in the institutional
framework of intra-CMEA co-operation. One of the key as-
pects of these changes is the emphasis on a joint programme
for scientific and technical progress. Supported by a reshap-
ing of the external sector of CMEA members, promotion of
cross-border ties at the enterprise level and encouragement
of joint venture production in priority areas, this new policy
should accelerate exports in the medium-term and relieve
the current account pressures that some members now face.
Simultaneously, closer interaction with developed market
economies would facilitate the renovation and moderniza-
tion of the capital stock in key branches, machine-building
in particular. If the international political climate permits,
imports of capital goods from developed market economies
or collaboration in the area of science and technology could
speed the process of technological transformation in the cen-
trally planned economies.

Many developing economies, especially least developed
countries heavily dependent on a few primary commodities
for their export earnings, have fragmented economies and
limited adjustment capabilities; they require substantial




changes in their production structures. The formulation and
implementation of the necessary national development strat-
egies are the responsibility of each country, but international
financial support — particularly in the first stages - re-
mains important. There is a clear need for more decisive,
sustained multilateral and bilateral financial assistance for
those developing countries making efforts to transform and
diversify their economies.

The analysis of the few successful development experi-
ences of the current decade suggest some common elements
in the policy approaches of fast-growing developing coun-
tries. First, in countries with agricultural potential, sus-
tained efforts to increase farm productivity and to reward
farmers and peasants accordingly should lead to substantial
gains in agricultural output in the long-term. Secondly, do-
mestic disequilibria should not be allowed te accumulate,
nor should economies resort primarily to external financing
to postpone the adjustment called for by such disequilibria.
Thirdly, increased reliance on domestic resources and a
higher savings rate are likely to ensure a more steady expan-
sion in productive investment. Fourthly, while a wide array
of policies in several areas is usually necessary to accelerate

il

growth, it is critical that structural policies be carried outin a
macro-economic policy framework that, while providing
stability, does not work at cross-purposes with supply side
measures. This requires consistency between development
policies and fiscal, monetary and balance-of-payments poli-
cies.

The persistence of high unemployment in a large number
of European market economies calls for renewed efforts to
provide additional employment opportunities and to tackle
those factors that impede the smooth functioning of labour
markets. Measures in this area should be accompanied by
actions to increase the demand for labour. There is a case for
expansionary policies to reduce unemployment, especiaily
in those countries where inflation is low, where the cycli-
cally adjusted (or structural) budget deficit is close to zero
and where there is no pressure on the balance of payments. If
such countries move decisively, others with high unemploy-
ment but with pressure on their external accounts would be
in a position to expand more freely. Under such conditions, a
mutually reinforcing acceleration of growth would be ac-
comnpanied by a marked reduction in unemployment.






CHAPTER I

WORLD ECONOMY IN PERSPECTIVE:
KEY FEATURES, POLICIES AND PROSPECTS

Global Overview

In 1986, the world economy slowed down for the second
year running. Global output grew by only 3 per cent, com-
pared with 3.4 per cent in 1985 and 4.5 per cent in 1984. On
average, economic conditions for the peoples of the world
improved only marginally in 1986 World output per capita
increased by about 1 per cent. This was half the average pace
achieved in the 1970s and only a third of that of the 1960s.

The onset of economic depression in many energy-export-

ing developing countries and a significant deceleration in the
pace of economic growth in China, Japan and North Amer-
ica were the major factors behind this decline (table 11.1).
Large swings in the terms of trade, brought about by unprec-
edented changes in key raw material prices and exchange
rates, and policy responses to them were the major determi-
nants of economic change in the world economy in 1986.
The slow-down in global economic activity in 1986 exacer-
bated two serious problems facing the world economy.

Table IE.1.  Growth of world output® and trade, 1971-1988

Level
in 190> __Average
(billions  1971-  1981-
of
dellars) 1980 [YB6 1984 1085 ]986c }OR7d [9BRd
Percentape change
Cutput
World ig 7 43 34 30 32 37
Developing countries 2083 36 s 22 20 25 27 38
Net energy importers {160 50 28 38 34 55 43 45
Net energy exporiers 925 64 03 00 00 -16 035 27
Developed market economies 7640 3i 22 47 29 24 26 30
North America J866 29 24 64 28 26 27 34
Western Europe 3467 29 15 24 23 24 24 24
Yapan 1060 47 36 51 45 15 26 390
Centrally planned economies of Europee 5.2 33 38 36 43 41 45
China® 57 8B 120 123 70 70 70
Frade
World trade volumef 1990 50 27 89 32 35 30 490
Memorandum items:
Per capita output
Developing countries 90006 34 09 01 -03 03 05 16
Developed markei economies 102962 23 6 41 22 17 19 23

Source. Depertment of International Econemic and Sociat Affairs of the United Nations Seeretariat

Real gross domestic product The ciassification of countries into the various analyticsl groups is

shown in the explanatery notes to the present Survey Output dista for these country groups and
for each member country are aggregated with weights estimated on the basis of 1980 prices and
doltar exchange rates Developed market economies are aggregated with weights based on 1982

prices and dollar exchange rates

Preliminary estimates

oo o

GNP or GDP [evel in 1980 based on 1980 prices and dollar exchange rates

Forecasts thased on Project LINK and other institutional forecasts) Projections for 1987-1988

are based on an average crude oil export price of $17 a barrel

Net material product

-

o
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First, the international debt situation remains precarious.
The total external debt of the developing countries has
grown to almost $1,000 billion and the ratio of debt-service
payments to exports for the group as a whole reached a rec-
ord level in 1986. Involuntary bank lending has become the
main feature of private financial flows to many developing
countries as net private financial flows to many of these
countries have virtually halted (see chap. I'V below), Interest
payments on external debt by the developing countries —
over $63 billion in 1986 - continued to be a major drag on
their capacity to import and weakened their ability to grow,
while the net transfer of resources from developing to devel-
oped countries amounted to about $24 biilion for the second
year in a row.

A second adverse effect of the sluggish pace of global eco-
nomic activity was the continued very high unemployment
rates, especially among the young, in many developed and
developing countries. Employment surveys in developing
countries indicate unusually high rates of urban unemploy-
ment, while in 10 out of 21 developed market economies,
unemployment rates are currently in excess of 10 per cent,
and in two countries nearly a fifth of the labour force is out
of work.

During the period 1987-1988, the global economy is pro-
jected to grow by about 3.5 per cent a year. This modest gain
over the mediocre performance in 1986 is chiefly the resuit
of two uncertain and, to a large extent, transitory forces: a
mild economic rebound in the energy-exporting countries
(on the assurnption that the price of oil will not fall below its
level of early 1987) and an inventory-led cyclical upturn in
the United States. If the macro-economic policy stance of
the key industrial countries remains largely the same as in
early 1987, projections for 1987-1988 indicate that world
trade will remain sluggish, interest rates will not decline any
further and will begin to increase, unemployment rates in
industrial countries will remain high and the external im-
batances of the major industrial countries will persist. How-
ever, two alternative policy scenarios presented later in this
chapter suggest the possibility of a significant improvement
in global economic performance.

The medium-term outlook does not point to any decisive
improvement in global economic growth. The siow pace of
capital formation, caused by sluggish growth of aggregate
demand, lingering uncertainties and high real interest rates
in a large number of countries, remains a major obstacle to
faster output expansion, and to sustained improvement in the
standards of living of all people throughout the world.

Developments in 1986 and early 1987

Owing to the slow-down in Japan and North America, the
developed market economies grew by only 2.4 per cent in
1986, compared with 2.9 per cent in 1985 and 4.7 per cent in
1984. The sharp decline in exports to the developing coun-
tries, especially to the energy exporters, and the continua-
tion of relatively non-accommodating macro-economic
policies in a few key industrial countries were the major
factors behind the economic slow-down. Several Western
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European economies, however, experienced a modest accel-
eration in their pace of economic activity in 1986. Indeed,
most countries in the group entered their fourth or fifth year
of continuous expansion, which by post-war standards is an
atypically long period for a cyclical upswing; as at early
1987, there were no clear signs of an impending generalized
siump. The industrial countries as a group continued to ex-
perience significant gains in per capita income in 1986. At
the same time, greater convergence in their real output
growth rates emerged, though at a lower rate than in 1985.

The aggregate gross domestic product of the developing
regions grew by only 2.5 per cent in 1986, which implies
that, for the group as a whole, there was virtually no gain in
per capita output that year. More significantly, average per
capita income fell by about 4 per cent during the year,
largely as a result of a marked deterioration in their terms of
trade.

In most developing countries, agricultural and food pro-
duction increased at the same rate as population, or faster.
Industrial expansion, however, remained sluggish, Mining
activities continued to face depressed export markets. On
the whole, manufacturing expanded slowly as domestic de-
mand remained weak and balance-of-payments constraints
hindered imports of industrial inputs.

Diversity characterized the economic performance of in-
dividual developing countries in 1986 as it has in many years
recently. More than half those countries had a growth rate of
output equal to or less than that of population (see table I1.2),
although most energy-importing developing countries ex-
panded output significantly faster than population. Per cap-
ita gross domestic product in the Republic of Korea
increased by close to 10 per cent, while it increased at be-
tween 2.5 per cent and 6 per cent in Argentina, Brazil,
Chile, Colombia, Cyprus, India, Pakistan, Turkey and Uru-
guay. In contrast, whole areas were affected by the decline
in oil prices, in particular West Asia and North Africa, and
the per capita gross domestic product of the large majority of
energy-exporting developing countries fell considerably in
1986. It was the unprecedented deterioration in the terms of
trade of this group of countries and, to a lesser extent, of
other exporters of primary commodities that was the cause
of the overall decline in per capita income in the developing
countries during the year.

Taking a longer-term perspective, per capita output of the
developing countries, on average, fell by about 1 per cent a
year during the period 1981-1986, in contrast to the devel-
oped market economies, whose average per capita output
rose by 1.6 per cent a year over the same period. An impor-
tant reason for this difference has been the disparity in aver-
age rates of population growth: the average growth rate of
2.2 per cent a year for the developing countries was more
than three times that of the industrial countries.

A major concern in the current period of sluggish and, for
most developing countries, unstable growth is the protection
of the most vulnerable groups of the population. The prob-
lem is compounded even further because large domestic ad-
justments are required to confront the changing international




Figure I.1. Nominat and real crude oil prices
{Dollars per barrel)
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economic environment and this limits policy-makers' room
for manoeuvre.

Developments in 1986 present a mixed picture regarding
the poorest segments of the world’s population. In one large
economy, Indonesia, average per capita income declined in
1986 and the welfare of the lower strata of the population
suffered accordingly. On the other hand, rapid economic
growth in two other populous countries ~- Brazil and India
— was an important factor in increasing consumption among
the poor in 1986, although the gains achieved by low-income
groups in Brazil were rapidly vanishing in early 1987. In
much of sub-Saharan Africa and in medium-sized countries
in Latin America, better harvests and lower energy prices
tended to improve general economic conditions in 1986, to
the benefit of the most vulnerable groups.

Government expenditures on health, nutrition and educa-
tion are an important determinant of the welfare of the poor-
est groups. Although the situation varied comsiderably
among countries, in most cases government revenues did
not increase to the extent needed to allow any significant
improvement in these expenditures. Particularly in the many
countries that are encountering declining incomes, there is
still a pressing need to prevent a further deterioration in the
situation of the more vulnerable groups.

The planned economies have also been affected by the
developments in international trade and world prices of en-

ergy, although less than the other country groups. The de-
cline in oil prices reduced the hard-currency earnings of the
two main energy exporters, namely China and the Soviet
Union. China’s growth rate of 7 per cent was still one of the
highest in the world, despite a slow-down in comparison
with recent years. The centrally planned economies of Eu-
rope grew by about 4 per cent. Most centrally planned econ-
omies continued to experience rising per capita net material
product in 1986,

World trade grew by about 3.5 per cent in 1986, A signifi-
cant part of this rise was due to a sharp increase in the vol-
ume of trade in crude oil, brought about by an unusual
increase in stockpiling by several major net importers of oil.
There was a significant deceleration in the volume of trade
in other sectors, especially in manufactures (see chap. Il
below).

Key global prices continued to fluctuate during 1986, with
important repercussions for the world economy. Oil prices
moved erratically in both directions, but were on average
about 50 per cent lower than their level in 1985, By early
1987, they were still $10 to $12 a barrel lower than in 1985
(see figure IL.1). For the energy-importing countries, this
meant that the oil price increase of 1979-1980 was entirely
reversed. Adjusted for inflation in the industrial countries,
the average price of oil was nearly 20 per cent below its 1974
level' (see figure II 1), Moreover, crude oil is priced and

Table [1.2. Countries with growth rates of real GDP at or below the rate of growth
of population®, 1970-1986

Number of countries with real

Affected countries
in 1986

Country or Totai ~ GDP growth rate at or below Population as
regionat sample population growth rate Population percemtage as
groupings size 1970 1980 1982 1984 1985 1986 (millions) group total
World totat 112 21 38 66 45 49 47 8500 17.6
Developing economies 83 20 30 54 44 47 44 8261 REN
Excluding India (82) — - = e = - (B26.1) {48.5)
South and East Asia 14 5 4 2 1 5 3 239 8 17.5
Excluding India (3 — - — — — - {1398 (39.3)
West Asia 10 3 4 7 g8 7 7 816 859
Western hemisphere 23 3 2112 15 12 147 1 3738
Africa 32 9 14 24 23 19 22 357 6 6712
Mediterrancan 4 0 1 0 0 l 0 — e
Developed market econormies 22 1 6 10 i i 2 i33 18
Centrally planned economies of
Europe® 7 o 2 2 0 1 1 10 6 27

Source- Department of Interaational Economic and Social Affairs of the United Nations Secretariat

a Population growth rates are based on medium variant estimates reported in World Population
Prospects: Estimates and Projections as Assessed in 1984 (United Nations publication, Sales No

E 86.XHI.3).
b Based on preliminary data

¢ The measured variable is per capita net material product of Eastern Europe and the USSR

+ Oil prices deflated by the GDP deflator of the developed market economies
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Figure I.3. Nominal effective exchange rates
(Index: 1980=100)
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traded in terms of United States dollars and this unit of pric-
ing itself continued to fall substantially against most major
currencies, By early 1987, it was up to 50 per cent lower
against the yen and most European currencies relative to its
peak in early 1985 (see figures IL.2 and IT.3).

The combination of the dollar decline and the oil price
collapse has been extremely costly to energy-exporting
countries, but beneficial for energy-importing countries. In
dollar terms, the import costs of the energy-exporting devel-
oping countries increased considerably while the price of
their oil fell by 50 per cent. For many of these countries, the
purchasing power of their exports fell by two thirds. For
Western Europe and Japan, the price of oil in terms of local
currencies fell by 65775 per cent between late 1985 and early
1987, nevertheless only a portion of the decline was actually
passed on to the final users.

Prices of non-fuel commodities exported by the develop-
ing countries remained weak, in spite of the four years of
economic recovery and expansion in the industrial coun-
tries. Prices of many commodities continued to decline and
their combined index, in dollar terms, was about 20 per cent
lower in 1986 than in 1980; and in real terms it reached its
lowest level in more than four decades.”

Restraining inflation remains a main policy thrust in the
largest industrial economies. This policy thrust, the weak-
ness of non-fuel commodity prices, the fall in energy prices,
and wage increases that were moderated by very high unem-
ployment rates, made inflation rates in 1986 the lowest in
more than two decades in a number of industrial countries.
In a few countries, such as the Federal Republic of Ger-
many, price levels fell. Inflation also decreased significantly
in many developing countries; the median rate for the group
was the lowest since the late 1960s.

Nominal interest rates declined significantly in most ma-
jor industrial countries (see figure II.4) and in international
¢credit markets. The six-month LIBOR on doliar deposits fell
by more than 2 percentage points during the year. By early
1987, it had begun to increase somewhat as the fall of the
dollar jed to growing concern about the resurgence of infla-
tion in the United States of America. However, real interest
rates — the difference between nominal interest rates and
inflation rates — remained high and, except in the United
States, increased in the latter part of 1986 and early 1987
(see figures [1.5 and 11.6).

Major policy developments

Despite the slow-down in the rate of growth of output,
high unemployment rates and the elimination of high rates of
inflation, the overall macro-economic policy posture of the
developed market economies during 1986 remained cau-
tious. Overall, fiscal policy stayed basically unchanged and
monetary policy did not become accommodating, as indi-

: Defated by prices of manufactures exported by the industrial countries.
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cated by the very high real interest rates. Continued fear of
rekindling inflationary pressures remained a major impedi-
ment to greater monetary accomodation, even in countries
with appreciating currencies vis-d-vis the dollar.

Sharp divergences of views on macro-economtic policies
in individual countries continued to be a source of tension
among the major industrial countries during 1986. By early
1987, the extent of these differences, particularly among the
Federal Republic of Germany, Japan and United States, ap-
peared to jeopardize the co-operative spirit that had devel-
oped since 1985. The major source of disagreement was the
substantial divergence in fiscal policy stances. The differ-
ences in budgetary policy remained as wide as they had been
since the beginning of the 1980s, despite frequent official
pronouncements about the need to harmonize them.

In recent years, developing countries have been hurt by
two repercussions of these policy differences, namely the
persistence of high real interest rates and the continued
growth of unprecedentedly large external imbalances among
the major industrial countries. Because of the first repercus-
sion, the cost for the developing countries of servicing their
external debt has remained exceedingly high in real terms,
even though the nominal costs have fallen. The second has
been a major cause of the sluggishness of world trade and
intensification of protectionist pressures in countries with
large trade deficits.

During 1986, the current account deficit of the United
States was in excess of $140 billion. The counterpart of this
deficit was to a large extent the combined surplus of the
Federal Republic of Germany and Japan, which amounted to
about $122 billion. Moreover, the federal budget deficit in
the United States, which through its stimulating effect on
aggregate demand had been a major cause of the country’s
large trade deficit, grew further to $212 billion in 1986.

The external deficit of the United States was financed by
foreign capital inflows, which grew by more than 20 per
cent in 1986, making the wealthiest country in the world the
fargest recipient of foreign capital and the biggest interna-
tional debtor. By contrast, the inflow of private capital into
the developing countries remained almost unchanged and
there continued to be a negative net transfer of resources
from those countries as a group (see chap. IV below)

The continuing wide daily fluctuations in foreign ex-
change markets, the sharp decline of the dollar, and the
worsening of international debt problems led the policy

makers of the major industrial countries (the Group of

Seven) to meet in Paris in late February 1987, Agreement
was reached that further depreciation of the dollar should be
prevented and joint efforts, including heavy intervention in
currency markets, were to be made in order to stabilize the
exchange rates of the key currencies at about the levels pre-
vailing at that time. There was also a convergence of views
among the participating policy makers that the [rassive cur-
rent account imbalances of the three largest economies —
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the Federal Republic of Germany, Japan and the United
States - were the main source of instability in currency
markets. Pledges were made to co-ordinate policy in order
to eliminate the root causes of the imbalances, which were

identified as the large fiscal deficit in the United States and
the weak growth in Japan and the Federal Republic of Ger-
many.

Growth impulses and channels of transmission in 1986

The terms of trade swings in 1986 were without prece-
dent, The impact of these shifts, together with the macro-
economic policy responses to them and the internal
adjustments of the major industrial countries, have signifi-
cantly altered the dynamics of the international economy.

The dramatic price changes that have taken place since
1985 are not altogether isolated incidents. Wide fluctuations
in either the price of oil, the value of the dollar or interna-
tional interest rates are likely to have a measurable effect on
the current level, as well as on the future time-path, of other

key parameters. The relationships among these variables are
by no means tight, and a host of other pertinent economic
and political variables are also important. Nevertheless,
there are important linkages among these three key global
prices. The macro-economic policies of the major industrial
economies can play an important role in strengthening or
weakening these linkages. The interrelationships among
both the key parameters themselves and among policies di-
rected towards them can play an important role in the trans-
mission of growth across countries. Some key aspects of
these linkages are highlighted in box IT. L

Box II.1. Qil price, the dollar, and international
interest rates

‘The international price of oil, exchange rates among key
currencies and international interest rates are mainly deter-
mined in their respective markets. Moreover, the variables
that affect supply and demand in each market are well
known. However, the main concern here is the less obvious
impact of each of these parameters on the other. These influ-
ences were more detectable in 1986 than usual since the size
of change in each of the parameters was very large

The relationship between the dollar exchange rate and the
oil price is complex. First, in the international market, crude
petroleum is both priced and traded in dollars.” In 1984-
1985, just before the fall in the oil price, the total value of
such transactions averaged about $300 billion a year, equiv-
alent to about 15 per cent of world trade, The epergy-export-
ing developing countries (which account for some 60 per
cent of total world oil trade) receive most of their oil revenue
in dollars, but it is spent mainly on goods and services pro-
duced in non-dollar markets. On average, between 60 and
65 per cent of the imports of the energy-exporting countries
come from industrial countries whose exchange rates float
against the dollar. Moreover, a significant portion of the
nearly $450 billion of international assets held by the oil
exporters (which is concentrated among a few members of
QPEC) is denominated in dollars *

A large change in the value of the dollar has therefore
major ramifications for the oil exporters’ purchasing power
abroad and for the value of their dollar-denominated assets.
A sharp drop in the value of the dollar, for example, is likely
to set in mation forces that may lead to an increase in the
dollar price of oil within a relatively short period of time.*
The lower local currency price of oil in importing countries
with currencies that are appreciating against the dollar, if
passed through to the users, may lead to a higher-level de-
mand for oil, for consumption and stockpiling, and thereby
to a higher dotlar price of oil. Concerted restraint on the
supply of oil by the energy-exporting countries would rein-
force the rise in the dollar price of oil. Events since the latter
half of 1986 seem to confirm this mechanism. Indeed, the
sharp decline in the value of the dollar may have been a
factor in the decision of QPEC to restrict output.

On the other hand, as indicated by the oil price and the
exchange rate movements of the period 1982-1985, a sharp
increase in the value of the dollar may have had the opposite
effect on the oil prices. The demand for oil weakened in
countries with depreciating currencies vis-g-vis the dollar,
thus sofiening the dollar price of oil. It is also possible for a
large change in the dollar oil price, through its impact on
international transaction demand for the dollar, to affect the

Box continued on adjacent page

Y Fora theoretical treatment of the link between the value of the dollar and the price of oil, see Pani Krugman, “'Oil and the Dollar™, in I, Bhandari
and B Putnam {eds ), Economic Inierdependence and Flexible Exchange Rates (Cambridge, Mass., The MIT Press, 1983), pp 179-190 Fora
recently conducted empirical work relating the oi} prices and the exchange value of the dollar, see B. Trehan, il prices, exchange rates and the
U S economy: an empirical investigation™, in Federai Reserve Bank of San Francisco, Econontic Review, No 4 (Fall, 1986}, pp 25-43 The
basic finding of the study is that changes in the value of the dollsr have a substantial impact upon the dollar price of oif, but not vice versa.

-

As at mid-1986, the combined identifiable foreign asset heldings of OPEC were estimated 1o be about $449 billion, of which about 377 biliion

were held in the United States and almost $130 billioa were heid in Buro-currency banks and the of -shore ceatres A substantial portion of the
latter amount is believed to be denominated in dollars, though no precise estimate exists For the breakdown of the ~identified™ oil exporters’
fund, see Bank of England, Quarrerly Bulletin, vol 26, No 4 (December 1986), p 491

-

In general, for a given level of dollar price of oil, the oil-importing countries with appreciating currencies vis-g-visthe United Staes dollar would

experience a terms-of-trade gain {and a rise in their real national ircome), which would resultina higher level of demand for oil A fall in the

dollar price of cil would reinforce such an effect




Trade prices and divergences in economic performance
in 1986

Nowhere has the diversity in performance in 1986 been
greater than between the oil exporters and the oil importers
among the developing countries. While the real output of
energy-exporting developing countries fell by 1.6 per cent in
1986, that of the energy importers rose by 5.5 per cent (see
table II.1). The real national income of the energy im-
porters, despite the terms of trade losses incurred on account
of soft non-fuel commodity prices, grew by about 5 per cent
in 1986. The energy exporters suffered larger deteriorations
in their terms of trade — from 15 per cent to 60 per cent —
which meant that they registered declines in real national

* Gross nationai product adjusted {or terms of trade changes.

incomes ranging from 3 per cent to almost 30 per cent.” The
fall in the combined real national income of the Energy-ex-
porting developing countries as a group was about 1} per
cent. Within individual economies, the size of this decline
depended on several variables, notably the degree of open-
ness of the economy, the degree of dependence on oil ex-
ports, and the composition of imports. In general, the
Middle Eastern oil exporters, whose dependence on oil ex-
ports is high, were the hardest hit.

The adverse effects of the oil price decline on the energy-
exporting developed market and centrally planned econo-
mies group were milder and the set-backs to their economies
limited largely to the energy sectors. Among the developed
market econormies, those losses were largely compensated

value of the dollar against other key currencies.® This chan-
nel of influence, however, seems to have become less impor-
tant in recent years as the non-oil countries’ demand for
dollars and dollar-denominated assets has multiplied ’

The relationships between international interest rates and
the value of the doliar, on the one hand, and the price of oil,
on the other, have also played important roles in develop-
ments in the world economy in 1986 and in the first quarter
of 1987. The link between these parameters is the anticipated
rate of inflation in the industrial countries The lower the
anticipated rate of inflation, the lower the nominal rate of
interest will be, especially vields on securities with longer-
term maturity. Between the latter part of 1985 and mid-1986,
the rate of inflation (which is a proxy for the expected infla-
tion rate) in the United States fell by 1.9 percentage points,
while the yield on long-term government bonds fell by about
3 percentage points. There were similar tendencies in sev-
eral other industrial economics * In the absence of a signifi-

cant upward movement in labour costs, a key determinant of

price levels in the industrial countries, the drop in oil prices
{and other raw material prices) contributed to the lowering
of nominal interest rates and raising of bond and stock prices
in 1986.

The link between the changes in the value of the doliar and
nominal interest rates is indirect:it operates primarily
through the anticipated inflation rate in the United States and
the perceptions of foreign investors in the United States se-
curities markets. A sharp fall in the value of the dollar, if
immediately and fully passed through via import prices,
could lead to an increase in the inflation rate in the United
States. Given the deregulation of the financial markets in
recent years, a rise in the anticipated rate of inflation would
rapidly be reflected in higher nominal interest rates, and
yields on financial securities, such as stocks and bonds,
would tend to rise as their prices declined in reaction to the
higher interest rates. Such a rise in interest rates could be
reinforced by a tightening of monetary policy in the United
States in reaction to the acceleration in inflation 1ate The
rise in United States interest rates, however, need not spill
over to other industrial economies if those countries follow
an expansionary monetary policy to take advantage of the
lower oil and commodity prices in terms of their currencies
that result from the fall of the dollar. On the other hand, if the
monetary conditions in these countries do not become more
accommodative, as has been the case especially since the
latter half of 1986, nominal interest rates may not fal} suffi-
ciently and may even rise in real terms

" Usuatly even a small excess supply of oil. because of the price inelastic demand For ol could lead to sharp drop in the price of oil This in turn
wald lead to a sharp drop in the amount of dollars needed for international transactions of peteeleum trade. which may have a depressing effect
on the vatue of the dollar s addition. if the oil experters revert to selting some of their dollar-denominated assets in order to make up for the

shorifull in revenues. the dollar may come under further pressure

" In recent years. investors in the surplus countries of Western Earape and Japan have overtaken those in the oil-exporting developing countries in

their purchases of dollar-denominated assets The massive flows of cap

ital from many industrial countries into the United States capital markets

have dwarfed those from OPEC. For example, between 1983 and 1986 (September) while the total liabilities of banks in the United States 1o the
oil-exporting countries in the Middle East rose by only $0.7 biflion. those to Western Europe and Japan rese by $57 6 billion (see Federal Reserve
Bulletin. vol 73, No | (January [987), p A59) Moreover. by 1985, the average daily internationa! demand for dolars arising from fuel transac-
tiens was not more than $1 billion, while the combined volume of the daily transactions in inernational forcign exchange centres involving the

dollar may have reached $200 billjon

* Between the latter half of 1985 and mid-1986 the inflation rates in the Federat Republic of Germany and Japun fell by 2 2 percentage points and
15 percentage points. respectively However, in relation 1o the United States. the interest rate (vield on long-term povernment bonds) declines
were less proncunced: the interest rate fill by only 95 basis points in the Federal Republic of Germany and by 198 basis points in Japan This may
indicate that besides the relatively less accommadating monetary stance of the Federal Republic of Germany and Japan. the inflationary expecta-
tions in these countries have been less alfected by the decline in oil prices than those i the United Statey




for by the gains in the manufacturing and other energy-using
sectors. There was, however, a significant deterioration in
the balance of payments of those countries."” Moreover, in
the United States, the largest producer of petroleum among
the industrial countries, there was a spill-over of losses be-
yond the petroleum and mining sectors as the fall of the oil
prices affected a number of regional banks with concen-
trated Joan portfolios in the energy sector.

‘The fall in the value of the dollar in 1986 had several im-
portant global effects. By making Japanese products more
costly in the dollar zone, it led to a slow-down in economic

2 per cent in 1986 after having increased by 30 per cent
between 1983 and 1985. Secondly, it benefited the major
exporters of manufactures among the developing countries.
Those whose currencies were either pegged, or moved very
little, vis-a-vis the dollar (e.g., Hong Kong, the Republic of
Korea, Singapore and Taiwan, Province of China) gained
competitiveness for their exports in non-dollar currency
zones. In many cases aiso, the bilateral real exchange rates
against the dollar had depreciated between 1980 and 1986."
As a result, 2 number of developing countries were able to
increase their world market share significantly (see chap. Il
below),” The combined exports of East-Asian major ex-

activity in Japan, as the volume of exports fell by more than

Table [1.3.  World imports: geographical composition and volume changes,

1971-1986
{Percentage)
Volume of imports
Share in {annual rate of change)
Country or world trades _trend
country group 1985 1971-1980 1984 1985  1986b
Waorld 130.0 50 9.0 35 36
Developed market economies® 68 8 4.8 11 535 80
United States 180 45 239 87 10.5
Western Europe 380 50 6.1 5.7 62
of which:
Germany, Federal Republic of (79 (4.9) (5.2) 4 ©5
Japan 60 50 10 8 -02 133
Developing cconemies 205 65 1.0 -50 -15
Capital-surplus countries 33 127 ~106 -179 210
Capital-importing countries 172 42 37 =23 -47
Centrally pianned economies of Europed 85 48 50 48 0.0
China 22 —_ 292 503 -200
Memorandum item: Billions of dollars
Value of world trade 2 000 203 55 1.0 12.0
of which:
410 223 -20 -5.0 1.8

Developing country imports

Source: Department of International Econamic and Social Affairs of the United Nations
Secretariat, based on GATT, Infernational Trade, 1985/86 (Geneva, 1986); IMF, International
Financial Statistics and Direction of Trade. various issues: and other official nutional and
international sources

a4 Shares are based on merchandise imports valued in terms of United States dollars at current
prices Figures are rounded

b Preliminary estimates.

¢ Including Australia, Cenada, New Zeatand and South Africa

d Eastern Europe and the USSR

i Among the developed marke? economies, the combined current account of the main il exporters (i.e , Canade, Norway and United Kingdom}
detericrated by about $22 billion in 1986, while the impact of the oil price fall on their output growth was relatively small Nevertheless, all
suffered significant terms of trade losses ranging from a2 to 15 per cent decline in real national income However, the high degree of economic
diversification was the key factor limiting the amount of damage in those countries in comparison with the energy-exporting developing coun-
tries

1 The real exchange rate on a bilateral basis is equal to the nominal exchange rate carrected for the differences between the inflation rate in the
home country {exporter) and that in the export market {importer) For example, between 1680 and carly 1987 the won of the Republic of Korea
depreciated by 28 per cent in real terms vis-d-vis the dollar, while the trade balance of that country rose from a deficit of $4.5 billion in 1980 toan
estimated surplus of $4 billion in 1986,

© Combined exports of Hang Kong, the Republic of Korea, Singapore and Taiwan, Province of China, as a percentage of world trade increased
from 3.8 per cent in 1980 to 6 6 per cent in 1986. Moreover, these countries' cambined trade balance vis-a-vis the rest of the world increased from

a deficit of $12 billion in 1980 to a surplus of 316 billion in 1986
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porters of manufactures in 1986 increased by 24 per cent to
the United States, 15 per cent to Japan, and 40 per cent to the
European Economic Community, despite the general slng-
gishness of world trade. Thirdly, depending on the Currency
denomination of the external debt and the foreign currency
composition of export earnings, the decline in the value of
the dollar has had a varying impact on the debt burden of the
developing countries. The debt burden was reduced for
countries whose total external debt was mainly doliar-de-
nominated, and was increased for countries whose debt was
mostly denominated in currencies that had appreciated
against the dofar.”

Trade impulses and the growth process in 1986

The substantial changes that emerged in the relative prices
of key commodity and product categories in 1986 affected
the level as well as the direction of trade flows. In turn, the
changes in trade flows had a significant impact on the level
of economic activity in the trading countries.

In terms of volume of trade flows, the developed market
economies as a group were the only significant growth pole
in the world economy in 1986 " This was reflected in the
considerable margin that developed during the year between
the rates of growth of imports and exports of those coun-
tries. In volume terms, their combined exports grew by less
than 2 per cent while their imports rose by 8 per cent. The
overall leakage of demand through trade channels to the rest
of the world was equivalent to 1.5 per cent of the industrial
countries’ combined GDP,

The volume of merchandise imports fell by 7.5 per cent in
the developing countries (see table II, 3) Imports were stag-
nant in the centrally planned economies of Europe as a group
and declined by more than 20 per cent in China Among the
developing countries, the sharpest decline in the volume of
imports was among the major exporters of energy

Two special aspects of the global transmission of the
growth process in 1986 need to be highlighted First, the
growth impulses were highly uneven and benefited mainly a
small number of the non-industrial countries, essentially the
major exporters of manufactures in East Asia The trade and
output linkages among the major country and country
groupings (see table IT 4) show that, as recently as 1985, the
most important market for the exports of developing coun-
tries was the United States The developing countries’ total
exports to the United States as a proportion of their collec-
tive GDP has been slightly above 7 per cent, with nearly half

that amount accounted for by the major exporters of manu-
factures in East Asia. For developing countries of South and
East Asia as a group, exports to the United States were more
than twice their imports from that country and accounted for
about 12 per cent of their combined GDP

Japan and the United States were the most dynamic mar-
kets among the industrial countries in 1986, with the import
volumes of each growing by more than 10 per cent (see table
1.3} This, combined with existing trade links (see table
i1.4), meant that the East-Asian economies were the major
beneficiaries among the developing countries from global
trade developments,

A second major aspect of trade in 1986 was that, for the
industrial countries as a group, the loss in trade volume was
more than compensated for by a sharp improvement in their
terms of trade, especially against the energy-exporting de-
veloping countries * As a consequence of this offsetting
price movement, the industrial countries' combined trade
balance improved in nominal terms vis-da-vis the rest of the
world, although it deteriorated in real terms.” The opposite
took place for the developing countries as a group

The terms of trade gains by the industrial countries in
1986 were brought about mainly by the sharp drop in oil
prices and the rise in the prices of manufactures. The macro-
economic transmission of the fall in oil prices operates
through several channels The most important macro-eco-
nomic transmission channel of a fall in oil prices is the trans-
fer of income from the energy exporters to the energy
importers. In 1986, this transfer amounted to about $90 bil-
lion, of which more than $70 billion was from the energy-
exporting developing countries. Within the developing
regions, however, the revenue loss of the energy exporters
was nearly four times the oil-related savings of the im-
porters.

The ultimate impact of this transfer on the world economy
depends on the relative size of the propensities to spend and
to import in the income losing and gaining countries. The oil
price increases of the 1970s have shown that an income
transfer from comparatively fow saving (industrial) coun-
tries to high saving (energy-exporting developing) coun-
tries, at least initially, may lead to a global slow-down as
global aggregate demand weakens An oil price decline
should have the opposite result. But the overall impact of the
fall in oil prices on the world economy in the short-run
seems {0 have been negative. Several lactors may explain
this: by 1986 the savings rates of the two country groups
may not have been much different and. as discussed below,

" For a useful summary of the effect of exchange rate adiustraents on the external debt of the East-Asian developing countries. see Foonomic and

Social Survey of Asia and the

volume from the same group rose by more than 6 per cent

Pacific 1986 (Uniled Nutions publication, Sales No E.87 II F1), pp 26-27
™ Itis important to note that the import volume of Exstern Europe as a group (i
Union) increased sipnificanty in 1986 In fact. their combined export volume

¢ . the cemrally plinned economies of Eurepe excluding the Suviet
10 the non-Socialist countries fell by 5 per cent. while their impor

" For example. in 1984, another year of large changes in internationat rade flows, the murgin between rines of growth of import and cxport vol-

umes of imports), while in 1986 the same margin was more than 6 3 percentage points In 1984, however, those countries faced
werms of trade (0.5 per eent}. while in 1986 their terms of trade improved sharply by about 10 per ceat In sum. in 1986 the

gain in terms of trade significantly exceeded their loss in trade volume

* The industrial couniries’ combined current account halanve in nominal terms improved by about $50 biflion

dollars of 1985. it deteriorated by about $70 billion

adecline in their
industrial countries’

in 1986 Bt in real terms. in constant



Table [L 4. World trade and output linkages: share of bilateral exports and imports
in GDF, 1985°

{Percentage)
Trading partners (2)
Exports and imports United Japan  European Federal Developing Centrally
of country ar S1ates Economic Republic couniries planned
country group Community of Germany atal Encrgy economies
(h exporters

United Statest

Exports -— 06 1} 02 18 o7 62

Imports o 16 1 06 3z L 02
Iapanb

Exports 55 — 135 03 4.0 i2 12

fmports 17 — 06 a2 46 iz 05
European Economic
Community®

Exports 25 03 132 32 318 18 10

Imporis 20 49 130 35 43 25 13
Germany, Federal Republic oft

Exports 3 —_ 54 1 e

Imports 117 1t o 50 16 —
Developing countriesd

Exports 72 36 54 1 8 68 —_ 16

Imports 41 31 53 0 69 - 20
South and East Asia

Exports 120 62 43 — 4 - 26

Imports 5§55 73 44 — 11 -— 3

Source; Department of Internatione] Economic and Social Affairs of the United Nations Secretariat,
based on IME, Direction of Trade Statistics Yearbook 1986, OECD. Main Econoniic Indicators,
GATT, International Trade, 1985/86{Geneva, 1986); and other official internationai sources

a Yrade in services is not included . The figures in each row represent bilateral merchandise exports
p (1) vis-g-vis the countries o1 groups in each column
{1} All figures are calculated from output and trade

and imports of the country or country grou
(2) divided by the GNP of the row country

figures in 1985 prices and dollar exchange rates

b GNP data used

¢ Including the Federal Republic of Gemrany.
d Including Asia but excluding Ching, which is included in the centratly planned economies greup

the slow-down may have been the result of the timing of
responses of economic agents in both the energy-importing
and energy-exporting countries.

In 1986, as a result of the lower energy prices, most inter-
national projections expected a somewhat faster growth of
real output for the industrial countries than was actually ex-
perienced-3 per cent as opposed to 2 5per cent The shortfall
was mainly due to timing. First, the import contraction of
the energy-exporting developing countries was somewhat
larger and took place in a shorter time span than had been
expected; and secondly, the expected surge in consumer
spending in the developed market economies did not take
place because the pass-through of the declines in oil prices to

consumers was less than complete. Instead, the oil price de-
clines resulted in increases in public sector revenues and
profit margins in many industrial countries. " An additional
factor that played a role in subduing overall economic activ-
ity in the developed market economies was the negative im-
pact of the decline in the price of oil on the energy sectors of
the energy producers among the group.

The sharp decline in import levels of the energy-exporting
countries had an important negative effect on the level of
economic activity of the industrial countries. The energy-
exporting developing countries account for about 25 per
cent of the industrial countries’ tota! exports to the develop-
ing regions. Relative to each of the major industrial coun-

v QECD Economic Outlook, No. 40 (December 1986), pp 36-43. For example, in Japan, while prices of imported energy fell by 55 per cent

r-tax gasoline prices feil by only 21 per cent; in Raly, while there was a
decline in energy prices of about 30 per cent in the same period, after-tax gasoline prices actually rose by 18 per cent For the industrial countries
as a whole, prices of imported energy feil by 40 per cent, but the after-tax gasoline prices declined by only 15 per cent

(between the second quarter of 1982 and the first quarter of 1986) afte
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Table I1.5.  Developing countries’ rea) rate of interest, and rate of change in terms
of trade, export volume and external credit, 1961-1986
(Percentage and annual percentage change)

Average
1961~ 1971-  198]-
1970 1980 1986 1984 1985 19860
Percentage
Real rate of interest faced byt
(1) All developing countries q412 -132 17 ¢ 101 14 7 220
(2} Energy exporters 50 -152 BT ONT 138 533
{3) Energy importers 40 -4 0 156 50 151 70
Percentage change
Rate of change in terms of trade -16 70 -4 6 23 25 250
Rate of growth in export volume 72 20 -04 313 -05 77
Rate of growth of total private external
credit to the developing countriese
Nominal 11 4 19 8 46 25 24 67

Source: Department of International Economic and Social Affairs of the Uniled Nations

Secrelariat

4 Preliminary estimates

b United States prime imerest rate deflated by:
(}) Rate of change in export unit vaiue of the developing countries in dollars;
(2} Rate of change in export unit value of the energy-exporting developing countries in dollars;
(3) Rate of change in export unit value of the energy-importing developing countries in dollars
© Figures for 1961-1975 are rough estimates; 1976-1986 figures for nominal changes are based on
IMF, World Economic Cutlook {Waushington, D C , October 1986) Credits are denominated in

terms of Uaited States doliars

tries’ GDP, the degree of dependence on the energy
exporters’ markets varies from about 07 per cent for the
United States, to 1.2 per cent for Japan and 17 per cent for
the Federal Republic of Germany (see table I1.4). The col-
lapse of the energy-exporting developing countries’ imports
in 1986 may have reduced the GDP growth rate of the indus-
trial countries by about 1 percentage point '*

Financial linkages and transmission of growth

Financial linkages among national economies have also
played a critical role in the transmission of growth impulses
across countries. In some instances, this has been even more
important than the role of trade flows. The most important
financial linkage between the developed market economies
and the developing countries in recent years is the resource
flow related to the rising stock of debt of the developing
countries . The total external outstanding debt of those coun-
tries (excluding China) as a percentage of their aggregate
gross domestic product rose from 28 per cent in 1980 to
more than 50 per cent in 1985. Net interest payments on

external debt have also risen, from 1.5 per cent of GDP in
1980 to more than 3 per cent in 1985 Moreover, a large part
of the developing countries” external debt is commercial
bank debt with floating interest rates that are strongly linked
to both LIBOR and short-term interest rates in the United
States.

The evolution of the financial linkages between the devel-
oped and the developing countries in recent years has ampli-
fied the degree of economic interdependence between the
two groups. While the financial linkage appears highly lop-
sided in favour of the developed countries, the ability of the
developing countries to continue to service their external
debt is imporiant to the stability of the firancial sector in the
industrial countries. In addition, the financial resource
flows from the developed to the developing countries play a
critical role in the maintenance and expansion of the import
markets in the developing areas, which in turn are importam
to the dynamism of world trade (see box II 3)

Reflecting this enhanced economic and financial interde-

pendence, the cyclical fluctuations of output in developed
and developing countries have become increasingly syn-

" Igaoring the implied price effects. the impact of a 20 per cent reduction in the volume of imports by the energy-exporting countries on the GNP of
the developed market economies can be calcutated (approximatety) as follows: (-0.20) (0.25) (0.15) = -07 per cent, where 0.25 is the share o!
exporis to energy-exporting developing countries in the industrial countries” total merchandise exports and 0 15 is the share of merchandise
exparts in GNP of the industrial countries Assuming an international multiplier of | 5. which accounts for the secondary (or spill-over) effects.

the total effect of the
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fall in exports to the oif producers in 1986 was about } perceatage point of GNP,



chronized in recent years. The correlation co-efficient be-
tween the real output growth rates of these two groups of
countries has risen from 0.25 in the period 1966-1974 to 0.5
in the period 1975-1984.

As shown in table I1.5, the movements in some of the
major transmission mechanisms, both real and financial,
have been quite unfavourable to the developing countries in
the 1980s: real interest rates faced by them have risen
sharply, their terms of trade have deteriorated, their trade
volume has moved sluggishly and the external financial in-
flows have slowed down dramatically.

While interest rates on concessional loans have remained
low during the 1980s, in real terms they are also higher than

in the two previous decades. Moreover, several recent em-
pirical studies have found that rising international interest
rates, operating through financial channels, have had a sig-
nificant negative effect on the growth of real GDP in devel-
oping countries.”” As indicated in table IL.5, in 1986 real
interest rates on commercial loans faced by the developing
economies remained very high by post-war standards, while
the nominal growth of private external credit flows to these
countries remained very low. Thus, even though nominal
interest rates declined, in general the magnitude of the finan-
cial variables in 1986 were such that they continued to exert
a dampening effect on the economic growth of many devel-
oping countries.

Short-term outlook for the world economy

The heightened uncertainty in the world economy makes
it unusually difficult to forecast even short-term develop-
ments, However, the potential negative consequences of a
continuation of these uncertainties and the recognition of the
need for correction of the major global imbalances discussed
earlier has caused the major market economies to attempt to
co-ordinate a number of remedial measures. Effective im-
plementation of those arrangements should introduce an ele-
ment of stability into international economic relations and
contribute, both directly and indirectly, to an improvement
in the world economic situation. On the other hand, contin-
ued disharmony in a number of other areas could readily
multiply and have significant negative consequences. On
balance, therefore, the world economy continues to be in a
fragile state, its progress in the short to medium term being a
matter of some conjecture.

The following subsection presents the results of a simula-

tion of the developments that seem likely to occur as at early
April 1987, The results of this forecasting exercise, which is
based on Project LINK, are shown in the tables in this sec-
tion (and in the annex below) and represent an estimate of
the likely course of the world economy over the next one to
two years. The forecast is based on a pragmatic assessment
of possibilities and is not to be interpreted as the most desir-
able outcome. The analysis in this Survey identifies a num-
ber of problem areas where a change in international
economic policy would produce an improvement in the
prospects for the world economy. In order to examine the
benefits of remedial action in two of these key areas, this
section also presents the results of alternative simulations
that, first, assume a higher degree of policy co-ordination
among the major developed market economies and, sec-
ondly, assume an element of debt relief for the indebted de-
veloping countries (see boxes IL.2 and I1. 3).

w Preliminary resuits from regression studies attempting to isolnte the impact of changes in trade flows, in terms of trade and in real interest rates on
the rate of growth of output, indicate that the effect of real interest is quite large and dominates the effect of the trade variables (see the table
below) AnIMF study (Susan M Schadler, - Effect of a slowdown in industrial cconomies on sefected Asian countries”, January 1986) finds that
adecline (rise} in United States interest rates exerts a significant positive (negative} impact on the GNP growth rate in the Asian countries See
alse David Goldsborough and Igbal Zaidi, *“The transmission of economic influences from industrial to developing countries”, in Staff Studies
Jor the World Economic Owrlook (Washington, D.C |, IMF, July 1986). pp 173-187; R Dornbusch, “Policy and performance links between LDXC
debtors and industrial nations” , Brookings Papers on Economic Activity, No 2 (1985), pp- 303-356

Dependent variable: rate of growth of real GDP

Terms
Export of Real Dummy
Constant volume trade interest (1974-1984) g2
Total developing 64 01 0.10 -0.46 -1.60 ¢ 90
(14 8)* (2.8)* 3 3+ (-8 3y (-3 3)*
Net energy
importers 55 008 007 -{+.34 -1.00 073
{11.4)* (15} (L 5) {-3 6)* (-2 2)*
Net energy
exporters 75 0.17 0.04 ~0.41 -19 091
92> {38+ 2.9y (~3 5y* (-2 &)=
Major borrowers 65 0.02 0.19 -{}.47 -1 83 o
(10.3p* 0.3) (2.5)* {~4.2)* {-1.8*

Note: Estimation method: oridinary least squares: period of estimation: 1965-1984. All variables are in percentage change (except real
interest rate, which is in percentapge terms) Figures in parentheses are t-statisties; (*) indicates significant at 0.03 level All regressions are
corrected for serial correlation. United Nations Secretariat country groupings have been used Dummy variable measures percentuge point
reduction in average annual output growth rates since 1973 independently of the variables fisted in the table
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Key policy assumptions

The major macro-economic policy assumption in the ba-
seline projections, which constitutes a clear departure from

recent experience, is the prospective gradual tightening of

fiscal policy in the United States and a modest fiscal expan-
sion in a few other major industrial countries (e g , the Fed-
eral Republic of Germany and Japan), in line with their
announced policies as at January/February 1987, Neverthe-
less, the overall fiscal stance of the seven major industrial
countries is to move towards restriction in 1987-1988

During the same period, the overall monetary policy
stance of these countries is anticipated to become signifi-
cantly less accommodating than in 1986, as the favourable
impact of lower energy prices on general price kevels begins
to fade away. The tightening of monetary conditions results
in 2 marked increase in interest rates in some of the major
economies, beginning in 1987, According to the baseline so-
lution, by 1988 the United States prime rate of interest will
have risen by about 140 basis points from its low in 1986
The nominal effective doliar exchange rate will decline
gradually throughout the simulation period and by the end of
1988 it will reach its average leve] of 1980. The oil price (the
average export price of OPEC} is set exogenously in the
baseline to average about $17 a barrel in 1987-1988 . This
represents a rise of 6 per cent a year in real terms . The total
inflow of capital (gross) into the developing countries is as-
sumed to increase at an annual rate of 3.5 to 4 per cent in
nominal terms. Major debtor developing countries are as-
sumed to continue their macro-economic adjustment pro-
grammes by holding down real rates of increase in public
spending, keeping real interest rates at positive levels, and at
the same time allowing for reat depreciation of their curren-
cies

Among the centrally planned economies, policies are
based on the new socio-economic plan cycle for 1986-1990
In nearly all European planned economies, policies are
aimed at accelerating the pace of output growth attained in
1986 through sharp increases in the pace of investment activ-
ity These plans give high priority to machine-building
branches and the production of electronic equipment and
computers. The agricultural targets in these couniries are
more modest than those set for industry. Targets for the So-
viet Union are on the whole in line with 1986 achievements.
Although the overall investment activity is to moderate
somewhat, some sectors with high priority are set to expand
very rapidly. For example, production of machinery and
equipment for machine-building and enginecring is to grow
by 40 per cent.

Given the persistent excess demand and emergence of im-
balances in the budget and external account, China’s eco-
nomic plan for 1987 seeks to control and perhaps curb
domestic demand, in particular, fixed capital investment. In
agriculture, the priority is to raise grain QUEpUL SO as to match
the record level achieved in 1984

Salient features of the baseline projections

Key features of the baseline projections for the world
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economy in the next 18 months are summarized in tables I1 6
and IL.7. The projections indicate that, without a major pol-
icy change, the world economy will continue to grow at a
much slower pace than in the 1970s. World trade will also
grow at a sluggish pace, with a significant slow-down ex-
pected in 1987 The economic expansion of the developed
market economies, which entered its fifth year in 1987, is
expected to continue at a slow pace The average rate of
output growth for the industrial countries is expected to re-
main below 3 per cent in 1987 and improve only marginally
in 1988. Among the major industrial countries, only the
United Kingdom is projected to grow at a measurably higher
pace than in the 1970s.

The process of adjustment in the Federal Republic of Ger-
many, Japan and the United States, resulting from the con-
tinued pressures exerted by their external tmbalances, and
the tight fiscal and monetary policy assumed in the baseline
are the key underlying factors for the slow pace of economic
expansion in these countries. While the average inflation
rate is projected to remain below 4 per cent — less than half
the average rate in the 1970s — the high unemployment rates
will not fall. Western Europe’s unemployment rate is pro-
jected to remain around 1} per cent, which is nearly three
times its average in the 1970s. The projections indicate that
there will be a significant correction in trade imbatances of
the Federal Republic of Germany, Japan and the United
States in volume terms starting in 1987 In nominal terms the
imbalances are more persistent and their correction seems to
lie beyond the two-year horizon of the baseline simulation

The developing countries as a group are also expected to
grow at below 3 per cent in 1987 A moderate acceleration is
anticipated in 1988 because of a partial recovery in the
energy-exporting developing countries, reflected mainly in
higher average growth rates in Africa and West Asia On the
other hand, the average growth rate of GDP in energy-im-
porting countries as a group is expected to decclerate by
about | percentage point below 1986 as the favourable ef-
fects of lower oil prices begin to fade away. In addition, a
slower pace of output growth projected for Brazil has a
dampening effect on the group’s average The great diver-
sity of experience that has characterized the developing
countries’ performance in recent years is expected to con-
tinue in the next two years. The average GDP growth rate in
Africa is expected to remain well below the rate of popula-
tion growth, while the Asian economies wil} grow at rates in
the range of 4.5 to 5 per cent. The performance of the Latin
American region, with an expected average expansion of
about 3 5 per cent, will continue to be dominated by the
performance of the major debtor countries in the Tegion.
High real interest rates internationally and expected low lev-
els of capital inflows will leave little room for manoeuvre in
these countries

In sum, baseline projections indicate that if there are no
major initiatives to radically change policies in the industrial
countries, the world economy will not grow at a sufficiently
high pace 10 allow improvements in the standard of living of
a large number of developing countries. Furthermore, un-
employment rates in industrial countries will remain high,
the international debt problem will not go away and the large



Table 1.6, Short-term outlook for the world economy, 1586-1988
(Annual percentage change)

Ratio
Average of
1986-1988
L divided by
__Projectionis _ average of
1986 1987 1988 1971-1980
World volume of trade 35 30 40 .70
Real GDP
World 31 iz 37 0.85
Developing countries 235 27 38 033
Africa -21 -02 24 .01
South and East Asia 435 4.7 50 ¢85
West Asia 03 -1t 27 0 i
Western hemisphere 35 33 37 0.64
Mediterranean 4.4 29 2.9 0.64
Peveloped market economies 2.4 26 30 036
Western Europe 23 24 24 083
Japan 25 26 30 0.54
North America 26 27 34 1 00
Centrally planned ecnonemies of Europeb 4.1 45 083
Chinab 70 70 70 123
Memortandum item:
Value of developing country exportse -8.2 160 11.0 016

Source: Department of International Economic and Social Affairs of the United Nations
Secretariat, bused on projections of Project LINK (9 March 1987) and other national and
international sources. Forecasts are based on an average off export price of 317 a barrel

a Preliminary figares

b Qutput growth rates refer to net material product for 1986 as contained in plan fulfilment reports

and to Secretariat estimates for other years.
¢ Interms of current dollars

and persistent trade imbalances of the major industrial coun-
tries might exacerbate existing tensions,

The projected growth rates for 1987-1988 for the centrally
planned economies are partly based on the annual plans for
1987 and the medium-term policy intentions expressed in
the five-year plans, and these target rates still appear to be
realistic under the prevailing socio-economic situations. Ac-
count has also been taken of plans that are consistently taut,
and can therefore be attained only under the most favourable
of domestic and external circumstances, including those in
the area of agriculture, trade and international finance.

For the European centrally planned economies, the pro-
jected data for 1987-1988 show, by and large, stability in
growth. Relative stability derives essentially from the lega-
cies of the recent adjustment efforts in Eastern Europe and
the fact that any acceleration of growth is being made contin-
gent on z favourable external environment. Similarly, the
growth efforts of the Soviet Union in the short run are predi-
cated by and large on existing conditions. However, the on-
going economic reforms and other changes in economic
institutions and mechanisms may help these countries to cap-
italize on the recent and near-term changes in economic
structures towards the end of the decade and beyond.

The expected growth in China still exceeds that of the
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1970s, but is below the performance in the early 1980s. This
change is largely predicated on the need to regain domestic
and external balance in order to make headway with urban
economic reforms.

Risks and uncertainties

The greatest risk facing the world economy within the
next two years concerns the nature and the magnitude of
automatic, as well as policy-induced, adjustments in the ma-
jor global imbalances. Especially important is the policy re-
sponse of Western Europe and Japan to a deceleration in the
growth rate of United States imports. A combination of
higher growth rates of exports and significantly lower
growth rate of imports in the United States is expected to
bring about a turn-around in the real foreign balance of the
United States by 1988, This means that, on average, there
would be less stimulus for the world economy, perhaps by as
much as 1 per cent of the GNP of the United States. The
slack left by the change in the economic situation of that
country has to be eliminated through greater demand else-
where in order to avoid a world-wide recession. But not al}
of the adjustment can or should fall upon the Federal Repub-
lic of Germany and Japan—the two countries with the larg-
est trade surplus. A significantly higher level of financial




Table I1.7.

Developed market economies: short-term outlook for inflation and

unemployment rates and current account balances, 1986-1988
{Average annual or annual percentages)

Ratio
Average of
1986- 1988
divided by
Projections average of
[986= 1987 1988 1971-1980
Infiation rated
All develaped market cconomivs 40 30 35 044
Western Europe 5.3 35 3s 045
Japan 20 10 20 0.22
North Americs 26 28 40 043
Unemployment rate
All developed market cconomies 8.1 81 80 2.00
Western Europe 110 111 12 300
Japan 28 32 34 200
North America 73 70 67 120
Balance on current accounts
(biltions of dollars}
Germany. Federal Republic of 36 30 25 —
Japan 86 8 74 -
United States ~id] ~150 ~145 -

Senrce Department of International Economic and Social Affairs of the United Nations
Secretarial. based on projections of Project LINK (9 March 1987) and other national and

international sources

& Preliminary estimaies
b GDP/GNP deflator
¢ including official transfers

flows to the developing countries that would enable them to
raise their import levels could go a long way towards easing
some of the pressures being exerted on the world economy.

A related major risk to the world economy arises from the
intensification of protectionist pressures in the developed
market economies. There are already signs of domestic po-
litical pressure for trade barriers to stem the tide of imports
into the United States. If these barriers materialize, a trade
war could ensue. leading to significantly lower growth eve-
rywhere.

A sharp drop in the level of financial flows to the United
States presents an important risk to the world economy Such
& decline in net capital inflows before United States fiscal
and trade deficits are significantly reduced will bring about a
further depreciation of the dollar vis-a-vis other major cur-
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rencies and, at the same lime, push up interest rates in the
United States. Higher interest rates may induce a sharp re-
cession domestically and thereby in the rest of the world.
This eventuality would intensify the international debt prob-
lem and coulid spell disaster for many developing countries.

The debt problem of the developing countries is poten-
tially a large risk to the world economy. The unravelling of
the domestic economic reforms and re-emergence of the
debt crisis in Brazil in early 1987 is most worrisome, al-
though the possibility of a fully-fledged debt crisis is less
imminent today than it was a year ago. This is because some
favourable accords have been reached in recent months be-
tween the commercial banks, the official lending institutions
and some of the largest debtor countries. Nevertheless, the
overall situation is still precarious



Box I1.2. Co-ordination of macro-economic policies
in the industrial countries

This scenario represents a set of feasible policy changes
by the major developed market economies to reduce their
large internal and external imbalances, create more employ-
ment and raise their output growth above those in the base-
line with no measurable increase in inflation. To achieve
these goals and, at the same time, to ensure that the foreign

exchange and assets markets will function in an ordely
manner while the large adjustments are taking place, the pol-
icy shifts and the reconfiguration of the policy mixes in each
country should be tightly co-ordinated with those of the
other countries,

Box continued on adjacent page

Impact of macro-economic policy co-ordination in the
industrial countries on the world economy, 1987-1989°

Yearl Year2 Year3

Real GBP
World
Developed market cconomies
EEC
Japan
United States

Developing countries

World trade volume

Inflation rate
Developed markel economies
EEC
United States

Urnemployment rate
Developed market economies
EEC
United States

Reduction in
United States budpet deficit
United States current account deficit

Percentage deviation from baseling Jevel

0g 03 08
-a1 04 12
02 a4 03
00 02 06
-0 4 06 19
00 g2 02
01 e5 1o

Percentage point difference from baseline

40 0l 02

00 02 03

00 .1 (.2

00 -01 -{}.5

00 -0.1 0.2

g1 -0.3 -0 8

Billions of dollars difference from baseline

4 20 50

i 20 i2

Source: Project LINK

a  Figures for output and trade represent a percentage change in the scenario level refative to the
baseline level, The figures for year 1 may also be interpreted as additions to the baseline
growth rates For subsequent years, the additional growth may be caiculated by taking the
difference between one year's figure and that of the previous year. For example, in year 2 the
level on real world GDP in this scenario is 0.3 per cent above the baseline level. The addition
10 the growth rate in year 2 relative to the baseline is 0.3 percentage points, which is the

difference between 0 3 and 0.0




The baseline projections presented in this chapter assume
a continuation of the cautious monetary policy and a gradual
tightening of the overall fiscal policy, mainly on account of a
deficit reduction programme in the United States, in the
seven leading industrial countries in 1987-1988. This alter-
native scenario assumes a sharper tightening of fiscal policy
in the United States, expansionary fiscal policy in the Fed-
eral Republic of Germany and Japan, and an accommodat-
ing monetary policy in all major industrial countries The
policy changes assumed in this scenario, are as follows {all
policy changes are measured as sustained deviations from
baseline level of the same variable): (a) a cut of $20 billion a
year in 1982 dollars (about 2. 5 per cent) in real public spend-
ing in the United States; (b) a 1.5 per cent increase a year in
real housing investment by the public sector in Japan; {¢) a
10 per cent cut in the tax rates of households and businesses
in the Federal Republic of Germany and Japan; and (d) mon-
etary accommeodation in all major economies {which results
ina 1 percentage point reduction in interest rates in Canada,
the United Kingdom and the United States, and a 05 per-
centage point reduction in all other major economies)

The implementation of these policies produces several im-
portant results (see table). The reduction in the budget defi-
cit is likely to have an immediate contractionary effect on
the United States and other major industrial countries. How-
ever, global aggregate demand does not decline 10 any mea-
surable extent because of the compensatory, though modest,
fiscal expansion in the Federal Republic of Germany and
Japan, and the monetary policy accommodation in all indus-
trial countries. The latter policy change limits the decline of
output in the United States, while preventing interest rates
from rising in the Federal Republic of Germany and Japan
despite their expansionary fiscal policy stance. The time-
path of the nominal effective dollar exchange rate remains
virtually unchanged from that in the baseline. Most benefits
to the world economy come in the latter part of the simula-
tion period. World output and trade each gain 1 percentage
point or more over the baseline projections. Average growth
rate of real output in the industrial countries reaches 3 per

cent, while the developing countries begin to receive some
benefit in the form of higher real output in the latter part of
the simulation period . Increases in inflation in the industrial
countries are modest because of the significant under-utili-
zation of productive capacity in most countries in the base-
line and because of the gains in labour productivity resulting
from increases in real output. The unemployment rate is sig-
nificantly reduced in the United States. Gains in this area in
Western Europe are modest but the decline in the unemploy-
ment rate in the Federal Republic of Germany (by about half
a percentage point) is more significant than in other major
European economies.

A key result of this scenario is that major reductions in the
twin-deficits of the United States do not take place until the
second year. Initially, the fiscal deficit declines only margin-
ally because tax revenue drops as the economy slows down.
As the economy begins to strengthen, tax revenue begins to
rise while spending is curbed, and the deficit begins to
shrink rapidly. On the other hand, the reduction in the
United States current account deficit begins to slow down in
the third year of the simulation, mainly because the increase
in the level of economic activity in the United States
strengthens import demand.

The results for the developing countries as a group are
modest because of two critical assumptions First, energy
prices, and to a lesser extent other raw material prices, do
not increase above their baseline level, which, because of
the rise in industrial countries’ prices, implies a terms of
trade loss for the developing countries during the simulation
period. Secondly, capital inflows into the developing coun-
tries remain unchanged from those in the baseline, where
they were assumed to increase very little. In sum, the bene-
fits of macro-economic poticy co-ordination of the type de-
scribed here accrues mainly to the industrial countries. This
scenario suggests that the major industrial countries can
achieve an increase in their output growth rate at a low rate
of inflation, while correcting their macro-economic im-
balances
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Box I 3. Debt relief for major debtor
developing countries

The purpose of this scenario is to measure the impact of a
reduction in the amount of interest the debtor developing
countries pay to service their debt on their economic per-
formance and on the world economy. The scenario is de-
sipned and implemented in such a way that the foreign
exchange savings resulting from the reduced interest pay-
ments of each debtor country are used to increase that coun-
try’s imports of capital goods,

The major policy assumptions embedded in this scenario
are (a) for all debtor developing countries or areas except the
Republic of Korea, Singapore, Turkey and Taiwan, Prov-
ince of China, the centrally planned economies and all en-
ergy-exporting developing countries other than Indonesia,
Mexico and Nigeria, interest payments are limited to 5 per
cent of each country’s totai external debt cutstanding at the
end of the preceding year; (&) each debtor country uses the

resulting foreign currency savings to increase imports of

manufactures; (c) initially, interest rates in creditor coun-
tries rise by about 100 basis points in response to the finan-
cial difficulties of their commercial banks, one aspect of
which would be a sharp decline i the stock prices and li-
quidity shortage of the affected banks in reaction to the fall

in their overseas earnings; and () central banks in the credi-
tor countries increase the commercial banking system’s re-
serves in order to curb the rise in interest rates.

The simulation results indicate that the size of the interest
relief is about $16 billion to $17 billion a year. A higher level
of real output in the debtor countries results from a rise in
investment that, in turn, is facilitated by the higher level of
imported capital goods, The impact on the debtor countries
is quite large, as indicated by the gains accruing to selected
countries listed in the table below. The increased imports of
the developing countries also result in a tise in exports, and
thereby a higher level of economic activity, in the indusirial
countries.

The critical policy assumption is the monetary expansion
in the industrial countries. As indicated in the table below,
without monetary accommodation interest rates could rise
substantially in response to a liquidity shortage encountered
by the commercial banks because of the decline in their reve-
nues. A sharp rise in international interest rates, if allowed
1o take place, would defeat the purpose of the exercise and in
fact lead to a global economic slow-down This important

Box continued on adjacent page

Impact of debt relief for major debtor developing
countries on the world economy, 1987-1989°

Year § Year2 Year 3

Resl GDP
Worid

Developed market ecanomies

Develaping countries
Major debtorsb
Argentina
Brazil
Mexico
Nigeria
Republic of Kareas
World trade volume

Developing country importsd
Developed country exportsd

interest rateg
With monetary accommodation
(Without monetary accommodation

Percentage deviation from baseline level

02 2 .2
02

0.4 04 04
240 19 L8
0.7 07 08
0.8 25 32
0.6 046 6
02 02
07 Q.7 07
25 ] 25
a7 07 09

Basis points difference from baseline

3 7 -5
79 78 76)

Sonrce. Project LINK

& See note ¢ to the table in box 1E 2 for an interpretation of the figures
B Qnly a partial list of the countries included in the debt relief exercise

¢ Not inchded in the debt relief scheme

¢ Values, deflated by export unit value of developed market economies, in terms of United States

dollars

£ Three-month treasury bill rate in the United States One full percentage poin is equivalent 1o 00

basis poimts




conclusion applies equally to the discussion of alternative
policies regarding the debt problem in chapter I'V below.

It is important to note that some of the major debtor devel-
oping countries, particularly major exporters of manufac-
tures {e.g., the Republic of Korea, Singapore and Taiwan,
Province of China) benefit from the scenario, even though
they are excluded from receiving debt relief, because of the
higher level of world economic activity. The major short-
coming of the policy that forms the basis of this scenario is
that it bypasses most of the smaller African debtor countries.

The 5 per cent cap on interest payments may not result in
significant savings in relation to foreign currency earnings
for these countries since their external obligations are
mainly in the form of long-term official debt with average
effective interest rates substantially below those paid by
market borrowers. A separate relief mechanism is required
to respond to the pressing needs of the large numbers of low-
income official debtors, most notably those in sub-Saharan
Africa. This issue is also addressed at greater length in chap-
ter IV,

Regional econemic performances in 1986 and
selected policy issues

The second half of the decade of the 1980s will be a critical
period for the world economy. Important economic prob-
lems inherited from the first half of the decade remain unre-
solved: sluggish growth of output and trade continues in
most parts of the world; protectionist pressures have heigit-
ened; the debt problem and the intensification of the devel-
opment crisis threaten the social and political fabric in many
developing countries; high rates of unemployment, particu-
larly among young people, have led to social and political
alienation of a large number of people in both the developed
and the developing countries; and massive macro-economic

and financial imbalances impair the orderly functioning of

the world economy More important, the pace of invest-
ments has slowed down and, given the present policies, it is
doubtful that there will be a significant increase in capital
formation in the near future,

It was the stagflation of the 1970s that prompted the
change in the economic régime, from low to high real inter-
est rates, in the industrial countries.™ But after five years,
instead of the sustained, non-inflationary high rate of cutput
growth that they were seeking, the industrial countries have

achieved a sustained, non-inflationary low rate of output
growth together with a high unemployment rate . It had been
widely agreed by policy makers that private capital invest-
ment had to rise significantly to achieve a high rate of output
growth. This, in turn, has as one of its requirements stable
prices, which was the reason for the anti-inflationary poli-
cies of the early 1980s. However, investment rates have in-
creased omnly moderately. Western European investment
rates remain relatively low, and those in Japan and the
United States have decelerated significantly since 1985.
Gross fixed capital formation as a percentage of GDP for the
developed market economies was lower in 1985-1986 than it
was in 1980 Low rates of growth of aggregaie demand,
uncertainty about its future level, particularly in Europe and
Japan, and high real interest rates have been important fac-
tors inhibiting private investment. Moreover, intensified
trade frictions and wide fluctuations in financial variables
brought about by the large external imbalances have in-
creased the uncertainty faced by private investors

Similarly, in the majority of developing countries, wide
domestic imbalances, rising interest rates, a heavy debt-

* Stagfiation generally refers to refatively long periods of fow cutput growth rate, high uremployment rate and high inflation rate For 1 detailed
analysis of this phenomenon during the 19705 see, Michael Bruno and Jeffrey Sachs, Economics of Worldwide Sragflation (Cambridge, Mass |

Harvard University Press, 1985)

* Gross fixed capital formation as percentage of GDP for the developed market economies as 4 group was 22 1 per cent in 1980 and 20.2 per cent in
1985 Inthe European Economic Community. the ratio fell from 21 2 per cent in 1980 10 18 6 per cent in 1985 (see OECD Economic Qurlook. No

40 (Decembeyr 1986). table R3)
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service burden, stagnant or declining demand and sluggish
trade performance have affected investment and output
growth. However, the major problem in most developing
countries is the inadequate level of savings 'The total level of
net domestic savings has been depressed by declining real
per capita incomes and by greater public sector dissaving as
a result of widening government budget deficits in the early
1980s. Both of these factors have themselves been influ-
enced by external factors. For the major debtor countries, a
portion of domestic savings has been transfarred abroad to
service their external debt, often resulting in a reverse net
resource transfer. The low rate of economic growth in the
industrial countries has adversely affected the terms of trade
and the trade performance of many developing countries. In
addition, inflows of foreign savings, in the form of net {i-
nancial flows, have virtually halted. With low or declining
investment rates, rates of growth of real income in many
developing countries are barely equalling or exceeding pop-
ulation growth rates

In several centrally planned economies, the new medium-
term socio-economic plans for capital formation in the sec-
ond half of the 1980s, in contrast to those in the previous
plan cycle, express a deliberate policy change to accelerate
capital formation In Eastern FEurope, a significant siow-
down in investment occurred in the early 1980s. In the per-
iod 1981-1983, it fell by more than 6.5 per cent, while that of
the Soviet Union rose by 18 per cent. The investment plans
for the second half of the current decade envisage a 20 per
cent rise in Eastern Burope and a nearly 24 per cent increase
in the Soviet Union.

Investment rose by 130 per cent in China between 1980
and 1985. Policy makers in China, with the aim of slowing

down the growth of the economy, are planning for a signifi-
cantly less rapid pace of investment increase in the second
half of the 1980s. Even so, the new plan contemnplates an
increase in per capita income exceeding 3 per cent a year

Diversity of situations in developing regions

Economic performance has remained disappointing in
many developing countries: in 1986, of a sample of 83
countries, 39 had real growth rates of GDP below 2.3 per
cent, compared with only 19 countries in the 1970s (see table
II.8). But there was also a considerable degree of diversity:
in 1986, some 13 countries, with a combined population of
400 million people, had GDP growth rates in excess of 3 per
cent. The increase in the net material product of China also
exceeded this figure.

