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PREFACE

The World Economic Survey 1988 reviews main international economic developments, analyses their implications and
presents short-term forecasts for the different regions of the world.

A noteworthy feature of 1987 was that the dramatic financial shocks and instability in primary commodity markets,
including oil, seemed to have had only minor repercussions on the growth of output Economic expansion, though
modest, has been maintained in the industrial world so far, despite the abrupt fall in stock markets {discussed in chapter
IV of the Survey, as requested by the General Assembly in its resolution 42/195). Nor did developments during the year
have any effect on the diversity in the performance of developing countries: chapter VIII analyses the growth differen-
tials that have persisted since they emerged in the early 1980s.

The Economic and Social Council, in its decision 1987/187, requested the Secretary-General “to include in the World
Economic Survey 1988 a comprehensive analysis of the globai effects of the indebtedness and persistent fiscal and
external imbalances of developed countries on the international economic environment and in particular on the develop-
ment process in developing countries™ . Chapter VII responds to that request, although other chapters also analyse how
these imbalances relate to present macro-economic policies, to trends in international trade and to the changing pattern of
international financial flows in the late 1980s.

Chapters 11 to IV discuss various elements of the analysis of the external debt of developing countries, including the
link between the debt problem and the reverse transfer of financial resources affecting a large number of developing
countries. Chapter V examines developments in oil markets and the changing structure of the oil industry Chapter VI
focuses on events likely to have far-reaching consequences both domestically and internationally, that is, the current
economic reforms of China and the Union of Soviet Socialist Republics. As requested by the General Assembly in its
resolution 42/178, annex 1 summarizes relevant economic indicators of the economic attainment of women throughout
the world.

As in the past, the World Economic Survey 1988 has benefited from analyses and studies of several institutions,
including the regional commissions, the United Nations Conference on Trade and Development, the International Mone-
tary Fund, the World Bank and the General Agreement on Tariffs and Trade Our hope is that the Survey, inturn, will be
of use to academic institutions, the public at large and, in particular, the Economic and Social Council in its efforts to
improve the present performance of the world economy so that growth is of benefit to all. Chapter I contains policy
conclusions to that end.

P

(¥
« Rafeeuddin Ahmed
Under-Secretary-General for
International Economic and Social Affairs
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EXPLANATORY NOTES

The following symbols have been used in the tables throughow 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, 1986/87

Use of a hyphen (-} between dates representing years, for example, 1983-1987, signifies the full period involved,
including the beginning and end years,

Reference to *‘tons™ indicates metric tons and to “*dollars™ (3) United States doilars, 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 1988 and 1989 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:

ADB
ADF
AfDB
CAP
CFA
CFF
CMEA
DAC

EEC
EIB
EMS
ESAF
f.ob
FTO
GATT
GDpP
GNP
1IDA
DB
1IEA
iFAD
IMF
JSF
LIBOR
MERM
MFA
MITI
NMP
ODA
OECD
OECF
OPEC
Project LINK

SAEC

Asian Development Bank

Asian Development Fund

African Development Bank

Common Agricultural Policy of the European Economic Community
Communauté financiére africaine

Compensatory Financing Facility of the International Monetary Fund
Council for Mutual Economic Assistance

Development Assistance Committee of the Organization for Economic Co-operation and De-
velopment

European Economic Community

Export-Import Bank

European Monetary System

Enhanced Structural Adjustment Facility of the International Monetary Fund
free on board

foreign trade organization

General Agreement on Tariffs and Trade

Gross domestic product

Gross national product

International Development Association

Inter-American Development Bank

International Energy Agency

International Fund for Agricultural Development

International Monetary Fund

Japan Special Fund

London inter-Bank offered rate

Multilateral Exchange Rate Mode] of the International Monetary Fund
Multifibre Arrangement

Ministry of International Trade and Industry of the Government of Japan
net material product

Official development assistance

Organization for Economic Co-operation and Development

Overseas Economic Co-operation Fund

Organization of the Petroleum Exporting Countries

International Research Group of Econometric Model Builders, with headquarters at the Uni-
versity of Pennsylvania at Philadelphia

State Administration of Exchange Control of the Government of China

vili




SDR special drawing rights

SFA Special Facility for Africa of the World Bank
UNCTAD United Nations Conference on Trade and Development
UNICEF United Nations Children's Fund

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 United Nations Secretariat concerning the legal status of any country, territory, city
or area or of its authorities, or concerning the delimitation of its frontiers or boundaries.

The term “country” as used in the text of this report also refers, as appropriate, to territories or areas.
For analytical purposes, the following country classification has been used:
Centrally planned economies:  Eastern Europe, Union of Soviet Socialist Republics

China (In contrast with previous World Economic Surveys, China is not included in the group
of centrally planned economies)

Developed market economies:  North America, southern and western Europe (excluding Cyprus, Malta and Yugo-
slavia), Australia, Japan, New Zealand, South Africa

Developing countries: Latin America and the Caribbean, Africa (other than South Africa), Asia (excluding
China, in certain cases, and Japan}, Cyprus, Malta, Yugoslavia

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

Capital-surplus countries: Brunei Darussalam, Iran (Islamic Republic of), Trag, Kuwait, Libyan Arab Jamahi-
riya, Qatar, Saudi Arabia, United Arab Emirates

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

Other net energy exporters Algeria, Angola, Bahrain, Bolivia,
{or deficit energy Cameroon, Congo, Ecuador, Egypt, Gabon,
exporters): Indonesia, Malaysia, Mexico, Nigeria, Oman, Peru, Syrian Arab Republic, Trinidad

and Tobago, Tunisia, Venezuela
Ner 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-
ment process.






Chapter 1

THE WORLD ECONOMY IN THE LATE 1980s

Outpot and income trends

The growth of gross world product in 1987 was slightly
above 3 per cent — 1.8 per cent in per capita terms — which
is somewhat higher than in 1986. Short-term trends indicate
that the world economy will continue to expand during the
next two years, but at a lower rate. There was wide diversity
in the economic performance of regions and individual
countries in 1987.

In much of Asia and North America, economic expansion
accelerated. There was no change in the modest rate of in-
crease in the combined gross domestic product of Western
Europe, which, nevertheless, remained about two percent-
age points above population growth. Growth slowed in Latin
America, the Mediterranean region, Eastern Europe and
West Asia. In Africa, the rate of increase in gross domestic
product was 1 per cent, less than half the rate of increase in
population.

The instability of financial markets culmirated in October
1987 in an abrupt drop of the stock markets in all major
financial centres. It was the first global stock exchange crisis
and evidence of the internationalization of financial rela-
tions. As central banks reacted swiftly to prevent a fiquidity
squeeze, the reverberations of the drastic reduction in
wealth remained largely confined to the financial sphere.
Stock prices have partly recovered in the past six months;

yet the events of October 1987 continue to instil fears of

similar turbulence to come, despite government action on
domestic financial practice and more effective policy co-
ordination among major actors. Key parameters of the inter-
national economy — exchange rates and interest rates ~ re-
main unstable. Their instability helped trigger the market
crash and might again fead to major financial disruption.
Other international parameters — prices of primary com-
modities, including oil — also remain volatile

Large losses and gains from price fluctuations and
changes in interest rates have been superimposed on move-
ments in output, leading to erratic variations in per capita
incomes. None the less, some regional trends can be dis-
cerned

Per capita incomes in virtually all industrial countries
have continued {0 grow steadily in the current decade Mod-
erate increases in gross domestic product, some improve-
ment in the terms of trade — particularly for oil importers —
and slow population growth have raised per capita incomes
at an annual rate of between 1 to 3 per cent in most countries
since 1982 This trend is likely to continue in the medium
term.

The majority of countries in South and East Asia, includ-
ing the most populous, have achieved consistent increases in
per capita income in the current decade Underlying eco-
nomic trends and current policy stances indicate a consolida-
tion of these gains in the short to mediam term In West
Asia, armed conflicts and a large drop in oil prices at mid-

decade have adversely affected incomes and output. While
the considerable drop in per capita incomes came to a halt in
1987 — and per capita incomes in this region are still above
those of most developing countries — prospects for a deci-
sive improvement in the short term remain uncertain.

In most countries of Africa, per capita incomes have fallen
without respite during the 1980s. A legacy of policy failures
in agricuiture, ineffective industrialization strategies and ex-
tremely low primary commodity prices largely explain the
disappointing performance in sub-Saharan Africa. Since
1986, output growth has also slowed markedly in the econo-
mies of North Africa. At least in the short term, prospects
for the whole continent remain highly uncertain: the room
for manoeuvre on the domestic front appears limited, struc-
tural policies will take time to bear fruit, and export earnings
and prices of primary commodities will probably remain
weik .

The debt overhang and failed attempts to correct domestic
discquilibria in the large economies in the recent past cast a
long shadow over the economic prospects of Latin America
and the Caribbean For the majority of these countries, per
capita incomes have fallen since 1981; for almost half of
them, they fell again in 1987. There is little prospect of an
early reversal. Inflation accelerated considerably in 1987,
reaching three digits in the large countries by early 1988,
The need to confront domestic disequilibria and o heavy debt
burden {which may increase if interest rates rise) make it
unlikely that investment ratios {which have fallen markedly
since the onset of the debt crisis) will soon recover. Unprec-
edented adjustment has taken place in the trade balance of
the region, which has shifted from deficit into surplus to the
tune of $30 billion doilars. Largely as a result of this shift,
which has absorbed savings and cut into investments, sus-
tainable growth is not expected in the foresceabie future, if
present policies continue.

The combined popufation of Africa, Latin America and
the Caribbean and other developing countries with lagging
economies exceeds 1 billion at the end of the 1980s. The
revitalization of growth remains a major challenge for pol-
icy makers in these cconomies. Yet a more supportive inter-
national economic environtnent is also critical. Concerted
action is required both for a smooth unwinding of the im-
balances among key actors in the world economy and to puil
these developing countries out of the vicious circle of stag-
nation and low investment. If this fails, there is the risk that
social tensions and financial difficulties will intensify and
disruptive courses of action wiil be taken. For many coun-
tries, it will become harder to reconcile legitimate aspira-
tions of different social groups with dwindling or stagnant
per capita incomes. The period ahead will be ene in which
multilateral institutions and traditional economic relations
will be put to & major test.



International policy issues

Although the principal policy concerns relating to the
functioning of the international economy are much the same
as they were 2 year ago and the major issues are still unre-
solved, events in 1987 and early 1988 contiibuted to certain
changes in the climate of international co-operation.

The immediate problems have not completely overshad-
owed long-term concerns, some of which received greater
attention in 1987 than ever before. Environmental consider-
ations and the need for sustainable development were more
widely recognized. The status and participation of women
continued to be given greater importance in the international
agenda. The re-examination of economic structures with a
view to raising productivity proceeded in all parts of the
world, with deregulation of markets, notably financial ones,
and extensive privatization of enterprise in market econo-
mies and far-reaching reforms in centrally planned econo-
mies. There was growing interest in the promotion of entre-
preneurship and the improvement of public and private man-
agement.

In the short- and medium-term policy areas, which are the
principal subject of this Survey, government positions have
in some cases moved closer, and old and new proposals for
tackhing the serious imbalances in the world economy have
received increasing attention from the general public. Im-
portant negotiations in international financial institutions
were concluded successfully in 1987 and others are under
way, notably in trade. In such areas as debt and adjustment,
however, many Governments seem to be running out of op-
tions, having tried one approach after another, and a wide-
spread sense of frustration and deadiock prevails.

The extreme fiuctuations in the exchange rates among the
major currencies of the world are but one manifestation of
the instability of the international economic environment in
recent years. In 1987, however, the steep decline in the value
of the dollar continued with less disruption than many had
feared. In spite of — or perhaps due to - the turbuience in
international financial markets that marked the year, there
was, early in 1988, greater determination and readiness on
the part of the major industrial countries to co-ordinate their
intervention in exchange markets. Whether or not further
shifts occur in the near future in the relationship between the
dollar and other principal currencies, they are likely to be
significantly smaller than in the recent past. This represents
an important step towards greater stability in international
econoimic relations, although it will be put to a test when
market pressures eventually begin to push the value of the
dollar up again,

There was not much progress in 1987 in reducing the im-
balances between the major industrial countries, but the
problem was more widely recognized, and negotiations
were oriented towards mitigating it. On the whole, however,
the year brought into sharp relief the difficulties of co-ordi-
nating macro-economic policies among even a small number
of countries with divergent interests, different interpreta-
tions of how macro-economic policies work, and strong do-
mestic political forces that constrain Governments in mone-

tary and fiscal policy making, even were they to agree on
desirable directions. Major Governments have become
more aware of their interdependence and of the international
implications of their own policies as well as those of their
partners. None the less, if it is to serve as the foundation of
the international monetary system, (macro-economic policy
co-ordination will have to evolve in the direction of agreed
principles and rules: progress in that direction, however, has
been very slow. The search for an international monetary
system that meets the needs of today s world, in which finan-
cial markets have become global, must continue. What is
needed is an anchor. In the view of an increasing number of
experts, the system should be based on a standard, for in-
stance a cormmmnodity standard. Such views, however far-
fetched they may seem today, deserve careful examination,

The debt crisis in developing countries did not move to-
wards a solution in 1987 or early 1988. In some respects it
deepened, as an increasing number of debtors took unilat-
eral action and went into arrears not only to comunercial
creditors but to the International Monetary Fund (IMF) and
the World Bank as well. The seriousness of this trend must
not be underestimated. On the other hand, a number of im-
portant initiatives were taken. In the spring of 1987, the
United States commercial banks, following the example of
the largest one, decided to increase their provisions against
debts of countries with debt-servicing problems and to take
significant profit losses; these actions raised the market val-
uation of their stock and reduced the risk to the banking sys-
tem. Schemes were floated to allow debtor countries to ben-
efit from the discounts commercial banks were willing to
accept in selling off their claims, With the help of bilateral
donors, Bolivia was able to buy back a significant part of jts
debt at 11 per cent of the face value. A plan to convert part of
Mexico's debt into long-term bonds at a discount was less
successful than hoped for, but by no means a failure.

New proposals to engage the World Bank and/or IMF in
the creation of some kind of debt reconstruction facility have
been made; one such proposal was made in the spring of
1988 by the Chairman and Chief Executive Officer of the
American Express Company. These proposals for debt re-
duction command increasing attention. The weightiest ob-
jection to them is that countries which admit they cannot
service past debts might find it more difficult to persuade
creditors that they will be able to service new ones. A practi-
cal problem is that of enlisting a large number of creditors,
some of which would be more likely to be paid in full if
others waived part of their claims. These problems are not
insuperable, and approaches of this kind seem necessary to
overcome the prevailing gridlock. Any one creditor is nata-
rally reluctant to give up more than another does, Debtors
will press for the relief given to the most favoured ones.
Both creditors and debtors are torn between case-by-case
approaches and general rules of fairness.

The United Nations system has provided political and
technical support to the process of case-by-case experimen-
tation in the search for solutions to the debt problem that
promote future growth rather than compromise it. This is




helping to shape broad notions of the appropriate approach
to different situations, which may include debt reduction in
some cases and new financing in others.

Important guidelines for the approach to debt and adjust-
ment have already been agreed upon by the international
community in numerous resolutions and communiqués, all
of which emphasize the mutual responsibility of all partners.
The proposals for an international facility for the restruc-
turing of international debt deserve careful study, possibly in
the joinit IMF/World Development Committee, which seems
eminently suited to such a task.

in the area of international trade, one concern which spur-
red co-operation in exchange rate policy was the rising pro-
tectionist pressures induced by the high doliar. So far, the
sharp correction of the doflar and its impact on United States
trade has not led to any significant abatement of political
pressure for measures to restrain trade. None the less, the
proposed free-trade arrangements between the United States
and Canada are important because they indicate that the ben-
efits of free trade are recognized. The great ferment pro-
duced by the intention of the European Economic Commu-
nity to achieve an integrated internal market by 1992 also
testifies to the power of the concepts of liberalization and
integration. For non-members of the Community, however,
regional liberalization and integration pose the threat of
greater exclusion.

From a global point of view, special importance attaches
to the Uruguay Round of multilaterai trade negotiations, the
objective of which is to strengthen the open international
trading system. The preparatory phase has been completed
with great dispatch. It is now essential that progress be made
with regard to the standstill and roliback commitments, As
to agricultural trade and trade in services, the process will be
difficult and prolonged. It is encouraging that developing
countries are participating vigorously in these important ne-
gotiations.

Trade in petroleum is a big part of world trade and
changes in oil prices have a large impact on both exporting
and importing countries. In 1987, prices stabilized and tenta-
tive co-operation between OPEC and non-OPEC suppliers
was initiated . The risk of sudden changes in response to mi-
nor disruptions remains high, however, and progress in the

dialogue between producers and consumers has been disap-
pointing. It is as essential as ever to enhance the multilateral
capacity to monitor and analyse world oil markets.

The prices of other primary commodities have for many
years been extremely low in real terms The many develop-
ing countries depending on them for most of their export
earnings have experienced extreme financial strains. Exist-
ing mechanisms to compensate for shortfalls in earnings are
quite inadequate in the face of the amounts involved, and it is
in any case uncertain whether prices will recover signifi-
cantly in the future. The issues faced by most commodity-
producing countries are how to raise productivity in order to
rernain competitive and, particularly, how to diversify into
processing, production of food crops and industrialization in
order to reach sustainable patterns of development, with less
dependence on commodities which in the future seem to of-
fer no secure livelihood

As a result of multilateral negotiations, the United Nations
Conference on Trade and Development (UNCTAD), at its
seventh session in 1987, adopted a Final Act, which spelt out
general obligations of different groups of countries in meet-
ing the major problems facing the world economy and went
into considerable detail on issues of money, finance and
trade.

As for the international financial institutions, in Decem-
ber 1987, the World Bank secured agreement on a pro-
gramme for extensive co-financing of projects for Africa’s
recovery and IMF negotiated the Enhanced Structural Ad-
justment Facility, which tripled its capacity to extend struc-
tural adjustment loans to low-income countries on conces-
sional terms. In the spring of 1988, a General Capital In-
crease for the World Bank was ratified and an extended
Compensatory Financing Facility in IMF, including a con-
tingency credit line, began to emerge. These developments
have gone a long way towards meeting the concern that the
multilateral financial institutions are collecting from devel-
oping countries as much money as they are lending to them
(or even more), thus in effect contributing to the negative
transfer of resources from those countries. Another con-
cern, however, is that, in spite of their privileged position as
creditors, these institutions are becoming more deeply in-
volved in the international debt ¢risis as more debtors incur
aryears to them.

An agenda for international adjustment

The World Economic Survey 1987 concluded its discus-
sion of the global economy by enumerating domestic and
international policies that seemed called for in order to re-
duce the precariousness and lopsidedness of the interna-
tional economic situation. While a collapse of the interna-
tional financial system has been averted, it is a measure of
the prevailing deadlock that virtually all of the conclusions
reached in 1987 are just as valid today. At this stage, consid-
eration needs to be given to a major global effort of co-

! United Nations publication. Sales No. E.87 i C 1 and corrigendum.

operation with an agreed time horizon for the unwinding of
the present imbalances and incongruities in financial flows.

There is as much need for domestic efforts as for interna-
tional ones, but there will be little scope for improved co-
operation unless there is a stronger perception all round that
the commitments to undertake the necessary domestic ef-
forts are credible and sustainable . Yet such domestic efforts
to restore growth and stability are in many cases frustrated
by the present international financial situation, notably by



the net outflow of resources from several large debtor coun-
tries.

Net financial flows are the mirror image of net flows of

trade in goods and services They cannot be adjusted without
corresponding changes in trade, which in turn have implica-
tions for production, employment and living standards in the
economies involved. To narrow the current account bal-
ance, spending has to be reduced and resources shifted into
import-competing and export sectors. Corresponding shifts
have to take place in trading partners.

If the United States is to reverse its deficit and run a trade
surpius sufficient to meet the interest payments on its debt,
that shift would be of the order of 5 per cent of its GNP. Such
a shift could not take place within a short period of time, nor
would that be desirable Even if the deflationary effect on
the world economy were offset by stimulative policies in
other countries, there would be a need for extensive adjust-
ments of capacity Added to the structural transformation
already imposed on the world economy by accelerated tech-
nological change, such adjustments would put further pres-
sure on the trading system, on labour markets and on public
policy.

In the case of developing countries, where a revival of
investment is necessary, the required shift is in the opposite
direction. Reducing the debt service obligation to bring it
into line with the capacity to pay, which is a frequent recom-
mendation, might contain the debt crisis, but that goes only
half way towards restoring the transfer of resources into
these countries rather than out of them In the end, a re-
newed flow of capital is needed, not decades of merely pay-
ing off past debts,

In both cases much time will be required, and it is widely
assumed that correction of these situations will continue into
the 1990s. This is no more than a manner of saying that it

will take substantially more than two years to correct such
situations and present prospects and policies offer no assur-
ance that the correction will not drag on until the end the
century.

The political economy of the world in the late 1980s is not
likely to let that happen, however. In the case of the im-
balances among the main industrial countries, the financial
markets may impose their solutions if government policies
do not change. In the heavily indebted developing countries,
political solutions may overrule market solutions. Govern-
ments straining to honour past debts will do so as long as the
cost of unilateral refusal to pay seems greater. Their deep
involvement in the dynamic world economy is a strong dis-
incentive to measures that would disrupt their trade. But the
limits are uitimately set by what political conditions will per-
mit, '

The present situation is highly precarious. It is universally
recognized as unsustainable and the signs of strain are multi-
plying. It will be resolved one way or another, but an orderly
resolution is preferable to one dictated by crises in the mar-
ket place or unilateral rejection of obligations.

It would reduce the prevailing uncertainty and insecurity
in the world economy if a co-operative framework were es-
tablished, embodying at least three elements:

The objective of redirecting capital and trade flows in a
manner consonant with the needs of stability and wide-
spread growth in the world economy;

A timetable for the achievement of this;
Recognition of the need to sustain adequate financial

fiows throughout the adjustment process in order to avert
the disruptive effect of sudden fipancial contraction.




Chapter II
WORLD ECONOMIC DEVELOPMENTS: MAIN FEATURES AND PROSPECTS

World economic growth in 1987

Structural adjustments of different kinds continued to pre-
occupy all countries in the world economy in 1987. Many of
them, including both industrial and developing countries,
suffer from deficits in their trade balances and current ac-
counts which will require extensive reallocation of re-
sources and restructuring of economic activity to take ad-
vantage of new technological and other opportunities. Many
countries seek to restructure the framework of economic ac-
tivity in order to make it more flexible and effective, and
some are reconsidering the roles of the State and the private
sector in the economy.

Notwithstanding these widespread structural adjustments,
the world economy performed in 1987 broadly as antici-
pated because there were few unforeseen shocks to the sys-
tem. In previous years, sudden changes in key international
prices have had profound effects on groups of countries and
on the world economy as a whole. In 1987, the major disrup-
tions in national and international financial markets in the
last quarter did little to disturb the prevailing trends and pat-
terns in economic growth. Contrary to expectations at the

beginning of the year, and particularly after the decline in
equity prices in October, economic activity in the developed
market economies picked up and even accelerated in the lat-
ter part of the year. International trade also regained mo-
mentum. Despite these developments, growth in the devel-
oping countries as a group slowed in 1987

Preliminary estimates suggest that the gross world prod-
uct continued to grow at over 3 per cent in 1987, as in the
previous year (see table II.1). In the developed market econ-
omies, which account for some three fifths of world cutput,
the rate of growth increased. In the centrally planned econo-
mies of Europe, the growth of net material product fell back
by over 1 percentage point, while it rose as much in China.
Among the developing countries, the pattern of growth was
broadly as anticipated in the World Economic Survey 1987.
In South-East Asia, particularly in the rapidly industrializ-
ing economies of that region, it was more rapid than esti-
mated. South Asia, on the other hand, was afflicted by
drought in some areas and floods in others and failed to live
up to expectations. Growth in the Mediterranean region was

Table I1.1. Growth of population and output by region, 1971-1989

Popuiation domestic

Gross
Rate of change of gross

growth  product domestic product
rate 1985 (annual percentage)
Populmtion  1985-1990  (billions
1985 (annual  of 1980 1971-  [98]-
{millions) percentage) dollars) 1980 I9B5 {986 1987 i988" 1989"
World 4 837 16 39 27 33 33 31 18
Developed market ecoromics 789 Ge 7640 31 22 27 30 14 |8
North America 264 6.9 2866 29 24 1% 310 14 14
Western Europe 353 02 3467 29 15 6 25 19 206
Develeped Asia 121 05 1060 47 36 25 42 39 16
Centrally pianned cconomics
of Europe* 3 08 512 33 43 6 40 40
China’ i 60 12 57 94 74 93 80 75
Developing countries 2595 23 207 56 15 2% 27 30 131
Western hemisphere 4035 22 822 55 10 36 25 5 16
Wesl Asia i08 32 343 65 -09 01 -10 29 29
South and East Asis 1 486 19 606 36 48 55 56 55 512
Africa 523 3 05 49 -09 21 18 20 23
Mediterrancan 74 16 4 53 29 56 29 38 38

Source: Department of International Ecostomic and Sorinl Affairs of the United Nations Secretariat Datu on popul-
ation and population growth rates are those published by the Department in World Demographic Estimares and Praject -
fons, 1950-2025 (United Nations publication. Sales No E 86 XIII 3)

4 Preliminary cstimates

b Forecast, based on Project L INK and Secretariat estimates

€ Net material product



Table I1 2. Developing countries: rates of growth of gross domestic
product by analytical country groupings, 1981-1989

{Annugl percentage chanpe)

1981 1982 1983 1984 1985 1985 1987 1988  [989

All devefoping countries 11 02 08 22 0 29 27 32 35
Seven lurgest countries 30 2 -08 36 4.9 31 24 36 38
Bangiadesh® 68 08 36 42 41 45 30
Brazil* -2.0 14 -27 48 82 8.0 3o
India* . 29 54 49 4.5 48 25
indonesia’ 79 22 45 42 i9 30 35
Mexico® 83 00 -s52 35 27 -35 1.3
Nigeria® -3% «1% -64 55 24 50 29
Pakistan® 77 4.3 6.5 53 g2 70 70
Other developing
countries 02 04 I8 13 0z 28 28 41 34
Net erergy-exporting
countries 22 D4 -08 -1t -3 ~-07 02  -Z4 I 8
Net energy-importing
countries 15 -04 27 iz 13 53 4.9 47 41
Memorandum items
Fifieen heavily indebted
countrics 00  -68 -25 21 23 31 22 3z 30
Sub-Szharan African
countries 1 -1 11 08 30 23 24 35 35
China' 49 83 g8 120 123 74 93 80 75

Source: Department of International Economic and Social Aflaits of the United Nations Secretariat
A Preliminary estimates

b Forecast

€ Net energy-importing country

d Net energy-exporting country

¢ Excluding Nigeria

['Net material product. China is not inciuded in the total for all developing countries

also modest. Africa’s situation improved somewhat, but the
growth of output for the region as a whole remained below 1

per cent. In Latin America, the debt-related difficulties of

some of the larger countries caused a greater than expected
slow-down. Output in West Asia resumed the decline that
was interrupted in 1986,

World trade and commodity prices

[nternational trade grew more than anticipated in 1987,
increasing by about 4 per cent in volume terms, compared to
3.5 per cent in 1986 (see chap. III below). That trade flows
began to change in response to the realignments of exchange
rates and to the differentials in growth rates among the de-
veloped market economies was as important as the growth
of trade in influencing the global pattern of economic activ-
ity during the year. The appreciation of almost all major cur-
rencies vis-a-vis the dollar encouraged net imports into Ja-
panand the Western European economies, while dampening
those flowing to the United States. Countries in a position to
expibit the former markets benefited, with those oriented
towards Japan being in a particularly advantageous position

because of that country’s resumed rapid growth. Exporters
competing with United States’ producers found themselves
in a more difficult position, although this was mitigated to
some extent by that country's continued growth and still in-
creasing demand for imports.

The develeped market economies were the most affected
by these changes, since the majority of trade flows are
within that group of countries. However, developing coun-
tries were also affected to varying degrees. As indicated in
table I1.3, countries in Asia and Africa rely more heavily on
exports to Japan and Western Europe than countries in Latin
America and therefore stand to gain most from the changing
pattern of trade flows

This was illustrated in 1987 when a few countries in East
Asia achieved increases in their volumes of exports of more
than 20 per cent. These countries benefited from the depre-
ciation of their currencies vis-a-vis most other major curren-
cies, most notably the yen The strength of the Japanese
economy reinforeed this price effect and boosted demand
for these countries’ exports, not only in Japan itself but also
in third markets The change in relative prices also encour-




Table I1.3. Structure of imports and exports of developing country
regions by region of origin and destination, 1985

{Percentage)

Share of 1983 imports from

Shure of 1985 exports (o

United Western United Western

Region Stites Europe Japan States Europe Japan
Latin America and the

Caribbean 300 175§ 79 375 206 413
Alrica 86 54 4 55 117 65.1 15
West Asia 83 391 126 35 3 230
South and South-East

Asia 138 149 200 13.1 8.6 16.4

Source: Handbook of International Trade and Development Statistics 1987 Supplement (United Nations publi-

cation. Sales No E/FR7 11 D 10), wbles3 2and 3 3

aged many Japanese corporations to establish or expand
their own facilities in the subregion or to contract out part of
their production process to firms there.” No other develop-
ing region matched the export performance of East Asta, but

increased growth in trade was an important characteristic of

the developing countries in 1987 (see chap 1)

There were few dramatic changes in the prices of traded
goods in 1987. Oil prices did not suffer further declines and
were penerally higher than in 1986 (see table I1.4 and chap.
V below). As a result, and in contrast with the previous year,
imports by the energy-exporting countries were not drawn
down, but served as a positive rather than negative influence
on their trading partners.