(One of the distinguishing factors that separated the fast
growers from others continued to be the size of economy.
The larger countries have tended to perform better in recent
years. Large domestic markets and the more diverse natural
and human resource base have, in general, provided the pol-
icy makers in the larger developing countries with more
room for manoeuvre. Among the very large economies, that
is, countries with population well above 100 million people,
Brazil and India again experienced in 1986 a rate of output
growth significantly higher than that of their respective pop-
ulations, and far higher than the average output growth for
the developing countries (see table I 9). Domestic impulses
in both these countries played a major role in their economic
expansion as exports changed little—and declined in the case
of Brazil—from the previous year. Agriculture and agro-
industry maintained the robust performance observed since
the mid-1970s in India. In Brazil, a rapid increase in the real

Table I1.8. Frequency distribution of output growth rates and inflation
in the developing countries, 1971-1986
{Number of countries)

1971- 1981-
1680 1986 1982 1983 1984 1985 19864
Distribution of real
output growth ratest
Zero or below 4 22 40 33 29 25 20
0 -2 5 percent i3 1 18 17 17 20 19
2 6-5 0 percenmt 3 20 i 1 20 16 31
5 1-7 5 percent 18 9 9 9 10 8 9
T 6 per cent and over 15 1 5 5 7 4 4
Distribution of
inflation ratese
5 per cent or jower 0 12 6 i4 ig 23 a5
5.01-10 per cent 26 22 24 19 15 13 14
10 01-20 per cent - 20 26 22 16 15 12
20 01-50 per cent 7 13 13 12 15 15 13
50 1-10G per cemt 2 4 4 2 7 4 8
Over 100 per cent 4] 3 3 7 5 f 4

Source: Depariment of International Economic and Social Affairs of the United Nations Secreturiat

4 Preliminary estimates

b Rased on rates of growth of real GDP in 83 developing countries
€ Based on inflution rates. measured by consumer price indexes of 76 developing countries
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Table 11.9.  Developing countries: real GDP growth rates, 1971-1986

Gross domestic

Popuiation  product in 1984b
in 1984 {billions GDP growth rates
(miilions) of dotlars) 1971-1980 1981-i085  1986d
Percentage chunge
All developing countries 25400 56 1.3 24
Seven largest developing
gountries® 14062 750 1 63 24 2
Energy importers 10738 472.3 59 33 63
Bangladesh 985 12 4 4.0 39 4.5
Brazil 132 6 2273 86 Y 80
India 7450 197 2 33 47 40
Pakistan 977 354 4.7 64 70
Energy exporiers 3524 3178 68 12 -2 6
Indonesia 163 4 854 80 41 i.0
Mexico o 158.3 6.6 19 -35
Nigeria 920 741 63 -35 50
Smaller developing
countries! 11338 1200 57 0.9 1z
Energy importers 7042 51 27 48
Energy exporters 429 6 62 -08 -07

Source Department of International Economic and Social Affairs of the United Nations Secretariat,
based on World Popularion Prospects. Estimates and Prajections as Assessed in 1984 (United
Nations, Suies No E 86 X1 3); World Bank. TTre World Bank Atlas 1986. IMF, International
Financial Statistics: and other official nalional and international sources

# Annval mid-year populatior, medivm variant
b Based on estimates provided in The World Bank Atlas 1986.
¢ Annuai average and annual rates of growth of real gross domstic preduct

d Preliminary estimates

¢ Devetoping countries {excluding China) with popuiations greater than 75 million persons in

1984
I Seventy-six developing countries

wage bill as a result of a stabilization plan stimulated indus-
trial activities. The decline in oil prices and, particularly in
the case of Brazil, the lower interest rates on external debt
enabled these two countries to increase their imports to sup-
port the expansion of their industrial sectors. However, sev-
eral other large economies such as Indonesia, Mexico and
Nigeria, because of their dependence on oil exports, suf-
fered considerable set-backs in 1986 as oil prices plum-
meted

Diversity of performance at the regional level

The interregional diversity in economic performance that
had prevailed since the early 1980s in the developing areas
did not change in 1986, so that Asia continued to fare better
than other regions. But the intra-regional growth pattern
changed markedly. In Africa, countries south of the Sa-
hara—with the drought ending in most countries of the re-
gion—generally sustained the moderate recovery that had
started in 1985. With the exception of the Congo, Gabon and

Nigeria, where real GDP fell considerably, the rate of

growth of the sub-Saharan countries clustered in the range of
2.5 10 5 per cent in 1986 An improvement in agricultural
production in most of these countries both on account of
better weather conditions and because of an increase in pro-
ducer prices and other recent redirections of policies lifted
overall output. Notwithstanding improved food production
in the subregion, such countries as Angola, Ethiopia, Mo-
zambique, Somalia and the Sudan will still need a considera-
ble amount of food aid in 1987.#

In North Africa, only Morocco achieved a considerable
expansion of output in 1986. The drop in oil prices and a
reduction in remittances from workers in the Persian Gulf
area complicated the external payments position of several
countries. Until 1984, oil exporters in North Africa had
managed to maintain high import levels despite the softening
of oil prices. But a significant decline in import levels was
recorded in Algeria, Egypt, the Libyan Arab Jamahiriya and
Tunisia in 1985. In 1986, these cut-backs intensified and
severely affected industrial production. The problem was
compounded by drastic cuts in public investment budgets.
Consequently, not only did the real per capita GDP fall

# See Adebayo Adedeji. Adedeji’s Messape™, West Africa. 12 and 19 January 1987
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sharply but, because of the considerable deterioration in the
terms of trade, all four countries experienced a drop in per
capita real incomes of 8 to 10 per cent

There was an acceleration in the rate of growth of Latin
America and the Caribbean to 3.5 per cent in 1986. Real
GDP growth rate in Argentina, Brazil, Chile and Colom-
bia—all large or medium sized energy-importing coun-
tries—ranged from 5 to 8 per cent. The policy-induced
deceleration of inflation in Argentina and Brazil led to con-
siderable increases in the real wage bill and hence in the
level of domestic demand, which in turn stimulated the level
of manufacturing output. In Chile and Colombia, increases
in agricultural output and exports provided impetus to over-
all output expansion. On the other hand, energy-exporters
and the smaller economies of the Caribbean and Central
America experienced a very sluggish expansion and, in
some cases, a regression, Peru was an important exception.
A rise in aggregate demand induced by consumer spending
and the Government’s decision to limit the service payments
on external debt, allowing an increase in imports of close to
30 per cent, resulted in a rapid increase in industrial output.
The rate of growth in the GDP of Peru exceeded 8 per cent in
1986. But in this case, as in the case of Brazil, the current
account deteriorated markedly and it will be difficult to
maintain the rapid pace of growth in 1987.¥

The economic performance of the Asian developing coun-
tries continued to be more robust than that of other develop-
ing areas. The success of several major exporters of
manufactures in substantially increasing their exports to the
industrial countries has been a major factor behind the buoy-
ant economic activity in Asia Real GDP for the region as a
whole grew by 4.5 per cent in 1986, an acceieration of 1.3
percentage points compared with the 1985 performance.
The economy of the Republic of Korea, stimulated by a sub-
stantial depreciation of the won against the yen and a sharp
increase in its volume of exports to the industrial countries,
grew by about 12 per cent. Pakistan and, to a lesser exient,
Burma maintained the growth momentum of the first half of
the decade as agricultural production kept the rapid pace of
expansion of previous years. Bangladesh, Nepal, Sri Lanka
and Thailand grew at virtually the same rate—around 4 per
cent—as in 19835, while Indonesia, Malaysia, the Philippines
and Singapore virtually stagnated. Growth is likely to re-
sume, though at a moderate pace, in the latter four countries
in 1987 Some improvements in their balance of payments
should take hold after a protracted adjustment process in
1985 and 1986.

The decision by some Middle Eastern OPEC members
(mainly Saudi Arabia) in the second half of 1985 to raise
crude oil output resulted in an increase in the petroleum pro-
duction in West Asia. However, the contribution of this in-
creased oil production to growth in GDP was largely offset
by a rapid decline in real incomes brought about by the lower

o0il prices and the decision of most Governments to cut
budget expenditures. Gverall output in the region barely in-
creased in 1986, Average per capita real income fell by more
than 10 per cent. Even though oil prices recovered some-
what in late 1986, the full impact of budget cuts is likely to
be felt in 1987.

Countries in the Mediterranean region—Cyprus, Malta,
Turkey and Yugoslavia—experienced a considerable accel-
eration in the rate of growth of their real GDP from an aver-
age of less than 3 per cent in 1985 to 4.4 per cent in 1986.
Lower il prices had a beneficial effect on the import bills of
all four countries. None the less, these countries also have
close econormic links-~exports of goods and services—with
a large number of energy-exporters in the Middle East and
the overall impact of oil price changes has been rather
mixed. After a successful adjustment in the early 1980s,
Turkey has maintained a rate of growth of above 5 per cent
in the past three years. Real GDP of Yugoslavia, after a
period of protracted recession since 1980, grew by 3 per cent
in 1986.

The fight against inflation in 1986

The sustained efforts of a number of developing countries
to correct external and domestic imbalances, particnlarly by
implementing policies to reduce government budget defi-
cits, have had an important effect in reducing inflation. Buta
significant development in 1986 was the pervasive decelera-
tion of inflation in some of the countries that followed unor-
thodox policies. Nearly all countries that had been
experiencing hyperinflation or the threat of it in 1985 exhib-
ited a remarkable slow-down in the pace of price increases
by mid-1986.* Between 1985 and 1986, the annual average
rate of inflation in consumer prices in Argentina declined
from 385 per cent to about 80 per cent, in Bolivia from more
than 8,000 per cent to less than 100 per cent, in Brazil from
some 230 per cent to about 70 per cent, in Israel from more
than 300 per cent to under 60 per cent, and in Peru from 150
per cent to 60 per cent.

The unorthodox policies adopted by these countries to
fight inflation relied heavily on measures designed to lower
inflationary expectations, including price controls, de-in-
dexation and rules for wage-setting in the public and private
sectors. Soon afier the introduction of the stabilization
plans, inflationary pressures eased considerably. However,
after a year of application of the plans, serious problems
persist and certain imbalances have emerged in some of
these countries, particularly Brazil, as prices of a large num-
ber of goods, services and production factors have not ad-
justed adequately to reflect relative scarcities. Plans have
entered a second phase in which attention has shifted to the
fiscal imbalances, with the objective of achieving a better
mix in the structure of relative prices in the context of a
reduced inflation rate. The rapid decline in inflation,

M Sae Andres Bianchi, Rabert Devlin and Joseph Ramos, “The adjustment process in Latin Amevica 1981-1986", paper prepared for the Sympo-
sium on Growth-Oriented Adjustment Programs, convened by the World Bank and the International Monetary Fend, Washington, I C , 25-27

February 1987

= Only in the case of Mexico and Nicaragua was there a sharp scceleration in the rates of inflation
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through its effect on tax revenues, had already led to some
automatic reductions in fiscal imbalances (as a share of
GDP). However, as inflation rates began to stabilize in
countries in which the thrust of the fiscal policy had not been
changed, fiscal deficits widened again and inflation rates
showed some acceleration in the latter part of 1986.

In the great majority of the developing countries, particu-
larly those in South and East Asia, inflation rates have con-
tinued to subside and remain at comparatively low levels.

Selected potlicy issues

Even though some developing countries have succeeded
in growing at a fast pace despite external adversities, the
economic progress of many developing countries during the
1980s has been particularly disappointing. The lack of flexi-
bility that has characterized most of their economies, in part
as a result of past policies but mainly because of internal
structural factors, has proved to be a serious handicap in a
period of a rapidly changing international environment. The
erratic behaviour of international trade in the period 1980-
1984 and its modest growth in 1983-1986, together with sig-
nificant declines in primary commodity prices, has required
substantial structural adjustments as well as major changes
in the conduct of economic policy in commodity-exporting
countries.

Moreover, the shift from a régime of low to one of high
real interest rates in the industrial countries, accompanied
by a retrenchment of international bank credit, has required
a major redirection in the economic policies of a large num-
ber of the developing countries that earlier had borrowed
heavily from international commercial banks As protec-
tionist pressures have become a reality in the developed
countries, the major exporters of manufactures among the
developing countries also have had to undertake adjustments
to lessen their vulnerability to international trade. These ad-
justments have included less reliance on foreign commercial
lending, lowering the level of external debt, accumulation of
reserves, strengthening of the agricultural sector and reori-
entation of exports towards faster growing markets and new
product lines

The economic adjustments in the large majority of the de-
veloping countries have been mostly of a contractionary nat-
ure. In the process, most economic groups living in urban
areas have been affected. Whiie the need to protect the most
vulnerable groups is being increasingly recognized, prog-
ress has been slow. Efforts have been hampered by tight
fiscal conditions and by a lack of institutions and policy in-
struments to reach and assist the affected groups in an effec-
tive way In only a few cases has adjustment been
accompanied by an acceleration in the output growth rate.

Savings and investment

A major factor in the slow-down of economic growth in
developing countries has been the decline in investment.
The rate of investment has continued to fall as the decline in
the inflow of capital from abroad (foreign savings) has been
accompanied by marked decreases in the level of domestic
savings * It is estimated that the gross capital formation as a
share of gross domestic product for the capital-importing
developing countries as a whole fell by more than 5 percent-
age points between the late 1970s and the mid-1980s. Yet
about a quarter of those countries still managed to achieve a
significant increase in that share. As analysed in chapter
VII, investment and savings ratios increased in several
countries between the second half of the 1970s and the mid-
1980s.

In Africa and Latin America—the regions hardest hit by
the external debt problem—the investment ratio fell by more
than 6 percentage points during the same period. For the
developing countries as a group, central government fiscal
deficits as a share of gross domestic product doubled in the
same period, though much of the rise was concentrated
among the energy exporters. The reduction in the level of
net domestic savings in the developing countries refiects
both a deterioration in the fiscal deficits of central Govern-
ments and a reduction in the level of private savings as real
incomes declined.

An important structural factor that has affected the sav~
ings-investment balance in many developing countries, al-
though to varying degrees, is the considerable dependence
of public sector revenues on trade-related activities. As
shown in table II 10, while the share of tax revenues derived
from international trade for the developed market econo-
mies in 1983-1984 was, on average, about 3.9 per cent, for
the developing countries it was more than 25 per cent For a
few developing countries, the trade-dependence ratio was as
high as two thirds, while the maximum ratio for the devel-
oped countries was no more than 16 per cent.

Since import tariffs usnally constitute an important share
of the fiscal revenues, any shock that reduces the capacity to
import—for example, a drop in capital inflows—leads to a
significant decrease in fiscal revenues. More important, in
many countries government revenues, development budgets
and investment plans are often closely linked to export taxes
or surpluses generated by publicly owned export-oriented
firms. An adverse external demand shock for exportable
products not only has a direct effect on the fiscal budget
because of an abrupt reduction in public sector revenues, but
also has indirect effects through the diminished capacity to
import

* For several studies concerning investment performance in the developing countries during the 1980s. see ECLAC, “'Preliminary overview of the
Latin American economy, 1986 (LC/G 1454); M Watson, D Mathieson, R Kincaid, and E Kalter, International Capital Markets Develop-
ments and Prospects, Oceasional Paper No 43 (Washington, D C . IMF, February 1986), pp 77-81 Inter-American Development Bank, World
Evonomic Survey 1986 (Washington, D C ). pp 23-25; (United Nations publication, Sules No E 86 H C 1}. pp 108-i21; IMF, World Economic

Outloak. April 1986, pp 58-60
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Table 11.10  Sources of central government revenue in developed
and developing countries, 1978-1984

Taxes on net income and

Taxes on internatianal

profit (percentage trade (percentage
of total revenues} of total revenues}
1978- 19790 1983-1984 1978- 1979« 1983-1984
Developing countries
Meanb 202 27 i1 251
Co-efficient of variation® 05 0.6 05 06
Range 71533 67 0-3.1 66 3-4 4 We-27
Developed market economies
Mezanb 333 3t 6 43 30
Co-efficient of variation® 03 a5 13 i3
Runge 64.79.8 60.9-9.2 21.6-0.0 15.9-0.0

Source Department of International Economic and Social Affairs of the United Nations Sceretariat,
bused on IMF, Government Finance Statistics Yearbook, 1979 and 1986

& 1978-1979 was chosen to show the degree of dependency before the oaset of the slow-down of

world trade in the {9805
b Unweighted arithmetic mean

¢ Ratio of standard deviation to mean The smaller the ratio (i ¢ , the closer it is to zero), the less

variation there is

Increasing domestic taxes and issuing government bonds
are not viable options for policy makers in most developing
countries. Domestic capital markets are underdeveloped and
new iaxes, particularly income taxes, usually have adminis-
trative and legislative delays and are difficult to collect,
Moreover, it is both economically and politically difficult to
increase taxes at a time when personal incomes and profits
are either stagnant or falling. There are other policy alterna-
tives to increase investment levels, but they require either a
reduction in government consumption, which could prove
costly in political terms, or monetization of the public sector
deficit which, because of the inflationary pressures that it
usually induces, is likely to be counterproductive in the me-
dium term.

Energy-importing developing countries have resoried toa
mixture of policy responses to the trade-related fiscal shocks
of the 1980s. One common feature was an abrupt fall in pub-
lic investment, including funding for national development
banks, which often constitute the maior source for medium-
term to long-term finance of the domestic private sector. In
the second half of the 1980s, the reverberations of the exter-
nal shocks have begun to subside and new policies have con-
tributed to an improvement in the public sector financial
position in a number of countries. However, the modest
growth of international trade has limited these countries’
room for policy manoeuvre and does not provide a large
domestic stimulus to speed up growth.

The policy dilemmas faced in the energy-exporting devel-
oping countries have been formidable. The economic situa-
tion in these countries has deteriorated ever since the
positive effects of oil price changes on trade-related public
revenues peaked in 1981 Thereafter, because of slowly
growing or declining export volumes, but particularly as the
result of the oil price counter-shock that began in late 1985,
there have been widespread and drastic cut-backs in the de-
velopment budgets of these countries. A big problem facing
some of the Middle Eastern oil exporters is the financial
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crisis of their large private enterprises. Although the Gov-
ernments of the countries of the region are still net creditors,
the combination of private capital flight and a sharp drop in
asset values has brought a large-scale financial crisis to some
of the countries in the Persian Gulf area

Exogenous factors have also played direct roles in reduc-
ing private savings in the developing countries in recent
vears. First, real per capita incomes have been adversely
affected by the deterioration of the terms of trade in the
1980s, which in turn has inhibited private savings levels de-
spite increases in domestic real interest rates. Secondly,
countries with large external debts, or countries that had to
rely heavily on short-term official or commercial credit, ex-
perienced sudden declines in profits as domestic firms faced
a rapid rise in the outflow of resources to service their exter-
nal debt. In sum, given the present constraints on domestic
savings and the sharp decline in the net inflows of foreign
financial capital into these countries, investment rates are
likely to remain depressed in many developing countries.
This in turn will restrain the rate of growth of output from
accelerating far above the average of the 1980s.

Although the nominal interest rates in industrial countries
have been on a downward trend since 1984, the burden of
servicing external debt has been increased for developing
countries because their export prices have declined more
than the international interest rates. Many developing coun-
tries have been forced to redirect their investment policies
wowards smaller-scale, possibly more efficient, investments
with shorter gestation periods. In some countries, where
market incentives have been used aggressively to promote
private initiative, the results thus far have been encouraging,
particularly in the agricultural sector. Although it is still too
early to generalize, it seems that the new policies of liberali-
zation and deregulation of markets have led to a measurable
acceleration in the growth of output in a number of countries
in the mid-1980s . But it remains to be seen to what extent the
new policies will lead to a sustained rise in per capita in-




comes in the absence of significant stimulus from either
world trade or international financial capital.

Economic interactions, policy debate and large external
imbalances among the developed market economies

The main driving forces that affected prices, trade, output
and employment in nearly every industrial country in 1986
were set in motion by the depreciation of the dotlar and the
fall in 0il prices. The dollar decline, by affecting the relative
competitiveness of each country internationally, redistrib-
uted demand away from the tradable goods and services pro-
duced in the yen and deutsche mark currency zones towards
those produced in the dollar zone. The decline in oil prices
benefited the energy-using sectors but hurt the energy indus-
try, which suffered a significant decline in investment and
employment in the major oil-producing countries. Exter-
nally, the industrial countries benefited from a terms of trade
gain of some $95 billion against the energy- and commodity-
exporting developing countries, but their exports to the de-
veloping countries fell sharply.

Despite the terms of trade gain of about 1.5 per cent of
their combined GDP, real output in the industrial countries
increased by only 2.4 per cent in 1986 a deceleration of 0.5
per cent in comparison with 1985. Real domestic demand,
however, grew by 3.5 per cent, 0.5 per cent higher than in
1985. The higher demand growth reflected the favourable
impact of the lower oil prices on private consumption ex-
penditures. On the other hand, private investment in several
major economies weakened, particularly in the latter half of
1986.

The strengthening of domestic demand was more marked
among the major European economies (France, the Federal
Republic of Germany and the United Kingdom), while in

Japan and the United States demand grew at virtually the
same rate as in 1985 (table IT.11). There was, however, a
significant weakening in the United States in the latter half of
1986 due to a decline in business investment rate and a slow-
down in consumer demand. Uncertainty regarding the effect
on business investment of the 1986 Tax Reform Bill was the
major factor behind the 1.5 per cent drop in real non-residen-
tial investment in the United States in 1986

Although real disposable income increased by 3 per cent
for the year as a whole in the United States, it began to de-
cline in the second half of 1986. The consumption level was
maintained to a large extent because of a continued decline
in the savings ratio, which fell to 2.7 per cent in the fourth
quarter of 1986—the lowest rate since 1939. Moreover, the
consumer debt rose sharply to a record level—about 17.5 per
cent of GNP. However, increases in prices of equities and
real estate in the United States in 1986 prevented the ratio of
household assets to liabilities from changing significantly. In
the Federal Republic of Germany and Japan, real domestic
demand also began to weaken towards the end of 1986 as
exports began to suffer from the sharp appreciation of their
currencies against the dollar, and as energy-exporting devel-
oping countries reduced imports. In both of these countries,
the fall in exports has begun to seriously affect the trade-
related investment and employment.

Major differences in external and internal sources of out-
put growth notwithstanding, there was considerable conver-
gence in output performance in 1986, Real GNP grew by
about 2.5 per cent in France, Italy, Japan and the United
States. The Federal Republic of Germany's output grew by 2
per cent, and that of Canada and the United Kingdom by 3
per cent and 2 8 per cent, respectively. The smaller indus-
trial countries grew by 2 per cent, which was a slightly

Table I1. 11. Contributions of domestic demand (DD) and net foreign demand (FD)
to GDP growth, 19841986

Developed Federal Republic
murkes economies of Germany Japan United States
GDP DD FDb GDP DDa FDb GDP DD: FBb GDP DDa EDb
growth growth growth growth
Percentage change
1980-1985¢ 20 19 0} 12 03 09 19 25 14 19 3 06
1984 44 48 -03 33 22 11 51 37 13 64 84 10
1985 29 30 -01 5 15 106 47 37 10 2T 34 .07
19864 24 35 -11 21 36 -15 25 38 -13 25 36 -11
19864 ¢
First quarter 25 35 -10 17 17 00 30 32 -02 31 44 13
Second quarter 28 43 -15 33 50 .17 25 44 -19 27 39 -13
Third guarter 26 40 -14 23 32 -09 24 43 -16 22 36 -14
Fourth quarter : 28 36 -16 20 25 -04

Sonrce: Department of Imernational Economic and Social Affairs of the United Nations Secretariat,
based on OECD, Quarterly National Accounting and other official sources

 Rate of growih of real domestic demand. which is the sum of consumption expenditure and £rOss

domstic investment

b Change in real foreign (trade) balance as a percentage of previous year's GDP/GNP

€ Annual average growth rates
d Preliminary estimates

€ Quarterly prowth figures are annual rates calculated with respect to the corresponding quarter in

the preceding year
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slower pace than in 1985, There was, however, a marked
diversity of performance among those economies. The ma-
jor exporters of food and other primary commaodities, Aus-
tralia and New Zealand, suffered terms of trade losses and
their real output grew very little or fell. There was also a
slow-down in the pace of economic activity in: Belgium, Fin-
land, Greece, Ireland and the Netherlands all of which grew
at less than 2 per cent in 1986. In Denmark, Norway, Portu-
gal and Switzerland, however, output grew by 3 per cent or
more.

Inflation declined in nearly all industrial countries and the
average rate fell to less than 3 per cent—the lowest in more
than a quarter of a century. However, in four countries,
Greece, Iceland, Portugal and New Zealand, the inflation
rate was still in double digits, while in Japan and Switzerland
inflation fell to Jess than 1 per cent, and in the Federal Re-
public of Germany it was slightly negative. Most of the de-
cline in inflation rates in 1986 was due to the fail in raw
material prices, but the rate of change in unit labour costs in
manufacturing, also a major determinant of costs and prices,
remained fairly moderate in most countries within the
group.® The average rate of increase in hourly wages in
manufacturing in 1986 was the lowest in more than two dec-
ades. The unemployment rate remained stubbornly high at
about 8 per cent for the group as a whole. This persistent
problem plaguing many industrial economies, particularly
in Western Europe, is the subject of a more detailed analysis
in chapter VII below,

The major developed market economies have reached an
important juncture in their conduct of macro-economic poli-
cies Although their overall budgetary and monetary poli-
cies have remained cautious, major inconsistencies among
their policies have given rise to serious risks for the interna-
tional economy. Despite efforts in 1985, 1986 and February
1987 to raise the level of economic co-operation, major eco-
nomic problems not only remain, but have intensified. As at
early 1987, the major macro-econormic problems facing the
industrial countries were massive trade imbalances; instabil-
ity in foreign exchange markets, particularly the sharp de-
cline of the dollar; very high rates of unemployment in the
large majority of the countries; and the potential negative
implications of the developing countries’ external debt crisis
for international financial stability and for the creditor coun-
tries themselves.

These policy issues are intimately related to one another.
The key variable that links them together is the growth in the
industrial countries of aggregate demand and its geographi-
cal distribution. The major policy debate has, therefore,
centred on the desirability of a higher rate of growth of de-
mand, its distribution among the major economies, and the
policy changes needed to achieve the desired results. The
United States Government, in order to avoid a recession and
to stave off the intense political pressure for protectionist
measures, wants {o see the massive trade deficit narrow sig-

nificantly and quickly. It has urged the other major industrial
economies to step up their demand growth in order to absorb
more United States exports. It has been argued that if de-
mand in the rest of the world does not grow at a sufficiently
fast pace, the doilar will fall even more and protectionist
legislation will have to be acted upon to narrow the trade
deficit in the United States.

It should be pointed out, however, that more than a quarter
of the $100 billion increase in the United States trade deficit
between 1982 and 1986 has been with the developing coun-
tries, which, because of the debt problem and the collapse of
commaodity prices, have had to cut back their imports.

Fiscal and monetary policy

Data on structural, or cyclically corrected, budget bal-
ances show that the fiscal stances of the Federal Republic of
Gertmany and Japan until 1986 were restrictive while that of
the major industrial countries as a whole was expansionary
(see table A.10). However, a major policy shift is taking
shape among the major industrial countries in the area of
fiscal policy, which, on balance, is moving towards restric-
tion. The most important aspect of the shift is the gradual
tightening of the fiscal stance in the United States. Other
changes as at early 1987 involve a moderate expansion in the
Federal Republic of Germany, Japan and the United King-
dom, and a movement towards restriction in Canada, France
and Italy.

The main objective of monetary policy in all major econo-
mies has remained that of continual downward pressure on
inflation and inflationary expectations, and the policy pos-
ture of the three major economies has been only cautiously
accommodative (see table A 11). Even though monetary ag-
gregates have been growing at the upper bound of officially
set targets (or above, in the case of the Federal Republic of
Germany), the declining income velocity of money has
made policies less accommaodative than had been aaticipated
by the monetary authorities. Falling nominal interest rates
and deceleration of inflation were the key factors behind the
decline in velocity in 1986. Financial innovations, deregula-
tion of financial markets and, in general, greater substitui-
ability between money and other financial instruments
account for the unpredictability of money demand. The high
degree of volatility of demand for money in most of the ma-
jor industrial countries in recent years has put the usefulness
of monetary targets in doubt. In early 1987 the monetary
authorities in the United States stopped targeting the Ml
(i.e, currency in circulation pius demand deposits), the
most volatile monetary aggregate in that country.

Although the reductions in official discount rates caused
significant declines in nominal interest rates in many coun-
tries, most of the reductions came in the latter half of 1985
and early 1986 when ofl prices began to fall precipitously.
The favourable effect of the oil price declines on inflation

 Unit labour cost (ULC) in manufacturing is defined as the notmninal wage biil per unit of real output in the manufacturing sector The parcentage
change in ULC is equal to the percentage change in the average nominal wage rate less the percentuge change in average labour productivity

{autput pet mun-hours}.
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rates caused real interest rates to remain very high; indeed,
they increased in both the Federal Republic of Germany and
Japan.

Attempts at policy co-ordination in industrial countries

The policy makers in the major industrial countries have
recognized that the magnitude and nature of the problems
facing their economies are such that their resolution requires
frequent consultation, discipline and tight co-ordination in
the conduct of macro-economic policy. Several major at-
tempts have been made in that direction in the past two
years. These were the Group of Five agreement (the Plaza
Agreement) on exchange rate realignments and macro-eco-
nomic policy adjustments (New York, September 1985); the
policy declarations of the Tokyo summit meeting of the
Group of Seven in May 1986, the bilateral agreements be-
tween the United States and Japan in mid-1986 on the yen-
dollar exchange rate; and the Group of Six agreement (the
Louvre Agreement) on policy realignments and joint inter-
vention in foreign exchange markets to stabilize the ex-
change rate of the dotlar (Paris, Febrvary 1987).

Despite these agreements, in the first quarter of 1987 the
dollar fell sharply vis-G-vis all key currencies The interna-
tional currency markets were awaiting evidence supporting
the declared policy pronouncements, particularly the in-
tended reflation in the Federal Republic of Germany and
Japan. Meanwhile, as the dollar declined, tensions began to
develop over trade issues among the key countries

Continued instability in the currency markets and further
decline of the dollar have dangerous repercussions They
could induce a deep recession in Europe and Japan with ad-
verse global repercussions. A recession would reduce those
countries’ imports from the United States. Moreover, a
sharp and disorderly depreciation of the dollar would also be
potentially troublesome for the United States since it would
eventually lead to a higher rate of inflation and. most likely,
to higher nominal rates of interest there

The highly expansionary fiscal stance of the United States
between 1982 and 1986 (see table A 10) has been a major
cause of the deterioration in the trade position of the United
States. The size of that country’s fiscal deficit is expected to
decline by $30 billion in 1987, 10 about $180 billion This is
a sizable reduction even though it fails to reach the target
level of about $150 billion set by the Balanced Budget and
Emergency Deficit Control Act of 1985 (the Gramm-Rud-
man-Hollings bill) However, a more decisive policy shift in
the United States has to be made and co-ordinated with the
other major actors to avoid the possibility of a world-wide
recession, with the major market economies in Europe and
Japan accelerating their demand growth as pledged in the
Louvre Agreement in February [987 The policy makers in
these countries fear that a significantly higher rate of growth

¥ There is some empirical evidence that supports this hypothesis (see W Beckerman and T Jenkinsoi,

of demand will trigger inflationary pressures, particularly if
the demand for raw materials expands too rapidly ¥ More-
over, Japan has argued that its central government budget
deficit in relation to GNP is already quite large (see table
A 10} and that the burden of public debt, measured as the
ratio of debt to GNP, has increased from 28 per cent in 1980
to more than 40 per cent in 1985

Persistence of large external imbalances

The massive external payments imbalances that have em-
erged since 1983 in several major industrial countries have
proved difficult to eliminate, and their persistence has had
highly undesirable side effects on the world economy They
have already fundamentally altered global economic rela-
tions, and their prospective ramifications, both in real and
financial terms, continue to be a major cause for concern.
These imbalances are very large and still growing: the cur-
rent account deficit of the United States rose from $9 billion
in 1982 to $140 billion in 1986, or about 3.3 per cent of the
country’s GNP in 1986 %

To a large extent, the counterpart of the United States def-
icit has been the current account surpluses of the Federal
Republic of Germany and Japan, which together rose from
$11 billion in 1982 to $122 billion in 1986 Japan's surplus,
in both absolute and relative terms, is unprecedented. At
$86 billion, Japan’s surplus in 1986 was nearly twice as large
as that of the previous record holder—Saudi Arabia in 1980,
Relative to the size of its economy, Japan’s current account
surplus has also been growing very rapidly, from less than 1
per cent of GNP in 1982 to 4 2 per cent in 1986

A major factor that distinguishes the present imbalances
among the major industrial countries from those experi-
enced in the 1970s is their persistence. The curtent account
surplus of the countries members of OPEC emerged in 1974
and had disappeared by 1978, and OPEC’s larger surplus of
1980 (5106 billion) turned into a sizable deficit in just two
years. Another important distinction between the 1970s and
the 1980s is the source of the imbalances The large current
account deficits and surpluses of the 1970s emerged because
of the sharp increases in the prices of oil and other raw mate-
rials, and were mainly between the industrial countries and
the energy-exporting developing countries. The payments
imbalances of the 1980s have been mainly among the major
industrial countries and, to a large extent, are the result of
inconsistencies in their macro-economic policies.

The magnitude and persistence of the present global im-
balances have had three major repercussions. First, the mas-
sive international capital flows that have financed the
current account deficits among the industrial economies
have taken place at a time of near-stagnation in financial
flows to the capital-importing developing countries and
have lowered real interest rates in the receiving countries

What Stepped the inflation? Unemploy-

ment or Commadity Prices? ™. The Economic Jowrnal. March 1986, pp 39-54)
* Oaly Naly and the United Kingdom (in 1975y had current account deficits us a percentage of their GDP larger than that of the United States in

1986
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relative to those in the rest of the world, Secondly, the mag-
nitude of the present and prospective external imbalances
and their implied financing requirements have led to exces-
sive volatility in foreign exchange and financial markets, as
uncertainty about policy responses and their impact has in-
filtrated the markets. In such an environment, decision-
making by economic agents investors in particular has
become exceedingly difficult, Thirdly, the trade imbalances
have heightened protectionist pressures in the deficit coun-
tries; in cases where threats have turned into action, the dy-
namism of world trade has been reduced.

The origin of the imbalances lies in part with the serious
and prolonged misalignments among the exchange rates of
key currencies in the period 1980-1985. However, the major
cause of their emergence and their persistence has been the
significant differences in the rates of growth of real domestic
demand, mainly induced by policy, among the major indus-
trial countries. Between 1980 and 1985, the annual rate of
growth of real domestic demand was 3.6 per cent in the
United States, 2.9 per cent in Japan, and only 0.5 per cent in
the Federal Republic of Germany (see figures I1.7 and I1.8).
In the same period, the dollar appreciated by 5 per cent
against the yen and by 60 per cent against the deutsche mark.
These two influences provided a strong external boost for
the economies of the Federal Republic of Germany and Ja-
pan and a major drain on the United States economy. Several
studies measuring the size of the effects of exchange rate
movements and of the differential growth rates of domestic
demand seem to indicate that the trade imbalances would
have widened even in the absence of exchange rate move-
ments, but that the latter played a key role in aggrevating the
situation.”

A persistent deterioration in the current account balance
of a country is, in most instances, a reflection of an excess of
aggregate demand over aggregate domestic production of
goods and services; to eliminate such an imbalance, either
domestic production has to be increased or domestic dentand
has to be reduced, The sharp deterioration in the United
States current account balance between 1982 and 1986 is a
direct result of such an internal imbalance. It is closely
linked to the developments in the budget balance of the
United States Government (see figure [1.9) and to the
changes in the balance between private savings and invest-
ment in that country over the same period. As shown in table
I1.12, the general government budget of the United States
was consistently in deficit between 1982 and 1986 in the
amount of about 3.5 per cent of GNP. In the same period,
domestic sources of financing for this deficit dried up, as the
excess of gross private savings over gross private domestic

investment fell from 3.5 per cent of GNP (17 6less 14 1) in
1982 to zero (16.2 less 16.3) in 1986. Foreign savings (net
inflow of capital into the United States) have become the
main source of financing of the budget deficit The major
causes of the change in the savings and investment balance
of the United States have been the sharp decline in the per-
sonal savings rate (from 6.8 per cent of disposable income in
1982 to 3.9 per cent in 1986), and a significant rise in gross
private domestic investment during the period 1982-1985 as
the economy, mainly fuelled by the government budget defi-
cit, expanded. Although private investment has begun to
glacken, excess domestic savings have not occurred as a
result.

In the Federal Republic of Germany and Japan, the situa-
tion regarding the savings and investment balance has dif-
fered widely from that in the United States In Japan, gross
domestic investment has declined as a share of GNP, while
private savings have remained steady and the government
budget deficit has been sharply reduced. The combination of
these elements has created an excess of domestic production
over domestic demand, giving rise to a net outflow of re-
sources that has risen continuously since 1983 and amounted
to more than 4 per cent of the GNP of Japan in 1986 In the
Federal Republic of Germany, on the other hand, gross do-
mestic investment as a percentage of GNP has remained
more or less steady, but private savings have increased,
while the government budget deficit has declined signifi-
cantly. Hence, in both the Federal Republic of Germany and
Japan, the excess of the domestic supply of goods and serv-
ices over domestic demand has resulted in a continuous in-
crease in the outflow of capital from 0.4 per cent of their
combined GNP in 1982 to 3.5 per cent in 1986. Such factors
as exchange rates, personal saving rates, tax rates and trade
elasticities, among others, have important roles in explain-
ing the persistent imbalance in the current accounts of the
three largest industrial economies, but the evidence indi-
cates that the main cause lies in the divergence in fiscal de-
velopments among these countries ™

Since early 1985, the rates of growth of real domestic de-
mand in the United States and Japan have become virtually
the same (see figure I1. 10). In the European Economic Com-~
munity, mainly because of the Federal Republic of Ger-
many, there was an acceleration in the rate of increase in
domestic demand in 1986. In addition, the value of the doliar
has fallen precipitously since early 1985. Yet the imbalances
have persisted; and although there are signs that they may
stop growing, there are likely to be delays in the adjustment
process. There is also the fear that, as long as the underlying
policy causes are not corrected more decisively, the adjust-

» See Vincent Reinhart, ~Macroeconomic influences on the U 8. -Japan trade imbalance™ , Federal Reserve Bank: of New York Quarterty Review,

Spring 1986, pp. 6-11 This study

finds that the slower income growth int Japan than in the United States in 1980-1985 accounted for about 40 per

cent of the deterioration in the hilieral trade bajance An earlier study by Stephen Marris (Deficits and the Dollar. The World Economy at Risk
{Washington, D C., Institute for International Studies, December 1985)),
between the United States and the rest of the world accounted for 25 per cent of the totat deterioration in the United States current account deficit

However, in 1984 the growth gap effect had grown 1o 50 per ceat

looking at the entire period 1980-1984 found that the growth gap

" Gea Phikip Tusnar, ~Sevings, investment and current account: an empirical study of seven mujor countries, 1965-1984° , Bank of Japun, Mone-
tary and Economic Stdies, vol, 4, No 2 (October 1986}, pp. 1-58; Bank for International Settlements, Annual Report (Basie, Tunc 1986}, pp

62-66; Councit
ary 1987y pp H07-113
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Figure I1.7. United States: output and domestic demand
{Index: 1980 =100)
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Figure I1 9. Budget and current account balances
of the United States
(Billions of dollars})
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Figure I1. 10. Domestic demand in EEC, Japan
and the United States
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Table 1 12, Global payments imbalance and savings-investment balance
of the United States, 1979-1986

1979 1982 1983 1984 1985  1986e
Billions of United States dollars

Current sccount balanceb

United States -1 -9 -47 -6 118 -14]

Japan -9 7 21 35 49 86

Germany, Federal Republic of -6 4 4 7 I3 36

Percentage of GNP

Net capital inflowe (foreign savings)

United States 0.4 -0.0 11 24 2.7 35

Fapan 09 07 -1.8 -28 -39 -432

Germany, Federal Republic of 08 -04 .05 ~0 8 -20 -33
Government savingsd

United States 065 35 -38 =27 34 -34
Gross private savings

United States 178 176 174 179 172 16.2
Gross private domestic investment®

United States 18.2 4.1 147 176 16.5 163
Mermorandusm item:

Infiow of capital to the

United Statest

(billiuns of dollars) 64 127 16§ 128 150 240

Source: Department of International Economic and Social Affairs of the United Naitons Secretariat,
based on OECD Economic Ourloek, No, 40 (December 1986), United States Federat Reserve Bank,
Federal Reserve Bulletin (Washingtor, D C ), various issues: Council of Economic Advisers,
Economic Report of the Presidenr (Washington, D .C . United States Government Printing Office.
1986 and 1987): and Bank for International Settlements, Fifry-Sixth Annead Report (Basle, 1986)

& Prefiminary estimates
b including of ficial transfers

v Including statistical discrepancy; minus sign indicates an outflow .
4 Generel government budget balance. which is the sum of the budget batances of federal, state and

local governments

ird

By definition. gross private domestic investment is equal to the sum of government savings,
gross privite savings and net capital inflow
Sum of the net changes in foreign official ard private assets in the United States plus the errars

and omissions of the batance of payments of the United States

ment pressure will fall upon exchange rates among key cur-
rencies and interest rates: these may easily overshoot their
desirable levels, making the eventual correction process ex-
tremely costly.

While the legacy of the large United States budget deficit
and its eventual correction weighs heavily in achieving a
more sustainable trade deficit in that country, there are still
other factors that might make the adjustment process unduly
protracted. First, the dollar has not depreciated evenly
against all currencies, as analysed in chapter III, and has
appreciated against the currencies of main trading partners
of the United States, namely Canada and Mexico, with
whom the United States has a substantial bilateral trade defi-
cit. Secondly, many exporters to the United States have not
passed on to consumers the full impact of the dollar depreci-
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ation, opting instead to protect their market shares and to let
their profit margins be squeezed, at least in the short run.

A third factor, structural in nature, is that the ratio of
United States merchandise imports to exports has become
very high, rising from 1.10 in 1979 to 1.65 in 1986. The 65
per cent excess of United States imports over its exports
currently means a difference of $145 billion. The opposite is
true for Japan: in 1986, its exports were 65 per cent larger
than its imports. For the Federal Republic of Germany, the
difference is less glaring: exports exceed imports by about
30 per cent. Giiven these initial conditions, it will take some
time for the corrections to become visible, even though there
have already been substantial price and income adjustments.

Fourthly, income elasticity of demand is relatively low for



United States exports, and quite high for its imports. The
opposite is true for Japan.” Estimates made by the United
Nations Secretariat of the income clasticities for exports are
about 1.0 for both the United States and the Federal Republic
of Germany and 175 for Japan. On the other hand, the in-
come elasticity of imports is over 2 for the Federal Republic
of Germany and the United States, and oaly 0.75 for Japan.
These differences are closely linked to the commodity com-
position of each country’s exports and imports.” An impor-
tant policy implication of the differences in income
elasticities is that stimulating domestic demand will be more
effective in the Federal Republic of Germany than in Japan
in reducing the trade surplus. Moreover, given the initial
conditions and the income elasticities of exports and im-
ports, real imports by the rest of the world must grow more
than three times as fast as the rate of growth of real domestic
demand in the United States in order for the United States to
reduce its trade deficit quickly ™

A fifth factor affecting the adjustment of the trade bal-
ances is price elasticities of exports and imports. Economic

theory holds that, if price elasticities of demand for exports
and imports add up to more than unity, exchange rate adjust-
ments will lead to a correction of trade imbalances * How-
ever, trade volumes may adjust only slowly to price changes
induced by exchange rate realignments; initially trade im-
balances may even worsen in nominal terms . This phenome-
non, which is known as the J-curve effect, has been an
additional factor in delaying the adjustments in the trade im-
halances. ™

A sixth set of factors that may have played a critical role in
the emergence of global imbalances is the large, and some-
times destabilizing, changes in real exchange rates brought
about by excessive capital mobility * The attractiveness of
United States assets to foreign investors, in part because of
higher interest rates in the United States caused by the ex-
pansionary fiscal policy, has also been a factor in delaying
the correction of the United States imbalance. Uncontrolled
and excessive capital flows, together with relatively slow
adiustments in product and labour markets, can lead to very
large shifts in relative prices through exchange rate changes.

» For an analysis of the statistical estimates of income and price elnsticities of export and import demand for the United States, the Federal Republic
of Qermany and Japun, see Yuzo Kumasaka, *“Japan's trade surplus since the -5 meeting of September 1985, Department of International
Economic andSocial Affairs of the United Nations Secretariat, Working Paper No. 3, May 1987

Inceme elasticity of demand for imports is defined as the percentage change in the volume of imports demanded induced by a { per cent in-
crease in the country’s real income, holding all other variables, including prices, constant. Income elasticity of demand for exports is defined as
the percentage change in the volume of exports demanded induced by a | per cent increase in the real income of the country’s trading partaers,

holding ali other variables, including prices, constant

Price elasticity of export demand is defined as the percentage change in the volume of exports when the export price increases by 1 per cent,
holding the real income of trading partners and all cther prices fixed. Price elasticity of import demand is defined as the percentage change in the
volume of imports when the import price increases by 1 per cent, holding the country’s real income and all other prices constant

Estimates of export and import demand equations are shown in the following table:

income Price elasticity?

Trade volume by country elasticity Short-termd  Lonp-termb
Germany, Federal Republic of

Exports 0.95 -0 04 -0 36

[mmports 204 -02] -0.46
Jupan

Exports 175 -0.06 -1.35

Imports 475 ~{ 03 -0 49
United States

Exports 100 -(.21 -0 93

imports 2.9 -(.30 -1.20

Note.  Fstimation method: ordinary least squares; period of estimation: first quarter 1977 to first quarter 1986
* Retative price of exports: unit vaiue of exports in dollars divided by that of the rest of the world; relative price of imports: unit value of imports

in domestic currency divided by the country's wholesale prices.
* Short-term: one quarter; long-term: eight quarters.

* [n general, infernationatly traded manufactures have a higher income elasticity of demand than that of raw materials. In 1985-1988, manufactures

trade as a percentage of total imports was 24 per cent in Japan, 58 per cent in the Federal Republic of Germany and 62 per cent in the United
States On the export side the same shares were 98 per cent in Japan, 90 per cent in the Federal Republic of Germeny and 70 per cent in the United

States.

¥ For the United States the naive calculation, other things being equal, is as follows: (2 2 incotne elasticity of imporis/1. 0 [income elasticity for
exports])*l 65=3.6, where 1 65 is the initial ratio of imports to exports. Thus world trade must grow by 3 6 times the rate of growth of domestic

demand in the United States.

* This stability requirement is known as the Marshali-Lerner condition Secretariat estimates indicate that the condition holds for the United States
and Japan, but the results for the Federal Republic of Germany do not warrant a firm conclusion

* The J-curve effect is observed because trade contracts are usually ratified long before the delivery date, but the transaction is recorded in trade
statistics. So, for a given exchange rate change, trade volumes are not going to be affected for some time Since. as is the usual practice in the
industrial countries, exports are invoiced in the currency of the exporter, the trade balance may worsen initially as the result of exchange rate

devaluation.

w See James Tobin, “A proposal [or international monetary reform™, Eastern Economic Journal, July/October 1978; and R Dornbusch, “Ex-
change rate economics: 1986", National Bureau of Economic Research Working Paper No 2071, November 1936
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Large inflows of capital into the United States since 1980
raised the demand for dollars and dollar-denominated assets
and contributed to the appreciation of the dollar over that
period, thereby aggravating the trade deficit. As shown in
table I1 .12, the net inflow of capital to the United States (i.e.,
excluding outflows from the United States) rose from $64
billion in 1979 to $240 billion in 1986. Such a massive
movement of financial capital into a single country is un-
precedented. Liberalization of financial markets, through
the progressive removal of capital controls and the integra-
tion of national markets, particularly in Japan, the United
Kingdom and the United States in recent years, has played
an important role in this regard (see chap IV below).

The overwhelming dominance of financial capital move-
ments over the real flows in recent years may be illustrated
by the fact that in 1986 the average daily transaction of inter-
nationally traded goods and commodities was about $5.5
billion, while the doliar transactions, induced by capital
flows, in foreign exchange markets reached $200 billion a
day. In 1979, the respective figures were $5 billion and 375
billion. As long as capital can move freely and in massive
amounts, it is likely to influence exchange rate changes sig-
nificantly and to affect adjustments in trade flows corre-
spondingly.

On balance, it seems likely that the present large trade
imbalances may persist. They will certainly do so if unco-
ordinated macro-economic policy shifts take place in key
countries and if there are large swings in exchange rates
brought about by capital movements rather than by changes
in trade balances During most of the post-war era, interna-
tional capital flows were restricted while trade flows were
relatively free of barriers. In the 1980s, the opposite seems
to be the case and the global economy is having difficulty
adjusting to the new situation.

The new policy setting and economic situation
in the planned economies

As the starting point of the medium-term socio-economic
plans for the second half of the 1980s, 1986 was targeted as
the year in which policy makers hoped to make headway
with laying the foundations for the “‘economic intensifica~
tion strategy”’ or with consolidating and strengthening the
achievements of recent years. All-round economic intensifi-
cation permeates the medium-term plan intentions . Two cir-
cumstances favoured this. First, the moderate to large
external imbalances in a number of these countries, espe-
cially in Eastern Europe’s trade with convertible currency
partners, and the world-wide recession of the early 1980s
had eased considerably by mid-decade. Secondly, policy
makers in virtually ail countries had decided to formulate
and implement structural adjustment policies through con-
certed policy designs, which is a major departure from past
practice.

Policy setting
Perhaps the most striking feature of this departure from

past practice in the majority of the plans of the European
centrally planned economies emerges from the policy
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change as regards the choice between consumption and capi-
tal formation. Especially with respect to the latter, the new
plans in several countries are in sharp contrast to those of the
first half of the 1980s, when investment expansion was held
to a minimum throughout Eastern Evrope and in fact de-
clined in several countries members of the group. Policy
makers appeared to be prepared to ease the priority that had
been placed earlier on safeguarding consumption levels, es-
pecially during the initial phase of the emerging adjustment
measures taken in several Eastern European countries. In
particular, the Union of Soviet Socialist Republics is em-
barking on a major acceleration of capital formation, even
though the investment plan for 1981-1985 was well ex-
ceeded.

Though some of the Eastern European centraliy planned
economies appear to have returned to the policy of accelerat-
ing output growth through strong investment activity, which
was typical of the 1970s, the underlying strategy differs
sharply. Policy makers now intend to focus on highly selec-
tive branches, especially in high technology fields, and to
implement various efficiency and capacity utilization meas-
ures. This stems from the need to strengthen the foundations
for the modernization strategy envisaged through the late
1980s and early 1990s, and to improve domestic balances
This attitude is also very pronounced in the USSR

In China, the key policy concern since late 1985 has been
the further rounding off of the economic reforms and struc-
tural adjustments that have been major features of economic
policies since the late 1970s, with urban reforms placed at
centre-stage. With the political changes since the beginning
of 1987, however, the pace of these reforms has been
slowed. At the same time, in late 1985, policy makers in
China, in contrast to the European countries, were hoping to
cool off the economy, especially by holding the rate of in-
crease in investment activity well below that observed dur-
ing the period 1983-1985. This stance had several goals
Perhaps uppermost was relieving import pressure and do-
mestic imbalances. The very rapid increase in consumer in-
comes, and hence demand, in the recent past could be met
only partially because imports were not aliowed to expand
sufficiently The major impetus to this policy stance was the
prospect that a prolonged relaxation of import curbs to rec-
tify consumer markets would lead to an undesirable, and at
any rate unsustainable, deterioration in the external ac-
counts. Because policy makers in China have restricted the
inflow of capital from abroad to productive investments, a
sharp and sustained deterioration in the payments balance in
order to accornmodate private consumption could not be
permitted.

The other Asian planned economies are currently in a bet-
ter position fo experiment with economic reforms More-
over, some have been aiming either at a moderation of
growth, as in Mongolia, in view of the above-normal 1985
performance, or at very robust growth, as in Viet Nam, as a
way of encouraging better capacity utilization, which had
slackened earlier in the decade because of severe external
payments difficulties. The Viet Nam plan aimed at 7 5 per
cent growth for aggregate output, 8 8 per cent in industry
and 8 9 per cent in agriculture '



Table IT. 13.  Centrally planned economies: selected
macro-economic indicators, 1981-1987

1981- 1986- 1986
1985 1990 1984 1985 1987
Actual  Planned  Actual Actual  Planned  Actualr  Planned
Total output
Eastern Europe 22 400 53 37 51 47 47
Saviet Union i6 4 2b 2.0b 35 38 41 38
China 94 67 120 23 70 7 Qb 7.0
Endustrial output
Eastern Europe 28 4 .4b 4 8 4.1 4 4 47 41
Soviet Union 37 4.6 41 19 43 49 38
China 120 75 16.3 2.4 88 HU il
Agricuiture
Eastern Europe 114 2,704 69 -1.3 30 5.1 32
Soviet Union tld 27¢ -01 01 44 51 24
China 8.1 40 123 10 30 40v
Investment
Eustern Europe -1 3¢ 3.4bd 22 40 40 2 6v 48
Soviet Union 37d 434 19 30 716 B (e 50
Chinaf 18.4 10.0t 339 35.0 15.0

Source: Departmen of International Economic and Social Affairs of the United Nations Secretariat,

based on national and international sources

2 Preliminary
b Secretariat estimate
¢ NMP used

d-Growth over the five-year period relative to the preceding five years on an annual basis

€ Swate scctor only.
f Current prices

Overall output targets for 1986 in the European planned
economies ranged between 2.3 and 4.4 per cent, except for
Romania, where planners had set growth at 10 to 12 per
cent. This meant a slight acceleration on average over levels
attained in 1984-1985. In China, aggregate output was set at
7 per cent, which was about half the pace registered in 1985
(tabie I1.13). China’s growth targets for 1986 were set within
the context of the continuing need to seek moderation, ad-
justment, the elimination of flaws in the system of economic
management, greater harmony in sectoral growth perform-
ances, and other aspects of the ongoing changes in organiza-
tion, management and economic structures. A sharp
downturn in apgregate, industrial and agricultural growth in
comparison with the feverish expansion of 1983-1985 was,
therefore, anticipated.

In the other Asian centrally planned economies, matters
are less transparent, Policies announced by Viet Nam in late
1985 and early 1986 stressed as a priority the development
of agriculture and the better utilization of capacity in part to
support vigorous growth of consumer and export goods.
Elsewhere among the Asian planned economies, fairly cau-
tious policies appear to have been at the root of the plans,
details of which were only partially available in official pub-
lications.

The aggregate ontput targets for the majority of the Euro-
pean countries wete expected to be within reach by holding
industrial output expansion to within the moderate range of 2
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to 4.5 per cent—on average only a shight acceleration over
growth in 1984-1985. Once again, Romania was the excep-
tion as it had slated industrial growth at more than 9 per cent.
China was also an exception: in its efforts to cool down the
swift growth of 1984-1985, it was aiming at compressing
industrial growth from over 21 per cent in 1985 to about 9
per cent in 1986.

in agriculture, a diversity of objectives prevailed. The
South-Eastern European countries and the USSR were hop-
ing for a substantial recovery after the rather sluggish per-
formance of 1985, The Central European countries, on the
other hand, were anticipating little to moderate growth over
the excellent crop gains obtained in 1985, Chinese authori-
ties aimed at improving grain harvests and at moderating
production of some other crops (e.g , cotton) in view of
weak commodity prices.

Perhaps the single most important feature of some of the
plans of the European countries was the stance on capital
formation. This was particularly pronounced for the USSR,
which planned a sharp acceleration in investment activity
(7.6 per cent), and, to a lesser extent, for the Eastern Euro-
pean countries, particularly Romania, whose room for ma-
noeuvre in recent years has been constrained Chinese
authorities, once again, had been hoping to bring investment
activity under better control, through, for example, the cen-
tral policy measures already put in place in mid-1983.




Constraints versus goals and the performance in 1986

Several unanticipated developments or, at any rate, events
that could not have been fully reflected in the plans have
interfered with the smooth implementation of the planners’
intentions in 1986, especially in the case of the European
members of the group: the sharp decline of energy prices,
weather variability, sluggish progress with economic re-
forms and country-specific problems with sustaining indus-
trial growth.

Perhaps most serious has been the fall of energy prices,
particularly for oil. But coal prices too, have declined,
which has affected convertible currency revenues especially
in the case of Poland. Although each of the planned econo-
mies, other than China and the USSR, in the aggregate is a
net importer of liquid fuels, each has derived substantial
convertible currency revenues from the sale of petroleum
products to the market economies for about a decade . At the
same time, the bulk of the crude oil imports of these coun-
tries continues to be procured from the USSR under the
transferable rouble pricing régime. Romania is the only ma-
jor exception to this generalization,

As a result of the slide in world oil prices, convertible
currency revenues of the net fuel exporters (mainly China
and the USSR) have been adversely affected, although there
had been sizeable increases in export quantum of crude oil
and oil preducts from the USSR. Most of the net fuel im-
porters, however, have not been able to offset price losses by
increasing volume for lack of availability Moreover, these
countries have not yet fully benefited from the downturn in
world oil prices because the transferable rouble prices for
1986 were in principle based on the average of 19811985
world prices of oil and average annual exchange rates for the
same period, most years of which were characterized by
high prices and high dollar exchange rates. At prevailing
official exchange rates, transferable rouble oil prices
(roughly $26 to $28 per barrel) remained well above the
average world price {(about $13.5 per barrel), even if allow-
ance is made for the apparent overvaluation of the transfer-
able rouble.

Regarding procurements from convertibie currency coun-
tries, chiefly the fuel exporters in the Middle East and North
Africa, most Eastern European countries obtain their crude
oil through contractual arrangements . In some cases, these
are heavily weighted in favour of long-term barter arrange-
ments, 50 that the fuel importers in Eastern Europe were not
able to take full advantage of the sharp decline in world oil
prices on the import side, although the exports to market
economies bore the full impact of the price slide.

The second important development was weather patterns
and their effects, particularly on agriculture and primary
electricity generation. With the exception of the German
Democratic Republic and Poland, grain and several other
summer crops in most of Eastern Europe and the USSR ear-

¥ These systemic changes are discussed in detail in chapter V1 below
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lier in the year appeared to suffer from prolonged drought
and heat. This led to some cautious trade positions. How-
ever, rather favourable conditions in the latter part of the
year helped to raise grain crops to well over the levels antici-
pated in mid-summer. This was especially true in the USSR,
and in several other countries as well, so that the year as a
whole was decisively good for agricultural products in gen-
eral.

Whereas the adverse crop output situation was reversed as
the crop season drew to a close, the weather conditions had
serious consequences for other sectors in a number of coun-
tries of the group. Because of the severity and duration of the
drought, electricity generation suffered considerably as
planned hydropower could not be assured, owing to low wa-
ter levels. Moreover, in the USSR, the drought in some parts
of Central Asia affected water levels for hydropower gener-
ation. This was aggravated by the idling of the Chernobyl
reactors. Together, these factors resulted in some drain on
primary electricity generation. In addition, the compara-
tively poor crop expectations during most of the first haif of
the year in some of the Eastern European countries and the
ban on imports of food from Eastern Europe imposed by the
European Economic Community after the Chernobyl acci-
dent adversely affected their trade in agricultural products in
the short run. Agricultural growth in China, Mongolia and
Viet Nam appears to have proceeded quite satisfactorily.

Thirdly, it should be borne in mind that these countries are
undergoing a peried of sericus assessment of the economic
policies, policy instruments and supporting economic insti-
tutions that were enunciated at the Party Congresses of
1985-1986. This uneasy and at times arduous reform of the
traditional economic mechanisms in many of these countries
and the implications for the scope and range of economic co-
operation, especially within the context of CMEA, contin-
ued to counsel caution sometimes excessive in the pursuit of
short-term socio-economic ohjectives, without losing track
of medium-term and long-term goals »

Finally, the recovery in industrial output recorded by the
European countries in the second half of 1985, after the very
weak performance in the first half of the year, couid not be
sustained throughout 1986 in some of the countries of the
European group because of the tightening foreign exchange
constraint. In spite of the generally more favourable senti-
ment in world financial markets towards lending to the cen-
trally planned economies and, on balance, some gain in
reducing oil import costs from convertible currency coun-
tries, the pace of activity, especially in Romania, had to be
reduced at times for want of industrial inputs

Details regarding 1986 performances at this stage remain
sketchy for some of the Asian centrally planned economies
The preliminary output figures for Eastern Europe indicate
overall growth of about 4 7 per cent. Although this growth is
below plan expectations, it surpassed the level attained in
1985 by a full percentage point (see table II. 13) There was



also a robust, if smaller, improvement for the USSR, from
3 5 per cent in 1985 to 4 1 per cent in 1986." China’s aggre-
gate output growth of about 7 per cent was roughly on plan
target. Mongolia is likely to surpass its 4.5 per cent growth
target.® Growth in Viet Nam remained well below targets at
4.3 per cent (5.6 per cent in industry and L4 per cent in
agriculture) and a number of constraints developed, for ex-
ample in runaway investment activity, output quality, energy
and other key industrial products, In addition, the Dermo-
cratic People’s Republic of Korea continues to encounter se-
vere input supply problems for crucial products, oil in
particular, because of foreign exchange constraints and be-
low-plan domestic output growth.

Industrial growth in most Eastern European countries ex-
ceeded the pace observed in 1985 (see table IL.13). It was
better than planned in Czechoslovakia, the German Demo-
cratic Republic and Poland. In the USSR, it accelerated to
4.9 per cent or 1 percentage point above the 1985 level.
China's industrial output slowed down dramatically from 20
per cent in the first half of 1985 to less than 5 per cent by the
middle of 1986; it then rebounded sharply. For the yearasa
whole, growth was about 10 per cent—well above plan ex-
pectations. One positive feature of this rather expansive pol-
icy is that the rate of growth in light industry surpassed that
of heavy industry by a significant margin. This is a favoura-
ble development both for the export supply of manufactures
and for improving balance in domestic consumer markets
two priorities of the current medivm-term plan, as discussed
in chapter VI below.

Product output levels or reported achievements relative to
plan rates for industrial branches or ministries suggest that
in most of the European countries of the group efforts to
improve considerably the quality and range of output of the
machine-building sector, especially electronics, automation
and computer equipment, have been bearing fruit, In the
case of the Soviet Union, growth in construction materials,
metallurgy, including steel, and machine-building exceeded
the pace for industry as a whole, but no dramatic achieve-
ment in changing the structure of industrial output in favour
of high technology was registered. Production of primary
and intermediate industrial products in China grew at a
steady pace that was well above overall industrial growth,
thereby improving market balance.

For agriculture as a whole, 1986 was a fairly good year in
spite of poor grain harvests in some countries. In Eastern

Europe, overall growth in the sector may have exceeded 5
per cent well above the 3 per cent planned rate of expansion
{see table I1.13). But, as already noted, agricultural growth
in 1986 was mixed, with record or near-record crops in the
northern tier of Eastern Europe but another year of rela-
tively poor and definitely below-plan crop growth in some
Central European countries. The European group’s total ce-
real output was about 310 million tons, which represents
growth of about 5 per cent for Eastern Europe and about 10
per cent for the USSR, The latter’s grain crop reached 210
million tons or roughly 20 million tons more than the pre-
ceding year. China's crops developed satisfactorily too, as
the overall rate of growth of agricultural output exceeded
both the plan and 1985 achievement

The largest deviations from plans appear to have emerged
for investment activity and foreign trade balances. Capital
expenditures have been a critical determinant of the buoy-
ancy of growth in virtually all European centrally planned
economies. All except Hungary, Poland and Romania accel-
erated the pace of investment activity in 1985; but only some
opted to replicate this effort in 1986, Only Bulgaria, Roma-
nia and the USSR aimed at a major boost in 1986, As it
turned out, investments exceeded plans in Czechoslovakia,
the German Democratic Republic and Hungary. Elsewhere
the pace was modest at best.

Especially disappointing in countries, inclading the
USSR, that had counted on a major breakthrough in mod-
ernization through the acceleration in investment activity,
was the sharp increase in the volume of projects-in-prog-
ress, quite conirary to planners’ intentions. Progress with
restructuring the investment process and cuiting gestation
periods has been much more modest than policy makers had
hoped for. In some Eastern European countries, especially
Poland, the priority of foreign trade constraints was such
that no more than a modest expansion in domestic demand
could be accommodated and this was on the whole reserved
for personal consumption.

Although the economic performance of China is deemed
to be better balanced and progressing at a more normal pace
in 1986 than in the preceding three years, investment expan-
sion continued at a very high rate (in current prices, 15 per
cent in the state sector and probably by as much in the indus-
trial activities of the rural sector; this may translate into
about 7 to 8 per cent in constant prices) This is still well
above the planners’ intentions, and anthorities are aiming at
reducing it further in the years ahead.

* The macro-economic data of the USSR for 1985-1986 seem to be in some cases statistically inconsistent For instance, the data refeased in the
statistical yearbook for 1985 are not internaily consistent and are apparently based on revisions of data released in eariier editions of the yearbook
or in the data reported by the CMEA secretariat The same problems of comparability pertain to some of the preliminary data for 1986 Ore
major reason may be a revision in methodology in computing aggregate output and use levels when there is a very sharp decline in the production
and consumption of one imporiant product category (alcoholic beverages in the case of consumer goods) Other modifications appear to have

been iatreduced in some of the accounts but not i others.

* DPetails on other Asian ceatrally planned economies (the Democratic People’s Republic of Korea and Viet Nam) are too preliminary to permit any

reliable estimate 10 be made




Chapter I

INTERNATIONAL TRADE

International trade patterns in 1986 were shaken by a
sharp fall in oil prices, and continued to be affected by sud-
den changes in currency values and by the contraction of
many debtor countries. This made for a significant redistrib-
ution of trade and for continued slow growth.

Prices of non-fuel primary commedities increased by
about 5 per cent, and oil prices declined by about 45 per cent
in dollar terms in the international markets, while the dollar
prices of manufactures increased by 20 per cent. This
change in refative prices of primary commodities produced
an unprecedented movement in terms of {rade.

The fall in oi] prices and tha resulting reduction in oil out-
put in high-cost producers were a major factor behind the
mild upturn in the growth of world trade in 1986: the volume
of oil trade expanded by about 10 per cent However, lower
o] prices were devastating for many energy exporters, espe-
cially the heavily indebted ones.

World trade as a whole grew slowly, by about 3.5 per cent,
but country experiences were extremely diverse. While the
volume of imports of the developed market economies in-
creased by about 8 per cent, imports of energy-exporting
developing countries declined by about 20 per cent. Imports

of .Iapén and the United States of America increased sharply.
Imports of China declined by about 20 per cent, while those
of other centrally planned economies declined marginally

The stresses and imbalances in the international economy
discussed elsewhere in this Survey had a profound impact on
the growth of world trade and on the flow of trade between
countries. The heavily indebted developing countries are
still impelled to expand their exports to service their debt
and to restrict the growth of their imports as part of their
adjustment efforts.

A favourable trade environment remains critical for the
growth of the world economy and the smooth unravelling of
some of its present imbalances. But the multilateral trading
system itself is under serious stress, and the many national
and international proclamations of intention to strengthen
the system have not produced any significant result. Trade
tensions increased during the year and there was no evidence
of rollback of protectionism. By early 1987, new restrictive
actions raised fears of a full-fledged trade war among some
of the industrial countries. The recent international initia-
tives launching a new round of trade negotiations do, how-
ever, hold out some hope for improvement

Growth of world trade

World exports in 1986 are estimated to have been about
$2.15 trillion, not much more than the $2 trillion in 1980
Between 1980 and 1986, world trade in real terms probably
increased by about 17 per cent (see table I11.1}. But, in a
period of rapid changes in exchange rates, figures in real
terms are oaly rough approximations, as it is difficult to
measure with any precision what the changes in real flows
really were.

Present indications are that growth in 1987 will be no bet-
ter than 3 per cent, if the surge in the volume of trade in oil,
which accounted for much of the increase in the total volume
of world trade last year, returns to more normal levels. In-
deed, the rate of growth of world trade has been declining
World exports grew at a rate of 2 5 per cent per year during
the period 1981-1985, compared with 5 per cent during the
1970s. The elasticity of world trade with respect to world

income has itself also declined. A I per cent increase in
world income during the 1960s was associated witha 1 8 per
cent increase in trade (i.e , an elasticity of 1 8), but only with
a 1.3 per cent increase in trade during the period 1980-1986.
For 1986, the corresponding elasticity of about 1.2 per cent
was the same as during the first half of the 1980s Thus,
trade remained a weaker engine of growth than in the past

Moreover, a large part (about 2 percentage points) of the
growth in the volume of trade in 1986 was accounted for by a
significant but probably transitory increase in the export of
oil. A good portion of the growth of world trade in 1986 was
thus the result of a change in relative prices rather than the
reflection of an expanding world economy. Excluding oil,
the growth of world trade in 1986 was less than 2 per cent,
which was below the rate of growth of world income

Table HI1.]1. World trade: 1980-1986
1980 1982 1984 1985 1986
Total exports (billion dollars) 2002 848 1907 1 933 2 {46
Totsd volume (1980 =100) 160 98 1i0 113 117
Semerce Department of International Economic and Social Affairs of the United Nations

Secretariat. based on Monrihy Bullerin of Statistic s. June 1986, and GATT. International Trade
1985-86. Figures for 1986 are preliminary estimates of the Department of Internimional

Economic and Social Affairs



The persistent weakness of world trade raises major ques-
tions of trade and development policy, in particular, whether
countries should seek a greater degree of stimulant from the
domestic economy than in the past. The question is not new

It has been asked especially in the context of “dependency”
in international economic relationships, but the present slow
growth of world trade has given the question added
relevance

The trading system

The working of the multilateral trading system continues
to be a cause for serious anxiety.

Proclamations of commitments to the strengthening of the
open multilateral trading system were often followed by na-
tional actions which have tended to undermine the system
Some of these actions were taken for the purpose of ensuring
what has been termed as “fair” trade, while in other cases
national-political or regional considerations have played an
overriding role Tension among trading partners rose
sharply.

By the end of 1986, about 90 bilateral export restraint ar-
rangements were reported by GATT, a large number of
which were negotiated or renegotiated during the year
These were additional to bilateral agreements under the
Multifibre Arrangement. Most of these were voluntary ex-
port restraints, involving the use of export quotas, but in a
few cases unilateral quotas were also imposed,

The largest number of these export restraint arrangements
pertain to trade in steel and steel products, followed by agri-
cultural commodities, transport equipment, electronic prod-
ucts and textiles. The majority of such arrangements were
among developed market economies but almost a quarter of
them concerned exports from developing countries. A nota-
ble aspect of the developments in this area is that **volun-
tary’” restraints, which used to be associated with traditional
industries and agriculture, are now spreading to high-tech-
nology sectors, as in recent bilateral arrangements on trade
in semiconductors.

High tension was manifested in the strong reaction in the
United States to changes in Spain and Portugal’s import pol-
icy on maize and sorghum, conseguent to their entry into
EEC. This exacerbated the conflict between the United
States and EEC on agricultural policy An agreement was,
however, worked out in this area early in 1987 and the sitna-
tion was diffused. Alsoin 1986, while talks were being held
for an agreement on free trade between the United States and
Canada, the two countries imposed large countervailing du-
ties on each others' imports of lumber and corn, moves
which have been termed, in some quarters, as a prelude to
trade war. During 1986, threats of a trade war between Japan
and the United States, whose imports have been growing
fast in recent years, were averted by a series of arrange-
ments between the two countries, some restraining exports
or raising prices of exports from the former, some of the
latest being semiconductors, textiles and machine tools,
while others were aimed at increasing the access of United
Siates exports (e g., semiconductors, autoparts and alumin-
ium} to the Japanese markets. Some broad understanding
between the two countries on co-ordination of macro-eco-

nomic policies was also worked out, which might have con-
tributed to the easing of tension towards the end of the year,
though the effectiveness of such policy co-ordination was
being viewed with scepticism almost as soon as it was an-
nounced.

In March 1987, the United States announced a decision to
impose a 100 per cent tax on imports of a variety of elec-
tronic products in retaliation against what the administration
considered a breach, on the part of Japan, of an agreement
on semiconductors concluded between the two countries in
the summer of 1986 The agreement included improved ac-
cess for United States manufacturers of semiconductors to
Japanese markets and for monitoring of costs and prices of
semiconductor exports from Japan both to the United States
and to third country markets and was widely considered a
significant step in the increasing bilateralism and “manage-
ment” of international trade in recent years. This latest con-
troversy between the two countries is additional evidence of
the hazards of managed trade and the weakness of the
present multilateral trading system.

A major development in 1986 was the extension of the
Muitifibre Arrangement by another five years, effective
from August 1986. The Arrangement — formally, the Ar-
rangement Regarding International Trade in Textiles -~ was
first negotiated in 1973 and was intended to be a temporary
measure for an orderly expansion of the trade in textiles. It
now covers nearly half of the total world trade in textiles and
clothing It is one of the major arrangements in international
trade which has remained cutside normal GATT rules. Its
principal beneficiaries tend to be established textile pro-
ducers in countries with already large textile exports; the
losers are the newcomers, particularly those from the devel-
oping countries. The Protocol extending the Arrangement
declares, however, that the ultimate objective of the partici-
pants is the application of normal GATT rules to trade in
textiles It also reiterates that the principal aim of the Ar-
rangement i§ to secure a substantial increase in the exports of
textiles from the developing countries. The actual applica-
tion of the Arrangement, which is usnally effected through
bilateral agreements between exporters and importers, has,
however, become increasingly restrictive over the life of the
Arrangement.

On the positive side, the most significant step taken during
the year was the agreement reached at the special GATT
session at Punta del Este, Uruguay, to launch a new round of
multilateral trade negotiations In a two-part Ministerial
Declaration on trade in goods and trade in services, issued at
the conclusion of the session, the participants agreed that the
main objectives of the negotiations were further liberaliza-
tion of world trade and the strengthening of the multilateral
trading system and the role of GAT'T It was also agreed, as

¢ The World Economic Survey 1986 (United Nations publication, Sales No. E 86 H C 1} dealt a1 some length with the systemic issucs and problems

of iaternational trade
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one of the general principles governing the negotiations, that
the principle of differential and more favourable treatment
for the developing countries, as embodied in Part IV of the
General Agreement and as decided in the Tokyo Round,
would continue to apply to the forthcoming negotiations. A
major aspect of the agreement was the commitment made by
the participants that they would not take any trade restrictive
measures which were inconsistent with GATT provisions
and instruments and would phase out all such existing meas-
ures (the standstill and rollback commitments). The agree-
ment envisaged that the multilateral trade negotiations
would be completed within four years.

The Ministerial Declaration also contained a separate
agreement on trade in services. The main objective of nego-
tiations in this area was to establish a multilateral framework
of principles and rules for trade in services for the purpose of
expansion of such trade and as a means of promoting eco-
nomic growth. Reflecting the reservation of many countries,
especially developing countries, in this field, it was further
agreed that the framework to be established would respect
national policy objectives and laws relating to services, and
take into account the work of relevant international organi-
zations.

A major step in the Uruguay Round was taken in January
1987 when the GATT Group of Negotiations on Goods, es-
tablished under the Ministerial Declaration, agreed on a ne-
gotiating structure and plans for negotiations on trade in
goods The Trade Negotiations Committee, set up to over-
see the conduct of the Uruguay Round, arrived at an agree-
ment on the mechanism for surveillance of the standstill and
rollback commitments made in the Ministerial Declaration.
At the same time, the Group of Negotiations on Services
adopted a programime for the initial phase of negotiations on
services,

The factors that have contributed to the weakening of the
multilateral trading system - mercantilist sentiments and
short-term national and sectoral interests - as well as the
question of inequality of bargaining strength and the differ-
ences in the stages of development of the participants, will
also come into play in the negotiating process. The task will
require an equal measure of farsightedness and goodwill if it
is to lead to a greater correspondence between proclama-
tions of commitment to freer trade and actual trade policies
than has been observed in recent years

The recognition of interrelationships between the trading
system and the monetary and financial system remains criti-
cal for the smooth functioning of both. Several hard-pressed
debtor countries have continued to cut imports in order to
generate a trade surplus and service unusually large interest
payments on their debts. And, although the United States
dollar has fallen by more than 40 per cent against the Japa-
nese yen and the deutsche mark since the September 1985
meeting of the Group of Five, this has not, so far, corrected
the huge deficit in the trade of the United States with its
major trading partners, which has been the main source of
trade tension among these countries.