Trends in the prices of other primary commodities were
mixed in 1987, but most indices suggest that, measured in
real terms, these prices reached an all-time low in the first
quarter of 1987 and have risen modestly since. As discussed
in chapter I11, measures of the average prices of commodi-
ties for the year as a whole hide important changes within the
total. In some cases, notably beverages, prices continued
their decline in 1987; in other instances, particularly metals,
there was a sustained recovery throughout the year, while
agricultural raw materials reversed their downward trend in
the course of the year. Overall commodity prices did not
have a major effect on the international balance of trade in
1987, although individual countries were affected more than
average indices suggest. More importantly, however, the
import prices of manufactures faced by developing coun-
tries increased steadily throughout the year when measured
in dollars, with a negative effect on the terms of trade.

The higher rates of growth in the developed market econo-
mies and in international trade in 1987 were insufficient to

increase the average rate of growth in the developing coun-
tries. There are several reasons why the developing coun-
tries benefit less than previously from growth elsewhere.
The first is that the nature of many developing countries’
trade linkages with the rest of the world has changed. Tech-
nical progress and other factors have resulted in both a shift
in demand and a reduction in the income elasticity of de-
mand for many commodities. The developing countries’ de-
pendence on exports of primary commodities has been re-
duced, even though it remains high in many countries or
subregions.

A partial corollary to the decreased commodity-intensity
of growth in the developed market economies has been the
rapid expansion of services. Many services are non-irada-
ble, and few developing countries have a comparative ad-
vantage in those that are tradable. The stimulatory effect of
rising incomes in the developed market economies is re-
duced as the developing countries find themselves in the po-
sition of producing goods with a low income elasticity of
demand and are unable to participate in the market for serv-
ices where there is a high income elasticity of demand.

These changes in the pattern of demand help to explain the
reduced interaction between developing and developed
courtries and the increased ties within the groups. Trade
among developing countries increased from 23 per cent of
their total exports in 1975 to 30 per cent in 1983; the corres-
ponding figures for the developed market economies were
69 and 74 per cent. Conversely, the developed market econ-
omies accounted for only 62 per cent of developing coun-
tries” exports in 1985 compared to 69 per cent in 1975 *

Another consideration is that growth in the [1980s has
tended to be concentrated in the larger economies, both de-

1 A similar process is oceurring as Japanese firms and European firms establish themselves in the United States. .
2 Handbook of International Trade and Development Statistics 1987 Supplement {United Natons publication, Sales No E/F B7.11 D 10}, table 32



Table [{.4. Indicators of the international
economic environment, 1980-1987

1980 1981 1982 1983 1984 1985 1986 1987
{Annual percentage change)
World trade
Value (in dollar terms) w0 - -6 5 - 56 10 85 i3 3
Volume of world exports 0 -2 4 76 340 4.5 4.1

World prices

Oit 658 i3
Nen-fuel primary

commodities 134 -154
Manufactured exports 1E1 -6.0

Dioilar exchange

rag” 4] 127

Interest rate

(percentage)} 140 167

World finance

Total flow of resources te

developing countries' [284 1391

of which:

Official development

assistance 375 372

Net transfer of resources

to developing countriest 403 41 8

Capitat flows

into the United States -281 279

-43 -103 -4 3 =35 -456 16 4

~16 1 6.4 12 -7 53 -38
-21 -4 3 -23 00 198 18 4
117 38 79 45 -184 -§19

136 g9 13 g6 68 76
(Billions of dollars)

117 8 977 86 1 823 84 0

341 334 349 kYR | 44 0
1.8 Q1 -85 227 201 -225

-274 50 802 983 1174 [38%

Saurce Department of International Economtic and Social Affaies of the United Nations Secretariat, based on
IMF, fnternarional Financial Statistics, various issues; QECD, Development Co-operation: 1987 Report (Paris,
1987} United States Depurtment of Commerce, Swrvey af Current Business. various issues: United Nations,
Mowhiy Bulletin of Staristics, various issues: and UNCTAD, Commodiry Price Bulletin, various issues

4 Preliminary estimates

b Based on the IMF Multitateral Exchange Rate Model | which is an index of the effective exchange rate

¢ London Inter-Bank Offer Rate on six-meonth dollar deposits

4 QECD definition

€ For detatls, see table IV 2.

veloped and developing. These countries have proportion-
ally weaker trading links than small and medium-sized coun-
tries and are likely to stimulate world trade less than if
growth were concentrated in the latter group of countries.

Outside the area of trade, since the 1970s, financial flows
and financial markets have come to play a more important
tole as a transmission mechanism between the developed
market economies and the developing countries. However,
net financial transfers to developing countries have dimin-
ished and become negative, while the effects of growth
transmitted by financial markets may be inverse rather than
positive. For example, faster growth in the developed mar-
ket economies may be accompanied by an increase in inter-
est rates; this would slow the growth of the developing coun-
tries as a group because of the higher debt-servicing costs of
indebted countries, as appears to have been the case in {987,

A further reason why growth in the developing countries
is less correlated than previously with global trends is that
external constraints have been joined by tighter domestic
constraints in many developing countries. Many of the hard-
pressed countries find themselves with less room for ma-
noeuvre in economic policy than they had a few years ago,
which makes it harder for them to respond to new opportuni-
ties.

International financial markets

Capital flows and the role of official finance

There was little change in the overall pattern of interna-
tional capital flows in 1987, This was a reflection of the lack
of progress in resolving the dual problems of external im-
balances among the developed market economies and exter-




nal indebtedness on the part of many developing countries.
The former meant that there were large capital flows into the
United States and out of the Federal Republic of Germany
and Japan as a counterpart to their current account im-
balances; the latter remained an impediment to the revival of
net private capital flows to developing countries and was the
reason for the continued net transfer of resources from de-
veloping to developed countries (see table 1.4 and chap.
IV}.

Concern about the sustainability of the United States’ cur-
rent account deficit increased. In previous years, private
flows had been the main source of finance for this deficit,
but official flows assumed this role on a large scale in 1987,
The United States’ external deficit was thus financed not by
markets but by policy-induced decisions in partner coun-
tries.

The total debt of the developing countries increased by
about 6 per cent in dollar terms in 1987, equivalent to an
increase of about 2.5 per cent when changes in exchange
rates are taken into account. This increase did not, however,
reflect a revival of voluntary private capital flows to devel-
oping countries, but was largely official lending and con-
certed lending provided as a part of debt-rescheduling
agreements. Some borrowers were able to reduce their in-
debtedness to commercial banks by devices such as debt-
equity swaps and securitization. Such measures simultane-
ously enabled individual lenders to reduce their exposure;
they also greatly increased their reserves to cover such debts
and sold off debt in the secondary market.

Debt-servicing problems were aggravated by rising inter-
est rates. This was not reflected in higher interest payments,
which were alrnost unchanged from 1986 at $49 billion. One
reason for this apparent inconsistency was that financial
constraints prevented an increasing number of countries
from remaining current on their debt payments, causing
them to accumulate arrears. In other instances, payments
could be maintained only through the provision of new
loans. Like arrears, “‘new money’' has the effect of increas-
ing future liabilities but, under current circumstances, it
maintains the standing of the borrower in international fi-
nancial markets.

Overall, there was no breakthrough in the international
debt strategy in 1987, despite the recognition of both the
costs involved for all concerned and the fact that the problem
is not going to disappear of its own accord. All forecasts
point to a continuation of those problems until well into the
19905 unless there is a new approach to the debt probiem
There was some progress in 1987 on the debts of sub-Sa-
haran African countries which received some official debt
relief from a few bilateral creditors and whose debts were
being rescheduled on increasingly lenient terms. The most
important new element, however, was the mobilization of
additional concessional resources for sub-Saharan Africa by
the multilateral financial institutions—the Enhanced Struc-
tural Adjustment Facility of IMF, the Special Programme

for Africa of the World Bank and the increase in the re-
sources of the African Development Bank.

The persistent instability in exchange rates and inter-
est rates

The continued decline in the value of the United States
dollar that started some two years earlier (see figure IL.1)
was the most important development in financial markets in
1987 This change in the value of the dollar affected trends in
the world economy in 1987 and wil} continue to do so for the
next several years.

The decline in the value of the dollar was from 160 yen to
128 yen and from 2.0 deutsche mark to 1.68 deutsche mark’
between the last quarter of 1986 and the first quarter of
1988, Overall, the weighted average decline was some 12
per cent during 1987, making the cumulative {all abowt 35
per cent since the first quarter of 1985

This transition to a new pattern of exchange rates has not
been accomplished smoaothly, but has been characterized by
short-term fluctuations around the long-term trend . The gy-
rations in international currency markets in 1987 highlight
the conflicting financial pressures on exchange rates in a
globalized and deregulated market. In a market system, ex-
change rates influence the international allocation of re-
sources and would be expected to tend towards equilibrium
levels. However, they have to perform this function for two
distinct markets—that for goods and services and that for
finance. The equilibrium exchange rates in these two mar-
kets may not coincide in the short term. In addition, policy
makers may have different views on the roles that they ex-
pect exchange rates to fulfif, most notably between the needs
of domestic and international policy.

In the 1980s, halting inflation has been, and still is, a ma-
jor objective, and monetary policy has been considered the
muost effective means of controlling inflation. However,
changes in monetary policy also affect exchange rates. For
example, a Government may counter perceived threats of
impending inflation by raising domestic interest rates. In
present financial markets, domestic interest rates are only
one element in a spectrummn of interrelated international rates.
If other things remain unchanged, a rise in one country’s
interest rates is likely to prompt an inflow of funds and, in
the absence of intervention to prevent it, an appreciation of
the exchange rate. This will affect the relative profitability
of importing and exporting activities and, in due course, is
likely to reduce the trade balance. The use of monetary pol-
icy to controi inflation may therefore conflict with the objec-
tive of maintaining stability in exchange rates. On the other
hand, manipulation of interest rates to influence interna-
tional capital flows (and thereby the exchange rate} may
conflict with the objectives of domestic monetary policy

The upward trend in interest rases that prevailed in most
financial markets in the st half of 1987 (and that has em-
erged in the United States again carly in [988) reflected the

3 The existence of the European Monetary Systeny makes the exchange rate with the deutsche mark broadiy representative of that with most

European currencies except the British pound



Figure II. 1. Nominal effective exchange rates of the
Federal Republic of Germany, Japan and
the United States, 1980-1987
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perception of both Governments and markets that inflation
was about to increase. Prior to 1987, nominal interest rates
had declined relatively steadily from their peaks around the
beginning of 1982 (see figure II 2). During 1987, the trend
became erratic. Early in the year, the downward trend con-
tinued and nominal long-term rates in the three largest mar-
ket economies reached their lowest levels of the decade.
This trend was reversed around the middle of the year as
maonetary authorities raised interest rates in an effort to fend
off signs of accelerating inflation and to defuse inflationary
expectations. Following the collapse of equity prices in Qc-
tober 1987 (see chap. IV below), Governments promptly
relaxed monetary policy, inrer alia, through a reduction in
interest rates. This was reinforced early in 1988 by further
reductions in interest rates in the Federal Republic of Ger-
many, Japan and the United Kingdom. On these occasions,
however, the adjustments were prompted by considerations
other than inflation. In the first two instances, the interest
rate cuts were part of an internationaily agreed package of
measures designed to reduce the imbalances among the de-
velaped market economies by stimulating the economies of

the Federal Republic of Germany and Japan. In the last case,
the United Kingdom Government reduced interest rates in
an attempt to slow the appreciation of its currency vis-g-vis
those of the European Monetary System, notably the
deutsche mark.

The net result of these developments is that long-term in-
terest rates in early 1988 are at broadly the same level as a
year previously, although somewhat higher in the United
States. Short-term interest rates are lower than a year ago.
One reason for this is the large liquidity in the global finan-
cial system, due to a large extent to the apprehensions occa-
sioned by the precipitous decline in equity values,

Real interest rates® remain high by historical standards and
appear to be having a damaging effect on capital investment.
Combined with the high degree of uncertainty among both
consumers and investors, particularly the latter, they are dis-
rupting the interaction between the real and financial sectors
of the economy. With the prospects for the medium term
unclear, there is a preference for financial instruments rather

4 In this context, real interest rates are measured ex post as the difference between nominal interest rates and the rate of inflation
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Figure I1.2. Yields on long-term government bonds in
the Federal Republic of Germany, Japan
and the United States, 1980-1987
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than investments in physical capital. Even among financial
instruments, the events of the past year have resulted in a
preference for those of a short-term nature.

The low levels of investment in many countries are a mat-
ter of concern because they imply reduced growth in the
future. To some extent, for example, the capacity con-
straints encountered in some of the developed market econo-

mies in 1988 are the result of inadequate investment earlier

in the decade. Present trends suggest this bottle-neck is un-
likely to be relieved in the immediate future.

‘The situation is more disturbing in many of the developing
countries. Growth and adjustment both require investment,
but in many countries the rate of investment has fallen (see
table II.5). This is notably the case in some of the heavily
indebted countries, where the rate of domestic savings has
been maintained or even increased, but the rate of invest-
ment has nevertheless declined. This is largely auributable
to the disequilibria prevailing in international financial mar-
kets—the transfer of financial resources from developing to
developed countries, the high real rate of imterest and, to a
lesser extent, the instability of exchange rates.

The developed market economies: sustained growth, but slow adjustment

Since 1982, the great majority of the developed market
econornies have had annual rates of growth ranging between
I and 4 per cent (see table A III. 1}, None of the seven largest
ones has suffered any year-to-year decline in its level of out-
put, despite the persistence of some fundamental economic
problems.

In 1987, these countries as a group grew faster than in the
previous year, returning to the 3 per cent rate of growth

achieved in 1985. Most of the rapid growth occurred during
the latter half of the year, with an unexpectedly strong per-
formance being displayed by Japan and the United States. In
the United States, there was some fiscal tightening in 1987
as the federal budget was reduced by some $70 billion,
equivalent to about 1.5 per cent of GNP, This was expected
to have a contractionary effect on demand, but was offset by
countervailing forces, most importantly, the lagged re-



Table I1.5. Savings and investment rates in selected
groups of developing countries

{Percentage of gross domestic product)

Country or

Gross domestic saving

Gross domestic investment

LOURiryY group 1980 1982 1985 1980 1082 1985
Lopw-income countries 12 21 24 25 24 29

China and India 26 by 28 18 27 i3

Gther low-income

countries 7 5 6 14 13 15

Middle-income countries 25 2 23 37 24 21

L ower middie-income

countries 17 9 23 20

Upper middle-income

countries 23 26 24 12
Argetina " n 16 . 19 g
Bolivie 5 14 20 i3 4 17
Brugzil 20 19 n n 19 16
Chile it 8 16 8 10 14
Colombia 25 2 17 25 26 18
Cote d Ivoire 3 24 16 28 24 13
Ecuador 23 24 4 25 25 18
Mexico 26 28 26 28 2 11
Morocco 1% B 12 21 23 2
Nigeria 28 16 i4 23 25 10
Peru i9 14 25 i6 17 20
Philippines a5 2 13 30 29 16
Uruguay i2 12 12 i9 15 8
Venezuela 32 15 24 25 26 15
Yugostavia 32 33 41 a5 34 39

Sowrce World Bank . World Development Report, various issues

sponse to the earlier depreciation of the dollar stimulated
both import-substitution and exports.

The rise in the value of the yen was expected to have a
deflationary effect on the Japanese economy and such ef-
fects began to appear in 1986 when the rate of growth of
output in Japan fell to its lowest level of the decade. This
trend was reversed in 1987 as an unexpectedly large increase
in domestic demand took up the slack left by the decline in
export demand. Overall, the growth of the Japanese econ-
omy accelerated to above 4 per cent, again making Japan
one of the most rapidly growing of the developed market
economies. Reinforced by the terms-of-trade gains resulting
from the appreciation of its currency, this provided the
slowly growing Japanese population with a sizeable increase
in per capita income during the year.

The remaining developed market economies accentuated
the general reversal of the previous year’s trend towards a
convergence of growth rates in the range of 2.5 to 3 per cent.
In addition to Japan, Canada and the United Kingdom accel-
erated their above-average performance of 1986, The depre-
ciation of its currency in 1986 was one of the factors stimu-
lating growth in the United Kingdom in 1987 and making it
the fastest growing of the larger developed market econo-
mies. The Federal Republic of Germany had the opposite
experience: the appreciation of the deutsche mark was one
of the reasons its rate of growth fell by almost 1 percentage
point in 1987

The first signs of the lagged responses to the international
policy changes and market adjustments that had been taking
place since early 1985 began to appear in 1987 At the begin-
ning of the year, the United States trade deficit was still
growing because the depreciation-induced increases in im-
port prices {combined with the maintenance, and even
growth, of import volumes) were outweighing gains in the
volume of exports. This deterioration in the visible trade
balance was reinforced by a worsening invisible balance re-
sulting from increased outflows of interest and similar pay-
ments on foreign capital. As the year progressed, there were
signs of a shift away from imports and a continued growth of
exports.

Unemployment and inflation

Unemployment in North America continued its steady de-
cline in 1987, but in Japan, where it was expected to in-
crease, it failed to do so. In Western Europe, it remained
high (see figure II.3). The contrast in the employment situa-
tion in the three regions is striking. Although the United
States and Western Europe have broadly similar popula-
tions, the number of unemployed in the United States is 7
million and the rate of unemployment fell to its lowest level
in more than a decade early in 1988, Since 1980, the number
of people employed in the United States has increased by
over 13 million (see figure II.4). This increase in employ-
ment has three notable features: most of the gain has oc-




Figure II.3. Unemployment in Japan, the United States and
‘Western Europe, 19801987
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curred in the service sector; more than half the new employ-
ees are women; and almost none of the increase has been
accounted for by the large enterprises that play a dominant
role in the economy as a whole

In 1986, the appreciation of the yen contributed to an in-
crease in unemployment in Japan . Contrary to expectations,
this trend was reversed in 1987, as the strong growth of do-
mestic demand created sufficient additional employment op-
portunities to reduce the unemployment rate. As a result,
unemployment in Japan remains atypically low by the stand-
ards of the other developed market economies at below 3 per
cent.

In contrast, total unemployment in Western Europe is still
more than 19 million people. No net new jobs have been
created in the region this decade; the average rate of unem-
ployment of approximately 11 per cent is about double what
it was in 1980 and about four times the level prevailing in
1973 Within this average, there are some very high rates—
about 20 per cent in Ireland and Spain.

Progress in reducing Western Europe's unemployment
problem was muted in 1987. Unemployment fell in the

United Kingdom, but rose in France, the Federal Republic
of Germany and Italy. There were signs of progress in re-
ducing unemployment in some of the chronically affected
countries, but in Ireland the unemployment rate continued to
grow. With regard to the most seriously affected segments
of the population, there was a slight reduction in the number
of unemployed youths in 1987 This was partly attributable
to the decline in the proportion of youth in the work-force,
but more importantly to a number of policy measures, such
as the youth employment programmes in France and the
United Kingdom. The number of long-term unemployed did
not show any widespread improvement.

The continued high rates of unemployment in Western Eu-
rope have to be seen in the context of the region’s steady
growth over the past five years. This growth has failed to
bring unemployment even close to the levels of a decade
earlier, and a slow-down in econormic activity would pose
the threat of a further increase in the number of people out of
work. As indicated above, economic growth—and therefore
employment—in the United Kingdom benefited in 1987
from the earlier depreciation of its currency, while the oppo-
site applied in the Federal Republic of Germany. The re-



Figure IL 4. Total empioyment in Japan, the United States
and Western Europe, 1980-1987
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sponses in future years to the changes in exchange rates that
occurred in 1987 are likely to have an adverse effect on
Western Europes employment, unless accompanied by
stimulatory policy measures. This possibility is investigated
further in the last section of the chapter.

Inflation in the developed market economies remained be-
low an average of 4 per cent in 1987. One measure of infla-
tion—the rate of increase in consumer prices—showed a
modest rise over its level in 1986 when it had been the lowest
in more than two decades (see table A.HI.2). Within this
average, there was a decline in inflation in 1987 in some
countries, particularly the smaller ones, that had had above-
average inflation in 1986. Among the larger economies,
there was almost no increase in consumer prices in the Fed-
eral Republic of Germany and Japan in 1987. Another meas-
ure of inflation, the deflator for gross domestic product, in-
creased by the smallest amount this decade.

Inflationary pressures in Western European countries and
Japan were eased in 1987 by the continuing appreciation of
their currencies. The increase in the dollar price of oil, for
example, was offset by the depreciation of the dollar. Within
the United States, depreciation has not yet accelerated the
rate of inflation, in part because of the relatively small role

of imnports in the economy, but also because some importers
seemn to have absorbed a large part of the implicit increase in
domestic prices,

In the middle of 1987 and again early in 1988, inflation
was expected by both Governments and other economic
agents to accelerate. Analysts pointed to the apparent rever-
sal of the downward trend in commodity prices (particularly
those for industrial raw materials), and the pressure on
wages in many countries. On the supply side, concern was
expressed about the increasing rate of capacity utilization
(perceived to be close to its non-inflationary maximum in
some developed market economies, notably the United
States). To date, however, increasing levels of capacity utili-
zation have not been accompanied by any sizeable increase
ininflation The change in the composition of demand, par-
ticularly the shift towards service industries, may have re-
duced the relevance of industrial capacity utilization as a
barometer for inflation. The concerted supply-side reforms
that have taken place in many developed market economies
in recent years may also have had the effect of reducing the
rigidities of the market in responding to increases in de-
mand. Finally, the high rates of unemployment in Western
Europe suggest that there is scope for a non-inflationary ex-
pansion of output in that region.




Figure 1L 5. Volume of exports and imports of the
Federal Republic of Germany, Japan
and the United States, 1986 and 1987

{Annual percentage change)
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External imbalances and policy co-ordination

Most balance-of-payments deficits of developed market
economies increased in 1987 and so did their surpluses (see
table IV.1). Among the three major economies, there was a
relative narrowing only in the case of Japan (see figure 11.4).

The magnitude of the changes in the exchange rates of the
major currencies since 1985 did not begin to be reflected in
foreign trade flows until 1987 * Despite the depreciation of
the dollar, the volume of United States’ imports continued to
grow in 1987, although at a much slower rate than in 1986
(see figure I1.5). Imports of the Federal Republic of Ger-
many and Japan grew at a slower rate in 1987 than in 1986,
notwithstanding the appreciation of their currencies, The be-
haviour of exports corresponded more closely to the pattern
that would be expected from the exchange rate changes: the
volume of United States merchandise exports grew by over
10 per cent in 1987, while those of Japan fell for the second
consecutive years; exports of the Federal Republic of Ger-
many, on the other hand, increased faster in 1987 than in
1986 The year therefore marked a tentative beginning in the
correction of the external imbalances among the developed
market economies.

At the same time, the imbalances remained large in abso-
lute terms and the enormity, complexity and dangers of the
necessary task of narrowing them became more apparent

The absolute size of the imbalances is important in terms
of the financial flows to which they give rise (see chap IV},

but it is their magnitude in relation to a number of other
variables that explains the difficulty being encountered in
overcoming themn. In the case of the United States, for exam-
ple, exports had fallen to about 60 per cent of the value of
imports at the end of 1987, whereas in Japan the correspond-
ing ratio was about 175 per cent (see figure I1.6) This means
that, on the unrealistic assumption that all the adjustment is
on only one side of each country’s account, United States’
exports would have to increase by about 50 per cent or Ja-
pan’s exports fall by an equivalent proportion in order to
restore balance on their trade accounts.

The persistence of the imbalances, their apparent unsus-
tainability and the threat that this was believed to pose to the
stability of the global economy were the driving forces be-
hind the international economic policy co-ordination that
was initiated with the Plaza Accord of September 1985, This
move towards economic co-operation among the leading in-
dustrial economies followed a period of benign non-inter-
vention, during which inconsistent macro-economic policies
within those countries contributed to the development of the
imbalances (see chap. VII below) During the first phase of
international economic co-operation among the leading in-
dustrialized countries, progress was halting and frequently
prompted by the possibility of a crisis. The Louvre Accord
of February 1987 marked a more determined effort by these
countries to co-ordinate economic policy

The Plaza Accord reflected official recognition that one of
the measures necessary to remedy the imbalances was a de-

3 This is only what should be expecled in view of past expericnce Reorientation of long-standing cusiomer-supplier rekationships takes time
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Figure II.6. Ratio of exports to imports for the
Federal Republic of Germany, Japan and
the United States, 1985-1987
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preciation of the dollar. This joint effort to narrow the sur-
pluses of the Federal Republic of Germany and Japan and
the deficit of the United States through an adjustment of ex-
change rates recognized that there would be a delay before
corrective changes in the volume of imports and exports
would outweigh the negative price effects of currency re-
alignments on the external financial balances. The duration
of this delay has always been unknown, but the continued
deterioration of the imbalances, even after the dollar began
its prolonged depreciation, was initially tolerated by mar-
kets and accepted by Governments on the implicit under-
standing that a turnaround was imminent.

In 1987, it was not only the level of the imbalances that
gave rise to concern in financial markets but also emerging
doubts about the validity, in the prevailing situation, of this
so-called I-curve effect. The failure of the current im-
balances to respond in the anticipated way and in a timely
fashion was seen as jeopardizing the holding strategy that
had been adopted. As a result, markets often responded pre-
cipitously to fragments of economic or other information
that suggested an inadequacy in either the strategy itself or
the determination of Governments to adhere to it One gen-
eral consequence was that the value of the dollar continued
to fall.

By Febroary 1987, the consensus among policy makers
was that the continuing depreciation of the dollar should be
slowed and possibly halted. This understanding formed the
basis of the Louvre Accord. A secondary objective of this
agreement--and one that, it was hoped, might be achieved
as a by-product of the first—was to reduce the prevailing
erratic short-term movements in exchange rates. To these
ends, the Governments of the leading developed market

economies agreed to intervene in foreign exchange markets
with a view to supporting the price of the dollar. The agreed
target level for the dollar was not publicized. Recognizing
the deflationary effects that depreciation of the dollar was
likely to have on the world economy, surplus countries
agreed to stimulate their economies.

The measures adopted to give effect to this agreement
were a widening of the differential between interest rates in
the United States and those of other key currency countries
(in an effort to make the dollar more attractive to private
investors) and official irtervention in foreign exchange mar-
kets. In addition, the Governments of the Federal Republic
of Germany and Japan announced some expansionary fiscal
policies {(see chap. VII},

These measures were initially successful in achieving
greater stability in the value of the dollar, but the attention of
policy makers then appeared to drift away from the funda-
mental problem of redressing the underlying imbalances that
were the raison d 'érre of the Louvre Accord. In the United
States, there was a feeling that the trade balance was about to
improve; in Western Europe and Japan, there was a resur-
gence of concern about inflation and interest rates were
raised accordingly These de facro departures from the Lou-
vre Accord resulted in a corresponding failure to achieve its
short-term objective of more stable exchange rates among
major currencies.

Financial markets became volatile because investors felt
that international macro-economic co-ordination had weak-
ened and that policy makers had abandoned efforts to ad-
dress the underlying problems. On occasion, Governments
acted in response to these concerns, but the actions some-




Table I1.6, Developing countries:® frequency distribution
of rates of growth of cutput, 1981-1987

{Number of countries)

Population
of countrics
i 1987 colums

Percentage
Number of
1981 1982 1983 1984 1985 1986  1987"  (millions) totat
Zero or below 25 40 3 27 25 19 19 370 107
0.1-2.5 percent 15 18 7 19 21 24 24 1 086 435
2 6-5.0percent 12 11 20 2 25 33 28 glo 325
5.1-7.35percent 7 9 8 i 8 5 9 183 112
7 6 per cent and over 14 5 5 6 4 5 3 51 20
Total 813 83 83 83 83 83 83 2520 100.0

Sonrce: Department of International Economic and Social Affairs of the United Nations Secretariat. The data
on population and population growth rates are those published by the Department in World Demagraphic Esi-
mates and Prajections. 1950-2025 United Nations publication. Sales No E 86 X1I1 B

& PBased on data for 83 countries that account for 97 per cent of the popuiation of developing countries

b Buased on preliminary data.

Table I1.7. Developing countries:” geographical distribution
of countries with negative rates of growth of
per capita output, 1981-1987

(Numsher of countries)

Population
of couatries
in 1987 column

Percentage

Number of

1981 1982 1983 1984 {985 1986 197"  (millions) tolal

Western hemisphere £3 21 9 10 14 13 10 132 0 325
West Asin 4 7 7 8 6 6 6 778 76 8
South and East Asia 0 2 3 1 5 2 1 173 12
Alrica 19 24 22 4 20 20 i6 2527 4972
Mediterrancan 0 o 2 0 i 1] I 235 309
Total 36 54 53 43 46 4] kL 503.3 200

Source- Department of International Economic and Secial Affairs of the United Nations Secretariat The dats
on population snd population growth rates are those published by the Depastment in World Demographic Esi-
mates and Prajections. 1950-2025 (United Nations publication. Sales No E 86 XII1 3)

a4 Based on data for 83 countries that zccount for 97 per cent of the popuiation of develeping countries

b Based on preliminary data

times had an effect contrary 1o that intended and the enthusi-
asm of Governments for reassuring measures waned  As in-
dicated in chapter IV, the consequential loss of confidence in
international economic policy may have been one of the un-
derlying causes of the global downward adjustment in equity
markets in October 1987, This change in equity market sen-
timents was parallelled in currency markets, where it was
reinforced by an apparent ambivalence on the part of the
United States administration regarding the value of the dol-
tar

The turbulence in financial markets in October 1987 pro-
duced a prompt response on the part of policy makers Fears
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of a global recession emerged, and monetary policy was rap-
idly relaxed accordingly. Governments also began to refocus
their attention on the long-term underlying problem of the
imbalances, with the United States Government announcing
new measures to reduce its budget deficit

A series of disappointing United States trade figures again
raised doubts in the minds of financiers in December and
there was another short period of rapid decline in the value
of the dollar on inter national currency markets. The authori-
ties again acted speedily, announcing their determination to
maintain the doflar around its prevailing level. Neverthe-
less, the dollar’s decline continued briefly until, in early Jan-



Figure IL.7. Trends in per capita output in selected groups
of developing countries, 1980-1987
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uary 1988, the authorities co-operated in intervening on a
large scale to reverse the downward trend.