The value of the dollar rose continually for almost five
years and in 1985 was almost 50 per cent higher than in
1980, This prolonged period of rising exchange value is
likely to have affected consumption patterns in favour of
imported goods and, at the same time, eroded productive
capacity in major lines of export and import-competing pro-
duction through a persistent loss of competitiveness. These
changes may not be easily reversible. From this point of
view, some of the trade imbalances between the major de-
veloped countries appear to have been the result of the be-
nign neglect of the exchange rate

Recent developments in trade flows by country groups

Changing sources of growth of imports and exports

The volume of imports of the developed market econo-
mies in 1986 provided the main stimulus to the growth of
world trade. Imports into these economies, which increased
by about 5.6 per cent in 1985, after a peak of 11 per cent in
1984, are estimated to have grown by 8 per cent in 1986. The
increase was especially large in the United States and Japan,
but imports of the Federal Republic of Germany, France and
the United Kingdom also increased substantially. The
growth of import demand in the United States, which signif-
icantly contributed to the recovery of world trade in 1984,
fell sharply in 1985 but is estimated to have been about 11
per cent in 1986 Japan's imports did not grow at all in 1985
but rose by an estimated 13 per cent in 1986. Imports of the
Federal Republic of Germany increased by about 6.5 per
cent, compared with a 4 per cent growth in 1985, The rate of
growth of imports into France was 9 per cent, up from a 4
per cent growth in 1985. For the smaller developed market
economies, impuorts increased at about 5 per cent.

A significant part of this increase in import demand in the
developed market econormnies consisted of oil imports. Pre-
liminary estimates suggest that the import of oil by these
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countries rose by about 10 per cent in 1986, after an actual
decline in 1985. Since imports of oil account for about 20
per cent of their total imports, this raised the total volurne of
imports of these countries by at least 2 per cent.

Exports of the developed market economies grew only
marginaily, by 2 per cent during the year. This partly reflects
Japan’s efforts at slowing down the rapid increase in its ex-
ports to the United States, and stagnant United States ex-
ports. Japan's exports declined, for the first time in the
1980s, by about 0.5 per cent, and United States exports re-
mained virtually stagnant in 1986, There was, however, a
notable increase in trade between Japan and the European
developed market economies Europe'’s exports to Japan
rose sharply during the year by almost 40 per cent in dollar
terms. The flow of exports from Japan to Europe increased
almost as fast.

A significant factor in the slow growth of total exports of
the developed market economies was the decline in their ex-
ports to the developing countries. These exports probably
declined by as much as 6 per cent in 1986, as developing
countries faced a considerable decline in their capacity to
import because of falling export revenues.

Imports of the developing countries as a group fell by



about 7 per cent in 1986 after a 5 per cent fall in 1985. Much prices of oil. Imports of this group of countries had already
of this was due to a sharp decline in imports of the cil-ex- declined significantly in 1985. Since developing countries
porting developing countries, directly related to the falling account for about 20 per cent of exports from the developed

Table I11.2.  World trade: annual rates of change in volume and price, 1976-1987°
(Percentage)

1976-  1981- 1987
1980 1986 1984 1985 1986 (forecast}

Volume of exports

World 52 2.1 7.6 30 35 30
Developed market economies 66 30 9.1 4.6 2.0 3.5
Developing countries 2.1 ~0.4 33 -0.5 717 20
Capital-surplus countries -16 -10.6 ~03  -108 170 .
Other net energy exporters 2.8 -1.0 3.5 ~41 4.5
Net energy importers 75 76 10.0 6.1 6.5 .
Centrally planned economies® 57 4.1 55 -06 2.8 1.0
China .. 113 7.6 6.8 12.0 80
Volume of imports
World 3.5 23 5.0 35 39 30
Developed merket econcmies 56 4.1 111 55 80 435
Develeping countries 56 -0.6 08 -50 -72 0.0
Capital-surplus countries L4 -42 -6 -179 210 o
Other net energy exporters 6.1 -4.1 07 -6.2 -210
Net energy importers 3.9 18 6.0 0.2 20 -
Centrally planned economiesb 48 23 50 50 -16 0
China iLg 292 503  -210 60
Uit value of exports
World 12.2 -13 -2.2 -18 66 10.6
Developed market economies 9.8 -0.1 -2.8 ~10Q 15.5 120
Developing countries 19.0 -5.6 04 -40 -183 9.0
Capital-surplus countries 235 -107 -2.3 -20 453 2
Other net energy exporters 210 -15 0.3 -34 2321
Net energy importers 1.2 -3 1 2.8 -4.6 10 -
Centrally planned economies® 87 0.2 -37 -13 7.1 2.0
China s -4.8 0.1 -21  -100 00
Unit value of imports
World iL7 -1.7 -2.7 -2.0 6.9 98
Developed market economies 121 -2.1 -2.8 -2.0 6.1 16.0
Developing countries 12.5 -11 ~19 -17 78 163
Capital-surplus countries 10.8 0.0 -L9 -14 16.1 .
Other net energy exporters 111 -0.7 -2.1 -1.6 119
Net energy importers 134 -14 -19 -19 4.6 .
Centrally planned economies® 6.8 0.8 -36 -15 13.6 0.0
China - -19 -0.8 26 9.2
Terms of trade
Developed market economies -2.1 20 0§ 10 9.0 0.5
Developing countries 5.8 4.6 23 -24 -24.6 -6.3
Capital-surplus countries 1.5 -107 -0.3 -0.6 -329 .
Other net cnergy exporiers 88 -6 8 25 -18 -393
Net energy importers 20 -17 48 -27 -335 .
Centrally planned economies® 17 -0.6 -0.1 02 -5.8 10
China - -0.3 0.9 46 -176 00

Saurce: Department of International Economic and Social Affairs of the United Nations
Secretariat, based on IMF, fnternational Financial Statistics, and calculations and forecast made
by the Secretariat.

a Rates of change in unit velues are based on indices expressed in dollars
b Eastera European centrally planned economies and USSR
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market economies, this decline in their import demand made
for a drop of some 1.5 per cent to those exports.

Imports of the energy-importing developing countries in-
creased by about 2 per cent in 1986 following a slight decline
in 1985. The growth of imports of Latin American countries
was uneven, with a large increase in Brazil and Peru, Afri-
can imports declined by about 10 per cent, largely because
of declining foreign exchange earnings of the energy ex-
porters. Imports of the energy exporters of the South and
East Asian region declined, while those of the energy im-
porters increased by over 6 per cent.

The volume of exports from the developing countries, on
the other hand, increased by about 8 per cent during the year,
after a decline of about 1 per cent in 1985. A part of this
increase was due to the substantial expansion of oil exports,
but exports from the energy-importing developing countries
also increased by about 6 per cent. Exports from Latin
America declined by about 2.5 per cent, owing to an 8 per
cent fall in Brazil’s exports and a 14 per cent decline in Mex-
ico’s. There was a substantial increase in exports from South
and East Asia, notably from the energy exporters, which
increased the volume of their exports by well above 5 per
cent.

A number of developing countries managed to increase
their exports remarkably. The combined exports of the nine
major exporters of manufactures® to developed market econ-
omies increased, in doflar value, by about 13 per cent in
1986. A notable feature was that while exports of these
countries to Europe and Japan had been stagnant over much
of the 1980s, they increased fast in 1986. The value of their
exports to Japan and Europe increased by 8 per cent and 24
per cent, respectively, and exports to the United States grew
by some 8 per cent. This marked a significant diversion of
exports of these countries from the United States, which has
been absorbing an increasing share of this trade in recent
years, to other developed market economies.

The volume of imports of the European centrally planned
economies declined by 1.6 per cent during 1986. The vol-
ume of imports of Eastern Europe from developed market
economies increased, but there was a sharp cutback in the
Soviet Union’s imports, partly as a result of a good harvest .
The volume of exports of these economies, on the other
hand, rose by about 3 per cent after a decline of 1 per cent
during the previous year, partly as a result of an increase in
oil exports. The growth of imports of China was drastically
curtailed, from a rise of 50 per cent in 1985 to a decline of 20
per cent in 1986; yet China’s exports continued to increase at
a rapid pace of 12 per cemt

Changes in balance of trade by eountry groups

A dominant feature of the balance of trade of the devel-
oped market economies in 1986 was the continuing large
trade deficit of the United States along with large surpluses
of Japan and the Federal Republic of Germany.

Export earnings of the United States remained practically
unchanged despite the fall of the dollar, and its imports in-
creased significantly, leading to a larger trade gap. The trade
surpluses of Japan and the Federal Republic of Germany
registered a large increase, by about %37 billion and $27
billion, respectively, and signs of reduction in these sur-
pluses were not yet evident by early 1987. The trade surplus
of Canada remained significant, particularly its surplus with
the United States.

The overall trade balance of the developed market econo-
mies turned from a deficit of $40 billion in 1985 to a surplus
of about 53 billion in 1986, largely owing to the 45 per cent
fall in the price of oil. The increase in the prices of manufac-
tures, in dollar terms, relative to non-fuel primary commod-
ities also contributed. The sharp reduction in the trade
deficit of these countries thus reflected a very large im-
provement in their terms of trade

The decline in the price of oil and the large adverse change
in the terms of trade of developing countries worsened the
trade balances of the developing countries despite a substan-
tial increase in their volume of exports and a decline in their
volume of imports. The balance of trade surplus of this
group shrank to $10 billion in 1986, a sharp decline from
$53 billion in 1985,

The largest change took place in the capital surplus en-
ergy-exporting countries, whose balance of trade surplus
declined from $34 billion to $8 billion, the lowest since
1970. Other energy exporters suffered a deterioration only
slightly less steep. There was a reduction in the energy-im-
porting developing countries’ trade deficit in 1986, reflect-
ing continuing adjustments in some countries aimed at
compressing imports, as well as substantial expansion of ex-
ports from some others. The trade deficits of these countries
declined from $58 billion to $15 billion between 1980 and
1985 and shrank further to about $8 billion in 1986

During the first half of the 1980s, the centrally planned
economies made significant adjustments in their external
trade, including changes in the geographical direction and
composition of their trade, aimed at generating convertible
currency surpluses. Recently, however, nearly all these
countries were led to scale down their plans for convertible
currency surpluses to more modest levels or even to tempo-
rary deficits, owing in part to the slide in oil prices and 1o a
drop in agricultural exports.

Two major factors determined developments in the trade
of the European centrally planned economies in 1986: the
drop in the dollar price of oil and the depreciation of the
dollar against other major currencies. The price of oil, the
Soviet Union's major export, declined by about a third, The
export price of other commodities in convertible currency
trade increased by about 6 per cent, while import prices in-
creased by about 13 per cent. The terms of trade of these
economies with developed market economies deteriorated
as a result.

* Argenting. Brazil, Hong Kong, India, Malaysia. Philippines, Republic of Korea, Singapore and Thailand
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The overall trade balances of the Eastern European econo-
mies deteriorated considerably during 1986 Their surplus
dwindled from about $US5 billion in 1985 to a deficit of
$US400 million in 1986. However, they still maintained a
small surplus with developed market economies. Their sur-
plus with developing countries shrank to $US800 million.
The Soviet Union, despite the deterioration in its terms of
trade, increased its overall trade surplus by some $US3.3
billion over the surplus of 1985, by sharp cuts of imports,
especially from non-socialist countries, and also a signifi-
cant increase in the volume of exports. With its convertible
currency partners, however, the USSR had only a slight sur-
plus

China’s trade deficit was reduced considerably from the
high level of 1983, despite a sharp fall in terms of trade. The
volume of imports was heavily cut, by 21 per cent in com-

parison to 1985, while the volume of exports rose by 12 per
cent.’

Exchange rate movements and trade balances

The changes in the values of major currencies during the
1980s, and especially since September 1985, have been
large. The trade-weighted value of the United States dollar
rose by 50 per cent in five years since 1980 reaching a peak
in the first quarter of 1983 when it was 60 per cent above the
base year value. By the end of 1986, it had fallen by 26 per
cent from its peak level. The changes in the bilateral rates
between the dollar and the major trading partners of the
United States were even greater. Thus, the yen and the
deutsche mark appreciated against the doliar by about 60 per
cent (or the dollar depreciated by 40 per cent) between the
first guarter of 1985 and the end of 1986

Table .3, Developed market economies: merchandise trade balance (f.0.b.),
1980-1986
(Billions of United States dollars)

Country or country group

1980 1983 1984 19852 19860

All developed market economies
Excluding United States

Major industrial countries

Canadn

France

Germany, Federal Republic of
Haly

Japan

United Kingdom

United States

Other countries

Surplus countriese
Others

~6% 4 ~22°7 -476 -39.5 22
-43 9 44.4 64 9 B4 4 143 0

-331 -12 4 -46.1 ~40.0 -47

80 150 16.6 133 72
~-13 4 -8.8 4.6 435 -27
87 21.5 220 287 56 4
~16.4 -32 -6.0 -5 8 12
21 315 44 3 56.0 92.6
14 -1.3 ~-59 23 -117
-25.5 -671  -1125 -1244  -1477
-36.3 -103 ~15 0.5 75
0.5 86 101 10.0 75
-358 -18 9 -116 -9.5 0.0

Source: Department of International Economic and Social Affairs of the United Nations
Secretariat, based on IMF, International Financial Siatistics. and Project LINK.

& Estimate,
b Preliminary estimates
€ Netherlands and Norway

Table II1.4.  Trade balances of developing countries, 1980-1986

(Billions of dollars)
1980 1984 1985 1986
All developing countries 1R hH 53 10
Energy-exporting countries 169 67 68 18
Capitat surplus countries 136 i1 34 8
Other energy exporters 33 36 34 10
Net energy imnporters -58 -16 ~§5 -8

Source. IME. Balance of Pavinents Staristics. 1986 Yearbook, and other national and

international sources.

' For detailed trade balances by countries and regions for the period 1981-1983, see chapter VI




Changes in exchange rates are expected and intended to
produce changes in the value and volume of imports and
exports. However, in the first place, it takes time for ex-
change rate changes to take effect. A deficit country which
does not by itself set world pnces will at first find that depre-
ciation of its currency will raise both import and export
pnces in domestic currency in the same proportion, but
since imports exceed exports, this will at first worsen the
trade balance. It is only when these price changes take effect
that the expected changes occur:when exporters take advan-
tage of the opportunity to cut their prices in world markets
and export more, and when domestic buyers respond to the
increase in prices for imported goods by switching to do-
mestic products. This produces the so-called “J*’ curve.

But that is only part of the overall picture. A trade deficit
that is due to a persistent tendency to spend more than a
country produces cannot be corrected by exchange rates ad-
Justmems alone, particularly when the savings gap is large
in compar:son to GNP or total exports. There have to be
accompanying changes in the so-called fundamentals of the

situation. In the case of deficit countries, fiscal restraint is
usually called for; surplus countries need to accompany the
appreciation of their currency by a certain amount of ﬁscai
stimulus to make it effective.

This is why present imbalances in the trade and current
account situation cannot be resolved without the harmoniza-
tion of the macro-economic policies of the major economies
in the world system, discussed in chapter II.

It should also be noted that, in the present international
monetary system, it is not self-evident how the changing
values of currencies should be described and what effects
one should expect from them. Much attention is given to the
bilateral exchange rates between the major actors - the
United States, Japan and the Federal Republic of Germany
But other countries have chosen different approaches in
their exchange rate policies. Some have chosen to follow a
key currency of special importance to them, others seek to
stabilize the value of a basket of currencies, in which the
weights given to other countries express their general trade
concerns,

Table Il 5 Trade balances of centrally planned economies, 1984-1986

(Billions of dollars)
1984 1985 1986
Total 167 -59 -2 2
Eastern Europe 69 50 -04
USSR i1 40 73
China 13 -14 9 -89

Source. Department of International Economic and Social Affairs of the United Nations
Secretariat, based on officiaf national and international sources

Table II.6. Change in the values of currencies of major countries, 1985-1986

Rate of change
{Percentage}

Average
slue = of {986
Indexes of value {1980 =100) over  1986: 1V
1983 1986 averige  over
Country I I IH IV Average I II TH IV Average of 1985 19851
United States (E) 160 156 148 137 150 129124 119 118 123 -1R0  -2613
Japan (E) 122 123 125139 127 148 160 171 166 {6} 268 361
(A) BB SO 95109 95 121133 145 142 135 21 61 4
Federal Republic of
Germany (B) 93 95 97100 96 103 104 108 110 106 10 4 18 3
(A) 56 59 64 70 62 77 80 87 90 g4 354 60 7
United Kingdom (Ey 75 82 8 83 82 78 79 75 71 7% ~-73 -573
(Ay 48 54 59 62 56 62 65 64 61 63 125 Ll
France (Ey 67 69 7} 74 70 76 74 14 15 75 71 it o
(A} 42 45 49 54 47 59 59 62 64 61 298 324
Raly (E} 68 67 66 67 67 68 69 70 T 70 45 44
(A 42 43 45 49 45 54 56 60 61 58 289 452
Canuda {E) 107 104 102 98 103 94 93 92 91 93 -87  -150
(A) B6 B5 B6 85 B6 B3 85 84 84 B4 =13 -23

Source' IMF. International Financial Siatistics. Janoary 1987

E: Index of cffective exchange rate. culeulated by IMF using the Fuad's Multilateral Exchange

Rate Model (MERM}).

A Index of average sate in United Suates dollars per nations! currency
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Table [I.6 shows some effective exchange rates. They il-  ter of industrial trade and about a third of total trade of the
lustrate the difference between bilateral rates and weighted  United States are with the developing countries. The curren-
ones. The dollar had fallen by about 40 per cent against the cies of some of the largest exporters among them actually
yen between the first quarter of 1985 and the fourth quarter depreciated against the dollar. Table IT1{ 7 shows the changes
of 1986 (i.e. the yen had risen by about 60 per cent). But its in the real exchange rates of major developing country trad-
weighted average rate (weighted by the trade of the United ing partners of the United States. The real exchange rate of
States with 17 other industrial countries), shown in the table these countries vis-a-vis the doliar has continued to depreci- |
as (E), had declined by only 26 per cent.' The estimated ate. All of these countries are actually running trade sur-

change thus depends on the weights used. pluses either to service a large debt or to replenish their

reserves. Indeed, a trade-weighted dollar, taking into ac-

The change is even smaller when the number of the trad- count all relevant trading partners of the United States, de-
ing partners included in the calculation is increased. A quar- preciated by only about 14 per cent in 1986 °

Table I1.7. Real effective exchange rate of some major developing countries and
territories”
(1980-1982=100)

Change between
1985 and 1986

1984 1985 1986 (Percentage}

Argentina 80 71 61 ~-14 1
Brazil B6 85 74 -129
Mexico 92 91 65 286
Republic of Korea 96 39 4 -169
Hong Keng 100 104 94 -9.6
Singapore 102 96 80 -167
Taiwan, Province of China 97 95 38 -7 4

Average -152

Source. Morgan Guaranty Trust Company, World Financial Markets. December 1986 i

2 The largest exporters to the United States

The changing commeodity structure of international trade

The current problems of international trade partly reflect structure of production and demand and thus have major im-
long-term structural changes in the world economy. These plications for trade and development policies at both the na-
changes result from shifts that have been taking place in the tional and international levels.

Table If1 8. Commodity composition of international trade

Annual rates
of growth in

Share intotal export volume
merchandise exports (Percentage}

(Percentage)® 1960-  1970- 1980
1960 1470 1980 1985 1970 1980 1985
Agricultural products 32 21 i5 14 19 35 12
Minerals (including fueis} 17 - 17 9 23 72 17 ~37
Manufacturing 51 62 56 63 105 71 4 8
Total 160 100 100 100 86 50 26

Source' Based on GAT'T, International Trade 1985-85, (Geneva, 1986).

4 Derived from cuerent dollar values

* These changes are in nominal terms For the purpose of examination of the impact of exchange rate changes on trade, the changes should ideally
be measured in real terms, i e. adjusted for the refative movements of rates of inflation in the trading countries Since, however, the United States
rate of inflation was not very different from the average rate for the other major economies, the real effective exchange rate of the United States
should be close to the nominal

* Morgan Guaranty Trust Company of New York, World Financial Markets. February/March 1987
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As table 1.8 shows, the share of agricultural commodi-
ties in world trade has been halved since 1960, while that of
manufactures has increased by one quarter. The increase in
the proportion of trade in minerals is entirely due to the in-
crease in oil prices during the 1970s, which also accounts for
the fall in the share of manufactures between 1970 and 1980.
The changing roles of the three groups of products are more
vividly seen in the rates of growth of exports (real terms).
The rate of growth of world trade in agricultural products
declined by two thirds, while exports of minerals actually
feil in absclute terms and trade in manufactures rose almost
twice as fast as world trade as a whole.

Trade in manufactures

Manufactures account for over 60 per cent of world mer-
chandise trade. Since the long-term shift in the structure of
production is away from primary production to manufac-
tures, the growth of trade is becoming increasingly a matter
of the growth of trade in manufactures. The shift from pri-

mary products to manufactures is very marked in exports of

developing countries. The share of manufactures in their to-
tal exports increased from about 18 per cent in 1980 to 33 per
cent in 1984 and 40 per cent in 1986.

Since the 1960s trade in manufactures has expanded much
faster than trade in agricultural products and minerals, but
the rate of growth has dropped in recent years. During the
period 1981-1985, exports of manufactures grew at 4 8 per
cent, compared with 7 per cent during the 1970s and over 10

per cent in the 1960s. Preliminary indications suggest that
they increased only about 3 per cent in 1986

One reason for the deceleration in the growth of trade in
manufactures in recent years is that the growth of world
manufacturing production slowed down during the 1970s
and decelerated further in the first half of the 1980, as table
III.9 shows. The decline occurred in all three country
groups but was much the sharpest in developed market econ-
omies.

The shifts in the sources of growth of manufactured ex-
ports have also been significant. Developing countries ac-
count for the bulk of the increase in manufactured exports
during the period 1980-1985, as seen in the relative rates of
growth (table III 10). Their exports of manufactures, after
increasing at an annual rate of 24 per cent during the period
1970-1980, grew by 6 per cent during 1980-1985. As a
result, developing countries increased their share of the
world exports of manufactures from about 7 per cent in 1970
to 10 per cent in 1980, and to about 12 per cent in 1985 The
share of the developed market economies declined from 85
per cent in 1970 to about 80 per cent in 1985, The centrally
planned economies maintained their share at about § per
cent.

Most of the increase in exports of manufactures from the
developing countries has been directed towards developed
market economies, not only because these economies ac-
count for about two thirds of developing country exports,
but also because in recent years, exports to developed mar-
ket economies have grown at a substantially higher rate than

Table II1 9 Growth of manufacturing production
{Annual rate)

Beveloped Cemrally
market Peveloping plaitned
World economics countries cconomies
1963-1970 71 6 68 81
1671-1980 42 3 69 69
1980-1985 25 1 47 38

Source. Department of Interrational Economic and Social Affairs of the United Nations
Secretariat, Yearbook of Industrial Statistics. 1975 (United Nations publication. Sales No
E.77.XVIL8). industrial Statistics Yearbook, 1983 (United Nations publicmion. Sales No
EF85 XV 1 1) and Mondily Bulletin of Statistics. February 1987

Table IIT. 10 Growth of exports of manufactures by country groups®
{Annual rates)

1965-1970 1970-1980 1980-1085
Devetoped market cconomies 134 187 g4
Developing countries 178 237 60
Centrally planned cconomics 82 16 4 11

Source: Bepartment of International Economic and Secial Affairs of the United Nations
Secretariat, Yearbook of fnternarional Trade Statistics. 1982 {United Nations publication. Sates
No EF 84 XVII 6), and Monthly Bulleein of Statistics. May 1987

2 Growth of export values at current dollur priecs



exports to other developing countries. During the 1970s, ex-
ports from developing to developed market economies
grew, in value terms, by about 22 per cent annually, while
exports to other developing countries increased by 28 per
cent, mainly as a result of growing markets of energy-ex-
porting countries

During the 1980s, this situation was reversed: in the per-
iod 1980-1985, manufactured exports of developing coun-
tries to developed market economies grew by 11 per cent,
and those to other developing countries by only 4 per cent.
Part of this change was due to the overall recession in the
world economy, but the decline in trade in manufactures
among developing countries was primarily the result of their
new import constraints, especially those of the energy-ex-
porting countries.

While the exports of manufactures from the developing
countries have increased faster than world export of manu-
factures, this trade has been highly concentrated in a few
developing countries. Ten countries and territories ac-
counted for about 80 per cent of the total exports of manu-
factures from the developing countries in 1985.° The degree
of concentration has increased. In 1973 the 10 accounted for
70 per cent of the total. In particular, four major Asian
newly industrializing countries or areas — Hong Kong, the
Republic of Korea, Taiwan, Province of China, and Singa-
pore — managed to expand their exports very quickly. In
1986, aided partly by the depreciation of their currencies not
only against the yen and other major non-dollar currencies,
but also against the dollar, the combined exports of these
countries increased by about 15 per cent.

Commuodities

Close to 40 per cent of world trade is accounted for by
primary commodities. They constitute 70 per cent of the to-
tal exports of the developing countries and, if oil is ex-
cluded, the proportion is about 50 per cent. For the large
majority of developing countries, the dependence on pri-
mary products is decisive for their economic conditions. As

Table HI.11.

table II1.11 shows, over 70 per cent of the developing coun-
tries and territories depend on primary exports for more than
65 per cent of their export earnings. For a number of devel-
oped market economies, including Australia, Canada, and
the United States, primary products account for a significant
30 per cent or more of their total exports. For the centrally
planned economies, primary exports constitute about 43 per
cent of the total, mostly because of rather large commodity
exports by the Soviet Union,

Despite its declining share in world trade, trade in primary
commodities thus remains of fundamental importance. Ag-
ricultural production and export policies of the developed
market economies still constitute a major area of interna-
tional trading relationships. Prices of primary commeodities,
especially in terms of prices of manufactures, remain criti-
cally important for those developing countries in which pri-
mary exports account for a high proportion of their total
domestic production and their capacity to import.

One of the most important features of world trade in 1986
has been the fall in the price of oil. The weakness of oil
prices already evident in 1985 turned into a sharp fall in
1986. As a result, the average export price of crude oil de-
clined by about 45 per cent during the year. By the end of
1986, the combined index of non-fuel commodity prices
measured in dollars had fallen slightly from the late 1985
levels (see figure 1.1 and table II1.12). But when measured
in SDRs, the fall was more than 10 per cent.

Prices of most commaodities declined. Among the prices of
individual commodities in the UNCTAD indexes of primary
conumodity prices, 30 fell, 8 rose and 3 remained unchanged
during the year. The prices of coffee and sugar were the only
ones to rise significantly. On the other hand, the fall in the
prices of a number of major products was large. Beverage
prices rose, as coffee prices increased some 40 per cent over
the 1985 level mostly as a result of a decline in production in
Brazil caused by drought. But coffee prices soon declined
again and by the end of the year were no higher than the
average for 1985. Wheat prices declined by about 20 per
cent in 1986 and were 30 per cent below their 1980 level.

The dependence of developing countries and territories on primary

exports
Share of exports accounted Number of Cumuiative
for by primary products countries Percentage percentage
Gver 75 per cent 72 643 64 3
66-75 per cent 9 50 723
56-65 per cemnt 9 80 80.3
45-33 per cent 6 54 877
Less than 45 per cent 16 143 100.0
Totai 112 1000

Source Department of Internaticnal Economic and Social Affairs of the United Nations
Secretariat, based on the J984 fternational Trade Statistics Yearbook vol T{United Nations

publication Sales No E/F 86 XVILT)

s Arpentina, Brazil, Hong Kong, India, Malaysia, Philippines, Republic of Korea, Singapore, Taiwan, Province of China and Thaitand




Sugar prices rose by about 50 per cent during the year but
were still only about one third of their average for 1979-
1981, as stocks remained high. Tea and cocoa prices de-
clined for two consecutive years.

Prices of agricultural raw materials as a whole remained
unchanged in 1986, after a decline of almost 10 per cent in

Table HI.12.

1985, and remained 20 per cent below their 19791981 aver-
age. Metal prices declined by about 7 per cent during the
year and were almost 30 per cent below their average for
1979-1981. Tin prices in 1986 were half of what they were
before the collapse of the London tin market in 1985
Among other major metais, prices of copper fell by alimost 3

Indices of primary commodity prices, 1982-1986

(1971-1981 = 100)

Tropical Vegewble Apricultural Minerals Combined index

Prices ol Realpricesof

Food beverages ol materials &
metals Doflar  SDR manufucturese commoditiest

1982 70 81 72 82 82 78 89 97 80
1983 75 85 88 B8 85 83 98 93 #9
1984 64 97 119 86 74 84 103 41 42
w8y 57 a9 82 78 76 75 43 91 82
i 57 92 97 76 75 77 100 83 92
H 55 85 93 hit) 78 76 96 59 86
I 56 81 72 78 76 72 88 Y3 17
Iv 58 96 65 76 74 76 §Y 4R 78
1986 62 110 51 78 71 79 85 169 74
i 64 {28 56 7 76 85 96 15 81
H 63 114 50 79 0 81 87 HI8 75
[ 59 103 45 76 69 75 78 1t3 66
v 61 97 54 79 69 75 79 K -

Seuerc e UNCTAD, Monthly Commodity Price Bulletin. and United Nations. Monthiy Bulletin of

Staristics. December 1986

& Dollar vanit vistues of manufactured exparts from developed markes economies
b pollar index deflated by dolar anit value of exports from developed market economiss

Figure III.1  Prices of groups of commodities, 1980-1986
(Indices of dollar prices: 1979-1981 == 100)
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Figure II1.2. Commodity prices and export unit values of manufactures, 1970-1986
{Indices of dollar prices: 1980=:100)
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per cent in 1986, after a small increase in 1985, but were
about 30 per cent below their level of the early 1980s.

While export prices of primary commodities remained de-
pressed, those of manufactures rose significantly. The dollar
unit values of manufactured exports from the developed
market economies increased by about 20 per cent. The real
prices of non-fuel primary products, expressed in terms of
prices of manufactures, declined by as much as 10 per cent
during the year, following a decline of similar magnitude in
1985 (see figure 1.2 and table I11.12). The real prices of
fuel oil, similarly measured, plunged by over 50 per cent in
1986.7

These price changes produced a decline of about 30 per
cent in the terms of trade of the developing countries with
the developed market economies in 1986 (see figure II1.3).
This is the sharpest adverse movement in their terms of trade
in recent years. Declining commodity prices have benefited
many developing countries too, particularly the major-ex-
porters of manufactures. Primary producing developed
countries have suffered from depressed commodity prices.

But on balance, the terms of trade gain of the developed
market economies has been very large. Apart from its indi-
rect contribution to lowering the rate of inflation, the decline
in the prices of imports from the developing countries in
1986 meant a gain of about $56 billion for the developed
market economies as a whole. Their gains from higher ex-
port prices was an additional $38 billion. The total terms of
trade gain of these economies for the year was thus of the
order of $94 billion.*

A first explanation of the present level of commodity
prices is the low rate of growth of world demand for these
products. This applies not only to industrial raw materials
but also to basic food items. The capacity of a large number
of developing countries to impert food has been reduced by
a falling level of real income, as their economies stagnated
or declined and their terms of trade moved against them.

1t must nevertheless be recognized that the sagging of
prices of primary commodities in recent years reflect funda-
mental changes in the use of raw materials in developed
countries.” There has been a continuing shift from produc-

* ‘The dollar prices of oil declined by ebout 45 per cent. while the prices of manufactured exports rose by 20 per cent
* gnoring the indirect consequences of changes in prices, including changes in quantity, the terms of trade gain has been estimated as:

M —p)-X{-p)

where M and X are 1985 import and export values, respectively, of the developed market economies from and to the developing countries, and g™
and p* are, Tespectively, the 1986 index of import and export prices {with 1985 = 1.00) The actua! values were: M = 3312 billion, X = 5250
billion, p = 0.82, and p* = }.15. The calculated value of $94 billion is, of course, larger than — and conceptuaily different from - the actual
change in the balance of trade, which takes into nccount changes in trade volume as well as changes in prices.

v Some of the factors undetlying the decline in commodity prices were discussed in the World Economic Survey, 1986, chap I
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tion of goods to production of services. Goods-producing
sectors (agriculture and manufacturing) accounted for 35
per cent of the gross domestic product of the developed mar-
ket economies during the 1960s but less than 30 per cent by
the mid-1980s. The share of services increased from 56 to 62
per cent. Similar shifts are taking place in many developing
economies. Services are less material-intensive than the pro-
duction of goods.

The requirements of traditional raw materials per unit of
physical output has also been declining. For example, the
average weight of cars made in the United States declined
from 1,700 kilograms in 1975 to 1,500 kilograms in 1985,
and their average iron and steel content declined from
81 per cent to 69 per cent.™ Technological innovation has
led to substitution and saving of materials and created new
products which require less materials per unit of output, as
well as materials that are more accessible to industrial coun-
tries.

These two types of changes — shifts in the structure of

production and greater economy in the use of raw materials
in the production of goods — have reduced the use of pri-
mary products per unit of gross domestic product. For a
majority of the main agricultural and industrial raw materi-
als, the rate of growth of consumption has been significantly
slower during the 1970s and 1980s compared with the
1960s5." As economies move towards the post-industrial
stage and output becomes less material-intensive, the total
volume of industrial materials required will not grow unless
there is a significant increase in the absolute fevel of indus-
trial production,

The supply of food increased considerably faster than con-
sumption during the 1980s. On the demand side, the capac-
ity of a large number of developing countries to import food
has been reduced by a falling level of real income as their
economies stagnated or declined and their terms of trade
moved against them. Thus, during the period 1981-1984, per
capita consumption of food actually declined in sub-Saharan
Africa and still today several countries in this area are con-
fronted with acute shortages and famine. A falling or stag-

"Eric D Larson. Marc H. Ross and Robert H Williams. * Beyond the era of materials™". Scientific American. vol 254, No. 6, June 1986
" See UNCTAD, “Impact of new and emerging technologies on trade and developmens™ (TD/B/C 6/136. August 1986)
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nant real income in other developing countries also
depressed their food import demand,

On the supply side, the achievement of other developing
countries in attaining food self-sufficiency had the same ef-
fect on trade in food. The farm support policies of many
developed market economies, by restricting imports and in-
creasing export surpluses, depress international prices of
food. Overproduction of food grains as a result of these poli-
cies has led to a huge increase in stocks in recent years. The
estimated world stock of cereals increased from 248 million
tons in 1981 to 399 million tons in 1986, or by 60 per cent In
1986, about 70 per cent of these stocks were held by the
developed market economies, 45 per cent by the United
States alone .

It is unrealistic to expect trade in raw materials in general
to grow in the foreseeable future at anything like their rates
during the 1950s and 1960s. This has grave implications for
many developing countries which have only a narrow indus-
trial base and depend on one or two commodities for the bulk
of their exports earnings.

Trade in services

International trade in services only kept pace with the
growth of trade in goods. Available information indicates
that the share of non-factor services in the total merchandise
trade of developed market economies and developing econo-
miies together was virtually constant during the past decade
In doliar terms, this share was approximately 21 per cent in
1975 and about the same percentage in 1985 However, serv-
ices are a very heterogeneous group. During the [980s,
while traditional services such as shipping and other trans-
portation have been declining, international markets have
been expanding in the category “other services™, which in-
cludes banking, insurance, consulting and other internation-
ally traded business services undergoing technological
changes related to the progress in telecommunications and
the computer industry The growth of trade in non-factor
services during the past decade is shown in table I11.13. De-
pending on which items are included, the estimate of the
share of services may go beyond the often-mentioned figure
of about 20 per cent of world trade. By the same token, a
different assessment will be made of the growth of trade in
services. Usually, those who identify strong expansion in the
trade in services include in the definition the profit remit-
tances of service companies abroad or even the dividends on
all foreign direct investment, and sometimes all invisibles in
the balance of payments, which are then vaguely treated as
“trade in services”’

One source of uncertainty in evaluating the changing im-
portance of services in world 1rade is that there is no infor-
mation about costs and prices in the trade in services.
Therefore, it is impossible to ascertain to what extent

“ FAQ, Food Outlook. February 1987

changes in services reflect changes in prices or real flows.
For the services whose border exchanges can be more easily
observed, such as shipping, passenger services, port serv-
ices and other transportation, as well as travel, it is possible
to gather some information on tonnage, number of passen-
gers etc. But services do not physicaily cross borders and
they do not pass through customs, where the volume of
goods crossing borders is registered. No distinction between
value and volume can be established for the category of
services whose border exchanges are **non-visible™, as roy-
alties and license fees paid for patents, trademarks, copy-
rights and similar non-financial intangibles, nor for the
gamut of transactions Jumped together under “other private
services”.

It is believed that, in addition to the underreporting in
world shipping owing to the reatment given to revenues of
flags of convenience fleets, most of the underreporting in
trade in services occurs in the category of business services,
Thus, very uncertain magnitudes are reported for services
which are the fastest growing component in the domestic
market of services in developed countries and precisely
those where most of the potential for growth in international
trade in services is deemed to be.

For the developed market economies, exports of services
appear to have grown at a somewhat slower pace than those
of goods during the past decade. The service to goods ratio
in exports has thus declined, though only slightly, But the
category ‘“‘other services’ has grown faster than the other
groups. In the United States, this category of exports has
come to exceed the exports of royalties, fees and trade-
marks. The types of services in this fast-growing category
vary in importance from country to country. The largest
components of United States exports in this category are
insurance, construction, health, education, and computer
saftware, In the United Kingdom, by far the most important
is financial services, followed by other business consul-
tancy. In France, engineering in public works and technical
co-operation projects constifute the most important type of
service exports. There is, however, little information on the
growth of these types of trade.

The lack of disaggregated trade data on private services
and the limited information on the direction of this trade
makes it so far impossible to examine in detail the possible
trends of international trade in business services. In the post-
war period, trade in goods has expanded fast as a result of
specialization among firms within the same industry and
highly differentiated consumer preferences International
trade in services may well develop along similar lines.
Countries would then not only be exchanging services from
different sectors, but also specializing within the same sec-
tors This is already happening among airlines, mainly as
geographical specialization, but it could occur in other sec-
tors, and not only geographically, but activity-wise ¥

" See H Schaumburg-Midller, “Europe s trade in services. comparaiive advantage of intra-industry trade " working paper 4/1985 (Copenhagen,
Institute of International Economics and Management. Copenhagen School of Ecoromics and Busiaess Administration, 1985}
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Table IT11.13.  Trade in non-factor services
(Billions of dollars)

Annual
average
rate of prowth
1985/ 1985/
1975 1980 1982 1984 1985 1875 1980

Developed market economies

Shipping + 259 500 449 418 433 53 .28
-~ 268 506 463 494 497 64 -04
= 08 06 -14 76 -64

Passenger services + 64 143 144 150 54 9.0 I5
-~ 65 133 141 158 166 98 45
= 01 +10 +03 -08 -12

Other transportation + 213 435 415 380 382 60 26
- 233 470 458 404 405 57 .29
= =20 -35 43 .24 23

Travel + 328 722 697 75 738 85 012
- 355 17 715 M6 153 78 .06
= ~27 -45 -18 -1l -13

Royaities and fees + 63 115 95 102 108&% 55 -13
- 50 93 93 102 108 17 30
= +13 +22 402 0 0

Other private services + 416 BB9% BY6 BG5S 913 82 a5
- 338 N9 W6 T23 751 B3 09
= +78 4170 +150 +142 +162

Totat non-factor services 2804 2696 2620 2728 73 -06

1309 2688 2616 2597 2680 74 -0l
+34 +116 +80 +23 +48

Share in merchandise exports (per cent) 23¢9 227 235 215 21.7
Share in merchandise imports (per cent) 235 206 223 205 046

Developing countries

71 B1 7.8 74 7.8 08
4.3 329 337 285 238 32 -63
~-10.8 -258 -256 -200 -164

38 4.4 42 4.3 146 25
13 41 4] 34 2.9 84 ~6.7
02 03  +03 +0B +14

i 4+
o
=
[y

Shipping

i %
w
th

Passenger services

oy o+

Other transporiation + 49 124 H.6 10.3 93 66 -56
- 40 1.7 118 10.5 89 83 -53
= +0% 407 -0.2 ~0.2 -04

Travel 242 219 214 207 163 -31

69 217 210 183 i80 10.1 -17
23 +25 409 +28 427

05 Ll 02 01 -67 -H49
05 10 13 LO LG 12 a
43 -10 -12 -08 -0.9

. 171 264 221 200 L6 3z
B6 265 380 325 323 142 4.0
=19 94 116 -104 -123

W08 646 724 655 617 s -0
356 979 1099 942 859 93 -24
-148 -333 375 -287 -252

Share in merchandise exports (per cent) 115 140 176 169 177
Share in merchandise imports (per cent) 214 262 286 270 280

i +
~
=

Raoyalties and fees

[ 2
)
ra

Other private services

# o +
on
~

Total non-factor services

o -+

Source. Department of International Economic and Social Affairs of the United Nations
Secretariat, based on IMF, Balance of Payments Statistics tapes, partinl data for 24 developed
and 100 developing countries

Note: A plus sign (+) indicates export or receipt
A minus sign (-) indicates import or payment
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The relatively slow growth of the exports of services may
seem at odds with the impression of fast growth that discus-
sion on the subject often gives. There are a number of rea-
sons for this. Apart from the lack of adequate data and
widespread underreporting (see box II1.1), there are concep-
tual and statistical difficulties of measurement. For exam-
ple, there is no agreed way of measuring banking and other
financial services. Data on international banking do not per-
mit separation between fees for services (and therefore trade
in services) and payments associated with foreign invest-
ment. There is probably underreporting of trade in services.
A further reason is that many services cannot be transported
across borders, despite the progress in data processing and
storage and telecommunications. They either require the
movement of the consumer to the country providing the
services (as in tourism or some health services), or the
movement abroad of firms and/or experts providing the
services. Business services are often of the latter type. If
international sales of services can occur only by transferring
abroad the “‘production” of that service, they are obviously
excluded from trade statistics."* The increasing importance
of services in the domestic economy does not thus show up
in a corresponding increase in trade. Perhaps equally impor-
tant in this context, the comparison of the proportion of do-
mestic output of goods traded internationally with that of
services may be unwarranted because a large fraction of do-
mestic services is already embodied in goods traded and this
share is increasing over time.

Finally, slow growth is often due to the numerous barriers
to this trade from state supervision and regulation of service
activities, These regulations are basically designed for im-
plementing various domestic policy goals and might not be
intended to keep out foreign suppliers, but they nevertheless
can reduce the potential for international trade. Most coun-
tries consider that certain services cannot be left entirely to
the market place. Banking, for instance, raises issues of fi-
duciary and monetary control; telecommunication raises is-
sues of national security; some audio-visual works and
entertainment may be considered inimical to national and

cultural identity and value systems; and social security, med-
ical insurance and also other forms of insurance raise ques-
tions of consumer protection, equity and distribution, '

Such considerations seem to suggest that the growth of
trade in services will remain modest in the near future, even
if progress is made in muitilateral trade negotiations on the
subject, which will take a long time.

The growth of the developing countries’ trade in services
has been somewhat higher than that of the developed coun-
tries, though the data are uncertain, cloud the actual trend
and make international comparisons tenuous. The growth
has been highest for the category of “other private serv-
ices™, and imports in this group of services have grown
faster than exports. Construction and engineering, mostly in
the area of infrastructure projects, as well as related profes-
sional and technical services, are the most important items
in the category of “other services” for the handful of devel-
oping countries exporting such services. The Republic of
Korea has been by far the most successful in the field, well
ahead of Turkey, Yugoslavia, Brazil and India. Developing
country exports of construction and engineering services
have been directed mostly to other developing countries, es-
pecially the oil-exporting countries.

Developed countries have had a surplus in their trade in
non-factor services, but, after growing during the 1970s, the
surplus has recently declined from $US12 billion in 1980 to
$USS billion in 1985, The deficit of developing countries
declined during the same period from $US33 billion to
$US25 billion.

The developing countries’ deficit in trade in services with
developed countries is heaviest in the category of “‘other
private services". In this category, developed market econo-
mies have consistently shown a positive balance of about
$US16 billion annually during the 1980s, while developing
countries during the same period had a negative balance of
nearly $US10 billion per year.

* For the examination of foreign direct investmeat as a vehicle for delivering services abroad see report of the Secretary-General on the role of
transnational corporations in services, including transborder data flows (E/C 10/1987/11)

s Canadian research is under way to estimate the direct and indirect amount of services embodied i1 a unit of the country s exports and imports with
the help of input-output tables For Carada, using very rough approximations, H G Grubel estimates that one-third of the value added to gross
goods output consists of intermediate services If the same percentage can be assumed to exist in exported goods, it is easy to infer that & consider-
able share of merchandise exports are actually services For Canada, for instance, it would mean that services exporis (direct and embodied)
could be more than three times higher thar what is recorded in their balance of payments (see H. G. Grubel, “Direct and embodied trade in
services''. service project discussion paper 86-1 (Vancouver, Canada, The Fraser Institute, 1986), and A M. Rugman, "A {ransaction cost ap-
proach to trade in services™, paper presented to the annual meeting of the American Economic Association, New Orleans, December 1986

# §t has been argued that here ““the analogy has to be partly with armaments negatiations: we would not expect nation states to leave the location of
defence production to be detemined by market forees™ (1 N Bhagwati, ~GATT and trade in services: haw we can resobve the North-South

debate’ . Financial Tines. 27 November 1983)

" See A Sapir, "Trade in investment-related technological services ”, World Developmenr vol 14, No 5, May 1986




Box IIi. 1. Technical note on the measurement of trade in services

Service exports can be categorized in three major groups.
The first comprises those services whose border exchanges
are more “visible”: shipping, passenger services (basically
transportation of persons) and “other transportation” (basi-
cally port services, but including also charters of carriers),
as well as travel (mainly tourism). In short, the group repre-
sents transportation and travel.

The second group is royalties and license fees. In the
standard balance of payments, it appears as “‘property in-
come not included elsewhere”, and its main component is
income accruing to the owners of patents, copyrights, trade-
marks and similar non-financial intangible assets. The inclu-
sion of royalties and license fees in trade in services is
controversial. It can be debated whether they are payments
for services — at least they are payments for intangibles —
or factor payments. The discussion on the role of knowledge
in production and trade cannot be settled here. In practice,
most frequently royalties and license fees are included in
service trade, as they are here. Depending on the level of
detail that information on services will reach in the future,
they could become an altogether separate grouping in the
balance of payments, specifying diverse “intellectual prop-
erty rights” payments or ‘‘disembodied technology” pay-
ments, containing disaggregate figures to show which
industries are earning or generating royalties payments.

The third group is an extremely heterogeneous collection
under the heading *‘other goods, services and incomes”. In
its guidelines for member countries in making their balance-
of-payments reports, IMF does not yet require disaggrega-
ted data for the residual item “other goods, services and
income”. This heading basically comprises services and,
moreover, it is under this residual heading that most of the
services are reported. Goods are not recorded in this item,
despite the title, except for goods that should probably be
called “embodied services”, such as pericdicals coming
from abroad under subscription arrangements. Broadcasting
and television programmes embodied in tapes are probably
recorded under this item, though there is no assurance that
some of it does not appear also under “merchandise’ .

The only disaggregation broadly available in this item is
between official and private transactions. " Official serv-
ices™ comprise those of general government and the central
bank; the principal kinds are those performed by embassies
and consulates, military units and agencies abroad, other
official entities such as aid missions, government informa-
tion, tourism and immigration offices abroad (but not state
enterprises), receipts or contributions under military ar-
rangements and military services obtained, and other goods
and services provided to or obtained by Govermment,

“Official transactions™ should be excluded from trade in
services for certain purposes. The corresponding expendi-
tures are determined mainly by political power and diplo-
matic goals and can hardly be regarded as subiject to irade

policy or trade negotiations. It might be that in some cases,
official and private transactions are difficult to disentangle
in international statistical records, because what in one
country is the export of a private engineering firm, and
therefore included under “*other private services”, could be,
in the reporting country, a government procurement for road
building or airport construction, and recorded under official
services.

“Other private services” is a miscellaneous item covering
all the rest, namely, a very large number of different activ-
ities, provided not only to final consumers but also, in par-
ticular, to firms. The item would include:

(a) Communications (postal, cable, telephone and tele-
communications);

(b} Insurance (other than international freight insurance
recorded under shipping};

{c} Brokerage, as fees paid to agents other than those in-
cluded in the value of merchandise, brokerage and commis-
sions charged on other transactions;

(d) Financial services performed by banks, underwriters
and finance houses, as measured by the amounts of their
charges (but not interest payments, which are an altogether
different item in the balance of payments);

(e) Merchandising, inclusive gains from transactions in
commodity futures and commodity arbitrage where the par-
ties are not residents of the same economy (although finan-
cial futures and operations and arbitrage gains on financial
items are in the capital account of the balance of payments);

(f) Provision of management, accounting and kindred
services (for instance, those provided to a subsidiary by its
parent);

(g} Legal and other consulting;

(h) Processing and repair (except those under “port serv-
ices™);

(i) Franchises and similar rights;
() Software and data processing;

(k) Research, surveys, testing and chemical and physical
analysis;

(1) Provision of instruction, training and technical know-
how;

(m} Construction and building design;
(n) Engineering and industrial design;

(0} Leasing of structures, machinery and equipment
(other than the leasing of transportation equipment regis-
tered under *‘other transportation”); these transactions ap-
pear in some national records as *‘equipment rental'’;

Box continued on next page
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(p) Leasing of films, tapes, records and other tangible as-
sets;

(q) Medical services and other care and cure services;

(r) Entertainment and cultural services, ag by orchestras,
theatre, opera or ballet groups, circus, sports, individual
- performers;

(s) Other professional and technical services.

The information on trade in “‘other services’ disaggrega-
ted in its heterogeneous types that exists for a few developed
countries goes down to only four or five very broad catego-
ries. Only the United States has information available down
to some 20 categories. For developing countries, disaggre-
gated data are non-existent, and a number of developing
countries lack the item in their balance of payments even at
the aggregate level.

Moreover, it might be that some of the payments for these
services appear under other categories in the balance of pay-
ments such as labour income. Labour services provided by
the crew of carriers in international transportation are classi-
fied under “labour income’ in the IMF Balance of Pay-
ments Manual Though such a recorumendation is not spelt
out for construction crews, it is likely that the foreign earn-
ings of construction and engineering firms are partly re-
flected in remittances of their construction teams abroad and
classified under “labour income” or “‘workers remit-
tances’’.

Data on the direction of trade in “other services™, which
would allow the examination of the question *‘who is trading
with whom”, are in an even more shaky state than the sec-
tor-wise disaggregation.

Recorded under the heading ‘‘other private services’ are,
in principle, all the most technologically advanced interme-
diary services or business services. Concrete figures for this
aggregate are sometimes puzzling,' and it could be that the
weight of less sophisticated types of services in this aggre-
gate is still important. The exact composition, even in the
case of developed countries, is unknown and further data
have to be awaited

By their very nature, service transactions are more diffi-
cult to measure. In fact, the largest discrepancies between
total world exports and total world imports appear in service
items, namely, in transportation and in “other official and
private services”'. A high discrepancy is shown in transpor-

tation, where world receipts recorded have been consist-
ently lower than world expenditures. At the origin of most of
the underreporting is the existence of open-registry fleets
(also called *“flags of convenience” fleets); these are fleets
operating under flags of countries that do not tequire ownet-
ship or management to be located within their territories. As
a rule, receipts and expenditures of open-registry fleets are
not recorded in the balance of payments of countries of reg-
istry. Neither are they in the countries of residence of the
shipowners, since they are operated by subsidiaries located
in the country of registry.”

Other large discrepancies appear in the item *‘other offi-
cial and private services”. Uncertainties about measures in
this item are of particular concern because proposals for the
liberalization in services are focused on activities grouped in
it. Measurement difficulties arise from the balance of serv-
ices of centrally planned economies, from a seeming overes-
timation in the OPEC data for both expenditures and receipts
in “other services” and, more importantly, from an underre-
porting of exports of business services of developed coun-
tries.

A special inquiry made in Sweden for the year 1977 re-
vealed that actual receipts of royalties, patents and licenses
were almost double the data recorded, and exports of techni-
cal services were almost four times the figure recorded in the
balance of payments.™ In the United States, according to a
recent study, “as much as half of the nation’s exports of
services may escape the official statistics” .*' Defining trade
in services as non-factor income and including fees and roy-
alties, this study by the Office of Technology Assessment of
the Congress of the United States concludes that the United
States balance-of-payments data understate both imports
and exports of services. The understatement for exports ex-
ceeds that for imports and in consequence, the United States
surplus on services trade appears to be far greater than re-
flected in the offical statistics. The mid-range estimate of the
Office of Technology Assessment for exports is almost dou-
ble the official figures.” The study has left out of the com-
parison the banking services, because in the United States
balance-of-payments, there is no way of isolating what
would be the fees earned by banks for services -— that is,
non-factor income and therefore part of trade in services —
from the returns to United States holders of foreign portfolio
investments — that is, factor income.  The special difficuity
in measuring the services exported by the banking sector is
not peculiar to the United States; co-mingling with interest

Box continued on adjacent page

 For instance, IMF balunce of payment records show that developing countries, during the 1970s, have expanded their exports of *'cther private

services” much more rapidly than developed market economies.

# For a more detailed discussion, see UNCTAD, Economic Consequences of the Existence or Lack of a Genuine Link berween Vessel and Flag of
Registry, Geneva, 1977 and OECD, * The world current account discrepancy ', Occasional Studies, June 1982

 See The development of Sweden’s balance of payments, Appendix: Omissions in reporting of exports of services”, Quarierly Review of the
Sveriges Riksbank, 1979: 2, of GECD, * The world current account discrepancy”, loc. il

# United States Congress, Office of Technology Assessment, "Trade in services: exports and foreign revenues — special report” (OTA-ITE-316),
(Washington, D C., Government Printing Office, September 1986), p. 3

% Jbid , pp 37-38
* fbid , pp 31, 38 and 54-58
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payments and other investment earnings is a general short-
coming.

Underestimation in service exports might arise also from
the fact that in many cases services are sold bundled with
goods — for instance, maintenance service for some equip-
ment — and might be recorded under goods. This statistical
problem is different from the larger issue of the growing
“*service content” in all industrial goods.

The uncertainty of the data on production of services and
their trade across borders, and the possibility of the margin
of errors that cannot be estimated, are likely to hamper for
quite some time the assessment of trends and their impact in
different economies or country groups. It might signifi-
cantly slow the formulation of policy and negotiating posi-
tions in discussions on trade in services.
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Chapter IV

INTERNATIONAL FINANCE, DEBT AND BALANCE-OF-PAYMENTS ADJUSTMENT

The primary concern of policy makers with regard to the
International financial situation differ dramatically from
those of a few years ago. At the beginning of the decade
some developing countries were able to borrow large sums
from international commercial banks. There were fears that
credit was too easy, but the value of trade was growing
strongly. The concern today is that many of those countries
are excluded from new borrowing as a legacy of debt crises
and the limited prospects for the growth of world trade. In-
stead, much of the world’s international financial flows are
directed towards the largest economy of the world, which
used to be a major source of capital outflows.

At the beginning of the decade, the international commu-
nity still looked to the large commercial banks to intermedi-
ate much of the recycling of financial resources from surplus
to deficit countries. Today, more and more private interna-
tional intermediation is carried out through securities mar-
kets in the major financial centres around the globe, which
are themselves becoming ever more closely integrated. But
many countries are excluded from these financial circuits

The following analysis focuses on these dichotomies and
draws policy implications from them. In line with the con-
clusion of chapter II, the analysis highlights the need for
better co-ordination of adjustment policies among major de-
veloped market economies in order to maintain the confi-
dence of the foreign creditors of the United States. Net
capital flows to the United States need to be reduced in a
gradual and orderly manner 1o avert 2 destabilizing and con-

tractionary fall of the dollar. At the same time, many devel-
oping countries need to rebuild their capacity to take in and
service foreign commercial credits, a capacity that was lost
in the debt crises of the 1980s.

One implication seen in the slow-growth trend of world
trade and the depressed prospects for commodity prices is
that partial debt relief in one form or another must be added
to the options available in negotiations to restructure the debt
of developing countries. The goal is to reach a sustainable
debt-servicing burden through a combination of internation-
ally supported domestic adjustment programmes and some
relief from outstanding debt-service obligations. Consistent
packages of domestic policy reforms, targeted adjustment
credits and debt relief could be negotiated in the same com-
plex of forums that has already been used to develop compa-
rable packages that have had similar aims, but have not thus
far granted permanent debt relief

For the multilateral development institutions to play their
proper role in this process, current and prospective negotia-
tions to replenish and expand their resources need to be
quickly completed  Increased official development assis-
tance is as warranted as ever. Today, it would be especially
timely.

In the long run, what is needed is a smooth redirection of
international capital flows to developing countries instead of
to the United States, in a context of sustained growth in in-
dustrial countries and recovery of international trade.

Intercountry flows of financial resources

Uneven and changing access to international finance has
been a major determinant of import levels and the balance of
payments on current acount in the 1980s. Many developing
countries and certain centrally planned economies that had
relied on substantial foreign financing of imports in the
1970s and early 1980s found it necessary to reduce import
levels and current account deficits quickly when new financ-
ing dried up and debt crises erupted. With diminishing opti-
mism about the medium-term growth of world trade and
financial inflows, other countries adopted more cautious at-
titudes to borrowing on foreign markets and sought to
strengthen their current account balances. The Republic of
Korea, with its economy growing rapidly, is beginning to
use its new current account surpluses to reduce its outstand-
ing foreign debt in order to lower its vulnerability to future
financial disturbances. In a contrasting context of domestic
austerity, Romania is reducing its indebtedness to foreign
commercial banks. The energy-exporting developing coun-
tries that were capital exporters in the 1970s have also be-
come more cautious, seeking to narrow recent current
account deficits so as to slow the rate at which their net inter-
national asset positions are drawn down

The recent experience of the United States of America
ithustrates the obverse case: being a reserve-currency coun-
try and seen as a sale and remunerative placement for funds,
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the United States has encountered no limit thus far to its net
financial inflows, much of which have originated in the Fed-
eral Republic of Germany and Japan The resuiting pattern
in the balance of payments on current account of these three
countries has stayed basically the same since 1984, but the
aggregate balance of developed market economies swung
from a 340 billion deficit in 1984 to a $28 billion surplus in
1986 (see table IV.1) The latter was due mainly {o the shift
in trade balances discussed in chapter IIT above, highlighting
the fact that current account balances are simultaneously de-
termined by net current and capital transactions. Indeed,
trade factors also brought about the marked deterioration in
the current account baiances of energy-exporting develop-
ing countries, which was not, however, matched by the de-
crease in the current account deficit of energy-importing
countries. Aside from a further deterioration forecast for the
United States current account, some unwinding of these
1986 changes is expected this year.

Net transfer of financial resources
from developing countries

The limitation of the overall flow of international finance
to developing countries is highlighted by the trend in the net
transfer of financial resources, that is the net flow of foreign



Table IV.1. World balance of payments on current account®, by country group,

1980-1987

(Billions of dollars)
1980 1982 1984 1985 19860 1987¢
Peveloped market economies -37.9 ~14 -40.0 233 283 -30
Large industrial countries ~116 147 -40.0 -26.1 113 -170
Germany, Federal Republic of -89 103 i34 205 437 o
Japan -9.4 83 365 50.1 878 800
United States 8.4 -17 -96.6 -1041 ~126.7 -140.0
Other industrinl countries ~26.3 -221 0.1 28 170 14.0
Developing countries 402 -873 -39.1 =273 -613 -46 5
Capital-surpius countries 1056 151 -2.3 83 ~15.4 -80
Capitel-importing countries -654 -100.4 -36.8 -35 8 ~46 1 -385
Energy exporters 25 ~-35.0 ~0.5 ~-3.1 =241 -170
Energy importers -67.9 -67 4 -36.3 -7 -22.0 -21.5
China -3.2 589 24 ~11.5 -715 T8
Centrally planned economies of Europed 5.0 i3 10.0 23 -22 .5
Eastern Europe -82 0.3 38 20 -18 -5
USSR 36 35 6.6 035 -(.2 05
Residuaie 60 B5.5 667 60.0 429 510

Source: Department of International Economic and Social Affairs of the United Nations
Secretariat, based on IMF, Balance of Payments Statistics and other official national and

international sources

a Balance on goods, services and private transfers

b Preliminary estimates

¢ Secretariat forecas!, rounded to the nearest half-billon dollars, based on an average crude oil

export price of $17 a barrel.

d Balance with market economies; total includes net interest payments of CMEA banks

€ Reflects errars in reported data, balances of economies whose data are not included, and timing
asymmetries in national inflows and outflows . Errors include under-reporting of services
earnings, especiatly involving investment income channelfed through offshore financial centres
and non-factor services exported by the developed market economies to energy-exporting

countries

exchange resulting from net capital flows minus interna-
tional payments of interest and profit.' For the capital-im-
porting developing countries taken together, the net transfer
was significantly negative in 1986 for the third year in a row
{see table IV.2).

The contrast between the early and middle 1980s is stark.
In the first period, capital-importing developing countries as
a whole enjoyed net financial transfers that were applied
both to the accumulation of official reserve assets and to
payment for import levels that exceeded what could be pur-
chased only with current proceeds, that is earnings from ex-
port of goods and services and the remittances from
nationals working abroad. With the sharp fall beginning in

1982 in the net financial transfer and the heavy depletion of

reserves, it became impossible for those countries in aggre-
gate to spend more on imports than was earned in exports
and remittance activity. Instead, the balance of payments on
goods and non-capital services had to shift into surplus in
order to effect a net transfer out of these countries, as well as
to rebuild reserve levels. The latter had been accorded a high
priority, which with hindsight was appropriate, as many

countries found it necessary again to draw down their re-
serves, especially the energy-exporting countries (see table
A12),

The negative transfers of $24 billion for 1985 and 1986
shown in table IV.2 are each the resuit of adding together
negative transfers for some countries, and positive transfers
for others It is nevertheless significant that 27 developing
countries had negative transfers in 1985, with perhaps a
slightly smaller number having negative transfers in 1986.

A negative transfer of financial resources is not always
burdensome For example, in the case of the Republic of
Korea, the net transfer of resources was an outflow of over
$7 billion in 1986. In part this represented large net interest
payments, but over $4 billion of the net transfer was a net
capital outflow, which took the form of both increases in
foreign assets and net repayments of foreign debt. However,
because of the Republic of Korea's strong export perform-
ance in 1986, and a favourable development of its terms of
trade due especially to lower oil prices, import volume grew
by 13 per cent and GDP by 12 per cent.

' For a formal derivation of the net {inancial transfer from standard macro-economic identities, see * Definition and measurement of the net transfes
of resources” , World Economic Survey 1986 {United Nations publication, Sates No E 86 H.C 1), annex [I
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Table IV.2.  Net transfer of financial resources to the capital-importing developing
countries, 1980-1986°

(Billions of dollars)
1980 1982 1983 1984 1985  1986b
Transfer on account of direct investrnent
Net investment flow 92 14 84 79 B8 8
Net investment income -138  -132 ~113 -10.6 -97 -9
Net transfer -4 6 -18 -2 8 =27 -09 -1
Transfer on account of private credit flowse
Net credit fiow 342 258 98 87 -09 -6
Net interest paid -180 422  .38B6 -414 -383 -35
Net transfer 162 ~163 287 -327  .393 -41
Transfer on account of official finaneial flowsd
Net credit and grants 34 4 375 42 1 36.6 294 30
Net interest paid -6.3 -89 -3 -5 -134 ~12
Net transfer 280 286 38 247 159 18
Overall net transfer 396 105 0.1 -106 -242 ~24
Memorandum items:
Use of official reservese ~15.8 23.4 -28 =171 -2 6 12
Balance of payments on goods and non-capital
services =238 -33¢ 27 277 268 i2

Source' Department of International Economic and Social A ffairs of the United Nations
Secretariat, based on IMF, Balance af Payments Statistics, World Bank, Debtor Reporting
System; and other national and internationat sources.

b Sample of 98 countries for which adequate information was available.
Preliminary estimate (rounded to nearest billion doliars) Estimates of official and private credit
flows for 1986 are especially subject to revision as full information is not yet available on

banking flows and other factors

¢ Net flow on account of short-term and long-

vis-d-vis the foreign private sector
d Including vse of IMF credit A breakdown
sample of countries is given in Table IV.7.

term liabilities and assets of developing countries

by source of official financing for a slightly larger

€ Additions to reserves are shown as negative numbers

The negative net transfer of resources has been causing
difficulties in most developing countries, however, because
it has been having an adverse effect on economic growth
Although most resources for investment in developing coun-
tries are derived from domestic savings, these countries nor-
mally also draw on foreign resources Financial transfers
that are not in the form of grants will require return flows to
repay credits and to transfer interest and profits to the
sources of the finance. It is understood that resources for
those return flows should be generated from the investment
of the initial inflows. Meanwhile, new inflows would help to
finance further investment. In principle, the process can
continue for a long period with total inflows exceeding total
outflows, in other words with the net transfer of financial
resources being positive, provided that returns from the in-
vestments are high enough and that the debt is serviced
smoothly. Difficulties with the latter precipitated the prema-
ture drop in net transfers which, in turn, has been making the
adjustment process difficult to carry out

The sharp deterioration in the overal} net transfer of finan-
cial resources to developing countries was basically caused

by the contraction and then the reversal in direction of net
private credit flows (see table 1V.2). As analysed below,
substantial net private inflows are unlikely to return until
developing country adjustments are in an advanced stage,
domestic economic stability is increased, export prospects
have improved, and sustainable economic growth has re-
surned

This assessment applies to the wealth held abroad by the
nationals of developing countries, often called capital
flight,” as much as to the wealth originating in other coun-
tries. The high degree of communication among the affluent
communities of the world, the extensive integration of inter-
national financial markets, and the policy preference for lib-
eralization of capital markets all seem to have erased the
distinction between the international movement of funds by
enterprises and individuals from developing and developed
market economies. Capital funds of developing countries
are no longer restricted in their international movement by
cultural barriers or a limited range of foreign investment
appartunities

' Some problems of definition and vontroversies related to capital flight were discussed in World Economic Survey 1986 . pp 74-76
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Figure IV.1. Net capital flows to capital-importing countries, 1978-1986"
(Percentage of GDP)

DERT—-SERVICING
INFERRUETED,
NQT INTLRRUPTED

0~
1978

1979 1980 1981 1982 1983 1984 1985 1986

Sonrce: Department of International Economic and Social Affairs of the United Nations
Secretariat, based on data and country classification of IMF, World Economic Qutlook

2 Including official transfers, but excluding net changes in official reserves as a form of capital

flow

Diversity of situations in capital-importing countries

One determinant of the ability of capital-importing coun-
tries to mobilize foreign financial resources is their recent
debt-servicing history. Figure IV 1 summarizes the experi-
ence of two groupings of countries drawn from a larger
grouping comprising the capital-importing developing
countries, certain sialler developed market economies and
member countries of IMF with centrally planned economies
{see also box IV.1)

On the whole, capital-importing countries that had no in-
terruption in their debt-servicing did not suffer a shock to
their net inflow of foreign capital. Since the late 1970s, as
shown in figure IV.1, the range of fluctuation of the ratio of
net capital inflows to the GDP of these countries as a whole
has been less than 2 percentage points. Foreign capital has
provided 10 per cent of the financing of domestic investment
on average, a significant but not overriding contribution.
The countries have also made substantial saving and invest-
ment efforts of their own, leading to a high overall ratio of

investment to GDP of 26 per cent or more from 1978 to
1986. As expected when investment is consistently high, it
was accompanied by relatively rapid economic growth, av-
eraging 5.5 per cent a year over the same period.

This experience is in marked contrast to that of the coun-
tries that had difficulties in servicing their foreign debt in the
early 1980s, defined as the countries that incurred arrears
during 1983 and 1984 or rescheduled their debt at least once
from the end of 1982 to mid-1985 Capital inflows to those
countries averaged 5 per cent of GDP from 1978 to 1981; but
since the onset of the debt crisis, the ratio has dropped, end-
ing in the neighbourhood of 1.5 per cent in 1985 and 1986.
Net foreign capital in flows accounted for a relatively high
share of investment in the first five years, averaging over 19
per cent, but that share was halved over the next few years.
Investment also suffered, falling from a substantial annual
average share of GDP of 25 per cent from 1978 to 1982, to
an average of only 18 per cent since 1983. Not surprisingly,
output growth suffered as well, averaging slightly over 2 per
cent for the whole period, or zero growth in per capita
terms.

! The sampke includes all countries covered by IMF, World Economic Outlook, except the groups there denoted “industrial countries” and ~capital
sxporting countries”, Data pertaining to the groups of countries shown in figure TV. 1 were derived from data of IMF. Sixty-one countries were in
the subgroup whose debt servicing was interrupted and 63 countrics were in the other subgroup
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Box IV.1. External debt and economic adjustment
in Eastern Europe

Of the six centraily planned economies of Eastern Europe,
Poland and Romania have required multiple reschedulings
in the 1980s of international commercial bank debt and offi-
cial debt owed to developed market economies. Both coun-
tries had confronted sudden limitations of credit from the
market economies at the beginning of the decade and intro-
duced sharp adjustment programmes in response. The other
countries of the region, recognizing that adhering to plans
for growth of output required net financial inflows whose
availability was suddenly less assured, also introduced rig-

Indicators of the convertible-currency debt of Eastern
Europe® owed to market economies, 1980-1986
(Percentage of convertible~currency exports®)

~5G0
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. &'\’f—me

X\ 200
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Source Depurtment of Internationsl Economic and Social Affairs of the United
Nitions Secretsriat, based on nationat and imernationai dasa

& Bulgaria, Czechoslovakia, German Demacratic Republic, Hungary, Poland and
Romania

b As convertible-currency exporis make uponly part of exports to developing
countries, itis difficult to give a precise estimate of total convertidle-curreacy
exports The figure therefore shows debt and interest paymeats eack: relative to
exports to developed market economies and to the intter plus developing countries.
the sctual ratios relative to convertible-currency exports tying in between (i ¢ . in
the skaded areas)

orous adjustment programmes. Today, after considerable
progress in the intervening years, these countries remain
vulnerable to debt difficulties

The main policy goal of their early adjustment pro-
gramimes had been to restrain absorption by holding down or
even slashing investment and to a lesser degree consump-
tion, containing imports and promoting exports. As a result,
the group's trade balance with market economies shifted
from a deficit of $4.0 billion in 1980 to a surplus of $7.0
billion by 1984 External debt indicators for convertible-
currency debt consequently improved that year (see the fig-
ure).

Trade balances with centrally planned economies im-
proved at a slower rate, from a deficit equivalent to $1.8
billion in 1980 to near balance by 1984. During that period,
a continuing net capital inflow, especially from the Soviet
Union, was obtained. That inflow, which helped to ease the
transition to a trade surplus with the market economies, rose
from $1.9 billion in 1980 to $3.4 billion in 1981, dropping
back to $1.8 billion in 1982. This was a major departure
from earlier policy, in which trade balances within the group
of the European centrally planned economies were kept
within narrow bounds and not accumulated significantly
over time. Indeed, special measures were taken to assist Po-
land in both its intra-regional and extra-regional payments
relations.

After several years of austerity, Governments were able to
ease restraints on imports and consumption, and investment
slowly began to recover. But the dollar value of exports to
the market economies fell in 1985; it essentially stagnated in
1986, when the terms of trade also deteriorated, In essence,
the limit to export expansion on the basis of existing capaci-
ties and economic structures had been reached. The pro-
tracted slow growth in investment had taken its toll on the
growth of overall production capacity, while the social and
economic scope for switching expenditure from domestic
use to exports had severely parrowed.

Once again, the region was confronted with a dilemma:
cut absorption or increase external debt. Half the countries
chose the latter, borrowing and building up foreign ex-
change reserves in 1985 and drawing on these and new facil-
ities in 1986, As a result, the debt indicators worsened
appreciably in 1986 The dilemma thus persists.

A lasting solution requires greater growth in production
capacity — and thus in investment — than is foreseen. The
4.8 per cent growth in investment planned for Eastern Eu-
rope in 1987 s a sharp improvement over the 2.6 per cent
realized in 1986. But more appears required to make up for
the slow growth in 1979-1984. If 1987 targets are realized,
the group’s investment levels will return to what they were
in 1980, but still remain well below the peak of 1978
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Figure IV.2. Net capital flow of the Federal Republic of Germany, Japan and the
United States, 1978-1986°
(Percentage of GDP)
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Source: Department of International Economic and Social Affairs of the United Nations
Secretariat, based on data of IMF and national authorities

& Net inflow (positive) or outflow (negative) of all assess and claims, including official reserve

assets

Changing capitai flows of the United States

In marked contrast to many other capital-importing coun-
tries, net capital flows into the United States reached a new
peak in 1986, So, too, did net outflows from the Federal
Republic of Germany and Japan. The net inflow to the
United States well exceeded 3 per cent of its GNP, capping a
steady increase that began in 1983, The Federal Republic of
Germany’s net capital outflow almost doubled in 1986 as it
approached 4 per cent of GNP, while that of Japan exceeded
4 per cent for the first time (see figure IV.2). The United
States inflow is expected first to widen in 1987 and then to
begin narrowing in 1988. The surpluses of Japan and the
Federal Republic of Germany are expected to begin narrow-
ing in 1987. In any event, all the net flows are forecast to
remain substantial over the medium run and a primary
source of the inflows to the United States would continue to
be those outflows from the Federal Republic of Germany
and Japan.*

“The United States has been a favoured placement for inter-
national funds, especially since 1984, The attraction has ap-

plied both to United States funds that might otherwise have
been lent overseas and to foreign funds that are placed in the
United States market, as opposed to offshore dollar invest-
ments or investments in other currencies. Increasingly, the
net flows have come from Japan, other Asian sources, espe-
cially in 1986, and from the European Economic Commu-
nity, particularly the Federal Republic of Germany and the
United Kingdom (see table IV.3).*

A new feature in 1986 was that net private sector flows to
the United States were $11 billion less than in 1985, Total net
credit flows rose $24 billion, however, to $147 billion for
the year. These extra funds came from foreign official in-
flows, virtually all of which were used to purchase United
States Treasury securities. The flows were concentrated in
the second and third quarter of the year when industrial
countries attempted to slow the fall in the dollar exchange
rate through intervention activities.® As a resuit, flows from
Governments accounted for over one fifth of the net credit
flows to the United States in 1986.

United States private lending abroad rebounded to $66 bil-

* In particular, the baseline projection of Project LINK foresees net capital flows to the United States of $120 billion in 1990, while net outflows
from Japan would be $55 billion, and the net outfiow from the Federat Republic of Germany would fali to 513 billion (forecast presented ata
meeting of Project LINK, United Nations Headquarters, 9 March 1987).

5 The integration of EEC financial markets makes it necessary to present date in table IV, 3 for the Community as a whole rather than for individual
countries For example, substantial investments of the Federal Republic of Germany are routinely rowted through Luxembourg and England.
Even so, credit flows of EEC, Japan and others that are routed through offshore centres are not grouped with their original sources. Natianaily

identified flows in table IV 3 thus understate the actual flows.