The responses of Governments to the market's lack of
confidence have become fewer in number but more decisive
in nature as time has progressed. As a result, markets seem
to have become convinced of the determination of Govern-
ments to adhere to their long-term policy goals and a higher
degree of stability has prevailed in foreign exchange markets

in early 1988. This should simplify the process of attaining
sustainable balances among and within the leading devel-
oped market economies, but it is unlikely to be sufficient to
do so. Further corrective actions appear necessary, some of
which are likely to have a deflationary effect on the world
cconomy. If this is to be avoided, some additional stimula-
tory fiscal measures in the surplus countries seem indispen-
sable.

Developing countries: adjustment and development

Climatic conditions, which exercise a decisive influence
on the economies of many developing countries, were, with
the exception of South Asia and some countries in Africa,
closer to normal in 1987 than in several of the earlier years
of the decade. Some countries in these two regions suffered
from inadequate or inappropriately timed rainfall, but there
was no widespread regional drought. Wars and other forms

of internal and external destabilization beset many develop-
ing countries. In some instances in Africa, poor harvests in
1987 were superimposed on, and partly attributable to, mili-
tary conflicts, and the ensuing human suffering was in-
creased as a result of obstacles to international efforts to
relieve potential famines.




Table I1.8 Developing countries:* annual
rates of inflation, 1982-1987"

(Percentage)
1982 1983 1984 1985 1986 1987
All countries 399 654 937 1259 453 67.1
(Medtan) (11 {115y (38 {105 (87 (95
Net energy exporters 26 362 38 974Q 278 98
Net energy importers 523 858 1361 1466 379 867
Western hemisphere 788 1357 1986 2874 930 1383
{Median) (1L8)  (167) (204) {357y (195 (218
West Asia 171 187 330 243 59 6.2
South and East Asis 80 58 10.1 57 52 65
Africa 1H7 232 234 12 124 258
Medilerranean 30.6 359 505 579 62 1 835
Freguency disiribution
5 per cent or lower 6 i4 19 22 28 24
5.01-:0 per cemt 24 i9 13 13 13 15
10.01-20 per cent 26 22 16 16 11 2
20.01-50 per cent 13 i2 15 14 13 4
30.01-100 per cent 4 2 8 4 8 4
Over 100 per cent 3 7 3 7 3 7

Seurce Department of International Economic and Social AfTairs of the United Nations Secre-
tariat, based on IMF, International Finaneial Statistics

@ Based on o sample of 76 countries
b Annual rate of change in consumer prices

¢ Preliminary estimates

The diversity that has characterized growth in the devei-
oping countries during the 1980s was not fundamentally al-
tered in 1987 (see table I1.6). The rate of growth of two of
the largest economies, Brazil and India, slipped in 1987,
with the result that more than half the population of the de-
veloping world {exciuding China) lived in countries where
the increase in output during the year was less than 2 5 per
cent. One fifth of the developing world’s population suf-
fered a decline in per capita output in 1987 (see table I1.7);
for some groups of countries, this was the continuation of a
trend that has existed since the beginning of the decade (see
figure I1.7).

Many developing countries continued to focus their atten-
tion during 1987 on adjusting to their economic predica-
ment. Most of the countries that are heavily indebted to com-
mercial lenders have been implementing policies designed
to improve their external payments position for as fong as
five years. The failure of such measures to yield significant
results, or even to offer the prospect of progress in the fore-
seeable future, is leading to frustration among both the Gov-
ernments and the populations of the countries concerned
“Adjustment fatipue” manifested itself in 1987 in a debt
moratorium by the largest debtor and various signs of intran-
sigence on the part of others (see chap V).

Regional situations

Latin America: stow-down in output growth

Most of the economies in Latin America continue to be in
a precarious situation, Noticeable increases in per capita in-
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come in 1987 occurred only in Chile, Colombia, Peru and
Uruguoay. For the region as a whole, the average increase in
per capita output during the year was reduced to negligible
proportions. This was so despite the structural improve-
ments that have been made in the economies of the region
since the debt crisis broke in 1982. The diversification of the
region’s export base has proceeded: primary commodities
now account for less than one fifth of non-oil exports, com-
pared to about a quarter in 1980 Even the energy-exporting
countries have diversified considerably: more than half of
Mexico's export revenue is from non-cil sales and Venezue-
1a’s non-oil exports are growing rapidly.

Despite this, the prospects for the Latin American region
are for a continuation of a large net financial transfer abroad
to service external debt obligations. This will entail negligi-
ble per capita income growth into the next decade. Even this
prognosis is likely to prove optimistic if there are any unfa-
vourable developments in the United States. Latin American
countries wouid be seriously affected by an economic slow-
down in the United States, particularly if it were accompa-
nied, or induced, by an increase in interest rates. Such a
slow-down would repeat the pincer effect of the carly 1980s
by reducing export earnings and increasing debt-servicing
obligations

A disturbing development in Latin America in 1987 was
the resurgence of inflation. Afier a slow-down in 1986, sev-
eral countries experienced a rapid escalation in prices the
following year (see table II.8). In some countries, annual
increases of over 100 per cent were recorded; early in 1988,



the average monthly rate was about 10 per cent in Argentina
and Mexico and above 15 per cent in Brazil.

The high rates of inflation in Argentina and Brazil reflect
the collapse in 1987 of the two countries’ heterodox recov-
ery strategies (the so-called “‘austral” and “cruzado”
plans). In both cases, the failure to reduce fiscal disequili-
bria resulted in farger than expected government deficits and
fuelled inflation. Mexico, the region’s other large economy
and major debtor, suffered a decline in gross domestic prod-
uct as a result of the collapse in oil prices in 1986; its modest
growth in 1987 was less than that of population and the coun-
try ended the year fighting the problems of inflation and a
budget deficit.

Africa: insufficient recovery

For Africa as a whole, the modest gain in output in 1987
fell short of that in population and was insufficient to recoup
the decline of more than 2 per cent in the previous year. This
aggregate figure was heavily influenced by the performance
of Nigeria, which suffered another year of declining output,
brought about by the continuation of comparatively low oil
prices and difficulties created by its external debt. The coun-
tries of North Africa also continued to be adversely affected
by the earlier collapse in oil prices and export earnings. For
sub-Saharan Africa excluding Nigeria, 1987 was a better
year, with output increasing at roughly the same rate as pop-
ulation.

With the adoption in 1986 of the United Nations Pro-
gramme of Action for African Recovery and Development
1986-1990, it was hoped that a turnaround in Africa’s eco-
nomic fortunes would become apparent in 1987 However,
Africa’s economic plight continued because of the persist-
ence of two of its underlying economic difficulties—weak
markets for its primary commodity exports and a precarious
external debt situation. The lack of foreign exchange and the
budgetary crises resulting from loss of trade-related govern-
ment revenues continue to have a debilitating effect through-
out the region.

The upturn in the prices of some commodities in 1987 did
not extend to tropical beverages, on which sub-Saharan Af-
rica is heavily dependent. and the exporters of copper could
not fully expleit the upturn because of production bottle-
necks, in part attributable to earlier retrenchment in the in-
dustry. There was, however, some improvement in the terms
of trade for the region as a whole, and an accompanying
increase in total export earnings Despite this, the export
earnings of the region in 1987 were probably no more than
$65 billion-~less, in dollar amount, than at the beginning of
the decade, and far less in real terms.

The previous slow-down in capital inflows to sub-Saharan
Africa was halted in 1987 as official flows increased How-
ever, this improvement was offset by the inexorable increase
in debt-service obligations. Many countries in Africa still
have large outstanding amounts of non-concessional debt,
primarily to official creditors. Some creditors have adjusted
the terms of some of these debts, but many countries in the
region were still unabie to meet their debt-servicing commit-
ments in [987, leading to more reschedulings. the accumula-

tion of additional external debt, and arrears in payments to
the international financial institusions, which make the
debtors ineligible for further assistance from those sources
and jeopardizes their chances of obtaining external re-
sources from other sources.

Yet there was progress in other key areas. Most impor-
tantly, there was a consolidation of domestic economic re-
form within the continent There are programmes of eco-
nomic reform in piace in the majority of the countries in the
continent, almost all of them drawn up in consultation with
gither the World Bank or IMF. Reforms are broadly aimed at
improving economic efficiency, particularly in export-ori-
ented and import-substituting industries. This usually in-
volves a depreciation of the exchange rate and a reduction of
trade barriers, the elimination of subsidies and other forms
of government price intervention, the privatization or
streamlining of state enterprises and measures to increase
both public and private domestic savings, notably reducing
public sector deficits. However, there is no assurance that
the countries concerned will have the resources necessary to
implement such programmes. Such difficulties caused some
countries, notably Zambia, to discontinue their agreements
with IMF during 1987

A more encouraging note was the widespread recognition
of the predicament of sub-Saharan Africa and of the contin-
ued deterioration of its external resource situation, There
were many signs in 1987 of a positive international response
to this crisis.

Asia: subregional diversity

Most of Asia was able to maintain the relatively steady
growth of the past five years in 1987 Drought in India and
some of its neighbouring countries disrupted a period of im-
provement in economic performance, reducing growth for
the almost one billion people of the South Asia region to
about 3 per cent, only 0 3 per cent more than the rate of
growth of population. Despite this set-back—which might
extend beyond the period of the drought itself--encourage-
ment could be found in the fact that India was able to with-
stand such adverse climatic conditions without resort to
large-scale external food aid . Such was far from the case one
or two decades ago

China’s exports played an important role in facilitating its
acceleration in growth in 1987 since foreign exchange con-
straints were threatening to disrupt the country’s recent per-
iod of continuous high growth Exports grew by about a
quarter in 1987 while imports remained aimost unchanged,
with the result that the country's trade deficit fell from al-
most $16 billion to about $12 billion. Nevertheless, 1987
provided some support for the fear that China's present high
rate of overall growth cannot be sustained . Industry again
out-performed agriculture and imposed a strain on energy
and transportation infrastructure. The result was an acceler-
ation in inflation, with prices rising by more than 7 per cent
during the year. The Government responded by tightening
credit and this has already had the effect of slowing the rate
of growth of the economy. Some further deceleration in Chi-
na's high rate of growth seems unavoidable, whether in-




duced by policy, arising from imbalances between supply
and demand within the economy or produced by an emerg-
ing foreign exchange constraint

In South-East Asia, 1987 was another vear of solid overall
economic growth. Two economies in the region grew at a
double-digit rate and others achieved increases in per capita
income of more than 5 per cent. All the countries in the
region benefited from expanded export opportunities in Ja-
pan, without appearing to have lost the momentum of their
exports to the United States. Indonesia was constrained by
the continued weakness in the international oil market, but
still managed to grow at a rate in excess of 3 per cent.

Formerly, only a handful of countries in South-East Asia
relied heavily on exports of manufactures to fuel their eco-
nomic growth, but these have been joined by several others
in recent years. Indonesia, Malaysia, the Philippines and
Thailand have begun to compete in markets that were for-
merly dominated by exports from Hong Kong, Japan, the
Republic of Korea and Taiwan, Province of China. Starting
from a low base, their rates of growth of manufactured ex-
ports have been high and have stimulated economic growth.
Meanwhile, the countries in the region that initially adopted
this strategy have been so successful that their trade sur-
pluses have become a matter of concern to the developed
market economies and the economies themselves have ad-
vanced to the stage that there is discussion of a possible
“Asian OECD™".

Despite double-digit rates of growth of imports, Hong
Kong, the Republic of Korea and Taiwan, Province of
China, together amassed a current account surplus of some
$27 billion during 1987 (see table IV.2), which made it pos-
sible for them to reduce their external debt. However, these
examples of successful adjustment gave rise to bilateral
pressure for a realignment of their exchange rates vis-d-vis
the dollar and a liberalization of their import régimes. Some
movements in this direction took place in 1987 and early
1988 and may be expected to continue. This would dampen
the future growth prospects of these economies, but seems
unlikely to disledge them from their position among the
world’s most rapidly growing economies.

Developments in the economies of West Asia in 1987 were
dominated by regional conflicts and the limited recovery of
oil prices. For several countries in the region, economic
progress takes second place to the widespread human suffer-
ing resulting from continued large-scale intraregional war
and other hostilities  The region encompasses both countries
in the upper echelons of the per capita income scale and a
few countries classified as least developed . These character-
istics give rise to a mixed economic performance, but oil
continues to play & dominant role. In 1987, as for most of the
decade, the decline in oil revenues had a negative impact on
the region as a whole, but the commencement of large-scale
oil production in two of the least developed countries in the
region should boost those economies

Centrally planned economies: reform amidst a mixed performance

Growth in the centrally planned economies of Eastern Eu-
rope and the USSR slowed from 4.2 per cent in 1986 to an
estimated 2.6 per cent in [987 The slow-down in these
economies in 1987 was attributable in part to agricultural
production, which fell by 0.1 per cent (after growth of 5.2
per cent in 1986), instead of increasing by 2.3 per cent as
envisaged by the annual plans (see table I1.9). In most coun-
tries of the group, 1987 was marked by an intensive reas-
sessment of economic policies and the launching of initia-
tives aimed at economic reform (see chap . VI}. Weak export
demand, depreciation of the doilar and deteriorating terms
of trade adversely affected foreign trade with market econo-
mies and the external indebtedness of countries in the re-
gion.

Reform and restructuring policy

In many countries, the drive to reinforce and advance re-
form encountered difficulties in 1987. Innovations in the
regulatory ard institutional framework, mostly unantici-
pated at the outset of the current five-year plan period and
therefore not reflected in medium-term policies, had a dis-
ruptive short-term effect on sectoral performance. The at-
tainment of growth targets might not be compatible with the
restructuring called for by the economic reforms. As a
result, intended increases in multisectoral investiment some-
times gave way to the concentration of capital resources in
sectors that offered the possibility of benefits from high
technology

A seminal event was the initiation of extensive economic
reforms in the Soviet Union, analysed in detail in chapter
V1 These had major repercussions for the Eastern European
economic scene. The proposed reforms provided an oppor-
tunity for unconventional policies throughowt the region and
gave impetus to the elaboration of operational formulas. At
the same time, the short-term need to remedy domestic im-
balances and to achieve external equilibrium remained
pressing.

The intended increases in total output in the European
planned economies in 1987 ranged from 2 to 5 per cent, with
the exceptions of Bulgaria and Romania where the targets
were set at 8 5 and 5.7 per cent, respectively These targets
icflected the adjusted medium-term policy which empha-
sizes restructuring and institutional reorganization rather
than rapid growth in the short run The plans for 1987 as-
sume that industrial output would increase by aboul the same
proportion as overall output, and that agricultural produc-
tion would increase by 1 to 2.5 per cent more than in 1986
The weather, however, interfered with these plans, causing
agricultural production to grow by only 0.2 per cent in the
USSR and to fail by 3 per cent in Poland and by 4.3 per cemt
in Bulgaria. The failure to meet crop targets adversely af-
fected user industries and, coupled with the limited avail-
ability of imports of feedstock, inhibited production in the
tivestock sector. Compared to previous years with similar
climatic conditions, the resilience of the agricultural sector
in 1987 appears to have been enhanced by new managerial



Table I1.9. Centrally planned economies: selected
macro-economic indicators, 1981-198%

{Annual percentage rate of growth)

081- 1986- 1987
1985 1950 1983 1986 1988 1989
Actual Planned Actual Actuat Planned Actual*  Planned Planned
Totai output
Eastern Europe 22 4.0 37 47 47 32 48 6 i
Soviet Union 36 42 35 41 KR 2.3 59 49
Industrial output
Eastern Europe 28 4 4 41 4.7 44 33 41 44
Soviet Union 37 4.6 39 49 38 38 4.5 46
Agriculture
Eastern Europe 1 27 -13 51 24 ~-00 34 27
Soviet Union L 2F 01 53 22 0z 55 27
investment
Eastern Europe ~-1¥ 3 4o 40 2.6° 4.4 39 20 22
Soviet Union 37T 4% 30 84 54 47 43 14

Sowurce: Department of International Econemic and Social Affairs of the United Nations Secretariat, based on

naticnal and international sources

4 Preliminary estimates

b Secretariat estimate of the rate of growth reuired to attain the five-year 1arget for 1986-1990. adjusted for actual
performance in 1986 and 1987 and the plan for 1988 Forecasts supgest that the rate of growth achieved witl be

lower than this estimate

¢ Secretariat estimate

d Crowsh over the five-year period relagive to the preceding five years on an annual basis

methods and policies which increased the autonomy and fi-
nancial independence of farms.

Overall industrial production in the Eastern European
economies in 1987 grew according to plan, although individ-
ual sectors deviated from planned levels. Some sectors of
crucial importance, such as fuel and energy in Poland and
the USSR, benefited from earlier investment and performed
noticeably better than expected. Others—machine-building
in the USSR in particular—were under stress, striving not
only to meet stringent new quality criteria and technological
standards but also to raise the volume of output These poals
were hard to achieve concurrently: in the Soviet Union, the

output of machine-tools increased by 4.6 per cent instead of

the planned 7.3 per cent. In contrast, the high technology
sectors in most Eastern European countries, especially elec-
tronics and electrical engineering, had a strong performance
and increased their export earnings. None the less, the over-
all industrial picture continued to be marred by the limited
availability of energy, the sluggishness of construction and
slow progress in the conservation of energy and material
inputs

Although shortages of energy and material inputs have
become less of a constraint on growth, the energy situation

remains tight in most countries of the area. The output of

fuel and energy increased by about 3.5 per cent in 1987:
production of oil and of gas in the Soviet Union grew faster
than planned, by 2 and 6 per cent, respectively, and Polish
coal production increased 3.1 per cent, rather than the
planned 0.5 per cent. Nevertheless, the increases in supply

2%}
[

were still not large enough to meet the demands imposed by
the severe winter. Progress in reducing the energy and mate-
rial intensity of production was uneven, apparently due to
excessive teliance on administrative measures and manda-
tory quotas, as well as to the slow pace of structural change.
The persistently high energy intensity of economic growth is
believed to reflect insufficient progress in economic adjust-
ment and restructuring; further measures intended to rem-
edy this are envisaged.

Investment in 1987 was below that of the previous year
and directed towards the medium-term objective of an in-
depth modernization programme. The realization that in-
dustrial modernization cannot be achieved merely through
increased investment resulted in a more modest approach to
investment planning in 1987 The average planned rate of
growth for 1987 ranged from 0.5 to 1.0 per cent in the Ger-
man Democratic Republic and Hungary, to targets of 5.4 per
cent in the USSR, 6.5 per cent in Romania and 8.9 per cent
in Bulgaria. In some countries, the growth achieved was
only 05 to 1 per cent because of an unanticipated curtail-
ment of imports and a lag in the supplies of machinery and
basic materials In other countries, capital formation in-
creased more than anticipated, either because reforms
opened up additional sources of credit financing and gave
enterprises more leeway in investment decisions or because
a long-delayed drive to renovate and modernize fixed assets
got under way. The former was the case in Hungary, where
investment rose by & per cent instead of the 1 per cent
planned, mainly because of an increase of 9 per cent in capi-




tal outlays by enterprises and focai authoritics. In the Ger-
man Democratic Republic, rerovation and modernization
resulted in investment growth of 6 per cent in 1987, follow-
ing a 5.3 per cent increasc in 1986: the 1987 figure was the
highest since the mid-1970s

Consumption and changing price policies

Public and private consumption and the refated question of
streamlining the price system to reflect existing scarcities
loom large in economic policy in the centrally planned econ-
omies. The desire for reform gave a new impetus to both
debate and actions in these areas in 1987 Open popular dis-
cussions and the growing transparency of policy-making
have led to the formulation of feasible and realistic compro-
mises.

Pricing policy is aimed at balancing supply and demand in
consumer markets The instruments for dealing with this
problem vary among countries, but three different ap-
proaches towards pricing can be identified * countries which
have targeted comparatively rapid reform implement retail
price increases (usually in conjunction with monetary com-
pensation to consumers) in order to reduce subsidies and to
make price signals to producers and consuniers more mean-
ingful. Countries with a more reserved atlitude towards the
role of prices in economic management focus on adjust-
ments in wholesale prices and usually prevent such changes
from influencing retail prices In a third group of countries.
the emphasis is on price stability

In addition to the need 10 rationalize prices and price set-
ting, there is a need to make rational trade-of{s between con-
sumption and investment Price policies ure supported by
measures aimed at containing inflationary pressure by im-
posing budgetary constraints on enterprises so that their fu-
ture over the long term will depend on their efficiency. In-
dustrial restructuring intended to increase competition and
reduce monopolistic practices will assist in creating & price
environment that will lead to increased efficiency

Hungary and Poland provide examples of pronounced re-
liance on price policy at different macro-economic levels  In
other countries, the focus is not directly on retail prices bt
on adjusting prices for material and energy inputs When
increases in retail prices are intreduced, as in Hungary in
1987 and in Poland at the beginning of 1988, Governments
try to mitigate the impact on consumers by providing direct
subsiclies to the most affected groups of the population to
maintain their living standards  The adjustment and elimina-
tion of subsidies (o retail prices is being discussed in the
USSR, but the situation seems 10 be such that these ideas are
unlikely 1o be translated into action in the near future.

The general objective of all price reforms is to widen the
sphere of free contractual prices, but the extent to which this
has occurred varies considerably among countries In Hun-
gary, the aim is to increase the proportion of free market

6 A more extensive discussion of pricing policy is contained in chapter V1

prices at the retail level from 10 per cent of agricultural
products in 1987 to 50 per cent in 1988. The same bread
target applics in Poland. Another important objective is to
gear wage increases to the growth in productivity.

In the Eastern European countries with a problem of ex-
ternal indebtedness (see chap. IV below), the need to main-
tain external balance has become a growing influence on
pricing policy. In some cases, steps to limit the absolute level
of consumption have been taken. In Hungary, for example,
there was a drop of about 2 per cent in personal consumption
in 1987

Foreign trade and payments

As in previous years, the majority of the Eastern Euro-
pean countries are placing high priority on rectifying exter-
nal imbalances, especially with developed market econo-
mies. None the less, the policies of export promotion, im-
port restraint and limited domestic absorption that enabled
these countries (o start amortizing their external debt during
the period 1982-1985 were not applied as forcefully in 1986
and 1987, The more relaxed approach o import control,
which coincided with the depreciation of the United States
dollar, resulted in more foreign borrowing and renewed
growth in external indebtedness However, the situation ap-
pears to be under control and the international credit-worthi-
ness of the European planned economies has been main-
tained. Their external financial standing in the immediate
future will depend on whether fears of an economic slow-
down and rising protectionism in the market economies are
realized. To prepare themselves for the possibility of such a
change in the global environment, 1o improve their externa
economic position and to improve their bargaining strength,
the European planned economies intend to invigorate their
own regional market.

The foreign trade of the European planned ecoromies in
1987 had some notable characteristics: demand for their ex-
ports weakened in developed market and developing econo-
mies; terms of trade deteriorated for the USSR’ and im-
proved slightly for Eastern Europe: energy imports in-
creased due to a severe winter; and demand for agricultural
imports fell The cumulative effect was to undermine efforts
10 increase the trade surplus which, nevertheless, grew to
%16 4 billion from $10.1 billion in 1986 Part of this im-
provement was accounted for by the depreciation of the
United States dollar, but the biggest contribution to the over-
all increase was the estimated 17 per cent growth in the dol-
tar value of USSR exports o the developed market and de-
veloping economies. Eastern Europe's surplus with these
partners decreased

Afier the increase in external indebtedness in 1986, Euro-
pean planned econonties were more cautious in their inter-
national borrowing in 1987, However, the net indebtedness
of the group grew in dollur terms, as the result of the book-
keeping translation of non-dollar liabilities into dollars

7 This decline was partially anributable 1o the fact that the increase. in dollars. in the world market price for oil. the mujor expor? of the USSR,

was offset by the fall in the value of the dollur



Short-term outlook for the world economy

The early months of 1988 have passed uneventfully and
economic indicators, particularly output, have shown more
strength than expected. Forecasts must be treated with more
than the usual degree of caution. Under present conditions,
growth in the developed market economy countries is ex-
pected to slow in 1988 and to continue to do so in 1989.
Improved policy co-ordination and appropriate domestic
policy measures couid smooth the downturn (see box IL.1),
but are unlikely to eliminate it. The centrally planned econo-
mies, on the other hand, are expected to follow the opposite
pattern; Chipa, while continuing its rapid growth, seems un-
likely to be able to maintain its 1987 pace The developing
countries are expected to accelerate their growth slightly and
to exert a moderating influence on the year-to-year fluctua-
tions in world output,

Policy assumptions in the forecast

The forecasts for the growth of world output in table 1 ]
are based on the following assumptions. Among the devel-
oped market economies, it is assumed that there willbe an ex
ante reduction in the Unjted States federal government defi-
cit of $40 billion in 1989 and somewhat less in subsequent
years. However, the forecast slow-down in growth in 1989
will reduce tax receipts, so that there will be little ex post
reduction in the deficit. Monetary policy in the United States
is expected to be tightened somewhat, leading to an increase

in interest rates of half a percentage point in 1989 In the
Federal Republic of Germany, it is assumed that the second
phase of the reductions in income tax scheduled for 1940
will be implemented. For Japan, the assumption is that the
1987 decision to stimulate domestic demand will be contin-
ued and will include an income tax reduction in the second
half of 1988 In the remaining developed market economies,
no major changes in either fiscal or monetary policy have
been assumed

In the developing countries, it is assemed that those with
external debt problems will continue to exercise budgetary
and monetary restraint, sometimes accompanied by import
restrictions, in order to contain import demand and, in some
countries, reduce inflation The few developing countries
with current account surpluses are expected to liberalize
their import régimes and allow their currencies to appreci-
ate. The centrally planned economies of Eastern Europe are
expected to increase investment and to proceed with their
other announced economic reforms

International trade and prices of primary commodities

It has been assumed that the OPEC average export price of
oil witl be $16.50 a barrel in 1988 and will increase in nomi-
nal terms by 3 to 4 per cent in 1989 in line with world infla-
tion. Non-oil commodity prices are expected to be approxi-

Box I1. 1. The consequences of more expansionary policies

‘The most important characteristic of the baseline forecast
presented in thjs chapter is the anticipated slow-down in de-
mand, particularly of private consumers, in the developed
market economies. The forecast assumes that there will be
little change in present fiscal or monetary policies to offset
this slowing of demand; to the contrary, it is assumed that the
United States Government will make an ex ante cut in the
federal deficit, thereby aggravating the overall decrease in
demand.

The following alternative scenario is based on a package
of moenetary and fiscal measures intended to moderate the
slow-down in world economic output projected for 1989 in
the baseline forecast. The scenario assumes that the United
States will relax monetary policy in 1989 in order to offset
the deflationary impact of its restrictive fiscal measures. In
the absence of policy co-ordination, this relaxation of mone-
tary policy would tend to cause further dollar depreciation,
to increase United States' net exports at the expense of its
major trading partners, and thus to lower their GDP To off-
set this impact, it has been assumed that the Federal Repub-
lic of Germany, Italy, Japan and the United Kingdom would
introduce additional stimulatory measures.

The results of such policies would be a cumulative in-
crease in world output over a three-year period of 0.6 per

cent (see table). Two thirds of the increase would occur in
the first year, raising the growth rate of global GDP by 0.4
per cent and eliminating the slow-down projected in the ba-
seline forecast. The timing of the additional stimulus to coin-
cide with the forecast weakening of economic activity would
cause the rate of inflation to be only 02 per cent higher by
1991, Unemployment in the developed market economy
countries would decline by 0.4 per cent but not until 1990,
reflecting a lagged response to the 1989 stimulus. The im-
pact would vary considerably among regions: the cumula-
tive increases in output over the three-year period of the
EEC countries and Japan would be more than twice that of
the United States; the developing countries would gain only
one teath of a percentage point in GDP because of the as-
sumed continuation of stringent adjustment policies.

The rate of growth in world trade would increase by 0.5
per cent in the first year and by 1.1 per cent over a three-year
period; developing countries’ exports would increase by
seven tenths of a percentage point and their imports by only
one tenth of a percentage point, with the resulting improve-
ment in trade balances permitting a net addition to reserves
and a reduction in net debt. A similar pattern would result
for the centrally planned economies of Eastern Europe and
China
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mately stable in 1988, but to decline in 1989, Asin 1987, this
general trend conceals considerable diversity in the outlook
for individual commodity prices. A slowing in the demand
for metals is expected and should prevent further large price
increases in 1988. Exceptions are tin, the price of which is
recovering from a cumulative fall of about 60 per cent dur-
ing the past four years, and copper, where prices will proba-
bly increase as a result of the agreement reached among pro-
ducers on export quotas. Although no large increases are
anticipated, the average price of grains is expected to be
higher in 1988 than in 1987, Cocoa prices are expected to
continue to fall in nominal terms due to oversupply, and the
price of sugar in 1988 will be higher because of poor grow-
ing conditions and correspondingly reduced output in Brazil
and in South and East Asia in 1987,

On the basis of these assumptions, world trade is expected
to grow at about the same rate in 1988 and 1989 as in 1987
Exports of manufactures are expected to increase at a faster

pace than the average, while trade in industrial raw materi-
als, especially minerals, is expected to increase at a slower
pace.

TFhe output growth forecast for 1988 and 1989

Growth of output in the developed market economies as a
group is expected to fall from 3 per cent in 1987 to less than
2.5 per cent in 1988 and less than 2 per cent in 1989 (see
table I1.1). Among the major developed markel economy
countries, the slow-down is expected to be most pronounced
in the United States where, partly as a consequence of the
assumed fiscal tightening, GDP is expected to grow only
about 1 3 per cent in 1989 (see table A III.1)

The principal cause of the expected reduction in growth
will be a slow-down in private consumption, especially in
the United States but aiso in Canada, France, Italy, and a
number of smaller developed market economy countries.