“ United States Department of Commerce, "U 8 international transactions, fourth quarter and year 19867, Survey of Current Business, March

1987

76




Table IV.3. Net international credit flows to the United States, 1980-1986"

(Billions of dollars)

" Partner country or country groap 1980 1982 1983 1984 1985 1986
Canada 60  ~LO 0.5 30 T2 7.5
Japan §3 139 193 333 45.0 534
European Economic Community -84 131 20 102 25.1 26.0
Other developed market economiese 19 0.5 B -0.2 2.1 1.8
USSR and Eastern Europe ~31 <30 «17 -2 -1.4 -3
OPEC countries 339 104 87 1He9 90 8O
Offshore banking centres and other developing

countriesd -193 -8 104 323 354 503
Total 74 =21 362 B8I 1224 1466
Memaorandum items
Private and public sector flows
Foreign official 155 36 60 30 -13 33.4
United States Government® -3z -61 -50 -55 -2.8 20
Net private -2.9 05 333 9206 1266 1152

Source. Department of International Economic and Social Affairs of the United Nations
Sccretarint, based on United States Department of Commerce, Survey of Current Business,

various issues

4 Excluding transactions in United States of ficial reserve assets and direct investment; including a
statistical discrepancy in United States payments data, which incorporate, inter alia, transactions
with third countries in United States liabilities and assets Positive numbers in the table indicate
net inflows; negative signs indicate net ontflows

Y Inciuding preliminary fourth quarter data

¢ Including smalier amounts for international organizations, United States-affiliated shipping
comipaities operating under certain foreign flags and other unallocated Aows

4 Including China
¢ Excluding reserves

lion in 1986 from only $7 billion in 1985. About 85 per cent
of those credit outflows comprised bank lending, especially
by Japanese banks that were funding international dollar
loans in part with funds raised in the United States market by
their branches in that country and United States-owned
banks that were financing European securities operations
from United States resources.” In 1985, foreign lending by
banks in the United States was not even $1 billion. In 1982 it
had been $111 billion. That decline in the outflow of funds
had freed resources to pay for rapidly growing imports when
the outflow of funds had freed resources to pay for rapidly
growing imports when the United States current account
deficit first swelled The return to high levels of gross lend-
ing abroad in 1986 eliminated that source of financing and
instead pushed up gross United States foreign borrowing re-
quirements significantly beyond the net borrowing shown in
table IV.3

Measured total borrowing of $188 biliion was mainly sup-
plied through three channels. First, foreign borrowing by
banks provided over 40 per cent of the total. Secondly, for-
eign purchases of United States Treasury securities ac-
counted for about another 20 per cent. Finaliy, almost 40 per
cent of the gross measured foreign credit inflow was met
through foreign purchases of other United States securities

Out of a total inflow of $71 billion to buy those latter securi-
ties, 25 per cent were for purchases of corporate stocks and
the rest for bonds. In both cases, Western European buyers
were dominant (54 per cent of foreign purchases of stocks
and 74 per cent of bonds), aithough Japanese buyers were
also important (19 per cent of foreign purchases of both
types of security). Whereas European buyers have long been
active in United States securities markets, as have Canadian
buyers, substantial Japanese activity is a relatively new phe-
nomenon, particularly in the equity markets.

The pattern shown by gross capital inflows to the United
States in 1986 may typify the composition of inflows for the
test of the decade that is, heavily oriented towards portfolio
investments What is not yet known is whether such invest-
ments will be more or less volatile than traditional interna-
tional banking flows or the interaffiliate financing of
transnational corporations. Foreign investors, especially
Japanese investors as discussed below, have apparently been
interested in diversifying their portfolios into United States
equity shares and bonds, despite exchange rate losses due to
the fall of the dollar against the yen and several European
currencies. For short-term placements, exchange-rate
losses can be hedged on the forward or futures market.
Funds piaced in the market for a longer period, however, are

" thid Daa presenied on Usited States financial inflows and outflows ure as measured in United States balance-of-payments statistics However,
the large statistica) discrepancy in United States payments data averaging $24 billion in the 1980 15 thouglt 1o significantly invelve private finan-
cial lows and their carnings. which means that measured Nows are incomplete
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exposed to exchange-1ate loss, as was again the case in the
first quarter of 1987.

The answer to what happens when the United States bull
market ends probably depends heavily on what is happening
at that time in other markets in the United States and else-
where. At the present time, it can only be said that a certain
vulnerability exists in the rapidly growing external financial
claims on the United States economy. And although foreign
claims of the United States are also growing, the net interna-
tional investment position of that country including direct
investment is becoming substantially negative; more than
doubling in 1986 to the neighbourhood of $250 billion.” In
this sense, the United States has become the world’s largest
net debtor, although its gross debt the conventional measure
of indebtedness usually cited in discussions of other debtor
countries was far higher, on the order of $920 billion at the
end of 1986.

A large and rapidly growing pool of foreign-owned
United States assets is thus being held by large numbers of
investors in highly marketable and liquid form. Despite the
large amount of outstanding foreign indebtedness, however,

the United States would not face a debt crisis in the same
sense as already faced by the developing countries. Indeed,
the debt is almost entirely denominated in domestic cur-
rency. The question at issue is the exchange value of the
dollar payments and United States interest rates relative to
those abroad. Reserve currency status as enjoyed by the
United States is predicated on confidence in the purchasing
power of the currency. Sharp and sudden movements of dol-
lar exchange rates as in the first quarter of 1987 already
seem to indicate substantial uncertainty on the part of hold-
ers of dollar assets. A loss of confidence of the foreign in-
vestors in the value of those assets measured in their home
currencies could destabilize international foreign exchange
trading and provoke a rapid further fali of the dollar ex-
change rate. In response, United States monetary policy
might tighten to raise interest rates relative to those abroad,
with contractionary effects on total demand, leading possi-
bly to a recession. Confidence would be raised, however, by
showing progress in correcting the full pattern of imbalances
in international payments and fiscal positions, which em-
phasizes the importance of timely implementation of the co-
ordinated adjustment measures derived in the analysis
presented in chapter IL.

Compesition of international financial flows

While it is expected that the international payments im-
balances among major developed market economies will be
reduced, though at a slow pace, it is uncertain whether ade-
quate net financial flows will be redirected to the other capi-
tal-importing countries of the world. If not, the world
economy may remain trapped in a path of undesirably slow
growth of trade and output. It was argued in chapter 1I that
significantly rising real income on a world-wide basis pre-
supposes domestic macro-economic and structural adjust-
ment in developed and developing countries and a
reinvigorated growth of world trade. International financial
flows are needed to support those developments. Yet it is
doubtful that the institutional channels through which such
flows were made in the past will again be open to the same
degree to many capital-importing developing countries.

Portfolio investment: the emergence of Japan

Portfolio investment (equity shares, bonds and other secu-
rities) has recently served as a major form of balance-of-
payments financing for the United States. On a smaller
scale, net purchases of securities by the capital-surplus de-
veloping countries in the years of high petroleum prices and
current account surpluses were followed by net reflows of
portfolio funds since 1983, as foreign securities were sold
and bond issues of the capital-surplus countries were floated

internationally. Capital-importing developing countries,
however, have not generally received significant inflows of
portfolio investment. The 15 countries on which the discus-
sion of the debt crisis in middle-income countries has fo-
cused had some success in tapping such funds in the
early 1980s, but there was a net reversal of those flows after
their debt crises began (see table IV 4},

The growth of international flows of portfolio ivestment
among developed market economies has well exceeded the
increases expected solely on the basis of changing current
account balances. Individuals and institutions are now rely-
ing more heavily on securities as a form in which to hold
international wealth and borrow foreign resouces. In 1986,
for example, bonds accounted for over 60 per cent of net
international bank and bond financing of the world, com-
pared with under 40 per cent in 1982.° One reason is that the
securities markets of the major developed market economies
are increasingly being liberalized with respect to the instru-
ments that can be floated, issuance procedures, interest rates
and exchange controls * In addition, innovations in securi-
ties financing have created a broader and more widely avail-
able selection of financial instruments " The international
investment-banking industry continues to generate a virtual
flood of innovations in securities, many individually de-
signed to meet the needs of one client or another. In 1986,

* Calcutated as end-1985 net negative position of $107 billion plus the net financing of the current account deficit of $141 billion. More complete
fipures, including the effects of changes in exchange rates and the market prices of securities, are usually published by the United States Depart-

ment of Commerce in the June issue of Survey of Current Business.

¥ These estimates are stated so as 10 take account of increases in coverage of banking data over time and estimates of doubte-counting of bank and
bond financing, bond redemptions and repurchases. Data for 1986 pertain 1o first-hatf year (see Bank for International Settiements, fnrernational

Banking and Financial Marker Developments, Ociober 1986, p 21).

“ Qe IMF, Infernational Capital Markets: Developments and Prospeets (Washington, D.C.,
¥ Sep *'The changing institutional character of international financial markets in the 1980s™,

(United Nations publication, Sales No EB6II C.2).
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Table IV.4.  Net inflows from international portfolio investment, 1980-1986°

(Billions of dollars)
1980 1982 1983 1984 1985  1986%
Developed market economies
Europe 56 -157 -0.6 -0.4 -29 :
Japan 9.4 1O 3.0  -242 -414 688
United States 105 95 1.8 256 67.5 88.4
Other 55 94 42 52 10.0 :
Beveloping countries
Capital-surpluse 240 -HM2 55 i4 5 83
Capital-importingd 1.3 71 31 20 23
of which;
I5 heavily indebtede 17 4.4 04 -- -07
Unidentified! -82 27 -0 -235 438

Source: Department of International Economic and Social Affairs of the United Nations
Secretariat, based on IMFE, Balance of Payments Statistics and official nationat sources

@ Positive numbers indicate net sales of securities abroad (new foreign issues minus retirements,
plus net sales to foreigners of existing securities held in domestic portfolios); regative numbers
are net purchases of securitics Data are from balance-of-payments statistics which
conventionatly exclude placement of official foreign exchange assets but include as inflows
liabilities constituting foreign authorities reserves)

Excluding Brunei Darussatam
Sample of 98 countries.

LC =S o =

Available information is insufficient 1o make estimates for country groups

Argentina, Bolivia, Brazil, Chile, Colombia, Céte d'Ivoire, Ecvador, Mexico, Morocco,

Nigeria, Peru, Philippines, Uruguay, Venezuela and Yugoslavia
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such innovations were heavily directed towards meeting the
cash flow and risk profiles desired by Japanese institutional
investors "

Japanese holdings of international securities have only re-

cently reached major proportions. Before 1985, the stock of

long-term international securities owned by Japanese inves-
tors did not exceed the foreign holdings of long-term Japa-
nese securitics. But by the end of 1985, gross private
holdings of foreign securities had grown to $146 billion or
55 per cent of the Japanese private sector’s total long-term

foreign assets (including direct investment). At the end of

1980, comparable securities holdings had been only $21 bil-
lion, accounting for 32 per cent of long-term foreign as-
sets. "

The basic sources for these major changes in Japanese fi-
nancial behaviour are found at the start of the 1980s. Sub-
stantial financial regulations had boosted economic growth
in earlier decades by advantageously directing financial re-
sources to the Government, banks and firms. As growth
slowed, those regulations were seen to have become a disad-
vantage and deregulation of banking, money markets, and
international capital flows began in the late 1970s. The Gov-
ernment of Japan then formally adopted a new policy, em-
bodied in the Foreign Exchange and Foreign Trade Control
Law of | December 1980, which, inter alia, tiberalized cap-

* See Ewromoney Special Survey: Innovations, Fanvary 1987, pp. 2-8 and 41

" Based on data of the Bank of Japan, Ecanomic Stativiics Monthly
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Excluding countries and errors and inconsistencies in national balance-of-payments data,

ital movements in and out of Japan. For example, it eased
restrictions on purchases of foreign bonds by Japanese in-
vestors and granted foreign exchange banks greater freedom
to lend abroad.

At the same time, financial institutions, other institutional
investors, non-financial corporations and individuals sought
higher yields on financial investments. Money and capital
markets attracted increasing funds, including excess liquid-
ity of corporations that had reduced their rates of real capital
formation. Funds were also shifted from banks into financial
markets as inflation reduced the real return on bank deposits
with fixed nominal interest rates

Increased use of financial markets in Japan and more lib-
eral access to foreign markets thus provided an environment
conducive to the growth of foreign portfolio investment.
The resulting surge in portfolio outflows was especially
marked for private financial institutions and insurance com-
panies. And further liberalization measures are being
adopted that progressively increase the ceiling on holdings
of foreign securities by different categories of financial in-
stitutions and broaden the range of allowed securities

By late 1986, the share of foreign securities in total securi-
ties holdings of Japanese banks and also the share in trust
accounts held by banks had each reached 15 per cent (com-



pared with 2.5 per ceat in 1980). The comparable holdings
of life insurance companies reached 25 per cent and those of
other financial institutions almost 20 per cent. Indeed, an
active market in United States Treasury bonds has arisen in
Tokyo itself, and the yen-denominated Euro-bond market -
with no exchange rate risk for Japanese buyers — grows
apace.

The growth of international securities investing by Japan
and analogous growth in the demand for international secu-
rities elsewhere are increasing the flexibility of world fi-
nance as they increase the diversity of financial instruments
In another sense, however, external portfolio investments
are a relatively narrow mode of financing, as they channel
resources almaost completely to developed countries. To at-
tract more of these funds into placements in developing
countries, several developing country Governments and
raultilatera] institutions have recently stepped up financial
experimentation, seeking, for example, to deepen local cap-
ital markets and create mutual funds of developing country
securities that could be sold internationally.™

For countries with a capacity to absorb additional debt,
capitalizing on the securitization trend in international fi-
pance may be a key to channelling inflows of private finan-
cial resources over the medium term at Jeast — provided the
market finds those countries to be acceptable credit risks.
For borrowers able to carry additional debt but lacking di-
rect access to securities finance, new financial flows will be
more dependent on the intermediation of the World Bank
and other multilateral institutions. The latter borrow under
their own name in the securities markets by issuing bonds,
the proceeds of which are lent to member countries, These
countries usually cannot float bond issues of their own and
certainly not on the terms realized by the multilateral institu-
tions. This emphasizes the importance of expanding the
lending capacity of these institutions by increasing their own
capital

The changing nature of international banking

Net international bank lending to the capital-importing de-
veloping countries totalled -$4.5 billion in the first three
quarters of 1986. Although a certain portion of this repre-
sented a writing-down on the books of banks of the value of
debt to a few countries or sales of such debt to non-bank
buyers, it also represented repayments of principal on bank
loans in excess of new bank lending. During the same per-
iod, the capital-importing countries reduced their deposits in
the same banks by $10.9 billion, representing what might be
termed a disengagement of the banks and the developing
countries of $15.4 billion.'* On a comparable basis, lending

" See IME, Inrernational Capital Markets  pp 7273

to Bastern Europe {(excluding the Soviet Union} stagnated,
while deposits were drawn down by $1 4 billion At the
same time, total net international bank lending grew by $110
billion.

These developments do not seem to have been an aberra-
tion but a continuation of recent trends The parval excep-
tion was a temporary jump in lending to Eastern Europe of
$1 9 bhillion in 1985 (see box 1V 1) In 1984, Eastern Euro-
pean bank debt had contracted by $1 6 billion For the capi-
tal-importing developing countries as a whole, bank lending
{net of amortization) was of the order of 340 billion & year
before 1982, but it fell to $9 billion in 1984, 38 biilion in
1985, and turned negative in 1986

Global bank lending continued to grow throughout the
period, which means that the lending has been increasingly
concentrated on borrowers in the major {inancial markets
and, in particular, United States borrowers. The flow of
lending from international banks to the United States
reached $36 billion in 1984, $58 billion in 1983, and $47
billion in the first three quarters of 1986.%

These lending trends have persisted long enough to have
changed the composition of the world stock of international
bank debt. From the late 1970s until 1984, the developing
countries accounted for about 20 per cent of total interna-
tional indebtedness to banks. By September 1986, their
share had fallen to 16 per cent. The decline was concentrated
in 15 high-debt developing countries, but the share of other
developing countries also fell. So, too, has the share of the
centrally planned economies {see figure IV 3)

The changing distribution of international bank debt
seems to reflect a sharply different emphasis in the business
strategy of the banks compared with that of the early 1980s
At that time, banks were heavily engaged in directly recy-
cling financial resources from capital-exporting countries to
capital-importing countries. The standard instrument was a
multi-bank arrangement financed out of Euro-currency de-
posits, although domestic currency loans to foreign borrow-
ers also played a role. Together, these credit facilities
accounted for over half of the total of international bank and
bond financing arrangements. However, by 1984, this form
of financing represented only one quarter of the total and in
1986 it was only 18 per cent.

Instead, banks have become ever more involved in the
international securities markets discussed above. Almost
half the gross international lending arrangements set up by
banks in 1984 and 1985 were not even loans but back-up
facilities for various international securities transactions, up
from only 5 per cent in 1982."" Banks have also been major

* Date are quarterly fiows at constant exchange rates and pertain 10 all capital-importing developing countries, excluding of fshore financial centres
(derived from BIS, Imternational Banking Developments, January 1987)
" The resurgence in 1986 of overseas lending by banks locuted in the United States appreciably slowed the growth of net internationat claims of
banks on the United States economy. The latter feil from an increase of $34 billion in 1984, to one of $24 billion in 1985 and to one of only 35

billion in the first three quarters of 1986

" Arrangement of such facilitics may have peaked in 1985 as the newly emergent Euro-commercial paper market, which does not require back-ups.
has offered new competition. As a resuit, the facitities arranged by banks fell to 36 per cent of international bank lending arranged in 1986 (data of

QECD, Financial Staristics Monthiy. January 1987)
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Figure IV.3. World distribution of indebtedness to international banks, 1978-1986
(Percentage share at year-end®)
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participants in the securities markets themselves, engaging
heavily in swaps, options and forward rate agreements in-
volving instruments with different currency and interest-rate
characteristics.™ As more and more of their income is
earned in securities activities, international banks are be-
coming more like investment banks than pure commercial
banks.

While this development has important implications for the
effectiveness of monetary policy in the major internationat
financial centres and for the prudent supervision of banks
themselves,” it also has major implications for the interna-

tional flow of financial resources. In 1982, developing coun-
tries accounted for one quarter of the gross value of funds
arranged on international banking and bond markets. In
1986, they accounted for only 6 per cent (see table IV.5).
Developing countries were least active in the securities mar-
kets, where broad market familiarity and a high degree of
investor confidence have been prerequisites for successful
borrowing. Instead, developing countries were concentrated
in syndicated bank borrowing, Table IV.5. Developing
countries were least active in the securities markets, where
broad market familiarity and a high degree of investor confi-
dence have been prerequisites for successful borrowing In-

" See BIS. Recent Innovations in International Banking (Basle, Aprit 1986), prepared by a study group established by the central banks of the group

of ten countries
" See BIS, Recent Innovarions

and OECD, "*Prudentiaf supervision in banking,” Financial Market Trends. No 35 (November 1986}, pp 13-23



Table IV.5. Gross borrowing arrangements on international capital markets by the
developing countries, 1980-1986

{Billions of dollars)
1980 1982 1983 1984 1985 1986
Bank credits arranged 505 414 323 293 203 16
of which:

Involuntary iendinga .= -- 139 111 71 --
Bonds 412 40 26 35 71 31
Total finarcing arranged 542 453 49 328 274 1912
Memorandum items:

Share of developing countries in world 1otal

{percentage)

Bank credits 339 389 401 250 174 176
Total financing 270 253 221 143 9.6 61

Source. Data of QEDC, Financial Market Statistics, re-nggregated according to World Economic
Survey country grouping (forced fending, according to IMF enumeration of debt-restructuring
agreements, as published to furernational Capital Markets: Development and Prospects,

December 1986)

& “New money" arranged as part of agreements to restructure commercial bank debt Although
new money for Mexico (56 billion) and Nigeria (80. 3 biltion} was negotiated in 1986,
arrangements were not completed and o commitments were announced before the end of the

year

stead, developing countries were concentrated in syndicated
bank borrowing, where they have taken a declining share of
a declining market. Indeed, a substantial portion of the
credits arranged since 1983 were required of the banks in the
form of “‘new money” components of debt-restructuring
agreements in order to help service already outstanding
debt. Even restricting attention to countries that have not had
major debt-servicing difficuities and that have the capacity
to carry additional foreign debt, the aggregate flow of loan-
able resources that might be intermediated directly by the
international commercial banks does not seem set for a ma-
jor expansion. Should those countries wish or need to sub-
stantially increase their rate of foreign borrowing, they
might have to mobilize foreign resources through other
channels. As noted previously, securities markets might be
an option for some of the countries, but countries with low
average income levels are unlikely to be able to tap such
markets.

The path of direct investment

Foreign direct investment has often significantly in-
creased the capacity of host countries to produce tradable
goods; but international capital movements to finance direct
investment have not generally had a dominant impact on the
balance of payments of major economies or on the conven-
tional statistical aggregates of smaller economies. Net direct

investment flows have recently made a moderate contribu-
tion in aggregate to the net capital inflows of the capital-
importing developing countries, averaging about 38 billion
a year after the onset of the debt crisis of 1982 (see table
IV.6). The flows appear to have been deterred by overall
economic slow-downs associated with balance-of-payments
and domestic stabilization in host countries. In particular,
net flows since 1983 to the 15 high-debt countries have aver-
aged less than 60 per cent of the average flow from 1980 to
1682.

Major changes have also occurred in the flows of direct
investment registered by developed market economies.®
While there has been an increase in the measured net out-
flow from several countries, that of Japan has been espe-
cially marked and is likely to be sustained. Indeed, an
influential report by a panel of advisers to the Prime Minis-
ter proposed a doubling over the next seven years of net
direct investment as a share of Japan's gross domestic prod-
uct ¥

Japan's foreign direct investment outflows have been
growing rapidly since approval requirements for direct in-
vestment were removed by the Foreign Exchange and For-
eign Trade Control Law of 1980. Since then, Japanese direct
investors only need to notify the Government of their invest-
ments. Meanwhile, foreign direct investment in Japan has
remained marginal, generally staying below $500 million a
year.

® Differences in definition, coverage and valuation in aationat data on direet investment require that extreme caution be used in muking
cross-country comparisons from table IV 6 The extent of the inconsistency in reported data is indicated by the wide swings in unideatified flows
shown in the table (see also the repert of the Secretary-General on data on foreign direct investment, including capital inflows and outflows, and
other aspects of the activities of transnational corporations (E/C. 10/1986/3). submitted to the Commission on Transnational Corporations at its

twelfth session.

* gag “Report of the Advisory Group on Economic Structurn] Adjustment for laternational Harmony'' {Maekawa Report), April 1986
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Table IV.6. Net direct investment flows, 1980-1986"

(Billions of dollars)
1980 1982 1983 1984 1985  1986b
Developed market economies
Japan -2.1 41 32 -60 -58 -li6
Major European scurces
Germany, Federal Republic of -3% -20 -14 22 -39 -35
Netherlands -33 ~16 -22 -34 27 20
United Kingdom -E2 24 27 -74 0 47 ~57
North America
Canada =32 -24 -35 -13 -60 -0.5
United States -24 163 115 214 03 -63
Other 37 29 33 -14 22
BDeveloping countries
Capital-surpluss ~0.4 92 56 55 2.2 20
Capital-importing? 92 14 84 79 88 8.0
of which:
15 heavily indebted 46 6.1 34 32 4.1 340
Unidentifieds 35 -275 157 -132 136

Source: Department of International Economic and Social Affairs of the United Nations
Secretariat, based on IMF, Balance of Payments Statistics and official national and other sources

4 Net inflows are shown as positive numbers, net outflows as negative numbers Significant
differences among national reporting practices require extreme caution in making cross-country
comparisons of the value of direct investment flows,

b Data of developed market economies partly estimated; preliminary estimates for developing

countries.
¢ Excluding Brunei Darussalam.
d Sample of 98 countries

¢ Exeluding countries and errors and inconsistencies in national balence-of-payments data

The outflow of Japanese direct investment has been
strongly linked to Japan's trade performance, in particular,
Japan's share of host country imports.* Much of Japanese
investmeni has been for export substitution or the further
manufacturing of Japanese intermediate goods for re-ex-
port. This notwithstanding, only 29 per cent of Japan’s di-
rect investment has been in manufacturing itself {measured
in terms of the total value of investment notifications re-
ceived since 1951, which excludes increases due to reinvest-
ment of profits). The share of manufacturing is also
declining, accounting for only 19 per cent of new invest-
ments in fiscal year 1985/86. The share of mining has de-

clined even faster; although accounting for 14 per cent of
accumulated investment since 1951, it was only 5 per cent of

the total in 1985/86. The major growth has been in invest-
ment in services, especially financial services. Accounting
for only 13 per cent of total investment since 1951, financial
sector direct investment was 21 per cent of the total in 1984/
85 and 31 per cent in 1985/86.

Having thus achieved a strong overseas presence—and
with increased lending from Tokyo itself—J}apan has be-
come the world's largest international banking nation. Its
banks held over §1 trillion in international assets in Septem-
ber 1986 or almost one third of the global total. By compari-
son, the second largest banking nation of the world, the
United States, held less than 20 per cent and the third, the
Federal Republic of Germany, held only 8 per cent. Two
years earlier, Japan had been in second place, close behind
the United States, whose banks then held more than one
guarter of the world’s international bank assets.® Similarly,
Japanese investment banks have taken an increasing role in
world securities markets; for example, four Japanese finan-
cial institutions were among the top 15 Eurobond investment
houses in 1986, lead managing over 20 per cent of all issues,
double their share in 1985 %

The recent growth of Japanese direct investment has been
particularly concentrated in the United States, accounting
for 44 per cent of the value of Japanese investment notifica-

¥ Econometrically estimated equations suggest that relative cost factors have also been imporiant determinants, particularly the cost of raw material
imports to Japan for investment in North America and relative wage rates, especially for investment in Asia (see Japan Economic Planning

Agency, Economic Whirte Paper 1986, pp 200-201)

¥ BIS, International Banking Developments, January 1987, p 15 Japanese banks became especially prominent in 1986 as underwriters of note
issuance facilities, accounting for 7 of the top 15 banks in this field. Only 2 were in the top 15 in 1985, notwithstanding the fact that total activity
in this market segment had been higher that year (based on data compiled by Euromontey)

* Euromoney. February 1987.p 9
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tions during fiscal year 1985/86, compared with 33 per cent
the year before. Market-related factors have in part deter-
mined the flows to the United States—for example, the at-
traction to financial sector investments or the effect of the
rising yen in reducing the competitiveness of Japanese man-
ufactured exports However, policy-related factors have
also played a role. As discussed in chapter III, there have
been responses to pressures for protectionist limitations
against imports from Japan and other major suppliers. Di-
rect investments may be made in order to jump such barriers
or prospective barriers. The most fully developed example
is the automobiles industry, where Japanese companies have
established co-operative ventures with every American
manufacturer and have set up manufacturing facilities of
their own in the United States. Japanese companies that pro-
duce automobile components are also undertaking direct in-
vestments in the United States, ™

As the fastest growing source of direct investment, the
Japanese share of the stock of total foreign direct investment
in the United States rose from under 6 per cent in 1980 to
over 10 per cent at mid-decade. The total inflows to the
United States from all sources, however, after growing rap-
idly through the 1970s and up to 1981, when they reached
$25 billion, have since fluctuated in a range of $12 billion to
$26 billion a year, the latter being the inflow in 1986

Meanwhile, United States direct investment abroad, after
an uncharacteristic period of very low or negative outflows
from 1982 to 1984, rose to $19 billion in 1985 and then to
$32 billion in 1986, fuelled especially by reinvested over-
seas earnings and loans from United States parents to over-
seas affiliates, the latter concentrated in the services sector.
As a result, far from being a net source of financing for the
United States balance-of-payments deficit on current ac-
count, net direct investment added $6 billion to the United
States net foreign borrowing needs in 1986 that were dis-
cussed above.

About one tenth of the 1986 outflow of United States di-
rect investment went to developing countries, as did perhaps
15 per cent of Japanese direct investment in fiscal year 1985/
86 (in both cases, excluding investments in tax-haven coun-
tries). Comparable figures apply to other sources of direct
investment outflow. Policy makers believe that these flows
can be increased through new multilateral efforts that would
supplement existing schemes o promote direct investment
in developing countries. Thus, to complement national facil-
ities of developed market economies that insure direct in-
vestments against non-commercial risks (e g.,
expropriation, convertibility and transfer abroad of profits

and capital, and breach of contract), the World Bank devel-
oped the Multilateral Investment Guarantee Agency
{MIGA) When it becomes operational, MIGA will provide
puarantees, insurance and reinsurance of direct investments
along with technical and advisory services to host country
Governments for promoting investment. The latter would
supplement advisory services and research now provided by
the United Nations through its Centre on Transnational Cor-
porations. In addition, the International Finance Corpora-
tion (IFC) of the World Bank Group introduced a new
service in 1986 designed to overcome investor hesitancy by
transferring full investment risk from the investor to IFC
unti] the investment matures *

Aided by such new initiatives, developing countries will
continue to arrange direct investments in particular projects
or sectors, perhaps at a higher aggregate rate than in the
recent past. Nevertheless, it will be difficult — as it has
always been — to mobilize large volumes of direct invest-
ment when countries are in the midst of economic adjust-
ment difficulties For general balance-of-payments needs,
other forms of financing must first be applied as catalysts for
€conomntic recovery.

Official finance for adjustment and growth of developing
countries

In the entire post-war period, official financial flows have
played a substantial role in financing balance-of-payments
adjustment and economic growth in the developing coun-
tries. In the 1970s, parts of both of those roles were transfer-
red to private sector financing, especially international
banking, The preceding review of recent developments in
international finance indicates that private resources have
not recently made a major contribution to financing adjust-
ment processes in developing countries.

Against those developments in private sector flows must
be set the trend in official finance. Official grants virtually
stagnated over the first half of the 1980s, aithough they rose
at mid-decade in response to the food crisis in Africa. The
performance of official lending, however, has been disap-
pointing. The net transfer of resources associated with offi-
cial lending has declined sharply in nominal dollar terms, as
new lending did not keep pace with growing principal and
interest payments. From over $20 billion in 1983, these net
resource transfers fell to $2 billion in 1985, the last year for
which reasonably complete data are available (see table
IV7). The sum of all bilateral transfers arising from official
lending actually became negative in 1985, owing to the espe-
cially marked decline in new official export credits.* Bilat-

* See the report of the Secretary-General on recent developments related to transnational corporations and international economic relations {E/
C 10/1987/2), paras 13-25, submitted to the Commission on Trunsnational Corporations at its thirteenth session

* Denoted GRIP (Guaranteed Recovery of Investment Principal), the programme eliminates the risk of capital Ioss by having the investor lend its
investment funds to JFC which itself makes the equity investment in the project. Later, the original investor either recovers his loan or takes over

., the equity stake of IFC if the project is a success Capital gains and dividends would be split

* The decline in imports caused by baiance-of-payments restrictions was one reason for the decline in official export credit finaneing, which ex-
tends to export credit insurance as well as the direct lending included in table IV7 Another reason for the decline is the standard cut-off of new
credit as a result of debt-servicing difficulties and debt-restructuring agreements. For an analysis of issues in restoring official export eredit
cover, see “Trade financing for developing countries: some aspects of curreat difficulties and policy responses™ (TD/B/C 3/212, 11 July 1986)
study by the UNCTAD secretariat for the Committee on Invisibles and Financing Related 1o Trade
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Table IV.7.  Net transfer of official financial resources to the capital-importing
developing countries, 1980-1985°

(Billions of dollars)

1980 1981 1982 1983 1984 1985

Net transfers on lending
Devetoped market econotmies 30 61 49 42 2.8 -4
Concessional 39 44 36 24 23 17
Non-concessional It 18 12 1.8 06 31
Centrally planned economies 09 0.5 0.6 07 02 05
Concessional 07 02 03 0.5 0.2 0.3
Non-concessional 0.2 03 02 02 - 02
Capital-suplus developing countries 14 1.7 0.5 0.6 03 04
Concessional 12 £5 07 03 0.3 0.2
Non-concessional 02 0.2 X 0.3 -- =06
Muliitateral development institutions® 6.1 59 74 58 10 5.2
Concessional 36 2.6 30 27 28 29
Non-concessional 25 34 44 31 42 23
IMF credit 11 47 42 90 18 -24
Tatal transfers on lending® 151 197 w6 205 123 1.9
Concessional 94 B.6 78 59 57 55
Non-concessional 57 1LO 98 147 66 37
Official grantsd 13 4 136 I3 5 126 145
Qverall net official transfers 285 333 289 321 249 163

Source. Department of Internationsl Economic and Social Affairs of the United Nations
Secretariat, based on World Bank, Debtor Reporting System; IMF, fnrernational Financial
Statistics and Balance of Payments Statistics; and other sources

& Disbursements minus principal and interest payments on medivm-term and long-term credits to
104 capital-importing developing countries {World Economic Survey grouping) based on debtor

data reported to the World Bank.,

b Excluding IMF, except for IMF Trust Fuad
¢ Including other countries, muitiple creditors and unaliocated loans
d Apgregate of official transfers received from all sources for all purposes as reported in recipient

countries” balance-of-payments statistics

eral transfers related to concessional financing have not
been spared from a weakening or stagnating trend; nor have
the transfers from any of the groups of donor countries
shown in table [V.7.

Lending by multilateral development finance institutions
stands out strongly in comparison with these other lending
flows Although the transfer of financial resources through
these institutions has fallen from its 1982 peak, it was the
only source of significant positive net transfers associated
with lending in 1985 among the groupings identified in table
wi

In comparison with the multilateral development institu-
tions, flows from the International Monetary Fund showed
greater swings. The Fund had boosted its net lending in sup-
port of adjustment of developing countries to $11.1 billion in
1983 from half that amount in the two preceding years.
Whether or not the 1983 flow was at a sufficient level, the
net flow became -$2 7 billion in 1986, having fallen to virtu-

ally zero in 19835 (see table A.13). Gross lending by the Fund
in 1986 had fallen to little more than one guarter of jts 1983
peak, while repayments on loans were more than four times
the 1983 level . Net reflows came from the developing coun-
tries of Africa and Asia, while the net flow to western hemi-
sphere countries was virtually nil (see figure 1V.4).
Lower-income and middle-income groups of developing
countries accounted for almost the entire amount of net re-
payments (94 per cent).® The least developed countries
made net repayments in 1986 for the third consecutive year.

These repayments of Fund loans did not indicate a generai
completion of adjustment processes. Indeed, the number
and value of new IMF lending arrangements for developing
countries increased in 1986 to 31, committing a total of $4.0
billion in Fund resources (compared with 26 arrangements
for $3 4 billion in 1985) Nine of the new arrangements,
committing 50 2 billion, were under the new Structural Ad-
Jjustment Facility (SAF). aimed specifically at the adjust-

™ Countries classified imo income groups in accordance with Handbook of International Trade and Development Sraristics, Supplement 1985

(United Nations publication, Sales No. E/F85 I1.D 12)
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Figure IV 4

Net flow of IMF credit to the main regions of the developing

countries, 1980, 1983 and 1986°
(Millions of dollars)

8.000

£.000

4,000 -

2,000+

2,000

—-4,000

gg{
COVERAGE
BB AFRICA
29 ASIA

B3 WESTERN HEMISPI{ERE

1980

1983

1986

Source. Department of International Economic and Social Affairs of the United Nations
Secretariat, based on IMF, International Financial Statistics

4 Net flows in SDRs, inciuding Trust Fund, converted to dollars at yearly average exchange rates

ment needs of low-income countries. The Facility —
financed out of reflows from the IMF Trust Fund and pro-
viding resources on highly concessional terms under three-
year adjustment programmes — became operational in
1986. It represented an explicit recognition that enhanced
IMF financing of low-income developing countries was
warranted. An important precedent was also set in 1986 for
IMF financing of certain middle-income countries: for the
first time, the Compensatary Financing Facility of the Fund
was used to help meet the balance-of-payments needs of a
country that is a substantial exporter of petrolewm, namely,
Ecuador.

Some additional official resources for adjustment assis-
tance were also provided in 1986 by the World Bank through
the $1.6 billion Special Facility for Sub-Saharan Africa es-
tablished in 1985 and designed to provide quick-disbursing
assistance to low-income countries in the subregion that
were undertaking medium-term policy reforms. In addition,
World Bank Group programmes of structural and sectoral
adjustment iending were expanded. Policy-based lending ar-
rangements reached 22 per cent of total lending by the World
Bank Group in 1986, However, total lending of the Group
rose only 2 per cent in 1986, after a one third rise in 1985,
Taking the last two years together, policy-based lending has
thus been a rising share of a growing total

Total commitments by multilateral development institu-
tions grew only 4 per cent in 1986. This followed a 15 per
cent growth in 1985, but the latter had largely been a recov-
ery from a previous fall {sece table A 14). These commit-
ments have not grown commensurate with the need for
multilateral co-operation, which must support adjustment as
well as traditional long-run development programmes. The
trend in total flows necessarily follows the trend in those of
the World Bank Group, as the latter accounts for over two
thirds of the total. But the trend of slow growth or decline in
annual cominitrents has been almost universal among the
institutions that provide financial and direct operational
assistance. Indeed, most of the multilateral institutions com-
mitted less resources in 1986 than in their previous peak year
and the commitments of several actually declined. Commit-
ments of the World Bank Grouop in 1986 did exceed the pre-
vious peak (1983), generating an average growth since then
of 4 per cent a year. Only the activities of the African Devel-
opment Bank have expanded rapidly beyond their last peak
year.”

One reason for the overall shortfall in recent years in mul-
tilateral financial activities lies in the nature of the bulk of
the activities themselves, which are related to long-term de-
velopment projects and programmes. A common conse-
quence of adjustment programmes in response to

” Deveiopment finance commitments by Arab regional and national development institutions have also been on a declining or stagnant trend {see

table A |3).
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balance-of-payments difficulties has been a cut-back in in-
vestment spending. Countries under pressure to adjust their
fiscal deficits tend first to reduce expenditures that can be
postponed with minimal economic or social disruption for
example, local counterpart financing of new public invest-
ment projects. In addition, some projects that were planned
when expectations of international prices were different
were reassessed, and in some cases new Governments that
had replaced the originators of the project had different pri-
orities. As a result, not only have projects been delayed, but
anumber of outright cancellations of mutilateral loan agree-
ments have occurred, as borrowing countries would other-
wise have had to continue paying commitment fees on the
undrawn balances of loan agreements.

While adjustment strategies had thus reduced the ability of

many developing countries to absorb long-term multilateral
finance, so, too, have the resources for iending been con-
strained on the supply side. Protracted negotiations for the
seventh increase in the resources of the Inter-American De-
velopment Bank (IDB) not only slowed the Bank’s lending
activity in 1985 and 1986, but also curtailed the development
of new types of operations that would have aimed at increas-
ing the flexibility of its present operations. Similarly, the
International Fund for Agricultural Development (IFAD),
whose resources are exclusively devoted to projects for the
rural poor, found its lending slowed by the long delay be-
tween the initiation of consultations on the second replenish-

ment of the Fund in July 1983 and the coming into effect of

the replenishment at a low level in November 1986 (the
IFAD Special Programme for Sub-Saharan Africa had gone
into effect in May). Commitments in 1986 were less than
half the average for the period 1979-1983.

In the face of its resource constraints, IFAD has sought
expanded co-financing from donor and beneficiary country
Governments, Co-financing has also been a significant fea-
ture of the operations of the regional development banks and
the World Bank Regional banks have supplied funds to
projects of IFAD and the World Bank, as have other devel-
opment assistance and export credit agencies. In addition,
the World Bank has pioneered in developing co-financing
with private creditors, while both IDB and the Asian Devel-
opment Bank have also experimented with private co-fi-
nancing programmes of their own

Most co-financing, however, has served to channel addi-
tional official financing into projects approved by the multi-
lateral institutions. Although improved efficiency is
embodied in having official financial institutions draw on
the project evaluation expertise of the muitilateral institu-
tions, official co-financing does not in general raise net new
resources for development financing and only modest
amounts of new private resources have thus far been mobi-
lized In particular, between July 1983 and June 1986, the

World Bank arranged $2 6 billion in commercial co-financ-
ing, one fifth of total co-financing with the World Bank . In
fiscal year 1985/86, less than $0. 6 billion was arranged with
private sources for four projects (out of 113 projects having
$3.5 billion in co-financed resources). This notwithstand-
ing, World Bank co-financing with private sources of fi-
nance, especially commercial banks, may help facilitate the
re-entry into private markets of countries that have been ex-
cluded from those markets since encountering debt-servic-
ing crises *

After more than half a decade of experience with official
and private financial flows under the special conditions of
the 1980s, an international consensus has been forming that
multilateral finance for development should expand signifi-
cantly over current levels For example, the joint Develop-
ment Committee of the World Bank and IMF strongly
supported a growth path of World Bank lending that would
raise total lending to $21.5 billion in fiscal year 1989/90,
although the existing capital stock could currently support a
maximum continued annual lending level of about $14 5 bil-
lion to $15.0 billion The Committee thus agreed that “‘a
substantial general capital increase will be required if quality
lending materializes as expected” . Planning such a capital
increase might be accorded high priority in 1987, especially
as an important outstanding financing arrangement was
completed in February 1987, namely that for the Inerna-
tional Development Association (IDA), the soft-loan affili-
ate of the Bank. That agreement will provide $12.4 billion in
contributions for the eighth replenishment of IDA to be lent
over three years, beginning | July 1987

Major capital increases of the regional development banks
are also under negotiation. The proposed capital increase of
IDB would raise its lending authority by $23 billion over
four years, compared with total loan approvals since the
Bank was created in 1959 of only $35 billion. The capital of
the African Development Bank would be increased by 200
per cent, to approximately $18 billion, according to a pro-
posal agreed upon in November 1986 by a special committee
of I8 representatives of the Board of Governors of the Bank.
Lending during 1987 to 1991 could rise more than 100 per
cent over that of the period 1982-1986 Negotiations on the
replenishment of the Bank's soft-loan affiliate, the African
Development Fund, are scheduled to begin in 1987. Deliber-
ations over a future capital increase of the Asian Develop-
ment Bank are also under way, as the period covered by the
present capital increase ends in 1987 (the Asian Develop-
ment Fund was replenished in April 1986 for the period
1987-1990 at a slightly increased level in nominal terms over
the previous replenishment)

At the same time, many efforts are also under way to im-
prove the functioning of the multilateral institutions by
streamiining and refocusing their activities The United Na-

" Statement made by the President of the Inter-American Development Baak to the Joint Development Committee of IMF and the World Bank,
Washington, D C | 29 September 1986 {see /DB News, November 1986,

" See World Bank. Annual Reporr 1986, Washington. B C , 1986), pp 27-29

¥ Communiqués of the Joint Ministerial Committee of the Board of Governors of the World Bank and IMF on the Transler of Real Resources to
Beveloping Countries (Developmem Committee), 1+ April 1986, para 10, and 29 Sepiember 1986. puras 9 and 10 (see JAMF Survey. 21 April

1986 and 20 Qclober 1986}
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Table IV.8. Gross foreign debt of the capital-importing developing countries,

1980-1986
{Billions of dollars)
1980 1982 1983 1984 1985 19860
Medium- and long-term debt 4230 5490 6352 6806 7358 777
Official concessional® 1054 1200 1255 1294 1464 } 260
Official non-concessional 58 5 78.8 957 1082 1223 -
Use of IMF credit 89 187 28.6 310 353 37
Private 2501 33135 3853 4120 4318 430
Short-term debt 1241 1592 1286 1191 116 8 12
Total 5470 7082 7637 7997  BSie 889
‘Total as a share of exportsc
(Percentage) 1295 1700 1876 1829 2016 213
Memorandum item.:
‘Total debt of capital-importing countries
(broader grouping)d 650 825 850 929 992 1035

Source. Department of International Economic and Social Affairs of the United Nations
Secretariat, based on World Bank, Debtor Reporting System; IMFE, International Financial
Staristics and Balance of Payments Staristics; and other sources

4 Preliminary estimate.
b Including IMF Trust Fund,

€ Total debt of a sampie of 98 countries as a ratio to their exports of goods and services and private

transfers received

d Including in addition to the capital-importing developing countries, the member countries of the
World Bank with centrally planned economies, Greece and Portugal (among the developed
market econemies), the Islamic Republic of Iran and Iraq (as published in World Bank, World
Debrt Tables, 1986-87 Edition (Washington, D.C, 1987}, p viii)

tions has been an active participant in these recent efforts, in
particular withregard to the co-ordination of technical assis-
tance and other operational activities of the various parts of
the United Nations system (see General Assembly resolution
41/171). Strengthening management and eliminating dupli-
cation not only raise the effectiveness and efficiency of on-
going programmies, but they also raise the confidence of
donors and recipients in the process of multilateral co-opera-
tion for development.

The argument for increasing multilateral efforts, how-
ever, is not that they should substitute for diminished bilat-
eral efforts. All should increase. Indeed, total official
development assistance (ODA) in the mid-1980s has not been
significantly more than it was at the start of the decade in
real terms (i.e., at constant prices and exchange rates) or
even in nominal terms, estimated at roughly $24 billion in
1986. A widely held expectation is that ODA is unlikely to
grow by more than 2 per cent a year in real terms over the
medium run. Although improved arrangements for donor
co-ordination and better integration of ODA in adjustment
and development planning will improve the productivity of
ODA flows, many viable projects and programmes that
would otherwise be supported with ODA financing will have
to be postponed, abandoned, under-funded or not even de-
signed Meanwhile, evidence grows of increasing poverty
and declining standards of living that have accompanied the

sharp economic adjustments of the 1980s Expanded ODA,
concentrated on improving the productivity and well-being
of low-income groups, could make a unique contribution to
ameliorating their situation

If it is clear that additional official finance is needed and
that ODA along with non-concessional flows from bilateral
and multilateral sources shouid expand, it is less clear how
large the overall increase in official financing needs tobe. It
is one thing to determine the total financing needs of the
capital-importing countries based on their absorptive capac-
ity and their ability to channel domestic savings into capital
formation It is another, however, to determine the capacity
of these countries to carry more foreign debt . In recent years
the growth of the overall indebtedness of the capital-import-
ing countries has slowed markedly (see table IV.8), but their
overall debt-servicing capacity does not seem to have grown
stronger as a resuit Indeed, one rough measure of debt-
servicing capacity, the ratio of external debt to export earn-
ings, worsened appreciably in 1986, reaching a level about
25 per cent above that in 1982 when the debt crisis began.
The 1986 deterioration was due especially to the influence of
lower petroleum prices on the exports of the highly indebted
oil-exporting countries In other words, the ability to carry
more debt depends very much on the outlook for export
earnings.

* See United Nations Children's Fund, Adjustment with a Human Face (forthcoming) and World Bank, ‘' Protecting the poor during periods of
adjustment,” paper prepared for the Development Committee, ) April 1987 (see World Bank News, 16 April 1987, pp. 810).
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For some low-income countries that depend on a narrow
range of commodity exports whose price trends have been
weak, the requirements of servicing existing debt may al-
ready exceed their debt-servicing capacity over the medium
run. For such countries only inflows of grant financing may
be justified. Indeed, instead of new credits, some official
flows might well take the form of subsidies or partial for-
giveness of interest charges or write-offs of some past offi-
cial loans. As will be argued below, several countries,
particularly in sub-Saharan Africa, might be candidates for
such considerations.

Another set of issues pertains to the countries that were
substantial recipients of private bank lending, but have had
credit lines virtually cut off since entering into debt-servic-
ing crises. It appears, in particular, that outstanding bank
loans to countries in this category are shrinking. Should that
trend continue, new official lending would serve, in effect,

to help repay private credits. In that case, taxpayers in donor
countries would indirectly help “bail out” the commercial
banks. Larger budgetary allocations in donor countries
would thus be needed to make a given net financial contribu-
tion to developing countries. Doing so would certainly fur-
ther complicate an extremely difficult legislative process of
increasing official resources for development assistance.

When banks withdraw from lending to such countries, it is
because they have a negative assessment of the debt-carry-
ing capacity of the countries, presumably derived from an
outlook for trade, growth and interest rates comparable to
that discussed in chapter II above. Economic adjustment of
these countries might thus reguire some means for reducing
the level of outstanding debt or interest costs, as well as
measures {0 promote structural change and growth. They
need to increase investment and this, in turn, warrants an
increased transfer of resources to them

The foreign debt crisis of developing countries

The debt crisis of developing countries is not being re-
solved, as the unilateral suspension of interest payments py
Brazil and Ecuador in early 1987 has shown. It is now al-
most five years since August 1982, most commonly cited as
the beginning of the crisis. It was in that month that Mexico
was forced to abandon efforts to meet its foreign debt-serv-
icing obligations and seek a negotiated restructuring of them
along with a new programme for domestic economic adjust-
ment. This had a symbolic as well as a real significance:
Mexico was the second largest debtor country of the devel-
oping world, a country to which foreign commercial banks
had lent over $70 billion (including short-term and long-
term credits), a major exporter of petroleum, and a country
that had enjoyed a long period of economic and political
stability. The confidence of international commercial banks
had already been shaken by the deterioration of the eco-
nomic situation of Poland in late 1980 and by the war in the
South Atlantic in April 1982 But the August events dealt a
blow to their willingness to lend to developing countries
Since then, the only debt-rescheduling country to fully re-
enter the market has been Turkey, whose adjustment process
differed significantly from that of other debtor countries
{see box IV.2). A few special cases of voluntary bank lend-
ing to debt-rescheduling countries were artanged in 1986
(e.g., co-financing with the World Bank for Céte d’Ivoire
and Uruguay and a self-liquidating trade financing facility
for Ecuador). On the whole, however, the confidence of the
banks has yet to recover.

Another debt crisis, affecting low-income countries with-
out significant access to commercial bank credit, began even
earlier In 1981, seven countries of sub-Saharan Africa
reached agreement with their major creditors to reschedule
foreign debt. In those cases, the debt was largely owed to
official creditors and the restructurings were multilateral of-

ficial exercises under the aegis of the Paris Club, in which
the French Treasury serves as host for the negotiations. Re-
peated return trips by representatives of sub-Saharan coun-
tries to the meetings of the Paris Club have become almost
routine.

Adjustment efforts and the debt crisis

Despite many years of domestic adjustment efforts, gen-
erally at great cost to local populations, and after several
rounds of debt renegotiating exercises, opinions still differ
about the most effective strategy for regaining economic
balance with sustained growth. It is increasingly accepted
that there can be different paths of adjustment, although they
all have certain broad features in common.™ The political
limits to prolonged austerity are recognized in most circles
as is the need for a longer view of the adjustment problem It
is agreed that reforms should aim at relaxing structural im-
pediments to economic change and stimulating entrepre-
neurship which is to say creativity and initiative in economic
organizations, be they in the public or private sector.

But such reforms are not easily implemented when do-
mestic economies are depressed, when slow growth of cred-
itor countries makes it difficult for them to absorb an
increased production of debtor country exports at prices re-
munerative for sellers, and when debtor countries have to
operate with lower or negative resource transfers than in the
past.

The economic adjustment difficulties of the high-debt,
middle-income countries in particular were the focus of an
international debt strategy put forward by the United States
Secretary of the Treasury in his address to the 1985 Annual

“Fora mijor synthesis of recent thinking and experience that fourd broad support among both developing and developed country delegations to a
regional forum, see ECLAC, “Latin America and Caribbean development: obstacles, requirements and options™, (L C/G 1440). paper presented
to the Special Conference of ECLAC. Mexico City, 19-23 January [987
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Box IV.2. Debt, net resource transfers and
external adjustment in Turkey

Turkey has regained significant access to foreign private
financing after a debt-servicing crisis forced it from the mar-
ket in the late 19705 The return to creditworthiness was
signalled in 1985 when, rather than drawing fully on an IMF
stand-by facility, Turkey arranged a substantial international
commercial bank stand-by loan. The IMF stand-by was al-
lowed to lapse without replacement. By 1986, official and
private Turkish borrowers had begun to tap the market for
revolving underwriting facilities, one of the new instru-
ments for international securities finance .

Turkey’s debt crisis arose after a rapid build-up of short-
term debt in the mid-1970s. When a shortage of foreign ex-
change provoked a liguidity crisis in 1977, almost 60 per
cent of total debt outstanding was scheduled for repayment
within a year. A sequence of debt-reschedulings and eco-
nomic adjustment measures followed, including a structural
adjustment programme announced in January 1980 that was
strongly oriented towards encouraging exports and enhanc-
ing productivity through greater reliance on market prices
and stepped-up investment.

The results have been dramatic. The volume of exports,

which had grown by less than 4 per cent a year from 1973 to
1977, rose by 28 per cent a year in the first half of the 19805
{see the table}. The spurt in demand from energy-exporting
countries of the Middle East in 1981 and 1982 helped. The
value of merchandise exports to that region tripled in 1981
and rose by another third in 1982 Exports to industrialized
countries jumped by one third in 1981 and another 9 per cent
in 1982 Thereafter, export growth was mainly accounted
for by increased sales in industrial countries. In 1986, how-
ever, exports to the latter stagnated and sales to energy-ex-
porting countries of the Middle East plummeted However,
the fall in export earnings in 1986 is expected to be more
than made up in 1987,

An important shift in the composition of exports also oc-
curred: the share of manufactures rose from 36 per cent in
1980 to 75 per cent in 1985, Service earnings improved sub-
stantially from construction contracting in the Middle East,
tourism, and inflows of remiitances from Turkish workers in
other countries. All of these suffered in the special circum-
stances of 1986

Gross national product grew by 4.6 per cent a year from
Box continued on adjacent page

Turkey in periods of economic crisis and adjustment: econornic indicators of the
1970s and first half of the 1980s

1973- 1978
1977 1979 1980 1981 1982 1983 1984 1985
Annual rates of change
Gross national product 6.5 12 -1 i 41 4.6 33 59 51
Private consumption 6.6 -3 5 =57 0.6 4.2 50 4.9 37
Public consumption 95 37 83 0.9 2.0 17 32 33
Private fixed investment 98 -88 -173 -87 55 47 73 7.0
Public fixed investment 184 -390 =37 9.4 22 19 14 17}
Export volumen 36 ~0.5 74 622 368 78 206 118
Import volumen 76 209 -28 il 49 125 135 60
Terms of tradet -29 -62 1830 -84 59 -12 121
Real effective exchange rate 21 33 226 53 83 -26 -26 04
Consumer pricess 215 644 1167 458 272 302 530 455
Percentages

Unemploymentd 123 127 144 148 151 157 60 162
Net financial transfer/GNPe 2.4 1.2 49 4 02 17 08 -09
Debt/exports? 177 359 334 229 199 216 191 150

Source. OECD and Department of International Economic and Social Affairs of the United
Nations Secretariat, based on data of Turkish national asthorities, IMF, Worid Bank and Morgan
Guaranty Trust Company {real effective exchange rate index)

a Goods and services (OECD national accounts basis)

b Merchandise trade anly

¢ Implicit private consumption deflator of GNP accounts
d Including disguised unemployment in agriculture,
€ Net capital flows and official transfers minus net interest and profit payments as a share of GNP

in dollars

f Tolal debt as at year-end divided by earnings from exports of goods, services and private

transfer




[981 to 1985 (and by about 7 per cent in 1986). This sup-
ported a steady increase in consumption and a substantial
expansion of investment, first in the public and then in the
private sectors. Not all economic adjustment problems had
been solved by the time Turkey returned to the private finan-
cial markets, as evidenced by the inflation and unemploy-
ment data shown in the accompanying table. Relatively
heavy debt-servicing, resulting from deferment of principal
payments under rescheduling, will have to be absorbed for
the rest of the decade. It is clear, however, that substantial
economic adjustment has been undertaken in Turkey in a
context of economic growth and supported by a signifi-
cantly expanding volume of trade.

A key condition for this performance is that along with
domestic policy reforms to increase incentives for exports

(see, for example, real exchange rate adjustments shown in
the table), substantial foreign financial resources were pro-
vided. Had these foreign resources not been mobilized, the
sharp deterioration in the terms of trade would have severely
reduced import capacity. Financing included IMF and
World Bank lending, the OECD Special Action Programme
for Turkey, and a sequence of debt reschedulings from the
late 19705 to March 1982, including a plan by which arrears
on non-guaranteed suppliers’ credits could be settled in do-
mestic currency, an option that was in fact taken by over half
of those creditors. The financial arrangements for Turkey
allowed the net transfer of financial resources to become
strongly positive in the first year of the structural adjustment
programme and to remain positive on the whole until 1985,
thus adding significantly to domestic resources for invest-
ment

Meetings of the Boards of Governors of IMF and the World
Bank * Since that speech, a group of 15 developing coun-
tries have become prominent in discussions of debt and de-
velopment, Other middle-income countries have aiso
endured debt crises in recent years, but a section of the fol-
lowing analysis highlights the 15 as a grouping of countries
familiar to international discussions.

What stands out is the sharp contraction in the current
account deficit of these countries, accompanied by poor eco-
nomic growth. Table IV.G shows that taken together they
achieved no net increase in production from 1982 to 1984,
during which time their aggregate current account deficit of
over $50 billion was virtually eliminated. They suffered a
progressive deterioration in per capita output and a further
decline in real income due to declining terms of trade and
rising net foreign interest payments .

Thelr current account improvement was largely the result
of import cut-backs, especially in 1982 and 1983 . Domestic
investment fell from around 25 per cent of GDP at the begin-
ning of the decade to about 17 per cent in the mid-decade
years. With stagnant GDP, investment in absolute terms de-
clined by one third Without investment, efforts to increase
export volumes, especially in new lines, come up against a
capacity constraint.

With weak foreign markets, the ratio of foreign debt to

export earnings has continued to rise despite the cut in new
borrowing forced by the debt crisis. In aggregate, the net
inflow of financial resources turned to a net outflow in 1982;
it has remained negative since then. Instead of receiving
over 3 per cent of GDP in net resource transfers, as in the
late 1970s, the 15 countries together have transferred out an
average of 3 per cent of GDP since 1983

The second focus of the analysis of external debt is the
developing countries in sub-Saharan Africa, which have
also found it difficult to adjust  Significant arrears in inter-
national payments or formal debt reschedulings occurred in
31 out of 44 sub-Saharan countries in the first half of the
1980s. Import volumes were cut each year from 1982 to
1985 as current account deficits were reduced. The growth
of output did not keep pace with population growth and the
share of output devoted to investment fell.

The net transfer of financial resources remained positive
in most countries, although it fell in almost all of them. In
aggregate, for the countries included in table IV.10,* the net
transfer fell from over 8 per cent of GDP on average in the
years before 1982, to 4 percent in 1984 and 1983, In the first
half of the decade, export volume grew less than 2 per cent a
year and the terms of trade fell 1 per cent a year on average.
As a consequence, the ratio of debt to exports rose steadily.

The deterioration in some of these respects is estimated to

" See IME, Summary Proceedings of the Fortieth Annual Meeting of the Board of Governors, 8-I1 October 1985 {Washington, D C . 1985), pp

50-58

" Nigeria is excluded from table IV 10 because the large cconomy of Nigeria (accousting for roughly 45 per cent of the GDP of the sub-Saharan
region) would statistically overwhelm the data for 41 other countries Nigeria is included in the 15 larger countries shown in table IV 9 [t has

experienced a negative transfer of resowrces since 1984
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Table IV.9.

Indicators of international financing and economic performance of 15

heavily indebted countries, 1978-1986°
(Annual rate of change, unless otherwise specified)

1978-
1980 1981 1982 1983 1984 1985 19860
Gross domestic product 4.8 Q5 -04 -34 22 31 35
Investment {percentage of GDF) 255 245 223 182 174 16.5 [6.8
Merchandise export volume 4.6 22 -51 6.4 96 18 -6.5
Merchandise import volume 6.4 43 187 212 -24 11 -85
Terms of trade 435 -2.8 -4.1 -35 22 -19  -161
Current account®
(billions of dollars) -269 512 -513 -160 -1.2 -1t -125
Net financial transfer/GDP
{percentage) s 18 ~1.0 23 -2 8 =37 -30
Total debt/exportd
{percentage) 186 203 273 298 281 259 342

Source. IMF, World Economic Outlook; and Department of International Economic and Social
AFfairs of the United Nations Secretariat, based on IMF data (financial transfers and debt).

a Argentina, Bolivia, Brazil, Chile, Colombia, Cte d'Ivoire, Ecuador, Mexico, Morocco,
Nigeria, Peru, Philippines, Uruguay, Venezuele and Yugoslavia,

b Estimate.

¢ Balance of payments on goods, services and private transfers.
d Including debt to IMF; exports of goods and services

have stopped in 1986 for example, export volume increased
8 per cent and the transfer of resources rose to 6 per cent of
GDP but a recuperation is not in sight. Indeed, the terms of
trade fell 12 per cent. Certainly, there is no sign yet of a
sustainable surge in economic growth that would once again
place the region as a whole on a path of rising per capita
output, which has not been seen since the early 1970s.

The economic trends of the 1980s, and the severe drought
in 1984 and 1985, highlighted the crisis of African economic
development. The seriousness of the situation led to the con-
vening of a special session of the General Assembly in May/
Tune 1986, at which African Governments committed them-
selves to implement the Organization of African Unity’s pri-
ority programme for economic recovery 1986 to 1990 and
the interpational community committed itself to support and
complement those efforts (see General Assembly resolution
$-13/2, annex). It was recognized that to carry out the pro-
gramme, African countries needed additional external re-
sources and that measures had to be taken to alleviate the
severe burden of external debt in many of them {Assembly
resolution §-13/2, annex, paras. 16 and 17).

The argument for debt relief for Africa

One outcome in sub-Saharan Africa of the international
strategy to address the debt crisis is that 22 countries resche-

duled their official or commercial bank debt 82 times from
1980 to 1986.%* Aid flows were significantly increased in
1985 and 1986 (emergency food aid accounting for roughly
half the 1985 increase), and domestic adjustment policies
were being implemented in many countries in accordance
with commitments made in the General Assembly.” Mean-
while, international economic conditions, in particular with
regard to trade, have yet to improve as expected.

The servicing of external debt involves interest and amor-
tization. The latter is generally offset by new capital in-
flows. For countries in debt crisis, however, the scheduled
repayments of principal and sometimes interest are instead
postponed in debt restructuring exercises. But payment of
interest is thought to be a charge that should normally be
kept current and not rescheduled. Indeed, over the long run,
interest obligations must be met if the debt situation is to be
sustainable that is, if the debtor is to be regarded as solvent.
But for many countries in sub-Saharan Africa, doing so im-
poses a burden that is not likely to be ameliorated in the
medium run under current trends for the growth of output
and trade. Thus, even if continued application of the current
debt renegotiation strategy serves to roll over amortization
payments over the next several years, something more is
needed in order to address the interest-servicing burden.

One way to measure the economic cost of interest pay-
ments is to compare them with the total value of domestic

* Africa's Priority Programme for Economic Recovery 1986-1990, adopted by the Assembly of Heads of Stte and Government of the Organization
of African Unity at its twenty-fisst ordinary session, held at Addis Ababa from 18 1o 20 July 1985 (see AJ40/666, annex 1, declaration AHG/Decl

I (XX1}, annex).

* Based on enumeration in World Bank, Developing Country Debt: Implementing the Consensus (Washington, D C_, 1987).
* goe end-of-year statement by the Executive Secretary of the Economic Commission for Africa {reprinted in West Africa, 12 and 19 January 1987)
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Table IV.10.  Indicators of international financing and economic performance of
sub-Saharan Africa, 1978-1986
(Annual rate of change, unless otherwise specified)

1978-
1980 1981 1982 1983 1984 1985  1986h
Gross domestic product 23 24 0.6 ~07 20 30 40
Investment {percentage of GDP) 8.0 177 a7 147 147 15.1 Tl
Merchandise export volume 1.8 ~-16 2.8 07 62 16 8.2
Merchandise import volume 43 (i -4 2 -80 =24 ~0.3 ERG:
Terms of trade ~4.5 56 40 16 45 =25 -120
Current accounte
(billions of dollars) -92 130 118 -92 -6 8 -69 -0 8
Net financial transfer/GDP
{percentage) 78 94 83 67 37 4.1 6.0
Total debt/exportd
{percentage) 155 194 230G 247 243 280 06

Srm_rco' IMF, World Economic Outlook; and Departmens of International Economic and Social
Affairs of the United Nations Sccretariat, bused on IMFE data (financial transfers and debt) .

4 Excluding Nigeria
Estimate

¢ Balance of payments on goods, services and private transfers
d Inciuding debt 10 IMF; exports of goods and services

production  In this sense, the interest burden of sub-Saharan
Africa rose from well under 2 per cent of GDP in the late
19705 to almost 4 per cent in the mid-1980s (see figure IV.5)
Making foreign interest payments requires more than twice
the share ol domestic output that was required in the late
1970s Had the interest burden not risen, it is not possible to
say how the resources would have been used. But for the
countries included in figure IV .6, the interest payments ac-
tually made since 1984 represent about 25 per cent of the
value of investment spending and 19 per cent of imports
compared with less than half that percentage for each varia-
bic in the late 1970s

Although the burden of interest payments already made
may thus be judged high, what matters most is the extent to
which the situation is likely to be improved Most of the
foreign debt of the region (excluding that of Nigeria) is owed
te official creditors, the share having risen continuously
from 55 per cent of total debt in 1978 to 72 per cent of the
totat in 1986 Average interest rates paid on the stock of
various types of debt owed by developing countries to offi-
cial creditors have hardly fluctuated (see table IV.11) * In-
deed, average interest rates paid by sub-Saharan Africa on
its outstanding foreign debt have been about 6 per cent from
the late 1970s to 1986 Most of the increases in total interest
paid by these countries were therefore not due to the large
jump in international market imterest rates in the early
1980s: nor have these countries gained substantially from
the subsequent fall in those rates. Moreover, further declines
in market interest rates would bring Hule benefit.

The increase in total interest paid by these countries a rise
from $1 billion in 1978 to over $4 billion in 1986 was largely
due to the growth of the debt outstanding That growth was
substantial at the end of the 1970s {e.g., 22 percentin 1979),
but it has slowed in the 1980s. In all, the debt of the group
reached about $82 billion at the end of 1986

The countties of sub-Saharan Africa are caught in a bind:
their interest burden is already high but it will rise even fur-
ther if new capital inflows can be obtained and such new
capital inflows are essential The dilemma might be avoided
if international commodity prices recover, improving the
terms of trade. and il export markets become more buoyant
than they have been for several years: but none of this is
likely

Given the overwheiming role of official financing in the
region, Governments in their roles as bilateral creditors and
governors of multilateral financial institutions could reduce
the interest burden where it is excessive. Determining how
much to reduce that burden in individual cases would be a
process of adjustment planning and negotiation, but the ob-
ject shouid be to ensure that adjustment is hastened instead
of being hindered that is, that resources for essential pro-
grammes and projects are not siphoned off

One way 1o implement such an approach is to agree in
principle to consider full or partial forgiveness of interest
due on certain classes of official debt as one option in Paris
Club negotiations, linked to adjustment programmes
adopted with and supported by the international community.

“ This is the resuit of the smalier fluctuation in interest rates on new official credits compared with new private credits and of the fact that interes
rates on most long-term official credits were fixed for the life of the Joan while imerest rates on most lorg-term private credits are adjusted peri-
odically {usually every six montiss) in response to changes in short-term interest rates such as the London interbank offered rate {LIBOR)
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Figure IV.5. Interest burden of selected develaping countries 1978-1986
(Percentage of GDP)

COUNTRIES
15 HEAVILY INOEBTED
SUB-SAHARAN AFRICA €

0 T T L ¥ T L i+
1978 1979 1980 1981 1982 1983 1984 1985 1986

Source. Department of International Economic and Social Affairs of the United Nations
Secretariat, based on data of IMF.

4 Excluding Nigeria

Figure IV.6. Sub-Saharan Africa: interest payments in relation to investrnent and
imports, 1978-1986*
(Percentage)
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Secretariat, based on data of IMF
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Table IV.11.

Average nominal interest rates paid by developing countries by type

of debt and creditor, 1980-1986*

(Percentage)
1980 1982 1983 j984 1985  19BGb
Concessional debt
Bilateral official 23 2.1 20 1.9 2.1 27
Developed market economies 25 21 22 22 23 27
Centrally planned economiese 16 12 1.0 1.0 19 I8
Developing country lenders 24 23 19 2.2 12 32
Multilateral loans 19 L5 13 L3 13 15
Nonr-concessional debt
Bilateral official 68 8.1 73 7.0 74 9.0
Developed market economies 70 83 77 74 g1 94
Centrally planned econormies® 4.1 il 6l 56 6.6 52
Developing country fenders 62 79 58 58 46 79
Multilateral loansd 36 83 B4 84 84 100
Private debt
Bonds 75 30 16 74 76 75
Floating rate bank debt 155 171 122 121 105 8.5
Short-term bank debt i2.0 12.5 10.0 10.5 32 69

Source: For private debt, OECD, Financing and Externnl Deb1 of Developing Countries, 1985
Survey (Paris, 1986) and information supplied by OECD; for official debt, Department of
international Econemic and Social Affairs of the United Nations Secretariat, based on data of the

‘Waorld Bank Debtor Reporting System.

& Dollar value of annual interest payments and other charges (including spreads and fees on
floating rate debt) as a percemtage of disbursed and outstanding debt at the beginning of the year.
b Estimated (officinl debt is based on scheduled interest payments as at end-December 1985 at

end-1985 exchange rates).

¢ Based only on loans to developing countries that report data to the World Bank

d Excluding use of IMF credit.

Interest payments on non-concessional loans of multilateral
institutions might also be reduced under comparable condi-
tions. In both cases, the cash flow of the creditor institutions
would be disrupted, although the total amounts would not be
large in most cases. One way to handle this in a multilateral
context might be to establish a fund to subsidize interest pay-
ments, following the precedents of the two subsidy accounts
set up in 1975 and 1980 at IMF to reduce the interest cost of
drawings from the Oil Facility and the Supplementary Fi-
nancing Facility,

While reduction of the interest burden is central to a long-
run solution of the African debt problem, the short-run diffi-
culty in meeting amortization payments must also be
addressed. Interest plus principal paymenis absorbed little
more than 15 per cent of export earnings of the group of sub-
Saharan countries at the end of the 1970s. In 1986, they were
estimated to rise to 36 per cent and to rise to 38 per cent in
1987 and 1988 according to the forecast of IMF. The pros-
pect, in effect, is for more intensive use of debt rescheduling
or a new accurmulation of arrears

Superior alternatives would reduce the long-run interest

burden at the same time as the short-run shortage of liquidity
is alleviated. Creditors might thus agree to accept payment
of interest and a portion of principal in local currency, the
proceeds being placed in development funds for counterpart
financing of internationally assisted projects. Another ap-
proach might entail conversion of certain classes of loans
into grants, in other words, a write-off of such loans. This
would extend a principle to new forms of credit that has
already been accepted by the international community with
respect to ODA loans. The adjustment of the terms of out-
standing ODA loans to bring them into line with subse-
quently prevailing softer terms for ODA lending was agreed
in principle in 1978 and implemented by many donor coun-
tries. In 1986, Canada and a number of European countries
announced moratoria on debt servicing or acceptance of debt
rescheduling on concessional terms or outright cancellation
of particular debts to low-income African countries under-
going adjustment. And in early 1987, the official creditors in
the Paris Club began actively considering proposals for
more realistic rescheduling terms, including the possibility
of below-market interest rates.

Such a process applied to multilateral loans, converting

“ Including Fund charges and repurchases of Fund credit (based on IMF, World Economic Ourlook. April 1987, statistical appendix).
* See Official Records of the General Assembly. Thirrv-third Session, Snpplenent No 15 (A/33/15), Vol 1. part two, annex I, resolution 165

(8-1X)
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some of them into grants or very long-term loans on highly
concessional terms (e.g., those of IDA), would help to re-
duce the debt-servicing burden of low-income countries of
Africa. Multilateral debt is usually not rescheduled, but
three quarters of the debt-servicing during the period 1986-
1988 of 13 of these countries is to be paid to multilateral
institutions (including IMF). For such situations, at least,
innovative debt relief of some sort is warranted.

Debt relief for middle-income countries

The recent history of attempting to cope with debt crises in
heavily indebted, middle-income countries is one of re-
peated frustration. The 21 middle-income or higher-income
developing countries outside sub-Saharan Africa that have
rescheduled their official or private debt since 1980 have
done so 85 times up to the end of 1986 . Substantial domestic
adjustment needs have had to be addressed, as well as recov-
ery needs from natural catastrophes, such as a series of se-
vere earthquakes in Latin America. Many of these countries
are heavily dependent on commodity exports and continue
to suffer under the unprecedented weakness of the interna-
tional prices of those commodities. What initially appeared
to be a largely temporary shortage of foreign exchange—a
liquidity problem-—now seems to be a solvency problem.

The past and prospective cost of staying current on inter-

est payments indicates the difficulty. The interest burden of

the 15 highly indebted countries rose from less than 2 per
centof GDP in 1978 to 5 per cent in 1982 and was still over 4
per cent of GDP in 1986 (see figure IV.5). The 15 countries
paid about $38 billion in interest in 1986, compared with $11
billion in 1978. Interest payments have averaged over 25 per
cent of investment expenditures and over 50 per cent of mer-
chandise imports since 1983, compared with less than 10 per
cent and less than 20 per cent, respectively, in the late 1970s
{see figure IV.7).

These countries have been especiaily vulnerable to swings
in international interest rates since more than four fifths of
the debt of the group was owed to private creditors. When
their debt situation deteriorated, higher risk premiums and
debt-rescheduling charges boosted the average rates on me-
dium-term bank debt (see table IV. 11}, With the subsequent
fall in market interest rates and a reduction in spreads in
successive rounds of renegotiations of bank debt, the overal]
average interest rates paid have fallen. From 9 per cent in
1979, the average interest rate rose to 14 per cent in 1981 and
1982, before returning to 9 per cent in 1986.

The decline in market interest rates during 1986 is likely

to reduce annual interest payments further in 1987 for the
group of 15 major debtors Also, the spreads on floating rate
debt to be renegotiated in 1987 are likely to fall, which will
have a certain impact * Tt is difficult (o anticipate interest
tate changes over the medium run, but only rather narrow
mavements of market rates are forecast, barring unforeseen
economic shocks or a revival of inflationary expectations.
Total interest payments should thus rise slowly from 1988,

‘The rapid rise in interest payments in the early 1980s and
the slower subsequent rise were partly due to the changing
composition of the debt. The share of official loans in the
total debt of the 15 countries fell from 18 per cent in 1978 to
13 per cent in 1982 when the debt crisis erupted. Theshare
has since risen to 25 per cent and will rise further oniy if
lending from official sources continues to grow on a net ba-
sis.

Related to this is the currency composition of debt. Bank
debt outstanding is overwhelmingly denominated in dollars,
while official debt and suppliers’ credits are generally in the
currency of the creditor country. For many heavily indebted
countries, especially in Latin America, the share of export
earnings to non-dollar markets exceeded the non-dollar
share of interest payments. For such countries, increased
exports to pay debt-servicing were required in the period in
which the dollar rose. By the same token, the decline in the
exchange rate of the dollar since 1985 has helped these coun-
tries, In contrast, for developing countries whose debts are
relatively more concentrated in yen or European currencies
while their exports are directed more to dollar markets, the
period of a falling dollar has been the more difficult one *

The outlook for the interest-servicing ratio under current
trends and policies is not encouraging. For the 15 high-debt
countries, although the ratio is expected to fall, it will stiil
likely be in the neighbourhood of 3 5 per cent of GDP in
1990.* Total debt is itself forecast to grow by less than 3 per
cent a year in the period. This is in sharp contrast to the years
before 1982 when the debt grew by more than 20 per cent
annually; it is even less than the average rate from 1984 to
1986, which was aboutt 4 per cent a year.