Impact of co-ordinated macro-econonic expansionary measures in
the industrial countries on the world economy, 1989-199]

(Differences from baseline)*

1984 1990 HOM

Reni GBP
World
Developed markel economies
EEC
Japun
United Stases
Developing countries

World trade volume

GNP/GDP deflator
Beveloped market economies
EEC
United States

Unemployment rate
Developed market economies
EEC
United States

United States current aceount
deficit

Percentage devimion from baseline level

04 0.6 0.6
06 1 G HAY
67 10 12
67 1l 14
0.6 10 0.6
&1 0.t 4
05 10 01

Percemage point difference from buseline

(3.0 00 0.2
0 02 03
GO 1 01
-02 -4 -02
-0 5 -4 -03
-0 1 -04 -0 3

Biltions of dollars difference from baseline

35 -1 493 =276

Source Project LINK

4 Figures for output and tride represent a percentage change in the scerario level relative
10 the baseline Jevel The fipures for 1989 may alse be imterpreted as audditions 10 the
baseline growth rates, For subsequent years, the additionai growth may be calealated by
1aking the difference between one year's figure and that of the previous year For cxim-
pie. in 1989 the leved on real world GDP in this scerario is G.4 per ceatabove the baseline
level The addition to the growsh rate in 1990 rekative 1o ihe baseline is 2 percentage
points. which is the difference betweea 0.6 und 04




Any tightening of monetary policy in response to fears of

resurgent inflation would only reinforce this trend. There is
expected to be little, if any, growth of private residentiai
construction; inventory accumulation is also likely to come
toanend. Private investment in real terms is expected to fall
somewhat in 1988 and more noticeably in 1989,

These trends in domestic demand are expected to be offset
by a slight improvement in the net exports of the major de-
veloped market economies A higher volume of exports and
reduced demand for imports will contribute to growth in the
United States in both 1988 and 1989, but will come mainly at
the expense of other developed market economies, so that
the contribution of the external sector to the growth of the
group is expected to be slight

The general slow-down in the developed market econo-

mies i expected to end the decline in unemployment rates of

the past four years: the average unemployment rate is ex-
pected to remain at its 1987 level in 1988 and to increase
slightly in 1989 (see table .10} The rate of inflation is ex-
pected to increase by less than halfa percentage point in both
1988 and 1989, and should remain below 5 per cent, thus
providing scope for some relaxation of either monetary or
fiscal policy

Table II.10. Developed market economies: short-term out-
look for inflation and unemployment rates,
1987-1989

1987 1988 {989

GDP/GNP deflstor (annual percentage)

All developed market cconomies 36 40 43
Western Europe 472 39 37
Japan 09 15 20
North America 390 41 46

Unemployment rate (percentage)

Al developed market economies 80 79 80
Western Europe 8 108 09
Japan 28 30 32
North America 62 6.0 65

Source Department of [nternntional Economic and Social Af.
fairs of the United Nations Secretariat, based on projections of Proj-
ect LINK and other national and international sources

4 Prelimingry estimates

International capital markets will continue to be domi-

nated by the large capital flows which are the counterpart of

the current account imbalances among the developed market
economy countries These imbalances will persist, but are
forecast to decline; the improved export performance of the
United States and the effect of the slow-down in 1989 on its
imports are expected to reduce that country's current ac-
count deficit by about $30 billion over the two-year period
1988-1989 This would be consistent with a further deprecia-
tion of the United States dollar against the currencies of its
major trading partners of about 5 per cent by the end of 1988
and declines of 2 to 3 per cent per year thereafter

The rise in interest rates anticipated in the United States in
1988 is expected to be accompanied by declines in other de-

veloped market economy countries. In 1989, however, in-
terest rates are expected to increase throughout the devel-
oped market economies to a higher average level than in
1987 Widening the interest rate differential in tavour of the
United States should ensure the inflow of the external capital
required to finance that country’s expected current account
deficits in 1988 and 1989 and should reduce currency fluctu-
ations.

Litle improvement is expected in international capital
flows to developing countries. Net lending by the private
sector is expected to be virtuaily zero, with gross borrowing
approximately equal to debt repayments. Net borrowing by
these countries from official lenders (including the Interna-
tional Monetary Fund} is expected to remain roughly at 1987
levels

These unfavourable prospects for capital flows to devel-
oping countries are expected to be compounded by the weak-
ening of world demand for their exports With these pre-
dominant infiuences on the pattern of growth remaining fun-
damentally unchanged, the divergence in rates of growth
among the developing countries is unlikely to be attenuated
in the forecast period.

Growth in Africa in 1988 is expected 1o accelerate as a
result of more normal weather conditions and improved ag-
ricultural production incentives. It will nevertheless con-
tinue to be below the rate of growth of population in the
region. Growth in 1989 could approach a more acceptable
level of 3 per cent if there are favourable weather conditions,
stable exports of petroleum products and an increased donor
response to the call for additional net capital inflows. This
would halt the persistent decline in per capita incomes in the
region.

The absence of a major advance in the present interna-
tional debt strategy will severely restrict Latin America’s
prospects for the foreseeable future In the near term, the
expected slow-down in the United States economy, particu-
larly its decreased import demand, will reduce Latin Ameri-
ca’s export opportunities and further aggravate its net trans-
fer problem; the anticipated rise in interest rates in 1989
would worsen the position further Expectations are for a
decline in the rate of growth of the region to about 1.5 per
cent annually over the next two years, resulting in a declin-
ing per capita income for the last two years of the decade

Prospects are more favourable in South and East Asia.
Stower growth of exports of manufactures is expected to
dull the recent exceptional rates of growth, but they will still
exceed 5 per cent annually Contraction of oil output in 1987
and decreases in government expenditures in response to
falling oil prices caused GDP in Western Asia to decline
from 1984 untii 1987. Amelioration of these factors in 1988
and 1989 is expected to result in growth averaging about 3
per cent annually in 1988 and 1989

The Soviet Union annual plan for 1988 aims at a 4.1 per
cent growth in net material product over the planned level
for 1987 Since the result achieved in 1987 was lower than
the planned target (2.3 per cent versus 3 9 per cent), the
growth rate implicitly envisaged for 1988 is 5.9 per cent
However, official statements and other sources suggest that




4.1 per cent is considered a feasible growth target. This fore-
cast may appear ambitious in the light of the low growth in
1987, but incorporates the expectation that economic reform
wil} bring about improvements in efficiency and productiv-
ity and a better trade balance.

As for 1989, the tentative growth target in the five-year
plan for 1986-1990 was set at 4 2 per cent for NMP utilized,
or approximately 4.6 per cent growth in NMP produced.
Under present circumstances, this target appears ambitious
and growth in the neighbourhood of 4 per cent seems a more
likely outcome.

For the centrally planned economies of Eastern Europe,
official plans aim at an average of 4 8 per cent growth in
1988 and the five-year plans adopted in 1985 envisage an
increase in NMP of about 5.2 per cent in 1989. However,
planned growth rates have been higher than the rates
achieved in recent years, and the possibility of increased
external constraints suggest growth in the region of 3.8 per
cent and 3.5 per cent in 1988 and 1989, respectively.

in China, moderation in economic expansion is the objec-
tive of economic policy and the Government is expected to
restrain domestic demand, especially fixed capital invest-
ment, because of emerging pressure on both the government
budget and on the current account of the balance of pay-
ments. As a result, growth is expected to moderate o 8 per
cent in 1988 and 7.5 per cent in 1989

This forecast for the world economy suggests that, with
economic policies being maintained broadly as currently en-
visaged, growth will slow in the next two years, but its un-
derlying pattern will not change. Moreover, the problems of
the external imbalances among the developed market econo-
mies and the indebtedness of many developing countries will
remain largely unresolved The financial situation will re-
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main fragile and this fragility will continue to be a source of
downward risk in the forecast. On the other hand, despite
the instability in the financial sphere in the past six momths or
so, production has maintained a significant momentun in
developed market economies. If the confidence of con-
sumers and investors remains unaffected in the near future,
growth in 1988 and 1989 could exceed the forecast by half a
percentage point in each of the major developed market
economies. This should also require slight upward revision
in the forecasts of developing countries and centrally
planned economies. The question arises as to whether policy
changes could improve on this performance.

A simulation scenario based on more stimulatory policies
on the part of the three major developed market economies
(see box II.1) suggests that it is possible to avert the slow-
down in the world economy with only a modest increase in
inflation, but that this would produce very limited progress
in resolving the problems of the imbalances and external
debt These will therefore continue to pose a threat to the
world economy. The imbalances among the developed mar-
ket economies present potentially the larger problem. A de-
creased willingness to finance them could have adverse con-
sequences for developed and developing countries alike.
However, the imbalances may continue to be {inanced to the
extent required and without serious distuption to interna-
tional markets

Such is not the case with the developing countries’ prob-
lem of external indebtedness. Measures adopted by credi-
tors and others have reduced the threat that this poses for the
international financial system but have not yet reduced its
constraining impact of debtor countries. Under such circum-
stances, even an acceleration of growth in the deveioped
market economies would fail to elicit much of an improve-
ment in growth in the developing countries.






Chapter ITI

INTERNATIONAL TRADE

Overview: an improvement in the growth of world trade in 1987-1988

World trade was somewhat more buoyant in 1987 than it
has been so far in the 1980s, with the exception of 1984 Tt
grew faster than expected' and, in comparison with the trend
of the 1980s, substantially exceeded the growth of world
income. The improvement, however, still leaves it below the
growth rates attained in the 1960s and 1970s and does not
appear to be the beginning of a significant alteration of the
recent trend. The growth and pattern of world trade contin-
ued to be dominated by sharp changes in currency values,
trade imbalances between the major developed market econ-
omies and the debt burden of the developing countries. The
trading system remains under severe strain. Prices of pri-
mary commodities have shown some improvement, enhanc-
ing the import capacity of some commodity producers, but
this has, on the average, been more than offset by a large
increase in the prices of manufactures, and a significant im-
provement in their purchasing power is not in sight.

Yet there are indications that the rate of increase of world
exports in 1988 will remain well above the average for the
1980s. International trade dynamics will continue to be fu-
elled by changes in comparative advantage, by the selective
removal of restrictions in many developed and developing
countries and by import-enhancing macro-economic meas-
ures in several economies that have large current-account
surpiuses.

The volume of world irade increased by just over 4 per
cent in 1987 after a 4 5 per cent increase in 1986 (see table
I .1). The increase was actually more robust than this figure
suggests. The growth in world exports in 1986 was largely
due to an increase in oil trade, which accounted for approxi-
mately a third of the increase in total world exports. The
volume of imports of oil by the developed market economies
increased by almost 11 per cent during the year, compared
with a decline of about 3 per cent over the preceding five
years. As the volume of trade in oil changed little in 1987,
the 4 per cent growth was mostly accounted for by non-oil
trade and was thus a noticeable improvement on its growth
in 1986. Nevertheless, the growth of trade in 1987 was close
to the average rate of growth in the 19805 and below the 3
per cent for the 1970s. Projections even for the short run
have become more than usuaily difficult in the present unsta-
ble circumstances. A likely scenario is that in 1988 world
trade will grow marginally faster than in 1987, but slip back
to just under 4 per cent in 1989

Trade in non-fuel commodities accelerated in 1987. Agri-
cultural exports increased by an estimated 4 per cent, much
higher than the average of 1 5 per cent for the 1980s. World

exports of manufactures showed a marked recovery, grow-
ing by about 5 per cent after a 3.5 per cent increase in 1986.

The value of world trade rose by around 15 per cent in
dollar terms, partly reflecting the further fall of the dollar in
1987 The value of world exports, which had reached $2.1
trillion in 1986, increased to around $2.4 trillion in 1987
The divergent rates of changes in trade volume and prices
for the different country groups led to changes in their share
of world trade, which continued the trend of the 1980s. The
share of the developed market economies increased from 63
per cent in 1980 to 71 per cent in 1987, while that of the
developing countries declined from 28 per cent to 19 per
cent, mainly because of a sharp fall in commodity prices
The centrally planned economies accounted for 10 per cent
of world exports in 1981 and the proportion remained practi-
cally constant throughout the 1980s (see table 111.1).

An increase in the imports of developed market econo-
mies was the major factor behind the growth of world trade
in 1987 (see table 11 2). Total imports of these economies
increased by over 5 per cent. Their exports also picked up
after weak growth in 1986 The expansion of exports of the
main deficit country, the United States, was stronger than
expected in some of the more pessimistic scenarios and im-
ports of Japan, the largest surpius country, also increased
fast. Trade among developed market ecconomies increased
faster than world trade

Despite the expansion of exports of the United States and
imports of the main surplus countries, the trade imbalances
between the major developed market economies remained
very large. The apparent failure of the sharp depreciation of
the dollar against all other major currencies to bring about
the expected correction in these imbalances dominated the
thinking on trade policy in 1987 It also further increased the
threat of protectionism in international trade. By carly 1988,
however, there was clear evidence that trade imbalances had
begun to shrink even in dollar terms, following the reduction
in real terms that had started earlier

The expansion of trade in 1987 also owed much to the
increase in non-fuel exports of the developing countries.
Much of this increase came from the exports of manufac-
tures of the newly industrializing countries. On the other
hand, the continuing decline in the imports of the energy-
exporting developing countries remained a drag on the
growth of world trade. A substantial increase in oil prices in
1987 was partly offset by an increase in the prices of
manufactured imports of these countries. This, combined

1 Major muitilaterat organizations revised their estimation of growth of the volume of world trade by at least 0.5 perceatage points The Tatest
OECD estimale, for exampte, puts it at 3 75 compared with 2.25 projected earlier {OECD, Economic Outlook, June 1987 and December 1987)
IMF raised its estimate from 3.3 to 4 7 per cent (IMF, World Economic Ourlook. April 1987 and Aprit 1988} The World Economic Survey 1987
{United Nations publication. Sales No E 87 H C 1 and corrigendum) projected a growth rate of 3 0 per cent
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Table ITL. 1. World trade, 1980-1987

1980 1981 1982 1983 1984 1985 1986 1987
Value of world exports
(billinas of dotlars) 1998 1972 1830 1808 1902 1927 21415 24¥
Developed market
cconomics §252 1228 11t 1148 1221 1266 1468 1727
{063y (062) (063 (63 (©64) (0 66) (069 (071}
Developing
countries 569 362 490 457 477 457 422 453

0.28)  (028)

Centrally planned
economies 177 182

©27) (025 (025 (024) (©20) (0.19)

190 203 205 203 225 247

009 (1) @) @I O ©11) @)y (@

Volume of world exports
{annual percentage
changes) - 10

~24 31 7.6 30 4.3 4.1

Source: United Nations, Monthly Bulletin of Statistics, December 1986 and March 1988, Rates of growth of volume
are estimates of the Department of International Economic and Social Affuirs of the United Nations Secretariat

Note. Figures in parentheses are shares of the country group in total trade

A Preliminary estimates

with the lagged effects of the precipitous decline in oil prices
in 1986, led to a further decline in the imports of these coun-
tries in real terms.

The expansion of trade in 1987 also owed much to the
increase in non-fuel exports of the developing countries.
Much of this increase came from the exports of manufac-
tures of the newly industrializing countries. On the other
hand, the continuing decline in the imports of the energy-
exporting developing countries remained a drag on the
growth of world trade. A substantial increase in oil prices in
1987 was partly offset by an increase in the prices of manu-
factured imports of these countries. This, combined with the
lagged effects of the precipitous decline in il prices in 1986,
led to a further decline in the imports of these countries in
real terms.

A further factor constraining the growth of world trade
was the unresolved problem of the external debt of the de-
veloping countries. The heavily indebted countries contin-
ued to restrict their imports in order to service their external
debt. There is little reason to expect that the import capacity
of these countries and of energy exporters will improve

greatly in the immediate future, which will keep the growth
of wotld trade well below its potential

Many commodity prices increased in 1987, some signifi-
cantly, but a decline in the prices of tropical beverages de-
pressed the overall index of non-fuel commodity prices. The
improvement in commodity prices was, moreover, more
than offset by a substantial increase in the prices of manufac-
tures. The real prices of commodities (in terms of prices of
manufactures) declined on the average for the fourth year in
arow.

The changes in the terms of trade in 1987, resulting from
these price movements, were modest in comparison with
those in 1986 (see table II1.2). For the developing countries
as a whole, the terms of trade improved somewhat, mainly
because of a large improvement for energy exporters. For
net energy-importing countries, the terms of trade declined
further in 1987, continuing the unbroken downward trend of
the 1980s. The large gain for the developed market econo-
mies in 1986 was followed by a further modest improvement
in 1987, while the terms of trade of the centrally planned
economies remained practically unchanged after a sharp de-
terioration in 1986,

The trading system: the need for action

The maintenance of the open trading system assumes spe-
cial importance in a period of slow growth and large im-
balances and uncertainties in the international economy be-
cause any weakening of the system is likely to make these
problems worse, A highly restrictive trading system agpgra-
vated the depression of the 1930s. In an environment of slow
world economic growth in the mid- and late 1980s, the mul-
tilateral trading system remained under severe strain. Al-
though some steps were taken at the international level to
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strengthen the system, various national policies continued to
undermine it. The trend towards bilateralism and quantita-
tive restrictions, the two major threats to the system, contin-
ued unabated and international commitments to roll back
protectionism, or at least stem its tide, were not followed up.
Macro-economic imbalances in developed market econo-
mies and great instability of exchange rates have further
contributed to the weakening of the trading system.




Table 181.2, World trade: annual rates of change in
volumie and prices, 1976-1988

{Percentage)
1976- 1981-
1980 1987 1985 1986 1987 1688
Volume of exports
World 51 26 8 45 41 43
Developed market cconomies 66 32 435 16 40 4.3
Developing countries 19 10 -0.8 10.3 57 55
Capital-surplus countries -16 -90 -100 16.0 ~-0.9 21
Osfier net energy-exporers 2t 09 -4 8 110 -07 35
Net energy-tmporters 74 g3 55 17 100 76
Centrally planned cconomies 57 3.5 -{0.9 50 3 26
China 42 88 ig 4 270 100
Volume of imports
World 55 iz 3t 42 40 4.2
Developed market ecoromies 56 43 53 80 51 432
Developing countrics 55 -0.3 -47 -6 3 20 54
Capital-surplus countries i14 ~6 3 -191 -238 -125 8.3
Other net energy-exporiess 61 -4 4 -4 7 -205 -8 1 12
Net energy-importers 38 26 01 20 75 73
Cenlrally planned cconomies ‘ e 5.3 -0.6 -8 28
China 913 582 -4 5 -84 41
Unit value of exports
World 122 6.5 ~18 66 114 70
Developed market economies 48 ) -1.0 14 8 120 80
Developing countries 190 =25 -4 2 -14 4 2.9 43
Cupital-surplus countries 235 -3 6 -22 ~32 4 219 KR
Other net energy-exporiers 209 -3 4 =36 -2535 16 0 13
Net energy-importers 12 -7 -4 6 0.3 79 440
Centrally planned economies 87 10 -15 59 81 0.8
China -29 -3 8 -4 6 06 4
Unit value of imyports
Warld 117 -0.3 -20 62 91 61
Developed market economies 121 -0.5 -20 59 96 83
Developing countries 1Z5 05 -17 62 116 58
Capital-surplus countries 10.8 07 -7 19 105 72
Qther net energy-cxporters 11 07 -i6 86 13 13
Net energy-importers 13 4 G4 -18 43 i20 52
Centrally planned economies 68 15 ~-14 115 84 0.6
China 07 -i7 18 8 99 44
Terms of trade
Developed market cconomies -21 19 it 80 21 -0 3
Developing countries 58 =30 =235 -193 12 -17
Capital-surplus couniries 115 -4 3 -05 =391 104 -3 1
Other net energy-exporlers 88 -4 0 -20 -314 43 -36
Net energy-importers -2 0 -2 -2.9 -39 -37 -1
Cenirally planned economics 17 -0.6 -0 1 -50 -0.3 02
China . -36 ~2.1 -197 -85 00

Sonrce: Department of Internations! Economic and Social Affairs of the United Nations Secretariat
Note The large difference between world unit values of exports and imports in 1987 is partly due to incomplete informa-
tion and different definitions among countries

8 Prefiminary estimates

b Forecast
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Non-tariff barriers to trade

After three decades of negotiated reduction of tariffs, in-
ternational trade is now impeded mainly by guantitative re-
strictions. These restrictions have taken many forms,’* rang-

ing from bans on imports to surveillance and monitoring of

prices and volumes of imports. Some of the restrictions are
outright violations of the rules of the General Agreement on
Tariffs and Trade (GATT), which prohibit quantitative re-
strictions in general, or are “grey area’” measures, such as
“voluntary’” export restraints, which circumvent the rules,
Many of the restrictions are in areas which have been kept
outside the purview of GATT rules, such as the Multifibre
Arrangement (MFA), while others are practised under ex-
ceptions to the rules, such as emergency import restriction
measures necessitated by threats to domestic industry, To-
gether, they constitute a formidable tangle of barriers to in-
ternational trade

Even excluding those quantitative restrictions which are
permitted under exceptions to GATT rules, the use of non-
tariff barriers to trade is extensive and appears to be on the
increase. GATT was notified, or knew, of 135 major export
restraint arrangements of various types in operation in 1987
Such restraints have become more numerous in recent years
(see tabie ITT 3).

Table TI1.3, Number of export restraint arrangements in op-
eration®

April-September Celober 1986-March April-Sepiember
1986 1987 1987

93 18 133

Sonree: GATT ~Developments in the trading system ™ (£ /6087, L/6203
and L/6289)

8 Excluding restrictions under MFA

Of the 135 export restraint arrangements in operation in
1987, 64 were directed against developing countries, 51
against developed market economy countries and 20 against
the centrally planned economies. Most of the restrictions on
developing country exports were directed against the newly
industrializing countries, of which the Republic of Korea
faced by far the largest number (23). Japan faced the largest
number (24) among the developed market economies.

Since the 1970s, quantitative restrictions have been
spreading to sectors other than those traditionally associated
with labour-intensive developing country exports. In 1987,
known export restraints on steel and steel products (38), ma-
chine tools (7), motor vehicles (19) and electronics (11), ac-
counted for more than half of the total. Almost half of the
restrictions in steel and electronics were on developing
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country exports. Restrictions on the more traditional ex-
ports of the developing countries remain numerous, how-
ever, and have tended to intensify. There were about 70 bi-
lateral agreements under MFA between developing coun-
tries and the European Economic Community (EEC) and the
United States and about 25 outside it.2

The use of the various forms of non-tariff barriers to trade
is more pervasive than suggested by the figures above. Fx-
amined at a disaggregated level of commodity classification,
a large proportion of commodities traded internationally is
found to be affected by non-tariff barriers of one kind or
another. As table I11.4 shows, over 30 per cent of all com-
modities traded were subject to quantitative restrictions in
the 1980s

The table also shows the distribution of the frequency of
quantitative barriers by country and commodity groups. De-
veloping countries make more extensive use of restrictions
on trade than the developed market economy countries:
about 40 per cent of the commodities traded are subject to
restrictions by the developing countries, compared with
around 20 per cent for the developed countries. The propor-
tion of agricultural commodities facing barriers is much
larger than that of manufactures in both groups of countries.

In terms of value, too, the proportion of trade affected by
non-tariff measures is large. In 1986, around 20 per cent of
the total value of imports of the deveioped market econo-
mies (23 per cent for non-fuel imports) was subject to such
restrictions * There is also evidence that the proportion of
non-fuel trade affected by quantitative restrictions has been
increasing during the 1980s.

There were many different reasons behind the imposition
of the various quantitative barriers to trade, as shown by the
GATT provisions invoked to justify them. Many of the re-
strictive measures used by the developing countries have
been taken under article XVIII of the Agreement, by which
these countries are permitted to take such measures to pro-
tect their balance of payments. This provision was made in
recognition of the special needs of the developing countries
to increase imports for the purpose of economic develop-
ment. Trade restrictions imposed by the developed countries
for balance-of-payments purposes are now rare. Emergency
measures to protect domestic industry from surges in im-
ports have often been taken by the developed market econo-
mies under article XIX. Action under this article has often
had a large impact on individual imports, but it has been
used less frequently than other measures in recent years.
Article XI prohibits quantitative restrictions, but many of
the measures have been taken under exceptions to the article
which permit, among others, measures to protect domestic
agriculture. By far the largest number of restrictive actions
have, however, been taken under the general exceptions to
GATT rules allowed under asticle X3, many of which are
based on non-economic considerations. For many other re-

GATT lists 33 types of quantitative restrictions in existence (see GATT, Group on Quantitative Restrictions and other Non- Fariff Measures,

“Analysis of the Group's Documentation: note by the secretariat™ (NTMIW/IT), | September (986

[N

Ibid. This refers to imports of developed market economies onty
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GATT, "Developments in the trading system, Apzil 1987-Seprember 1987" (L./6289), p. 24
UNCTAD. Prablems of protectionism and structural adjustment™ (TD/B/1126/Add 1), 22 January 1987



Table III.4. Extent of guantitative restrictions in international

trade in the 1980s

Number of restrictions

Proportion of commodities

per country affected by restrictions

Developed Develop- All Developed Develop- All

ninrket ing coun- market ing couf-

ceonomies coundries tries economics coumries tries

All commedities 170 355 290 019 0.38 0.32

Agricuimral
commodities 47 100 77 0.29 (.61 047
Munufactures 115 243 213 0.15 32 0.28

Source; Department of International Economic and Social Affairs of the United Nations Secretariat, based on data from GATT, Group of Quantita-
tive Restrictions and Other Non-Tariff Measures, *Analysis of the Group's decumentation: note by the secretariat” (NTM/W/17, 1 September 1986).

2 Including minerals and precious stones

strictions there is no clear justification under GATT rules ®
Indeed, measures circumventing GATT rules include some
of the major trade restrictions imposed by developed market
economies and protect some of the largest industries (tex-
tiles, steel, transport equipment and electronics) in these
countries.

The multiplicity of restrictions makes it likely that, at the
national level, they sometimes work at cross purposes.
There is rarely any examination of the consistency of the
objectives that the various trade barriers are intended to
serve. Even for specific measures, the rationale of trade bar-
riers and the form they take only rarely come under close
scrutiny. Examination of the grounds for protecting declin-
ing industries in terms of the costs and benefits for the na-
tional economy is not very common . Similarly, while there
may be justification for national measures to protect the bal-
ance of payments, quantitative restrictions may not be the
best way to do so, especially in a régime of flexible ex-
change rates.” The great variety of trade barriers erected by
national authorities has tended to weaken the multilateral
trading system.

Some recent developments

Although trade tension appears to have lessened compared
with a year ago, frictions continue and there have been a
number of disappointing developments and setbacks in re-
cent months. Many of these frictions arise out of an in-
creased concern with bilateral trade balances, while others
have their origin in deep-seated issues of structural change.®

Expectations have been raised by the renewed interest in
the major developed market economies in the liberalization
of trade in agriculture. The large cost of protecting agricul-
ture in industrial countries has been the subject of numerous

6

studies. A major study conducted by the Organisation for
Economic Co-operation and Development (OECD) in 1987
estimated these costs and emphasized the need for urgent
action.” A number of proposals have been made to reform
trade in agriculture, including proposals submitted in multi-
lateral negotiating groups under the Uruguay Round. Little
progress towards an agreement has, however, been made.
The Common Agricultural Policy (CAP) of EEC is widely
recognized as one of the prime examples of protection to
agriculture and in need of major reform. The EEC Ministers
of Agriculture have initiated a move for reforms, including
cuts in milk output and reduction of support prices of beef,
but little action has so far been taken. The EEC summit
meeting in February 1988 agreed, however, on measures to
limit production of cereals and oilseeds and set limits to agri-
cultural sperding as part of a package to control Community
spending. The United States has initiated changes in its farm
programme, under the Food Security Act 1985, which
would cut government support to agriculture, but provide
for subsidies to agricultural exports. In July 1987, the
United States increased the funding of its Export Enhance-
ment Program, which subsidizes United States exporters of
agricultural products facing subsidized foreign competition.
Australia decided to give direct producer subsidies to its
tarmers for the first time. An international understanding on
agricultural subsidies remains out of reach. In December
1987, the United States decided, also under the Food Secu-
rity Act, to cut its sugar imports in 1988 by 25 per cent in
order to keep domestic sugar prices above worid prices.

In other sectoral developments, a number of major suppli-
ers of footwear agreed “voluntarily™ to restrict their exports
to some developed market economies. The Republic of Ko-
rea agreed to 2 “voluntary” restraint on its exports of elec-
tronics 1o the United States. Additional restrictive measures
were taken by EEC and the United States on their steel im-

For information on the relative importance of the various types of measures described here, see GAT 1, Group on Quantitative Restrictions and

other Non-Tari{f Measures, “Analysis of the Group's Documentation: note by the secretariat”™ {(NTM/W/17, annex 7). 1 Seplember 1986

T See Jugdish N. Bhagwati, Anne O Krucger and Richard H. Snape, Introduction, The World Bunk Economic Review, vol 1, No 4 (September
1987), a symposium issue on the multilateral {rade negotiations and developing country interests, p. 544

8  Much of the information on recent developments in the field of trade is derived from GATT, ~ Developmeints in the trading system, October
1986-March 19877 (L/6205) and *'Developments in the trading system, Aprif 1987-September (987" (L/6289)

9 See OECD. National Policies and Agricultural Trade. (Paris. 1987)
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ports, as the problem of over-capacity in the steel industry
persisted. Japan continued to restrain its exports of vehicles
to EEC and the United States. On the positive side, the
United States decided to remove the high tariff it had im-
posed on Japanese motor cycles, citing revived competitive-
ness of United States industry

In textiles, the major development, with potentially seri-
ous consequences for developing country exports, is the set
of textile bills currently before the United States Congress.
Even a moderate version of the bills would severely limit
imports of textiles into the country, The present Administra-
tion has, however, opposed the bills.

Trade tension between Japan and the United States contin-
ued in 1987, but there have been some important positive
developments in recent months. Early in 1987, the United
States imposed tariffs of 100 per cent on some Japanese elec-
tronic goods in retaliation for what it regarded the latter's
breach of an agreement between the two countries on trade
in semiconductors. Later in the year, the tariff on some of
the items was reduced, but not entirely removed. Individual
cases of trade friction between the two countries reflect
heightened general tension produced by the very large
United States trade deficit with Japan . In some cases, contin-
uing United States pressure has yielded what is seen as an
opening of the Japanese market to United States industries-—
for example, Japan's offer to facilitate access of foreign
firms to Japanese government contracts for supercompu-
ters. Japan aiso agreed to eliminate import quotas on a num-
ber of agricultural products, but a major dispute on the lift-
ing of quotas on beef and citrus products continued. In a
significant development, an agreement was reached early in
1988 allowing United States firms to bid for government-
financed construction projects in Japan. The impact of these
steps on the trade balance is, however, uncertain and proba-
bly minor, and some of these agreements have only helped to
strengthen bilateralism in international trade. Such agree-
ments have not always produced salutary results. The agree-
ment between the United States and Japan on computer
chips, by restricting total output, was widely held responsi-
ble for a sharp increase in chip prices early in 1988,

The trade legislation that has received the most attention
because of its implications for international trade is the om-
nibus United States trade bill passed by Congress at the end
of April 1988. Although some of the original extremely pro-
tectionist proposals were omitted from the final version, the
bill is widely perceived as a major setback to free trade. It
appears to further strengthen the trend towards reciprocity
and bilateralism in trade relationships by requiring the Ad-
ministration to retaliate against countries which are per-
ceived to restrict United States exports. As at the end of
April, the bill was under the threat of a presidential veto over
certain of its provisions not strictly related to trade. Apart
from creating an atmosphere of uncertainty about the evolu-
tion of United States trade policy, the delay in its passage
might hinder negotiations in the Uruguay Round becanse the
legislation contains provisions giving the United States Ad-
ministration the authority needed to negotiate multilateral

trade agreements. On the other hand, the bill in its present
form, which the negotiating partners may perceive as overly
protectionist, is unlikely to help the negotiating process.

One bilateral agreement in recent months does appear,
however, to constitute a significant step towards freer trade.
In December 1987, after a long series of negotiations, Can-
ada and the United States signed an agreement to remove
tariffs from a large proportion of trade between the two
countries. For some products, tariffs are to be abolished im-
mediately; for others, they are to be cut over a num{b’er of
years. The agreement also lowers a wide range of non-tariff
barriers and covers a number of aspects of trade in sérvices
In another development, Mexico and the United States have
moved close to an agreement to curb barriers to trade and
investment. The two initiatives, especially the first, should
significantly expand the area of freer trade and may mean a
net creation of world trade rather than its diversion from the
rest of the world Genuine concerns have nevertheless been
expressed on the implications of too many regional trading
arrangements for the multilateral trading system.

An encouraging sign in recent months is that GATT mem-
ber countries appear to be making greater use of GATT ma-
chinery for dispute settlement and reconciliation. While
most trade disputes continue to be resolved through bilateral
accords, including those under which supplying countries
“voluntarily” agree to limit exports, a recent GAT'T report
notes a rising trend towards the use of the multilateral forum
of GATT" A significant development in this area was the
settling early in 1988 of the dispute between Japan and the
United States on the former’s use of quotas, covering 12
categories of agricultural products. The GATT Council up-
held the finding of the GATT dispute settlement panel that
these quotas violated the rules and Fapan agreed to abide by
the finding. The dispute settlement procedure of GATT has
been invoked in a fairly large number of cases, including
complaints by Japan and EEC regarding the discriminatory
implications of the agreement between the United States and
Japan on semiconductors and the action of the United States
Government under it, and the GATT ruling on United States
legislation which would tax imported petroleum at a higher
rate than domestic production.

In the midst of these mixed developments, a further sign
of support for the multilateral trading system is the number
of countries joining GATT or wishing to join it. Among the
five countries and territories which have joined in the past
two years are Hong Kong, Mexico and Morocco, which to-
gether account for a large proportion of the trade of the de-
veloping countries. Tunisia has provisionally acceded to the
Agreement and, as at the middle of 1987, I1 countries had
taken initiatives to obtain GATT membership. China, with
significant and rapidly growing external trade, has applied
for the resumption of its membership in GATT and Bulgaria
has applied to join. The Soviet Union is expected to resubmit
its application for observer status at the GATT multilateral
negotiations.

10 GATT, “Developments in the trading system, April 1987-September 1987 (L/6289). p 5.
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The Uruguay Round of multilateral trade negotiations

The year 1987 was the first full year of multilateral trade
negotiations under the Uruguay Round, launched at Punta
del Este in September 1986, which is seen by many as the
main hope for strengthening the multilateral rrading system.
In scope and complexity, the Uruguay Round surpasses its
predecessors and the negotiations are widely expected to be
difficuit and lengthy. The assessment of progress made by
the end of the first year, however, appears on the whole to be
favourable." It is also possible that the process of negotia-
tions itself helped some Governments to resist protectionist
pressures. ' Fourteen negotiating groups on goods were
formed, negotiating plans were drawn up and a series of
meetings of the groups were held. Before the end of the year,
168 proposals had been presented to the groups. The devel-
oping countries have participated actively, presenting about
40 proposals. Much of the progress made concerns technical
matters of procedure. Many proposals on substantive mat-
ters also have been presented in the groups

A major failure was the lack of progress in the implemen-
tation of commitments made at Punta del Este on standstil
on new illegal trade measures and rollback of existing meas-
ures, although a mechanism for surveillance of these com-
mitments was agreed on. Fresh violations of the commit-
ments have been reported to the Surveillance Body.

Agriculture remained a crucial and difficult area of nego-
tiation. In July 1987, the United States presented a compre-
hensive set of proposals to phase out all agricultural subsi-
dies and import barriers by the year 2000 The Cairns Group
of countries" and EEC also presented far-reaching proposals
for reform of trade in agriculture. These proposals are still
under discussion in the negotiating group oa agriculture, but
little substantive progress has been made . Natjonal action to
subsidize agriculture has in fact paralelled multilateral dis-
cussion on liberalization of agricultural trade.

Some progress has been made in negotiations on trade in
tropical products, which are mostly of interest to developing
countries EEC made an offer to reduce or climinate tariffs
and quantitative restrictions on a wide range of these prod-
ucts. The proposal is, however, conditional on a satisfactory
level of reciprocity by the beneficiaries. A number of devel-
oping countries and the United States also submitted pro-
posals for liberalization of trade in tropical products.

Negotiations on trade in services is a major new dimen-
sion of the Uruguay Round. The Group of Negotiations on
Services, working in paraliet with the Group of Negotiation
on Goods, has, as its negotiating objective, the establish-
ment of a multilateral framework of principles and rules for
trade in services. In accordance with its mandate, during
1987 the Group dealt mainly with definitionai, conceptual

and statistical problems, the coverage of the multilateral
framework for trade in services, existing international ar-
rangements for trade in services and current practices limit-
ing such trade. A number of proposals were made. The
United States, for example, submitted a set of comprehen-
sive proposals for the inclusion of the principles of transpar-
ency, non-discrimination and national treatment.

Little progress has so far been made on the important
question of safeguards. Article XiX of the Agreement al-
lows emergency action to protect domestic industry tempo-
rarily when it is threatened with “‘serious injury” as a result
of increased imports. In practice, it has become a major ve-
hicle of protection. There is a wide area of disagreement on
the interpretation of “‘serious injury’’, the duration of the
emergency measures, the treatment of the “‘grey area”
measures (i.e., measures which do not technically violate
GATT rules but circumvent them by such practices as volun-
tary export restraints) and the application of the principles of
non-discrimination. It may be recalied that the inability to
agree on safeguard measures was a major failure of the To-
kyo Round. The negotiating group on safeguards in the Uru-
guay Round has only begun deliberations on these complex
but well-known issues.

Issues of removal of quantitative restrictions and other
non-tariff barriers to trade iie at the heart of the negotiations
in the Uruguay Round. These issues not only concern the
negotiating group on non-tariff measures, but pervade the
examination of many of the questions raised in other groups
as well. The very diversity of the types of trade restrictions
in use raises complex issues of substance and makes their
quantification for the purpose of negotiation difficult. In this
regard, a recently submitted proposal, based on the well-
known concept of effective rate of protection, to bring the
various tariff and non-tariff barriers into a single measure of
protection called the “effective rate of assistance”, should
facilitate the evaluation of existing protection in individual
countries and thus help the negotiating process.”

In recent months, considerable emphasis has been placed,
both in the negotiations under the Uruguay Round and in
other forums, on the strengthening of the GATT system.
There is a widespread perception that many of the GATT
rules are porous and that GATT has been less effective in the
maintenance of an open trading system than its founders ex-
pected. In the negotiating group on the functioning of the
GATT system, there appears to be a convergence of views
on the need for greater ministerial involvement in GATT
meetings and for transparency and regular reviews of trade
policies of member countries. Strong backing for efforts to
strengthen the system was given in March 1988 at a meeting
of trade ministers from 30 major trading countries.

See “forty-third session of the GATT Contracting Parties: opening staterent by the Chairman™. GATT press release. (GATT/i424), 1 Decem-

ber 1987 and “*TNC Chairman reviews first year of the Uruguzy Round™, GAT T, News af the Urngray Round of Multilateral Trade Negotia-

rions {(NUR 0G8), 2 October 1987
{2

14

3 GATT, News of the Urngieay Round of Multilateral Trade Negeriarions (NUR 013), 21 December 1987
Argentina, Australia. Brazil, Canada, Colombis. Hungary, Inddnesia, Malaysia, New Zealand. Philippines, Thailand and Urugaay
GATT, Ursgeay Round of multilateral trade negmiations, Group of Negotiations on Goods, Negotisting Group on Turiffs and Negotiating

Group on Non-Tariff Measures. “Communication from Australia™ (MTN GNG/NG1/W/14 and MTN GNG/NG2/W/8. November 1987)
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Frade, exchange rates and macro-economic imbalances

The proper functioning of the trading system and the suc-
cess of current efforts to strengthen it will largely depend on
the strength of the political commitment to freer trade and
the micro-economic policies of structural adjustment that
must accompany it. These efforts will also depend on the
functioning of the international monetary system, especially
the exchange rate régime. The events of the 1980s have cast
serious doubts on the ability of a régime of freely floating
exchange rates to restore and maintain equilibtium in exter-
nal balances among countries. As a former Chairman of the
United States Federal Reserve Board said recently, “the
health and viability of an open international trading order
will be importantly dependent over time upon the willing-
ness of governments of large trading countries to reach some
realistic collective judgement about the broadly appropriate
level of exchange rates™. "

The growth of trade is affected both by a prolonged mis-
alignment of currencies, through their impact on the supply
capacity of the domestic tradable sector, and by macro-eco-
nomic policies aimed at reducing trade imbalances, through
the total demand for tradables. The impact of these two fac-
tors on trade is examined briefly below

Unstable exchange rates and supply capacity

It is widely recognized that in recent years exchange rates
among major currencies have been influenced more by capi-
tal movements than by relative rates of inflation or produc-
tivity growth. The sensitivity of exchange rates to investor
preferences among assets denominated in different curren-
cies has weakened the traditionat links between current ac-
counts, purchasing power parity relationships and exchange
rates. The floating rate régime has often experienced me-
diom-term swings involving considerable misalignment of
exchange rates, in the sense that actual rates deviated sub-
stantially and for a prolonged peried from their long-run
equilibrium level ' Such misalignments have been an im-
pediment to free trade because of the protectionist tenden-
cies they generate. More important, they may also have
been a source of significant resource misaltocation.

Exchange rates perform a crucial function in the interna-
tional trading system as the relative price of tradables. An
appropriate and predictable rate is thus essential for plan-
ning the optimal level of investment in export- and import-
competing sectors. An overvalued exchange rate places a
country at an across-the-board disadvantage in trade because
its prices in both export- and import-competing industries
will be above equilibrium levels. Domestic tradables output
will be dearer than foreign products. Reducing prices to ep-
sure competitive levels eredes profits This may induce
firms in the tradables sector to lay off workers and sorap
capacity that could otherwise be productively empioyed at
equilibriam prices. As and when the exchange rate swing
reverses itself, however, new investment may be ca%l’éd for
in these same industries as their initial viability is restored,
Clearly, there are significant costs of adjustment associated
with such shifts in resources, as is the case with any resource
realiocation. However, when costs are incurred fo effect a
long-run improvement in the allocation of resources, there is
a corresponding long-term gain that more than offsets it,
This is not true when resource movements are imposed by
inappropriate or misaligned exchange rates. The impact of
the dollar’s misalipnment on resource movement bears testi-
mony to that. There is evidence to suggest that an apprecia-
tion- induced decline in competitiveness over a long period
may have led to disinvestment and thus to reduced capital,
skills and organization in the United States tradables sector,

The nominal effective exchange rate of the United States
dollar appreciated by around 55 per cent between 1980 and
1985."7 The real exchange rate changed by similar magni-
tudes. This implied that there was a significant degree of
misalignment." As a result, the relative profitability of the
tradables sector fell. However, expectations of a correction
in exchange rates and, of course, the cost of shifting re-
sources may have slowed down the actual process of re-
source reallocation. Not all industries producing tradables
experienced similar reductions in profitability, however
Some avoided it, through offsetting increases in productiv-
ity. Others proved to be more vulnerable and may have suf-
fered significant losses.” Industrial subsectors whose em-
ployment and installed capacity appear to have been most
adversely affected by the dollar’s appreciation are textile
mill products, leather and leather goods, primary metal in-
dustries, non-electrical machinery and transportation eguip-

13 Sratement made on 30 November 1987 by Mr Paut Volcker on the occasion of the fortieth anniversary of GATT {see GATT Newsletter, No 51

(lanuary, 1988)}

16 The long-run equitibrium level is that at which exchange rates, obtainable without trade or exchange restrictions, would generate a current-
accoual balance consistent with some notion of normat or underlying capital flow This rate has been calfed **fundamental cquilibrium real
elfective exchange rate™ (I Williamson, The Exchange Rate Svstem, 2nd ed {Washington, D C |, [astituts for International Economics, 1985),

p.27)

Y7 This is based on the MERM index of exchange rates. line am x (see IMF, International Financial Statistics (Washington, D.C ), various issues).

18 There is no estimate of actual misakignment in 1985 However, by end of 1983, when the dollar's nominal effective exchange rate had sppreci-
ated by 33 per cent over 1980, misalignment or overvaluation was estimated to be 18 per cent (Williamson, op it ).

19 One simple incicator of such valnerability is the price-cost margin of different industries The average price-cost margin for United States
manufacturing is around 0 5 with considerable dispersion around it: a high of 0.96 and a low of 0.30 for 20 two-digit industries;
appreciation-induced price reductions could have generated Josses for firms in industries with below average price-cost margins (R. G. Hub-
bard. ~Comment on Hall s market structure and mucro-economic fluctuations™. Brookings Papers on Economic Activirv, No 2 (1986))



ment. ™ Surveys of workers displaced during this period con-
firm that the layoffs that occurred in these sectors were
largely due to plant closings.”

The doilar has been depreciating since the middle of 1985.
Its current real exchange rate is around the same level as it
was in 1980, This depreciation has been accompanied by a
great resurgence in demand for United States exports. Al-
though the full demand effect of depreciation is still working
itself out, capacity wtilization rates of 95 per cent have al-
ready been reported in several industries. How rapidly these
emerging supply bottle-necks are overcome will depend on
investment in new capacity. The potential of the floating rate
régime to reverse exchange rate swings, in directions not
always consistent with the needs of the real sector, will no
doubt affect the speed and volume of that investment and
thus the supply capacity of the tradables sector.

Policies for reducing imbalances and emerging trade
patterns

It is doubtful that the current level of the dollar’s real ex-
change rate will be adequate to ensure major reductions in
the external imbalance. The burden of further reductions in
the current-account deficit of the United States is therefore
likely to be borne by adjustments in the relative growth of
domestic demand. Though estimates vary, some suggest that
growth of demand of foreign industrialized countries will
have to exceed that of the United States by 2.5 per cent over
the next three years to ensure substantial reductions in the
external imbalance of the United States at prevailing real
exchange rates ** However, there appears to be considerable
uncertainty about the nature of aggregate demand policies
that countries will carry out for the purpose of achieving the
necessary differential in refative growth of their domestic
demand, as well as about the evolution of exchange rates. It
is clear, however, that whatever mix of demand adjustment
among countries is chosen, it will have a considerable im-
pact on growth of world trade and of exports of developing
countries.

An effective country mix of policies for reducing the cur-
rent imbalances consists of & contraction in United States
domestic demand offset by a commensurate rise in demand
of Japan and Western Europe. This would be the least dam-

aging to overall growth of world trade. To the extent that the
income elasticity of demand for imports from developing
couniries is greater in the United States, the stimulus to ex-
port growth of developing countries as a whole will of
course be lower, but not substantially. In addition, the geo-
graphical distribution of that stimulus will differ depending
on commodity and market concentration of their exports. In
view of the greater commodity- intensity of Japanese and
European imports from the developing world, commeodity
exports may experience faster growth rates, relative to man-
ufactured exports. Africa, with its greater dependence on
commodity exports to Europe, will benefit more than either
East Asia or Latin America which is more dependent on the
United States market. Despite the attractiveness of this pol-
icy scenario, it seemns unlikely to materialize. Western Eu-
rope, including the Federal Republic of Germany, appears
reluctant to carry out such expansionary policies. Part of the
reason is to be found in the fact that the prevailing output gap
is low and the rate of growth of potential output appears to be
slow,” both of which suggest that the spectre of éarly infla-
tionary pressures may inhibit the necessary expansion of de-
mand.

It is equally unlikely that the United States will make a
very significant cut in the fiscal deficit and thus domestic
demand if a good part of it is not expected to be offset by a
rise in net export demand. The cut in the 1988 budget deficit
of the United States is not large. The adverse impact of
larger cuts on growth of world output and growth of world
trade would be quite substantial.

What is more likely to emerge, therefore, is a reduction in
the United States fiscal deficit accompanied only by a rise in
growth of spending in Japan. This was evident in 1987, when
growth of United States domestic demand fell from 3 9 per
cent to 2.5 per cent under the impetus of Gramm-Rudman-
Hollings cuts, while Japanese demand rose from 4 per cent
to 5.1 per cent. Western Europe, on the other hand, re-
duced its rate of growth of spending slightly that year, from
4.0 per cent to 3 4 per cent. Extrapolation of existing trends
suggests a continuing decline in the rate of growth of de-
mand of the United States and Europe and a rise only in that
of Japan. Thus growth of output of the industrialized world
is expected to be lower under such a scenario. This will no
doubt affect world trade. More important, since a larger

206 An econometric study of the determinants of employment in each two-digit industry category has been carried out. with trend, a proxy for
appregate dernand, the relative price of energy and the real exchange rate as the determinants The study indicates that a 60 per cent appreciation
of the dellar from 1980 to 1985 may have reduced overall manufaciuring employment by 8.4 percent {i ¢ , aloss of 17 million jobs) (W H
Branson gnd ] P. Love, * The reat exchange rate and employnsent in U.S manufacturing 1974-857, National Bureay of Economic Research,
Working Paper No 2435 (Cambridge, Mass ., 1987, p 175) Most of the reduction would occur in the durable goods sector, which was found to
be more sensitive to the real exchange rate (i e..a 60 per cent appreciation would lead to a 12 per cent decline in employment in the durable
goods sector) Movements in the book-value of fixed assets between 1980 and 1985 suggest dectines in instatled capacity {(see United States
Department of Commerce, dnnnal Survey of Manufaciires, various issues)

P O Flaimand E. Sehgel, "Displaced workers of 1981-85"". Menihly Labor Review, June 1987
R Pornbusch, " External batance cerrection: depreciation or protection?”, Brookings Papers on Economic Activiry, No 1 (19873, p 259,

shows that the non-interest currest acconnt of the United States will be batanced by 1991 if such a differential in relative growth of demand can

be sustained

23 Ancutput gap of around 3 per cent has been estimated for many countries in Europe; this is largely because growth in potential output is so
slow, not exceeding 2.6 per cent & year {see C. Adams. P R Fenton and FLarsern, ' Potential output in major industrial countries™, Staff
Studies for the World Economic Cutlook, August 1987. Washington, D C |, IMF, 1987) p 24,

24 IMF, Warld Economic Gutlook. April 1988 A survey by the Staff of the International Monetary Fund (Washington, D C , April 1988), statisti-

cal appendix. table A 2



Table ITL.5.  Indices of prices of non-fuel primary commodities
exported by developing countries, 1982-1987

(1979-1981 = 100)

Vege- Agpri-
table cul- Prices Real
Tropi- ojl- tural Mine- of prices
cal seeds raw rals Combined mani- of
beve- and mate- and index fac- commo-
Food rages oils rials metals Doilar SDR tres* dities®
1982 70 81 72 82 82 78 89 97 80
1683 15 85 88 B8 85 83 98 93 89
1984 64 97 119 86 78 84 ] 91 92
1983 57 89 B2 77 76 75 93 92 82 .
1986 62 110 51 T 71 79 B3 108 73
1 64 £28 56 77 76 a5 96 104 g2
1§ 65 14 50 78 69 81 87 107 76
I 59 103 45 75 69 75 78 12 ‘67
1 61 97 34 79 69 15 19 114 66
1987 66 72 60 96 82 7% 74 122 62
I 63 75 56 89 72 73 72 120 61
It 64 69 60 95 76 74 7 123 60
I 64 67 59 100 84 7% 74 123 61
v 71 74 65 102 97 84 78 127 66

Sources. UNCTAD, Monthly Commodity Price Bulletin; and United Nations, Monthly Belletin of Statistics, December 1986 and March

1988

2 Unit values of exports of manafactures from developed market economies The base of the original index was shified to 1979-1981

Y pollar index deflated by prices of manufactures

share of growth of demand will come from Japan, the im-
port-intensity of which is lower than that of other industrial
countries, the adverse effect may be greater than is implied
by lower output-growth alone. Export growth of developing
countries will also suffer. With the share of the United States
and Western Europe in total developing country exports ex-
ceeding 45 per cent, the slow-down will undermine their
export growth This adverse impact will also be unevenly
distributed. The share of the United States and Western Fu-

rope, together, in the total exports of Africa and Latin Amer-
ica, exceeds the average for developing countries by a sub-
stantial margin. Nearly two thirds of their exports are mar-
keted there Asia is less vulnerable as its dependence on
those markets is only around 35 per cent. While the magni-
tude of the potential impact is not easy to quantify, the un-
winding of large payments imbalances cannot but continue
to affect international trade over the next few years.

Commodity prices: some short-term improvement and continuing instability

Trends in commodity prices

The continuing weakness in commadity prices remains
one of the critical issues of international trade of the 1980s.
While the share of commodities in world trade has declined
steadily, to around 35 per cent in 1986 from 47 per cent in
1960, for a large majority of the developing countries com-
modity prices still determine their capacity to import and to
service their external debt. The low level of prices has
greatly added to their difficulties of adjustment and growth
in the 1980s. At the same time, their reduced import capac-
ity has contributed to the slow growth of exports from the

developed market economies. Some of these economies are
themselves dependent on exports of primary commaodities
and have been suffering because of weak prices.

Prices of non-fuel primary commodities exported by the
developing countries declined slightly, in dollar terms, in
1987 The UNCTAD index of commadity prices for the year
as a whole was about 4 per cent lower than in 1986.% This
represents the continuation of a trend which has taken these
prices to record low levels (see figure [T 1),

The average annual changes, however, conceal the varia-
tions in price movements during the year and the widely

25 Other indices of prices give a somewhat different picture. The IMF index for the developing countries shows an increase of 3 per cent The
discrepancy is largely due to the difference in weights of individual commodities in the two indices, especiatly in the weights used for tropicat
beverages UNCTAD uses a higher weight for this category thun IME Beverage prices declined steeply in 1987, The Economisr dotiar index of
commodity prices shows an increase of 7 3 per cent in 1987 over the average for 1986 (The Economist. 12 March 1988)
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divergent changes in the prices of individual commodities.
Quarterly data show that prices in dollar terms moved up
noticeably in the second half of 1987 (see tabie HI.5). The
price index for the last quarter of the year was about 10 per
cent higher than for the corresponding quarter of 1986.

There was, in fact, a general upsurge in commodity prices
during the second half of 1987 and the beginning of 1988.
For the year as a whole, of the 40 commodities in the
UNCTAD index, 24 increased in price and 15 declined. This
contrasts with 30 declines and 8 increases in 1986 (see box
111 1).

Box IIL.1. The diversity behind the commodity price index

in 1987, prices of beverages declined while prices of most
other commodities increased Yet the index of commodity
prices showed a decline for the year. The weights used in the
price indices of commodities exported by developing coun-
tries are the relative importance of individval commodities
in the total value of exports of these countries. Construction
of any index normally involves weighting of this nature,
which serves the purposes of an index in most cases. The
weight of a commedity in the total exports of the developing
countries will, however, rarely correspond to its importance
1o an individual country. A commodity with a large trade
weight in total trade may be of little importance to an indi-
vidual country and a change in its price may not therefore
mean much to that country. The diversity of changes in com-
modity prices and the inadequacy of any value-weighted in-

dex to reflect the distribution of the impact of price changes
are illustrated in the table below.

The decline in the price of coffee (the item with the largest
weight) in 1987, for example, indeed affected a large num-
ber of countries where it accounted for a significant propor-
tion of their foreign exchange earnings. Nevertheless, there
is an even larger number of countries which are dependent,
some of them heavily, on, for example, sugar, oilseeds, cop-
per or cotton, the prices of ali of which rose during the year.
Few of these countries are also coffee producers. The move-
ment of commiodity prices in general, which is largely influ-
enced by coffee prices, does not capture the welfare implica-
tion of an increase in the prices of the exports of these, more
numerous, countries. The same would be true if coffee
prices were to rise and most other prices fall, a situation
close to what prevailed in 1986.

Number of
countries Number of
accounting countries
for 0.50 for which
per cent the commadity
or more of account for
total de- 20 per ceat
veloping or more of
Major Weight couniry their total Changes in prices
commodities (Percentage) exXportst exportss 1986 1987
Coffee 194 28 15 Increase Decline
Cocoa 51 18 3 Decline Becline
Tea 26 15 2 Decline Becline
Total,
beverages 271 61 20
Supar 87 18 6 Increase Increase
(Oilseeds and oil 68 26 3 Decline Increase
Cottan 47 27 3 Decline increase
Wheat 07 7 e Declire Decline
Rice 1.5 g 1 Decline Increase
Rubber 55 10 B Increase increase
Copper 74 ¥ 3 Decline Increase
Aluminium 36 16 1 Decline Increase
Tir: 36 8 1 Decline Increase
Totat,
other thaa
beverages 42 5 132 21
Number of prices which increased” 8 24
Number of prices which declined® 30 I5
Change in price index" Increase Decline

& in 1982-1983
b in the UNCTAD index
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Prices of tropical beverages declined sharply, which de-
pressed the index. Coffee prices, which have the largest
weight in developing country exports, rose through most of
1986, but started to fall in the latter part of the year, the
decline continuing well into the second half of 1987 The
movement of prices broadly reflected the state of the coffee
crop in Brazil, where production was reduced by drought in
1986, but recovered in the next crop season. In mid-1987
prices of some varieties of coffee were 40 per cent lower
than a year earlier. Later in the year prices started to recover,
partly as a resuit of the International Coffee Council agree-
ing on the allocation of export quotas. Cocoa prices were
depressed in 1986 and fell further in 1987 By the first quar-
ter of 1988, prices were at a five-year low. Tea prices de-
clined in 1987, for the third consecutive year.

But prices of most products rose, in dollar terms, during
the year, from the historically low levels they had reached in
1986. Sugar prices which, by 1985, had reached their Jowest
level since 1970, recovered moderately in 1986 and again in
1987, Prices of agricultural raw materials on the average
rose by around 25 per cent in 1987 and metal prices by 15 per
cent over 1986 levels. There were large variations within
these groups: prices of some varieties of cotton increased by
almost 50 per cent, while rubber prices rose by around 20
per cent; copper prices were about 15 per cent higher than
the average for 1986, but by the end of 1987 they were al-
most 70 per cent higher than a year earlier; aluminium and
tin prices increased by around 20 per cent.

Persistent excess supply has been a major cause of the
decline in commodity prices during the 1980s. The Interna-
tional Monetary Fund (IMF) index of commuodity stocks in-
creased by around 28 per cent during the period 1983-1986.%
A reversal of this trend, brought about by a decline in excess
capacity in some cases and a localized fall in production due
to adverse weather conditions in others, contributed to the
upsurge of prices in 1987. The world stock of foodgrains
remained at high levels, but there was a production shortfall
in 1987, partly because of weather on the Indian subconti-
nent, and a slow-down of the growth of output in China.
World production of cereals declined by 4 per cent in 1987
and stocks fell by about 14 per cent ™ Production of sugar in
the 1987/88 season is estimated to remain at its level of the
preceding year and to fall short of consumption for the first
time since the 1970s. There has also been a decline in the
production of oilseeds and cotton. The changes in the supply
of metals have been particularly large. Copper stocks de-
clined and were, at the end of 1987, much lower than at any
time during the 1980s. Aluminium and tin stocks also fell

The upsurge in commoedity prices in 1987 and the begin-
ning of 1988 has benefited the developing countries, in some
cases substantially. However, the increase in dollar prices is
not an adequate measure of the change and can even be mis-
leading. Measured in terms of a basket of currencies repre-

sented by the special drawing right (SDR), average prices of
non-fuel primary commaodities exported by the developing
countries declined significantly, even in indexes which show
a slight increase in dollar terms. The UNCTAD SDR index
declined by 13 per cent *

In real terms, the decline in commodity prices has been
even more significant. When corrected for the changes’in
the prices of manufactures, which increased by around 13
per cent in dollar terms in 1987, commedity prices declined
by almost 15 per cent, following an 11 per cent fall in 1986
(see table 1.5 and figure II1.2). During the period 1980-
1987, commedity prices in real terms have declited by
around 6 per cent annually While a fall in these prices has
been beneficial to those developing countries which are
largely importers of commodities and exporters of manufac-
tures, the majority of developing countries have suffered a
loss of purchasing power of their exports during the 19805
and for many of them the recent increase in commodity
prices wag partly or wholly offset by an increase in the
prices of their manufactured imports.