Growth of output is also expected to be low: forthe group
of 15 heavily indebted countries it is expected to average 3
per cent annually during the remainder of the decade. The
terms of trade of many of these countries may worsen as
commeodity markets remain depressed while price levels
creep upwards in the developed market economies, which
will raise the prices of manufactured imports from those
countries. The growth of export volume is expected to be
slow, averaging 4 per cent a year for the 15 countries during
the rest of the decade. Exports will be constrained partly by

* The most recent restructuring of Mexico's commercial bank debt dropped the spread over LIBOR from 1 13 percemuage points to 0.84 percentage
points. Argtenina and Brazil. with spreads of | 44 percentage pointand | 13 percentage points, respectively. have alse been secking significant
reducitons of spreads in their 1987 negotiations, as have other debtor countries (data of ECLAC. Balunce preliminar Je feconomia latinoameri-
cana’’, Notas sobre la economia y el desarrolle, No 438439 December 19863

“ For the experience of several developing countries of Asia, see Economic and Social Survey of Asia and the

tion, Sales No. E 87 IL.E1), pp 26-27.

Pacific 1986 (United Nations publica-

* Derived from the baseline scenario of Project LINK (prepared in March 1987) The LINK system includes models for 14 of these 15 countries,
with atf but two models of the smaller countries making explicit forecasts of foreign intesest payments
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Figure IV.7. Fifteen heavily-indebted countries; interest payments in relation to
investment and imports, 1978-1986"
(Percentage)
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Source- Department of International Economic and Social Affairs of the United Nations

Secretariat, based on data of IMF.

a4 Merchandise importsfob

limited growth of foreign demand (assuming no roll-back of
protectionist measures), and partly by capacity constraints
resulting from inadequate investment levels. This is not an
environment in which internationally supported domestic
aspirations for development will be met.

The key question is how to raise the economic growth of
these countries without worsening their interest-servicing
burden. The danger in increasing the inflow of new credits if
such could be mobilized lies in raising the debt and future
interest payments. For middle-income countries it is not re-
alistic to expect a significant increase in ODA grants, given
the budget constraints on donor countries and the priority
attached to channelling those funds to low-income countries.
Non-debt-creating flows with greater long-run potential for
significant expansion are increases in direct investment and
a return flow of flight capital. But a major impediment to
such higher flows is the uncertainty and instability in the
debtor countries that derives from the very difficulties of
economic adjustment under a severe external financial con-
straint,

Increasing attention has therefore been given to possibili-
ties of reducing the level of debt outstanding . Debt to official
creditors accounts for only a small share of the total debt of
these countries $112 billion out of a total debt of about 5454
billion for the 15 countries at the end of 1986 The discussion
has thus focused on reduction of the debt or interest pay-
ments to private creditors, especially foreign commercial
banks.

97

Commercial banks and debt relief

A mechanism has already evolved whereby banks volun-
tarily write down loans to some debtor countries and offer
the loans in a secondary market centred in New York. Most
of the activity involves banks swapping loans or exchanging
loans for other financial assets, but there have also been out-
right sales of loans. Turnover in this market has not been
continuous, aithough the total value of transactions has
grown rapidly. No systematic data on its size exist, but mar-
ket participants have claimed that more than $2 billion of
debtor country debt was swapped or sold in 1986.

By themselves, such transactions do not benefit debtor
countries as their labilities are the same whether the loan is
payable to the initial lender, another bank or some other in-
stitution. But an important factor is that the loan trades at a
discount from face value, the size of the discount depending
on the market’s assessment of the difficulty the borrower
will have in servicing the loan. Discounts have ranged be-
yond 40 per cent or even over 90 per cent in certain special
cases, but for countries having debt-rescheduling agree-
ments and adjustment programmes in effect, discounts on
the order of 25 per cent to 35 per cent have been more com-
mon.

In the case of especially steep discounts, debtor country
Governments might purchase some of their own loans and
retire themn. However, this option is limited by the lack of
foreign exchange resources, which is the condition that cre-



ated the steep discount in the first place. What several debtor
countries have done instead is to have anather party pur-
chase government or government-guaranteed foreign debt at
adiscount and in turn seli it back to the Government for local
currency at an advantageous exchange rate and with various
conditions set on the use of the local currency proceeds.

Most common are schemes to convert swapped foreign
debt into equity, for example in the form of an increased
stake of a transnational corporation in its subsidiary in the
debtor country or investment by an international bank in a
domestic financial institution in the country. It is estimated
that in Latin America roughiy $1-2 billion out of $3-4 billion
of foreign direct investment has recently been financed with
debt/equity swaps. This is not to say that direct investment
has thereby been significantly increased, since many of the
investments would probably have been undertaken anyway,
though with a different financing arrangement. What the
debtor country gains, however, is that the swapped debt is no
longer a foreign exchange liability of the Government.

A variant of the debt/equity swap is to make it financially
attractive for wealthy residents of debtor countries to pur-
chase foreign debt at a discount (or swap for it) using assets
that the residents had earlier moved offshore. The resident
then converts the newly acquired debt into local currency at
a value between the discounted price and the face value of
the debt instrument and uses the proceeds to purchase do-
mestic financial instruments. In such cases, although restric-
tions may be placed on the use of the proceeds to ensure that
the funds are not again taken out of the country, the investor
may seek to move other funds abroad to return his personal
portfolio to what he originaily thought appropriate If he
does so, that capital outflow will have to financed. Whether
or not the investor is able to do this depends on the extent of
capital controls and the degree of openness of the financial
and trading system of the country Whether or not he wants
to do it depends on his confidence in the domestic economic
situation and the rate of return in his home market compared
with overseas

All in all, the amount of debt that can be retired through
such swaps is limited by the amount of direct investment and
net repatriation of flight capital that is feasible at any given
time. As noted previously, such resources are likely to be-
come more readily available after the debtor country’s ad-
justment process has already advanced a certain distance

If there are limits on the demand side to the reduction of

developing country debt through sales and swaps, limits also
exist on the supply side. As banks have carried the debt on
their books at face value, they realize a loss when the debt is
sold In taking such actions, banks are usually withdrawing
from medium-term lending to the debtor country Thus far,

the practice seems to have been restricted to banks for which
lending to the specific countries has not been a major part of
their business.

In contrast, several of the world's largest banks are con-
strained in their participation in this market because they
themselves hold much of the debt. That is, as at mid-1986,
$57 billion or over 20 per cent of the total bank debt of the 15
heavily indebted countries discussed previously was owed to
the nine large money centre banks in the United States.
These banks also dominate total United States bank lending
to the 15 countries, accounting for two thirds of the $87
biliion total for United States banks ¥

United States banks account for the largest share of the
total bank debt of the 15 countries, but that share is less than
one third. The share held by all Japanese banks together is
roughly half the United States share, followed by that of
British banks (13 per cent of the tota}), Banks from Canada
and the Federal Republic of Germany each hold about 7 per
cent *

Attention thus necessarily focuses on treatment of the debt
by the money centre banks of the United States. If a large
United States bank sells part of its holdings of the debt of one
country in such a way that the discount is readily identified,
the bank might no longet be able to assert convincingly that
it believes that the rest of its holdings of debt of the country
has full face value. United States regulatory authorities
could therefore insist that the remainder of the bank’s hold-
ings be written down by the amount of the discount. This
would impose a major accounting loss on the banks, cutting
deeply into reported profits when the losses are taken, but it
would not reduce the debt-servicing obligations of the bor-
TOWer COUMY.

Indeed, a major motivation for the participation of the ma-
jor banks in repeated reschedulings of developing country
debt may have been precisely to avoid having to accept ma-
jor losses, For the nine United States money centre banks,
the value of the loans to the 15 high-debt countries in mid-
1986 exceeded their own capital by 29 per cent. In contrast,
the exposure of the next 14 middle-sized banks was 72 per
cent of their capital and for the smaller banks, loans out-
standing to the 15 countries were only 32 per cent of capital.
These ratios were considerable improvements over the situ-
ation in 1982, especially for the nine largest banks when
loans outstanding to the same countries exceeded their capi-
tal by 97 per cent.

Both small and large banks have built up their capital and
reserves against problem loans in recent years, but smaller
banks have been the most active in adjusting their portfolios
of developing country loans through debt write-down and

* See the report of the Secretary-General entitled - Transnational banks: operations, strategies and their effects in developing countries™ (E/C 10/
1987/13), para. 59, submitted to the Commission on Transnational Corporatiens at its thirteenth session

*" Data of the United States Federal Financiat Institutions Examination Council for June 1986

** Based on data and estimates for roughly comparable dates and country coverdge derived from consolidated data of banks and their foreign
branches and affiliates, as contained in Bank of England Quarterly Bulletin for British banks, Mondily Report of the Dewtschie Budesbank, vol.
39 No 1 (January {987}, p 48, for banks of the Federal Republic of Germany; and Canada, the International Financial Institntions and the Debt
Problem of Developing Countries. report of the Canadian Senate Committee on Foreign Affairs, to be published in May 1987, for Canadian
banks; and data on exposure of Japanese buanks as released by the Minsistry of Finance of Japan
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discounting in the secondary market. The result is that the
dollar value of the exposure of the nine large banks was the
same in 1986 as in 1982, as concerted lending to some
debtors was offset by some write-downs of ioans to others,
but the exposure of all other United States banks fell 15 per
cent.

Writing down these loans had not been required by the
regulatory authorities in the United States, except in circum-
scribed cases. Full valuation of the loans was concomitant
with the international strategy for returning the high-debt
countries to creditworthiness in the eyes of the market,
which would thereby restore the full value of outstanding
loans. A member of the Board of Governors of the Federal
Reserve System of the United States recently observed that
carrying debt at face value is warranted as long as the banks
believe that the debt will be serviced and repaid and that
participation in restructuring and new lending arrangements
enhanced that likelihood, whereas refusal to partake in refi~
nancing activities might signal the banks’ own doubts about
the collectability and thus the valvation of the loans ¥

In any event, the economic condition of United States
commercial banks has not been assessed highly by the finan-
cial markets. Indeed, the rate of bank profitability (meas-
ured relative to assets or as return to equity) has declined
fairty consistently since the late 1970s, with 1986 having
been one of the harshest years for the largest banks since the
beginning of deregulation.® The riskiness perceived by the
capital market in lending to the banks themselves also seems
to have increased. One indicator is the widely followed rat-
ings by Moody’s Investors Service, which showed a decline
in the average senior debt rating of bank holding companies
from Aa3 in 1981 to just below the next lower rating, Al, in
1986. The fall was most marked for the money centre banks:
before 1981 they averaged above Aal, but by 1986 they had
fallen by three ratings to about A1 In early 1987 the ratings
fell further The smaller regional banks, meanwhile, had
raised their average rating from the relatively low A2 in
1981 to above Al in 1986 ™

However subjective the valuation of corporations by rat-
ings services, there is a widespread feeling that the major
United States banks are not as strong as their balance sheets
indicate. Loans to developing countries are only part of the
problem as the banks have aiso lent extensively in the agri-
cultural and energy sectors of the United States economy,
which have been buffeted in recent years. This notwith-
standing, it might be time for the large United States banks
to begin to recognize formally that a significant portion of
their assets are overvalued and to accept some fosses on
them

Indeed, banks from other countries have been taking
losses on developing country loans through the discount
market, as have the regional banks of the United States. In
those countries, banks have been building up their capital

position and loan-loss reserves as United States banks have
been doing, in all cases under the intense scrutiny of supervi-
sory authorities. The banks have also increased special pro-
visions or reserves against loss from loans to countries that
experienced debt-servicing difficulties. Differences in ac-
counting and legal treatment of banks make it difficuit to
compare the risk remaining to banks in various countries,
but the apparently greater willingness of banks outside the
United States to formally accept losses suggests that the pro-
visioning by those banks had advanced beyond that of the
large United States banks. In fact, besides the actual accu-
mulation of open or hidden reserves, the position of banks in
countries whose currencies have appreciated against the dol-
lar has been strengthened recently, since the reserves are
held in local currency while most of the debt is in dollars.

Japanese banks are even acting to facilitate the writing
down of their loans to debtor countries to a greater extent
than encouraged by Japanese tax law. In March 1987, 28
Japanese banks formed an offshore company to buy such
debt at a discount with resources provided by the banks
themselves. The banks, which as noted above have been
growing rapidly, would thereby remove from their books
assets against which they have already made certain provi-
sions. The loss from the discounted sales of debt would be
set against other earnings for tax purposes and the loan-loss
reserve would be released. In addition, interest paid by the
debtor to the offshore company and transferred to the origi-
nal bank would be taxed at a lower rate than the same interest
accrued directly. The offshore company is expected to ab-
sorb problem debt owed to Japanese banks in a systematic,
loan-by-loan procedure and not all at once, and when a loan
of a borrower is discounted to the company, other loans to
the same borrower still on the books of the banks will not
also have to be written down,

The shortcoming in the Japanese innovation is that it does
not benefit the debtor country {unless the offshore company
helps place the discounted debt in a debt/equity swap as dis-
cussed above). But the initiative implicitly recognizes that
the existing international debt strategy is not working.

A new strengthening of the international debt strategy is
therefore called for, one that would leave the banks less vul-
nerable and hasten the process of adjustment in the debtor
countries . Indeed, the former requires the latter. Adjustment
would be well served by a larger net transfer of resources to
the debtor countries to be applied to structural adjustment
and also by a lower interest burden than has yet been
achieved under the existing strategy of debt management.
Writing off an agreed percentage of the outstanding com-
mercial bank loans would support both aims. It would also
contribute to returning the actual value of the remaining debt
held by the banks to face value by restoring debt servicing of
the debtor to a sustainable level.

The write-offs could be negotiated in the same complex of

“H Rober! Helfer, " The debt crisis and the future of internationzl banking ™, paper prepared for the Annual Meeting of the American Economie

Association. New Orleans, 29 December 1986

¥ Federal Reserve Bank of New York, Recem Trends in Commercial Bank Profitability: A Staff Study. September 1986

" Moody's Money Centre Banks Indusiry Outlook. Janaury 1987
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linked forums that is already used for negotiating debt re-
structuring and policy adjustment, namely, commercial
bank committees, IMF and World Bank executive boards,
the Paris Club for loans of official creditors and various ad
hoc bilateral official arrangements. The key difference is
that bank committees, as well as the Paris Club, would be
empowered and encouraged to consider a wider range of
debt restructuring alternatives than is the current practice,
that is by including a collective and selective debt write-off
among the options,

Proposals to require banks to write off a portion of the
debt or to waive some interest payments are increasingly
being made. * Large banks and others involved in the current
strategy have argued vigorously against such proposals.®
Yet some version of partial debt forgiveness appears to be
necessary, given the outlook for trade and non-debt creating
financial flows.

From a global perspective, the partial debt relief option
also has certain advantages. A partial debt write-off or 4

reduction in interest payments below market rates (they can
be made equivalent in actuarial terms) would not only raise
the growth of developing countries and speed their adjust-
ment, but would also raise the rate of growth of developed
countries whose exports to the debtor countries would rise,
as illustrated by the scenario discussed in chapter If above.

Implemented through case-by-case negotiations with each
debtor and given the improved provisioning for bad debts
and strengthened capital positions of the commercial banks,
a partial debt write-off would not add a new threat to the
stability of the world financial system. Indeed, it would
probably be seen as strengthening the system. Appropriate
phasing of the debt write-off by creditors (perhaps with cen-
tral banks making contingent credit available to certain
banks that might otherwise be placed in difficult circum-
stances) would serve to allay fears that major international
banks and therefore the international financial system are at
risk. Continuing along the current path would provide no
such assurances

* In the United States alone, for example, proposals were made in 1986 by Senator Bill Bradley of New Jersey (originally in an address at Zurich,
Switzerland | 29 June 1986) and by Congressman Charies E. Schumer of New York {The New York Times. 10 March 1986, and in more detail for
the case of Mexico, jointly with Robert M Lorenz and Jorge G Castafieda in Financial Times, 22 October 1986), as well as by an increasing
aumber of academic authorities. See, for example, Rudiger Dorabusch, “La economia mundial: tdpicos de interés para América Latina”, in Mds
Alld de la Crisis de la Denda. Ricardo Férench-Davis and Richard Feinberg, eds {Santiago de Chile, Corporacién de Investipaciones Econdmicas
para Latinoamérica and Inter-American Dialog, 1986), pp. 17-32; Stanley Fischer, *'Sharing the burden of the international debt crisis™, paper
prepared for the Annual Meeting of the American Economic Association, New Orteans, 29 December 1986; and Jeffrey Sachs, **Managing the
LDC debt crisis", Braokings Papers on Evonomic Activiry, No. 2 (1986), pp. 397-431.

¥ See, for example, Morgan Guaranty Trust Co., Warld Financial Markers, September 1986




CHAPTERV

THE INTERNATIONAL OH. MARKET

The year 1986 saw very sharp fluctuations in the price of
oil. During the first seven months, oil prices plummeted
about 64 per cent and recovered by about 36 per cent in the
rest of the year. At year-end the price was roughly 51 per
cent below its level one year earlier. The short-run effects of
the price drop on oil demand and supply were considerable.
On the demand side, the immediate effects on oil consump-
tion surpassed expectations based on past estimates of the
elasticity of oil demand with respect to ail prices. On the
supply side, the situation was more complex as the expan-
sion of oil production was cause as well as effect of the slide
in prices. Another importani implication was the pro-
nounced shift in income {rom oil exporters to oil importers.
The 1985-1986 oil shock largely reversed the income effects
of the two oil shocks of the 1970s.

Figure V.1

The longer-run implications of the fall in oil prices depend
on how long prices will remain depressed. Energy invest-
ments, however, have already been affected. Expenditures
on oil exploration and development, as well as on other
sources of energy, declined substantially in 1986 and there
are few indications that they will recover soon.

Energy consumption and output since the early 1970s

The sharp rise in the price of oil in 1973-1974 and 1979-
1980 induced profound and far-reaching reactions. Much of
the reaction to higher prices fell on consumption. Global
energy consumption grew by an average 1.7 per cent per

The price of Arabian Light crude oil, 1973-1986
{Dollars per barrel)
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Source Department of Imernational Economic and Sociul Affairs of the United Nations
Secretariat, based on Petrolenm Intellipence Weekly, various issues,
2 Spot market prices {rom the fourth quarter of 1984 to the latest figures in 1987 ure

estimated netbsck valaes
b No official prices set for 1986

year over the period 1973-1985 This contrasted sharply
with the average 5 2 per cent per year sustained during the
1960s and early 1970s. Energy use decelerated progres-
sively towards the end of the 1970s and into the 19805 as a
result of investments in energy-efficient durable goods and
shifts in consumption patterns. In the developed market
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cconomies, energy consumption actually declined in abso-
lute terms during the years 1979-1981, despite annual growth
in aggregate income over the same period. This marked a
historic shift in the relationship between income and energy
use in these countries



Energy production capacity, on the other hand, grew rap-
idly during the period 1973-1985. Its rate of growth rose as
the period progressed. Investments made during the early
1970s began to pay off in terms of sizeable increments in
production capacity in the late 1970s and early 1980s. These
investments did not substantially change the broad geo-
graphic distribution of proven reserves, which remained
preponderantly in the Middle East (see table A 16). But the
production of fossil fuels and of nuclear power and hydro-
power rose on a broad geographical base during the 1970s.
Towards the end of the decade, however, there was some
moderation in production growth under the influence of de-
clining rates of growth of energy consumption.

By early 1981, the cumulative effects of falling energy
consumption and rising energy supplies began to be felt in
energy markets, especially in spot oil markets. As the excess
supply situation gradually unfolded during the early 1980s,
overt price competition developed in the oil market, which
led to a rapid expansion in the amount of oil traded in spot
markets. Spot transactions rose from ! to 3 per cent of oil
traded internationally in 1979 to perhaps one third of inter-
national sales by early 1985."

Starting at nearly $40 per barrel (pb) in 1981, or almost $8
pb above the official price of $32 pb, the spot market price
for the “marker” crude oil (Arabian Light, 340 API, f.o.b.
Ras Tanura) (see figure V.1) had fallen below the official
price level by mid-summer. Until late 1982, the spot price
fluctuated between $30 pb and $33 pb, basically in response
to seasonal demand By the autumn and winter of 1982/83
the spot price dropped below $29 pb. It remained in the $28-
$29 pb range during the first half of 1984, and slipped into
the $27-$28 pb range during the second half. Official prices
generally followed the course of spot prices with a lag (see
figure V.1). Stocks played an important role in determining
price movements over the entire period (see table A.17).

As price competition rose in the latter half of {985 so-
called “‘market-oriented” pricing instruments came into
wide use. These included the discounting of official prices,
barter exchanges at imputed prices below official prices and
netback pricing arrangements. None of these practices were
really new. The explosion in the number of transactions in-
volving one or more of these devices was, however, unprec-
edented * Netback pricing grew particularly fast Under this
arrangement, the price of crude oil sold depends on the
(spot) market value of the products it yields, after allowing
for transportation and refining costs. Such sales shift a con-
siderable part of the refining risk from the refiner to the
producer of crude oil

The varicus marketing techniques adopted in the latter
part of 1985 were symptoms of chronic over-supply. This
was exacerbated by the decision of OPEC producers to fimit

' Petroleum Intelligence Weekly vol XXIV, No | {7 January 1985),p 8.

the application of its system of official prices supported by
producer quotas in order "'to secure and defend for OPEC a
fair share in the world oil market consistent with the neces-
sary income for Member Countries” development™ * This
decision had two consequences: a drop in oil prices and the
collapse of the spot market. The value of the netbacks for
Arabian Light was about $25 pb in late 1985, a $2 pb decline
from the corresponding spot price at mid-year. Further-
more, the general resorting to incentive marketing devices,
particularly for Middle Eastern crude oils or blends, cut
sharply into spot markets

Oil price developments in 1986

Although seasonal demand rose and seasonal supply
dropped in the first quarter of 1986, the decline in prices
picked up momentum as potential buyers withheld pur-
chases in anticipation of still lower prices and in fact re-
sorted to stock liquidation This derived in part from the
perception that netback and other incentive pricing arrange-
ments would induce a sharp increase in liftings of crude oil
later in the year. Netback prices for Arabian Light collapsed
from $21 pb in early January to $15 pb in late March, and
were below $10 pb by mid-summer, as some of the earlier
predictions of a crude oil glut materialized.

Despite the seasonal drop in consumption and non-OPEC
production in the second and third quarters, OPEC output
rase from 18.6 million barrels per day (mbd) in the first
quarter to 19.2 mbd in the second and 20.7 mbd in the third.
At the same time, exports of oil from centrally planned
economies rose to about twice the level obtained during the
first guarter, As a result, an enormous 5.3 mbd were added
to stocks in developed market economies between 1 April
and 1 October, and returns on Arabian Light plunged to an
average $9 pb in July. Some semblance of stability was re-
stored to the market after August, when OPEC decided to
reduce production quotas (see tabie A 18) Prices rose to
about $12.70 pb roughly half the price of one year earlier.

One result of the greater adherence to quota limitations
was a drastic reduction in OPEC production - about 2.0 mbd
- between the third and fourth quarters (see figure V 2 and
table V 1). Together with the seasonal rise in oil consump-
tion and seasonal decline in imports from centrally planned
economiies, approximate balance between physical demand
and supply for oil was obtained Although at the writing of
this chapter it is too early to discern a clear trend in oil
prices, the tone of the market in 1987 is firmer than in 1986,

The rise of netback sales in 1986 led to a change in the
geographical direction of oil trade Trade patterns reminis-

* ‘The prevalence of such practices in the summer of 1983 led the Ministerial Executive Council of OPEC to issuc & report in September 1985 on
“marketing malpractices”. sce Petrolewm Intelligence Weekly, vol XXIV, No. 42 (2t October 1983), special supplement

" Quoted in OPEC Bulletin vol XVi, No 10, (Vierna; December 1985-January 1986}, p §

* Some major price reporting services. for example. ceased to offer quotations of Arabian Light towards the end of the year, or qualified quotations
as "notional” Therealter only estimated netback values for these crude oils have been published
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Figure V.2. OPEC oil production (millions of barrels per day)
- and 0il prices (dollars per barrel)
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Source. Department of International Economic and Social Affairs of the United Nations
Secretariat, based on:
L Production: Petroleum Economist, March 1986 and March 1987,
2 Prices: United States Department of Energy, Weekly Petroleum States Report, September
1985—December 1986. Average weekly prices {f o b } weighted by estimated export volume

Table V.1. Oil balances in selected years

(Millions of barrels per day)

Developed market cconomies

Consumption 460.0 416 340 348

Production 138 157 88 179

Net imports 262 2569 159 i69
Developing countries

Consumption 6.7 108 HE: 118

Production 340 369 257 278

Net exports 273 261 14.1 160
Centrally planned cconomies

Consumption 9.4 Hl1 107 1.8

Production 10.4 122 123 127

Net exports 10 11 16 19
Memorandum:
Saudi Arabia production 76 a5 32 5.0
Soviet Unioa producticn 86 118 19 123
United States production 91 84 98 g6

Source: Department of International Economic and Social Alfairs of the United Nations
Secretariat, based on Yearbook of World Energy Stasistics (United Nations publication, Sales No.
EF80.XVILT), IEA, Monthly Oil Report. January 1987, Perroleum Economist. January 1987
Noie: For each group and year, consumption is production plus net imports {or minus net

exports) minus stock additions '
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cent of the 1970s were re-established. Middle Fastern oil
began to reappear in North America in significant quantities
and partially displaced Mexican and Venezuelan crude oils.
Especially large flows of oil also reached Europe in 1986.

Financial innovations in the oil market intensified in early
1986. Netback arrangements were used by producers in the
Middle East for sales to a broader array of customers, and
other producers began to employ netback arrangements as
well Netbacks were also applied to spot sales of crude oil
and even to the production share of foreign oil companies
operating in developing countries. Other kinds of “formula

pricing” of crude oil were adopted during the first half of

1986 in an effort to work out contractual terms that offered
less risk to market participants. The proliferating contrac-
tual forms, though different in detail, all embodied a for-
mula that linked the price of the oil purchased to published

open-market spot quotations for baskets of vil on the date of

loading or delivery. By mid-year, crude oil supplies gov-
erned by netbacks or formulae represented 75-80 per cent of
crude oil traded internationatly *

At the same time, oil markets further integrated. Oil fu-
tures contracts which appeared in 1985, began to assume a
significant role in oil price formation in 1986.¢ The volume
of contracts in both crude oil and products actually settled in
kind is sufficient to have important effects on corresponding
spot prices; indeed, prices in some spot transactions are
based on near-term futures contracts. Furthermore, future
oil prices in London and New York directly affect the spot
prices of similar crude oil sold elsewhere and indirectly in-
fluence the pricing of the entire spectrum of refinery feed-
stocks throughout the world. The overall effect of these
developments has been to link more closely the various mar-
kets for both crude oil and products across types of materials
and geographic locations.

Table V.2, Change in petroleum product prices as of
August 1986 relative to August 1985

(Percentage)

End-user
End-user price

price End-user Change in with tax

Spot excluding price dollar exchange (Prices in

priced tux with tax rateh national

(Prices in United States dollars) currency)

Gasoline
Western Europe ¢ =31 4 i | -1 -28.6 -26.8
Japan n.a. (WA 300 -35.0 -§52
United States -43.8 -380 ~29.2 -~ ~29.2
Househeld heat oil
Western Europe® 48 0 -39 0 -235 ~18.6 ~416
Japan -522 294 2094 =350 ~16.0
United States ~-437 -280 ~28.0 o -28.0
Industrial heavy fuel oil

Western Europe -54 0 -53.2 -39 3 -i8.6 ~51.6
Japan -54.6 6.2 - 6.2 -35.0 -38.6
United States -52 13 ~500 -50 ¢ - ~-50.1

Memorandum item:

The 12 month percentage changes in crude oil pricest (as of June [986 are: Western Europe -56 8;

Japan -35.2; and United States -517

Source: Departmeat of International Economic and Social Affairs of the United Nations
Secretariat, bused on [EA, Energy Prices and Taxes. second quarter 1986, 1986/No. 4, pp.

1516
& New York, Rotterdam and Singapore

b In Japas, gasoline and household heating oil prices (o end-users in yven fell relatively less than the
amount of the yen's appreciation vis-d-vis the doller, therefore, the signs of the relative change
in the prices of these products in dollars are positive.

¢ Exchange rates for Western Europe are based on ECUs

& All prices are for landed crude oil, ¢.i.f , in United States dolfars

' Petroleum fntelligence Weekly vol XXV, No 26 (30 June 1986), p. |

* Futures contracts for gas oft and crude oii are currently traded in London, and those lot gasoline, number 2 fuel oil, and crude oit in New York
Because of the similarity of muterials traded in the cases of crude cil (Brent Blend and West Texas Intermediate) and light fuel oil {gas oif and
aumber 2 fuel oil) and the simitarity of contractual terms between London and New York. arbitrage minimizes price swings in both markets.
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The effects of lower oil prices on consumption

Relatively little crude oil is consumed as such. The de-
mand for it is the result of the demand for oil products. Thus,
the effect of a fall in crude oil prices on final oil usage de-
pends on the exient to which crude oil price reductions are
“passed through™ to final consumers of oil products in the
form of lower product prices, in addition to other factors
such as the sensitivity of demand to price changes and the
possibilities of substituting aiternative sources of energy.

In 1986, petroleum product consumption in the OECD
member countries grew at a rapid 2.3 per cent per year rela-
tive to the 1.2 per cent per year average decline over the
period 1979-1985. Because this was about the same as the
expansion of OECD gross domestic product (2.5 per cent),
the energy intensity of output did not decline further. None
the less, the timing of purchases and substitution during the
year suggests that a considerable portion of the rise in oil
product demand was motivated by price considerations.

Only partial information of the extent to which final con-
sumers in OECD countries benefited from the fall in crude
oil prices in 1986 is available (see table V.2) When ex-
pressed in terms of local currencies, petroleum product
prices of final consumers fell quite remarkably over the year
ending in August 1986. For each of the geographic areas
shown in table V.2, the landed cost in dollar terms of crude
oil delivered to local ports declined by over 50 per cent dur-
ing the year ending in June 1986. However, only final con-
sumers in the industrial sector of the United States
experienced full “‘pass-through” in the decline of oil prod-
uct prices. For consumers in all sectors of Western Evrope
and Japan and for consumers in the non-industrial sectors of

Table V.3

the United States, the declines in dollar prices fell far short
of that registered for crude oil. Most of the discrepancies are
accounted for by taxes. But with the exception of industrial
fuel oil, product prices at the refinery level did not fall as
much as crude oil. This means that windfall profits were
taken by importers, refiners or both, which was especially
pronounced in Japan.

Lower oil product prices last year expanded the demand
for products through two mechanisms: the expansion of out-
put of final goods and services utilizing oil products and
substitution of oil products for other fiels. Table V.3 shows
the changes in consumption of the principal groups of petro-
leum products in OECD countries.

Gasoline, diesel fuel and jet fuels all registered sizeable
increases in consumption in 1986, mainly because of rises in
the output of final services which use these products as in-
puts intensively, particularly for automotive and air travel,
which are price elastic in the short run, Gasoline demand
grew especially fast in the United States But demand for
heating oil also registered a large increase ’

The demand for the output of the industrial sector as a
whole is not very price elastic in the short run and the costs
of oil inputs amount to only a few percentage points of total
costs of industrial products as a group. Therefore, the effect
of Jower heavy oil prices on heavy oil consumption by the
industrial sector was slight. Use of heavy fuel oil rose only
about one third as rapidly as that of middle distillates,
mainly owing to substitution. But this positive growth in
heavy oil demand ended a 10-year decline in the use of such
fuels in the developed market economies, which increased in
the United States but further declined, albeit at a slower rate,
in Western Europe and the Pacific area

Annual changes in petroleum product

consumption, 1980-1986

{Percentage}

North America Western Europe Pacific Totat OECD
Averape Average Average Average
1980-- 1980~ 1980~ 1980-
1985  1986° 1985  1986° 1985 1986 " 1985 1986 °
Naphtha ~10.1 -5 8 -76 19 -5 4 -6 8 -76 18
Moter gasoline -i4 22 -0.4 39 11 24 ~-0.8 26
Middle distitiates 23 0.2 -6 50 12 49 0.9 29
Heavy fuel oil -33 i43 -28 -0.9 -29 128 -390 10
Other products -4 4 03 -19 613 -128 17 =51 2.0
Tosals -0.8 21 -14 36 -19 01 -12 23

Jource: Department of International Economic and Soctal Affairs of the United Nations Secretariat, based on

1EA, Monthly il Repore, Janvary 1987

& Based on data of i months for January~October in both years.

" It rose dramaticaily in Western Europe, as middlemen and individual householders took advantage of lower prices to stock up on heating oil well

before the normal sutumn pick-up in demand
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Given the improved energy efficiency of the capital stock
in the developed market economies that was built up over the
past decade, there was little room in the short run for substi-
tution of energy for capital services. However, the demand
for industrial fuel oil was expanded by substitution for coal
and natural gas in secondary electricity generation and in-
dustry. But the extent of fuel switching was much less than
might have been expected, even in the United States where
dual-fired capacity is much larger than elsewhere.*

The stability in market shares of competing fuels through-
out the developed market economies apparently stemmed
from the general emlation of marketing tactics originally
adopted in the oil sector. Thus spot sales of coal and gas rose
markedly * The spot sale format provided a vehicle for the
maintenance of vigorous price competition by substitute fu-
els with residual fuel oil. For example, by July 1986, when
fuel oil prices were about $8 pb, international coal prices
had fallen 15-20 per cent from a year earlier and were also in
the $8-9 pb (BTU basis) range. "

Production shifts

A decline in o0il prices might be expected to lead to a shift
in oil production in favour of oil-exporting developing coun-
tries, especially in the Persian Guif, and against oil-produc-
ing developed market economies, particularly in North
America. The size of the shift is especially a function of
relative operating costs, which are significantly lower in
most of the oil-exporting developing countries, and the de-
gree to which current and expected prices cover operating
costs in developed market economies. Other things remain-
ing equal, a decline in oil prices will squeeze out the least
efficient producers, especially the “small field” producers.
But short-run price impacts need not be sustained into the
future. Moreover, exogenous factors might be at work as
well,

Among these exogenous factors, the decision of OPEC in
December 19835 to seek a larger share of the international oil
market was clearly significant. Oil production accelerated
until August 1986 when OPEC in an effort to arrest the dras-
tic decline in oil prices decided to reinstate a guota system
(see figure V.2) In addition, repeated OPEC calls for the
co-operation of North Sea and Notrth American oil pro-
ducers in restricting their output did not meet with any fa-
vourable response. On the contrary, in some cases
authorities eased their taxation in order to maintain produc-
tion "'

Qil cutput reductions in the developed market economies
were largely limited to the United States owing to the high
cost of production of marginal fields, especially stripper
wells. The call of OPEC for oil production cut-backs, how-
ever, received more favourable consideration by a number
of oil-exporting developing countries, such as Egypt, Ma-
laysia, Mexico and Oman, which announced their own cut-
backs.

By autumn 1986, it had become clear that the new OPEC
policy of increasing its share of the oil market could not be
achieved in the short term without a persistent reduction in
oil prices to levels even lower than those experienced in the
summer of 1986, But the sharp contraction in oil prices that
did occur resulted in severe reductions in foreign exchange
earnings for all OPEC countries (see table V.4) and other
energy eXporters.

Under these circumstances, a drastic reversion of policies
was achieved at the OPEC conference which met at Geneva
from 11 to 20 December 1986, and OPEC decided to return
promptly to a fixed price system at a level of $18 per barrel
{the reference price of OPEC) as at January 1987. More-
over, OPEC came to the conclusion that it was necessary to
undertake cuts in its production level as a means to support
that price. An agreement was reached that the total produc-
tion of OPEC for the first and second quarters of 1987
should not exceed 15.8 mbd. It was also agreed that praduc-
tion regulation should be pursued throughout the remaining
period of the year to ensure enough support for the new
OPEC price structure.

The decision of OPEC to cut output further and to revert
to a system of reference rather than netback prices resulted
in a firming up of oil prices to the target of $18 per barrel at
the beginning of 1987. The OPEC decision met with support
once again from non-OPEC oil-exporting developing coun-
tries (e.g., Egypt, Malaysia, Mexico and Oman), which an-
nounced further cutbacks in their productions and, for the
first time, Norway also announced a reduction of 7.3 per
cent in its North Sea production. Further support was forth-
coming from China and the Soviet Union, with announce-
ments of cutbacks in oil exports to support the target oil
price.

Whether voluntary restraints on production and/or export
will succeed in giving greater stability to oil markets in 1987
depends on the increase in oil demand, which is expected to
be lower than 2 per cent per annum, adherence to production
cut-backs among OPEC and non-OPEC countries and oil
production trends in other countries, including exports from
the centrally planned economies.

* In the United States, switching from aatural gas to residual fuel oil amounted 10 less than 200,000 barrels per day over the course of the year By
contrast, in 1979-1980 when heavy oil prices rose, nearly 500,000 barrels per day of residual fuel oil were displaced by naturai gas, see Petroleum

Intelligence Weekly, vol. XXV, No 21 (26 May 1986}, p 4.

* Internationally traded spot sales of steam coal in mid-July constituted between 60 and 70 per cent of total market activity for coal, much higher
than ever: one year zarlier. Similarly, the spot market compenent of natural gas sates in the United States rose from about one third of the total in

1985 to over one haif in 1986

w Potroleum Intelligence Weekly, vols XXV and XX VI, various issues. Substitation for heavy fuel oif was also hampered to some extent by

regulatory rules, e g, the Fuel Use Act in the United States.

" For instance, royalty payments in some states in Canada and the United States were eliminated or reduced
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Table V.4. Foreign exchange revenues from
oil sales for OPEC countries®

{Bitlions of dotiars)

Projections

$12 per 518 per

barrel barrel
Country 1985 1986 1987
Saudi Arabia 275 217 154 238
Iran (Islamic Republic of) 12 .92 535 67 103
Irag 12.54 6.1 53 80
United Arab Emirates 12 .58 62 37 56
Kuwait a7 66 35 55
Qatar 3.28 I.5 12 19
Nigeria 12 2a 6.6 51 15
Venezuela 103 6.4 32 74
Libyan Arab Jamahiriya i0.64 46 4.0 59
Indonesia 86 42 31 47
Algeria §2 25 24 36
Gabon 134 o7 0.6 0.9
Ecugdor 172 1.0 0.6 0.9
Total QOPEC 1315 73.6 570 86.1

Source Petrolewn Intelligence Weekly. 26 January 1987

a4 Crude only

Table V.5, Production and operating costs in the United Kingdom
sector of the North Sea in 1983

(Dollars per barrel)

Production cost

Large fields
Medium ficlds
Small/marginal fields

Operating cost

2 30~ 490 i 10~ 230
4 20~ 5.80 160~ 290
8702070 1 80-14 50

Source: Tetsuyz bwasaki **International oil market”", Energy in Japan, Bimonthly Report No. 82,

November [986

in the short term, perhaps the most important oil produc-
tion development was in the United States. During the per-
jod 1973-1982, cil production in that country was
maintained as a result of massive investment Because of
disappointments in the magnitude of oil discoveries and a
weakening oil market, expenditures for exploration slowed
down even prior to the oil price collapse of 1986, but pro-
duction was maintained at about 9 2 mbd at the beginning of
1986 as a result of investments in development drilling and a
variety of high-cost enhanced oil recovery techniques. By
December 1986, however, oil production had fallen to 8.3
mbd. Despite the increase in oil prices to about 318 per bar-
rel, estimates for oil production in the United States in 1987
indicate a further decline of about 0.5 mbd

No such reduction in output is expected from the North
Sea, where production may be maintained in the United
Kingdom sector because of low operating costs and perhaps
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increased somewhat in the Norwegian and other sectors (see
table V.53).

Among the centrally planned economies, increased oil
production was achieved in the Soviet Union. The drop from
a high of 12.3 mbd in 1983 to 11.9 mbd in 1985 was reversed
in 1986 when production expanded to 12.3 mbd. Similarly,
in China, oil production increased by 4.6 per cent in 1986 to
a level of 2 6 mbd. In both countries, output and investment
plan targets indicate further expansion for 1987 and later
years.

In some non-OPEC developing countries, such as Egypt,
Malaysia, Mexico and Oman, oil production and exports
were influenced in 1986 by oil price volatility and, after Au-
gust, by agreed output cui-backs in co-operation with OPEC
policy. These countries have announced further production
cut-backs for 1987 in support of a target oil price of $18 pb.



It is estimated that their combined reduction in output will
amount to Q. 5 mbd. However, oil production and exports are
expected to increase by a similar amount in other oil-export-
ing developing countries such as Angola, Colombia and the
Yemen Arab Republic. Moreover, significant oil output in-
creases have been registered in some of the big oil-importing
developing countries such as Brazil, India and Pakistan.
Among these countries, Brazil has registered an impressive
expansion of oil output which increased to 0.62 mbd in 1986
from 0.56 mbd in 1985 and only 0.19 mbd in 1980; in addi-
tion, new discoveries both of fshore and onshore indicate ad-
ditional output in 1987 and beyond.

The oil price collapse of 1986 has brought about a funda-
mentai reorientation of energy investments which is likely to
persist, at least in the short term, if oil prices can be stabi-
lized at their current level of $18 pb. The magnitude of the
losses on past energy investments since 1983 in the high-cost
producer countries has led to many bankruptcies, corporate
restructurings and consolidations. These losses have not
only affected the energy corporations themselves but also
the support institutions that have traditionally provided tech-
nical services such as geophysical surveys, drilling and
credit facilities. As a result, many oil corporations have cut
back their investments considerably and further retrench-

ment appears to be in the offing (see table V.6). Capital ex-
penditures in petroleum by majority-owned foreign
affiliates of United States companies were $20.8 billion in
1982, but are expected to decline to $11.4 billion in 1987 (see
table A 19).

Oil industry cash flows have been adversely affected by
the oil price decline. This has been particularly pronounced
for the independent oil corporations, which have been re-
sponsible for much of the exploration effort, especially in
the United States and to some extent in the North Sea, and
had, in recent years, been expanding their activities in the
developing world. These companies have reduced their oil
explorations. Because they have also cut back their partici-
pation in joint ventures, the financial stringency of these in-
dependent companies has also affected overall oil
exploration and development of major transnational or na-
tional oil companies, which have had to postpone or cancel
ongoing projects. About one third of the struggling indepen-
dents are expected to go out of business before a solid recov-
ery can be expected.”

In order to contain reductions in oil exploration and devel-
opment investments since the 1980s, host countries have
generally been willing to relax the terms and conditions of

Table V.6. United States oil companies—exploration and
development investments, 1985~1986

(Milkions of dollars)

Percentage
Area 1985 1986 change
Canada 3 709 2 614 ~30
United Siates 30 614 18 255 -40
Rest of the world 14 353 i 753 18
Total 48 676 32 622 -33

Source; Tetsuya Twasaki - International oil market””, Energy in Japan, Bimonthly Report No 82,

table 6, p.35.

long-term contracts. As noted, some developed market
economies have relaxed royalty payments and similar taxa-
tion measures to sustain production, particularly in marginal
fields, retain existing exploration commitments or attract
new capital. Similar measures have been taken in develop-
ing countries, although their implementation has been
stower because of their political sensitivity, uncertainty with
regard to the level of future prices and the long-term impli-
cations of such changes. None the less, by the end of 1986

t Pprraleum Econemist, December 1986, p. 444,

muore than 20 developing countries had announced revisions
in their long-term contracts and several other developing
countries were in the process of doing so." Whether or not
this process will be followed by increased capital flows in
either absolute or relative terms in comparison with the de-
veloped market economies is as yet unclear, However, re-
cent statements by exploration managers of major
transnational oil corporations" and the interest shown in new
exploration during 1986 indicate a shift of effort towards the

U For exampie, in opening up to international bidders a huge tract of the Western Desert west of the Qattara Depressionr, Egypt offered new terms,
including an increass 1o 50 per cent of production for cost recovery as compared t0 40 per ceat for previous coatracts (see Petroleion Economist,

December 1986, pp. 461 and 464)
v Ol and Gas fournal, 2 June 1986, p 21

108




developing countries, where exploration and production
costs have been consistently lower than in the developed
market economies.” At the same time, a shift away from
offshore prospecting appears to have manifested itself in
view of the cost of geophysical surveys, exploration and
production drilling, and development of discoveries. Be-
cause profitability is greatly influenced by the level of oil
prices and their volatility, host countries as well as transna-
tional corporations may have to explore more flexible provi-
sions of long-term contracts.

In contrast to the trends in developed market economies,
some developing countries, including Angola, Brazil and In-
dia. have either maintained or even increased their plans for
investment in oil exploration and development. Considera-
ble increases have also been registered in recent years in
natural gas, coal, nuclear power and new and remewable
sources of energy.

Policy implications of expected oil production

A variety of energy projections under different oil price
scenarios have been prepared in the recent past. They indi-
cate a reversal of recent consumption and production trends.
Small annual increases in oil consumption in the developed
market economies and bigger consumption increases in the
developing world are expected

in order to maintain or 1o increase oil output in the cen-
trally planned cconomies, large investments are required.
Some of the incremental output may be needed for domestic
demand. In the Soviet Union, however, substitution of natu-
ral gas and nuclear power for oil may have a considerable
cffect on available export supplies Medium-term oil pro-
duction in the developed market economies is expected to be
significantly lower than recent output levels because of the
natural decline in productivity of existing fields and the con-
tinuation of lower levels of exploration and development ef-
forts. High energy prices during the late 19705 and early
1980s not only permitted vast investments for new o0il re-
serves but also the application of high-cost secondary and
enhanced recovery technigues in existing fields

In both the United Kingdom and the United States, output
is expected to decline below current levels even if prices
stabilize The general consensus is that United States pro-
duction cannot be maintained at existing levels unless oil
prices rise considerably. In addition, since long lead times
are required in exploration and development of new oil
fields, particularly in difficult offshore or Arctic areas, con-
siderable effort and time would be needed to rebuild oil in-
dustry capacity. Similarly, the United Kingdom sector of the
North Sea was helieved to be near its peak production capac-
ity even before the oif price decline. Low oil prices will
probably hinder exploration and development in that sector
as well as in the Norwegian sector. But some additional out-

" See report of the Secretary-Geneead on energy expl
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put may be expected from these North Sea areas in the me-
dium term,

As a result of increasing consumption and the likely re-
duction in their indigenous oil production, the developed
market economies are likely to become increasingly depen-
dent on oil imports from the developing countries. Since
most of the proven oil reserves of the world are in the Middle
East, additional supplies will have to come largely from that
area. Other oil-exporting developing countries, including
Indonesia and Nigeria, although currently producing well
below capacity, will need most of the incremental supplies
for domestic consumption. A similar sitnation prevails in
several oil-producing, oil-importing countries, because of
the continuing slow-down in exploration effort, decreasing
investment by transnational oil corporations and the overall
scarcity of financial and technical capacities in many of
these countries.

The world oil market can be expected to remain volatile
because of its investment costs, lead times and market struc-
ture. The capital intensity of production makes the oil mar-
ket inherently volatile. In periods of recession, oil prices
tend to be eroded because of overcapacity and sizeable dif-
ferences in marginal costs; in periods of growth, prices tend
to rise owing to the same inflexibility of production and high
marginal costs. Historically, production and exploration
have been largely influenced either by a few transnational oil
corporations or, more recently, by Governments, On the
consumption side, excise taxes or import fees have been
used either as important sources of government revenue or
for the protection of domestic energy sources.

The overall result of these interventions is that at present
two thirds of the oil market outside the centrally planned
economies is supplied by the owners of limited and high cost
oil reserves, which have been developed with massive in-
vestments. Owners of low-cost and abundant reserves sup-
ply the residual in the market, leaving at present at least 10
mbd of shut-in, low-cost capacity This misallocation of
scarce investment resources has taken place in periods of
very high and low interest rates. It has concentrated re-
sources in the developed market economies at a time when
the developing world is starved of investment capital either
from governmental or private sources. Furthermore, high-
cost investments are not limited to oil, but also apply to other
capital-intensive energy sources, such as nuclear power,
whose economic feasibility is invariably justified on the ex-
pectation of high oil prices in the long run, and fears of im-
port dependence, while often ignoring decommissioning,
waste disposal and related costs as well as the possibility of
catastrophic safety hazards

Repeated calls by consumer countries for negotiations and
stability during the period of high oil prices in the 1970s did
not meet with a favourable response on the part of producer
countries. Similar calls by producer countries during the
period of lower oil prices in the 1980s continue to be ignored
by the consumer countries . In these circumstances, the pro-

oration und deveiopment trends in developing countries (A/41/383-E/ 1986/ }



posal of the Secretary-General at the second regular session
of the Economic and Social Council in July 1986 remains
important. The dangers of continuing uncertainty in the in-
ternational energy situation need to be addressed. Invest-
ments in energy are long-term in nature and excessive
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gyrations in the markets render price signals unreliable, re-
sulting in periodic market upheavals. All parties would ben-
efit if discussions were launched about ways and means to
improve the monitoring and analysis of the international en-
ergy sitvation.




CHAPTER VI

ECONOMIC GROWTH AND TRADE IN CHINA, EASTERN EUROPE AND THE UNION OF
SOVIET SOCIALIST REPUBLICS DURING THE PERIOD 1986-1990

During the first half of the 1980s, economic growth in
most countries of Eastern Europe and the Union of Soviet
Socialist Republics was, on average, less than during the
preceding five years. The annual rate of expansion of aggre-
gate output in Eastern Europe decelerated from 3.9 per cent
in 1976-1980 to 2.2 per cent in 1981-1985 and in the USSR
during the same period from 4.2 per cent to 2.2 per cent. In
most FEastern European countries, performance remained
well behind the plan targets for 1981-1985. This compara-
tively sluggish performance was widespread within coun-
tries. In every country for which data are available, the pace
of expansion in agriculture, construction and industry
lagped behind plan targets and, in many instances, trailed
the achievements of the late 1970s. In addition, there were
marked year-to-year variations in the recorded levels of eco-
nomic activity. The fundamentals underlying the economic
fluctuations and comparatively modest performance are
complex. They range across the spectrum of key domestic
and external constraints, some of which are chiefly exoge-
nous and others the result of policy choices.

The mid-1980s provides an unusual, if convenient, water-
shed in the development policies of the European centrally
planned economies First, it is the period of the broad policy
discussions on the formulation of the new medium-term
plans, which in all these countries cover the years 1986-
1990 and which are, in principle, synchronized through the
co-ordination of intra-group trade intentions. As such, the
medium-term planning framework offers the opportunity
for a rounded assessiment of recent economic performance
and for a re-examination of the directions of current and
prospective economic policies.

The introspection that accompanies the policy discussions
on the successive drafts of the plans is invariably strongly
influenced by the experiences of the plans just concluded. In
the context of the unusual developments of the early 19803,
these plans exhibited unique characteristics as a result of
various internal and in particular external economic im-
balances, most of which could not have been foreseen at the
time the plans were drafted and approved. This particular
period in the medium-term planning cycle is also unusual
because it coincides with shifts in economic institutions,
management, and structural policies of several of those
countries, including the USSR.

Secondly, the mid-1980s is characterized by experimenta-
tion with various new policy instruments and institutional
and managerial features, and by the recasting of develop-
ment strategies and growth objectives. The experimentation
and recasting have been done for a variety of reasons, but

two stand out. The difficult economic policy choices that
had to be made on an emergency basis in the early 1980s,
primarily because of external payments imbalances, have
led to calls for more flexible policies and institutions that can
buttress more expansive pgrowth ambitions. Systemic
changes are also being sought in order to come to grips with
the apparently long-term slow-down of growth in several of
the industrially advanced members of the group. These ef-
forts affect not only individual countries but also, directly as
well as indirectly, regional economic co-operation within the
context of the Council for Mutual Economic Assistance
{CMEA).

The recent experiences, developmental priorities and pol-
icy concerns of China differ measurably from those of the
majority of the European members of the group. During the
early 1980s, China’s economic performance was exceed-
ingly buoyant. This stemmed especially from domestic pol-
icy changes and gradual shifts in institutions. Together they
have moved the Chinese economy from being a strictly
planned entity to one in which decentralized decision-mak-
ing is gradually fostered. But the situation in the mid-1980s
is lopsided and dualistic: the urban industrial sector is still
overwhelmingly managed through central planning, in con-
trast to the rural, largely agricultural, sector.

In view of the major differences in economic perform-
ance, objectives, institutions and policy instruments, the
first section of this chapter examines the framework of the
medium-term plans of the European planned economies
while the second deals with the Chinese economy. Special
attention is devoted to the changes in economic mechanisms
and policies and to the imbalances prevailing at mid-decade

Centrally planned economies of Eastern Europe
and the Union of Soviet Socialist Republics

Policy concerns and medium-term plans in the earty 1980s

Two principal themes marked the medium-term socio-ec-
onomic development plans for 1981-1985." In most of East-
ern Europe, these plans accorded the highest priority to
rectifying the external imbalances incurred in the 1970s.
Such imbalances had developed for a variety of reasons, in-
cluding the serious deterioration in the terms of trade in both
transferable rouble and convertible currency relations dur-
ing the second half of the 1970s; constraints on the supply of
key primary goods from within the CMEA region that had to
be offset through other channels at different prices; and mis-

* For further details on these pians, see ~ Medium-term growth and trade in the light of the socio-economic development plans of Eastern Europe
and the Union of Soviet Socialist Republics for 1981-1985"". in Supplement 1o World Economic Survey 1981-1982 (United Nations

publication, Sales No E 8211 C 2}, pp 15-35.
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calculations in external economic policies, including the as-
sumption that the disturbances engendered by the first oil
price shock in the mid-1970s would be a temporary aberra-
tion rather than the beginning of more fundamental shifts in
global economic relations.

Some planners hoped to ease those external constraints by
rapidly implementing the Long-term Target Programmes of
Economic Co-operation that CMEA members had been
elaborating since the mid-1970s. The Target Programmes
were expected to help ease supply constraints in critical ar-
eas of production (especially fuels and raw materials} and
services (in particular transportation). They were also in-
tended to stimulate and accelerate the pace of broadly based
specialization of production within CMEA = Forging more
complex ties through specialization in a growing number of
economic activities was thought to be an indispensable con-
dition for regaining the trade pattern that had prevailed
within CMEA during most of the post-war period: the ex-
change primarily of fuels and primary industrial products
from the USSR for machinery and other manufactured prod-
ucts from Eastern Europe.

The correction of domestic imbalances took second place
to the concern about improving the external sectors; even
50, most countries hoped to improve control of both domes-
tic investment and consumption demand by shifting re-
sources into the export sectors and cutting down on domestic
demand for imports. This was deemed necessary to accom:
modate external needs and also to create a more favourable
environment for economic experimentation and for the
growth of productivity. To the extent permitted by external
constraints, there was 1o be an acceleration in the transition
from the extensive type of economic development, relying
chiefly on steadily expanding the supply of factor inputs, to
the more intensive type of economic growth, in which in-
creases in value added result principally from gains in factor
productivity.

This order of priorities in policy concerns stermnmed from
the adverse experiences of the late 1970s and expectations
about the prospective economic environment. These expec-
tations included a long-term slow-down in the growth of the
labour force; limited expansion of investment expenditures;
limitations on the distribution of available capital funds
among sectors, including distribution between the material
and non-material spheres; a further deterioration of Eastern
Europe’s terms of trade; the policy objective of working off
past debt; and export-marketing problems for manufactures,
given the weak demand that was then besetting the global
economy.

In view of those anticipated constraints on growth, output
expansion for 1981-1983 was to be secured largely from
productivity gains. Such gains were expected from a combi-
nation of organizational modifications, more intensive utili-
zation of the available capital stock, including imported
technology, changes in macro-economic planning tech-

niques, more flexible micro-economic management, better
mobilization and motivation of the labour force, utilization
of capital funds for reconstruction, modernization and auto-
mation rather than for the expansion of physical capacity.
lowering the raw material and fuel intensities of output, im-
proving the quality of domestic and export supply. and faster
transmission of technolopical progress

The external constraints for the Soviet Union were mark-
edly different for at least two reasons First, the USSR had
been experiencing sharp gains in its terms of trade and had
managed o expand its transferable rouble and convertible
currency earnings, notably by increasing supplies of gas and
oil. Secondly, the debt level of that country relative to its
size, wealth and economic potential was far below that of the
majority of Eastern European countries. However, the So-
viet Union was also subject to certain external constraints
Successive harvest set-backs had to be offset through im-
ports, especially of feed grains; the growing need to mod-
ernize plant and equipment through the importation of
advanced technology; and emerging capacity constraints on
feasible output levels for crude petroleum and hence on the
primary external revenue earner For those reasons, virtu-
ally all European planned economies adopted cautious eco-
nomic policies.

Plan targets and achievements in the early 1980s

The evaluation of recent economic performance in the
1986-1990 plans and the intensive policy discussions prior
to the finalization of the plans demonstrate that policy
makers have become very concerned about the slow-down
of growth in the early 1980s. The fact that, despite the rather
“soft” plans adopted for 1981-1985, results fell short of in-
tentions in several respects is being viewed as an opportu-
nity to experiment further and make up lost ground,
primarily through changes in policies, institutions and pol-
icy instruments.

As shown in table VI {, only Bulgaria attained the planned
pace of aggregate output growth between 1981 and 1985.
Except for agriculture in the German Democratic Republic,
nejther the industrial nor the agricultural sectors in any of
the countries for which final data are available exceeded the
magnitudes planned. For the countries that adopted ranges
{for example, Czechoslovakia}, the pace of expansion at
best approximated the lower bound. Though the below-plan
performance in agriculture and industry was less pro-
nounced in the USSR than in the Eastern European countries
as a group, achievements remained well below the expecta-
tions of policy makers in the early 1980s (when the effect of
the sizeable gains in terms of trade through 1984 could have
been taken into account).

For most members of the group, 198i-1983 was charac-
terized by a deceleration in growth rates compared with the
1970s.? For the group as a whole, the rate of growth declined

! The average growth rates for the period as a whole mask the considerable swings that were sustained on a year-to-year basis  For the period
1981-1984, the evolution of the main macro-economic aggregates and the adiustment efforts undertaken are traced in **Adjustment and
investment policies in the centrally planned economies of Eastern Europe™”, in World Economic Survey 1983 (United Nations publication,

Sales No E.8511.C 1), pp 89-101
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Table VI.1. Centrally planned econormnies of Eastern Europe and the USSR selected actual and
' planned medium-term macro-economic growth rates, 1976-1990 o
National incomes Gross industrind outputd Gross agricultural outpute
1976~ 1981- 1986- 1976- 1981- 1986- 1976 1981- 1986-
1980 1985 1990 1980 1985 1990 1980 1985 1990
Actuad Planned Actual Planned Actual Planned Actual Planned Actual Planned Actual Planned
Albanin 46 62-65 30 6265 60 6366 49 5255 39 5457 25 6265
Bulgariz 6.1 37 37 5.4 60 51 43 4654 21 34 £2 19
Czechoslovakia 37 2026 18 3435 47 2734 27 2834 17 1822 18 1214
German Democratic
Republic 4.1 51 4.6 4.6 50 51d 41 3741¢ 04 0709 22 [ 5f
Hungary 32 2732 13 2832 34 3541 22 2030 29 2328 22 1449
Poland 12 v -0.8 32 47 - 04 31 0.5 " ~0.5 2.0
Rornania 13 71 44 99106 95 76 40 7583 48 4550 20 6167
Eastern Europe# 39 3438 22 52 55 3842 28 44 P8 2127 11 27
USSR 4.2 3.4 36h 43 45 47 37 46 17 2.5 11 27
Totalz 41 3435 32 4.6 48 4446 34 4.6 17 2426 11 27

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

statistical publications, plans and plan fulfillment reports.

& Nationnd income produced, except for the USSR, where the planned rates refer to national income domestically used

b Gross value of output at constant prices, except for the German Democratic Republic, where the plan data refer to the
value of commodity production (i e., gross output less work in progress).

© Change in the five-year average output from the average of the preceding five years, expressed as annual compound

rates,
d Commodity production
¢ Estimate.

f Estimated on the basis of projected individual or aggregate crop and livestock yields.

& Excluding Albania and, for the period 19811985, assuming the following average annual growth rates for Poland: Gto
1 per cent for national income, 0.5 to 1.5 per cent for industrial output and 1.5 10 2.5 per cent for agricultural output

h The actuat rate for net material product used was 3.1 per cent. The data on total output and its components for the
period 1981-1985 as a whole and for 1985 released in the 1985 statistical yearbook are not fully compatible with the
snnual dota and the period averages for 1981-1984 disclosed in eatlier yenrbooks .

from about 5 per cent in 1978 to less than 3 per cent in 1982.
This stemmed in part from the marked contraction in eco-
nomic activity in Poland. But negative growth occurred in
several other countries as well, at least for one of the years
observed: 1982 yielded the lowest pace of growth recorded
in the post-war period for nearly all of those countries. A
rebound started in the USSR and Eastern Europe in the sec-
ond half of 1983. This recovery solidified noticeably in
1984, aided partly by an exceptionally favourable agricul-
tural performance,’ but growth tapered off markedly in
1985.

The new plans and the related official policy discussions
differentiate between domestic and external factors as rea-
sons for the uneven developments of the carly 1980s. The
key external factors that help to explain the comparatively
poor performance of most European planned economies are
(a) the further marked deterioration in the terms of trade,
particularly in transferable rouble relations; (b} the modest
success in bolstering export performance, which appeared
to have been geared largely to emergency measures to stem
the drain on convertible currency reserves; {c) weak de-
mand, especially in Western Europe, through 1983, which
hampered efforts to expand convertible currency trade; (d)

for some countries, the limitations imposed on domestic
macro-economic policies by high interest rates, the compar-
atively high level of convertible currency indebtedness in
relation to export earnings and the small amount of fresh
funds obtainable in the global financial circumstances of
1981-1983; (e) the unexpected deterioration in the political
climate of East-West relations, which reduced the volume of
reciprocal trade and capital flows; and (f) the virtual aban-
donment of the target programming approach when national
economic policies began to focus on emergency adjustment
measures rather than on structural changes.

Domestic constraints in a number of countries were no
less pronounced. In spite of the planned moderation of
growth in aggregate demand, the anticipated efficiency
gains from better resource allocation and from modifying
the composition of output were not realized in most coun-
tries. It proved difficult to reallocate investment resources,
to maintain capital formation at planned levels and to realize
the efficiency targets, with the result that the reduced, and
even negative, rates of growth in investment entailed bottle-
necks that the policy makers had hoped to resolve through
growth moderation. This exacerbated bottle-necks in mate-
rial supply; it also resulted in a slow-down in the renovation

' There were also two more working days in 1984 than in cither 1983 or 1985 If growth performance had not changed, this by itseil would have
raised the aggregate numbers by perhaps 0 75 percentage points over the levels attaiped in 1983
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or replacement of fixed assets,* capital-output ratios gener- whose volume in nearly all countries continued to rise;® and
ally remaining exceedingly high or even worsening; it ham-  the more intensive and prolonged use of the rising absolete
pered the intended cut-backs in ongoing capital projects, capital stock caused expenditures for capital repair to soar *

Table VI.2. Centrally planned economies of Eastern Europe and the USSR: net
material product produced and domestically used
(Average annual increase)

NMP NMP Consumption
produced used Total  Persopals  Sociald  Accumuiations
Bulgaria -
1976-1980 6.1 28 40 4.1 49 0.1
1981-1985 37 is6 4.0 39 49 24
1986-19904 34 . ‘
1981 50 7.7 513 30 55 i4 8
1982 42 1.9 37 36 6.5 -33
1983 30 12 29 25 25 -36
1984 46 52 49 46 50 62
1985 18 23 33 26 -08
Czechoslovakia
1676-1980 3.7 22 25 17 4.8 14
1981-1985 18 0.0 240 1.0 42 ~7.3
1986-19904 34 30 29 23 4.1
1981 -1 ~3.4 16 1.7 49 -21.7
1982 02 -16 =11 =23 I8 -3.6
1983 2.3 0.6 28 2.1 42 -8.0
1984 is 1.2 30 1.7 57 -6.6
1985 30 1z 27 1.9 44 38
German Democratic Republic :
1976-1980 4.1 16 18 4.0 31 3t
1981-1985 4.6 12 2.5 28 1.4 44
1986-19504 4.6 . . .
1581 48 12 26 26 23 -37
1982 26 33 12 19 0.6 ~18 4
1983 46 05 06 06 -7 00
1984 55 34 37 43 17 R
1985 48 42 47 4.7 4.0 29
Hungary
1976-1980 28 17 10 26 59 =29
1981-1985 £3 -8 P4 |4 i3 -13.6
1086-1990d 30 27 i7 .
1981 25 0.7 30 30 30 -8 6
1982 26 -1 1 1.4 14 I3 -124
1983 03 -2 8 0.6 035 07 =204
1984 2.5 -6 09 0.9 12 -11.3
1985 -1.4 -06 1.2 a7 4.5 ~150Q
Poland
[976-1980 12 -0.2 4.5 b 53 -11 8
1081-1985 -0.8 -16 -08 -1 6 41 -4 0
1986-1990d 32 29 2.6 36¢
1981 -§20 105 -4.6 4.1 -8 -27 6
1982 -3.5 -105 -~11.5 ~-14 .6 15 -6.6
1983 60 56 58 62 i 49
1984 56 50 44 38 83 73
1985 34 38 29 22 5.6 72

* Thus, in the USSR, the ratio of amortized assets to the amount of fixed capital in industry declined by one third from 2 1 per cent in 196510 1 8
percentin 1970, 1.6 percentin 1975 and 1 4 per cent in 1985

* For example, the share of fixed assets put on stream with a vintage up to five years in the total year-end value of fixed assets in the USSR
declined from 37 per cent in 1975 to 34 per cent in 1980 and 29 per cent in 1984, the corresponding figures for industry are 40 per cent, 37 per
cent and 28 per cent. Comparable data for 1985 nre not available, but a sharp reversal is unlikely to have cecurred The severe problems
encountered with the accelerated replacement of fixed capital were no less pronounced for Eastern Evrope For countries that publish data
(Bulgaria, Czechoslovakia, Hungary and Poland), the reported retirement rases of fixed assets were uniformly lower than in the USSR, in
Czechoslovakia and Poland in recent years, they have amounted to around half the Soviet level Furthermore, except for Bulgaria, retirement
rates in all countries were steadily decreasing over time . This probably stemmed in part from the peneratly anaemic investment activity
sustained in the first half of the 1980s

® In Soviet ferrous metallurgy, for example, the expenditures equatied the amount of gross capital investment
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Table V1.2, (continued)
NMP NMP Consumption
Accumu-
produced  used Total  Personalt Sociald latione
Romania
1975-1980 73 6.9¢c 7.1 6.9¢ 8 4¢ 6.60
19811985 4.4 03 23e 2.4¢ 1.5e ~6.4e
1986-19504 16.3 . . - ~ .
198} 22 -6 5¢ 30c 3.8 ~2.5¢e -24 5¢
1982 27 -1.5¢e ~1.3¢ ~F 3¢ ~1.4¢ -2 (e
1983 37 2.2 0.7 -0 2e 7 le 6.0
1984 7.7 1.8¢ 5.9¢c G te 4 0e -4 7
1985 59 4 8f 7.41 -gzr
USSR
1976-1980 43 38 47 22
1981-1985 34 318 3.9 . 6.71
1986-1990d 4 3e 4.1 46
1981 33 32¢ 40 09
1982 3¢ 3 5e 12 1.0
1983 42 je6e 3.2 4.6 56
1984 32 2.68 39 35 -16
1985 35 315 32 24

Source - Department of International Economic and Soctat Affairs of the United Nations
Secrelariat, based on various national and international sources.

3 Volume of consumer goods and services supplied to the population.
b Consumption of materinl goods in institutions providing amenities and social welfare services.
¢ Net capital formation plus changes in inventories.

d Plan tarpets.

€ Secretariat estimates based on partial information

' Current prices.

& The data released in the i985 statistical yearbook for the period 19811985 as a whole and for
19835 are not fully compatible with the annual data and the period averages for 1981-1984

disclosed in earlier yearbooks

The situation does not apply to all economies and all
phases of the experience of 1981-1985. None the less, the
few countries that succeeded in cutting back on the volume
of investments in progress couid sustain this activity only
very temporarily and in just a few sectors.” By mid-decade,
the potentially critical contribution to output of better re-
source aliocation, of revised amortization strategies and of
more efficient capital construction were in the forefront of
policy discussions, just as they had been prior to the imple-
mentation of the plans for 1981-1985.

As a reflection of the priority accorded to generating ex-
ternal payments surpluses through trade, each of the uses to
which aggregate income can be put tended to expand mark-
edly less than aggregate output. Incontrast to the differences
between growth rates of aggregate output and uses of in-
come observed during much of the early 1980s, there was
some convergence in 1985 in all the countries concerned,
regardless of the overall pace of growth. This change in the
relationship between the growth rates of aggregate output
and uses reflects above all the increasing need for resources
for domestic utilization, if output growth s to be maintained
even at a moderaie 3 to 4 per cent a year, and set-backs in the
trade sector During most of this period the majority of coun-

tries sought to protect the consumer, with the result that the
growth of consumption generally exceeded that of accumu-
lation (that is, net capital formation including changes in
inventories) (see table V1.2). Within the consumption com-
ponent, the changes in personal and social consumption dif-
fered. Instead of the usual faster growth of the social
consumption component, several countries (including the
German Democratic Republic, Hungary and Romania) ac-
corded at Jeast equal, but mostly greater, priority to private
consumption. This entailed a policy shift in some countries
that may signal the start of a longer-lasting trend . In Poland,
social consumption exhibited positive growth whereas pri-
vate consumption contracted. In some countries, including
Bulgaria and Czechoslovakia, social consumption grew
faster. The experiences of the other countries either fall be-
tween the two patterns mentioned or lack a clear trend.

In the early 1980s, total consumption tended to grow
faster, or contract less, than accumulation. When output
growth accelerated in late 1983 and in 1984, this relation-
ship changed: accumulation generally began to expand
while consumption growth slackened. This reflected essen-
tially the reassessment of the role of investment in propping
up economic performance in the short to medium run and in

' For a more detailed examination of the investment process during the first half of the 1980s. see " Adjustmens, investmeni and structural
change in centrally planned economies™. in World Economic Survey 1986 (United Naticns publication. Sales No E.86 1 C 1). pp 121-134
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ensuring genuine progress towards a more intensive, re-
source-efficient path of economic development. Judging by
the strategies contained in the 1986-1990 plans, this trend
may become even more pronounced in the years ahead.

The overall economic performance of the region in 1981-
1985 provides few indications that the underlying decelera-
tion in growth of the 1970s could be decisively reversed or
that the foundations for such a shift in the future were even
completed. In this connection, it is noteworthy that the fa-
vourable developments in 1983-1984 were achieved pre-
dominantly by cutting imports rather than exports, by
imposing strict guidelines for saving energy and raw mate-
rial and, in some cases, through partial modifications of in-
stitutional and organizational mechanisms. The marked
improvement in the trading environment, especially in
Western Europe, also played an important role. As develop-
ments have demonstrated, such measures by themselves are
ot likely to generate sustainable efficiency gains. The deci-
sive long-term acceleration of economic growth can be
achieved only by promoting structural changes through new
investments, including the introduction of more efficient
and productive technologies.

Policy environment for the second half of the 1980s

As a result of the uneven economic performance of the
early 1980s, planners have come to recognize the need to
address themselves to such issues as slowly expanding pro-
ductive resources, deficiencies in management and planning
systems, and slow factor productivity growth. These and
related concerns have provided further impetus for policy
makers to search more vigorously for ways and means of
generating more buoyant economic activity, which is once
again at the forefront of current medium-term economic pol-
icies. Such a path should be sustainable in the medium to
long term, permit the correction of bottle-necks and im-
balances, and raise the level of efficiency of preduction. The
new five-year plans generally envisage an acceleration of
growth throughout the second half of the decade as a result
of consistent adjustment of economic structures and, in a
number of instances, more vigorous investment policies.

The development strategies that emerge from the five-
year plans aim at resource-efficient economic growth. Sig-
nificant increments in national output at essentially current
levels of energy, raw material and labour inputs, as well as a
sharp reversal of the decline in capital productivity, are en-
visaged. These goals may be feasible if the policy commit-
ments expressed in the plans - to foster more buoyant
investment activity and promote technical progress, to enact
consistent changes in the composition of investments by sec-
tor and technology, to increase efficiency in the utilization of
energy and raw material inputs, and to undertake appropri-
ate improvements in the overall character of policies, plan-
ning, management and organizational infrastructure - are
kept firmly ahead of short-term economic disturbances and
exigencies.

The rethinking of development strategies and especially
the recasting of the concept of “intensification™ on the basis
of recent experiences appear to have led decision makers to
the conclusion that a resource-efficient path of economic de-
velopment does not of itself entail slower economic growth.
It is deemed essential in some countries, including the
USSR, to maintain the rate of growth of output at an average
of about 4 to 5 per cent a year in order to provide for the
modernization of the production apparatus and the accelera-
tion of technological change. Accordingly, planned rates of
growth of output for 1986-1990, except in the German Dem-
ocratic Republic, have been set at levels that exceed those of
1981-19835 by between half a percentage point a year for the
USSR and 6 percentage points for Romania (see table VI.1);
Poland comes in at the upper end of the acceleration range,
with an average increase of 4 percentage points. The Ger-
man Democratic Republic has maintained comparatively
buoyant growth in the first half of the 1980s and its current
targets call for a continuation of its previous achievements,

These higher growth targets are the result of a two-
pronged development strategy. They depend critically on
generating much higher levels of factor productivity growth
than could be attained in the past. At the same time, in order
to foster greater efficiency, this relatively ambitious acceler-
ation of output growth is expected to provide the capital re-
sources to implement far-reaching structural change and
modernization of fixed assets. Structural policies, a stream-
lining of economic mechanisms and the wider use of incen-
tives for rational production decisions and work
performance are expected to help achieve these goals.® To
reinforce material incentives, plans provide for the growth
of retail trade, especially services, to outpace that of remu-
neration, which is slated to expand only modestly. Better
utilization of labour resources, therefore, is expected to
emerge mainly through other than wage incentives.

The focal points of the efforts designed to adjust economic
structures are the creation of an institutional environment
that fosters steady innovation in the material sphere as an
integral ingredient of the general overhaul of the planning
and management systems. The institutional modifications
envisaged range from the forms and methods of centralized
econonic control to new legal provisions that create more
room for independent decision-making by enterprises. They
are themselves considered a probe for still further funda-
mental adaptations of economic mechanisms. Such shifis are
being undertaken, or are in the initial phases of policy dis-
cussions, in the majority of the European planned econo-
mies. In the longer term, they are bound to affect the
environment for CMEA economic integration.