Furthermore, it does not appear that the recent upsurge in
commodity prices is the beginning of a period of sustained
improvement in prices. Some of the long-term and medium-
term factors which have contributed to the depressed price
levels of the 1980s remain at work. The long-term trend
towards diminishing requiremernts of commodity inputs per
unit of final output continues.” With unchanged policies,
there is little evidence of a revival of high rates of growth in
the industrial countries in the near future which might boost
the demand for commodities. Moreover, though stocks of
some commodities have declined in some cases, they remain
large in others and excess capacity remains in a number of
metal industries. The short-term response to an increase in
prices of many agricultural commodities has often been an
expansion of production which, in the absence of a sustained
increase in demand, has led to a new round of decline in
prices. These considerations suggest that price increases in
recent months may, in general, be about to peak. Any further
increase in 1988 and 1989 is expected to be only modest. In
January and February 1988, there were already signs of a
weakening of commodity prices. Agricultural raw materials
and metal prices actually declined in February, leaving pros-
pects for the near future in a state of uncertainty.

Qil prices increased by around 30 per cent in 1987 in dol-
lar terms after a decline of 40 per cent in 1986 As a result,
the terms of trade of the oil-exporting developing countries
improved significantly, but not nearly enough to offset the
sharp deterioration of the preceding year. Long-term de-
mand and supply factors do not, however, suggest a sustain-
able further increase in oil prices for the near future. Early in
1988, there were already signs of weakness in prices as sup-
ply tended to outpace growth in demand During the first

26 IMF, Primary Commodities. Market Developments and Outlook {Washington, D C , May 1987),p 8

27 BAQ, Food Outlook, No. 1/2 (February 1988)
28 The IMF index shows a decline of 7 per cent in SDR terms

29 For a brief discussion of these factors, see World Economic Strvey 1987 (United Nations publication, Sales No E 87 1t C { and corrigeadum)
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Figure I 1. Prices of groups of commodities, 1980-1987
{(Indices of dollar prices: 1979-1981 = 10{)
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Source: UNCTAD, Momthly Commodity Price Bulletin.

Figure I[I1. 2. Prices of comimodities and export unit values
of manufactures, 1970-1987
{Indices of dollar prices: 1980 = 100)
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quarter of the year, prices actually declined. The future
course of oil prices is extremely difficult to predict. Most
estimates for the year as a whole suggest little improvement
over their 1987 level (for a fuller discussion of oil prices, see
chap. V below},

Instability of commodity prices and commodity agree-
ments

Prices of primary commodities not only are on a declining
trend but also fluctuate widely The magnitude of measured
price instability differs depending on the method and period
of measurement, but prices of primary commaodities have
been found to be considerably more variable than prices of
manufactures. Not ali commodity prices are equally varia-
ble. Subgroups such as food and agricultural raw materials
experience greater instability than minerals and metals. Ex-
port volumes are much less unstable. Thus instability in
value of cormmodity exports at the global level is attributable
mostly to instability in prices.

At the country level, however, instability in the world
price of commedities arising mainly from shifts in world
demand is not always the dominant source of fluctuations in
a couniry’s export earnings Variations in country supply
are often greater than those in world supply of a commod-
ity.* Thus variations in a developing country’s export earn-
ings are a function of both price instability and volume insta-
bility. Countries have sought to reduce domestic supply in-
stability through marketing boards or loan facilities aimed at
encouraging private stocking, with different degrees of suc-
cess. World price instability has been addressed at the inter-
national level. Past policies have aimed either at reducing
instability in world prices through commeodity agreements
between producers and consumers or at neutralizing the ef-
fect of unstable export earnings through compensatory fi-
nancing schemes. Experience over the past 30 years sug-
gests that single commodity agreements are less likely to be
effective instruments for price stabilization than originally
envisaged.

The recent collapse of the International Tin Agreement,
long regarded as the most successful agreement, has empha-
sized the inadequacy of international commodity agree-
ments as instruments of price stabilization. The experience
of three decades has revealed the difficulty of negotiating
such agreements and, once negotiated, the problem of sus-
taining their effective operation. The most fundamental
weakness of the agreements stems from the fact that the ba-
sis of co-operation between producers and consumers im-
plicit in them is extremely fragile. Generally, producers are
refuctant to enter into a2 commodity agreement when prices
are high and rising, while consumers are unwilling to join an

agreement when prices are depressed and falling. Since mar-
kets have usually been in one state or the other, commodity
agreements have been difficuit to establish. The interna-
tional Cocoa Agreement was signed after 10 years of negoti-
ation, but not even a weaker agreement could be renewed in
1980 as its largest importer and exporter could not agree on
a price-support range Support for the Common Fund for
Commodities of UNCTAD was hesitant in many consuming
countries in a climate of depressed prices.* Only four new
agreements could be negotiated in the post-war period de-
spite considerable intergovernmental efforts. These agree-
ments became possible when perceptions of producing
countries about the future evolution of prices differed from
those of consuming countries, so that both found it in their
interest to agree  On some cccasions, consuming countries
joined even when that was not the case For example, the
largest importer is said to have joined the coffee agreement
in 1956 because of its interest in supporting development in
the exporting countries. * Similarly, many consuming coun-
tries supported new commodity agreements in the 19705 in
the hope of maintaining some influence with producers.
However, since the actual evolution of prices was not usu-
ally consistent with expectations of both groups, or if the
initial non-economic motive was not sustained, tensions and
disagreements emerged over the life of the agreement. This
influenced the initial design of the agreements, the instru-
ments chosen for price stabilization (e g., export quotas ver-
sus buffer stocks), the level of the price-support range, the
size of financing for buffer stocks and the allocation of ex-
port quotas, as well as the flexibility with which these
choices were altered or updated when the situation war-
ranted such action. The relative success or failure of interna-
tional commodity agreements to maintain prices within the
stated ceilings and floors can be traced to these choices.

Of the five commodity agreements that have existed in the
post-war period, sugar and coffee used export controls
while natural rubber and cocoa depended on buffer stocks
only to stabilize prices; only tin used both export quotas and
buffer stocks—this was prompted by the fact that the agreed
size of buffer-stock financing was not large enough to pre-
vent substantial price declines in situations of excess supply
without the benefit of export quotas to restrain supply Un-
fortunately, the joint use of export controls and buffer stocks
tended to undermiine the capacity of such agreements to sta-
bilize prices, even when available finance was adequate
Stock accumlation could not be large since potential excess
supply was reduced through export quotas rather than
through purchases, and those stocks later proved insuffi-
cient to contain prices within the specified ceiling. Agree-
ments that depended on export controls alome frequently
failed to protect price ceilings. In many cases, the negotiated

30 Because shifts in supply in different countries partially offset each other, volume instability is mere progounced at the couatry level

31 Econometric simulation for 10 core commodities of the Integrated Programme for Commodities of UNCTAD suggests substaatial gains for
praducers and consumers, as well as considerable economy of resources through pooling (. Behrmanand P K Ramangkura, ~Evaluating
integrated schemes for commodity market-stabilization’”, Economerric Modelling of World Commodity Policy € Adams and J. Behrman, eds
(Lexington, Mass , Lexington Books, 1978), p 170). Yet these gains were not perceived by consuming countries in the context of the depressed

commaodity prices of the 1980s

32 C P Brown, The Political and Social Economy of Commodity Controf {(London, Macmillan, 1980)
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price-support ranges were inconsistent with underlying mar-
ket conditions; in others, there were no automatic mecha-
nisms for updating the support prices. In large measure,
both situations were due to the intrinsic difficulty of predict-
ing price trends. As for protecting price floors, allocating
and enforcing quotas were the main problems. The experi-
ence of the five agreements confirms these inherent difficul-
ties.

The International Cocoa Agreement of 1972 repeatedly
failed to maintain prices within the ceiling of the specified
price-support range. In part, this was due to the inability of
the agreement to identify and negotiate a range that reflected
realistic market conditions. But it was also attributable to the
low level of available stocks that could be deployed to re-
strain price increases. The lagged supply response to this
period of high prices created downward pressure on cocoa
prices, which breached the floors. Attempts to control this
foundered against the backdrop of disagreements on the
terms of renewal. As a result, the third cocoa agreement
failed not only to agree on export quotas but also to obtain
adequate financing for buffer stocks because of the absence
of two of its largest producing and consuming members,
Thus the objective of cocoa price stabilization has remained
elusive.

The limitations of export quotas as a means of stabilizing
prices is borne out by the International Coffee Agreement of
1962.* Even in the agreement's heyday, coffee prices were
highly unstable > The predominance of Brazil in world out-
put permitted a sufficient degree of control over supply to
keep coffee prices higher than the 1962 level for nearly a
decade . However, supply responses to high prices from non-
traditional producers in Africa reduced the dominance of
traditional suppliers and generated downward pressure on
world prices. The old quota allocations became unaccepta-
ble and thus difficult to enforce. Consuming countries, espe-
cially the targest among them, became less willing to sanc-
tion price-raising efforts, and the economic provisions of
subsequent agreements remained suspended for most of the
1970s. Though revived in 1980 at considerable cost to Bra-
zil,* the agreement proved difficult to sustain continuously

The International Sugar Agreement was also based on ex-
port quotas. Considerable difficulty was experienced in re-
newing it during the period 1964-1969 and 1974-1977. When
in operation, it failed not only to maintain prices within the

agreement’s ceiling, which was expected in the absence of
buifer stocks, but also to defend the price floor. Identifying
the appropriate trend-price was also a factor. More impor-
tant, as EEC transformed itself from a large net importerto a
large net exporter and the United States reduced its imports
by half, the agreement was unable to control supply, which
led to its collapse.

The buffer stock facility of the International Natural Rub-
ber Agreement of 1979 did succeed in averting the reces-
sion-induced price collapse of the early 1980s. The agree-
ment’s provision for substantial financing of stocks,* as well
as the explicitly articulated provisions for updating price-
support ranges, imparted a degree of strength and flexibility
that had not been available to other agreements. However, in
the process of supporting prices over the 1980s, buffer-stock
levels reached their limits, requiring review of support
prices. 1t is likely that downward adjustments in support
prices undertaken in line with automatic provisions of the
agreement may have been inadequate. However, large sales
of stock over the past nine months have helped restore the
viability of the agreement.

Until recently, the International Tin Agreement appeared
to have overcome most of these problems. Using both buffer
stocks and export quotas, it was successful in maintaining
prices within the agreed range, except for a few breaches in
their price ceilings. These breaches were largely due to ex-
haustion of the agreement’s buffer stock, a reflection of in-
adequate accumulation of stocks resulting from the use of
export quotas.” The reason that this problem did not reveal
itself in a much greater frequency of breaches in price ceil-
ings is probably to be found in the activity of the United
States tin stockpile * Starting with stocks substantially
targer than those of the tin agreement, the United States in-
tervened in the upper price ranges; this compensated for the
inadequacy of the agreement’s buffer stocks. Export quotas
under the agreement were, however, quite successful in de-
fending the price floor. Jointly, they produced greater price
stability than the tin agreement’s intrinsic limitations would
have permitted.* In the 1980s, activity of the United States
tin stockpile was minimal and tin production by Brazil, a
non-member, was substantial. China, another non-member,
also emerged as an important producer. In addition, the sixth
tin agreement in 1982 lacked the participation of the United
States, the largest consumer, and Bolivia, the fourth largest
producer. Given conditions of weak demand, members' pro-

33 Anagreement among Latin American preducers was converted to an international colfee agreement when it received official approval from
consuming nations United States support for it has been perceived as a charitable gesture for promoiing development by some (Brown, ap cit )

and as 3 means of exerting some influence aver producers by others

34 A D Law, hrernational Commodity Agreements (Lexington. Mass , Lexington Books, 1975), p. 76
35 Brazil withheld 12 million tons of coffee at a cost of $1 billion 1o sustain the agreement
36 Negotiated during a period of heightened interest in commodity arrangements and of high prices in 1976-1979. it proved casier to obtain agree-

ment on a buffer-stock facility as large as 550,000 tons

37 Export controls instituted at the end of 1957 were maintained for too tong into 1959 and 1960, with the result that the buffer stock was run dowa

38

39

50 much that the ceiling could not be defended ia 1961 The use of controls in January 1973 led to 2 breach of the ceiling in 1976 and 1975-1976
controls resulted in inactivity of the fifth agreement (see C L Gitbert, “International commodity agreemenis: design and performance”, World
Development. vol. 15, No. 5, (May 1987), p. 610).

At the start of the International Tin Agreement in 1956, the United States held a stock of 347.000 ons (18 months of non-seeialist world con-
sumption) An econometric model shows that the cffect of the tin agreement s buffer-stock was minimal in comparison with the effect on price
of releases by the United States tin stockpile {G W Smithand G R Schink, "The Internationa Tin Agreement: a reassessment”’, Econamit
Journal, vol 86 (1976)

Smith and Schink, op «fr . p 2]
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duction was restricted to two thirds of the base level during
the period 1982-1985. This became increasingly difficult to
enforce. Brazil and Bolivia were unwilling to be regulated
and Malaysia was unwilling to operate as swing producer
With resources for buffer stocking insufficient to mop up the
excess supply, the agreement collapsed in November 1983

In the light of this experience, the second window of the
UNCTAD Common Fund for Commodities—support for di-
versification purposes—assumes particular relevance. Ef-
forts to stabilize prices in the long run become ineffective
when market pressures accumulate and fixed prices or
prices fluctuating in a narrow band tend to exacerbate rather
than ease those pressures. It can nevertheless be argued that
an integrated programme to stabilize commodity prices
should, under normal circumstances, be more effective than
one involving an individual commodity as it is very unlikely
that supply cycles-—an important cause of instability for cer-
tain products—of the commodities under an integrated pro-
gramme are going to coincide.

In any event, policies to reduce the deleterious effects of
instability in prices and export earnings remain crucial. At

the country level, they help to ensure that development pro-
grammes are not seriously affected by fluctuations that
might be transitory. At the global level, they are important
since they play an anticyclical role when there is a pervasive
slow-down in world demand, as occurred in 1982, The com-
pensatory financing facility (CFF) of IMF and the Stabex
scheme of EEC have sought to fulfil such a role by prevent-
ing fluctuations in import capacity arising from fluctuations
in export receipts, through compensating financial flows.
However, only Stabex compensations are comrmodity-spe-
cific and on a grant basis, which makes them particularly
suitable for lJow-income countries or highly indebted ones.
CFF envisages no compensation if the shortfall in commod-
ity exports is offset by a rise in manufactured exports. The
cost of unstable commodity exports thus cannot be avoided.
At present, the IMF facility is unlikely to cover commodity-
specific shortfalls. A revamped facility is likely to emerge—
one that will also include contingency financing. Theoreti-
cally, it could lead to increased compensatory financing. Itis
yet to be seen, however, what the modalities for access will
be and what amounts countries will be able to draw when
faced with abrupt shortfalls in export earnings.

Changes in trade flows among countries and balance of trade

The overall pattern of trade has been greatly affected by
(a) macro- economic adjustments in the industrial econo-
mies and currency realignments, (b) changes in relative
prices of primary commodities, (c) the burden of debt of the
developing countries and (d) the successful export-oriented
policies of the newly industrializing countries.

Developed market economies

The volume of imports of the developed market econo-
mies increased by over 5 per cent in 1987, compared with 8

per cent in 1986 (see table 111 2). A large proportion of the
increase in 1986 was accounted for by the import of energy,
which did not change much in 1987. The volume of expotts
rose by over 4 per cent in 1987, compared with 2.5 per cent
in 1986,

Behind these aggregates were much larger changes in im-
ports and exports of individual countries. Exports of the
United States increased by 8 per cent in 1986 and 12 per cent
in 1987 and are expected to grow even faster in 1988. The
growth of the United States economy in 1987 was in fact

Table [II.6. Developed market economies: merchandise
trade balance, 1980-1987

(Billions of dotiars)

Coungry 1980 1984 1985 1986 1987
All countries -69 4 -47 6 ~376 -19 -14 4
Excluding the United States -43 9 64 9 829 142 4 {4 B
Major industriaf countries 331 -46 i -38.7 b4 -82
Canada LRy 16 6 132 8.1 88
France -13 4 - 46 ~5 4 -4 ~-90
Germany, Federal Republic of 87 20 283 553 69 8
aly -i64  -60 - 62 49 06
Japan 21 443 556 9212 96 5
Usited Kingdom 34 - 59 - 2.6 -12.4 -15.5
United States 255 L1125 1216 -4 3 -1592
Chher countries ~363 - §5 i1 - 33 - 62

Sonrce Department of Infernational Economic and Socinl Affairs of the United Nations
Secretariat based on IMF International Financiab Statistics; OECD, Economic Outlook; and
national sources I

a Preliminary estimates




fuelled by foreign demand . Exports of the United Kingdom
registered strong growth in 1987, while those of the Federal
Republic of Germany increased only marginally and those
of Japan declined by around 3 per cent.

The growth of import demand of the developed market
economies in 1987 was more evenly distributed among ma-
jorcountries. Japan increased its imports by over 7 per cent,
after a I3 per cent increase in 1986, as domestic demand
expanded faster and somewhat more strongly than expected
The Federal Republic of Germany also increased its imports
substantially, by 5 per cent. Both ltaly and the United King-
dom increased their imports faster than in 1986, United
States imports also increased by about 5 per cent. The
growth of trade among developed market economies was the
most inportant source of growth of their total imports and of
world trade, but imports of those economies from the devel-
oping countries also increased

The trade surpius ol Japan and the Federal Republic of

Germany and the deficit of the United States increased fur-
ther (sec table 111.6}. The trade surplus of Japan increased
slightly from 392 billion in 1986 to around $97billion in
1987, having increased by $37 billion between 1985 and
1986. The trade surplus of the Federal Republic of Germany
rose to around $70 billion, after doubling to $35 billion be-
tween 1985 and 1986 The United States trade deficit wid-
ened from $144 billion in 1986 to $159 billion in 1987, pro-
portionally less than in the preceding year. There were,

however, indications early in 1988 that the trade deficit of

the country had begun to shrink. A strong economy and
weak oil prices led 1o a deterioration of the trade balance of
the United Kingdom. The trade deficit of France widened
Canada continued 10 have a large trade surplus, most of it
with the United States

Developing countries

Exports from the developing countries increased signifi-
cantly in [987. Exports of the net energy-exporting develop-
ing countries declined somewhat, but those of the energy-
importing countries increased by 9 per cent in real terms,
after an 8§ per cent increase in 1986. Much of this increase
was due to the growth of manufactured exports, but there
was also a modest growth of exports of non-fuel commaodi-
ties.

After two consecutive years of decline, imports of the de-
veloping countries increased by around 2.5 per cent in 1987,
considerably above the average for the 1980s. However, the
growth of imports varied widely between country groups,
partly reflecting changes in their terms of trade and the com-
modity composition of their exports. Imports of energy-ex-
porting developing countries declined for the sixth year in a
1ow; aftera 20 per cent decline in 1986, they fell by a further
12 per cent in 1987 Though there was a substantia] recovery
in energy prices during the year, the value of their exports
remained below the 1985 level and the purchasing power of
these exports remained even lower. The energy-importing

developing countries, on the other hand, increased the vol-
ume of their imports in 1987 by about 7 per cent, which was
high compared not only with the 2 per cent growth in 1986,
but with the average for the 1980s as well.

The volume of imports of heavily indebted countries has
been declining since the beginning of the debt crisis in 1982
as debt-servicing requirements eroded their import capacity
The general increase in commodity prices in 1987 benefitted
some of the heavily indebted countries, but their imports, on
the average, did not increase significantly in 1987

The trade surplus of the energy exporters, which had
shrunk from around $69 billion in 1985 to $16 billion in
1986, increased to an estimated $45billion in 1987 (see table
[1.7). The trade deficit of the net energy importers declined
from $11 billion in 1986 10 $8 billion in [987. The continu-
ing decline in their trade deficit in the 1980s is, of course, a
reflection of the decline in the flow of resources to many of
these countries over the years and the success of the newly
industrializing countries in increasing their exports at a fast
pace.

The trade performance of the newly industrializing coun-
tries has drawn considerable attention. These countries have
been successful in increasing their exports, mostly manufac-
tures, even in the 1980s when exports of other countries
have been growing only slowly, Exports from the 10 leading
exporters of manufactures™ to the developed market econo-
mies continued to grow in 1987 (see table A 1I1.4). In cur-
rent dollar terms, they increased by almost 23 per cent in
1987, compared with an 11 per cent increase in the preceding
year, part of which is attributable to the depreciation of the
dollar The growth of exports of the Asian newly industrial-
izing countries™ was even higher. Still accounting for a smail
prodportion of world trade, exports of these countries are the
fastest growing component of world exports

Table III.7. Developing countries: merchandise trade hal-
ance, 1980-1987

{Biilions of dollars)
1980 1985 1986 1987
Al developing coungries 1110 550 57 3o
Encrgy-exporting countries 173 3 687 i63 453
Capita surplas countries 140 3 50 70 248
Other energy exporters 330 337 93 205
Net energy-importers -623 ~132 -106 -8 3

Sonrce: Department of International Economie and Social Af-
{uirs of the United Nations Secretariat. based on IMF. Internarional
Financial Statistics. and other interaational sources

4 Preliminary estimates
The growth of the exports of the newly industrializing

countries has sometimes been perceived as “*disruptive” and
has fuelled protectionist sentiments in some developed coun-

40 Argenting, Brazil, Hong Kong, India, Malaysia, Philippines. Republic of Korea, Singapore, Thailand and Yugoslavia
41 Hong Kong, India, Malaysia, Philippines. Republic of Korea, Singapore and Thailand
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Table HI.B. European centrally planned economies and China:
merchandise trade balance, 1980-1987

(Billions of dollars)
1980 1984 1985 1986 1987"
European centratly planned
economics
World 232 179 88 949 16.5
Cemtrally planned
£COBOMILs 23 38 38 52 37
Developed market
cconoemies -3 6 61 [3 -34 09
Developing countries 35 80 36 72 98
Eastern Europe
World -58 69 49 08 47
Centrally planned
cconomics ~-1.8 -0.2 04 -1 6 20
Developed market
economies -38 40 22 05 03
Developing countries ~0.2 31 23 19 23
USSR
World 80 IO 19 g2 ii4
Centratly planned
economies 4.1 40 34 67 38
Developed market
economies (.2 21 -09 -39 035
Developing countries 37 4.9 1.3 53 75
China®
World ~-i4 -1l -152 -12.1 -2 .8
Centraily planned
economies -2 -0.4 -0.4 -0.9 ~0.2
Developed market
cconomies -6.2 -135 -18.4 -166 97
Developing countries 50 10 37 37 75

Source: Department of laternational Economic and Social Affairs of the United Nations Secre-

tariat, based on nationat and internationai sources.

4 The 1987 figures pertain te January to November

b Preliminary estimates

tries. A less well recognized fact is that their imports have
increased pari passu by around 20 per cent a year.

The main factor behind the trade tension resulting from
the export performance of Asian newly industrializing coun-
tries is that their trade surpluses are unevenly distributed
among the developed market economies (see table A IIL5).
Most of the surplus arises in their trade with the United
States (around $24 billion in 1987) . Their surplus with Eu-
rope is small ($4 billion) and they ran a substantial trade
deficit (312 billion) with Japan.

It is widely recognized that some of the newly industrializ-
ing countries with large trade surpluses should open their
economies more fully by lowering trade barriers and letting
their currencies appreciate when this is called for. This ques-
tion, however, is often addressed in a bilateral rather than a
multilateral context It also often ignores a number of other

42 Excluding experts of Taiwen, Province of China

considerations . First, the markets of some of the highly ex-
port-oriented newly industrializing countries are far less
protected than is often supposed. © Secondly, these surpluses
have emerged only recently for most countries after a long
history of trade deficits, as in the case of Singapore and the
Republic of Korea, and they may disappear rather quickly
Thirdly, the'surpluses in some cases are being used to repay
a large external debt which heiped finance earlier deficits
These surpluses are thus largely a reverse financial flow
from debtors to creditors and are not all designed for the
accumulation of large foreign assets.

Eurcepean centrally planned economies and China
The trade flows of the centrally planned economies of Eu-

rope in 1987 were largely characterized by slower than
planned growth, adverse weather conditions, weak com-

3 Empirical evidence is scanty but see, for example, World Bank, World Development Reporr, 1987 (Washingtoa, D C., 1987}, p. 89, which
shows that the effective rate of protection of the Republic of Korea and Singapore are particularly low Hong Kong is well known as a relatively

unprotected economy.
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modity prices, the depreciation of the doliar and a pressing
need to increase earnings of convertible currencies. The re-
structuring and economic reform of these economies also
played a role. The volume of their exports increased by
around 3 per cent in 1987, less than in 1986. The slow-down
was entirely due to a slower growth of exports of the Soviet
Urion. Nevertheless, growing at 4 per cent in 1987, the ex-
ports of that country were the main source of growth of the
European centrally planned economies as a whole. Exports
of the Soviet Union to the market economiies increased by 10
per cent. Exports of the Eastern European economies in-
creased only stightly above their 1986 rate of around 2 per
cent. As in 1986, exports of the European centrally planned
economies to the market cconomies grew faster than exports
among centrally planned economies

Imports of the European centrally planned economies
continued to decline, falling by around 1 per cent in 1987
after a similar decline in 1986. Imports of the Soviet Union
fell by about 2 per cent, following a 5 per cent fall in 1986.
Lower fuel prices in dolar terms and the depreciation of the
dollar against other convertible currencies largely explain
the fall in imports of that country in 1986 and 1987. Imports
of the Eastern European economies increased only margin-
aily, owing chiefly to a deteriorating current-account posi-
tion and in some cases worries about their external debt.
Thus both Poland and Romania, two of the large debtors,
significantly reduced imports in 1987
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The overall trade balance of the European centrally
planned economies improved in 1987 (see table II1.8). The
Soviet Union, which had a large trade deficit with the devel-
oped market economies in 1986, had a small surplus the fol-
lowing year. The Eastern European economies maintained a
small surplus with the developed market economies. The
trade surplus of the European centrally planned economies
with the developing countries remained substantial and in-
creased in 1987,

Developments in China’s foreign trade were very largely
determined by the pace and pattern of growth of the domes-
tic cconomy and the continuing policy of outward-orienta-
tion of the economy. The volume of exports increased by an
estimated 27 per cent in 1987, after an 18 per cent growth in
1986. Much of the increase was in the export of manufac-
tures, especially textiles and light industrial goods, domestic
production of which rose sharply. The growth of exports is
partly atiributable to the effective depreciation of the yuan
renminbi against the yen and the major European curren-
cies. Imports had been growing very rapidly in the early and
mid-1980s, almost 60 per cent in 1985 alone. This growth,
however, had to be curtailed for the second year running,
following a sharp deterioration of the trade balance in 1985
The volume of imports declined by over 8 per cent in 1987
after, an almost 20 per cent drop in 1986. The sharp increase
in exports, an improvement in oil prices and the reduction in
imports reduced the country’s trade deficit from $12 billion
in 1986 to around $3 billion in 1987,






Chapter TV
INTERNATIONAL FINANCE, DEBT AND INSTABILITY

Three sets of financial events captured the attention of pol-
icy makers around the world in 1987: severe strains in the
international strategy for managing developing country
debt, the need for central banks to finance increased
amounts of the current-account deficit of the United States,
and the October crash in all the major stock markets of the
world. These developments highlighted the instability of in-
ternational financial relations in the late 1980s. As it turned
out, however, none of the events erupted into a full-blown
international crisis, but the potential for crisis remained.

A brief review of the global international financial ac-
counts shows that there were no sharp breaks with the recent
past (see table IV.1). The aggregate current-account deficit
of the developing countries shrank considerably in 1987, af-
ter climbing suddenly in 1986. But both the 1986 and 1987
changes were largely due to the sharp swing in petroleum
prices, down in 1986 with a partial recovery in 1987. On the
other hand, the accounts of the energy-importing developing
countries seem to have improved considerably since mid-

decade, registering a deficit of under $10 billion in 1986 and
under $3 billion in 1987; under $10 billion is forecast for
1988. These figures are very much the result of the strong
performance of three Asian economies—Hong Kong, the
Republic of Korea and Taiwan, Province of China—whose
total annual surpluses on current-account have been above
$20 billion since 1986. The current-account deficit of the
other energy-importing countries has been about $30 billion
a year since 1985. Although they benefited from the fall in
oil prices in 1986, they were hurt by the fall in the prices of
their commodity exports. Their trade balance—a deficit—
was virtually the same in 1987 as it was in 1985 In the same
period the trade surplus of the three Asian economies more
than doubled (see table A Il 6).

The international financial accounts of the developed
economies remain highly differentiated, the United States
being the most notable deficit country and the Federal Re-
public of Germany and Japan being the largest surplus coun-
tries The imbalances grew again in 1987, to -$149 billion

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

1980-1988
(Billions of dollars)
1980 1982 1984 1985 1986 1987 [O88:
Developed market economies -36.9 -671 -390 =217 14 § -127 ~170
Large industrial countries ~10.5 152 -3r8 45 134 -106 -110
of which:

Germany, Federal Republic of -6 8 113 16.0 229 46. 1 552 52.0
Japan -9 4 83 365 501 B67 887 750
United States 84 -12 966 -1029 -1272 -1485 -1280
Other industrial countries ~-264 -219 -12 29 0.8 -2 1 -6.0
Developing countries 67 -775 -9 -295 456 93  -13¢
Capital-surpius countries 1058 16.2 ~22 80O -86 56 50
Capital-importing countries -667  -996 -30.1 =260 -298 -145 =200
Energy exporters 21 -4 9 ~02 -3.5 ~-20.9 -100  -120
Energy importers -68 .8 -647 299 225 -89 -4 5 -80
Recent surpius economies® -74 -i6 71 16.4 225 270 225
Other -615 -631% -370  -329 -314 =315 -305
China -24 59 24 -5 -72 -4 20

Centrally plarned cconomies
of Europe® -52 31 100 23 -2 70 35
Eastern Euvrope -83 04 38 20 -1 4 (3.6 ~10
Soviet Union s 35 646 035 14 68 50
Residualt 5.5 80.9 589 489 317 150 365

Sowrce: Department of International Economic and Social Affairs of the Usited Nations Secretariat, based on data
of IMF, other official national and international sources and private sources

2 Balance of payments on goods, services and private transfess

b Preliminary estimates.