Aggregate and sectoral eutput plans and policy orienta-
tion for 1986-1990

Most of the plans emphasize special efforts to prevent out-
put in the first phase of the five-year plan period from lag-
ging behind the plan objectives, as happened in the first half

* The plans emphasize that further gains in personal incomes must be linked more closely to the contribution to outpus and efficiency
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of the 1980s. Except for Romania, the 1986-1987 agpregate
output targets in all countries were set at the lower end of the
range first adopted in the directives for the elaboration of the
five-year plans;® that is, they are synchronized with the
achievements of 1984-1985. The plan projections for the
period 1986-1990 as a whole depend on gradual improve-
ments in factor productivity, some of which shouid result
from the ongoing changes in economic mechanisms in those
countries. If kept on the present course, such changes in
policies, institutions, policy instruments and behavioural
rules may yield their first results in terms of level and quality
of growth towards the end of the current five-year plan per-
iod.

Sectoral projections for 1986-1990 are, in some cases, at
marked variance with average achievements earlier in the
decade. The recent constraints on domestic and imported
fuels and energy demonstrated that improved efficiency in
resource use and faster adjustment to changing demand are
essential to improve industrial performance. In recognition
of this, the plans for 1986-1990 highlight policies for struc-
tural adjustments in the composition of output and the orga-
nization of enterprises, and for material and other incentives
1o boost technological achievements. The measures encom-
pass the whole cycle from research to application and dis-
semination. This strategy is two-pronged. On the one hand,
fast growth in output of branches promoting technological
change (engineering, electronics, automation, new materi-
als and biotechnology) is anticipated. On the other hand,
policy makers expect to be able to reshape the existing eco-
nomic mechanisms quickly and radically enough to speed up
the transition to more efficient, less resource-intensive in-
dustrial growth This in turn calls for an acceleration of
modernization and a retooling of the economies

Industry is generally expected to be the fastest growing
sector in the coming quinguennmium Profound structural
transformation is envisaged in order to reflect the recent
shifts in domestic and external supply and demand. Such
high-technology branches as informatics, telecommunica-
tions, complex and computer-controlled engineering, and
robotics are to expand very rapidly On average, the growth
of capital funds appropriated for these sectors exceeds the
average of that for industrial investments by a considerable
margin. Output of energy- and material-intensive branches,
including metallurgy and construction materials is slated to
rise more moderately, in part to accommodate the high pri-
ority placed on compressing per unit material and factor in-
puts substantially below current levels. Some countiies hope
that savings in energy and material inputs alone will yield a
gain in productivity equivalent to more than half the targeted
industrial growth

The 1986-1990 targets for agriculture and the food com-

plex as & whole are designed to ensure stable levels of supply
well above desirable minimums. Another main aim is to
raise the level of agricultural self-sufficiency and, in some
countries, the volume of exports. The importance of im-
proving the efficiency of agriculture through further modifi-
cations in the organization, management and incentive
systems, in a number of cases by curtailing compulsory tar-
gets, is also emphasized in the plans. The role of indirect
economic levers and incentives is bound to be more vigorous
in the countries that have already introduced managerial
changes Agricultural units arc expected to reduce produc-
tion costs and waste of all kinds, and to utilize fixed assets,
labour, energy and raw material inputs more effectively. To
this end, measures will be enacted to raise deliveries of agro-
chemicals and technical equipment. to improve water and
power suppiies, and to expand food-processing capacity, in-
cluding storage facilities. Improvements in pricing and pro-
curement systems are intended to raise profitability levels in
both crop and livestock production

Measured against the levels achieved in the preceding
quinquennium, average annual growth of gross agricultural
output in 1986-1990 is targeted between 1.3 and 2.7 per cent
(see table VI.1}. An exceptionally high annual growth rate -
between 6.1 and 6.7 per cent - has been adopted by Roma-
nia. Except for Czechoslovakia, Hungary and the USSR,
these targets are generally above the average growth rates of
1981-1985 " Because the early 1980s was a comparatively
good growth period for agriculture, the targets for the
present quinquennium are predicated on rather favourable
climatic conditions. The primary aim appears to be to elimi-
nate the vulnerability to weather fluctuations. to overcome
such chronic obstacles as the seasonal shortage of labour. o
curtail losses and to ease bottle-necks in the agro-industrial
infrastructure, rather than to accelerate output growth

Construction activity in the carly 1980s remained gener-
ally rather weak as a result of the priority accorded 10 appro-
priating investment funds in favour of raising technological
tevels, rather than starting up new structures. This policy
continues to prevail Most countries envisage expanding
construction activity only modestly, although residential
construction, the demand for which continues to be very in-
tense, is an exception in several cases ' In financing resi-
dential construction, greater use will be made of household
savings Developments in the construction sector will he
conditioned by efforts to focus resources, to readjust plan-
ning and management {with a view to shortening gestation
periods and improving both the quality of output and labour
productivity) and to introduce new materials and technology
on a wide scale.

The transportation and communication sectors encoun-
tered severe bottle-necks during the earlier part of the dec-

* For further details. see the discussion of the current economic situation ia chapter I1 above
" Because of unusual year-to-year fluctuations in agriculture, all growth rates are measured over five vears (i ¢ . wotal owtput over 1981-1985

refative to 1976-1980) and then snnualized

In the first half of the 1980s. residential construction remained wetl below the schievemens of the preceding quinqueaniim in @i countries but

the German Democratic Republiv {see Svér Hospoddiavi (Praguey, 1986: 121, p. 6). although a major increase in 1985 was reported by the
USSR In same countries, the new plans do not foresee any marked acceleration because of the priority of industrial modernization On the

whale. construction activity is to expand stowly at best
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ade in a number of countries. In order to avert a repetition,
the broad improvement of infrastiucture, the further electri-
fication of railroads and the upgrading of the energy-effi-
ciency of transportation stand at the forefront of
developments in these sectors. Because of growing infras-
tructural interdependence within CMEA, modernization in
electrification, transportation and communication is in-
creasingly based on the needs of the group as a whole. An-
other important feature of the new plans is the importance
attached to environmental policy and conservation of natural
resources.

Distribution of aggregate output

The new medium-term plans do not generally provide a
detailed analysis of intentions regarding the expansion and
distribution among uses of domestic income in the years
ahead. From the available quantitative (see table V1.2) and
gualitative information, all economies envisage somewhat
higher growth for uses of income during this plan period
than was attained in 1981-1985. Both the rate of expansion
and the distribution between consumption and accumulation
remain subject to potentially conflicting policy objectives.
The plans are committed to far-reaching structural change,
to the re-equipment of the productive apparatus (and hence
to more rapid growth of investment than in the previous plan
period), to working off external debt in both convertible
currency and, except for Poland, transferable roubles, and
to ensuring moderate growth in consumption for 1986-19%0.
Even with this acceleration, accumulation envisaged for
several countries will remain below the 1980 level.”

The economic strategy outlined in the plans for 1986-1990
secks important changes in the approach to planning the ra-
tio between accumulation and consumption. At the begin-
ning of the 1980s, it was widely asserted that a reduction in
the level of accumulation without reducing output growth
was an indicator of intensive development as well as an im-
portant source of steady growth in consumption. This is now
widely considered to be unfounded.” A reduction in the
share of accurnulation, against the backdrop of a moderate
or diminishing growth of aggregate output, inevitably com-
presses feasible consumption levels in the medium term.
The strategic concept of development now asserts that the
maximization of consumption in the long run must be
achieved oot through cuts in accumulation, but rather by
expanding capital formation and through a vigorous invest-
ment policy

in recent years, it has become increasingly clear that a low
level of accumulation slows down the renovation of the capi-
tal stock. To improve the efficiency of fixed assets, it is
necessary to enact rationalization measures, which may re-
quire comparatively low new capital investment at first. But

in the longer term, productivity can be improved at a steady
pace only by raising capital formation, which may tempo-
rarily lift the share of accumulation in the uses of aggregate
income. This short-run statistical effect should not necessar-
ily be taken as evidence of a return to “éxtensive” develop-
ment policies. On the contrary, intensification is being
placed right at the centre of the current medium-term devel-
opment efforts. Along with this rethinking of the role of
capital formation in growth, a number of countries (includ-
ing Bulgaria, Hungary, Poland and the USSR) also empha-
size that the key to investiment efficiency lies beyond purety
guantitative adjustment of its volime.

Under the investment policy of the current five-year
plans, the share of accumulation in aggregate income uses
may temporarily rise, but the funds thus earmarked for capi-
tal formation will be released only in support of output deci-
sions that yield marked productivity growth. “Intensive
accumulation', which is resource-saving, presupposes a
stepped-up pace of growth in high-technology sectors, an
increase in the share of reconstruction and retooling, accel-
erated replacement of fixed assets and decisive cuts in gesta-
tion periods and construction costs. A reduction in excessive
stacks of materials and equipment and an increase in the
turnover of both working capital and commodity stocks in
industry and in trade will also yield positive results.

The qualitative and quantitative growth path set for 1986-
1990 thus depends heavily on more buoyant investrent ac-
tivity. The plans for 1986-1990 foresee a substantial reversal
of the decline in investment ratios that characterized 1981-
1985 for most CMEA countries. But the intentions are not
uniform. The rise in gross investment in the Soviet Union
will be slightly higher than output expansion; the same is
true for Eastern Europe, except for Czechoslovakia, the
German Democratic Republic and Romania (see table
V1.3). Policy actions required to ensure structural change
and raise efficiency, especially in Poland and the USSR, are
being undertaken early in the current five-year planning per-
iod. In other countries, greater scope is seen for investments
in the late 1980s. This increase in the volume of outlays,
together with a stronger concentration and allocation by pri-
ority branches, are the principal features of the investment
policy of the European centrally planned economies in 1986-
1990.

The rationale for this approach may be illustrated by the
industrial investment policy pursued in recent years in East-
ern Europe. The decline in investment levels delayed the
modernization of the sector’s fixed assets and exacerbated
capacity constraints in some branches. To overcome this
legacy in the second half of the decade, the modernization of
the engineering branches is to be fostered by a substantial
infusion of capital funds. As a result, the share of the invest-
ment fund appropriated for this sector is set to rise. In the

1t This is especially the case in Hungary (see J. Hos, A VII. Gtdves terv koncepcionilis kérdései'', Gardasdg (Budapest), No. 3 (1985), p 16)

“ During the industrialization phase between the two World Wars in the USSR and for the major patt of post-war developments in nearly all
countries the share of accumulation in aggregate income uses steadily increased The change in the preportion between accumutation and
consumption in favour of consumption has become a new policy feature in the past 15 years or so Thus, in the USSR, the share of
accumulation in apgregate income uses declined from 28 per cent in 1966-197010 27 7 per cent in 1971-1973, 26. 1 per cent in 1976-1980, and

25.1 percent in 19811985
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Table VI.3.

Centrally planned economies of Eastern Europe and the USSR

investrnent growth, 1981-1980

{Percentage)
1986~
1981-1985 1990 1986 1987
Planned2 Actual® Planned: 1983 1984 1985 Planned Actuaf Planned
Bulgaria 3.6 456 583700 {7 0.3b 8.6b 5.8 20 12 1
Czechoslovakia -2.1 -0.4 19-23 0.6 4.2 54 0.8 2.8 2649
German
Demnpcratic
Repubiic -0.6 13} 15-1.9 0.0 4.9 37 18 50 1.5¢
Hungary 0.0 -2.0 0610 -34 ~-3.7 -3.0 0.0 55 1020
Poland : ~7.4 4.4 94 1L.4 6.0 42 30 3243
Romania 52 13 16 24 6. ib 1.6b 68 12 6.7
Eastern Europe ~0.1f -3 34 24 2.2 4.0 4.0 2.5k 4 88
USSR 21 33 43 56 19 10 16 §.0n 50d
Total 1.8¢ 19 41 47 2.0 32 6.6 6 58 498

Source: Department of Internationn! Economic and Social Affairs of the United Nations
Secretariat, based on nationat and international sources

2 Annuatized on the basis of the ratio of investments in the current five-year plan 1o investments in

the preceding five years
b Current prices.

€ Estimate of plan-over-plan; price basis unknown.
d Estimate hased on values: no details are available of whether the fipures are evaluated in constant

or current prices.
€ Based on year-end maognitudes

f Based on an estimated 5 9 per cent for Poland

£ Secretariat estimate.
b State investment only

USSR, for example, investments earmarked for this purpose
are planned to rise by 80 per cent over the average of the
preceding five-year period, whereas they increased only by
18 per cent during the previous five years. In other countries
the contrast is not so sharp, but the shift in policy is none the
less very marked.

An investment policy targeted firmiy at the steady mod-
ernization of economic structures and the acceleration of
technological progress remains contingent in most countries
on the easing of prevailing external and internal constraints
and, secondarily, on the legacies of past capital formation.
External payment commitments still take a heavy toll in
some of these countries, and measures must be enacted to
raise export earnings to a level sufficient for both debt re-
payment and the financing of imported investment goods.
On the domestic side, the expeditious completion, and in
some cases the scrapping, of the backlog of unfinished con-
struction accumulated during the past five years, without
jeopardizing the envisaged renewal of productive fixed as-
sets, remains a critical task

To work off the existing level of unfinished capital con-
struction, regulations have been adopted to freeze some
projects and to curb new ones. In addition, the share of in-
vestments earmarked for completion of projects in progress
is to increase. In some cases, projects are being scrapped in
mid-stream . Plans also emphasize a sharp expansion of the

share of machinery and equiprment in total investments at the
expense of new project stari-ups or conastruction. The weed-
ing-out of obsolete equipment is also to be accelerated. In
the Soviet Union, for example, the rate of retirement of ma-
chinery and equipment is due to nearly double.

Given the priority accorded to investment, the plans em-
phasize that further gains in personal incomes are contingent
on raising output and efficiency. Steady, if modest, increases
in real incornes and levels of living remain high among the
policy priorities. The patterns of consumers® incomes, con-
sumer price formation and total consumption policy exhibit
three main characteristics . First, incomes and consumption
remain highly regulated by central fiat. Adverse develop-
ments that cannot be accommodated in the plan are generally
offset either by general measures to adjust income distribu-
tion and consumption or by specific income or consumption
allowances. Secondly, the socialist framework of these
economies ensures that differences in the socio-economic
position of different groups remain within rather narrow
bounds  Finally, income policies continue to be imple-
mented through the wage fund of enterprises, the level and
distribution of social consumption funds and consumer price
policies. All centrally planned economies emphasize the
need to strengthen the incentive rofe of wages by linking
them to productivity gains." Most countries also stress that
consumer price policies need to be more flexible. Policy in-

" This was attempted during the previous medium-term plan, but the ongeing policy discussions suggest the policy will be strengthened in the

seeond half of the 19805
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tentions regarding social consumption are less detailed.
While no change seems to be envisaged on subsidies to the
more vulnerable groups, in most countries, there appears to
be a policy trend to limit social transfers to the bulk of the
able-bodied population. This may ease the pace at which the
share of the social consumption fund in total available re-
sources rises, but it will not necessarily reverse it."

Consumer prices and price policies

The price and income policies of these countries are insti-
tutionally anchored to pervasive government controls
These policies are guided by both economic and overail so-

cial objectives that aim to ensure that all income groups of

the population can procure basic necessities. The two main
instruments to achieve this goal are the regulation of retail
prices by planning the price level and its movements and the
use of transfers to compensate partially different layers of
society for changes in the price level. Though these precepts
continue to prevail in the late 1980s, they do not inhibit a
further widening of the more active consumer price policies
pussued since the early 1980s in a number of countries.

Secn in the post-war perspective, movements in consumer
prices in 1981-1985 were considerable, and were not neu-
tralized by income or consumption increases in the majority
of the countries concerned (see table VI.4). Official retail
price indices showed a pronounced rise in all but the German
Democratic Republic. The increase of between 0.9 and 2 per
cent a year in Bulgaria, Czechoslovakia and the USSR
stemmed largely from administrative price changes, as illus-
trated by the “blips” in the series shown in table V1.4 In
Poland, for example, the price rise was unusually large and
was achieved through deliberate policy measures. Hungary
kept its price increases within the 6-7 per cent range attained
in 1976-1980. In Romania, however, there was an accelera-
tion from an annual average of 1.4 per cent in 1976-1980 to
5 per cent in 1981-1985. A common feature was that retail
prices of foodstuffs increased faster than those of non-food
products, except in Hungary, where the reverse prevailed.

Adjustments were even more pronounced for wholesale

prices, the linking of wholesale and retail prices, and the
synchronization of foreign trade and wholesale prices. For
lack of statistical data, these various interlinkages can be
documented for a period of time for only Czechoslovakia,
Hungary and Poland. The data suggest, first, that there has
not been a uniform approach regarding the relationship
among the three price layers. With respect to the link be-
tween import prices and industrial producer prices, the three
countries followed quite different patterns. In Poland, the
correlation is very high, except in 1982 when the central
authorities implemented a general, autonomous price in-
crease. Industrial producer and retail prices began to be
aligned in Poland in 1983 The correlation is better for Hun-
gary, largely because of its policy of letting prices reflect the
market value of products, including trade prices, but with
greater automaticity for producer than for consumer
prices.'® Nevertheless, other socio-economic precepts tem-
porarily interfered with the smooth feeding through of price
changes in the early 1980s.7 In Czechoslovakia, no clear
correlation exists between foreign trade and industrial prices
or between the industrial prices and retail prices, basically
because the country adheres to a substantizl degree of do-
mestic price autonomy, except during periodic (usually on a
five to ten year basis) overhauls of fiat prices *

Both the data for these countries and less systematic obser-
vations for others indicate thal price policies have become
more active since the early 1980s. More attention has been
given to the import price level and to the structure of prices
in comparison with prevailing domestic prices. Individual
country price policies, however, continue to differ mark-
edly In the new five-year plans, modifications in price poli-
cies have been sketched even in some of the countries that
have generally adhered to administratively fixed prices. All
the plans emphasize the increasing role of consumer prices
in balancing supply and demand for goods and services and
in shaping real incomes. Consumer markets could become
somewhat better balanced in these economies, especially if
the pianned growth of retail trade materializes.

In Hungary, Poland and Romania, and probably Czecho-
slovakia, future increases in consumer prices are deter-
mined largely by the policy objectives of balancing supply

In 1981-1985. benefits from the secial consumption fund played an important role in raising consumption and reat incomes In some countries.

the share of social consumption in domestic resource use rose considerably over previous levels This stemmed partly from the fuct that the
sumber of people whose incomes are derived from the social consumption fund, including pensioness. expanded more rapidly than the iabour
force But it also arose because services provided from the social consimpsion fund grew faster than labour incomes in many countries.
Nevertheless, in some countries {including Hungary, Poland and Romania) consumer price policies especially for stupte products, had an

unusualy large impact on the real value of such transfers

k4

Bricfly, an enterprise must adjust its domestic prices to export prices according o a special formula when its convertible currency exports

amount to at jeast 5 per ceat of its domestic sales This is to ensure that the domestic price level, on average. should not move more than the
export price in convertible currency relations, Furthermore, the producer price may not exceed the domestic price of i product that has the
same utility characteristics and can be kmported continuously in substantial guantities from convertible currency markets Prices for cnergy
industrial basic materials and semifinished products Rave to be brought into line with their import prices

In 1981-1983 . ¢he priority of genesating 4 convertible currency surplus necessitated some compromises on price policy principles  The policy

principie was re-eraphasized in 1985, however, and is strongly stressed too for the new five-year pian period {see B Szikszay.

*- Arrendszeriink céljai és lehetbségei ', Népszabadsdg (Budapest). 22 Janwary 1985 p 4 Magyar Kazlony (Budupest), 5
November 1984, pp 866-871; and B Csikds-Nagy, *Politika tsen v Vengrii™, Voprosy ckonomiki iMoscow), No 71982 pp. 118-126)

* Wholesale prices were modified in 1982 Further rationalization measures in the price formation system were implemented on | January 1984

when there was again a one-tirae increase in the wholesale prices of fuet, energy and certain raw materiuls, including agriculneral raw
materials In 1985, wholesale prices for other sectors were raised Prices of fuel. energy and raw materials are based on actual acquisition,
mostly import cost, but they are not uniformly incorporated into producer prices. However, wholesale prices are gradually being pastterned on
the basis of export effectiveness (see M Sabol€ik's commentary in Finance a Uvdr (Pragug) No 3(1984), pp 150-157)




Table VI.4, Centrally planned economies of Eastern Europe and the USSR
retail price increases, 1976-1985 :
(Average annual percentage)

Total . Food - Non-fooda
Buigaria®
1976-1980 4.0 62 24
1981-1985 0.9 1.6 04
1981 05 03 0.7
1982 03 06 0.0
1983 14 31 02
1984 07 1.0 01
1985 £7 28 i.0
Czechoslovakinb
1976-1980 20 13 26
1981-1985 20 32 12
1981 0.9 a0 1.7
1982 5.1 94 1.5
1983 0.9 06 i1
1984 09 07 11
1985 23 2.6 08
German Democratic
Republict
1976-1980 0.1 00 02
1981-1985 01 a0 01
1981 03 0.0 05
1982 00 090 00
1983 00 0.0 00
1984 00 0.0 0g
1985 0.0 00 0.0
Hungary
1976-1980 6.6 73 6.0
1981-1985 6.7 6.2 71
1981 50 3.1 6.5
1982 66 82 55
1983 72 56 B 4
1984 g5 91 80
1985 6.3 5.0 72
Poland
1976-1980 67 65 67
1981-1985 318 342 283
1981 21.2 22.5 3.1
1982 14 5 136.3 854
1983 214 9 225
1984 148 16 8 161
1985 150 14.9 16.7
Romaniab
1976-1980 14 1.0 16
1981-1985 50 7.4 37
1981 22 1.7 25
1982 69 338 85
1983 52 37 61
1084 11 09 12
1985 0.4 0.3 04
USSRe
1976-1980 0.7 04 10
1981-1985 10 16 05
1981 14 19 16
1682 34 LR 23
1983 g7 06 08
1984 -13 a0 -1.5
1985 07 18 -08

Source; Department of International Economic and Social Affairs of the United Nations
Secretariat, based on national and international sources

& The figures for Poland exclude services and aleoholic beverages The figures for Romania are
Secretariat estimates.

b Socialized sector only

€ State retail prices only
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and demand and of ensuring better synchronization between
consumer prices and production costs. State subsidies for
some consumer goods are expected to be curtailed or re-
moved altogether, which is bound to entail painful adjust-
ments, especially if trade results are passed on to domestic
prices on a regular basis.** When indicated in the plans for
1986-1990, consumer price increases are to be less pro-
nounced than those realized in the preceding medium-term
plan period. ™

The five-year plans for Bulgaria, the German Democratic
Republic and the Soviet Union reaffirm the commitment to
stable or only slowly increasing consumer price levels, but
the plans of several other countries stress that the role of
prices should be further increased. Producer prices in par-
ticular are slated to serve the intended structural change in
the economies, to contribute to the phasing out of outdated
production and to speed up the introduction and production
of high-level technology. In the consumer sphere, more ac-
tive retail price policies are to be pursued, in most cases
subject to the social priority of maintaining positive real in-
come gains. At the same time, the synchronization of retail
prices with socially necessary outlays, economy-wide prior-
ities and the user properties of goods and services are to be
pursued * In some cases, this may entail price reductions if
the currently planned capital resources are appropriated and
production efficiency raised,

External trade and finance

During the period 1981-1985, the European planned
economies made rapid and sharp adjustments in their exter-
nal trade and finance: some of them had been adopted as
targets in the medium-term plans; others were necessitated
by unexpected developments. Most countries shifted from a
large trade deficit, especially in convertible currency rela-
tions, to a sizeabie surplus.

Pronounced fluctuations occurred not only in trade levels,
but also in the geographical direction and commodity com-
position of trade. Some of these shifts stemmed from differ-
ential price movements in alternative currency markets and
in the main product groups. There were also pronounced
changes in export quantums, however, especially in 1982-
1984; changes in import volumes were made conditional on
export performance. This stance was eased in 1985 and the
earlier gains were partly reversed - a trend that has contin-
ued in 1986-1987. The plans and, even more so, the accom-
panying policy discussions emphasize that, if the external
adjustment efforts of the early 1980s are to bear fruit in the
medinm to long term, it is necessary to overcome these set-

backs, to promote exports of goods with a substantial value-
added content and to consolidate the potentiai to participate
more fully and fruitfuily in global markets.

Three key characteristics of trade developments in the
early 1980s were the efforts to generate convertible cur-
rency surpluses, largely through import cuts; the difficulty
encountered by most countries in sustaining sizeable gains in
export volumes; and unusual differences in price move-
ments among commodity classes and partner groups. Cut-
ting the convertible currency deficit and generating a
surplus constituted the greatest success From substantial
convertible currency deficits, especially with the developed
market economies (see table VI.5), all Eastern European
countries went into surplus by 1982 and, except for Bulgaria
and Hungary, sustained it, though at a lower level, through
1985 The quick and marked improvement in the current
accounts was principally an outcome of recent highly re-
strictive policies that, at the same time, weakened the capac-
ity of the countries concerned to regain a more expansionary
economic policy. The improvement in the current account
and related trade transformations allowed most of the East-
ern European countries to service their external debt in an
orderly manner and to ease the external payments constraint
by mid-decade. That constraint continues to be quite confin-
ing, particularly in Poland and Romania.

Current account considerations were less acute for the
USSR than for Eastern Europe. However, the sharp ups and
downs in feed grain imports because of domestic harvest
fluctuaticns, the buoyant demand for technology imports
and the recent erosion of export revenues because of the oil
price slide have caused the USSR to be more concerned
about its external equilibrium. This is having an important
impact on policy aims for the latter half of the 1980s.

Adjusting trade imbalances by cutting imports has been a
feature of the response of the planned economies to external
payments problems, Table VI.6 shows the movements in
trade by source and destination. Unsynchronized changes in
the prices of different commodities have constituted one of
the most difficult problems confronting a large namber of
countries. In the case of the centrally planned economies,
there were also differences in the price movements among
major partner groupings, because of the institutional fea-
tures of CMEA trade and payments mechanisms. Most im-
portant in this respect is that, since 1976, CMEA trade
prices for many key products, especially fuels, foodstuffs
and industrial raw materials, have been derived essentially
from an average of reference world market prices for the
five preceding years.

The regional price differentiation within CMEA has had

" This is mainly so for Czechoslovakia Hungary and Poland where external prices have an impact on producer prices For Hungary, sec the
interview with Rezsé Nyers in Figyeld (Budapest), 22 May 1986, p. 3

® The Hungarian plan_ for example, specifically targets an anti-inflationary econemic policy with emphasis on price and fiscal policy as well as
on the further development of macket relations It is considered that inflationary pressures should be fought by economic policy and not by
direct povernment interference The plan aims at & substantial deceleration in the growih of consumer prices from 6-7 per cent a year in
19811985 to about 5 per cent (see Nepszabadsdg (Budapest), 23 December 1985 (Supplement) p. 25 and T Erdds, *Leszorithatd-e az

infldcids rita?*", Tdrsadalmi Szelmle (Budapest), No 6 (1985), pp. 31-41}

M This was stressed especially in the Soviet draft plan {(see (Moscow), 3 November [985. pp §-6)
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Table VI.5.  Centrally planned economies of Eastern Europe and the USSR:
trade balances, 1981-1985
(Billions of United States dollars)

1981-1985 1981 1982 1983 1984 [O85
Bulgaria
Total 05 «01 001 -02 01 -03
Centrally planned economies -27 -08 -08 05 -04 -02
Develeped market economies -33 07 -06 -04 06 -09
Developing economies 55 14 13 08 11 08
Czechoslovakin
Totat 66 02 02 01 0 -0.1
Centrally planned economies -29 01 -03 -07 -09% -08
Developed market economies -0z -03 -0¢ 00 02 01
Developing economies 37 07 07 09 08 06
German Democratic Republic
Total 72 <03 15 23 19 |8
Centrally planned cconomies 22 03 60 09 09 06
Developed market economies 31 -05 08 09 08 11
Developing economies 20 05 07 035 02 o0l
Hungary
Total 05 -04 -00 02 05 03
Centraily planned economies 16 04 03 02 03 0¢
Developed market economies =21 -11 -068 -00 02 -06
Developing economies I 03 03 01 00 04
Poland
Total 13 -22 10 10 1% 07
Centrally planned economies -3% -22 05 -05 04 -03
Developed market economies 20 06 05 07 09 0S5
Developing economics 33 05 10 07 06 04
Romania
Fotal 102 02 18 25 32 26
Centrally planned economies i1 41 02 0z 04 04
Developed market economies? 86 02 14 22 25 23
Developing economiesa -18 0%t -0t -02 -07 -09
USSR
Total 488 62 93 112 110 40
Centrally planned economies 219 60 44 40 40 36
Develeped market economies 13 -12 -00 13 22 -08
Develeping economies 185 5 49 359 49 13

Source: Department of Internationa! Economic and Social Affairs of the United Nations
Secretariat, based on nationat and international sources

4 Because o subgroup totals are available, the data for developed market economies and
developing ecoromies are based on the sum of the reported bilateral trade flows

both favourable and unfavourable repercussions. The de-
layed transmission of global price changes into the CMEA
price formula undoubtedly eased the adjustment burden in
the short run. Because CMEA countries provide more than
three quarters of their energy imports, the Eastern European
countries were initially shielded against the sharp price flue-
tuations in world markets, except on the margin. At the same
time, the muted and delayed transmission of global price
changes blunted the incentive to seek early and speedy ad-
justment to emerging imbalances. The structural transfor-
mations brought about to date have been slower and more
confined than would have been desirable. This circumstance
may exert a powerful influence on prospective changes in
economic mechanisms.
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Most of the five-year plans disclose only general inten-
tions with respect to the planned growth in the level, com-
modity composition and geographical direction of trade. But
the policy-related discussions, including those relating to re~
charting long-term CMEA co-operation, contain sufficient
information to deduce intended trade policies for the near
future.

The ability of the European planned economies to inten-
sify their trade dependence, as intended, is largely a function
of demand, special CMEA co-operation arrangements, their
productive potential and their success in boosting exports of
manufactures. Such success depends on the institutional
characteristics of the trade mechanisms of these countries,



Table V1.6, Centrally planned economies of Eastern Europe and the USSR:
annual growth in the volume of exports and imports, 1981-1985

{Percentage)
Exports Imports
08} [08]-
1985 1981 1982 1983 1984 1985 1685 1981 1982 1983 1984 1985
Bulgaria .
Totat 75 g4 113 44 116 z2 6.8 93 32 52 56 109
Socialist 84 30 150 g9 97 2 8e 40 03 4.0 59 59 4 0=
Non-gociaiisth 52 6.6 31 -3 4 178 {5 222 439 G5 30 43 383
Czechoslovakia
Total 473 2.1 473 62 6.8 24 14 -5 6 -01 4490 59 3l
Socialisth 51 39 57 4.4 82 31a 26 =37 25 47 75 2.4
Non-socialistb 20 -2.5 0.6 O 10 -14a ~17 56 -3 8 22 18 37
Germasn
Democratic
Republic
Total T2 8.6 93 i03 6.5 17 25 -1 5 =31 76 76 2.3
Socialistb 34 21 28 68 48 0.5 -06 -12 -4.9 w21 4.3 | 3a
Non-socialistd 152 261 234 i66 54 2 2a &7 =20 -3 227 16 3 50
Hungary
Total 49 26 73 94 58 -03 i¢ 01 -0.1 39 0.1 12
Sccialist 61 58 4.9 46 6.8 83 4 -2 5 0.0 290 23 04
Non-socialist 4 -17 il 15.8 4.3 -6.6 18 33 00 51 =22 26
Poland
Total 16 -190 87 10.3 95 1.6 -26 ~169 ~i37 572 86 12
Socialist 44 -170 16.6 83 0 Tia 14 -5 3 -5 6 4.4 92 6.2
Non-socialist -13 =221 09 iz4 90 ~3 ga -4 =315 242 66 74 B Ga
Romania
Total 44 136 -T6 09 151 16 ~-38 -72 228 -50 949 103
Socialist -01 88 -84 =27 03 2 58 0.4 91 -11.3 0.5 a9 3.84
Non-socialist 69 183 -6 8 40 218 -0 22 -85 =177 3286 -l12 136 460
USSR
Total 1.6 19 4.6 13 25 -43 517 64 9.8 40 44 4.0
Socialist 035 10 =24 08 40 148 T1 43 129 32 8.0 7 2a
Non-socialist 238 37 185 6.5 00 -12.2 46 127 62 45 00 -{is

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

and international sources.

a Preliminary
b Secretariat estimates

and virtually all of them, including the USSR, have recently
placed priority on reshaping the trade sector and its links
with domestic economies. It is also critically determined by
the role that these countries seek in the global trade and fi-
nancial framework in the years ahead.

For the countries that have specific plan targets for ex-
ports and imports (especially Czechoslovakia, Hungary and
Romania), export volumes are slated to increase faster than
import volumes and faster than aggregate output, but not by
a very sizeable margin (implied elasticities are on the order
of 1.1 to 1.3). Import intensities are, at best, to remain un-
changed. Similar intentions appear to prevail for most of the
other countries although there are no data. In cther words,
foreign trade targets are somewhat more ambitious than the
achievements of the early 1980s, trade intensities are ex-
pected to increase and exports are to receive priority over
imports, even in countries that do not have a substantial ex-
ternal debt.
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Intentions regarding the commeodity composition and geo-
graphicat direction of trade are specified in less detail, if at
all. But the priority attached by countries to working off the
convertible currency and, except for Poland, the transfer-
able rouble debts looms large over the policies to be pursued
in the years ahead. Judging from the bilateral and muitila-
teral co-operation programmes and agreements in place,
there seems to be scope for intensifying intra-group eco-
nomic relations, and the mutual trade of CMEA members is
likely to be most expansionary. The comprehensive pro-
gramme for co-operation in science and technology adopted
by CMEA in December 1985 is expected to provide an im-
petus to accelerating economic co-operation and production
specialization. Other programmes and agreements stress a
qualitatively different approach to co-operation, and are
henceforth to be fostered through direct relations among ec-
onomic agents at different levels of the planning hierarchy.
The main goal is to improve the quality and the composition
of the goods placed on the regional market. At the same




time, jointly agreed output targets are to address shoriages
and make up for the non-availability of zoods and services
from market economies that arise because of foreign ex-
change shortages or because of economic and other impedi-
ments between East and West

The quantitative goals for intra-group trade are ambitious
According to the recently concluded medium-term trade
agreements, the targets for increasing reciprocal bilateral
trade flows range between 3.5 and nearly 10 per cent a year,
most being between 5.5 and 7 per cent. This suggests a fur-
ther shift in the direction of trade in favour of CMEA pait-
ners. There appear to be similar intentions of high growth of
reciprocai trade volumes with socialist countries that are not
members of CMEA, particularly China and Yugoslavia.

Relations with the market economics in the years ahead
will depend on East-West economic relations, the success
with which convertible currency debts can be serviced and
the ability of the developing countries to increase their trade
with the centrally planned economies without gaining access
to substantial new capital inflows. These constraints are
likely to be more confining for trade with developed market
economies than for economic relations with many develop-
ing countries The experiences of the 19803 show that eco-
nomic relations among the planned and developing country
econpomies gain from having contractual and institutional
mechanisms that reflect the special features of trade among
countries having different socio-economic systems In this
respect, the conclusion of long-term intergovernmental
agreements has generally been highly conducive to trade

More attention has now to be given to flexibility in trade
betwegen planned economies and developing countries Fs-
pecially critical are provisions that permit faster adaptation
to a changing environment, including prompt trade informa-
tion and the dovetailing of plans by commodity groups and
individual projects. The scope and forms of economic ties
under long-term agreements could be made less rigid An-
other set of problems, which became especially pronounced
in the first half of the 1980s, derives from the payments
system. Payment constraints for both the developing coun-
tries and the planned economies setiously impeded trade
Both groups need to Jook for forms of payment that support
an expansion of their economic relations Related to this is
the need to leave room for exports of manufactures from the
developing countries to the centrally planned economies

in the long run, manufactures can find a stable market in
the centrally planned economy countries only if those coun-
tries’ policy decisions regarding economic structures create
& demand for them . A mutually beneficial adjustment proc-

ess must necessarily be based on prevailing comparative ad-
vantages, industrial development ambitions and the
extension of industrial co-operation. In their plans and
guidelines for 1986-1990, the centrally planned economies
see the extension of industrial co-operation as the basic
means of strengthening their economic relations with the de-
veloping countries.

The impact of the expressed intentions regarding trade
and international economic co-operation depends on two
critical features. First, a proper political and strategic cli-
male between East and West is a prerequisite for buoyant
conumercial and financial intercourse. Recently proffered
initiatives to strenthen confidence in these relations are im-
portant, Similar interest expressed by several planned econ-
omies, including the USSR, in co-operating more closely
with international organizations, such as the General Agree-
ment on Tariffs and Trade (GATT), the Worid Bank and the
International Monctary Fund * may signal a major depar-
ture from the post-war attitude of these countries towards
such organizaitons ™ Likewise, the leaders of some planned
economies have proposed a framework agreement between
the European Economic Community and CMEA It is im-
portant that the international community examine these and
similar overtures in depth. Perceived obstacles should be
fully explored before potentially important initiatives are
summarily rebuffed *

The second requirement for enhanced relations between
planned and market economies is a continuation of the modi-
fications in the organization and decision-making of the
planned economies. Obstacles inhibiting more flexible and
more extensive participation in the global economy could
usefully be removed, subject to concordance with domestic
socio-economic and political precepts. Modifications of the
trade mechanism have been at the forefront of the ongoing
changes in economic mechanisms and policies It would cer-
tainly be helpful if the efforts of the centrally planned econo-
mies were to be complemented by measures in market
economies to reduce and eventually eliminate hindrances to
trade between East and West

CMEA integration and regional economic co-operation

The process of enhancing the dovelailing of the CMEA
economies is regulated by a variety of bilateral and multiia-
teral agreements The national medium-term plans are syn-
chronized at the CMEA level. inter alia, through the
medium-term trade agrecments and the specific protocols
about joint projects included in the Concerted Plan of Multi-
fateral Integration Measwes ¥ The implications of the Plan

* Thu evolution of this ustitede Wwwards the international monetary system, as well as ways in which these countries could co-operale in that
systeny, are explored in - International mosetary reform and the sovialist countries™ . in Supplement to World Foononric Survey T985-1986

{United Nations publication SalesNo E 86 11 C 2).pp 1.27

© Sonwe of the countries — most recently Poland in late Misy 1980 — hase alveady joined the Fund and the Bink Others have explored ways in

whick they can co-operte more closely with these instittions

The request made by the USSR in August 1986 tw accede 0 GATT us an observer may be mentioned as an example

" This instrument of CMEA integration was first introduced Tor the medium-teram period 1976-1980 1 is now a standard paet of the CMEA-wide
negotiations concerning the co-ordination of plans {1 is directly linked 10 fonger-term integration documents, such as the programme on

scientific und technological co-operation discussed below



and of the trade agreements are integral components of the
national five-year plans for each country Seen within this
framework, the new medium-term plans emphasize a con-
tinuation of past integration efforts, but with a shift in em-
phasis towards technological co-operation and economic
intensification

Fostering productivity growth through more intensive
participation in global trade and finance was slated as a piv-
otal component of the five-year plans for 1981-1985. In
view of the constraints on economic relations with the devel-
oped market economies, which had been rising since the
mid-1970s, accelerated integration within CMEA became
the prime focus of foreign econemic policies, Target pro-
gramming was to be the most important vehicle to facilitate
economic integration, primarily among the European
CMEA members. Five Target Programmes for enhancing
regional economic co-operation (in fuels and primary raw
materials, agriculture and foodstuffs, transportation, ma-
chine-building, and manufactured consumer goods) were
elaborated in the second half of the 1970s. They comprised
some 340 projects, the majority of which were to be initiated
during the first half of the 1980s, in part through the Second
Concerted Plan.

These Programmes were designed to be a common policy
for structural adjustments and were intended to redress the
prevailing domestic and external imbalances in some mem-
ber countries, to support growth, to secure greater regional
self-sufficiency in producer and consumer goods, and to ex-
pand and modernize the transportation sector. However, in
view of the adverse developments in foreign trade and pay-
ments, particularly in 1981-1983, many of the measures en-
visaged in the Target Programmes had to be postponed and
eventually their goals and modus operandi had to be re-ex-
amined in detail. The elaboration of a common policy for
structural adjustment is, therefore, once again high on the
agenda of national and regional policy measures associated
with the current five-year plans.

At the forty-first (special) meeting of the Session of
CMEA held on 17 and 18 December 1985, member coun-
tries adopted the comprehensive programme for co-opera-
tion in science and technology, which had first been
enunciated at their economic summit meeting in June 1984 .
The programme envisages the acceleration of technological
progress through bilateral and multilateral agreements re-
flected in the annual and medium-term plans . Specifically,

the programme aims at speeding up scientific and technolog-
ical progress in the productive sphere in five broad areas:
electronics, automation, nuclear energy, new materials and
technologies, and biotechnology. In these sectors, CMEA
members hope not only to catch up with existing scientific
and technological know-how, but to surpass it and reach the
frontier of research and industrial application, at the latest
by the turn of the century. Such advances should permit ac-
celeration of the pace of productivity growth in the CMEA
region as a whole so that average labour productivity will be
at least twice the present level by the year 2000 and the mate-
rial content, especially energy and critical raw materials, of
aggregate national output will be drastically reduced

One of the fundamental aims of the programme is the crea-
tion of mutually compatible technologies throughout the
CMEA area, and so the scope for production specialization
and trade intensification is to be broadened significantly
The bases for generating technological progress and im-
proving productivity could be radically altered during the
implementation of the programme. A key provision is the
emphasis on direct relations among enterprises, associations
and scientific and technical institutes through concrete pro-
tocols and contracts. In addition, special bilateral or multila-
teral organizations may be set up to tackle particular issues
pertaining to the acceleration of technological progress and
productivity growth, Financing will be arranged through
regular budgetary appropriations as well as through loans
from the two CMEA banks. In addition, special funds may
be set up for some of the concrete agreements yet to be
worked out.

Since the adoption of the programme in late 1983, CMEA
members have decided on a number of concrete steps to-
wards carrying out the programme, and the modalities for its
implementation have been discussed in depth. The pro-
gramme comprises a total of 93 separate research projects to
be finalized in the next three years; most of them are already
regulated by concrete agreements concluded in the course of
1986. Each project includes a number of “topics’ or sub-
projects and, at a still more disaggregated level, several
thousand “themes” or targets.™ Unlike earlier forms of sci-
entific and technological co-operation, each project is to be
headed by a specialized Soviet entity that is invested with
extensive executive powers in order to foster direct and per-
manent intra-group iinks in research, development and pro-
duction * The realization of these goals will require serious
changes in the structure of CMEA, and in the style and

* The programme is entitled *Comprehensive Programme 10 Promote the Scientific and Technelogical Progress of the Member Countries of the
Council for Musal Economic Assistance up to the year 20007 | was published in all the maia Communist Party newspapers of 19 December

1985

% number of elements were afready in place at the end of 1985 because of the bilateral programees of scientific and technical co-operation thal
had been negotiated earlier. in the first place between the majority of the Eastern European countries and the USSR
™ See Ondfej Lér, “Komplexni program vedeckolechnického pokroku zemi RVHP — vyznam organizaci-keordindtord"", Svér HospoddFrvi

{Prague), No. 42 (1986) p L.

* See Izvestia (Moscow), 22 March 1986, p. 1, Nedelva (Moscow), No. 27 (1986). pp 6-7. Vyachestav ¥V Sychev, ~Novye rubezhi
nauchno-tekhnicheskogo sotrudnichestva™  Ekonomicheskoe sorrudnichesrvo siran-chlenoyv SEV (Moscow) No 1 (1986), pp  14-19: and
Vyachesfav V Sychev, ‘Novye ruberzhi naechno-tekhnicheskogo progressa stran-chlenov SEV | Planovee khozyaisne (Moscow), No 4

(1986}, pp i4-51




methods of its activities.” These goals are to be pursued, as
are the objectives of the programme, in conjunction with the
ongoing changes in institutions, policies and instruments de-
talled in national plans and the related policy discussions .

Changes in the economic mechanisms

Most of the policy discussions on the 1986-1990 plans,
and some of the finalized plans themselves, emphasize the
need for some type of economic reform in order to foster
intensive development, focusing on efficiency, productivity
and quality. Perhaps the largest change is envisaged in the
character of traditional central planning. Major weaknesses
of directive planning (such as insufficient flexibility, the un-
willingness or inability of central authorities to deny re-
sources to entrenched ministerial or local interests, the lack
of adequate incentives to promote quality, innovation and
efficiency, and the inclination of economic units to over-
spend) became major liabilities at the beginning of the 1980s
and are to be mitigated by directing central planping increas-
ingly towards strategic long-term development aims.

Changes in economic mechanisms have been under way in
some countries for some time and announced in others. All
countries have tried to improve management both below and
above the enterprise level  Within enterprises, smaller and
more compact organizational units, in most cases “‘bri-
gades”, have gradually taken responsibility for the fulfil-
ment of plan targets. Labour remuneration is increasingly
being linked to performance. Above the enterprise level,
new associations are being created, including amalgama-
tions of enterprises within branches or sectors.

A second feature of the early 1980s is the wider use of

cost-accounting principles at all organizational levels. In
some countries, this has been applied to whole ministries; in
others, to selected institutions. A third common element is
the use of indicators of economic performance that are
closely connected with cost-accounting principles. In most
of the countries, the number of obligatory norms for enter-
prise performance was lowered. This was accompanied by a
shift from gross physical and value indicators to net value
indicators, such as net normative output, income and
profit. "

Fourthly, internal prices have been better aligned with
world prices. This has been notably the case for energy and
raw material inputs, in order to foster rationalization and
greater cost consciousness. For wholesale prices and, to a
smaller degree, for retail prices, reforms have taken place in
all countries and the new plans leave no doubt that further
changes are in the offing *

Finally, the general requirements for improving plan dis-
cipline and more dynamic entrepreneurship have been re-
examined. In Hungary, this has led to a deliberate
acceleration of economic reform, while in other countries it
has taken the form more of an adjustment to the existing
systems. ¥

Much has been done to improve the economic mechanism
in the USSR as a result of the economic experiments con-
ducted since 1983: the rights of some industrial production
associations in planning and day-to-day operations, includ-
ing labour organization and remuneration have been ex-
panded; at the same time, these organizations are held more
fully responsible for the results of their work. In conse-
quence, a higher degree of fulfilment of the assignments for
product sales have emerged and labour incentives have been
strengthened ™ After an evaluation of the experiment, it was
decided to move on towards the creation of an “intergrated
system of management and control”,* which has been under
way since early 1986 for formal introduction mainly in
1987. As one of the important elements of this system, price
formation has received special attention, although there is
not as yet a clear consensus among experts on desirable price
reforms and the management of prices.* More recently, the
role of foreign trade in economic development, the decen-
tralization of foreign trade operations in certain activities
and the linking of trade and domestic economic sectors have
been at the focus of policy attention.,

Most countries are considering changes, or extensions of
modifications recently enacted, in their management and
planning systems. The scope of these intended changes var-
ies from country to country. Almost ali the five-year plans
foresee a widening of the rights and responsibilities of enter-
prises in planning, production and investment decisions In
some cases, this implies the abolition of high-level manage-
ment tiers and ministries; in others, it reinforces the role of

" Vyacheslav V Sychev. foe cit . p 19 The importance that these economies accord to this programme is shown by two further picees of
evidence Soon afier the programsme was adopled, two new standing commissions (one for new and renewable materials and the other for
biotechnology) were created These are crucial CMEA organs for the examination of technical materials, organization and management of
production co-operation and specialization. and are the nodal points for the preparation of feasible aliernatives for decisions by hipher-levei
CMEA ergans The other instance concerns the dovetailing of the modes of implementation of the progrimme with the ongoing
transformasions in the econemic mechanisms of a number of CMEA members
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G Shiling. “Ekonomicheskie normativy v sisteme khozyaistvennogo mekhanizma®, Voprosy ekonomiki (Moscow). No 11 (1985). pp

* For a recent broad-ranging, yet succinct. recent review of Eastern European price policies, see N Mitrofanova, ~ Sistema kontrolyu tsen v

stranakh SEV™, Voprasy ekonomiki {Moscow), No 7 (1986). pp. 109118

gazeta (Moscow). No 33 (1985). pp 9-10

A Bachurin. “Khozraschet v sisteme upravienin ekonomikoy ", Planovee khozyvaisive {(Moscow). No 12 {1985). pp 31-42
For a summary of the results of the cconomic experiments. see A Milyukov, “Novye formy upravienia v deistviteinosti ™. Ebonamic heskava

From the resolution of the Central Committee a8 reproduced in Kompmanise (Moscow). No 4 (1986) p 29
" See N Glushkov. "Planovoe senoobrazovinic: puti sovershenstvovania® . Konmnunisi (Moscow), Nu 3 {1985). pp 38-48; 1 Lipsits.

Sovershenstvovanie khozyuistvennoge mekhanizma wsenoobrazovania® . Ekoromicheskie nauki (Moscaw). No 7 (1985), pp. 12-18: A
Komin. *Tekhnichesky progress i tseny™, Planovoe khozyvaisive (Moscow), No 10 (1985), pp 13-20: and A Gorodetski. “Khozraschet §

aptovye tseny . Voprosy ckonomiki (Moscowy. No 11 (19851 pp 11-21



medium-level associations of enterprises, such as the Kom-
binate in the German Democratic Republic.

The plans emphasize the need for a stricter link between
the financial means of enterprises and their performance; for
greater financial responsibility and hence less reliance on
the state budget; and for increasing opportunities {o mobiljze
retained earnings for expansion and modernization. More
active use of credit in investment, including stricter credit
conditions, is also being entertained. In nearly all countries,
the number of mandatory enterprise indicators is being cur-
tailed, in some cases quite sharply.” Contractual agreements
among enterprises for their sales and purchases will be wid-
ened, and they will eventually become the dominant mode of
inter-enterprise transactions in a number of economies.

All plans stress that scientific and technological excel-
lence is indispensable to the development and large-scale
application of key technologies. There are basically two ap-
proaches to this goal One emphasizes even more vigorous
adherence to centrally set research and development sched-
ules. The other looks for more flexible co-operation be-
tween research and development institutions and
production, and for further decentralization of research and
development activities ™

Flexible price formation and sensitivity to changes in de-
mand are called for Price levels need to be linked not only to

the cost of inputs, but also to the qualitative properties of

goods and consumer demand. In other words, demand con-
ditions are to play a mere effective role in determining
prices. Some countries plan to keep retail prices for basic
goods and services stable throughout the plan period, al-
though prices of new consumer products of high quality are
to be madified as required,

In some countries, the regulations that apply to industry
and agriculture differ. Most give top priority to encouraging

output and productivity in agriculture The methods ex-
plored include delegating greater decision-making powers
o agro-industrial complexes, collective farms and state
farms; reducing waste by mechanizing storage, transporta-
tion and processing of farm output; and applying contract
systems for groups and even families In the USSR, farms
are encouraged to use their own funds and raise bank loans
to expand production. Cost-accounting principles are to be
applied to agro-industrial complexes and farms, just as they
are to industrial enterprises. This implies that the wages of
farm workers will be contingent on the income earned by
their unit.” It is not clear, however, whether retail prices in
this sector are also to become more flexible than in the past.
If so, procurement prices would have to be modified* and
the state subsidy schemes would need to be re-examined *

One of the most general objectives is to improve the eco-
nomic determinants of accumulation, including investment
decisions and their financing, especially in view of the diffi-
culties in financing investment expenditures encountered in
the early 1980s In a number of countries, especiatly the
USSR, the share of funds left at the discretion of enterprises
in 1981-1985 remained well below the levels envisaged in
administrative and legal provisions;* this made it impossible
for enterprises to employ their financial resources effec-
tively and profit margins shrank as a result. ** Another conse-
quence was the practice of using amortization funds to
{inance new investment projects instead of leaving them at
the disposal of enterprises for maintenance and replacement.

In some countries, the plan calls for a steady decrease in
costs not only in industry but also in agriculture and con-
struction, aithough the target rates for the latter sectors are
tess clear than those for the economy as a whole or for indus-
try.* This is expected to consolidate the financial base for
increased accumulation. The economic mechanisins in the
new policy guidelines aim at raising cost awareness, espe-

" In Czechoslovakia, for example. from 1986 on, there are only two compulsory plan indicators in agriculture: one ezch for grain and tivestock
production (sce Hetl Vildggazdasdg (Budapest), 22 March 1986, p 13) In the German Democratic Republic, aet production. profits products
and services for the consumer markes. and exports are to be used as the essential targets at all levels of management and planning

The USSR in purticular is emphasizing the creation of interbranch associations for the purpose of accelerating scientitic and weehnological

development. Hungary specifically aims at increasing the rote of eaterprises in deciding upon the share of totad outlays to be appropriated for
research and development The Kombinare inthe Geyman Demceratic Republic already integrate basic research, development and application

in production

z

Concrete repulations in the USSR inciude (a) 2 50 per cent price bonus on the preduction of major commodities above the average 1981- 1945

level, regardless of whether output actuslly reaches the new, and higher, 1986-1990 officiul wrgets: (b) both stiute and collective farms will be
able to sell 30 per cent of the fruit and vegetables produced under the plun targets directly to local shops and restaurants or in privite markets;
(¢) tocal regional authoritics wifl have the power to fix retail prices for fruit and vegelables in tocal state shops; and () prices will vary from
region to region  Most of these regulations are to be introduced in full in the course of 1987

£

in Czechoslovakia, state subsidies for capital goods are to be liméted further, which will necessitate a price increase  Funds thus {reed will

remain at the disposal of agriculture however. From | Jannuary 1985 the system of the mutual refationship between the growik of wages and
adjusted producer costs, alreudy in effect in other production sectors of the national economy, is extended 0 agriculture too (see Rudé Prévo
(Prague}, 3 September 1985 pp. | and 2 and Haspoddfske Noviny (Prague), No 29 (1985) pp 1and &

¢ The German Democratic Republic is not planning ary price increase (or agricultural procurcroest prices, which necessitates a substantiod rise

in price subsidies, us noted in the plan Retail price subsidies for foodstuffs rose from 7 8 billion marks in 1980 10 27 6 billion marks in 1983,
when they constituted 31 per cent of total monetary ailocations to the population from the state budget

* In 1976-1980_ the volume of profit in Soviet industry grew by 30 per cent (in comparable prices) instead of 70 per cent as envisuged in the

five-year plan In 1981-1984. the volume of profit increased by 28 per cent in the economy us a whole. instead of 31 per cent as envisaged {sce
B Plyshevsky “Teoriya i metodologiya planirovaniya: sovremeanoe sotsialisiicheskoe pakoplenie’ . Planovee Mhozyaistvo (Moscow), No 3

(1986) p 24)

agricuiture and construction, costs increused.

During the first balf of the 19805 in the USSR, for example. the reduction in the cost of production n industry practically haited and, in

® For example, in the USSR the cost of industrial production is envisaged to decline by 4-3 per cent in 1986-1490, which means a quadrupting of

the pace in the previcus quinquennium




cially in the investment sphere. The financing of capital in-
vestment will be more closely linked to sectoral and
enterprise performance, with priority accorded to retooling
and modernization. The transfer of profits to the budget will
be set on the basis of long-term norms . The use of amortiza-
tion deductions from enterprises for the financing of other
industrial investment projects will cease, and depreciation
allowances will be retained in the enterprise development
fund. Higher rates of depreciation are to be introduced in
1986-1987. The resulting medium-term increase in the rate
of accumulation should give greater impetus to technical
change.

Important modifications in the economic mechanisms are
being launched in external trade and finance. Many enter-
prises are being given greater autonomy in negotiating trade
contracts with foreign trade enterprises, and some have been
getting the authority to engage in trade directly. Some export
revenues can be retained by these enterprises to finance im-
ports, directly or indirectly, and thus their own expansion
and modernization. Another part accrues in the form of bo-
nuses to workers.

In recent years, the desirability of establishing joint ven-
tures has come to the fore. This affects economic relations
with both market economies and other planned economies.
The European planned economies have become convinced
that more active participation in the international division of
labour, especially in the technology-intensive branches, re-
quires closer domestic and foreign inter-company relations.
The aim is to attain a higher level of technological sophisti-
cation, to use joint ventures to mobilize the benefits of co-
operation with foreign partners and to foster investments in
high-technology sectors without endangering the external
balance. All European members of CMEA except Albania
and the German Democratic Republic introduced new or
modified existing legislation in late 1985 or early 1986.

The general characteristic of the changes is a gradual ac-
ceptance of certain kinds of foreign direct investment as a
means of invigorating selected domestic economic sectors.
The main target has been participation of foreign capital in
equity joint ventures, mostly in sectors of high priority. Ear-
lier joint venture laws in Bulgaria, Hungary, Poland and Ro-
mania yielded very modest results This stemmed partly
from insufficient guaramtees and excessive restrictions,
which have since been changed in successive modifications
to provide additional incentives for foreign investors. Coun-
tries that passed such laws for the first time during 1986
(Czechoslovakia and the Soviet Union) formulated their leg-
islation only after careful study of the results attained over
the years by the first group of countries. Now that the Soviet
Union has introduced joint venture legislation and is actively
seeking modernization of foreign trade management, a new
dimension may be added to this form of co-operation.

The results of the new legislation will depend on the mo-

dalities for its implementation. Ongoing rmanagerial re-
forms, other changes in economic mechanisms, recent
bilateral agreements concerning CMEA-wide interen-
terprise relations and the establishment of joint production
entities appear to be mutually supportive. They may also
foster joint ventures with third countries. Co-operation and
specialization of production within CMEA and more realis-
tic commeodity and price relations could be promoted by suc-
cessful joint enterprise ventures. Because the changes in
CMEA co-operation mechanisms likely to come to the fore
in the next few years are bound to be wider than those deal-
ing with inter-enterprise relations and CMEA joint under-
takings, the impact of CMEA integration on co-operation
and specialization in production is bound to be still larger.

The forty-second meeting of the CMEA Session was held
at Bucharest in November 1986, when the first year of the
current medium-term plan period was coming to a close. At
that time, economic performance in 1986 had been more
modest than planned. The need to phase out obsolete prod-
ucts and processes, to raise efficiency and find the best ways
to accelerate growth were apparently at the centre of the
discussions. Most of the delegations shared the view that
new forms of co-operation were required. It was stressed
that accelerated growth could be attained in only two ways:
by the adoption of more up-to-date methods of management,
and by the faster introduction and application of the latest
technology.

China

Since 1978, when the agenda for rapid and balanced long-
term economic growth until the end of the century was
promulgated, China has attained very rapid expansion in
both agriculture and industry. This was particularly so in the
first half of the 1980s, when aggregate output growth aver-
aged an annual 9.4 per cent (see table VI.7); the correspond-
ing rates for agriculture and industry were 8 1 per cent and
12 per cent. Actual output exceeded plan targets by a consid-
erable margin. At the same time, however, this impressive
performance has given rise to serious bottle-necks and to
domestic and external payments imbalances that need to be
dealt with in order to sustain high-level growth and steady
factor productivity gains.

The current five-year plan of China is the second medium-
term development plan in the context of the economic ad-
justments and reforms promulgated since the late 1970s.%
The approval of the plan in early 1986 came at a critical
juncture in the path of China’s transition to a middle-income,
industrial country by the year 2000. The pivotai decisions on
economic development and reform adopted in 1978, while
maintaining the traditional goal of high growth, reflected
fundamental changes in the approach to be 1aken.* Unlike
the development policies of the previous three decades,
which aimed at maintaining high levels of investment, even

“ Seventh Five-year Plan for Economic and Social Developmoent of the Peaple s Republic of China (1986-1990) Excerprs. approved on 12 April

1986 a1 the fourth session of the Sixth National Peopie’s Congress

* Pecisions promulgated at the Third Plenum of the Eleventh Congress of the Central Committee of the Chinese Communist Party in Becember

1978



Table VI.7. China: average annual growth rates of selected
macro-economic indicators, 1979-1985

{percentage)
1979. 1581-1985 1986- 1981 1982 1983 [98B4 1985
1980 1950
Actual  Plenned  Actual  Planned Actuni

Net material product 6.7 40 94 67 49 83 g8 120 11213
Gross agricultural
outputs 44 40 81 40 65 113 78 123 30
Gross industrial
outputd 9.0 40 120 75 43 78 112 163 214
Gross fixed
investmentc 73 . 184 100d 37 173 141 339 350
Personal
consumptions 8.2 48 2.0 50 73 53 76 109 4.1

Sonrce. Department of International Economic and Social Affairs of the United Nations Secretariat,
based on State Statistical Bureau, Sraristical Yearbook of China_ various issues, and the World Bank.

4 Excluding output of village-run industrial enterprises

b [acluding output of village-run industrial entesprises

€ In current prices

d  Estimated volume over the entire period reiative to the voleme of the preceding period reset to an

average annuai rate of growth

¢ Per capita

at the expense of consumption, the new policies have envis-
aged high growth with immediate improvements in the level
of consumption. Efficiency gains in production through re-
forms in the economic system and changes in output struc-
ture, as well as through new capital formation, are to
provide the backbone of sustained growth.

One key objective of current medium-term planning is to
continue the drastic readjustment of economic structures.
Current development priorities, like those in effect since
1978, emphasize the further shift from capital-intensive pro-
duction toward labour-intensive production of consumption
and light manufactured goods. Bottle-necks in energy infra-
structure, transportation and the supply of non-fuel raw ma-
terials are to be eased by maintaining substantial growth of
investrent in those sectors. At the same time, the expansion
of foreign trade is expected to continue at more moderate
rates than in the late 1970s and early 1980s. The focus of
import policies is on the acquisition of the technology and
materials necessary for economic growth and, within the
constraints of foreign exchange availability, for meeting do-
mestic demand for consumer goods to a greater extent than
has recently been the case.

These output goals are predicated in part on further re-
forms in enterprise management, finance, prices, wages and
foreign trade. Reforms since 1978 have been aimed at rais-
ing economic efficiency through decentralization of deci-
sion-making. While contributing to rapid growth, they also

resulted in some macro-economic imbalances. The much
larger than planned expansion of fixed investment and con-
sumption aggravated commeodity shortages and inflationary
pressures. The imbalances in 1985 threatened the political
viability of the objective of continued high growth and gave
rise to concern that further decentralization would lead to
loss of control over the economy.

The 1986-1990 plan is a compromise and emphasizes the
need to slow the pace of reform. However, the commitment
to continued reform of the econormic system is stated without
ambiguity in the plan. Towards the end of 1986, with the
apparent success in moderating the pace of economic expan-
sion that year, the schedule of some reforms, including those
relating to prices and some financial mechanisms and insti-
tutions, appeared to have been moved forward relative to the
policy tenor of the five-year plan.” Since then, however, the
approach to reforms appears to have become more cautious
again, price reforms in particular being slowed down for
fear of aggravating inflationary pressures.

Economic development and the policy setting since
1978

By the time the new economic policy agenda was adopted
in 1978, the economy had experienced several years of vola-
tile but slow economic growth. The immediate cause was the

* Editorial in Renmin ribao (People’s Daily)(Beijing), 23 November 1986, p |
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prolonged socio-political uncertainty associated with the
cultural revolution and its aftermath. The debilitated policy-
making framework threatened to destabilize the structure of
the economy. The long-term causes were the cumulative ef-
fects of a contintuation of negative factors, which included a
chronically unproductive agricultural sector unable to meet
domestic demand, inefficient use of capital resources and
low labour productivity resulting from a lack of material and
other incentives.® As a result, aggregate output growth de-
clined. It averaged 5.5 per cent in 1971-1978 compared with
6.2 per cent in the period 1952-1970 , but there were consid-
erable year-to-year fluctuations. Furthermore, large trade
imbalances began to accumulate in the early 1970s owing to
deteriorating terms of trade, sharp increases in food imports
and declining exports. Although the deficit was reversed in
1976 through the stringent cut-back of imports, poor har-
vests necessitated substantial increases in food grain imports
in 1976 and 1977.

Following the shift in policy in 1978, aggregate output
during 1979-1980 grew very rapidly. The growth rates of
both agriculture and industry accelerated, surpassing histor-
ical rates and exceeding considerably the averages of the
earlier 1970s (see table VI.7). Consumption grew substan-
tially: the share of consumption in aggregate domestic uses
of resources rose from 64 per cent in 1978 to 70 per cent in
1980, as rural and urban incomes were raised by large in-
creases in agricultural prices, wages and bonuses. However,
the budget deficit grew to 5 per cent of the total material
product in 1980, on account of retail price subsidies and
centrally financed investment expenditures. With the rapid
expansion of demand, shortages of energy, transport and
materials became very severe at times. Rapid domestic
growth and more liberal trade policies accorded priority to
the importation of machinery, equipment and foodstuffs,
and the external trade account swung into substantial deficit
in 1980.

The response to these imbalances was a number of meas-
ures in 1981 to stabilize the economy, primarily a reduction
of the money supply (through the sale of government bonds
and controls over credit creation).® The fiscal deficit was
also drastically curtailed, primarily through cut-backs in
budgeted investment expenditures in large infrastructural
projects. Owing to the decentralization of investment fi-
nancing, the central Government’s efforts fell short of curb-
ing the growth of aggregate investment expenditures in large
infrastructural projects . However, it proved to be very diffi-
cult to impose effective limits on capital formation financed
by the local governments, by industries outside the state sec-
tor and even by state-owned enterprises with large retained

profits. In the external sector, imports were drastically com-
pressed through restrictions on the importation of machin-
ery and manufactured consummer goods.

The stabilization measures resulted in slower growth in
1981. External and domestic deficits were reduced and
shortages eased. The 1981-1985 plan adopted in 1982 set
modest targets (see table VI.7), reflecting a recognition of
the persistence of constraints on rapid growth and the funda-
mental lack of effective macro-economic management The
plan opted for balance at the cost of growth, while pressing
forward with readjustment and reform.® By 1982, however,
the economy resumed a rate of growth of over 8 per cent
despite a target of 4 per cent. Planners were unsuccessful in
restraining the expansion of gross fixed investment, a prob-
lem that has continued to plague economic managerment in
recent years.

The more extensive economic and organizational reforms
implemented in the 1980s modified - and in critical aspects
diluted — direct governmental controls, without establish-
ing alternative mechanisms for macro-economic manage-
ment. This loss in the effectiveness of aggregate economic
policies was particularly evident in the growth of fixed in-
vestment, personal incomes and imports that occurred after
the easing of the administrative measures taken in 198} to
stabilize the economy. The growth of capital investment re-
sumed in 1982, but control over investment was maintained
unti] the end of 1983 through the political coaxing of local
government leaders and the imposition of taxes on the use of
retained funds and on investment by enterprises outside the
plan.” Urban wages also grew modestly through 1983 as no
major wage increases were mandated and much stricter rules
on awarding bonuses were enforced. Rural incomes contin-
ued to rise as the decollectivization of agriculrural produc-
tion proceeded rapidly.

The reform of the financial system, which accorded the
banking sector a more active role in the creation of credit for
urban and rural enterprises and agriculture, further weak-
ened central control over the supply of money By early
1983, the economy had returned to a rapid rate of growth
and domestic and external imbalances reminiscent of those
of 1979-1980, but of much more serious magnitudes.

The outstanding development in the Chinese economy
since 1978 has been the rapid growth of the agricultural sec-
tor. The growth of agricultural output accelerated from 4 per
cent in the late 1970s to & per cent annually between 1981
and 1985 as a result of increased inputs and productivity
growth (see table V1. 7). Record levels of per capita output of

* N Lardy. "Recent Chinese economic performance and prospects for the ten-year plan”. in Chinese Econoniy Post-Mao. vol 1. Policy and
Performance. a compendium of papers sulymitted to the Juint Economie Committee, Congress of the United States. 9 November 1978, pp

50-54

“ See World Bank, China Recenr Econamic Trendy and Policy Development, Report No 4072-CMA. (Washington. £ C |, 31 March 1983)
“Stxth Five-year Plan for Economic and Social Devefopmenr of the People 's Republic of China (1881-1985). approved on 10 December 198 at

the fifth session of the Fifth National People’s Congress

* B Naughton. Finence and planning reforms in industry ™, in China s Economy Looks Toward the Year 2000. vol 1 The Four
Muodernizarions selected papers submitted to the Joint Economic Commitiee. Congress of the United States of America 21 May 1986, p 610
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the major crops of grain, cotton and oil seeds were achieved.
The increased productivity of the agricultural sector was a
direct result of fundamental changes in agricultural policy,
which emphasized material incentives and more decentral-
ized decision-making. In addition, significant growth in cap-
ital construction — large-scale hydrological projects for
example — and technological innovations in seeds and other
inputs had occurred in earlier years.® Government procure-
ment prices of the major agricultural commodities were
raised by approximately 25 per cent between 1977 and 1982,
concurrently with significant growth in private sales in trade
markets. The earlier emphasis on grain production rather
than cash crops and on local self-sufficiency in grain was
reversed. Centrally mandated cropping patterns for local ar-
eas were abolished.® By 1983, the communal mode of pro-
duction was completely transformed into a system of
household production, under which land remains collec-
tively owned, but is leased to farmers for up to 15 years;
earnings are based on the output of the individual unit of
production. Farmers are permitted to transfer their lease and
to engage in other production locally or in small towns.™
The increased mobility of labour and the encouragement of
non-agricultural production in rural areas has resulted in the
substantial mobilization and relocation of labour no fonger
required in agriculture,

The main themes underlying industrial policy for 1981
1985 were readjustment of the structures of output and inten-
sified use of capital. Industrial growth targets were set at an
annua! level of 4 per cent, and two years of low to moderate
performance elapsed before rapid growth resumed in 1983
(see table VL.7). After the buoyant growth of light industry
in the late 1970s and early 1980s, the readjustment of cutput
appeared to come to a halt and since 1982 light industry has
grown more slowly than heavy industry, Between 1981 and
1985, the composition of heavy industry shifted towards the
machine-building and construction materials sectors, where
growth substantially exceeded that of the energy, coal and
metallurgical sectors. With high growth in fixed investment,
output of the construction indusiry also grew very rapidly,
but not nearly quickly enough. Bottle-necks in supply, par-
ticularly of intermediate goods and infrastructural commod-
ities and services, were not eased to any marked degree in
the early 1980s and were aggravated in 1984-1985. Energy
shortages persisted because indusiries were unable to im-
prove their energy efficiency and because projects had had
to be delayed or cancelled in 1981 in an attempt to stabilize
the economy.

The lack of success in industrial restructuring in the early

2 N Lardy, "Overview: agriculivral reform and the rural economy™, in China 5 Economy Looks Toward the Year 2000
* But production quotas of the major crops were retained until 19841985,

1980s sternmed largely from the loss of control over capital
investment in industry and, as a result, over the sectoral allo-
cation of investment and growth. Attempts initiated in 1978
to intensify the use of capital met with litile success as fixed
assets grew faster than output between 1979 and 1985.

After administrative and financial controls were lifted,
fixed investment resumed its rapid growth in 1984 (see table
V1.7). Enterprises had larger retained funds than in the late
1970s as a result of the taxation of profits, extended to all
enterprises in 1983-1984, in lieu of the earlier transfer of net
enterprise receipts to the budget. Reform of the financial
system shifted the control of credit supply for fixed invest-
ment and, in particular, for working capital to the banks
away from budgetary allocations, and thereby greatly ex-
panded the availability of funds for extrabudgetary invest-
ment.*

The enterprise reforms begun in 1978 were meant to cre-
ate material incentives for enterprises to raise productivity.
In the initial phase of reforms, this was done by allowing
enterprises to retain part of their realized profit, which pre-
viously had to be transferred entirely to the State. This per-
mitted enterprises to utilize a share of profits to raise worker
remuneration and benefits, or investment. This was later re-
placed by a system of profit taxation which was structured to
permit enterprises to retain the same proportion of profits as
under the profit-retention system.* However, the implemen-
tation of this arrangement remains to be completed and the
taxation system has not yet exploited the incentive effects of
fiscal policy.”

Consumption grew rapidly in 1984 and 1985, after a per-
iod of moderation since 1981 (see table V1.7). Major deter-
minants were the expansion of personal incomes, the
increased supply of food and consumer goods from the rap-
idly growing agricultural sector and the easing of imposts.
Rural incomes expanded markedly owing to the develop-
ment of non-agricultural production and the increase in pro-
curement and market prices of agricultural commodities. In
contrast, wages of urban workers rose little between 1980
and 1983, as government regulations limited bonuses to two
months’ wages. This control was necessary as enterprises
with large amounts of funds had little incentive to maximize
long-term profits and chose to improve the short-run remu-
neration and welfare of workers. The reported disincentive
to productivity was a major consideration in the sharp modi-
fication in 1984, which imposed a progressive tax on bo-
nuses exceeding two and a half months of total wages.” In
the same year, bonuses per worker increased by more than

, PP 325-33

4 Central Committee of the Chinese Communist Party, Document No 1, 1984.
* See Jingji ribao (Economic Daily) (Beijing), 25 September 1985, p 2, and Jingji dacbao (Economic Report) (Hong Kong), No 47 (25

Novemnber 1985), pp 27-28.
* B, Naughton, op <ir , pp. 607-609 and 611-613

 The fact that the proposed capital use tax was not generally in force in 1985 contributed to the high level of demand for fixed investment by
keeping the cost of capital to enterprises artificially low Other unreformed aspects of enterprise management, particularly the weak financial
accountability of enterprises and the lack of decision-making power of enterprises in most operational areas. also contributed 1o the continued
high demand for investment ia the expansion of production (see Renmin ribac (Beifing), 22 August 1986, p. 5)

% Fingji ribao {Beijing), 20 April 1984, p |




“Table VILB

China: selected indicators of the externat sector, 1978-1985°

1979- 1981-1985 1986- _ 1981 10B2 10831 1984 IOR5
1950 199G
Actual  Planned  Actual Planned Actuat
Average annutl pereentage change
Export valieb 87 5.6 206 15 -05 176 47
Import valuch 43 6 162 . 0.4 -124 109 281 542
Export volumer 214 81 113 31 179 133 34 174 100
Import volumes 19 2 92 140 6.1 54 07 94 291 504d
1978 1979 1980 1981 982 1983 1984 {985
Biltions uf dollars

Trade balunces =11 -3 0 -2 8 P70 043 20 060 -131
Current gceount
balances -0 7 -1 6 -2 4 206 58 45 25 ~h14
Chaage in foreign
exchange reservese 71 -0.6 -05 -22 -63 48 -18 46

Source: Department of Imeranational Economic and Social Affairs of the United Nations Secretariat,
based on State Statistical Bureau, Starisrical Yearbook of China, various issues, the World Bank and

the Internaitonal Monetary Fund

& Based on Ministry of Foreign Feonomic Relations and Trade dita for 1979-1986 and on custums

statistics for 1981-1URS

B Exports are valued o b and importsc i |

¢ Estimates based on Ministry of Foreign Economic Relations and Trade import and export price
indiees for 1974-1980 and United Natinns commodity and manufuctured export price indices for

148 1- 1985

G Preliminary estimaty

il

50 per cent as many enterprises paid the equivalent of four to
five months of wages Much of the excess over normal bo-
nus payments was ultimately Hnanced by credit from the
banking system. greatly increasing the amount of money in
circulation. ™ This may have occurred in part because bo-
nuses were paid under pressure {rom workers, regardless of
profits, or because enterprises decided to hold their liquid
retained prolits so as to maintain flexibility in fixed invest
ment decisions. A very accommudating lending policy on
the part of banks facilitated the financing of large increases
in bonuses

After import restrictions were lifted and imports officially
encouraged in 1983, the trade surplus that had existed since
1981 became a small deficit in 1984 and widened to almost
$13 billion by the end of 1985 (see table V1 8). Attempts by
central decision makers to slow the growth of imports did
not have any effect until import controls and a recentraliza-
tion of the foreign trade system were implemented in late
1985.

The ineffectiveness of macro-economic policies in the
trade secior, as in the case of investment, was a consequence
of partial and incomplete reform  The decentralization of

% Financiaf Times, 28 March 1985. 0 1

“ ¥ Y Kuchand C Howe, "China s international trade: policy and organizational change and their place in the “economic adjusiment

Worid Bank and IMFE statistics based on Bank of China data

the foreign trade mechanism and its institutional support was
carried out without changing the fundamentals of the rela-
tionship between domestic and international prices. The
devolution of authority to engage in trade, from centrally
administered foreign trade corporations to corporations ad-
ministered by local governments and to individual enter-
prises, multiplied the number of organizations that
participated in trade but were not directly controlled by the
central Government. These organizations and local govern-
ments were also given access to significant amounts of for-
eign exchange through profit retention.” Because they were
also made financially accountable, they tended to emphasize
transactions that were profitable  Domestic prices of manu-
factured goods relative to international prices were high be-
cause of high material and factor costs. This was
accentuated by the overvalued exchange rate which made
imports more profitable than exports. The strong domestic
demand for consumer durables, intermediate goods and ma-
chinery and equipment, as a result of the rapid growth in
output and income, reinforced the demand for imports

The Chinese authorities became concerned about the
overvalued exchange rate in the early 1980s The relation-
ship between domestic and international prices was first ad-

 China

Cuarterfy. December 1984 and Renonnt ribao {Beijing). 20 September 1984, p 1
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justed in 1981, when an “internal rate of settlement” was
instituted. This rate, which was more favourable than the
official one, applied to the conversion of foreign exchange
into domestic currency (at ¥RMB 2.8 compared with
¥RMB 1.7 to the dollar in 1981) by enterprises or trading
corporations. Significant official devaluation of the yuan
renminbi against major currencies began in 1984 and con-
tinued through 19835, resulting in a depreciation of over 60
per cent between the end of 1983 and 1985, There was an-
other major devaluation of 17 per cent against the dollar in
mtid- 1986, but those depreciations were insufficient to rec-
tify the external imbalance.

Other policy responses to the deficit included recentraliza-
tion efforts and measures to adjust prices. Control over for-
eign exchange and access by trade corporations and
enterprises were tightened.® Controls on the importation of
machinery were put in place and a ban on importing con-
sumer durables and motor vehicles was imposed in late
1985. As a result, import growth slowed to 1.6 per cent in
1986.

Along with the rapid expansion of international trade
since 1978, there have been significant changes in the com-
modity composition of trade. During the early years of re-
form, hetween 1978 and 1980, the major changes in imports
were in machinery, equipment and metals (to meet the de-
mands of modernization) and in foodstuffs and consumer
durables (to improve the level of consumption). With the
stabilization policy of 1981, imports of machinery, equip-
ment and metals were severely reduced while imports of
foodstuffs and cereals continued to grow as agricultural re-
form had yet to yield major gains in production and the pol-
icy of improving consumption was retained.

Between 1983 and 1985, the structure of imports again
shifted in favour of manufactured goods, particularly inter-
mediate goods and machinery and equipment, owing to in-
creased imports of those goods and substantially reduced
imports of foodstuffs and agricultural raw materials. The
share of primary and processed goods in total imports de-
clined continuously from 40 per cent in 1982 to 12 per cent
in 1985, The increase in imports of manufactured goods re-
flected a change in policy to promoting such imports after
two years of severe trade restrictions, a rising trade surplus
and excess domestic demand. The decline in imports of pri-
mary goods was the result of unprecedented growth in do-
mestic grain and cotton output which enabled Chinato be a
net exporter of these crops. The composition of China’s ex-
ports has not changed significantly since 1978, except for a
slight increase in the share of primary goods since 1983 be-
cause of the strong growth in exports of foodstuffs, live ani-
mals and crade oil.

The direction of trade changed significantly between 1978
and 1985, with a growing share of trade with developed
market and developing economies and a corresponding de-
cline in the share with centrally planned economies. This
reflects a continuation of the trend that began in the early

" The Asian Wall Street Journal Weekly, 24 February 1986, p 14

1970s with China’s renewed participation in the world econ-
omy. The shares of the planned economies in China’s ex-
ports and imports in 1978 were 15 per cent and 13 per cent,
respectively, but had declined to 10 per cent for both exports
and imporis by 1980, This decline continued through 1983,
when the shares were 9 per cent for exports and 7 per cent
for imports. The importance of imports from developed
market economies in meeting domestic demand in China is
emphasized by their share in total imports, which fluctuated
around 70 per cent over the period 1978-1985.

Medium-term plan for 1986-19%0

The current plan emphasizes the importance of stabilizing
the economy while continuing with the agenda of economic
reform. Because of the priority placed on slowing dowan the
growth of aggregate demand to mitigate rising inflation and
shortages of materials and energy, growth targets were set at
moderate levels compared with performance in the period
1981-1985. The current plan envisages a period of sustained
annual growth of about 7 per cent and, by 1990, a reformed
system of enterprise, pricing and finance that the central
Government will be able to control effectively through both
direct and indirect policies. In particular, the plan calls for
the continuation of enterprise reform, while cautionsly con-
tinuing further modifications of the economic system in the
areas of pricing, finance and macro-economic planning and
policies.®

Aggregate output growth targets have been set at 6.7 per
cent, which is much lower than the almost 10 per cent annual
growth for the period 1981-1983 (see table V1.7). This mod-
eration was adopted in response to the immediate concern
about easing domestic shortages in energy, transport, inter-
mediate goods and consumer durables. The plan envisages a
shift in the structare of production from the primary to the
tertiary sector. By 1990, the proportion of output in the ter-
tiary sector is to increase to 25 per cent, from 21 per cent in
1985, with a corresponding decline in the share of the pri-
mary sector to 27 per cent, from 32 per cent. The share of
the secondary sector is expected to remain unchanged.

Among the main sectors, agriculture is planned to grow
the slowest, at about 4 per cent a year. This is substantially
less than that obtained since 1978, but comparable to the
post-war trend. This plan target reflects the recognition that
the immediate effect on productivity of the organizational
reforms discussed above is wearing off and that future agri-
cultural growth will require increasing investments and
other inputs and improved organization of production and
distribution. The plan also emphasizes the need to shift re-
sources into the secondary and tertiary sectors, where pro-
ductivity is higher. This will tend to compress the volume of
incremental resources available to the traditional sectors,

Industrial cutput is planned to expand at an annual rate of
7.5 per cent, the rates for light and heavy industry being
almost the same. Among light industries, consumer goods

@ Seventh Five-Year Plan for Economic and Social Development of the People s Republic of Ching (1986-1990) Excerpts. chap |
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industries, in particular the processed foods, household ap-
pliances and textile and garment industries, are to be fos-
tered to accommodate the increasing demand resulting from
gains in personal incomne. The textile and garment industries
are also expected to grow faster than average in order to
promote these industries as one of the key sources of manu-
factured exports.

In heavy industry, policy discussions emphasize the need
to bolster growth in basic sectors, such as energy and pri-
mary industrial inputs. Rapid growth in transportation is
also stressed to ease bottle-necks. The expansion of produc-
tion of raw and manufactured materials, such as timber, steel
and chemical fertilizers, is also given particular attention.
The policy discussions emphasize that, in order to meet the
requirements of modernization, gross output of the ma-
chine-building and electronics industries needs to grow 8.5
per cent annually during the period 1986-1990. However,
the level of technology that is scheduled to be attained by
1990 is expected to continue to be well below that of devel-
oped countries, in part because the increase in output and in
imports of such goods is likely to continue to fall short of
demand. Other sectors will be given less emphasis. In antici-
pation of a continued brisk pace of investment in productive
capacity and housing, gross output of the construction indus-
try is targeted to grow by 7 per cent a year in the same per-
iod.

Experience since 1978 suggests that the realization of
these priorities will depend significantly on the ability of the
central Government to control decentralized fixed invest-
ment and guide its sectoral allocation. The output of rural
industries is planned to grow faster than the rest, as the pol-
icy of promoting rural industrialization remains in place.
Service industries will grow most rapidly and priority will
be given to the development of transport and communica-
tions, which remain bottle-necks in the economy. Commer-
cial and personal service industries are also targeted to grow
substantially, as they remain underdeveloped relative to the
demands of the economy.

The distribution of output scheduled in the current me-
dium-term plan does not differ significantly from the pre-
ceding plan. It is intended to raise consumption per capita by
approximately 5 per cent, or total consumption by just over
6 per cent a year. This will mean a slower rate of improve-
ment of levels of living than the growth of 8 to 9 per cent per
capita since 1978. With rising incomes, there will be a shift
in the pattern of consumption demand towards manufac-
tured goods and it cannot be expected that this will be met by
domestic production, However, owing to the need to regain
balance in the external accounts, the excess domestic de-
mand will probably not be met by imports in the short run.
The growth in consumption will therefore be limited and,
with continued efforts to curtail inflation, the excess de-
mand will result in forced savings.

Investment is planned to account for an average of 30 per
cent of domestic resource uses over the five-year period,
about the same as that attained in 1981-1983, when invest-

" Renmin ribac {Beijing). 24 July 1986.p |

135

ment growth was somewhat stabilized. The key to better
control of investment will be the ability to contral overall
levels of extrabudgetary investment by enterprises and local
government using retained funds, local taxes and bank
credit. It is planned that about 60 per cent of total investment
will be from the state budget, about two thirds of which is
earmarked for priority industries. Because extrabudgetary
investment tends to be made in heavy manufacturing, be-
sides basic industries, its control is crucial to the achieve-
ment of overall sectoral investment priorities.

Control of fixed investment by indirect measures is being
hampered by the incomplete reforms of the enterprise man-
agement system and of the overall financial system. The reg-
ulations issued in July 1986 to control fixed investment do
not address the problems of the low cost of capital and the
lack of financial accountability of enterprises,® but tend to
rely on stricter administrative control over investment plan-
ning at local levels of government and on more rigorous
requirements for obtaining working capital for new produc-
tion units. An interest charge of 30 per cent on credit for
unplanned investments was also instituted. More effective,
flexible and permanent mechanisms for controlling invest-
ment are on the agenda for enterprise reform discussed be-
low.

The planned annual growth in trade (8.1 per cent for ex-
ports and 6.1 per cent for imports) is below that of the 1981-
1985 period and aims at reversing the foreign trade and
payments deficits. The immediate focus of trade policy is to
reduce the $13 billion trade deficit of 1985. The ban on im-
ports of consumer durables and automotive equipment ap-
pears likely to remain in effect through 1987 As yet, there
are no indications that the recentralization measures taken
with regard to the foreign trade system will be rescinded in
the next five years. The 17 per cent devaluation declared in
mid-1986 entails continued adjustment of domestic versus
international prices. During the next five years, there will be
selective imports in the areas of technology and production
goods in short domestic supply, namely steel, chemical fer-
tilizers, raw materials and fibres. The strategy to achieve the
planned export growth includes the promotion of exports of
manufactured goods, particularly textiles and other light
manufactured goods. The collapse in world oil prices and
continued weak markets for agricultural commodities have
made it even more imperative for China to continue to place
greater reliance on the growth of exports of manufactures.

Based on official policy discussions and recent develop-
ments, including trade agreements signed since 1985, a sig-
nificant growth in trade with the USSR and the centrally
planned economies of Eastern Europe can be expected dur-
ing the period 1986-1990. Trade with developed market
economies will likely grow steadily during that period in the
absence of protectionist measures in these economies or a
restriction of imports of machinery and equipment by
China. With the decline in the value of oil exports from
China to developed market economies and of grain imports
by China from these countries, the composition of this di-
mension of China's trade can be expected to change further.



According to official statements, China expects to expand
its utilization of international financial resources by promot-
ing foreign direct investment and foreign credit Barring
dramatic changes in the environment for foreign investors,
the bulk of growth is likely to be in loan capital rather than in
foreign direct investment. Planned figures are not available
but the amount of credit, including bonds, used in 1979-
1985 was approximately $20 billion. The amount for the
current plan period will probably be significantly higher. In
1986, the utilization of foreign loans amounted to $4 8 bil-
lion, an increase of 93 per cent over 1985.% This suggests
that initially the Government was willing to raise its external
debt — a major reversal of traditional policy — in order to
finance imports needed for modernization and for the im-
provement of consumption, even if efforts to promote ex-
port growth fell short of target in the short run. However,
recent policy modifications do not preclude a return to the
traditional policy of balanced trade. If such a shift were to
occur, China’s demand for foreign loans could contract sig-
nificantly

Coatinuation and extension of the economic reforms

The overall goal of reforms in 1986-1990 is the gradual
transition from a centralized system to one that relies on a
combination of direct controls and indirect economic instru-
ments as guides for decision-making by individual economic
agents. The plan emphasizes the gradual implementation of
fundamental reforms of the system in the areas of prices,
finance and macro-economic planning and policy co-ordina-
tion. These reforms will be instituted in the latter part of the
plan period In the first two years, continued reform of ur-
ban enterprise management and the urban wage and employ-
ment systems will be the focus. Based on the ongoing
discussions on the annual pian for 1987, the current pace of
reform appears to be consistent with the medium-term plan
and suggests some slowing down from the pace that was
indicated in late 1986, Reports suggest that even the adop-
tion as law of the centrepiece of enterprise reform — the
“factory director responsibility system™ — will be delayed.

As noted, urban enterprise reforms have yet to deal suc-
cessfully with the lack of financial accountability and lack of
autonomy of enterprises. These two factors remain major
obstacles to the effective decentralization of decision-mak-
ing in the urban sector. Reforms in the current plan will
address these two issues, specifically by improving profit
taxation, adopting legal procedures for bankruptey, increas-
ing the authority of enterprise directors and devolving con-
trol of the supply of inputs to the market and to individual
enterprises.

The implementation of the new taxes proposed in 1983

= Ching Dailv (Beijing), 24 January 1987, p. 1

remains to be completed. The new system has, thus far, been
applied in a manner that does not link performance to after-
tax profits effectively. Continuing reform will focus on
strengthening the incentive effect of taxation A Jaw on
bankruptcy of state-owned enterprises has been imple-
mented on an experimental basis but has not yet been
adopted as law.* It sets the conditions of bankruptcy and
provides the legal framework for the disposal of state-owned
assets for the settlement of debts, taxes and wages. It also
provides for the possibility of legal action against leaders of
a failed enterprise and their governmental supervisors.

The “‘factory director responsibility system”, which has
been phased in since 1985, provides the basis for granting
factory managers more authority to enforce measures de-
signed to improve productivity. Its success depends on the
freeing of managers from extraneous interference. Resist-
ance to the system has surfaced on two fronts: the centres of
entrenched political and administrative control, whose
powers are being eroded, and the workers, who object to the
priority accorded to profits over wages and benefits. Supple-
mentary regulations concerning this new system were issued
in November 1986 in an attempt to separate the function and
responsibilities of the factory director, party cadres and
workers in an enterprise. According to these regulations, it
appears that the authority of factory managers will be shared
by party cadres and workers This is expected to further the
full-scale adoption of the system in the near future. How-
ever, ratification of proposed legislation to provide the legal
framework for increased autonomy of factory directors has
been stalled ¢

Looser administrative aliocation of materials will give en-
terprises greater control over the availability of needed in-
puts. More materials will be traded directly between
enterprises, and prices will fluctuate according to supply
and demand. Changes implemented in late 1986 include
freeing above-quota output of rolled steel, chemicals and
chemical fertilizers from controlled distribution.®

Modifications in the employment and wage systems in ur-
ban enterprises are an important component of central policy
efforts to improve macro-economic control. They also have
ramifications for enterprise autonomy. The objective of the
reform of the employment system is to promote flexibility of
labour markets, in some instances by permitting managers
to dismiss workers. Under new regulations, all new employ-
ees of state-owned enterprises have been placed on fixed-
term employment contracts, in most cases of a duration of
up to five years,” effective from October 1986. They may be
dismissed during the contract period if they do not fulfil per-
formance requirements in the contract. At the end of the
contract, the enterprise has the option to renew ot to termi-
nate the relationship. A recently instituted system of unem-

“ Remin ribae (Beijing) 17 December 1986, p 1. and China Daily (Beijing). 16 February 1987 p 2

e Renniin vibao (Beijing), 3 September 1986, p. |, and China Daily (Beijing) 18 Navember 1986

" Ching Daily (Beijing), 5 June 1986, p 4,ibid 7 June 1986, p 3. Renmin ribuo {(Beijing), 16 Jansacy 1987, p 2, and The New York Times.

23 March 1987, p 7.
8 Ching Daifv {Beijing}. 21 October 1986, p.
o Renmin ribao {Beijing)., 9 October 1986, p
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ployment insurance, with contributions from enterprises,
will provide benefits for those workers who lose their jobs. ™
Improving linkages between performance and reward con-
tinues to be a key objective of wage reforms.” At present,
wage scales remain centrally determined and total bonus
payments by enterprises and job-promotion provisions are
still subject to intervention at various levels of government.
Despite these planned changes, the ability of enterprise di-
rectors to make rational decisions concerning employment,
promotion and bonuses will hinge on the degree of auton-
omy that they eventually achieve.

One of the objectives of the ongoing reforms has been to
improve the use of prices in the allocation of resources by
shifting to a system that combines directive planning, guid-
ance planning and market determination. This will entail re-
form of the pricing system to reflect supply and demand. It
also cals for creating markets for commodities and services,
such as technology, finance and labour. Prices of most con-
sumer goods will be decontrolied over time and will be de-
termined by supply and demand rather than by central fiat.
The proportion of production goods subject to planned
prices will be reduced, which is in line with the reforms
implemented since 1978. These reforms have effectively de-
controlled prices of some production goods, raw materials
and agricultural commodities; but even planned prices will
be adjusted to reflect market prices on an international basis.

The slow pace of progress with price changes reflects
long-standing concern about the potential inflationary con-
sequences. The 30 per cent increase in non-staple food
prices and the sharp rise in the price of above-quota steel in
1985, after prices were decontrolled, have made that con-
cern even more acute. In 1986, experimentation with further
price reforms in the areas of consumer durables and textile
materials continued. Enterprises have been allowed to raise
or lower prices to widen the differential between goods of
different quality and demand . In 1987, however, the priority
appears to be price stability at the retail leve] ?

A critical component of measures to improve the effec-
tiveness of indirect macro-economic policies is reform of
the financial system. Financial reforms implemented since
1978 have given the banking system a much more active role
in the creation of credit. However, the central bank still
lacks the instruments necessary to control the money supply.
Similarly, branches of specialized banks in industry, agricul-
ture and foreign exchange have nejther the autonomy nor the
incentive to grant credit based on economic criteria; they are
strongly influenced by local governments. The current me-
dium-term plan envisages reforms that will place control
over interest rates and reserve requirements at the disposal
of central banks and that will reorganize specialized banks
and other financial institutions into financially accountable
enterprises carrying out their transactions in an economi-
cally rational manner.

* fbid.

" See the interview with the Minister for Labour and Personnel in S
in Joial Publications Research Service. Ching Report

" Renmin ribao (Beijing). 30 December 1986, p

yte tan (Beijing), No 9, 10 May 1986 pp 8-15. trans
— Economic Affairs. 16 July 1986. pp 95103
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Conclusions

In comparison with previous medium-term and annual
plans, the economic outlook for the second half of the 1980s
that emerges from the new five-year plans is for a greater
pace of growth of investment and output. All plans stress the
need to have more expansion of capital formation than pre-
viously in order to accelerate modernization and foster gains
in productivity. Emphasis in the preceding five-year plans
was placed largely on rectifying external imbalances, mod-
erating the growth of output in order to compress import
demand and protecting attained levels of living. These ob-
Jectives usually had to be modified in the light of develop-
ments during implementation.

Policy makers appear to have committed themselves to
undertaking measurable structural changes by national ef-
forts as well as, in the case of the CMEA members, at the
level of intra-group institutions and policies. The new plans,
particularly in Eastern Europe, still emphasize the priority
of correcting the external sector, but do so largely through
positive adjustment policies that envisage marked structural
changes in the composition and quality of production, and
the material and factor intensity of aggregate output. In addi-
tion, undertaking urgent changes in national and group-wide
economic policies, institutions and policy instruments is an
important component of most of the plans. Further decen-
tralization of decision-making is to proceed by way of mar-
ket-like instruments of indirect economic co-ordination and
their supporting institutions. Greater enterprise antonomy
and self-financing responsibilities may in time exert a posi-
tive effect on trade and other relations with market econo-
mies. Finally, more than before, the plans emphasize the
importance of intensifying participation in international
trade and finance. CMEA members may temporarily seek to
enhance their group-wide ties more than their relations with
developed and developing market economies in order to fos-
ter socialist economic integration. If successful, such efforts
will in turn assist these countries in bolstering their export
potential in global markets. Significant improvements in the
environment for East-West economic relations and the wider
participation of the centrally planned econornies in interna-
tional econoinic organizations are desirable components of
the growing integration of these countries in global trading
and financial networks.

As developments during the early phase of the current
plan period have demonstrated already, more so than during
any plan implementation phase prior to the 1980s, the five-
year plans are being treated as policy biueprints that should
be modified when circumstances require. The shifts in insti-
tutions and policies, as well as unforeseen developments in
foreign markets, affected performance in 1986. On the
whole, they have been weathered without losing sight of the
key priorities in the development philosophy embedded in
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the plans and, even more, in the ongoing policy discussions.
Holding this course should permit these countries to modify
their domestic economies, particularly if exogenous circum-
stances (including foreign trade and the weather) are at least
average. Such measures are, in turn, bound to spill over into
the foreign trade sphere, affecting also integration efforts
within CMEA, later in the decade. There are also bound to
be direct and indirect repercussions on trade with the market
economies. Relations with these countries, however, remain
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partly constrained by the fact that there continues to be a
considerable mismatch between the products supplied by the
planned economies and demand in third markets. A more
growth-oriented combination of economic policies in key
market economies and further relaxation of tension in East-
West relations would provide the environment for the
planned economies to have a more expansionary impact on
the world economy.



CHAPTER VII

UNEMPLOYMENT IN DEVELOPED MARKET ECONOMIES: THE POLICY DILEMMAS

One of the major socio-economic problems of the devel-
oped market economies since the early 1970s has been the
rising level of unemployment. There has been a steady up-
ward drift in the number of unemployed and in their share in
the total labour force. At the same time, marked differentials
in unemployment levels by region, age group, sex and eco-
nomic sector have emerged. Unemployment is a social and
economiic scourge at any time and, because of its sharp rise
after a prolonged period of comparatively low unemploy-
ment, it might have been expected to become an acute policy
concern in developed marked economies. However, the
high levels of unemployment in industrial countries in recent
years have in most cases not dominated the political agenda

as much as lower unemployment did in the past: the reasons
are not entirely clear. It may be widely believed that Govern-
ments cannot do much to reduce unemployment without
touching off renewed inflation and balance-of-payments
deficits. This chapter is largely addressed to precisely that
issue.

Unemployment rates in all OECD countries combined’
nearly tripled, from about 3 per cent in 1970 to about 8 per
cent in 1986 (see table VII.1). Today the number of unem-
ployed exceeds 29 million. The problem is particularly se-
vere in Europe, where the unemployment rate rose from 2.5
per cent in 1970 to 11 per cent in 1986. The unemployed in

Table VII.1.  Developed market economies: unemployment rates, 1970-1987*
(Percentage of total labour force)

1970 1975 1979 1982 1984 1985 19g6b 1987c

Austradia 16 48 62 71 8% 82 76 76
Austriz i4 17 21 35 38 35 34 316
Belgium 21 50 82 126 MO0 131 120 120
Canada 56 69 74 109 112 104 %.6 91
Benmark 7 4% 60 110 85 76 72 79
Finland 1 22 59 38 61 62 72 15
France 24 40 59 81 97 101 104 11
Germany, Federal Republic of 08 36 32 6t B85 86 82 79
Greece 42 23 19 58 B8} B4 87 94
fceland I3 06 04 0.7 13 17 1] 1.5
Ireland 58 73 71 114 155 168 173 173
Ttaty i3 5B 716 90 102 105 107 10.9
Japun Il 19 21 24 27 26 29 34
Luxembourg 00 02 07 12 i7 18 16 16
Netherlands 10 52 54 1t4 140 130 122 118
New Zealand 0.1 0.2 i9 35 57 63 71 :

Norway 6 23 20 26 30 25 20 2.3
Portugal 25 44 80 73 89 86 86 8.6
Spain 24 36 EB5 158 200 214 210 208
Sweden 15 16 2 31 31 28 26 z9
Switzerland 60 04 03 04 N 10 08 0.8
United Kingdom 30 43 51 114 130 132 133 13.0
United States 48 83 58 95 74 71 70 68
Western Europed 25 41 54 89 08 110 110 1.0
Totald 30 51 79 81 B8O 30 8.0
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Source Department of International Economic and Soeinl Affairs of the United Nations
Secretariat, based on OECD, Econemic Outlook, No. 40 (December 1986); and OECD,
“Employment and unemployment: some isstes and facts,” paper prepared for the meeting of the

Manpower nnd Social Affairs Compmittee, Paris,

November, 1986

4 Dala for all countries except Denmark, Greece, Iceland, Ireland, Luxembourg, New Zealand
ard Portugal are standardized unemployment rates

Estimates

¢ Extrapolations based on national definitions

4 Based only on countries with standardized unemployment rates.

" Excluding Turkey, which is classified as a developing economy by the United Nations Secretariat
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Figure VII.1. Selected developed market economies: standardized
unemployment rates, 1973-1987
(Percentage of total labour force)
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Figure VIL.2. Selected developed market economies: growth
of employment, 1973-1987
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Western Europe currently amount to some 17 miltion peo-
ple. There are great variations among countries. Spain has
the highest unemployment rate (21 per cent on a standard-
ized basis) followed by Ireland. Japan, Luxembourg, Switz-
erland and some Scandinavian countries have held the
unemployment rate below 3 per cent.

The United States of America lies between these ex-
tremes, although its unemployment rate too has fluctuated
around a rising trend over the past decade and a half (see
figure VII. 1). In Western Europe, as the figure shows, there
has been an upward ratcheting of unemployment, with job-
lessness rising in cyclical recessions (1974-1975 and 1980-
[982) and cyclical recoveries (1976-1979 and 1983 to the
present} too weak to improve the sitation. This contrasts
with the experience of the United States, where the cyclical
recovery was sufficiently strong to bring unemployment
rates down. From 1973 to 1987, net employment grew by 11
per cent in Japan and by 31 per cent in the United States (see
figure VI1.2) In Western Europe, few new jobs were cre-
ated during that period. In the United States, there was a
rapid expansion of part-time employment and lower paying
jobs.

The unofficial or “‘underground” economy has grown in
all developed market economies but more so in Western Eu-
rope than elsewhere. However, the share of the “second
economy” on a value basis should not be exaggerated. Re-
cent estimates put an upper bound of 4 per cent of GNP on
that kind of activity in the more industrialized OECD coun-
tries, although the share for Southern European countries
may be much higher.®

Social and demographic aspects of unemployment

The unemployed are members of the labour force who
want to work but cannot find a job. This group of peapleisin
constant turnover, fed by new lay-offs or job seekers, but
depleted by those who find jobs. The incidence and duration
of unemployment in relation to specific social groups has
also been changing in recent years. Two features stand out:
the very high levels of unemployed young people and of the
long-term unemployed, that is, those who are out of work
for 12 months or more.

The combination of higher long-term and youth unem-
ployment, especially in Western Europe, makes the social
costs of labour market disequilibria particularly pervasive
and debilitating. A large part of an entire Western European
generation has been living with the prospect of not being
able to obtain a full-time job with meaningful security. With-
out determined policy measures, the near-term prospects re-
main bleak, The persistence of high unemployment can only
lead to further social unrest. The economic, psychological
and social problems of the unemployed aged 50 or over are
also prominent Involuntary retirement and various incen-
tive schemes favouring early retirement have, in many coun-
tries, reduced the reported number of unemployed people.
But this group has to cope with unfilled personal and eco-
nomic expectations at a time when longevity is on the in-
crease and active life is prolonged

Long-term unemployment, especially in Western Europe
(see table VII.2), is in part due to structural adjustment,

Table VIL.2.  Selected developed market economies: long-term
unemployment, 1982-1985
(Percentage of total unemployment)

1982 1583 1984 1985
Six One Six One Six One Six One
months?  year® months  year  months year months  year
Japan 331 49 338 i55 376 1572
Unsited States 16.6 77T 139 1313 91 123 154 9.5
Selected Western
Eurcpean countries
France 64 1 421 670 422 655 423 TI0 468
Germany, Federal
Repubtlic of 46 4 212 541 285 851 27 517 o
haty : 378 419 479
Spain 69.1 49 4 710 536 732 542 742 573
United Kingdom 547 336 581 365 602 398 604 410

Source: Department of Internatione] Economic and Social Affairs of the United Nations
Secretariat, based on QECD Employment Outlook. September 1986, table K

2 Six months and over
b Twelve months and over

* The size ol the Portuguese vrderground cconomy. for example. has been estimated at 1| per cent of GDP: see Bank of Portugal, Quarterly

Bullerin. vol 6. No & (March 1984), annex Vil
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which is inevitably associated with some degree of mismatch
between available labour skills and the changing pattern of
demand and new technologies. In Belgium, France, Ireland,
Italy, the Netherlands, Spain and the United Kingdom of
Cireat Britain and Northern Ireland, over 40 per cent of the
total are long-term unemployed. This is once again in con-
trast with the experience of the United States, where long-
term unemployment has not exceeded 15 per cent of the total
and the share fell by 4 percentage points from 1983 to 1985.

Two implications of long-term unemployment need to be
highlighted. First, those who have been unemployed for a
tong time do not usually play any direct role in wage negotia-
tions, unlike those out of a job for shorter periods.” In many
cases, ptoblems of the long-term unemployed do not even
enter wage negotiations indirectly, through, for example,
social contract or union negotiations. As a result, the em-
ployed, the “‘insiders”, have a vested interest in seeking
wage settlements that provide security for themselves. Since
it has an important bearing on the nature of the trade-offs
facing policy makers in combating unemployment, the po-
tential policy implications of the “insider-outsider” prob-
lem are especially significant in Western Europe. Secondly,
just as steady employment enthances the career prospects of
job holders, so being out of work for a prolonged period of
time diminishes the productivity, work opportunities and in-
come-earning power of the workers affected. .

Young adults have become victims of reduced entry-ievel
recruitment opportunities. In such countries as Ttaly, where a
high degree of job security is enjoyed by those in employ-
ment, the unemployment rate for youth is more than three
times the country’s overall average. The lack of training and
work experience of unemployed young people makes many
of them unsuitable even for low-paying and part-time jobs in
the service sector in which some minimum skills are re-
quired, given the increased availability of married women,
imigrants and others for such work.

Youth unemployment in Western Europe is nearly twice
as high as in the United States and more than three times as
high as in Japan (see table VIL.3). For most European devel-
oped market economies youth upemployment exceeds 20
per cent. The comparatively low rate in the Pederal Republic
of Germany* is explained by the highly developed network
of vocational training and apprenticeship programmes there

High youth unemployment often engenders low motiva-
tion, poor achievement in schools, crime and the risk of ri-
ots, so that there is much interest in setting up training and
job programmes for unemployed young people. With more
job creation and training programmes in place, youth unem-
ployment may slowly ease in Western Europe. Despite this,
youth unemployment rates will probably remain above 20
per cent in Western Europe for the next few years.

There have been many attempts to explain the high rates of
youth unemployment in industrial countries. Two factors
have contributed significantly to it. One is demography: the
large cohorts born in the immediate post-war period entered
the labour force between the mid-1970s and late 1980s. This
so-called *‘baby-boom” started later and lasted longer in
some countries, notably the Federal Republic of Germany,
Italy, Japan, Spain and the United Kingdom. The second fac-
tor is increased labour force participation of females, partic-
ularly those in the age group 20-24.

The drop in the cohorts entering the economically active
population is likely to reduce youth unemployment in the
next 10 to 15 years. Population growth will decline in the
majority of the developed market economies, becoming vir-
tually zero and possibly even negative in the Federal Repub-
lic of Germany, and growth in the age groups 15-19 and
90-24 will be lower than growth of total population in practi-
cally all these countries, in most cases even negative. The
decline in the share of new cohorts in the active population
in the next decade is especially marked in Western Europe 5

Except in Japan, labour force participation rates of fe-
males increased dramatically between 1970 and 1980 Since
then, these rates have stabilized in most OECD countries.
More than 50 per cent of the female population of working
age now have a job outside the home, compared with about
30 per cent two decades ago. This demographic shift in the
labour force is due in part to supply-side factors: efforts 1o
supplement head-of-household incomes in the light of in-
creasing expectations and declining purchasing power, anti-
discrimination legislation, rising levels of education, the
availability of appliances and conveniences that reduce
household chores, and changing social norms (such as self-
realization as a personal goal, later marriages, fewer chil-
dren and higher divorce rates). On the demand side, in spite
of equal-pay legislation, women can be hired more cheaply

» §ee O Blanchard et af , Employment and growth in Europe: a wwo-handed approach”, Centre for European Policy Studies, No. 21, May 1985,
and R Layarad and §. Nickell, “The causes of British unemployment"', National fustinute Econontic Review. February 1985

* The Scandinavian countries for which data are available also have low youth unemployment (well below i} per cent)

3 Youth demographic pressure defined as age group 15-24 divided by 15-64 is as follows:

198C 1985 1990
{Percentage)

France 248 233 223
Germany, Federal Republic of 242 235 195
Ttaty 236 236 215
Japan 205 208 219
Spain 257 259 252
United Kingdom 242 244 225
United States 284 251 218

Source.

World Population Prospects: Estimates and Projections as Assessed in 1984 (United Nations publication, Sales No E.B6 XHI 3}

{hus, youth demographic pressure from the ~-baby-boomers™ is expected to decline, except in Japan
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Table VIL.3.  Selected developed market economies: youth
unemployment, 1984-1987*
(Percentage of the total youth labour force)

1984 1985 19BGt 1987
Japan 49 48 55 60
United States 133 130 12.5 12.0
Four mujor Western Evropean countriese 216 217 215 23
France 244 256 258 26.5
Germany, Federal Republic of 9.9 g5 813 70
Italy 334 337 355 370
Spain 4453 436 438 423
United Kingdom 21.8 7 218 20.8

Source: Department of International Economic and Sociat Affairs of the United Nations
Secretariat, based on OECD Employment Outlook, September 1986, table 10,

2 The age group is 14-24 in Italy; 15-24 in France, the Federal Republic of Germany and Japan;
and 16-24 in Spain, the United Kingdom and the United States.

b QECD estimates.

¢ France, the Federal Republic of Germany, ltaly ard the United Kingdom.

than men, in many countries. If working part-time, they
qualify for fewer non-wage benefits. Thus, while more and
more women are entering professions long dominated by
men, including medicine and the law, and others continue to
accupy jobs in the public sector, for example in teaching and
nursing, most of them hold part-time, temporary or subcon-
tracted jobs in the service sector.

Many of these service sector enterprises have emerged in
response to the needs of employed women and of an aging
population. Lower pay, less job security and less social secu-
rity protection mean that women carry a disproportionate
share of the adjustment costs of structural change and in-
creased labour market flexibility.

There has been a world-wide decline in the labour force
participation rate of females and males in the 15-19 age
group. This phenomenon chiefly reflects longer education,
which delays entry into the labour force. Thereafter labour
force participation rates increase, in particular for females
in the age group 20-24

Although femnale participation ratios may have stabilized
in recent years, their impact on the unemployment situation
and on the availability of new jobs is substantial. The share
of women gaining access to new jobs is very high. For ex-
ample, in the United States, where the employment situation
has shown most progress, some 73 per cent of the extra jobs
created since 1979 have been taken by women. In the other
six largest OECD economies, employment of women has
risen by 7 per cent, while that of men has fallen by 2 per
cent

The declining pressures from new cohorts and greater fe-
male participation point to less labour supply pressure.

However, these expected developments also give rise to a
problem of a different nature: the aging of the labour force
and an increasing old-age dependency ratio. An older labour
force may exhibit less flexibility and obsolescence of skills.
Rising old-age dependency burdens mnay cause new struc-
tural problems, such as increased regional immobility of an
aging labour force. Company pension plans, for instance,
are hard to transfer from one employer to another; older
workers are therefore averse to changing jobs and thus the

job market becomes less flexible.” Housing and unemploy-

ment benefits, however, are the two factors that most seri-
ously constrain labour mobility.

Income claims and unemployment

During the 1970s, real labour costs increased in most of
the OECD countries This was due not only to wage in-
creases but to such benefits as improved severance condi-
tions, social security, and locational and pension provisions.
With regard to the labour incomes of those already em-
ployed, offsetting and even over-compensating for inflation
took precedence over adjustment to slower productivity
growth and deterioration in the terms of trade. Relatively
high minimum wages, union pressures, high social security,
unemployment compensation and severance pay, and wage
indexation policies served to reduce real pay differentials. It
also led to rising unemployment, particularly armong young
people and the active population aged 50 and above, and to
the export of some manufacturing jobs to regions or coun-
tries with less expensive labour resources Since 1982, how-
ever, this has changed somewhat.

* Many women are self-employed In the United Kingdom, for example, the number of self-employed women has increased three times as [ast as
the number of self-empioyed men since 1980, They provide jobs for others Forty per cent of the self-employed in the United Kingdom are

cmployers themscives

? While accounting for between a third and a half of old-age benefits in Australia, the United Kingdom and the United States, private pension
schemes are negligible in some other countries, such as France and the Netherlunds
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The pressures to keep real wages from rising come from
various sources. Competitiveness is a key criterion. Faced
with the choice of reducing costs or closing down, many
firms adopted a firmer stance on wages.® Employers hoped
that slower wage rises would improve corporate cash flows,
profits and competitiveness. With real labour costs growing
at or below the rate of labour productivity, competitiveriess
is Iikely to improve, thereby eliminating any tendency to-
wards a net export of jobs from trade. Governments also
viewed wage containment as essential to bring inflation un-
der control and to keep employment and output up.® Labour
unions have also had a role in keeping wages from growing
at previous rates. In situations where the power of trade un-
ions is on the decline,"” many unions have opted for im-
proved job security for their members in exchange for wage
concessions. In a few cases, average wages have been re-
duced through the negotiation of two-tier agreements
whereby new workers are hired at lower wages in return for
improvements in pay and benefits for existing employees.

Although real unit wage costs have declined in many
countries, employers have often preferred to economize on
labour despite declining labour-to-capital factor costs.
Whatever labour has been added has been part-time, tempo-
rary or subcontracted employment.” Employers have also
sought to make more efficient use of their existing workers
by introducing more elastic working hours that permit more
intensive use of their plants and easier adjustment to shifts in
demand.

Although precise, internationally comparable data
through 1986 are not readily available, the evidence sug-
gests that profit shares and rates of return on capital in major
developed market economies, particularly in the Federal
Republic of Germany and the United States, began to rise
sharply after the second oil shock Thus, the profit share in
manufacturing in the United States and in four major West-

ern European countries (France, the Federal Republic of

Germany, Italy and the United Kingdom) hovered around
26-28 per cent in the period 1975-1978, and subsequently
dropped to just over 20 per cent in the United States and to
just over 25 per cent in Western Europe in 1980-1982. From
then on, however, profit shares in manufacturing and the
rate of return on capital have risen steadily. Profit shares are
at present above the levels observed in the 1960s, particu-
larly in the United States. In 1985, for example, profit
shares were 31-32 per cent in those same Western European
countries and the United States, compared with 31 per cent
in Western Europe and 26 per cent in the United States in
1972. In the Federal Republic of Germany the share of net
wages and salaries, including voluntary fringe benefits,

amounted to 38 per cent of national income in 1985, com-
pared with 44 per cent in 1975 and 42 per cent in 1980.

Macro-economic policy makers expected this gain in cor-
porate profits to stimulate investments and thereby expand
demand for labour sufficiently to re-employ a significant
share of workers laid off earlier and to absorb new entrants
into the labour force. This has happened in only some coun-
tries, notably the United States But even there, labour has
not been able to reclaim its share in aggregate resources.
Those laid off temporarily had to settle for lower paying new
jobs and many of the new jobs were available only on a part-
time, temporary or subcontracting basis. In most other de-
veloped market economies, there has been a continuing rise
in the unemployment rate.

Although unemployment rates in Europe have apparently
stabilized, the prospects of a large increase in employment
levels are not very encouraging. There have now been 16
quarters of uninterrupted growth, yet no overall reduction in
the unemployment rate is in sight. Certainly, jobs have been
created in most developed market economies, but at a rate
that has usually been siower than the rate of growth of the
labour force. As a result, unemployment, particularly
among young people, has remained very high. Recent expe-
rience shows that, on balance, slow growth does not create
jobs.

The fact that employment was not boosted by real wage
cuts lingers over some of the critical policy dilemmas in de-
veloped market economies. Policy makers in most European
countries are still reluctant to engage in policies aimed at
expanding demand. This reluctance is based on the expecta-
tion that stimulating aggregate demand would chiefly trans-
late into higher, and possibly accelerating, rates of price
inflation. Though there would also be a positive impact on
output and employment from the demand stimulus, this is
believed to be rather small. If demand does not drive up
inflation, it is expected to spill over into imports and pro-
duce a current account deficit that may be difficult to finance
at prevailing exchange and interest rates. Depreciation of
the currency would again aggravate inflationary pressures
and might lead to a reversal of the macro-economic policy
stance, weakening the credibility of policy makers. These
policy dilemmas play an important role in explaining the
persistence of high unemployment in developed market
ECONOMIES.

‘The structure of labour markets, is therefore an important
determinant of the policy stance on employment Job pros-
pects are in part a function of labour market regulations,
mobility of the labour force, both among and within sectors

* In the United States, airlines, raifroads, meatpackers, and steel are some of the industries that have renegotiated wages dowawards or have

resorted to a two-tier system to hold on to their markets

¢ In France the indexation of wages was stopped in an effort 10 reduce inflation. In other countries, real minimum wages were allowed to be eroded
by inflation: centralized bargaining was de-emphasized, as in Sweden, in the hope that more competitive wages could be obtained through
decentralized negotiations; profit-sharing arrangements for workers have been encouraged.

® For exampie, trade union membership dectined in the United States by nearly 14 per cent during 1980-1984. despite a 5.4 per cent increase in

jobs

" The net result is that big established firms and industries are no longet creating many jobs In Canada, for exampie, employment in the 100

largest companies fell by 10 per cent between 1981 and 1984,
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as well as within different regions or countries, and real
wage rigidity. These factors can combine to price labour out
of the market and raise unemployment. Rather than seeking
to stimulate demand, economic policy could usefully be
aimed first at curbing rigidities in the labour market. It
should be remembered, however, that what may be rigidities
from the policy point of view, may in fact represent much
valued security for those affected. An appropriate balance
must be sought between security for those employed and
flexibility to help the unemployed.

As noted, labour market rigidities rose substantially in the
1970s, though there has been a marked increase in the de-
gree of flexibility of iabour markets in recent years. A criti-
cal policy question, therefore, is whether the functioning of
labour markets has improved sufficiently to allow a reduc-
tion in unemployment without risking more inflation or ex-
ternal imbalances. An associated question is whether the
risks at the national level might be mitigated by co-ordinat-
ing macro-economic policies among key actors in the inter-
national economy. These issues are explored in greater depth
below for seven developed market economies (Japan, the
United States and the five largest Western European econo-
mies, namely France, the Federal Republic of Germany, It-
aly, Spain and the United Kingdom).

In comparing these economies, perhaps the single most
surprising contrast is that whereas employment growth has
been stagnant in Western Europe and has risen strongly in
the United States (see figure VI.2), average annual GNP
growth rates from 1973 to 1987 have been approximately
the same. The explanation is that the growth of output per
person employed has been lower in the United States (0.5
per cent from 1973 to 1987) than in Western Europe (2 per
cent) or Japan (3 per cent),

Though greater labour intensity of output helps to expand
employment at a time of slow GNP growth, low productivity
is not a solution. Higher labour productivity and, indeed,
substitution away from labour in response to higher real
wages stemming from productivity growth are at the heart of
the economic development process. It is for this reason that
the slow-down in productivity growth, which began two
decades ago in most developed market economies, has been
worrisome. The reason for this decline is not fully under-
stood. The exhaustion of the shift of labourers from low pro-
ductivity agricuiture to high productivity manufacturing and
the continuing movement towards the service sector, which
has traditionally been viewed as having lower productivity
growth than manufacturing activities may, in part, underlie
the decline. It may also help to explain why labour produc-
tivity in the United States has been growing more slowly
than in Japan or Western Europe. A general drop in total
factor productivity since 1973, owing to slack demand and a
rise in unused resources has also been suggested as a cause
of the decline in labour productivity,

Whatever the reason, the paradox is that the technological

potential for productivity increases and employment growth
today is great. Labour productivity has certainly been in-
creasing rapidly in the electronics industry, in particular in
the fields of micro-electronics, computerization, robotics
and communication technology, which have been leading the
way in the “‘information revolution”. Employment growth
in these branches has been brisk to the extent that some firms
have had difficulties in filling their vacancies. Unemploy-
ment is concentrated in the “sunset” industries, for example
textiles, steel, ship-building and coal-mining. How to come
to grips with the structural adjustments that are called for by
these productivity differentials, with a minimum of unem-
ployment and other dislocations, remains a major task of
macro-economic policy.

Rapid technological change brings about severe disloca-
tions and adjustment problems. Such change might therefore
be considered a prime candidate for explaining persistent
unemployment. However, this type of structural change
does not lead to a direct macro-economic trade-off or policy
dilemma. Instead, technological change conditions the very
nature of the trade-off between price stability and employ-
ment because it affects the economic evaluation of labour
and output itself. Trying to hold on to jobs that have become
unproductive owing to technological change aggravates the
misallocation of resources and results in losses for society as
a whole.

Macro-economic causes of unemployment

Although they can offer only partial insights, important
policy implications can be derived from an assessment of the
significance of competing theories that explain unemploy-
ment at specific points in time or in particular countries.
With this aim in mind, three principal explanations of unerm-
ployment are reviewed below. The two traditional macro-
economic explanations of unemployment focus on
insufficient aggregate demand and rigid labour costs in ag-
gregate supply. These are rather static rationalizations of the
policy trade-offs involved. One dynamic explanation, the
hysteresis hypothesis, has recently been offered: the past
history of unemployment is an important conditioning factor
of future unemployment and hence of future policy trade-
of fs

Classical unemployment

Neo-classical analysts maintain that unemployment stems
from rigidities in labour markets. In other words, mass un-
employment stems primarily from excessively high real
wages and related non-wage labour costs.

The neo-classical approach suggests that expansionary ag-

* For adiscussion of the productivity slow-down, see Economic Survey of Europe in 1985-1986 (United Nations publication. Sales No E 86 1 E 1).

sects. 1.2 and 2 10
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gregate demand policies would not create employment, but
would instead raise inflation. The appropriate policy re-
sponse, according to this framework, is to foster greater
wage flexibility and wage differentials and moderate non-
wage labour costs, and reduce restrictions in labour mar-
kets. For a given capital stock and other non-labour factor
inputs, unemployment would tend to decline because the
real cost of labour relative to that of other factors of produc-
tion shrinks. Together with other conditions for higher
profit, such as low and stable inflaticn, this approach pre-
dicts faster capital stock accumulation in the medinm term,
therefore improving prospects for employment. This ap-
pears to have been a major consideration in recent policy
stances in key developed market economies, as discussed
above.

Putting it somewhat more technically, the neo-classical
approach argues that a large part of the unemployment prob-
lem in developed market economies can be explained by un-
warranted real wages that do not adjust when an adverse
aggregate supply shock occurs, such as a jump in oil prices.
At the prevailing real wage, the demand for labour would
then fall. The difference between the actual real wage and
the real wage warranted in order to clear the labour market
(i.e., the real wage that would maintain full employment) is
known as the real wage gap. The larger the wage gap, the
more unemployment there is likely to be. A correlation be-
tween high unemployment and high real wage gaps, there-
fore, might be taken as evidence of the existence of classical
unemployment.

Unfortunately, the warranted real wage level cannot be
observed and different empirical specifications of the real
wage gap yield different measurements. None the less, the
majority of investigations support the view that real wapge
gaps are an important factor in explaining the rise of unem-
ployment in Western Europe in the 1970s.” As an illustra-
tion of these findings, table VH 4 presents estimates of the
real wage rate gap, This gap is here defined as the difference
between the actual rate of growth of real wages and the rate
of growth of labour productivity, which is taken as a proxy
for the growth of warranted wages. " The estimates are pre-
sented in the form of a graph in figure VII.3, which clearly

shows that Western Burope did experience large real wage
rate gaps in comparison with the United States in the 1970s.
By the 1980s, however, the gap in Western Europe had
turned negative, indicating a substantial easing of real wages
relative to productivity growth."” This decline in the growth
of real wages seems to have been followed by non-wage
labour costs. '

The most striking feature about figure VII.3 is that Japan,
which has not had a major unemployment problem until very
recently, has the largest real wage rate gap. The reason has
been the subject of much speculation. One explanation is
that Japan has a high degree of real wage flexibility, meaning
that for any given initial pap, Japan is well equipped to sus-
tain adverse supply shocks without significant employment
loss."” Table VII.4 lends support 1o this view since it shows
that Japan has had the fastest deceleration of real wages
among the major developed market economies. This finding
can also be confirmed by recent measures of real wage rigid-
ity, which are shown in table VII.5.

The measures of real wage rigidity in table VI1.5 are de-
rived from econometric estimations of the increase in unem-
ployment that would be needed to offset a [ per cent rise in
real wages in the short or the long run (the Phillips curve).
The long-run estimates measure the total rise in unemplay-
ment. The short-run measures ignore the lagged effects on
unemployment of a rise in real wages. Therefore a lower
coefficient, meaning that a | per cent change in real wages
would bring forth a “low” percentage increase in unem-
ployment, implies greater flexibility

As shown in table VI 3, Japan has the highest degree of
real wage flexibility in both the short and the long run.” The
United States has a high degree of flexibility in the short run.
This stems largely from nominal wage inertia. As nominal
wage contracts are rewritten and as the total effect of a rise
in prices makes itself felt, however, the United States econ-
omy loses much of its flexibility Indeed, in approximately
four years, both the United States and Western Europe ap-
pear to show a substantial amount of rigidity. The Federal
Republic of Germany on the other hand seems to be an ex-
ception since, according to the estimates, it shows a high

u See QOBCD, Flexibility in the Labour Marker, 1986 (Paris, 1986), for a review of the empiricai evidence on the role of real labour costs

A better proxy of the warranted real wage would leave unit labour costs unchanged and initially clear the labour market at full employment

# The actual wage level gap in the manufacturing sector in Western Europe has fallen below that recorded in the United States as of 1984 (see R
Gordon, “*Productivity, wages and prices inside and outside of manufacturing in the U S, Japan and Europe™, National Burean of Economic

Research Working Paper Series, No. 2070, November 1986)

* Since the late 1970s, non-wage labour costs as a proportion of total tabour costs have stabilized or falien in most Western European economies,
though not in the Federal Republic of Germany; the average proportions in Western Europe, however, are substantially higher than those in
either Japan or the United States (see OECD Employment Outlook, September 1986, table 29)

7 See C. Adams et al., “Differences in employment behaviour among industeinl counteies”, Staff Studies for the World Economic Outlook
(Washington, D.C ., IMFE, July 1986). However, other research contends that if the income share of labour is redefined to include household
entrepreneurial income with employee compensation, it virtually erases major differences among real wage gaps in Western Europe, Japan and
the United States at the aggregate level (see R. Gordon, loc cit , for details)

* These estimates of real wage rigidity should be viewed with caution since they are derived from Philtips curves, which are sensitive to
specification and the period of estimation The resuits shown here, however, do accord with the estimates preseated in the third column of table
VIE 5 which are derived from a different methodology, using a simple structural macro-economic mode! of the labour market. In particular, the
Federal Republic of Germany and Japan continue to display greater flexibility than the other selected Western Eurcpean countries or the United
States The estimates in the third column of the table are reported as long-run wage elasticities in C Bean, P Layard and § Nickell, " The rise in
unemployment: a multi-country study”, Economica, Supplement 1986, vol. 53, No. 210(s), and are inverted in the table



Table VII.4.  Selected developed market economies: real wage rate gap,

1969-1985
(Average annual percentage growth rates)
Real Eabour Real wage
wages*  preductivityb  Gape  accelerationd

Japan

1969-1973 111 70 41 :

1973-1979 4.9 30 1.9 -6.2

1979-1985 36 31 0.5 -13
Usited States

1969-1973 I4 I6 -0.2 -

1973-1979 03 0.2 01 -11

1979-1985 0.1 0.5 -04 -G.2
Four major Western European countries

1969-1973 36 41 1.5 :

1973-1979 27 2.1 0.6 -2 9

1979-1985 10 15 -G.5 -17

Sonrce' Department of Insernational Economic and Social Affairs of the United Nations

Secretariat, based on OECD, “Employment and unemployment: some issues and facts,” paper
prepured for the meeting of the Manpower and Social Affairs Committee, Paris, November

1986

& Rate of growth of real wages per person employed
b Rate of growth of Jabour productivity per man.

¢ Differnece between the first and second cojumns
d Difference over time in the first colutmnn

Figure VIL3. Selected developed market economies: real wage rate gap®,

1969-1985
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Table VIL5. Selected developed market economies: estimates of real wage
rigidity, 1967-1983
Short-run Long-run
Bean,
Coe and Coe and Layard and
Gagliardi Gagliardi Nickells
Japan .24 024 094
United States 067 3.06 208
Selected Western Furopean countries
France 152 3.03 1.6}
Germany, Federal Republic of 038 0.6t 115
Ttaly 0 80 162 263
Spatn 218
United Kingdom 194 582 159

Source; Department of International Economic and Sacial Affairs of the United Nations

Secretariat, based on . Coe end F Gagliardi,

*Nominal wage determination in ten OECD

countries”, OECD Warking Paper, No. 19, March 1985, table 12; and C. R Beas, P. R G
Layard and 8. 1. Nickell, *“The rise in unemployment: a multi-country study’", Economica,
Supplement 1986, val 53, No 210(s}, tables 3 and 3. The short-run indicator for Spain is from
1. Vifals, *Fiscal policy and the current account’, Economic Policy, No. 3, October 1986

a Measuring the decrease in emplayment needed to lower the rate of growth of real wages by

1 percentage point.

degree of flexibility in both the short and the long run.”

These estimates suggest that real labour costs play a role
in determining employment outcomes in developed market
economies. The evidence is strongest for the 1970s, when
real wage gaps (in terms of both levels and rates) were high-
est, Real wage flexibility also seems to matter in avoiding
unemployment following adverse aggregate supply shocks.
Japan and possibly the Federal Republic of Germany have a
high degree of real wage flexibility in both the short and the
long run,

Keynesian unemployment

The analyses underlying table VIL.5, which confirm the im-
portance of real wages for unemployment, are upanimous in
concluding that other factors are also at work.” Among
these factors, aggregate demand is particularly important.
This is the main message of Keynesian analysis, which holds
that high unemployment is due to insufficient aggregate de-
mand. Expansionary macro-economic demand policies
would therefore increase output and employment.

Developed market economies have been buffeted by con-

tractionary aggregate demand shocks in the 1980s. Some
were intended. For example, in a bid to lower inflation
rates, most Western European countries and Japan matched
the tight monetary policies of the United States in the early
1980s. Japan and Western European countries (especially
the Federal Republic of Germany and the United Kingdom)
also engaged in prolonged fiscal tightening. Since 1982,
however, the United States has followed a strongly expan-
sionary fiscal policy (see table VIL.6). As shown in figure
VII.1, the United States managed to lower its rate of unem-
ployment after 1982. The fact that the United States was able
to do this at a time when unemployment rates were rising
modestly in Japan and increasing rapidly in Western Europe
points to the significance of an expansionary aggregate de-
mand policy in reducing high levels of unemployment.

Aggregate demand outside developed market economnmies
has also been weak in the 1980s, imparting a further con-
tractionary effect world-wide. In the main, this has been due
to import compression in both developing and centraily
planned economies. While the reasons for import compres-
sion vary greatly, the international debt overhang and the
decline in primary commodity prices have been principal
factors.

¥ Allowance has been made for the effect of productivity growth on German nominal wages; without this correction, the Federal Republic of
Germany exhibits  high degree of real wage rigidity (see D. Coe and F. Gagliardi, “*Nominal wage determination in ten OECD economies’,

OFECD Working Paper, No. 19, March 1983)

© I addition to the references cited in table VIL3 see, for example, McCallums, * Unemployment in OECD countries inthe 19805, The
Economic Journal, No 96, December [986; M Bruno, *Aggregate supply and demand factors in OECD tnemployment: an update”,

Economica, Supplement 1986, vol 53, No 210(s); J } Dolado eral.

_**Spanish industrial unemployment: some explanatory factors™,

Economica, Supplement 1986, voi 53, No. 2i0{s); and O Blanchard eral., op. it
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Hysteresis -

While in theory it is easy to distingnish between unem-
ployment sterming from insufficient demand or rigid la-
bour supply régimes, in practice the highly complex
relationships among economic variables blur the distinction.
One type of unemployment régime might also give way to
another. Thus, deflationary demand policies might turn clas-
sical into Keynesian unemployment. A prolonged period of
Keynesian unemployment might, in turn, give rise to classi-
cal unemployment. This could happen if depressed invest-
ment spending led to a reduction in labour productivity and
real wages did not fall, thereby generating unemployment.
For most countries, therefore, neither demand nor supply
policies will be likely to resolve the unemployment problem
unless they are well co-ordinated. Moreover, the dynamic
interaction between unemployment and inflation is not ade-
guately captured by either explanation.

The trade-off between unemployment and inflation can
change for many reasons. One explanation that has attracted
much attention recently is the hysteresis hypothesis, which

draws attention to the importance of the past history of un-
employment for the “‘natural” rate of unemployment. The
presence of hysteresis may be ascertained by tracing the un-
employment that resuits from the structural characteristics
of an economy (the “natural” rate). At the natural rate, the
labour market is said to be in equilibrium since it does not
exert inflationary pressure. This definition has evolved into
a doctrine of its own, known as the natura} rate hypothesis,
according to which there is no long-run trade-off between
inflation and unemployment. Given a sufficiently long time
horizon and the absence of money illusion, an economy is
assumed to naturally tend to gravitate back to the full-em-
ployment or natural level. Consequently, disinflationary
policies will lead to no additional unemployment in the long
run. A lower rate of inflation and a temporary loss of output
and employment would be the only outcomes.

Although the natural rate hypothesis appears to have been
accepted in the formulation of policy in most deveioped
market economies, unemployment rates in many of these
countries, especially in Western Europe, are now much
higher than was considered normal in the past. In addition.

Table VIL.6.  Selected developed market economies: change in the
inflation-adjusted structural budget balance, 1984-1987"
(Percentage of nominal GNP/GDP)

1984 1985 19860 19871
Japan 11 06 -0 1 0.2
United States -03 -0 8 -0 4 12
Selected Western European countries
France 03 s -0 8 02
Germany, Federal Republic of 01 05 -0 8 ~{H 1
Italy -3 5 -1 9 -13 -i 8
Spain 04 -09 12 -0 4
United Kingdom -0 8 07 -12 ~-05
Total, developed
market economies -02 -03 -0 4 0.4
Memorandum ites:
Fiscal deficit {-) as a percentage of nominal GNP
1983 1984 1985 1986 1987
Germany. Federal Republic of -235 ~19 -1 1 -1 0 -09
Japan =37 -2 -1 4 -5 -14
United States ~-3.8 -2.7 ~34 -34 -23

Source: Department of International Economic and Social Affairs of the United Nations
Secretariat, based on OECD, Evonomic Ouilook, No 40 {December 19863, tables 4 and 5

2 General government financial balances A miaus sign indficates a demand impulse

b QECD estimates

¢ Average of Australia. Austria. Belgium, Canuda, Pensmark. Finland. France, the Federal

Republic of Germany, Greece, Ireland, laly,

the United Kingdom and the United States

fapan. the Netherlands, Norway. Spain, Sweden.
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inflation rates in most of these countries seem to have stabi-
lized at low levels and are projected to remain stable in the
coming years (see chap. II above). These facts can be inter-
preted in two different ways * They are consistent with the
natural rate hypothesis if the adjustment mechanism is as-
sumed to be weak and slow acting. Alternatively, there may
be a tendency for the natural rate to follow the path of the
actual unemployment rate, that is, there is hysteresis.

The natural rate of unemployment is unobservable. An
analogous and measurable concept is the rate of unemploy-
ment at which wage inflation remains constant. This is the
“non-accelerating inflation rate of unemployment™
(NAIRU).* Table VII.7 reports some recent NAIRU esti-
mates, These data show that the rate of unemployment at

which no wage inflation occurs has been moving up in
France, the Federal Republic of Germany, Spain and the
United Kingdom. In most cases, the actual rate of unem-
ployment has also been well above the NAIRUs in the
1980s. Given the imprecise nature of such calculations,
these observations should be viewed with caution. None the
less, the alternative estimates that are available suggest that
the NAIRUs have tended to increase over time and that they
have been below actual unemployment rates especially in the
1980s. As a rough approximation, then, these estimates do
lend support to the hypothesis that past unemployment af-
fects the natural rate of unemployment, that is, there has
been hysteresis during the 1980s.

There are several explanations of hysteresis effects. Three

Table VIL7.  Selected developed market economies: NAIRU estimatess
(Percentage growth rates)

Time Actual
period NAIRU unemployment rate
Japan 1971-1976 13 1.5
1977-1982 2.5 2.2
1983-1987 25 28
United States 19711976 54 63
1977-1982 57 72
1983-1587 6.0 76
Seleeted Western

European countries
France 1971-1976 oQ 2.5
1977-1942 43 6.3
1983-1987 60 101
Germany, Federal Republic of 1971-1976 1 21
1977-1982 31 42
1683-1987 60 8.0
Ttaly 1971-1976 16 59
1977-1982 70 18
1983-1987 73 107
Spain 1966-1972 09 09
1973-1979 70 34
1980-1984 113 114
United Kingdom 1976-1975 42 3o
1976-1980 16 54
19811983 94 10.6

Source: Department of International Economic and Sociz! Affairs of the United Nations
Secretariat, based on OECD Economic Outlack, No . 40 {December 1986), table 16; for Spain, I.
1. Dolado er gl , **Spanish industrial upemployment: some explanatary factors™, Economica,
Supplement 986, voi 53, No 210(s); and for the United Kingdom, D Coc and F, Gagliardt,
“Nominal wage determination inten OECD economies”, OECD Working Paper. No. 19, March

1985, table 11, column 2

4 NAIRU estimates use the average rate of growth of import prices over the estimation period of

the wage equation

% See D. Coe, “Hysteresis effects in aggregate wage equations™ (Peris, OECD, October 1986)
= The NAIRU is rot strictly analogous to the natural rate in an open economy since changes in import prices may offset the full effect of wage

inflation on the overali rate of inflation
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structural features that may be affected by a path of high
unemployment are the stock of physical capital, the stock of
human capital and the distinction between “insiders” and
“outsiders” in the labour market.

First, entrepreneurial aversion to capital formation may
result from high unemployment which depresses sales ex-
pectations. Lower potential capital formation, in turn, leads
to lower output and therefore to a rise in the natural rate of
unemployment.

Second, human skills are acquired through education and
Jjob experience. A prolenged bout of unemployment might
then lead to the decay of human capital and to a worsening of
the probability of finding a job. As a result, the natural rate
tends to rise. Other things being equal, the more long-term
unemployment there is, the more important this second
channel is likely to be.

Third, hysteresis may arise from the wage-bargaining
process.™ In its simplest formulation, the argument is that
those who take part in wage negotiations are principally con-
cerned with their own real wages and job security. As ad-
verse shocks occur and unemployment mounts in the
economy, those that remain “inside” renegotiate their
wages 1o preserve their employment, in effect excluding
those that have become “‘outsiders” . In this case, real wages
tend to be too high to allow employment for those who are
outside the negotiating process. A rise in the natural rate is
the cutcome.

There may be other reasons why the natural rate of unem-
ployment depends on the past rate. Indeed, the theoretical
possibility of hysteresis is largely uncontroversial. But veri-
fying its empirical significance and actual magnitude is a
different matter, for which broad tests are only now being
conducted. Preliminary studies indicate, however, that sig-
nificant hysteresis effects **would have major implications
for demand management and labour market policies.* The
implied policy dilemmas therefore must be faced for there
appears to be a real risk that the trade-off between unem-
ployment and inflation may worsen.

Pelicy dilemmas

Recent reports on the unemployment problem have fo-
cused on the need to combine supply-side measures with
demand expansion. How these measures might be co-ordi-
nated, however, is not completely clear. In particular, the
threat of accelerating prices lurks in the background. Table
VII 7 embadies this central dilermma of policy makers. The

* See 0. Blanchard and L Summers, “Hysteresis and the Eurepean uncmployment problem ™, National Burea of Economic Research

NAIRU has been moving up. Lowering inflation would
therefore seem to require more unemployment.

The actual rate of unemployment in the 1980s has gener-
ally exceeded the NAIRU, however, which suggests that
there is some scope for following expansionary aggregate
demand policies without incurring more inflation. More-
over, if expansionary policies are not followed, the natural
rate will tend to move up towards the actual rate of unem-
ployment in accordance with the hysteresis hypothesis, If
this effect is dominant, it will worsen the future trade-off
between inflation and unemployment.

It might then appear that there is no policy dilemma if
either the actual rate of unemployment is above the NAIRU
or if hysteresis effects are dominant. Clearly, if only hyster-
esis effects are behind the rise in unemployment, then there
is no unique long-run NAIRU. In such an environment, pol-
icy makers can bring down the unemployment rate to any
level with stable inflation, at least in the long run. If defla-
tionary policies are pursued instead, inflation rates would
decrease and eventually stabilize at a higher permanent rate
of unemployment.

As noted above, there is mounting evidence that the long-
term unemployed do not play any significant role in the
wage-determination process. The evidence is strongest for
Western European economies, especially the United King-
dom.* This weakens the downward pressure on inflation
that might be expected to arise from a given rate of unem-
ployment, and is consistent with a rise in the natural rate of
unemployment due to hysteresis effects operating through
either the second (human capital) or third (insider-outsider)
channels mentioned in the preceding section. An uncon-
troversial but important macro-economic policy implication
that follows is that employment programmes should be
aimed at reducing long-term unemployment. For any given
level of unemployment, this will tend to lower inflationary
wage pressure since the long-term unemployed are likely to
be more receptive to flexible wage conditions than those
who are only temporarily unemployed (i.e , for less than six
months).

As the actual rate of unemployment has been far above the
NAIRU in most developed market economies, there would
appear to be scope for an aggregate demand expansion that
would lower unemployment with a minimum of inflation.
However, in the first place, NAIRU estimates must be
viewed with caution because they are difficult to measure. *
In order to determine the precise scope for a demand expan-
sion, additional information is also required, particularly on
country-specific aspects of aggregate supply.

Working

Paper. No 1950, June 1986, in which an “insider-outsider™ madel has been canstructed, which shows that empioyment. in the presence of

shocks, follows a process similar to a random walk. In such a setting, employment and unemployment do

equitibrium but are instead determined by the history of shocks
¥ OECD Economic Outlock. No 40 (December 1986), p 35

not converge at the pre-shock

** See the references cited innote 3 In addition, the QECD's most recent and preferred specification of the nominal wage equation for the Uinited
Kingdom incorporates hysteresis; as a result, no long-run relationship between the level of unemployment and wage inflation is detectable and a

NAIRU cannot be calculated [see OECD Economic Ourlenk.

No 40 (December 1986)]

* They are based on price and wage equations thas are sensitive to specification and to the period of estimation
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Secondly, even if the natural rate of unemployment is well
below the actual rate, policy makers may still decide not to
seek to close the gap for fear of encountering balance-of-
payments difficulties. If such difficulties arise, depreciation
may be required, which would exacerbate inflationary pres-
sure. That this is a real possibility even for a large country
seeking unilateral demand-led expansion was vividly illus-
trated in 1982 in the case of France. To combat unemploy-
ment, it is crucial that macro-economic policies be
co-ordinated across countries.

Scope for demand policies

The growth of both real wages and non-wage labour costs
in the 1980s has been slowing down in most developed mar-
ket economies In fact, the trend of real wages relative to
average labour productivity has been downwards. If this de-
clining trend in real labour costs continues, which would not
rule out increases in real wages, it will eventually price la-
bour back into jobs. The important questions, then, are
whether current cost trends can continue and how long it will
take before a significant dent in unemployment can be made.

A concept closely related to the cost of labour is the degree
of flexibility of the labour market. The more flexible the
market, the more likely that labour market disequilibria will
not spillover into unemployment. The evidence on real wage
rigidity reported above indicates that the degree of flexibil-
ity of the Jabour markets in the United States is about the
same as that found in Western Europe. These economies
have similar degrees of long-run real wage rigidity. In fact,
the economies that appear to be most flexible in both the
short and the long run are the Federal Republic of Germany
and especially Japan. So long as these traits can be pre-
served, or possibly improved upon, both countries are well
placed to engage in expansionary demand policies.

Broadly similar conclusions can be reached in a different
way by considering progress in reaching principal objec-
tives of macro-economic policy. For example, policy
makers in most developed market economies have been pre-
occupied with reducing inflation and fiscal deficits since the
late 1970s; more recently, the need to lower current account
imbalances has received a great deal of attention. While
there is no unique way to measure progress towards these
goals, and indeed other goals might be considered as well,
one possible yardstick can be built upon the basis of these
three target variables and their desired values. Thus, Gov-
ernments might desire balanced budgets and current ac-
counts and a zero rate of inflation. These targets would
change over different phases of the business cycle and ca-
pacity utilization, and in the presence of shocks such as oil
price jumps. There may even be asymmetrical evaluation of
surpluses and deficits of equal normalized values. But prog-
ress towards attaining these objectives is surely in the pur-
view of policy makers.

Figure VII .4 shows the magnitudes of the budget and cur-
rent account deficits relative to gross national product as
well as gross national product deflators. The higher the val-
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Figure VIL4, Selected developed market economies:
key macro-economic indicators, 1984-1987
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ues of these magnitudes, other things remaining equal, the
smaller the room for policy manoceuvre. Conversely, the
closer to zero these magnitudes are the greater the degree of
manoeuvrability. Whether large budget and current account
surpluses are evaluated as offering more room for manoeu-
vre depends on the subjective preferences of policy makers.
But it might be conjectured that progress in eliminating fis-
cal deficits in combination with current account surpluses
should provide added room for expanding demand.

The indicators in figure VII.4 suggest, first, that Japan
and especially the Federal Republic of Germany have rela-
tively more room for pursuing expansionary aggregate de-
mand policies. Secondly, France has recuperated greatly
from the condition that forced it to reverse policy in 1983,
and its present room for manoeuvre is higher. Thirdly, both
the United Kingdom and the United States have less room
for manoeuvre. In the case of the United Kingdom, the dete-
rioration compared with the position in 1986 stems from an
expected pick-up in inflation (by about 1 percentage point)
and continued deterioration of the current account from vir-
tual balance to a deficit equivalent to 0.8 per cent of gross
domestic product. Fourthly, neither Italy nor Spain have
much room for manoeuvre although, on current policies, a
move towards fiscal consolidation and lower inflation is de-
tected in both countries in 1987.

It should be clear that these indicators have nothing to say
about aggregate supply conditions, which do matter in deter-
mining the scope for aggregate demand expansion. But the
economies with the greatest degree of real wage flexibility
also seem to have achieved significant progress towards sta-
bilization.

Role of international co-ordination

The data in figure VII.4 also show that the scope for de-
mand expansion depends on factors that are not fully subject
to national control. This is especially the case for current
account imbalances, which in turn partly depend on ex-
change rates and the fiscal stances of large countries. Thus,
until mid-1985, real depreciation of Western European cu:-
rencies vis-g-vis the United States dollar added to inflation-
ary pressure and contributed to a slower decline in inflation
rates in Western Europe than in the United States. This may
help to explain why most Western European Governments
were reluctant to engage in expansionary demand policies at
that time and instead followed contractionary macro-eco-
nomic policies. These policies helped to slow down infla-
tion, which was a major objective of policy, but at a
considerable cost in terms of unemployment.

With the recent decline in the value of the dollar and in oil
prices, Western European countries as a group will be able
to engage in expansionary policies without as great an infla-
tionary risk as before. Individual countries in Western Eu-
rope would face balance-of-payments difficulties if they
attempted expansionary policies in isolation, but figure

VIL 4 indicates that there is some potential for a fruitful col-
laborative effort. For example, France and the Federal Re-
public of Germany could engage in expansionary policies
with little loss between them, whether in terms of departures
from stabilization objectives or in terms of leakages outside
their national boundaries, since they are each other’s major
trading partners.

This potential for co-ordination of expansionary demand
policy among Western European countries has been ex-
plored recently by the European Economic Community,” as
examined in chapter II above. This co-operative strategy
aims at Jowering the rate of unemployment of the group by 4
percentage points by 1990. The key ingredients of the strat-
egy are faster growth through joint supply and demand
actions under conditions of monetary stability. The supply-
side measures include continued efforts at lowering real la-
bour costs through a slowing of social security
contributions. The demand-side actions incorporate reduc-
tions in direct taxation on households and increased levels of
public investment. Fiscal policy, therefore, has a major re-
sponsibility in achieving the co-operative strategy of the
Community.

This is a promising strategy in the medium term, but its
success is by no means guaranteed, Among other factors, it
is contingent on a sustained decline in the general govern-
ment fiscal deficit of the United States and on annual growth
in Japan of slightly under 4 per cent. A wider effort to co-
ordinate policies should therefore be pursued.

Conclusion

There is a need to combine aggregate supply measures
with dernand expansion to reduce unemployment in devel-
oped market economies Improvements in aggregate supply
conditions and notably in the functioning of labour markets
are central to restoring full employment . Considerable prog-
ress has been made in this regard, but a continuation of the
recent trend is still necessary.