¢ Forecast, rounded to the nearest half-billion doilars (see chap I for assumptions and other lorecast details)
d Hong Kong, Republic of Korea and Taiwan. Province of China,

¢ Balance with market economies; total includes estimated investment income deficits of CMEA banks.

f Reflects errors in reported data, batances of economies whose dita are not included, and timing asymmetries in
national inflows and outflows. Errors include under-reporting of services earnings, especially involving
investment income channelled through of fshore financial centres and non-factor services exported by the

developed market economics to energy-exporting countries
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for the United States and $144 billion for Japan and the Fed-
eral Republic of Germany taken together (all measured as
the balance of payments on goods, services and private
transfers). The forecast for 1988 is that this imbalance wiil
begin to narrow, although the improvement will not be
large. In addition, the net current-account position of the
developed market economies is forecast to remain un-
changed. so that the reduction in the deficit of the United
States is essentially matched by the reduction in the sur-

pluses of the Pederal Republic of Germany and Japan; the
rest of the world will be largely unaffected

In any event, the forecast assumes no sharp break in the
trade or financial relationships of the major groups of coun-
tries: developed, developing and centrally planned econo-
mies. Given the unresolved international financial difficul-
ties that are the focus of the present chapter, the forecast
shows the likely outcome of another year of muddling
through

Debt and the negative transfer of financial resources
of developing countries

The world debt crisis has been a central topic of interna-
tional concern from at least 1982, Since then, many treat-
ments have been recommended. Of those tried, some allevi-
ated the situation in debtor countries. Yet, as at early 1988,
few would argue that the problem is close to being solved.
The word *‘crisis’ seems inappropriate: it generally implies
a decisive turning point, a crucial event, something of rela-

tively short duration. In 1982, the debt crisis was thought of

as a liquidity problem; today it is widely regarded as a ques-
tion of insolvency.

The narrowed flow of resources to the capital-importing
developing countries

The debt problem has mainly affected the developing
world, although it is a problem neither of all developing
countries nor exclusively of developing countries. But the
debt crisis affected so many developing countries that finan-
cial indicators calculated for the aggregate of all the devel-
oping countries that are conventionally thought of as being
net users of foreign capital began to show unusual results

Table IV.2. Net transfer of financial resources of the capital-importing
developing countries, 1980-1987

(Biilions of dollars)

1980 1982 1984 1083 1986 1987

Transfer on account of
direct investment®

Net investment flow 6.4 79 62 ') 57 73
Net invesunent income -39 160 -8 8 -8 =70 -8 3
MNet transfer -4 5 -2 26 -06 -13 -1 0
Net transfer on account of
private credit flows’
Net credit flow 340 242 88 20 & -i0
Net interest paid -183 -424 414 393 -336 -3i5
Net transfer 156 -182 =325 -372 =320 -325
Net transfer on account of
afficial flows®
Official transfers (grants) 135 113 125 4 4 id 4 50
Net credit flow 220 295 250 142 i50 135
Net interest paid -6.2 -88 -118§ -135 -i62 -175
Net transfer 2912 320 257 152 131 110
Totul transfer 403 18 -95 .217 L2001 -225

Sewree: Department of International Economic and Sociat Affairs of the United Nations Secretariat,
based on IME Balance of Payments Statistics, World Bank World Debr Tables: and other national and
muitilateral sources Data are for a sample of 98 countries for which adequate information was available

4 Preliminary estimate rounded to the nearest half-billion doilars

b Direct investment income excludes retained earnings and investment flow is shown net of rein-
vested earnings, In principle, resained earnings should be treated as paid out 1o foreign sharehold-
ers and returned as new invesiment flows However, since reporting of these data is highly incom-
plete and since the two items have completely offsetting effects on the net transfer, they are
omitted here

¢ Including long-term and short-term flows of foreign private liabilities and assets of the developing
countries

¢ [actuding use of IMF credit and other international monctary arrangements
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Figure IV.1.  Net financial resource transfers from foreign creditors
of middle-income and African country groups*
{Billions of dollars)
30
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Souwrce Bepartment of International Economic and Social Affairs of the United Nations Secretariat, based on data

of IMF (for total transfer caleulntion) and the World Bank (for credit transfer caleulation)

Norte. The middle-income group comprises Argentina, Bolivia, Brazil, Chile. Colombia. Cote d'Ivoire. Eeuador,
Mexico, Moroceo, Nigeria. Peru, the Philippines, Uruguny, Venezuela and Yugoslavia The African group
comprises the developing countries of sub-Saharan Africa, excluding Nigeria

* Preliminary estimate.
4 Credit transfer relates to medium-term and long-term credit, including use of IMF credit and estimated flows of
non-guaranteed private credit Total transfer is defined in table IV 2
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In particular, the net transfer of financial resources—de-
fined as the net capital or resource flow minus the net pay-
ment of interest and dividends—turned negative in 1984 and
has remained negative, showing a net outflow of at least $20
billion in each of the past three years {see table [V.2). Al-
though the total capital flow (i.e., the sum of credit, direct
investment and grants in aid) to these countries has remained
positive, the net payment of interest and dividends has be-
come the larger amount. The relationship to the debt prob-
lem is clear: the part of the capital flow that has shrunk is the
credit flow and the part of the investment income payment
that has grown is the interest paid,

The relationship between the overall net transfer and the
transfer related to foreign lending is most clearly seen in the
group of countries that has been a focus of international dis-
cussions of debt and development, namely, the 15 middie-
income countries associated with the 1985 debt-management
proposal of the United States Secretary of the Treasury.* In-

deed, the negative transfer of resources of the aggregate of

developing countries, shown in table IV.2, is largely a re-
flection of the transfer from this group. As these countries
are not, in general, recipients of large amounts of grant
assistance and since direct investment flows have been rela-
tively stagnant, changes in the overall net transfer have been
closely related to changes in the net transfer arising from
foreign credit activities: they were largely responsible for
the substantial positive net transfers in the years leading up
to 1982 and for the negative transfers thereafter.

Figure IV.] shows for this group of countries the overail
measure of the net transfer of financial resources and the net
transfer arising from medium-term and long-term foreign
credit flows.? The bulge in 1982-1983 in the difference be-
tween the overall net transfer measure and the net foreign
credit transfer shown in the figure has proved temporary. To
the degree that the bulge was due to what various authors
have described as ‘“‘capital flight”, subsequent data suggest
that capital flight is now, at least, a less serious problem.’
Significantly improving the overall net transfer of resources
to the middle-income highly indebted countries will thus re-
quire major adjustments in the financial relations of those
countries with their foreign creditors. As almost 70 percent
of their debt is with private creditors, predominantly foreign
commercial banks, this will largely entail new relationships
with the banks.

Figure IV.1 also shows the relationship of the net foreign
credit transfer and the overall net financial transfer for a
second group of countries, one that has been a special focus
of policy attention in donor countries, namely, countries of
sub-Saharan Africa. A group of those countries, excluding
Nigeria, has been obtaining a small positive net transfer
from medium-term to long-term foreign lending.® Reflect-
ing the dominant share of official lenders to the region, ac-
counting for 70 percent of the debt, all of the positive trans-
fer has been from official sources, although individual offi-
cial creditors have become net recipients of resources. In
particular, IMF received almost $1.2 billion in net resource
transfers from the region in 1987, It is also important that the
net transfer from creditors is much reduced from the levels
of the eatly years of the decade: §5 billion annually during
the period 1980-1983 has been reduced to roughly $1 billion
a year since 1985, During the first half of the decade, about
the same drop took place in the overall net transfer, calcu-
lated by adding together all sources of flows. The contribu-
tion of foreign creditors has thus virtually disappeared, but,
more recently, the overall transfer to the group has recov-
ered part of its initial decline as official grant assistance has
grown (and as repayment arrears, which are {reated in part
as short-term credit flows, have accumulated).

The economic meaning of the shift in resource transfers is
most simply seen in the changes in the balance of trade in
goods and non-financial services. This form of the trade bal-
ance is roughly the mirror image of the net financial transfer,
the difference between the two being the net change in offi-
cial reserves (see box IV.1). Usually, the trade balances of
developing countries are negative and international finance
helps to pay for imports, investment and consumption. As
positive net resource transfers fell, the financial contribution
fell and the trade deficit moved to zero. As the resource
transfer became negative for some countries, their trade bal-
ances moved into surplus.

Since the net transfer for all the capital-importing coun-
tries combined turned negative, large amounts of domesti-
cally earned foreign exchange have had to be transferred
abroad instead of being used at home. That is, the roughly
$20 billion annual resource transfer out of the developing
countries since 1985 should be seen against the approxi-
mately $4C billion annual inward transfer that took place
around the beginning of the decade.

V' Sce IMF, Sununary Proceedings of the Fortieth Annual Meeting of the Board of Governors, 8-11 October 1985 (Washington, D.C., 1985), pp
50-58 The countries, which were not formally mentioned in the proposal but which have been associated with it, are Argentina, Bolivia,
Brazil, Chile, Colombia, Céte d*lvoire, Ecuador, Mexico, Moroceo, Nigeria, Peru, Philippines, Uruguay, Venezucla and Yugoslavia.

2 Information on the flow of short-term credit and interest paid is not sufficient to extend the estimates of net transfers from creditors to include
those involving short-term transactions For example, some data are available only on a basis that lumps together transactions of foreign and
domestic entities, and other data are not directly recorded, such as changes in open-book credit of trading establishments

3 The concept and issues in the measurement of capital flight were discussed in World Economic Survey 1986 (United Nations publication, Sales
No E .86 H.C 1), pp 74-76 (sce also Michael Deppler and Martin Williamson, **Capital flight: concepts, measurement and issues”, Staff
Studies for the World Economic Ourleok (Washington, D.C., IMFE, August 1987), pp.39-58).

4 Nigeria, which is included in the group of middle-income highly indebted countries, has itself kad a substantial negative net transfer from its

forcign creditors since 1984,




Box IV.1. Trade, the net transfer of resources and
the official reserves buffer

The relationship between the net transfer of resources as ple of countries rose by $64 billion. Again, the overal] net
shown in tablelV.2 and the trade balance is not exact because financial transfer from these countries was largely un-
an important buffer exists between the two, namely, the changed; but this time, instead of reserves being drawn
change in official reserves.* For example, in 1986, the for-  down by $5 billion, they were built up by $7 billion.
eign exchange earnings of the sample of 98 capital-import-
ing developing countries fell by $19 billion (see the table).
No significant relief was accorded in the transfer of re-
sources, but there was a major shift in the reserve accounts.
Instead of $6 billion being added to reserves as had been
done in 1985, $35 billion was expended, which meant that
instead of import expenditure having to fall by roughly the
amount of the drop in export earnings, it fell by only $5
billion.

Reserve accumulation—along with the increase in the
value of the non-dollar portion of reserves arising from the
fall in the dollar’s exchange rate—has returned the capital-
importing developing countries as a whole to the reserve
levels of the early 1980s, both in terms of dollar value and in
relation to total import expenditure (see table A.IIL.7). But
the distribution of reserves among countries remains highly
uneven, sub-Saharan Africa, for example, having not even
two-months of import coverage. Moreover, when reserves

One important aspect of the reserves buffer is that it must ~ cover less than three-months of total expenditure on im-
be replenished after use and this is what happened in 1987, at ports, interest and other categories, as they do for most
least at the aggrepate level. With the rebound inoil prices, in  countries, there remains little room for manoceuvre when ex-
particular, and with the continuing rapid growth of exports port earnings drop, as was seen in aggregate in 1986 and for
from some Asian countries, total export earnings of the sam- many countries, particularly in Africa, in 1987 as well.

Trade, resource transfers and reserve changes of
the capital-importing developing countries

(Billions of dollars)

1980 1982 1984 1985 1986 1987

Trade account®

Exports 3882 3797 4047 3818 3732 4375

Imports ~-412.3 -413.8 -3765 -363.0 -3579 -4080

Balance ~24.1 =341 282 288 153 295
Net transfer of

fESOUTCes 40.3 18 -85 -227 -205 -225
Use of official

reserves ~-1613 224  -187 -61 48 -70

Sowrce: Table IV .2 and the sources cited therein (sample of 98 countries)
4 Preliminary estimates rounded to nearest half-billion dotiars
b Trade in goods and services other than investment income, and private transfers.
€ Additions to reserves are shown as negative nsumbers
¥ Foraformal derivation of the relationship between reserve changes and the net transfer, using nutional income sccounting concepts, see World
Economic Survey 1986 (United Nations publication, Sales No E 86 11 C 1), annex HI, * Definition and measurement of the net transler of
resources

Social costs of the transfer have been high.* Moreover, Nigeria. In the middle-income countries, pre-crisis rates of
there is little controversy that econromic recovery requires a investment need to be restored. In sub-Saharan Africa, those

stepped-up investment effort that is not feasible with the cur-  rates were already woefully inadequate, not only in compar-
rent trends in resource transfers. That investment shares ison with the rates that had become standard in other regions
have been very closely related to the net transfer is illus-  of the developing world, but also given the depth of the de-

trated in figure IV 2 for the middle-income highly indebted  velopment problem facing those countries.
countries and the countries of sub-Saharan Arica, excluding

5 See Giovanni Andrea Cornia, Richard lolly and Frances Stewart, Adjustment with a Human Face Prowecting the Vulnerable and Promoting
Growth (Clarendon Press, Oxford, 1987); papers prepared for the Interaational Conference oa the Human Dimension of Africa’s Economic
Recovery and Development, Khartoum, 5-8 March 1988 (Economic Cominission for Africa documents ECA/ICHD/88/1-50); and "*Report of
the Working Group on Human Resource Development ™. paper prepared for the United Nations Comsnitiee for Development Planning,
twenty-fourth session, 12-15 April 1988
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Figure IV.2  Net resource transfers and investment in middle-income
and African country groups

(Percentage of GDP)
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Source: Depariment of Internationa} Economic and Social Affairs of the United Nations Secretariat, based on
data of IMF (see the note to figure TV. 1 for the composition of the country groups; nettransfer includes changes in
reserves, for consistency with nationat income accounting concepts)

*Preliminary estimate
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Components of the net financial transfer

As noted above, the largest source of the negative transfer
has been private credits. These are primarily bank loans, but
include private suppliers’ credits, small amounts of bond fi-
nance and a large residual in balance-of-payments statistics
that is thought to comprise mainly short-term commercial
and bank credits to and from the developing countries. In
1987, there was a small net private credit outflow, according
to preliminary estimates. On the positive side, however, a
part of that result was due to the decision of the Republic of
Korea to apply some of its recent bafance-of-payments sur-
pluses to reducing its outstanding debt.* Most other coun-
tries, in contrast, are in need of considerably more financial
resources than are currently being made available to them.

In the early years of the decade, developing countries took
up to 40 per cent of total international medium-term bank
credits. Since 1985, they have taken about 17 percent, much
of which is “forced lending” arranged as part of debt-re~

scheduling operations and used mainly to help pay debt-
servicing on already outstanding debt. In 1987, forced lend-
ing made up almost half of the total of gross medium-term
loans that the private markets extended to developing coun-
tries (see figure IV.3).

The net transfer provided through official channels is the
one major financial category of flows that is still positive,
albeit reduced by some 60 percent from the levels in the
early years of the decade. Official assistance in the form of
grants has not significantly exceeded the levels of the begin-
ning of the decade although it has recovered, if slowly, from
the trough of 1982.

In 1987, if not for the grants, the net transfer through offi-
cial sources would also have been negative, according to
preliminary estimates of the United Nations Secretariat.
Data on the 1987 flow of official development assistance
from member countries of the Development Assistance
Committee (DAC) of OECD will not be available until June,

Table IV.3.  Resource commitments of multilateral development institutions,

1980-1087
(Millions of dollars)
1980 1982 1984 1985 1986 1987
Financial institutions
African Development Bank 571 766 879 1854 1639 2140
Asian Development Bank 1929 1837 2380 2093 2047 2430
Caribbean Development Bank 45 45 a3 48 59 46
Inter-American Development
Bank 2341 2793 3615 3102 3057 2407
International Fund for
Agricultural Development 394 338 211 131 147 233
World Bank group 13434 313098 13528 17896 18294 20580
World Bank 8802 9801 9721 13321 13882 15310
International Development
Association 3BT 283 3222 3541 3373 3841
International Finance
Carporation Bi5 465 585 1 034 1 039 1429
Subtotal 18714 18877 20678 24424 25243 327 845
Operational agencies of the
United Nations
United Nations Pevelopment
Programme® 639 621 531 567 656 809
United Nations Population Fund 146 5 134 141 ilo 134
United Nations Children’s Fund 279 405 204 452 248 330
Waorld Food Programme 479 613 925 642 629 621
Subtotal 1543 1754 1794 i 802 1649 13894
Total commitments 20257 20631 22472 26226 26892 29739
Memorandum item
Commitients in units of
1980 purchasing power 20257 22425 26130 30145 26109 25637

Source. Annual reports and information supplied by individual institutions
& Loans, grants, technical assistance and equity participation, as appropriate; all data are on o calendar year basis

b Including UNDP-administered funds

¢ Totai commitments deflated by the United Nations index of manufactured export prices in dollars of developed
market economies. 1980= 100 (see United Nations, Monthly Bulletin of Statistics. March 1988 {ST/ESA/STAT/

SER (Q/183))

6 In the first three quarters of 1987, the Repubiic of Korea reduced its liabilities 1o international commercial banks by almaost $6 billion at constant
exchange rates, after an aimost 52 billion reduction in the fourth quarter of 1986, according 1o data of the Bank for International Settlements
(nternational Banking Developments. Third Quarter 1987, Basle, February 1988)

55



Figure IV.3.  Gross capital market borrowing

by develo

ping countries
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try grouping. Forced bank lonns are arrangements for “new money" made as part of multilateral agreements 10

restructure commercial bank debt

but if 1986 commitments are a guide, the net disbursements
of DAC aid are poised to rise significantly, although only in
nominal terms.” Partial year data on development finance
commitments of Arab national and regional development in-
stitutions continue to suggest that the aid efforts made early
in the decade by oil-exporting countries are no longer feasi-
ble (see table A HI.8).

Multilateral development financing activities are showing
significant dollar increases, but they do not trapsiate into
“real” additions to assistance. Resource commitments by
the multilatera] financial institutions in 1987 rose by more
than 10 percent in dollar terms (see table IV.3). Falling short
of the nearly 17 percent increase in 1985, it nevertheless
represents a recovery from the 2.5 percent rise in 1986. To-
tal resource commitments have now reached an annual level
of $30 billion. However, when defiated by the index of
prices of manufactures, multilateral commitments were
lower in 1987 than in 1986, and in 1986 they were below
those of 1983, as the table indicates.

Preliminary data suggest that loan disbursements in nomi-
nal dollar terms increased in 1987 by around 5 percent, end-
ing the previous year’s decline. In real terms this is quite
disappointing, especially in the light of increasing repay-
ment obligations on outstanding loans.

7 ODA commitments of DAC countries rose 21 percent in 1986 in dollar ¢
Co-operation, 1987 Report (Paris, December 1987), p.256). However,

The lag between commitments and disbursements con-
tinues to be important. Indeed, for the World Bank group,
which accounts for almost 70 percent of the multilateral to-
tal, the rise in resource commitments has been increasingly
concentrated on lending that is intended to be quick-disburs-
ing and in support of adjustment efforts. In fiscal year 1987,
which ended in June that year, the share had already risen to
23 percent from 19 percent the year before. The agreement
of March 1988 to increase the World Bank's capital base by
$75 billion will significantly expand the Bank’s lending abil-

ity.

At the regional development banks, important develop~
ments have also been taking place, while the dollar value of
commitments by the operational agencies of the United Na-
tions reversed their overall decline of 1986, Implementation
of the international policy of strengthening the African De-
velopment Bank continues, and lending commitments there
rose more than 30 percent in 1987, reaching almost four
times the lending activity of 1980. Gross disbursements in
1987 also rose at about the same rate. Lending commitments
at the Asian Development Bank also rose sharply, the result
of its decision to expand programme lending in support of
policy adjustment. The strong growth in lending was largely
due to the sharp increase in the concessional loans of the
Asian Development Fund (ADF), particularly to Bangla-

erms, afler stagnating since 1983 (see OECD, Development
the real value of those commitments when disbursed would be far less,

owing especially 1o the devaluation of the dollar; if disbursed entirely in 1987, they would have represeated an increasc of 7 5 per cent measured
in purchasing power over manufactured exports of DAC countries; if disbursed entirely in 1986, they would have represented an increase of 2

per cent
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Figure 1V 4,

Net flow of IMF credit to the main regions
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desh. In addition, the Bank allowed Indonesia access to the
Fund. Gross disbursements registered strong gains, as re-
cent problems of himited absorptive capacity and lack of lo-
cal currency counterpart financing in Asia have eased some-
what. At both regional development banks, the increase in
comunitments was concentrated in concessional lending, in
recognition of the need to provide assistance to borrowing
countries on terms that are more affordable.

In sharp contrast, resource commitments of the Inter-
American Development Bank, even in nominal dollars,
plunged from $3.1 billion in 1986 to $2 .4 billion in 1987
This contraction in lending levels reflected the continuing
economic recession that has affected the region since the
early 1980s and, perhaps more important, the dispute on the
voting power of members in taking key decisions. That dis-
pute has stood in the way of agreement on the seventh gen-
eral increase of the Bank’s resources.

One large source of multilateral financial support of de-
veloping countries has instead become a net recipient of re-
sources from those countries, namely, IMF. Even excluding
Fund charges (i.e., interest payments), IMF has been a net
recipient of funds from these countries since 1986; but the
amount returned in 1987 rose to almost 33 billion (see table
AHL9). The reverse flow applied to almost every Fund
“window™ and to every geographical region (see figure
IV.4).

It is sometimes argued that IMF is not a development fi-
nance institution but is more like a revolving fund. In this

argument, it is presumed that the emergency ends within the
prescribed period of Fund-supported adjustment pro-
grammes. In 1984, that period averaged 14 months. By
1987, it had risen to 26 months (see table A.II1.9). This
lengthening is encouraging, as is now the recognition by the
Fund’s Governors that the Fund needs to provide larger-
scale, longer-term and concessional resources for the low-
income countries seeking its assistance. The Fund is now
providing such assistance through the Enhanced Structural
Adjustment Facility, created at the end of 1987. It is never-
theless troublesome that adjustment is stiil a major problem
and that the Fund has found itself agreeing to an average of
27 separate adjustment programmes a year since 1980 In
that regard, 1987 was an average year. The time when the
imperative to achieve adjustment in the balance of payments
will be supplanted by a development imperative continued to
recede.

Debt and the heavy debt-servicing burden

Several developing countries, the sum of whose popula-
tion accounts for over half the population of the developing
world, do not currently have serious debt problems as com-
monly understood * Those countries may often be struggling
with serious development problems, but they meet their
debt-servicing obligations without disruption because those
obligations are not overly large relative to their export earn-
ings. In some cases, this is mainly the result of the carlier
reluctance of policy makers to accumulate large amounts of
the kinds of debt that entail heavy debt-servicing payments.

8 Including China among the developing countries raises the population proportion to about 70 percent
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Box IV 2. Debt management and integration of socialist countries
into the international financial system

Centrally planned economies have traditionally had rather
limited relations with the international financial system.
However, this has been changing since the 1970s, marked by
the increasing number of socialist country members of IMF
and the World Bank, by institutional experimentation to en-
hance economic flexibility and openness in foreign trade,
and by the growing use of foreign private credit flows and
foreign direct investment in joint ventures

By the early 1980s, three of the centrally planned econo-
mies of Europe had accurulated foreign debts that had be-
come an especially heavy burden to service. These were
Hungary, Poland and Romania, which together account for
more than 80 percent of total Eastern European debt. By the
end of 1987, according to national authorities, the gross debt
in convertible currencies of Hungary had reached $18 bil-
lion, representing four times the value of merchandise ex-
ports to non-socialist countries; that of Poland exceeded $37
billion, representing almost six times the value of those ex-
ports; and that of Romania stood at $6 billion, which was
equal to the value of those exports

The international financial markets reacted early in the
decade to the debt strains of Eastern Europe by reducing
country risk ratings, which reached their lowest level in
1982-1983, at the bottom of the payments crisis. Adjustment
measures and world economic recovery improved the trade
situation and the ratings recovered, peaking in 1985, after
which the trade of the Eastern European region again deteri-
orated.

Among the different approaches that countries have taken
to cope with the debt burden, Romania’s has been unique.
Like other indebted countries, Romania has been undergo-
ing debt restructuring through renegotiation, but it has also
been reducing the level of foreign debt outstanding. It is
seeking to repay all its hard-currency debt by 1990 and to
refrain from resorting to any form of foreign credit.’ Hun-
gary has given high priority to avoiding debt renegotiations,
although it is undertaking major economic restructuring and
is seeking to sharply curtail the growth of its debt.®

In retrospect, some countries of Eastern Europe may be
said to have overextended their use of international financial
markets in the 1970s, based on expectations of interest rates
and debt-servicing capacity that in the end were over-opti-
mistic, as in the case of many developing countries. The
Soviet Union, in contrast, whose economy is in any event

less dependent on trade, has long taken a highly cautious
approach to external borrowing. Soviet activity in private
credit markets has traditionally been low-key, the bulk of it
involving short-term finance. However, financial experi-
mentation has grown recently, as in the floating of a small
Swiss franc bond issue by the Bank for Foreign Economic
Relations in January 1988, as a test for future Soviet issues

The evolution of new Soviet approaches to external fi-
nancing will be heavily influenced by the pace of domestic
reform, including reform in the area of finance, which in-
volves decentralization and creation of a potentially more
competitive banking system. A new sign of this is that Soviet
banks have begun to provide hedging against exchange rate
risks to Soviet firms involved in foreign trade, which is quite
a novelty in Soviet banking practice® Traditionally, the
hedging function has been carried out by the State Monopoly
of Foreign Trade and Payments and absorbed by the central
government budget. Soviet policy makers are also consider-
ing measures to enhance convertibility of the rouble (see
chap. VI below).

China has been increasing its activity in international fi-
nancial markets since 1978 ¢ Foreign financing is to be used
in development and modernization, although cautiously,
subject to expected foreign exchange earnings. Over-indebt-
edness is to be avoided and official and preferably conces-
sional loans are to be sought whenever feasible. A ceiling on
the debt-service ratio of 15 per cent, used as a guide in the
initial years of reform, has been retained.

Application of these principles, however, at first seemed
to elude Chinese authorities—except adherence to a low
debt-service ratio—as a consequence of the sequence and
pacing of the domestic economic decentralization that was
being undertaken. Decision-making on external trade, bor-
rowing and domestic industry was decentralized without es-
tablishing institutions and indirect policy instruments to re-
place direct controls. The demand for foreign loans by local
authorities and enterprises exceeded planned amounts and
the current-account deficit soared in 1985, By 1987, gross
foreign debt outstanding had more than tripled from the $8
billion level of 1980, reaching about $28 billion, although
the increase in the past few years has been due in part to the
rise in the exchange rate of the yen relative to the dollar, a
problem that has affected many countries with relatively
heavy shares of Japanese or European currency debt.

a Executive Political Committee of the Central Comemittee of the Romanian Communist Party, 28 Decem-
ber 1987 (sce Agerpres (Bucharest), 28 December 1987; and Scintera (Bucharest), 29 December 1987, p

D

b Parliamentary speech of the Prime Minister (see Népszabadsdg (Budapest), 19 September 1987, p. 23
and address by the Deputy Prime Minister (see Magyar Hirlap (Budapest), 20 February 1988, p. 5)

¢ B. Fedorov, “Novye funksii bankov™, Ekonomicheskaya Gazera, No § {February 1988), p. 20.

d The decision was promulgated at the Third Plenum of the Eleventh Central Committee, held in Decem-

ber 1978




To regain control, some degree of recentralization of ex-
ternal borrowing was carried out by authorizing the State
Administration of Exchange Control to monitor and approve
new debt. In addition, efforts have been made to refinance
some of the short-term commercial debt incurred in financ-
ing the current-account surge of 1985-1986. Although im-
provements have clearly been made, the system of debt man-
agement remains rudimentary and under strain because of
inappropriate signals from the domestic price system and the
insufficient degree of accountability of local authorities and
enterprises.

Finally, in China, Eastern Europe and the Soviet Union, a
greater policy interest has emerged in increasing direct in-
vestment by transnational corporations in joint venture proj-
ects in their economies. Indeed, since 1986, all the centrally
planned economies of Europe have passed or substantially
modified legislation concerning direct investment, except
the German Democratic Republic, which uses other forms
of co-operation with foreign private corporations. The So-
viet Unicn is in the process of negotiating framework agree-
ments with consortiums of private companies in the United
States and Europe (including banks in Europe). Some mem-
bers of the consortium would generate foreign exchange

earnings directly, while others would have a primarily do-
mestic orientation. One important advantage of such ar-
rangements, as distinct from individual joint ventures, is
that they would facilitate the repatriation of profits in con-
vertible currencies earned and establish limited convertibil-
ity within the consortium.

China reversed its policy towards joint ventures in 1979
after two decades of rejection of foreign direct investment as
a means of importing technology and capital Policy and its
implementation have been evolving since then,"and will un-
doubtedly continue. Since late 1987, for example, some po-
litical feaders have been discussing ways of reducing foreign
exchange and related restrictions on joint ventures-—in par-
ticular, by giving virtually full management respensibility to
the foreign investor.

Together, the international financial experiences of these
countries, in particular with regard to foreign borrowing,
seem to highlight a lesson that has also been learned by de-
veloping countries, namely, that while international financ-
ing provides a great opportunity to increase the resources for
development, excessive use, especially of financing on com-
mercial terms, can be dangerous.