An aggregate demand stimulus is also needed to lower
high rates of unemployment. Because some countries have
relatively greater room for manoeuvre, they are in a better
position than others to lead in an expansion of demand.
Given slow growth and high unemployment, it is very likely
that expansion by these countries would be at ieast partly
matched by a stimulus from other developed market econo-
mies. Such initiatives would help to provide a badly needed
boost to a depressed world economy Moreover, the likeli-
hood that these countries might encounter serious balance-
of-payments difficulties or rekindle rapid inflation is
currently quite small.

Reluctance on the part of policy makers to engage in ex-
pansionary aggregate demand policies is acting as a drag not
only on world economic growth but also on the employment
prospects of the developed market economies.

¥ See Commission of the European Communities, Annual Econoniic Repori 1986-1987 (Brussels. October 1946)
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CHAPTER VI

THE FAST-GROWING DEVELOPING COUNTRIES OF THE 1980s

The rates of economic growth of the developing countries
have diverged widely in recent years. Some countries have
achieved high rates of growth while others have stagnated or
have suffered an actual decline in income. The divergence of
growth rates is, of course, not a new phenomenon. What has
given the question added importance is the sharp decelera-
tion of growth of the developing countries as a whole during
the 1980s and the international environment in which it took
place. At a time when a large number of these economies
have been stagnating or declining, quite a few showed an
impressive growth record . The present chapter examines the
growth experience of 13 developing countries and territories
and one planned economy with some major developing
country characteristics (China) which had high rates of
growth of GDP during the period 1981-1985, and seeks to
identify factors that might have contributed to their relative
success.

Why some countries do better than others has often been
debated among economists and policy makers. The crucial
role of various factors in long-term economic development
has been much discussed and there is a certain amount of
agreement on what some of these factors are.

The focus of attention in this chapter is, however, the rate
of economic growth of selected countries over a relatively
short period of time, namely, 1981-1985, and not on factors
generally conducive to long-term economic growth. The
idea is not to propound a theory of economic growth but to
examine the circumstances under which some of the devel-
oping economies have recently done well compared with the
rest. These circumstances were extremely varied and in-
cluded domestic factors, as well as the external economic
environment and, in some cases, even fortuitous develop-
ments.

The factors selected as possible explanations of growth of
the fast-growing countries during the period are meant 1o
reflect their structure of production and trade, initial condi-
tions, domestic priorities and policies, as well as changes in
the external economic environment They are discussed un-
der the following headings: share of agriculture in GDP and
growth of agricultural production; export orientation of the
economy; macro-economic performance; import capacity
and growth of exports; and adverse external environment.

The approach used here for examination of the growth
experience of the developing countries compares, for each
of the above factors, the average experience of the fast-

growing countries with that of the other developing coun-
tries which have not fared wel] during the period 1981-1985.
The methodology used is not meant to quantify the relative
importance of the various factors in the explanation of
growth differentials.! It nevertheless sheds light on the dif-
ference between the sample group of fast-growing and other
developing countries in respect of cach of the factors se-
lected as explanatory variables.

The fast-growing countries are defined as those which had
an average growth rate of GDP of 4.5 per cent or more and a
per capita GDP growth of over 2.5 per cent during the per-
iod. The countries have been divided into net energy im-
porters and net energy exporters and, for the purpose of
comparison, other developing countries have been similarly
grouped. The 14 fast-growing countries and territories so
defined are, in alphabetic order: Burma, Cameroon, China,
Congo, Hong Kong, India, Malaysia, Oman, Pakistan, Re-
public of Korea, Singapore, Sri Lanka, Thailand, and Tur-
key.?

It would, of course, be futile to look for explanations of
high-growth performance that are valid for all countries.
The importance of individual factors undertying the growth
performance varies greatly from country to country. The
growth of agricultural output does not have the same signifi-
cance for Singapore as for China. Neither does external
trade have the same importance for India as for the Republic
of Korea. Nevertheless, a number of factors emerge from
the analysis as significant in suggesting why these countries
in general have fared better than other developing countries.
At the same time, the experience of the high-growth coun-
tries themselves has been diverse. Such diversity should
caution against any sweeping generalization or prescription
for sustained growth which is applicable to all cases and cir-
cumstances.

It should also be pointed out that economic growth does
not depend on economic factors alone. Social and political
turmoil and armed conflict, perhaps perhaps more than any-
thing else, have been responsible for poor economic per-
formance in many countries in recent years. It should also be
stressed that the choice of growth performance for investi-
gation does not imply approbation of growth in preference to
other policy objectives. Sometimes the record of social
progress of individual countries has not ratched their
growth performance. To focus on growth is not to deny the
importance of other national objectives such as equity and
human rights,

" Such quantification would require the use of models, whick would be much more complex than a decomposition exercise used, for example, in
examining the effects of external shocks of balance of payments (see. for example, Edmar L Bacha, *External shocks and growth prospects: the
case of Brazil, 1973-89"", World Development, vol 14. No 8. 1986) It also requires a sepatate cxamination for each country Such tasks have

been considered too ambitious for the present purpose

* The rate of economic growth of the province of Taiwan has been one of the highest in the world but has not been considered here
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The shrinking number of “success stories”

A striking fact about the countries which achieved high
rates of growth during the 1980s is how few they are. Out of
a sample of over 80 countries for which at least some of the
relevant data are available only 14 could be classified as fast-
growing during the first half of the 1980s. By contrast, 32
countries were fast-growers during the 1970s (table VIIL.1).

For most developing countries, the rate of economic
growth has fluctuated greatly. It has often come in a short
burst of high growth followed by a period of stagnation or
decline. As the table shows, “‘success stories” have often
soured, and countries with poor economic performance in
one period have achieved higher rates of growth in the next.
Many of the success cases of the 1970s, including Brazil,
Colombia, Cote d’Ivoire, Mexico, and the Philippines, have

experienced only slow growth or decline in income during
the first half of the 1980s. Qunly rarely has a country
achieved high and stable economic growth over a substantial
period of time. For the majority of the developing countries,
the basis of sustained economic growth thus remains fragile.
Even among the fast-growing countries selected here, there
was a sharp deceleration of growth in 1986 in a number of
cases, namely, Burma, Congo, Malaysia, Oman and Singa-
pore.

That all the countries in Latin America have disappeared
from the list of fast-growing developing economies and only
two from the African continent remain on it is due to the
pervasive nature of the external shocks of the 1980s. At the
same time, the geographic distribution of the high-growth
countries points to important features of their economies
which distinguish those economies from others.

Table VIII.1. The changing number of success stories

Countries considered
high-growth in 19711980
but low-growth in

1981-1985a 1971-1980b

Countries considered
high-growth in 1981-1983
but lJow-growth in

Countries considersd
high-growth in both periods

Burma
Cameroon
Congo
Incia

Sri Lanka
Turkey

Algeria

Brazil

Colombia

Costa Rica

Cote ¢'Fvoire
Dominican Republic
Ecuador

Egypt

Guatemnaia

Indonesia

Jordan

Kenya

Libyan Arab Jamahiriya
Malta

Mexico

Nigeria

Paraguny

Philippines

Qatar

Saudi Arabia

Syrian Arab Republic
Tunisia

United Arab Emirates
Yugostavia

China

Hong Kong
Malaysia

Oman

Pakistan

Repuablic of Korea
Singapore
Thailand

2 Countries with a GDP growth of 5.5 per cent or more during the period 19711980 but below 4.5
per cent during 1981-1985 (A lower growth rate was selected as a cut-off point for the
1980s because of the deceleration in the overall rate of growth in the world economy.)

b Countries with a GIXP growth of 4 5 per cent or more during the period 1981-1985 but less than

5 5 per cent during 1971-1980.

The share of agriculture in GDP and growth of
agricultural output

Declining world prices of agricultural commodities dur-
ing the first half of the 1980s certainly had an impact on real

agricultural income and GDP through changes in terms of
trade. The influence of movements in terms of trade will be
discussed later. It may be noted at the outset, however, that
agricultural production for domestic consumption consti-
tutes, on the average, about 65 per cent of total agricultural
output of the developing countries.” For some of the largest

3 Based on 1980 data for 50 developing countrics (simple average). For the fast-growing countries, the proportion was much lower (about 17 perceat)

156




developing countries, the proportion is much higher. A large
proportion of the agricultural sector of those economies is
thus relatively unaffected by international price changes, al-
though individual countries are vulnerable to them.

There is no indispensable relationship between the growth
of agriculture and the growth of GDP, But, given the relative
importance of agriculture in the gross domestic product of
the developing economies, and the fact that agro-industry

constitutes a large share of manufacturing output, efforts to
increase agricultural production naturally may be expected
to have contributed to the overall performance of the fast-
growing countries. However, the role of agriculture varies
greatly.

On the average, the importance of agriculture in the fast-
growing energy-importing countries is not very different
from that in the other energy importers (table VIII.2).*

Table VIIL.2 ~ Growth of GDP, share of agriculture in GDP and growth of agricultural output

Growth of
Share of apricuitural
Annual growth agricuiture output
of GDP inGDP (Annual ruses,
(Percentage) (Percentupe) percentage)
1981~ 1976 1981~
1985 1986 1980 1980 1985
Fast-growing countries
Net energy importers:
Republic of Korea 70 120 16 0.4 24
Pukistuan 64 70 3 31 18
Singapore 61 15 ;
Heng Kong 59 70 1 .
Burma 59 3.5 46 3.6 6.2
Thailand 53 40 25 29 38
Sri Lanka 50 35 28 48 40
India 4.6 40 37 L5 40
Turkey 46 59 23 b7 21
Mean 57 54 23 26 38
Net energy exporters:
Oman 127 32 .
Cameroon 59 55 32 03 z1
Congo 56 -0 i2 18 12
Malaysia 5.0 0s 24 28 33
Mean 73 03 23 16 22
China g 5u 708 31 74 8.1
Mean of other developing
countries:
Net energy importers .5 21 32 1o 20
Net energy exporters -39 -09 14 12 3

Source: For GDP growth, Department of International Economic and Social A fairs of the United Nations
Secretariat. Agricultural data are from the Food and Agricultural Organization of the United Nations and
national sources  Data on share of agriculture in GDP are from the World Bank, World Development Report

1982
4 Net material product

Countries with a large share of agriculture in GDP appeared
to be as likely to grow as those with a small share. The aver-
age share of agriculture in GDP was 23 per cent among the
former (29 per cent excluding Hong Kong and Singapore)
and 32 per cent among the latter in 1980 Within the fast-
growing countries, there is a large difference in the share of

agriculture: Singapore and Hong Kong have practically no
agricultural base, while in Burma the sector accounted for
46 per cent of GDP. There was an inverse but rather weak
correlation between those shares and the rates of growth of
GDP among the fast-growing countries

* Since the idea is to compare the individual experience of the fast-prowing countries, and not the fast-growing countries as a whole, with the other
developing countries, a simple rather than a weighted average has been used, except in table VIH 6
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Among the net energy-exporting countries other than
Oman, which achieved high rates of growth, the importance
of agriculture is about the same (23 per cent of GDP) as in
the net energy importers but substantially higher than in the
other energy-exporting countries. Both Cameroon and Ma-
laysia have a large agricultural sector and were thus less
dependent on oil than other oil-producing countries. They
also did not neglect agriculture despite their oil abundance.
In Oman and the Congo oil production overshadows other
primary and secondary sectors. Oman had already experi-
enced a sharp deceleration of growth and the Congo a de-
cline in GDP in 1986 as a result of a very farge drop in oil
prices.

A much sharper contrast between the high-growth coun-
tries and other developing countries arises in the growth of
agricultural production. Over the period 1981-1985, agricul-
tural output among the fast-growing energy importers in-
creased by about 4 per cent, compared to 2 per cent for the
other developing countries in the group. Furthermore, the
difference in growth rates was higher during this period than
during 1976-1980.

A notable aspect of agricultural growth in the fast-grow-
ing energy-importing countries is that, apart from Hong
Kong and Singapore, the growth was higher than the aver-
age for the other developing countries in practically all the
countries in the group, including those where agriculture
accounted for only a small proportion of GDP. Since agricul-
ture constituted a large segment of the economy in the ma-
jority of the countries in the group, the growth of GDP was
crucially dependent on increase in agricultural output. In
Burma, India, Pakistan, Sri Lanka and Thailand the growth
of agriculture played a large part in the overall performance.
To a lesser extent, this is also true of Malaysia. In China, the
growth of the economy depended very much on a phenome-
nal increase in agricultural production.

The basis of increase in agricultural output in these coun-
tries, especially in Asia, was the importance attached to ag-
riculture in their long-term development policy, with its
emphasis on the use of modern inputs and investment in in-
frastructure, especially irrigation.

A notable success of the agricultural policies of the South
and South- East Asian countries has been the diffusion of
new high-yielding varieties. By the late 1970s, modern rice
varieties covered between 50 and 80 per cent of the culti-
vated land in China, Indonesia, Pakistan, the Philippines and
Sri Lanka, and modern wheat varieties accounted for two
thirds of the total wheat area in India. Such diffusion was
made possible by a large extension of the area under irriga-
tion, which increased by 40 per cent its share of the total
agricultural land between 1966 and 1982, and by the use of
modern fertilizers, the consumption of which in 1982 was
four times the 1966 level in South Asia and six times in
South-East Asia. Mainly as a result of such policies, the

World Bank, World Develapment Report, 1986,

level of self-sufficiency increased significantly in many
countries of the region. China, which had been a food im-
porter during the 1970s, became more than self-sufficient
during the 1980s, Indonesia became self-sufficient in rice by
1984, and India had surplus wheat production in 1985.°

The success of the Green Revolution in Asia had led many
to ask whether the same policies could be extended to other
areas, in particular to Africa. Unfortunately, the moisture
levels required for high-yielding varieties of cereals are not
met in most of Africa. Most of the continent’s water re-
sources are not in areas where aridity limits production or,
when they are, their development is too costly to be directed
at the cultivation of staple food crops. According to an FAQ
evaluation,® for instance, the development of modern irriga-
tion in Africa, with full water control, tends to cost two or
three times as much as in India. Climatic considerations are,
however, only part of the story.

A broad comparison of public investment in agriculture
and price policies at a regional level between the developing
countries of Africa, Asia and Latin America sheds light on
the difference in performance. An FAO survey of public
expenditure in agriculture in a sample of developing coun-
tries gives some comparative data for the period 197819827

The share of public expenditure devoted to agriculture can
be taken as an indication of the priority given to agriculture.
A significant point emerging from the FAQ survey is the
larger number of countries in Asia which have allocated a
high share of public expenditure to agriculture. The analysis
of the growth of public expenditure in agriculture also shows
that African countries had often failed to increase planned
agricultural expenditure. In 11 of the 21 African countries
covered in the survey, planned agricultural expenditure de-
clined over the period 1978-1982. In Latin America too, ag-
ricultural expenditure declined in real terms in many
countries. In Asia and the Pacific, on the other hand, of the
eight countries in the survey, only the Philippines showed a
decline in real terms and five of the eight had growth rates of
more than 10 per cent. Malaysia and Sri Lanka increased
public expenditure in agriculture by more than 15 percenta
year.

Developing countries’ agricultural price policies have
been the subject of intense debate. However, there is general
agreement that in many third world countries both the
macro-economic and sectoral policies have often resulted in
disincentives to agricultural production

In particular, price policies have ofien made producer
prices too low, resulting in underproduction. According to
an FAO study,® there is clear evidence that price policies
during the period from 1969-1971 to 19811983 were less
favourable to farmers in Africa than in other developing re-
gions. This was particularly true of export crops, and was
attributable to government policy. As for producer prices of

FAQ, Public Expenditure on Agriculture in Developing Countries, 1978-88, Rome, 1984
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cereals between 1969-1971 and 1981-1983, they grew in real
terms over the entire period by only 3 per cent in Africa
compared with 18 per cent in Asia, 23 per cent in the Middle
East and 30 per cent in Latin America. It should be pointed
out, however, that agricultural pricing policies in Africa are
already changing.

Sustained growth of production also depends on the suc-
cess in reducing the vulnerability of agriculture to the vagar-
ies of nature. The experience of the sub-Saharan African
countries during the 1980s is a case in point. In the case of
many South and South-East Asian countries, an essential
achievement of the policy mix pursued in the agricultural
sector has been the increased resilience of agricultural pro-
duction to drought conditions. In India, agricultural devel-
opment policies contributed to the relative stability of food
grain production in the face of variable weather. Similarly,
the vulnerability of paddy production in Sri Lanka was sig-
nificantly reduced by the increased use of modern inputs.

Export orientation of the economy

The growth of an economy in a difficult international eco-
nomic situation would depend both on the degree of its ori-
entation to international trade and on its ability to adjust to
the changing external environment. An economy which ex-
ports or imports little can pursue domestic policies with a
high degree of independence of the external economic situa-
tion. The question is whether the fast-growing countries of
the 1980s were relatively insulated from the international
econory.

The high-growth energy-importing countries were, on the
average, actually more export-oriented than other develop-
ing countries in this category. The share of exports in GDP
in the fast-growing countries was about 41 per cent in 1980
compared to 20 per cent for the other energy-importing
economies (table VIII.3). However, the degree of export

Table VIIL.3. Export orientation of the economy

Exports of manu- Exports of
Exports as factures as manufactures
percentage percentage of as percentage
ofGDP_ fowlexports _ ofGDP_
{1980} (1980) (1980)
Fast-growing countries
Net energy importers:
Republic of Korea a0 90 27
Pakistan 9 48 4
Siagapore 171 (115) 48 a2
Hong Kong 98 ( 65) 92 90
Burma 8 — —
Thailand 19 36 7
Sri Lanka 23 19 5
India 5 59 3
Turkey 5 27 1
Mean 41 { 31 47 24
Net energy exporters:
Oman 67 3 2
Camercon 16 5 1
Congo 56 7 4
Malaysia 54 29 i6
Mean 49 H 6
China 6 47 3
Mean of other developing countries:
Net energy importers 20 22
Net encrgy exporters 35 5

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on
the J984 Insernational Trade Statistics Yearbook (United Nations publications, Sales No. E/F86.XVI7) Data
far Hong Kong were derived from Commodity Trade Statistics, 1980 (ST/ESA/STAT/SER D/87-3). Re-exports
for Singapore were calculated from the Yearbook of Statistics, Singapore. 1980/8]

Note: Figures within parentheses exclude re-exports of Singapore and Hong Kong

¥ World Bank, World Development Report, 1986

159



orientation differed greatly within those countries: the ex-
port/GDP ratio was less than 10 per cent for Burma, India,
Pakistan and Turkey, 30 per cent for the Republic of Korea
and more than 90 per cent for Hong Kong and Singapore.
Apparently, within the group, economies with the lowest ex-
port/GDP ratio were as likely to grow fast, as the most ex-
port-oriented ones. The figures for Hong Kong and
Singapore are particularly high, partly because of the impor-
tance of re-exports in their total exports. However, even af-
ter correcting for re-exports, the figures remain much
higher than for other countries.

More significant than the degree of export orientation is
its nature. For countries relying mainly on export of primary
commaodities the world demand for which is stagnant and
whose prices have been declining during the 1980s, export
orientation implies a low or negative growth impulse from
their exposure to the world economy, while for those coun-
tries exporting manufactures, in which trade has been in-
creasing, it means a positive contribution to growth Since
world trade in commodities in general has weakened during
the 1980s while trade in manufactures has been expanding,
though at a slower rate than before, the distinction is crucial,

For the fast-growing energy-importing countries, the im-
portance of manufactures in exports was much larger than
for the other energy importers. On the average, 47 per cent
of these countries’ exports were manufactures compared
with 22 per cent for the other countries in the category. Ex-
pressing exports of manufactures as a proportion of GDP,
the difference between the fast-growing countries, on the
average, and the other countries becomes even more pro-

nounced. For the fast-growing energy importers, exports of
manufactures constituted, on the average, 24 per cent of

their GDP, as against 4 per cent for other energy-importing
countries. This difference is a reflection of a difference in
both the structure of the economies and degree of their out-
ward-looking orientation. Again, there is a wide difference
among the fast-growing economies themselves. But, apart
from Burma, most of these countries have substantial ex-
ports of manufactares.

The energy-exporting countries’ dependence on exports is
of course much greater than for the energy importers. Since
the world market for oil was depressed for much of the per-
iod and exports of the energy exporters as a whole declined,
the fast growth of some of them calls for an explanation.
None of the fast-growing countries is a member of OPEC
and hence bound by the Organization’s ceilings on total ex-
ports. Oman increased its production and export of crude
petroleurn by about 80 per cent between 1980 and 1983, Its
exports earnings increased by 33 per cent between 1981,
when the second large increase in oil prices had already

taken place, and 1985, Being a relatively small producer of

oil, it was able to increase output and export without produc-
ing an impact of its own on the international oil markets.
Similar considerations apply to the Congo, which increased
its volumme of exports by over 50 per cent during the period

1981-1985. For both countries, oil accounted for 90 per cent
of exports.

The importance of oil in the economy of Cameroon is
smaller than in the Congo but it still accounts for 70 per cent
of exports. QOutput increased by about 140 per cent over the
period 1981-1985. The velume of the other exports of Cam-
ercon, mainly cocoa beans, coffee and wood, was stagnant,
but their prices increased. Malaysia has a much more diver-
sified economy than any of the other three in the group.
Though primary commodities constitute a large proportion
of its total export, they are distributed over & number of
major export items, namely, rubber, palm oii, tin, timber
and oil. During the period 1981-1983, the country increased
the volume of its total exports by 22 per cent, and exports of
oil and palin oil by 50 per cent and 40 per cent, respectively,
more than compensating for the falling international prices
of some of its export products. Much of the strength of the
economy thas lay in the relative diversity of its exports, Ma-
laysia has also a small but rapidly growing industrial export
sector. By 1985, however, sharply declining export prices
led to a decline in GDP.

The above analysis suggests that it is not export orienta-
tion as such that is important in an examination of growth
performance; it is the nature of the orientation and the op-
portunities of trade facing an open economy. It was possible
for a number of countries to substantially increase their ex-
ports because their structure of production and export orien-
tation enabled them to export goods for which world
demand had been increasing. It was also possible for a few
other countries to increase exports of a major primary com-
modity under depressed market conditions because their
share of the world market was too small or when the larger
producers were in no position to resist a reduction in their
market share. There is also an example of a country (Malay-
sia) with a diversified export basket which consisted mostly
of primary commodities but also a significant volume of
manufactures.

Large countries are generally less export-oriented.”
There is also some evidence to suggest that large countries
had a better growth performance than small countries during
the first half of the 1980s. "t However, the three largest devel-
oping countries, namely, Brazil, India and Indonesia, and
China had a very different growth experience during the
1980s. China grew very fast and India at a moderately high
rate, and while the growth of Brazil and Indonesia was
above the average for the developing countries, it was far
below that of the other two countries. It may be useful to take
a closer look at the contrasting experience of the four coun-
tries which account for a large proportion of the production
and population in the developing world. They greatly add to
the diversity of growth experience of the developing econo-
mies.

China, a country of continental size and with a population
of close to a billion in 1980," achieved a very high rate of
growth of income during the 1980s. Its net material product

© The Spearman rank correlation between the size of pepulation of 84 countries and their degree of openness in the 1980s was -0 63
"* See Note by the Secretariat on the world cconomy 1986-1988 (E/AC 54/1987/L. 1)
1 All comparisons between countries. except for growth rates, relate to the base vear 1980

160




(NMP) grew at an annual rate of 9.5 per cent during the
period 1981-1983, a significant increase over the 7 per cent
of the second half of the 1970s. Much of this acceleration
was the result of a series of reforms initiated in 1978. Ex-
ports accounted for only about 6 per cent of total output
making it one of the least open economies. Slightly less than
half of its exports consisted of manufactures, a much higher
ratio than for the other developing economies. The source of
economic growth of China was overwhelmingly domestic,
despite a significant opening up of the economy to foreign
trade and investrnent in recent years. Much of it came from
agriculture, which accounted for 31 per cent of the economy,
and rural industries, which grew at a rate of over 20 per cent
annually during the period. Industrial output as a whole in-
creased by about 12 per cent per year. The country’s terms of
trade improved marginally over the period 1980-1984 and
had a miniscule impact on the economy.

India, with a population of 700 million, is also of conti-
nental proportion. The share of exports in GDP was about 6
per cent, the same as for China, but the share of manufac-
tures in exports was larger (57 per cent). The importance of
agriculture in total output was somewhat larger (37 per cent)
than in China and a diversified manufacturing sector ac-
counted for 16 per cent of GDP. With exports accounting for
only a small proportion of GDP, the sources of its growth
were, as in China, very largely domestic. But the £CONomy
grew at only half the rate of growth of the Chinese economy
during the 1980s. Between 1980 and 1984 its terms of trade
improved by about 7 per cent.

Brazil, with a population of 120 million and an area com-
parable to that of China, is among the largest developing
countries and the biggest in terms of the size of GDP. Its per
capita income was more than six times higher than in India
or China. The share of exports in GDP (9 per cent) was not
much higher than for India or China but the proportion of
exports of manufactures was significantly lower (39 per
cent). The structure of its domestic economy is in many re-
spects different from that of the other two countries Agri-
culture accounted for only 13 per cent of GDP, while the
contribution of manufacturing was about 26 per cent, more
than in India and probably China too. Services accounted for
as much as 53 per cent of GDP, compared with 37 per cent in
India and 22 per cent in China. The economy grew at an
annual rate of only 2 per cent during the period 1981-1985,
after 8.5 per cent during the 1970s. Its terms of trade im-
proved by 3 per cent over the period 1980-1984 but with a
sharp deterioration in 1981

The archipelago of Indonesia is smaller in total area than
some of the other developing countries but, with a popula-
tion of 145 million, it is one of the biggest. Its structure of
production is markedly different from that of the other three.
Primary-producing sectors constitute a much larger share of
the economy than in the other three countries. Agriculture
accounted for 26 per cent of GDP, and oil and gas for about
20 per cent in 1980; manufacturing accounted for only about
10 per cent. It is also a much more export-oriented economy,
with exports accounting for 30 per cent of GDP. Almost 98
per cent of the country’s exports were primary commodities,
with oil making up 70 per cent. Over the period 1981-1985
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the economy grew at an annual rate of 4 per cent. Unlike in
the other three large countries, the terms of trade of Indone-
sia showed a sharp improvement in 1981, more than com-
pensating for the declines in the following three years.

Export orientation and size by themselves explain very
little of the striking difference in growth rates for China,
India and Brazil. Much more important have been differ-
ences in the structure of production and trade and in the eco-
nomic policies followed. Its economic system and the
reforms of the late 1970s set the economy of China apart
from that of India. For Brazil, with agriculture accounting
for a small fraction of the economy, which is natural for a
country at a higher level of development than the other
three, even a large increase in agricultural output could not
have made a significant difference in the rate of growth of
GDP. Furthermore, both the tradable sector and the share of
manufactured exports are relatively small, which make its
policy of debt accumulation over the 1970s look imprudent
in retrospect. The high degree of its orientation towards in-
ternational finance was not adequately matched by export
orientation of its production structure. The other large coun-
try, Indonesia, is much more export-oriented than the other
three. Here again, it is the nature of its orientation rather
than its degree which was critical An almost total depen-
dence on primary commeodity exports exposed the Indone-
sian economy to the external environment to 2 much greater
degree than the other large economies However, it was
much less affected than Brazil by the sharp increase in inter-
est rates in the international financial markets during the
early 1980s.

Domestic macro-economic performance

The macro-economic performance of an economy is not
independent of its external economic relations. For most de-
veloping countries, a sudden fall in exports and imports will
affect important macro-economic magnitudes such as gov-
ernment receipts and expenditure. A decline in import ca-
pacity can hurt investment and lower the investment ratio, as
has happened in some of the heavily indebted countries dur-
ing the 1980s. On the other hand, macro-economic policies
play 4 crucial role in adjustments to the changing external
situation, as well as in long-term economic growth. Three
related aspects of macro-economic performance of the fast-
growing countries are briefly discussed here: the investment
ratio, the savings ratio and the rate of inflation

The investment ratio. On the average, the fast-growing
energy- importing countries had a higher ratio of investment
to GDP than the other countries of the group {table VIII.4)
For the period 1981-1985, the average for the fast-growing
countries was 261 per cent, compared with 19.5 per cent for
the other countries. Most of these countries fall within a 20
to 28 per cent range, with the ratio of Singapore an excep-
tionally high 44.7 per cent. Within the high-growth coun-
tries, there is little correlation between the investment ratio
and the growth of income during the period, reflecting dif-
ferences in both the structure of the economies and effi-
ciency of resource allocation.



Among the energy-exporting high-growth countries too,
the investment ratio is higher (31 per cent) than in other de-
veloping countries in the group (24 per cent). It is also
higher than the ratio for the fast-growing energy-importing
countries, largely a result of the capital-intensive nature of
investment in mining. The investment ratio of China (30 per
cent) is among the highest in the developing regions.

Domestic savings. The difference between the fast-grow-
ing countries and other developing countries was particu-
larly sharp in the rate of domestic savings. For the

high-growth energy-importing countries, the average ratio
of savings to GDP during 1981-1983 was about 21 per cent,
compared with an average of 11 per cent among the other
countries of the group. All countries had a ratio of 10 per
cent or above, in a majority of cases 15 per cent or above and
in half the countries over 20 per cent. It should be noted that
the fast-growing energy-importing countries had a smaller
saving-investment gap than others and were able to finance a
higher investment ratio with less reliance on foreign sav-
ings.

Table VIII 4. Domestic macro-economic performance

Ratio of invest- Ratio of savings Rate of
meat to GDP to GDP in{lation
Average Average Average Average Averape Average
1976- 1981~ 1976~ 1981- 1976- 1981~
1980 1985 1980 1983 1980 1985
Fagt-growing countries
Net energy importers:
Republic of Korea 30.3 279 26.2 233 174 7.3
Pukistan 163 173 3.4 13.5 87 73
Stngapore 408 447 314 36.5 37 33
Hong Kong . 28 .4 321 3063 9.0 92
Burme 171 223 140 18.1 43 46
Thailand 268 224 209 18.5 98 50
Sri Lanka 220 2735 154 1.0 10.3 122
India 230 24.0 221 214 42 93
Turkey 230 202 10 171 517 387
Mean 249 26.1 214 211 13.2 108
Net energy exporiers;
Oman 25.0 254 . . . .
Cameroon 224 215 188 207 5.4 107
Congo 177 377 212 40.8 10.6 13
Malaysia 28 4 32.8 295 26.9 4.5 47
Mean 234 o 232 261 8.2 g9
China 333 o3 332 300 33 35
Mean of other developing
couniries:
Net energy importers 228 195 113 it2 236 348
Net energy exportess 273 237 36 314 I5 42 2172

Source: Department of Internationsl Economic and Social Affairs of the United Nations Secretariat; IMF,
International Financial Statistics, Supplement an Economic Indicators, No. 10, 1985 and other issues; IMF,
Government Financial Statistics Yearboak 1986, and other international and national sources

2 Excluding Bolivia

The savings ratio of the fast-growing energy exporting
countries was on the average considerably higher (29 per
cent) than for the energy-importing high-growth countries.
But it was not significantly different from that of the other
energy-exporting countries. For China, the domestic sav-
ings ratio is practically the same (30 per cent) as the invest-
ment ratio as investment was financed almost entirely from
domestic savings.

The rate of infiation. Perhaps the most remarkable dif-
ference in macro-economic performance between the fast-
growing countries and others was in their rate of inflation.
The average annual inflation rate in the high-growth energy-
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importing countries during the period 1981-1985 was about
11 per cent compared with 35 per cent for the other energy
importers. Apart from Turkey, which had a high rate of in-
flation, the rate of inflation in every fast-growing country
for which there was data was lower than the average for the
slow-growing countries. The inflation rate was also much
lower among the high-growth energy-exporting countries
than in the other countries of the group. Despite a sharp
acceleration of the rate of inflation in China in 1983, the
average for the country for the period 1981-1985 remained at
3.5 per cent.

It is worth noting that, in all three aspects of domestic



macro-economic behaviour, the performance of the fast-
growing energy-importing countries was better than that of
the other energy importers not only during the first half of
the 1980s but in the 1970s as well. The average investment
ratio of these countries was only marginally higher than that
of the slow-growing energy importers during the period
1976-1980 but their savings ratio (21 per cent) was much
higher than that among the latter {11 per cent). Similarly, the
rate of inflation among the fast-growing countries was half
the rate among the other countries. Furthermore, during the
first half of the 1980s, the macro-economic performance of
the fast-growing countries remained unchanged or was even
better than during the 1970s.

These facts suggest that the cfforts of these countries dur-
ing the 1970s to save and invest were important factors in the
differential performance in the 1980s. At the same time, a
greater price stability during the 1970s gave these countries
more room for manoeuvre, Other energy-importing coun-
tries entered the 1980s with large domestic disequilibria.

Import capacity and growth of exports

The growth of the volume of imports of the developing
countries as a whole decelerated sharply during the 1980s,
reflecting the slow growth of the world economy during the
19805, and contributing to the fall in the rate of growth of
these countries. These imports were growing at about 5.5
per cent annuaily during the period 1976-1980 but only 1.5
per cent over the period 1981-1985.

Against this background of a general decline in import
capacity, the experience of the fast-growing energy-import-
ing countries stands in sharp contrast to that of the other
developing countries. For the period 1981-1985, the dollar
value of imports of these countries increased only margin-
ally, on the average, by about 2.4 per cent per year. Since the
unit value of imports declined by about 3 per cent, the in-
crease in import volume was of the order of 5.5 per cent.
The value of imports of the other energy-importing coun-
tries declined by over 6.7 per cent and their volume by about

Table VHI.5. Growth of imports and exports, 1981-1985

(In current dollar values)

(Annual rates)

Imports Exports
Fast-growing countries
Net energy importers:
Republic of Korea 69 L1
Pakistan 19 09
Singapore 18 3.3
Hoeng Kong 58 89
Burma -10 -63
Thailand 0.1 18
Sri Lanka -kl 46
India -01 2.0
Turkey 69 223
Mezn 24 5.4
Net energy exporters:
Oman 116 5.8
Cumeroon -2 68 16
Congo igh 87
Malaysia 27 i6
Mean 37 49
Chinn 164 8.6
Mean for other developing countries:
Net energy mporters -67 -53
Net energy exporters ~2.1 -54
Memorandum items:
tnit Values
All net energy-irnporting developing countries -3.1 -3.8
All net energy-exporting developing countries -37 ~£2

Source' IMF, International Financial Statistics, December 1986
1 The Economist Intellipence Unit, Country Profiles—Cameroon, Central African Republic.
Chad, 1986-87 The imports of Cameroon increased at a rapid pace during the 19705, and their
level in the 1980s remained considerably higher than in the mid-1970s

b 1981-1984.



3.5 per cent. Imports of the fast growing energy-exporting
countries increased at an annual rate of 3 7 per cent, while
those of the other energy exporters declined by 2 per cent
(table VII.5). One of the major factors behind the poor
growth record of many developing countries during the
1980s is, undoubtedly, declining imports.

The maintenance of a reasonable import capacity among
the fast-growing countries was largely due to a spectacularly
better export performance, The dollar value of exports from
the high-growth energy-importing countries increased at an
annual rate of over 5 per cent. Exports from the other energy
importers, by contrast, declined at a rate of 5 per cent over
the period, partly reflecting the fall in prices of primary
commodities which have a large share of the total exports of
these countries. The total export from this group of coun-
tries declined despite large increases of exports from some
of the heavily indebted countries such as Brazil. Some of the
largest declines took place among the African countries. In
both the fast-growing and slow-growing energy-importing
countries, imports did less well than exports, which reflects
the tightening of the international financial situation and the
contraction of net transfer of resources.

The fast-growing energy-exporting countries increased
the value of their exports by about 5 per cent on the average,
compared with a decline of over 5 per cent among the other
energy exporters.

An adverse external environment

The developing countries faced three sets of problems
during the early 1980s: recession in the industrialized coun-
tries, and hence, a slow expansion of international trade, a
substantial decline in primary commodity prices, and rising
real interest rates and debt burdens. The differential impact
of deterioration in terms of trade and increasing debt burden
is discussed below.

Terms of trade. For the fast-growing energy-importing
countries, the terms of trade showed an annual deterioration
of 0.7 per cent over the period 1981-1984,7 compared with a
decline of 1.3 per cent for the other energy-importing coun-
tries. The impact of these changes on real income of the fast-
growers varied greatly from country to country, ranging
from 2.2 per cent of GDP (Houng Kong) to -1.1 per cent
(Thailand). For only less than half the countries was the im-
pact clearly favourable, while in the other cases the change
was either negligible or adverse. On the whole, these coun-
tries had a favourable impact equivalent to 0.1 per cent of
GDP, compared to an adverse impact among the other en-
ergy importers equal to 0.4 per cent of their GDP (table
VIIL.6) The gain in real income through terms of trade
changes in the former category looks relatively small, par-
ticularly when compared with their rate of growth of in-
come. As exporters of manufactures and importers of oil,

they benefited from changes in the relative prices of these
products, but only marginally. The adverse impact on the
slow-growing countries was larger (0.4 per cent per year),
particularly when viewed in relation to the rate of growth of
income of these countries during the period (0.5 per cent).

The impact of terms of trade changes among the fast-
growing energy exporters was significantly adverse (-0.5
per cent), in contrast to a 0.1 per cent improvement among
the other energy exporters. But the annual loss was fairly
small when compared with their annual rate of growth of
income.

Debt-servicing costs. The initial size of the debt burden
does appear to have been much smaller among the fast-
growing countries than among the others (table VIIL.6). In
the energy-importing group, the external debt/ GNP ratio in
1980 was on the average lower (about 18 per cent) for the
fast-growing countries than for other developing countries
(about 28 per cent), A similar picture emerges when debt is
compared with export earnings. For the fast-growing coun-
tries, external debt amounted to a lower proportion of their
exports in 1980 (about 92 per cent) than for the other energy
importers (111 per cent). There was a large variation in both
ratios among the fast-growers. Among the major debtors,
the debt/GNP ratio was only about 11 per cent in India and
over 30 per cent for the Republic of Korea, Pakistan and Sti
Lanka. The debt/export ratio varied from 80 per cent for the
Republic of Korea to 428 per cent for Turkey.

A significant difference between the fast-growing and
other energy-importing countries was that their exports
were growing much faster than their debt, and this was re-
flected in the decline in the debt/export ratio, from 183 per
cent to 92 per cent over the 1970s. For the slow-growing
energy importers, debt was accumulating much faster than
national income and the debt/GNP ratio increased from 19
per cent in 1970 to 28 per cent in 1980, and reached 50 per
cent in 1984. Among the fast-growers, the ratio increased
from 16 per cent to 18 per cent and to 22 per cent over the
same period. An even more important sign of troubies ahead
for the slow-growing countries was that debt was increasing
faster than exports, and the debt/export ratio, unlike that of
the fast-growing countries, was increasing. In other words,
the capacity of these economies to transform domestic pro-
duction into exports was already falling behind the rate of
their absorption of foreign debt.

For the fast-growing net epergy-importing countries,
debt-service amounted to a significantly smaller proportion
of their GNP (2.3 per cent) than for the other energy im-
porters (6.5 per cent) over the period 1980-1984. Undoubt-
edly, the shock from this source was thus much larger for the
slow-growing countries. The debt-service/export ratio was
similarly much larger {22 .6 per cent) for these countries
than for the fast-growing countries of the group (11.4 per
cent). Once again, there was a large variation among the

" Dats for 1985 are not available for most countries. Commeodity prices declined by about 1 per cent in dofar terms in 1985 and the terms of trade
of the developing countries declined by about 1 3 per cent However, data for the year should not materially alter the relative impact of terms of

trade on the fast-growing and other countries estimated here
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Table VIII 6.

Impact of changes in terms of trade and debt burdens

Debt
Debt service/
impact of terms service/ export
of trade on GNP ratio ratio
GDP, {Average  (Average
[981-19840 . . 1980-1984) 1980-1984)
{Annual rates, Debt/GNP ratio Debt/export ratio (Percent  (Percent
per cent) 1970 1980 1984 1970 1980 1984 ofGNP) ofexports)
Fuast-growing countries
Net energy importess
Republic
of Korea 00 224 205 370 1430 801 8950 60 150
Pakistan -0.4 306 344 297 3807 2665 2587 24 210
Singaporeb 03 7% 121 106 76 53 60 20 1.0
Hong Kong? 22 ar 18 09 0.1 LB 0.8¢ 0.3 0.34
Burma -0.2 47 252 349 719 2937 5174 23 217
Thailand ~-11 HI 177 263 620 707 1143 43 183
Sri Lanka 0.7 161 337 419 B37 1006 1371 28 95
India 01 151 IL1 137 3565 1453 1735 0.9 118
Turkey ~-0.4 148 270 323 2444 4284 1661 34 25.6
Mean 01 161 183 219 1829 922 940 23 11 4¢
Net energy exporters
Oman o e 82 172 HT 266 24 36
Cameroon -12 130 336 313 503 1061 940 42 136
Conpo 0.6 539 714 762 1796 1100 — 87 14 24
Malaysia -10 100 6.8 394 213 261 621 30 50
Mean -5 102 tB6 345 230 315 589 iz 560
Mean of other
developing countrics
Net energy
importers 0.4 186 275 503 1027 1108 169 6¢ 6.5 1260
Net energy
cXporters 6.1 B9 247 416 1303 934 1767 63 25 8

Source World Bank, World Development Reports and World Debt Tables, 1985-1986

{083

1980-1983

Excluding Hong Kong
Excluding Congo.

- 0o L0 OTw

Defined as percentage change in terms of trade muitiplied by the ratio of exports to GDP
Diebt ratios cover only public and publicly guaranteed debt

Note - The means, except for terms of trade, are weighted averages

fast-growers in the debt-service/GNP ratio, ranging, among

the major countries, from 0.9 per cent for India to 6 0 per

cent for the Republic of Korea, as well as in the debt-service/
export ratio, which ranged from 10 per cent for Sri Lanka to
26 per cent for Turkey.

Among the energy-exporting countries too, both the deby/
GNP and the debt/export ratios were lower in 1980 for the
fast-growers than for the other countries. As with the net
energy-importing countries, debt-service amounted to a
much larger proportion of GNP of the slow-growing coun-
tries (6.3 per cent) in this category than among the fast-
growing countries (3.2 per cenat) during 1980-1984 The
debt-service/export ratio is also much larger (22 6 per cent)
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among the former than among the latter (5.6 per cent)

There is also evidence that the debt-shock arising from the
increase in interest rates hurt the slow-growing developing
countries more than it hurt the fast-growing countries. Not
only was the difference in interest payments as a proportion
of GNP large between the fast-growing countries and other
countries but, among the energy importers, the difference
was larger than in total debt-service liabilities as a propor-
tion of GNP, as table VII.7 shows This is consistent with
the fact that the proportion of commercial debt with variable
interest was higher among the most heavily indebted coun-
tries than among others.



Table VHL.7. The relative interest payment burden of the fast-growing
and other countries

Ratio of Ratio of
debt-service interest pnyment
to GNP to GNP
{Average 1981-1984)  (Average 1981-1984)
(a) Average for fast-growing energy importers 230 107
(b) Average for other energy imporsters 6.50 365
aye) 2.83 341
(¢) Averape for fast-growing encrgy exporters 345 1.83
{d) Average for other engrgy exporters 6.25 295

(o)

198 161

Concluding remarks

A number of factors that lay behind the fast growth of 14
countries during the 1980s have been identified in the above
analysis. Although a quantification of the relative impor-
tance of the individual factors has not been attempted, some
broad conclusions emerge.

There is no doubt that external factors played a role in the
poor economic performance of a large majority of the devel-
oping countries. The steep decline in the number of fast-
growing countries during the period is in itself indicative of
the impact of the changing external environment. A compar-
ison of the impact of an adverse external environment on the
different groups of countries does suggest that it was larger
for the slow-growing developing countries than for the fast-
growing ones. This is particularly true of the debt burden,
which was smaller for the fast-growing countries. Changes
in terms of trade also affected the slow-growing countries
more adversely than the high-growth countries.

But this is only a part of a complex picture. The analysis
also sugpests that there were significant differences between
the two groups of countries in the domestic policies fol-
lowed, as well as in the structure of their production and
trade, with differing degrees of ability to respond to the
changing external situation.

The structure of production and trade among the fast-
growing countries was more favourable for growth in an
adverse international situation. They were more export-ori-
ented but with a more important difference that this orieata-
tion was of the type that enabled them to expand exports -
mostly manufactures - and increase imports even when total
world trade was hardly growing,

The difference in the growth of agricultural production is
one of the major factors underlying the difference in the
growth of GDP between the two groups of countries. This
was not fortuitous but was, for most countries, the result of
the pursuit of a long-term policy of agricultural develop-
ment. On the average, countries in which agricultural
growth was higher during the 1980s also had a similarly kigh
rate of growth during the 1970s.

It is worth noting that, among the fast-growing energy-
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importing countries, the rate of growth of agricuitural pro-
duction was high in all cases where it mattered most for
overall economic growth in the short and medium term,
namely, in economies where agriculture accounted for a
large proportion of GDP. The share was approximately the
same, on the average, as that among the slow-growing econ-
omies. Although there are economies among the latter group
where the importance of agriculture is smaller, and a high
rate of growth of agricultural production would not have
made much difference to the growth of GDP, there were
many others where it made a crucial difference. A rate of
growth of agriculture among the slow-growing countries
comparable to that among the fast-growers would have sig-
nificantly raised their average rate of growth of GDP during
the first half of the 1980s.

A sharp contrast arises between the two groups of coun-
tries in their domestic macro-economic performance. Both
the investment ratio and the savings ratio, especially the lat-
ter, were much higher among the fast-growing countries.
The crucial importance of efforts at domestic resource mo-
bilization comes through clearly. The rate of inflation was
also much lower among the high-growth countries than
among the other countries, which probably reflects their
higher fiscal prudence and more sustained efforts to prevent
domestic disequilibria to accumulate. Equally significant is
the fact that their macro-economic performance was better
during the 1970s as well, which perhaps points to a greater
ability or commitment to pursue long-term development
goals.

For many countries, the debt burden led, through com-
pression of imports, to a sharp deceleration of GDP growth.
The steep rise in interest rates and a virtual cessation of new
commercial finance to the heavily indebted countries, most
of which are among the slow-growing group, are certainly
important immediate causes of their declining imports. But
the evolution of the debt burden itself has important domes-
tic policy implications.

The choice of financing economic development through
debt accumulation is a national one, though the availability
and cost of international finance influence the choice. Fi-
nancing of development through a large inflow of capital has
been a normal feature of econormic development in not only
the developing countries but in many developed economies




Table VIIL.B. Profile of growth performance of fast-growing energy-importing
developing countries and China

Frctors underlying growth of GDP
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Note: The letter **x” indicates better or higher than the average of other energy-importing
countries. A hyphen (-} indicates worse or lower than the average of other energy-importing

countries

Factors:

GAGR:  Growth of agricultural production.
XMFG:  Exports of manufactures as proportion of tota] exports
GX: Growth of exports.

GM: Growth of imports

INVR: Investment ratio

SAVR: Savings ratio.

RINFL:  Rate of inflation.

ITERM:  Impact of changes in terms of trade
DSGNP:  Debt-service GNP ratio

DSX: Debt-service export ratio

in some phases of their growth. But the decision on how
much to borrow and where to invest and, in particolar, the
choice between the tradable and non-tradable sectors, are
matters of domestic policy. The rate of growth of debt rela-
tive to that of export is thus at least partly a reflection of past
policy decisions. It is significant that the debt/export ratio
for the fast-growing energy importers declined from 183 per
cent to 92 per cent over the 1970s, while it increased, though
only slightly, from 103 to 111 per cent for the slow-growing
countries.*

The growth of exports itself has been much faster among
the fast-growers during the 1980s, as pointed out earlier. But
the better export performance during the period was not co-
incidental. These countries’ exports had been growing much
faster, on the average, than those of the slow-growing coun-
tries during the 1970s as well.”* Of course, a number of the
slow-growing countries of the 1980s increased their exports
fast during the 1970s. But the difference in the average per-
formance of the two groups is significant, and is a reflection

of the difference in their policy orientation, as well as in the
structure of their production and trade.

Within the fast-growing countries, there are large differ-
ences in the values of most of the factors considered, attest-
ing to the diversity of growth experience among the
developing economies. Nevertheless, it is important to rec-
ognize that the relatively fast growth of these countries did
not result from an accidental combination of favourable fac-
tors. As the profile of performance of the fast-growing en-
ergy-importing developing countries and China given in
table VIIL.8 shows, it was, in most cases, the result of a
much better than averapge performance over a broad spec-
trumn of factors. In alarge majority of the cases, the record of
these countries was better than the average for the slow-
growers in all of the following factors: the growth of agricul-
tural production, growth of exports, the investment ratio,
the savings ratio, and the rate of inflation. Such performance
is improbable in the absence of a consistent set of long-term
developrment policies.

* A simple average (as against the weighted average used in table VIIE 6) of a sample of 24 slow-growing energy-importing countries shows a much
steeper increase, frotn 73 per cent in 1970 to 108 per cent in 1980, compared with an increase from 150 per cent to 155 per cent over the same

pericd for the fast-growing countries

* The volume of exports of the fast-growing energy exporters was increasing at an annual rate of 5.5 per cent during the 19705 compared to abowt

2 O per cent for the slow-growers (simple average for 45 countries)
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Table A.1. Developing countries: rates of growth of output, 1971-1987

(Annual percentage change)

197 1981-
1980 1986 1982 1983 1984 1985 19860 19870
Developing countriesc 56 3] 02 08 22 20 25 27
By analytical grouping
Net energy exporters 64 -05 -02 -G08 0.0 0.1 -1.6 04
Net energy importers 50 28 06 21 38 34 55 43
By region
Western hemisphere 5.5 10 -13 25 32 27 3.5 33
West Asin 6.5 -09 .08 26 -iB  ~18 03 -1l
South and East Asia 56 48 s 56 51 32 45 47
Africa 49 -89 10 -10 16 17 21 -0.2
Mediterranean 53 29 2.6 10 a7 28 4.4 3.0
Distribution of growth rates (Number of cases)
Zero or below 4 22 40 33 29 25 20 -
01-25 15 3l 18 17 17 20 19 -
2.6-50 31 20 11 19 20 26 31 -
51-75 18 9 9 9 10 8 9 -
7.6 and over 15 i 5 5 7 4 4 -

Saurce: Department of International Economic and Social Affairs of the United Nations Secretariat

4 Preliminary estimates.
b Forecasts.

¢ Country growth rates aggregated with 1980 output values in doliars

Table A.2  Developing countries: annual rates of growth of real per capita gross
domestic product, 1971-1986"

(Annual percentage change)

1971- 1581
1980 19086 1983 1984 1985 19860
All developing countries 14 -09 ~15 01 -03 0.3
Western hemisphere 34 -3 47 08 04 11
West Asin 36 441 -08 -50 50 -2.9
South and East Asia i3 2.6 34 29 11 235
Aftica 1.8 38 -39 -44 -13 =50
Mediterranean 36 12 06 2.0 12 27
Memorandum item:
All developed market economies 23 16 1.9 4.1 22 17

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

4 Rate of growth of renl gross domestic preduct adjusted for rate of growth of population
Population growth rate is based on medium variant estimates from annual data for 1970-1985
reported in World Population Prospects. Estimates and Profections as Assessed in 1984 (United

Nations publication, Sales No E.86.XI{l 3).

b Based on preliminary data.
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Table A.3. Developed market economies: annual rates of growth of real gross

national product, 1971-1988"
(Annual percentage change)

1071 198K

1980 1986 1983 1984 19B5 i9BGb  jOB7c  1988c
All developed market
economies 3.1 2.2 26 47 29 2.4 2.6 3.0
Excluding United States 3 21 20 34 33 22 2.4 26
Major industrial countries iz 23 2.8 49 3.0 25 26 31
Canada 45 25 36 53 40 3.1 18 28
France 36 13 0.7 1.5 i4 25 22 22
Germany, Federal
Republic of 27 L5 18 30 25 21 2.0 2.5
Italy 31 1.1 -04 2.6 23 25 27 30
Japen 47 i6 32 51 4.5 25 26 a0
United Kingdom 19 19 3.6 2.1 37 2.8 32 30
United States 28 24 35 6.5 27 25 2.8 35
Smaller industrial countries 3.1 1.8 L3 34 2.5 20 22 2.0

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

& Country growth rates aggregated with 1982 output values in United States dollars. For France,
Raly, the United Kingdom and all the “‘smaller industrial conntries,” the measure used is GDP.

b Preliminary estimates.

€ Secretarial forecasts, based on Project LINK country projections (March 1987) and other

institutionel forecasts.

Table A.4. Developing countries: rates of inflation, 1971-1986"

(Annual percentage change)

1971 1981~
1980 1986 1982 1983 1984 1985 19864
Developing countries
All countries 18.0 383 40.0 652 937 125.9 492
(Median} (13.1) {11.5) (1.5 (11.5) (11.6) {10.5) 9 .6)
Net energy exporters 3.5 284 228 364 349 97.1 344
Net energy importers 213 798 524 85.9 136 .6 146.7 59.8
Western hemisphere 2319 120.4 79.0 1358 198.4 2875 1039
(Median) {13.0) {16.9) (11.8) (167) {20.4) 251 (20:7)
West Asia M1 18.1 17.8 330 243 56
South and East Asia 114 8.4 8.0 10.1 57 52
Africa 14.0 16.1 17 23.2 235 10.9 9.8
Mediterranean 240 452 313 354 50.8 590 611
Frequency distributionc (Number of cases)
5 per cent or lower 0 12 6 18 23 25
5.01 - 10 per cent 26 22 24 15 I3 14
10.01 - 20 per comt 41 20 26 16 I5 12
20.01 - 50 per cem 7 13 I3 15 15 13
50.01 - 100 per cent 2 4 4 7 4 8
Gver 100 per cent 0 5 3 5 6 4

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

based on IMF, Jnternational Financial Statistics
2 Annual percentage change in consumer prices

b Preliminary estimates
¢ Number of cases from a sample of 76 countries
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Table A.5. Developed market economies: rates of change of GNP deflator and
consumer prices, 1971-1987*
(Annual percentage change)

1971 19B1-
Country or country group 1980 1986  [983 1984 1985 1986
GNP deflators
All developed market economics 83 58 52 48 44 4.0
Excluding United States 89 64 62 5.3 50 4.9
Major industrial countries 8.1 33 47 42 38 i6
Canada 88 57 49 36 14 28
France 9.5 g6 a5 72 58 53
Germany, Federal Republic of 5.3 iz 33 19 22 33
Italy 147 131 151 106 88 91
Japan 76 18 08 13 14 20
United Kingdom 13.6 6.6 56 4.6 55 36
United States 74 50 38 39 34 26
Smaller industrial countries 97 84 81 76 7.0 80
North America 75 55 39 39 34 27
Western Europe 93 80 78 63 37 53
Others 82 35 27 31 35 51
Consumer prices
All deveioped market economies - ) 62 56 34 49 27
Major industrial countries 85 55 48 4.8 4.1 20
Canada 8.0 69 58 413 4.0 42
France 26 84 96 74 58 22
Germany, Federal Republic of 5.1 32 33 24 22 -0.3
Italy 138 127 147 108 92 60
Inpan 9.0 24 18 23 21 0.5
United Kingdom 137 6.5 4.6 50 6.1 34
United States 78 49 32 43 35 19
Smaller industrial countries 9.6 93 9.4 84 80 15

Source Depurtment of International Economic and Social Affairs of the United Nations Secretariat,
based on IME, fnternarional Financial Statistics, QBCD, Economic Outlook and other official
national and international sources

A Country rates of change of prices are aggregated by using 1980 values in dollars as weights
b Preliminary estimates
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Table A.6. Selected developed market economies; unemployment rates,

1971-1986°
(Percentage)
: 1971 1981-
Country or country group 1980 1986 1982 1983 1984 1985  1986%
All developed matket economics 41 8.1 8.0 8.9 83 8.2 8.1
Major developed market economies 42 1.5 7.8 82 76 75 7.5
Canada 6.4 103 10.9 19 1.3 10.5 9.6
France 40 9.5 8.1 B8 99 104 107
Germany, Federal Republic of 23 7.0 6.1 82 B.2 8. 80
Italy 6.4 10.0 8.0 98 10.3 10.6 12
Japan 16 25 24 27 27 2.6 2.8
United Kingdom 31 3 113 1.6 11.8 17 116
United States 58 8.5 95 9.6 75 72 70
Smaller developed market economies 4.0 10.0 83 8 1S5 e 1.3
North America 58 85 92 9.8 79 76 73
Western Europe 37 10.0 92 101 10.8 HO 1.0
Memorandum item:
Number of unemployed persons
(millions) 150 310 318 306 308 310

Source: Department of Internntional Economic and Social Affairs of the United Nations Secretariat,

bused on BECD, OECD Economic Outlook and Commission of the European Communities,

Annual Economic Report.

# Number of unemployed persons as a percentage of the civilian labour force.

b Preliminary estimates.
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Table A7, China and centrally planned economies of Europe: basic economic
growth indicators, 19711990
(Annual percentage changes)

1971~ 1981 1986-
Country ar country group 198G 1985+ 1990b 1981 1982 1983 1984 1985 1986c 1987v
China
Net material product 58 9.1 67 49 83 98 120 123 70 70
Giross industrial output 88 116 75 43 78 112 163 214 100
Gross agricultural output 3.3 76 40 65 113 78 123 30 40
Gross fixed investmentd 13 179 100 -105¢ 266 126 339 350 150
Export volume 232f 133 81 160 133 34 176 120 170
{mport volume 3% 96 61 -86 -07 92 292 503 -200
Soviet Union
Net material product 50 37 43 33 39 42 29 35 41 39
Gross industrial output 60 39 46 34 29 42 41 39 49 38
Gross agricultural output 12 25 278 -10 55 62 -01 Ol S5t 24
Giross fixed investment 51 42 43 37 35 56 19 30 8O0 50
Export volume 49 24 : 19 45 33 25 -43 71
Impor? volume §2 35 64 97 40 44 40 -30
Eastern Europeh
Net material product 58 24 40 -19 O} 39 53 37 47 47
Gross industrial output 71 31 44 05 12 44 48 41 48 41
Gross sgricolturalougput 23 22 278 18 16 09 6% -13 3.l 2
Gross fixed investment 67 1 348 -7) 44 24 22 40 26 48
Export volumers 78 43 o 12 56 72 85 17 10 -
Import volumes 67 15 -53 -63 32 59 57 635

Source: Department of International Economic and Social Affairs of the United Nations Secretariat,
based on national statistical publications, plans and plan fulfilment reports.

a Preliminary estimates based on plan fulfilment reports and other partial information.
b Medium-term and anstual plan targets. In the case of planned ranges, the figure shown is the

mid-peint.

€ Preliminary estimates.
d State sector only and in current prices.

¢ Estimate
f In current doltars

£ Change in the five-year average output from the average of the preceding five years expressed as
an annual compound rate

h Bulgaria, Czechoslovakia, German Democratic Republic, Hungary, Poland and Romania.
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Table A.8, Major developed market economies: ex post real short-term and
long-term interest rates, 1975-1985°

(Percentage)

Country 1975 1976 1981 1982 1983 1984 1985  1986b
Canada

Short-term -3.1 -0.5 6.9 16 4.0 83 66 59

Leng-term -16  -0.3 42 37 6.2 9.7 80 6.3
France

Short-term 48 -11 30 L8 2.6 4.1 38 25

Long-term -26 -05 35 27 a7 47 47 30
Germany, Federal Republic of

Short-term 17 0.8 75 38 24 4.0 3.2 LB

Long-term ERY 43 58 56 4.5 58 47 27
Italy

Short-term -5 -10 16 1.9 2.6 5.8 56 2.0

Long-term -52 0 1.0 2.6 26 3.8 39 0.5
Japan

Short-term 22 10 47 51 62 57 50 30

Long-term 12 15 60 64 73 637 48 28
United Kingdom

Short-term -137 ~-10 30 47 46 55 57 71

Long-term -5  -05 2.5 53 52 62 42
United States

Shert-term -3.2 =02 4.5 50 50 61 47 32

Long-term ~1.0 2.5 4.1 6.5 66 B4 76 46
Memorandum iterm:

Nominal rate of interest in the

United States

Short-term 58 50 164 123 91 10.2 81 66
Long-term 82 77 37 129 113 125 19 8.0

Source: Depariment of International Economic and Social Affairs of the United Nations Secretariat,
based on Morgan Guaranty Trust Company, World Financial Markets and IME, Internationat

Financial Statistics.

4 Both shori-term and long-terim rates arc ex post real rates and are period averages net of the
change in the GNP deflator of the same period. The short-term rate is the bank rate in Canada
and the United Kingdom: the call money rate in France, the Federal Republic of Germany, laly
and Japan; and the federal 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 .

b Preliminary estimates



Table A.9. Nominal and real rates of interest, 1975-1986

Nominal Price deflator Real rate of intereste
rate of interest Non-fuel
United States commoditiss
LIBORt prime ratet GDPof  exported .
developed by Um‘ted States
market  developing LIBOR prime rate
economiess countriesd adjusted by adjusted by
Y 2) 1) 2 (1) 2)
Percentage Percentage change Percentage
1975 78 7.9 i1t ~-19.0 -3.0 329 -2.9 331
1976 6.1 68 73 4.1 -1.1 ~70 -0.5 -6.3
1977 6.3 6.8 72 260 -0.8 -157 -0.4 -15.2
1978 9.1 91 7.4 -16 1.6 18.1 15 18.0
0719 119 27 8.0 141 is6 -19 43 -1.3
1980 140 15.3 93 134 43 0.6 55 17
1981 16.7 18.9 35 -15.5 7.2 380 92 40.6
1982 136 149 72 ~15.1 6.0 337 71 52
1983 9.9 10.8 53 5.1 4.4 4.6 52 55
1984 113 120 46 12 6.4 10.0 71 107
1985 86 99 43 ~107 4.1 217 56 231
19867 6.8 33 4.0 55 27 12 41 2.6

Source: Department of International Economic and Social Affairs of the United Nations
Secretariat, based on IMF, International Financial Statistics, UNCTAD, Monthly Commodity
Price Bulletin, and other official national and international sources.

2 Siz-month London interbank offered rate on United States dollar deposits.

b Interest rate that the largest Untied States banks charge their most creditworthy business
customers on short-term loans.

¢ Implicit price deflator of aggregate GDP of developed market economies.

¢ UNCTAD index of dollar prices of non-fuel commodities exported by developing countries

¢ One plus nominal rate of interest divided by one plus rate of change in the specified price
deflator.

f Preliminary estimates.

Table A.10. Indicators of fiscal policy in the major developed market economies,
1978-1086
(Percentage of GI_\TPIGDP)

1978-1979 1982 1983 1984 1985 19860

Central government fiscal balanced
{deficit (-}, surplus (+))

United States -16 -41 -56 4% -51 -5.0
Japan -56 -59 -56 -49% 41 -4.3
Germany, Federal Republic of -1.9 21 ~20 -18 11 7
All major industrial economies -3.0 -46 -54 -50 49 -4.6
Change in structurald budget balance
(a move towards more deficit or expansion (-},
& move towards less deficit or restriction (+))
United States e -0 -07 05 -08 -0.1
Japan - +04 +05 +10 +05 +03
Germany, Federal Republic of — +14 +11 +02 +06 -0.3
All major industrial® economies -— 02 -02 -0 -0.2 0.0

Source: Department of International Economic and Social Affairs of the United Nations Secretariat
Central government financial balance figures are based on IMF, World Economic Outlook, 1986
and 1987; changes in structural budget balance are based on OECD, OECD Economic Qutlook,

No. 40 (December 1986).

a Preliminary estimates.

b Excluding financial surplus or deficit of local (and state) governments,

€ Seven major developed market economies: Canada, France, the Federal Repubtic of Germany,
Italy, Japan, the United Kingdom, and the United States.

d Change in cyclically adjusted component of government finuncial balance over the previous year
as percentage of GDP/GNP
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Table A.11. Indicators of monetary policy in the major developed market
economies, 1978-1986

Official
Average target
19781979 1982 1983 1984 1985  [986e in 1986
Percentape chanpe
Money supply®
United States 8.4 93 125 19 9.1 8.0 69
Japan 1.9 9.2 14 78 84 87 8-9
Germany, Federal Republic of 9.5 6.5 6.6 39 49 6.1 335-5.5
Velocitye
United States 4.0 -57 49 25 -29 -26 -
Japan -2.5 42 -34 -14 21 40 -
Germany, Federal Republicof  -1.8 -65 ~-15 -16 -01 ~0.3 -
Change in
Percentage 1984-1986
Interest rates
Nominal short termd
United States 97 123 91 104 8.0 6.5 -39
Japan 55 71 6.7 63 67 51 -12
Germany, Federal Republicof 51 88 57 60 54 4.6 -1.4
Nominal long-term ¢
United States 9.0 B0 111 124 107 78 -4.6
Jepan 6.9 8.3 78 73 65 52 -2.1
Germany, Federal Republicof 6.5 9.0 80 7.8 76 59 -19

Seurce: Department of International Economic and Secial Affuirs of the United Nations Secretariat.
IMF, International Financial Statistics and World Economic Outlook, 1986 and 1987

2 Preliminary estimates.

b The *brozd money concept is used. Broad money is defined as the sum of currency in

circulation, private demand deposits and private time deposits {(quasi-money). This definition is
known as M2 The M2 definition is used for all countries except Japan (M2 plus certificates of
deposlts), the Federal Republic of Germany (Central Bank money) and the United Kingdom
(sterling M3); end of period, year on year percentage changes.
€ Annual percentage change in the ratio of nominal GNP to stock of broad money (sce note &)
¢ Interest rate on 90-duy financial instraments (e &, financial bills and certificates of deposit)

¢ Yield on long-term govermment bonds.
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" Tuble A.12. Capital-importing developing countries: official reserves and ratios
of reserves to curtent expenditures, 1980-1986

1980 1982 1983 1984 1985 19860

Billions of dollars
Level of reserves? 086 803 817 938 1629 96.2
of which:
Energy exporters 445 288 313 364 389 3.9
Energy importers 641 515 504 576 640 643
Fifteen heavily-indebted countricse 500 263 275 396 407 24
Sub-Saharan Africad 9 28 30 3t 4.1 52
Number of months
Coverage of current expenditurese 27 L8 2.1 24 27 2.5
of which:
Energy exporters 32 1.8 24 27 30 27
Erergy importers 2.4 19 20 2.3 26 2.5
Fifteen heavily-indebted countries® 31 L6 2.1 31 32 27
Sub-Saharan Africad 1t 09 11 1.1 15 17

Source: Department of International Economic and Social Affairs of the United Nations Secretariat,
based on IMF data and nationnt and regional estimates.

4 Portly estimated.

b Total reserves, end of period (with gold valued at SDR 35 per ounce)

© Argeatina, Bolivia, Brazil, Chile, Colombia, Cote d'Ivoire, Ecuador, Mexico, Moroceo,
Nigeria, Peru, Philippines, Uruguay, Venezuela and Yugostavia.

d Excluding Nigeria.

¢ Expenditures on goods and services {including interest payments) for given year relative to total
reserves at end of year, sample of 98 countries,

Table A.13. Net flow of IMF lending to the capital-importing developing
countries, 1980-1986
(Billions of doilars®)

1980 1982 1983 1984 1985 1986

Regular facilities 23 42 88 43 1.1 -06
Credit tranche drawings 15 1.9 4.0 1.2 L1 03
Extended facility deawings 0.4 23 49 32 00 0.9

Special facilitics 12 14 22 <02 <08 21
Buffer stock financing -- 0.1 03 ~w 02 02
Compensatory financing 03 17 2.4 -- 04 -14
Oil Facility -07 -04 01 -- -- --
Trust Fund L6 - - -~ ~02 -03 06
Structural adjustment facility - - -— e -~ 0.1

Total flows 34 51 il 42 03 27

Memaorandum items:

Selected characteristics of higher
conditionality lending agreements

Number initiated during year 28 19 33 20 26 31
Avernge length (months) 20 14 18 14 16 22
Total amount committed 75 26 157 40 34 4.0

Source: Department of International Ecenomic and Social Affeirs of the United Nations Secretariat,
based on IMF, International Financial Statistics and IMF Survey, various issues.

3 Net flows in $DRs converted to dollars at yearly average exchange rates.
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Table A.14. Multilateral development institutions: resource commitments,
1980-1986°
(Millions of dollars)

1980 1982 1983 1984 1985 1986

Financial institutions

African Development Bank 571 766 859 879 1154 1639
Asian Development Bank 1929 1837 2089 2380 2093 2047
Caribbean Development Bank 45 45 48 65 48 50

Inter-American Development Bank 2 341 2793 3099 3615 3102 3370
International Fund for Agricultural

Development 396 373 279 pii7] 137 129
World Bank Group 13434 13098 16131 13528 17896 18 294
World Bank (8802) (9BO1) (120660 (9721) (13321} (13 882)
International Development
Association (387 (2832) (3112) (3222) (3541) (33713
Internationsal Finance Corparation (815) (465) {953) (583 (3034) (1039
Subtotal 18716 18912 22545 20669 24430 25 528

Operational agencies of the United Nations
United Nations Development

Programmeb 550 146 313 319 478 548
United Nations Fund for Population

Activities 146 115 117 134 141 116

United Nations Children's Fund 242 241 263 261 281 285

World Food Programme 479 613 696 925 642 629

Subtotal 1417 1718 1589 1839 1542 1578

Total commitments 20133 20627 24134 22508 25972 27 107

Source: Annusl reports and information supplicd by individual institutions.

4 Lowns, prants, technicat assistance and equity participation, as appropriate; all data on a calendar
year basis,

b Including UNDP-administered funds

179



Table A.15. Arab national and regional development institutions: devejopment
finance commitments for developing countries, 1982-1986

(Millions of dollars)
1986
First
cight
manths
1982 1983 1984 1985
Functional composition
Praject finance (loans or equity) 2086 1410 1158 1000 710
Technical assistance (grants and loans) 53 24 21 42 25
Import financing (grants, loans end leasing) 436 506 768 604 379
Balance of payments (OPEC Fund loans} 84 26 4 v 6
Qther (grants)b 35 & 7 5] 1
Total 2694 1972 1959 1652 1120
Geographical distribution
Africa 1458 842 865 616 619
West Asia 426 424 544 486 245
Other Asia and Pacific 655 507 393 394 158
Other 155 199 157 156 99
Total 2694 1972 1959 1652 1120

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

based on data of the Co-ordination Secretarint of Arab National and Regional Development

Instinstions (Kuwait).

a Abu Dhabi Fund for Arab Economic Development, Arab Bank for Economic Development in
Africa, Arab Fund for Economic and Social Development, Jragi Fusnd for External Development
(1982}, Islamic Development Bank, Kuwait Fund for Arab Economic Development, OPEC Fund
for International Development and Saudi Fund for Development. The funds included here
account for roughly a third (1982) of ODA commitments by developing countries as reported by
QECD (i £., data exclude contributions to most multilateral institutions and bilateral ODA
outside the listed institutions and ODA by non-Arab donars).

b Including contributions to IFAD, subscriptions to the UNCTAD Common Fund on behalf of
low-income countries and research projects to be undertaken by various institutions.

¢ Including China,

d Including international agencies and organizations.

Table A.16. World proven crude oil reserves

Eud 1974 End 1985
Millionsof  Percentage Millionsof  Percentage
Region barrels of world barrels of world
North America 43 650 67 34 500 47
Latin Americe 30 548 47 84 683 114
Western Europe 17 M 27 19 315 26
Middle East 403 358 617 431 040 58.2
Africa 62 316 95 57 107 78
Asig and Far East 20 003 31 17 238 23
Oceania 2 375 0.4 1 625 02
Centrally planned economies 74 141 11.3 95 130 12.8
World totals 654 103 100.0 741237 1000
OPEC share 487 306 74.5 516 087 69.6

Source: Depariment of International Economic and Social Afl fairs of the United Nations Secretariat,
hased on OPEC, Annual Statistical Bulletin, 1984, p 12; ibid , 1985, p 36
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Table A.17. Stocks of oil on land in OECD member countries®

Companies Governments Totel

Miltions Millions Millions

of barrels  Daysbh ofbarrels  Dayst of barrels  Dayst
1974 2511 70 0 0 251 70
1975 2913 81 0 0 2913 81
1976 2869 72 22 1 2891 23
1977 2921 10 20 1 2550 7
1978 3170 74 44 1 3221 75
1979 2950 68 161 4 B3V i
1980 3155 78 198 5 3353 84
1981 3287 89 42 6 528 95
1982 3023 B6 417 12 3440 98
1983 2818 87 476 15 3287 1M
1584 2547 75 564 17 3m 7]
1985 2540 77 651 20 3 98
1986 2408 73 710 21 ins 93
1987 2474 74 747 2 3z 9%

Source: Bepartment of International Economic and Social Affairs of the United Nations Secretariat,
based on IEA, Monthly Oil Report, January 1987, p. 9

4 On the first day of the year.
b Daysof consumption at then current mtes

Table A.18. OPEC oil production guotas
(Thousands of barrels per day)

March  October  September  November  First half

Country 1983 1984 1986 1986 1987
Algeria 725 663 663 669 635
Ecuador 200 183 183 221 219
Gabon 150 137 137 160 152
Indonesia 1300 1 189 1139 1193 1133
fran (Isiamic Republic of) 2400 2300 2300 2317 2255
irag 1200 1200 1200= 1 466 1 4660
Kuwait i 050 500 o00b 999 948
Libyan Arab Jamahiriya 1 100 990 990 995 948
Nigeria |30 300 1300 1304 1238
Qatar 300 280 280 300 285
Saudi Arabia 5000 4353 4353 4353 4133
United Arab Emirates 1100 950 950 950 902
Venezuela 1675 1555 t 555 1574 1 495
Total 17 500 16 000 16 0002 16 505 15 8002

Source: Department of International Economic and Social Affairs of the United Nations Secretaria,
based on various QPEC press releases.

& Deemed production; no quota set for Irag
b 921,000 barrels per day for November and 999,000 barrels per day for December 1986.
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Table A.19. Capital expenditures in petroleum by majority-owned foreign
affiliates of United States companies, 1982-1987

(Millions of dollars)
Actual expenditures Latest plans

Area 1982 1983 1984 1985 1986 1987
Developed countries 11437 8935 8926 8733 7 686 71368
Australia 678 538 436 327 348 413
Cannda 3380 2375 2547 2 665 2099 2147
Western Europe 7252 7670 5822 3626 4595 4575
Developing countries 8270 6468 4928 4620 3880 3842
Latin America 1915 996 822 950 807 668
2350 1778 1368 1421 1064 1065
Middle East 638 661 57 437 382 396
Asia and Pacific 31368 3032 2 166 1813 1627 1712
All countries 20760 15915 14124 13673 11765 11 381

Source: Department of International Economic and Social Affairs of the United Nations Secretariat,
based on Ellen M. Hezr, **Capital expenditures by majority-owned foreign affiliates of U.S.
companics, 1986 and 1987, Survey of Current Business (Washington, D.C., United States
Depariment of Commerce, October 1986)
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