¢ China Daily, 21 May 1987, p 4; and Business Weekiy of Chtina Daily, 22 February 1988, p 1.
f See Foreign Direct Investment in the Peoples Republic of China (United Nations publication, Sales

No.E B8.H A 3).

Some countries were never accorded significant access to
credit because of the fragility of their economies and the
poverty of their people, financial flows having instead been

largely in the form of grants-in-aid . In yet other cases, large -

debis were accumulated, but export growth was very suc-
cessfolly promoted and the terms of trade did not deteriorate
to any significant extent. For such countries, the debt prob-
lem is a potential one: only if their export earnings were cut
back by an economic slow-down in their major markets or
by protectionist exclusion of their exports, or if interest rates
jumped appreciably, would their debt-servicing situation be
likely to deteriorate seriously.

The reasons that some countries found themselves with
excessive debt burdens and others did not are varied (see, for
example, the different experiences of the socialist countries
of Eastern Europe, the Union of Soviet Socialist Republics
and China described in box IV 2). A key factor is that it takes
time for an excessive debt burden to accumulate; three other
factors are responsible: first, a readily expanded—highly
elastic—-supply of credits; secondly, a shared expectation by
borrowers and lenders that capacity to pay will not deterio-
rate in the future, possibly accompanied by a political stale-
mate or lack of governmental mandate that makes decisive
economic policy action difficult to take; and thirdly, a lack
of national official accounting and control of the aggregate
run-up of foreign obligations. Indeed, when the debt crisis
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erupted in some of the major indebted countries, there was
no readily available record of how much debt was outstand-
ing or even how large the Government’s own obligations
were. With the benefit of experience, national management
of foreign debt has become a more salient policy issue and
even an area of international co-operation, as shown by the
technical assistance programmes in debt management of-
fered by UNCTAD and the Commonwealth Secretariat.

Meanwhile, the developing countries that have accumu-
lated excessive debt burdens have been unable to grow out of
them or “‘adjust™ out of them. (overnments have changed
and political mandates for decisive action have come and
gone without a resolution of the problem. Increasingly, it is
realized that the economic strains of adjustment under a
heavy debt burden make it politically impossible to carry
programmes of policy reform through to completion. The
solution requires a reduction of the debt-servicing obliga-
tions immediately in the long run, which is to say that part of
the answer for some countries is for creditors——both official
and private--not to receive full, let alone timely, servicing of
their loans.

The total amount of the loans outstanding to developing
countries—not all of which need be candidates for debt re-
lief—reached almost $1 trillion by the end of 1987 (see table




Table IV.4. Gross foreign debt of the capital-importing
developing countries, 1980-1987

1980 1982 1984 1985 1986 1987
Billions of dollars
Medivm-term and long-term deb 4229 550.8 6898 7506 8269 882
Official concessional 106 4 1216 1314 149 6 172.6 390
Official non-concessioaal® 67.1 978 1391 159.8 1858
Private 249 4 3314 4193 4412 4686 492
Short-term debt 122 8 1577 1151 1135 99.4 162
Total 5457 70B.5 804.9 864.1 926.3 984
Percentage
Totat as a ratio to GNP* 336 42 4 50.2 52 8 338 53
Totai as a ratio to exports’ 136.8 182 6 2017 2211 2476 226
Memaorandum item
Totat detd of a broader grouping
of capital-imparting countries
(billions of dollars) 656 831 958 1 038 1120 1150

Sonrce: Department of International Econarmic ard Social Affairs of the United Nations Secretariat, based on
data of the World Bank, IMF and other sources (total sample of 113 countries).
8 World Bank deit estimate, adjusted for differences in country coverage.
b Including use of IMF eredit (excluding the IMF Trust Fund, which is included in concessional debt).

¢ Sample of 96 countries.
4 Sample of 103 countries

¢ Inciuding member countries of the World Bank with centrally planned economies, Greece and Portugal
among the developed market economies, but excluding the high-income oil-cxporting countries {see
World Bank, World Debr Tables, 1987-88 edition, vol 1 (Washington, D C, 1988), p viii)

1V.4).° This represents roughly half of the aggregate GNP of

these countries and more than twice their export earnings.
At the beginning of the decade, in contrast, those ratios were
one third and less than 150 percent.

The debt ratios indicate that the overall debt has become
so large relative to economic size and relative to export
earnings that no significant part it can be repaid in the short
run because that would impose an impossible burden on the
debtor countries. However, creditors neither expect nor nec-
essarily want their loans repaid immediately, although they
reasonably claim the contractual right to be paid according
to schedules contained in loan agreements.

Creditors are usually flexible when major borrowers first
have difficulty in meeting principal payments, one simple
option being to refinance those payments with additional
credits, The attraction of refinancing is that outstanding
debt-servicing payments are made with the proceeds of the
new loan and the debtor's accounts are kept current with his
creditor. If difficulties persist, a more elaborate option is
formal renegotiation of the repayment schedule, but in both
cases the usual result of deferring debt-servicing payments is
that they grow quickly, especially when the new loans or
rescheduled amounts of old loans need to be repaid in only a
few years, This has been the case for the heavily indebted

developing countries and explains the simultaneous negative
financial transfer, growing debt levels and continued debt-
servicing problems.

Over $150 billion of interest and amortization was sched-
uled to be paid on the medium-term and long-term debt of
the capital-importing countries in 1987. Detailed data on
payments made in 1987 will not be available until the end of
1988, but they will certainly show a significant underpay-
ment, as has been the case in most of the 1980s. For the most
part, interest payments are kept current and payments of
principal lag. In 1986, for example, about 30 percent (or
over $20 billion) of the total scheduled amortization was not
paid; it was either rescheduled or arrears accumulated.

One highly unusual development in the present situation is
that several developing countries have accumulated signifi-
cant arrears to the multilateral institutions, which generally
enjoy a privileged status with their borrowers and which on
principle have not engaged in any rescheduling of their own
loans. In particular, as at the end of October 1987, eight
member countries of IMF had a total of approximately $2
billion of arrears to the Fund, 75 per cent of which had been
outstanding for six months or more. Arrears to the World
Bank were smaller but still significant: as at the end of June
the amount overdue more than three months was almost

9 The 1987 increase in the dolar value of the debt shown in the table, about 6 percent, overstates the growth of new lending, which was less than
2.5 percent The difference is mainly due to the fall in the exchange rate of the dollar, the ruuméraire, relative to the currencies of several major
creditors (sce World Bank, World Debr Tables, 1987-88 edition, vol | (Washington, D.C | January 1988), p viii).
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Figure IV.5. Debt-servicing ratios of middle-income
and African country groups

(Percentage of exports of goods and services)
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Sonrce: Based on data from IMF, World Economic Outlook (Washington, D C . April 1988}, adjusted. Debt-
servicing includes interest paid on all debt phus principal payments on medium-term and long-term debt, includ-
ing debt to IMF (see the note to figure IV 1 for the composition of the country groups)

* Prefimsinary estimate.

$200 million. ™ By March 1988, at least five countries were
in arrears to the Bank.

Difficulties in timely debt-servicing have been concen-
trated in two regions: Africa and Latin America and the Car-
ibbean. The problem is most readily analysed, however, in
terms of groups of countries that do not follow geographical
lines closely, such as the 15 middle-income, highly indebted
countries, two thirds of which are Latin American, but
which also include three major African economies, and the
developing countries of sub-Saharan Africa, excluding Ni-
geria.

In the late 1960s and early 1970s, it was taken as a rule of
thumb that a country’s debt-servicing ratio should not ex-
ceed 15 percent of its export earnings. In 1981, the ratio for
the middle-income highly indebted group of countries was
more than twice that figure and the ratio for sub-Saharan
Africa exceeded 20 percent (see figure IV.3). For the 1980s
as a whole, the debt-servicing ratios of both groups of coun-
tries have been on an upward trend. The 1982 peak for the
group of middle-income countries was one indication of the
onset of the debt crisis. There was some improvement in

1983, as interest rates fell and the first major wave of debt
renegotiations reduced amortization payments, but the ag-
gregate debt-servicing ratio of these countries has been stuck
at roughly 40 percent since 1983. Export earnings began to
recover in 1984, but plummeted thereafter. Meanwhile, fall-
ing international interest rates and successive rounds of debt
rescheduling have kept the debt-servicing ratio from again

jumping, except in 1986 when the sharp drop in oil and some

other commodity prices depressed export earnings. The im-
proved debt-servicing ratio in 1987 was due to higher export
earnings and lower amortization and interest payments. But
reversals in the last two factors are expected in 1988, which
may again raise the debt-servicing ratio

In the case of the sub-Saharan Africa group, the debt-serv-
icing ratio has risen almost without pause. Since over a quar-
ter of that debt is on concessional terms and since much of
the rest is at fixed interest rates, the upward trend in the
aggregate debt-servicing ratio is less ascribable to debt-serv-
ice trends than to disappointing export trends. Given the
slow growth in export earnings, the rise in the debt-servic-
ing ratio was almost inevitable

10 See IMF '*Financial statements of the General Department™, quarter ended 31 October 1987, p 13, and World Bank, Aunual Report, 1987

(Washington, D C , 1987), pp. 181-182
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Current management of the international debt problem

Despite the statements of spokesmen for creditor institu-
tions and debtor countries and of international financial pol-
icy makers, the actual management of the international debt
situation is less a comprehensive strategy being imple-
mented than a tentative, piecemeal and thus far unfinished
scheme. Much has been learned and participants have come

to better appreciate the needs, constraints and abilities of

others. A consensus on the broad outling of the problem and
policy needs was reached at a political level in the United
Nations General Assembly (resolution 41/202 of 8 Decem-
ber 1986) and reiterated in the Final Act adopted by the
United Nations Conference on Trade and Development at its
seventh session (July/August 1987) and in subsequent inter-
national meetings. The issue has been monitored closely by
the Interim Committee of IMFE, the joint IMF/World Bank
Development Committee, and in numerous official and pri-
vate forums. Yet, with action falling short of needs, collec-
tive government pleas for relief continue to be made, nota-
bly by the Organization of African Unity at a special suminit
meeting held at Addis Ababa at the end of 1987, and by eight
Latin American presidents at a meeting at Acapulco, Mex-
ico, also at the end of the year,

But progress, even if insufficient, has been made since
1982 A report an the debt situation prepared for the General
Assemnbly at its forty-second session, in 1987, traced im-
provements through mid-year in the terms of debt reschedul-
ing and discussed innovative features of debt restructoring.
Progress has continued to be made so that, for example, the
average terms of commercial bank rescheduling in 1987
were a considerable improvement over those of 1986, The
spread added to the LIBOR interest rate base, which had
been 2 percent on average in the first round of negotiations,
fell to 1 3 percent in 1986 and to 1.0 percent in 1987 The
average grace period rose to five years, from four in 1986
and three in 1983 and 1984 The period over which the re-
payments had to be made was also lengthened, from 10 years
on average in 1986 (6 in 1983) to 15 years in 1987."7 The
gverage terms should further improve in 1988, if the 20-year
maturity with an 8-year grace period that Brazii and its cred-
itors agreed to in March is a guide. By the same token, ar-
rangements in the Paris Club for the rescheduling of inter-
official debt have been eased, in particular for low-income
countries, some of which have won 20-year reschedulings
with 10-year grace periods.

But the atmosphere during much of 1987 was highly
strained and may be characterized as one of fatigue and frus-
tration among debtor countries and disillusionment among
creditor institutions. Ecuador, which in late 1986 had begun
to tap the private financial markets outside the context of
debt-restructuring agreements, although in a limited way
and under special circumstances, found it necessary in early
1987 to unilaterally suspend interest payments to its bank

creditors, Brazil, soon afier reaching an unprecedented
agreement in the Paris Club to reschedule bilateral official
debt without having secured an IMF stand-by agreement,
found itself unilaterally suspending interest payments to its
commercial bank creditors. In addition, Bolivia, Costa
Rica, Cuba, the Dominican Republic, Honduras, Nicaragua
and Peru were explicitly or implicitly in a state of morato-
rium with their bank creditors for most of the year "* In Af-
rica, among the many countries that have fallen into arrears,
two stood out. By the end of May, Cote d’Tvoire and Zambia
had to suspend debt-servicing and, especially significant in
the latter case, suspend a difficult and complicated interna-
tionally supported adjustment programme for lack of ade-
quate financial resources

In addition, the commercial banks, most prominently in
the United States, took a new stance towards the debtor
countries. Acknowledging to an unprecedented degree the
financial weakness of their sovereign loans, banks added
substantially to their loan-loss reserves. In some countries,
this was an initiative of the banks; in others the regulatory
authorities requested higher provisioning." At the same
time, banks continued to add to their equity, thereby reduc-
ing their relative exposure to problem debtors; European
and Japanese banks were helped by the effect of the fall in
the exchange rate of the dollar on the local currency value of
dollar-denominated loans.

But although banks took major accounting losses in 1987
and debtor countries experimented with unilateral moratori-
ums, by early 1988 some major debtors and their creditors
had returned o the negotiating table to seek more normal
relationships. At the same time, several countries sought re-
newed adjustment programmes with IMF and the World
Bank, and both institutions tried to improve their ability to
address the adjustment needs of the developing countries—
the Bank through a major reorganization and redirection of
activities, and the Fund through an internal re-examination
of its policies on the use of some of its facilities.

What has occurred is not a return to orthodoxy, but rather
a recognition that so far no practical alternatives to “‘mud-
dling through™ have been offered. There is little expectation
on any side that muddling through will achieve more than a
little more time in which to find 2 solution to the debt prob-
tem. In the meantime, debtor countries continue to be hard
pressed to increase exports in an international trading sys-
tem under strain, while the political need grows in debtor
countries to begin to derive benefits to incomes and growth,
while making adjustments under a heavy debt burden.

Novel features of rescheduting

Various solutions to the debt problem, however, are being
attempted through innovations in debt-restructuring that are
being tested with increasing frequency In recent years, sev-

1 See the report of the Secretary-General on the international debt situation in mid-1987 (A/42/523), 16 September 1987, sects V and VI

12 Data for 1987 cover the first nine months (see World Bank, World Debt Tables,

P XXXiV)

13 See Economic Commission for Latin America and the Caribbean, *The evolution of the external debt problem in Latin America and the Carib-

bean” (LC/G 1497), 16 February 1988, p 18

14 For a summary of the action taken in 1987 in major creditor countries, sec World Bank, Worid Debr Tables,
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eral new features have been added to the menu of options
from which debtors and creditors design their debt-restruc-
turing packages.” To a degree, they are aimed at meeting the
increasing reluctance of some creditors, especially smaller
banks, to extend new loans to finance old ones. Many credi-
tors have preferred to reduce their lending exposure to se-
lected debtors, even at a loss. As more and more of the new
rescheduling features have been designed, however, they
have also pointed to new ways of addressing the need of the
debtors to improve their net transfer of financial resources
without increasing their debt burden.

Until recently, the major concessions to debtors in renego-
tiations did not entail significant losses to their creditors,
Principal repayments were stretched out over longer and
longer periods, but the extensions themselves were financed
at market interest rates. In commercial bank restructurings,
spreads over base interest rates and renegotiation fees were
reduced, but they had risen to excessive levels at the onset of
the debt crisis and the newer spreads still exceeded the
spreads non-rescheduling countries obtained in the market
for sovereign risk borrowing. Certainly, participating credi-
tors were required to lend new money to help pay interest
charges and were thereby forced to increase their exposure
to troubled borrowers; but losses have not been realized on
those loans either.

Other features of agreements gave banks the option of re-
denominating their loans into their home currency or an-
other currency, which could spare them the exchange risk
from devaluation of the original currency, usually the United
States dollar. The banks also were allowed to change the
base interest rate to which the spread was added in figuring
interest charges. Whereas the former change shifted a new
exchange risk to the debtor, the latter generally promised a
lower interest payment. Another arrangement allowed
longer periods between interest payments, from quarterly to
semi-annually to annually, although the net benefit received
by the debtor depends on the structure of the yield curve
over time. The Philippines experimented with a scheme by
which bank creditors could have the spread over the base
interest rate paid to them in an instrument referred to as Phil-
ippine Investment Notes (PINs). Although the scheme has
been discontinued, PINs were to be tradable and, in particu-
lar, could be swapped for local equity investments on fa-
vourable terms.

Additional features introduced largely for the benefit of
creditors included putting up the forced “new’” money in the
form of a trade credit facility rather than straightforward
balance-of-payments financing. The advantage of the
former to creditors is the self-liquidating nature of trade fi-
nance and the association of the credits with actual ship-
ments of goods; for the debtor, the new money is seen to be
financing trade . Creditors have also been offered "on-lend-
ing”" options, in which the new money i$ transferred to a
new borrower who takes on the repayment obligation. This
has advantages to banks that have other commercial interests

in the debtor country and wish to give more emphasis to
private sector banking relations than to sovereign risk lend-
ing. New money requirements have also been made more
palatable to banks by arranging them as co-financing of
World Bank loans—or **parailel financing” when no formal
co-financing is arranged—which entails explicit guarantees
or important cross-default clauses.

Other innovations in 1987 added a new dimension. Instead
of trying to entice reluctant creditors to stay the course and
put up new funds, the bank negotiating committees and the
debtors devised measures that allowed creditors to withdraw
from the process altogether. Indeed many banks, especially
smaller ones, were already doing so through the secondary
market in loan participations (in which loans are swapped or
sold at a discount) or directly through debt/equity swap
schemes in debtor countries. In the latter case, a loan is ex-
changed for equity in a domestically registered company,
often a foreign firm or even a subsidiary of the bank’s own
holding company

Argentina pioneered the new approach in 1987 through
the introduction of “‘alternative participation instruments’
and *‘new money instruments”” . The former offered creditor
banks the option of exchanging up to $5 million of their
foans (or $30 miilion if that was their entire exposure) for a
bond paying lower interest and having a longer maturity
than their existing holdings. For a creditor bank, one advan-
tage of those bonds (known as “'exit bonds’) was that the
amount of “‘new money’” it would have to put up as its share
of the restructuring package would be reduced or elimi-
nated. In addition, throughout the debt crisis, developing
countries have almost uniformly serviced their bonds with-
out interruption and are widely expected to continue giving
them priority servicing. In that sense, the bonds are—if only
informally—priority debt

That was one main advantage of the new money instru-
mients, which were bonds with the same financial terms as
the new money loan that was part of the debt package. The
bonds were bearer bonds and thus more liguid than bank
loans. and cailed for somewhat different accounting (reat-
ment. Each participating creditor bank was given the option
of taking up to $1 million of its new money share in the form
of these bonds instead of the standard new bank loan. This
feature is important because it shows a growing recognition,
however peripheral, that foreign bank debt can be subordi-
nated to other privately held debn

The Argentine package was made final in August 1987 In
October, Ecuador reached agreement with its creditor banks
on a package containing both exit bonds and a version of the
new money instrument, called “A bonds™ . Brazil took these
ideas several steps further by propusing large-scale refi-
nancing of its bark debt using a form of exit bonds that
would have paid interest rates significantly lower than mar-
ket rates But what was acceptable to the creditor banks at
the margin was a “non-starter” when proposed as a means

15 For u review of the recent evolution of commercial bank debt-restructuring, see IMF, Jnternational Capital Markets Developments and Pros-
pects {Washington, D C.. January 988}, pp 50-63. and, {or greater detail, World Bank, Marker-Based Menu Approach. Debt Management

and Financial Advisory Service Depariment. Junuary 1988
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for handling the bulk of the debt of the most indebted devel-
oping country

A further proposal, which improved upon that of Brazil in
several respects, was made by Mexico at the end of the year.
First, the arrangement was to be more fully voluntary in that
it was designed outside the multilateral debt renegotiation
process and the resulting loss for creditor participants was to
be “‘market related " ~~the result of an auction—rather than
negotiated. ™ Secondly, the subordination of the existing
bank debt to the new bonds was to be made explicit, It was
assisted by a special issue of zero coupon bonds by the
United States Government, which was made available to
Mexico. The bonds were scheduled to mature on the same
day as the Mexican bonds. Thus, their purchase by Mexico
would effectively guarantee full repayment of principal on
the Mexican bonds on the date of maturity. Mexico would
pay a competitive interest rate on s bonds, but would bene-
fit from the discount in the original swap, which it was
hoped would be up to 50 percent. The creditors still per-
ceived themselves as subject to large risks as the interest
payments were not guaranteed by any mechanism compara-
ble to that for the principal; and for 20-year bonds, most of
the cash flow is interest.

The Mexican arrangement thus did not work out as antici-
pated. Based on the prices of Mexican debt in the secondary
market, it was hoped that 320 billion of bank debt could be
exchanged for somewhat more than $10 billion in bonds.
Instead, $3 7 billion of bank debt was retired and the Mexi-
can debt was reduced by only %1 1 billion. The average dis-
count was slightly above 30 percent and although almost $7
billion in debt had been offered in bid by 139 banks from 18
countries, much of it was considered to have been at an in-
sufficient discount

Specialists in the financial markets had felt for some time
that the discounts on the Mexican debt and the debt of other
major developing countries understated the “true’ value of
the loans based on economic fundamentals. ¥ The market is
thin and trades do not take place every day. In short, the
secondary market tends to reflect the sentiment of a mar-
ginal share of the bank creditors.

Besides the size of the discount, in the Mexican deal the
volume of debt being offered for bid was smaller than ex-
pected. Indeed, the same observation applies to the exit bond
option in the Argentine programme. In both cases the reason
appears to lie in an inherent shortcoming of voluntarist or
market-oriented methods of seeking to address the debt
problem.

Towards a solution to the problem of bank debt

If not for the debt overhang and unmet structural adjust-

ment needs, the economies of the middle-income highly in-

debted countries could regain, if not surpass, their substan-
tial economic dynamism of the previous two decades. Al-
though institutional memories can be short and the political
pressures that lead to unsustainable macro-economic poli-
cies may still be present in some countries, there is reason to
be hopeful that sound and more equitable economic manage-
ment will be widely popular in an environmeat of rising per
capita incomes. The existing situation, in contrast, is not
socially, politically or economically sustainable in the long
run. How to unwind that situation is a political question,
involving an apportioning of the adjustment costs between
the debtor and its creditors and among the creditors.

For example, if several creditors were to take large losses
in a given country now, it would relieve the country’s debt
burden, allow structural adjustment and broader develop-
ment to resume and enhance the value of the loans held by
the other creditors, some private, some offical and from
many countries. Unless the banks are in dire need of addi-
tional liquidity in their portfolio, there is little incentive to
take 2 loss now and subsidize their competitors. Instead, it
may be a reasonable strategy for them to provide against the
loans becoming non-performing and otherwise hold on to at
least the bulk of them.

This is not to say that the banks would not quickly accepta
swap of their debtor country loans for assets that would con-
vincingly guarantee payment of interest and principal, even
at lower interest rates,—for example, at rates paid on gov-
ernment paper in the major industrial countries, Banks
might even absorb capital losses of 25 percent or more in a
swap into such instruments if all the creditors agreed or were
forced to participate (25 percent is mentioned because that
represents the rough average of the provisioning already un-
dertaken by United States banks). But this is not yet on the
table; nor is implementation at hand of any of the large num-
ber of proposals for international facilities to restructure and
reduce the debt burden of the developing countries.™ The
legislatures of the creditor countries have not yet reached the
stage of being able to vote the resources required to under-
write such proposals, although if the United States Senate
and House of Representatives are a guide, some are willing
to encourage negotiations among Governments of creditor
countries aimed at establishing a facility which would pass
the discount on the debt to the debtor countries.” By the
same token, prospective legislation to approve the $75 bil-

16 The loss was to be in the form of a discount on the bank debt as exchanged for bonds, rather than in the setting of an artificially low interest rute;

but these formal differences are of less economic significance

7 For exploratory econometric work in this area, see 'The secondary market and the international debt problem, DIESA Working Paper Series,
No 7, Bepartment of International Economic and Social Affairs of the United Nations Secretariat, November 1987,
18 T'wo prominent additions o the many proposed facitities were made early in 1988: the proposal of Arjun K. Sengupta, an Executive Director of
IMF, made before an Executive Board Seminar on 9 February 1988, and that of James D Robinson, Chairman and Chief Excutive Officer of
the American Express Company (see *A comprehensive sgenda for LDC debt and world trade growth™, AMEX Bank Review Special Papers,

No 13 {March 1988))

9 This was a provision of the omnibus trade bill adopted by both Houses and sent 1o the President for signature in April 1988: the bill has since

been vetoed




lion capital increase of the World Bank is very much dis~
cussed in terms of whether or not the envisaged expansion in
Bank lending for structural adjustment would serve indi-
rectly to refinance private bank debt with multilateral offi-
cial debt.

Governments of industrial countries have the capacity to
act in the area of international debt and have done so. A
number of significant advances were recorded in 1987
alone, largely with respect to the difficulties of low-income
countries, as there is general agreement on the need of those
countries for relief and on the pointlessness of a policy of
inaction,

The arrangements recently completed for the Bolivian
buy-back scheme are a case in point The plan, which was
elaborated during much of 1987, is part of a debt-restruc-
turing and economic adjustment programme. Donor coun-
tries provided grant assistance to a facility especially created
for that purpose in IMF, from which the Bolivian Govern-
ment could draw 1o buy back some of its debt directly from
its commercial bank creditors at a steep discount. The banks
had formally agreed to the plan and had specified how the
discounts would be allotted and the debt extinguished. The
resnlt, as at mid-March 1988, was that the banks agreed to
sell over $300 million of the debt at 11 per cent of face value
and waive the interest and charges in arrears, which brought
the value of obligations extinguished to over $500 million
The remaining commercial bank debt of almost $700 million
would be renegotiated

The most important characteristic of the Bolivian arrange-
ment was that all parties understoad that Bolivia could not
and would not service its debts in full. From that point, it
was possible to design an arrangement in which the commer-
cial banks took substantial losses in an orderly way (indeed,
by 1985, most bank creditors had already heavily written
down the value of those assets in their balance sheets), do-
nors made a modest financial contribution that would not be
interpreted as **bailing out the banks”, a multilateral institu-
tion was involved in the role of honest broker, and an inter-
nationally supported reform and stabilization programme
was instituted that would help underwrite economic adiust-
ment efforts of a new Bolivian Government An important
issue is whether the experience gained by the creditor, donor
and muitilateral parties to the Bolivian case can be applied to
other countries in comparable situations

The difficult question pertains to the incomparable situa-
tions, namely, those of the major debtor countries. The three
largest debtor countries alone— Argentina, Brazil and Mex-
ico-~owe well over $200 billion just 1o the commercial
banks. A Bolivian type of operation could not be mounted
for those countries. The scale of the necessary increase in
official assistance wouid be prohibitive in terms of what leg-
islators—~and public opinion in donor countries~would
seem to support at present. But other sources of the re-

sources for retiring a significant part of the debt can be en-
visaged. The debtor countries might even borrow the money
themselves on the private markets if such borrowing were
convincingly puaranteed by donor country Governments or
the multilateral institutions . Various methods might also be
devised to share and spread the risk of such guarantees be-
yond the initial guarantor, but the time for such action is
apparently still not ripe.

However, the time was ripe in 1987 for certain other
actions by creditor Governments, which might also be built
upon in 1988, The United States, for example, relaxed spe-
cific regulations to allow banks to purchase full ownership
through debt-equity swaps of non-financial companies that
were being privatized in debtor countries. Banks were also
granted a deduction from taxable income for the face value
of loans donated to environmental and humanitarian groups,
including the United States Committee for UNICEF, which
coutd then swap them into local currency or otherwise use
them for programmes in the debtor country. Additional reg-
ulatory and tax measures can be envisaged which would fur-
ther encourage the pass-through of discounts on outstanding
obligations to the debtor countries and broaden the menu of
options that banks from different countries could adopt in
debt-restructuring negotiations ™

Indeed, one regulatory measure considered at the end of
1987 by the Group of Ten industrialized countries may set an
effective time limit for an orderly, negotiated reduction of
the developing country debt. This was the decision by the
Committee on Banking Regulations and Supervisory Prac-
tices (the Cooke Committee) to recommend a common capi-
tal requirement for commercial banks in different coun-
tries *' Banks whose regulatory authorities have permitted
lower capital backing would need to raise their reserves or
equity by 1993. In the United States, where loan-loss re-
serves form part of the capital base, taking losses on devel-
oping country debt would become expensive if they had to
be replaced immediately to meet the newly raised minimum
capital standards For these banks—-and for banks in coun-
tries in which harmonization of capital requirements will
require additions to capital, especially o back problematic
loans to developing countries—there is good reason to seek
to settle the debt overhang now

But, as discussed above, competitive pressures and differ-
ent business interests make it unlikely that banks will act
individually to implement a market-based solution. What
they need is political leadership from the Governments of
creditor countries to decide upon a solution that is effective
and equitable, and that the bank managements--not to men-
tion debtor country Governments—would probably accept
with a large sigh of relief. That solution could be to set broad
guidelines for effective debt-reduction packages, within
which there would still be scope for a case-by-case ap-
proach, as negotiations would have to proceed with individ-
ual countries.

20 For a list of proposals, see Mary Williamson, " Banking regulation and debt: A policy of fiexible response™, Policy Focus. 1988, No 1 (Wash-

ington, D C , Overseas Development Council, March 1988)

21 For adiscussion of the proposal and its background, see “A proposal for an international bank capital standard,” Monthly Report of the

Deutsche Bundesbank. January 1988. pp . 34-39
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Relations with official creditors

It might appear paradoxical that the unusual Bolivian re-
structuring of bank debt was arranged for a country that has
paid and is scheduled to pay more interest to official bilateral
and multilateral agencies than to commercial banks on pub-
lic and publicly guaranteed medium-term debt. Indeed, at-
tention must also focus on the international treatment of debt
to official creditors.

Several important strides were made in 1987 in the treat-
ment of the debt of low-income countries owed to official
creditors, Some of them were intended to alleviate the diffi-
culties of African countries, but the facilities and precedents
established are potentially applicable to all similarly situated
countries.

International consciousness of the African development
crisis had been building up since the beginning of the dec-
ade, debate having been galvanized by a series of reports
and a special programme of the World Bank for low-income
countries of the sub-Saharan region, by the United Nations
emergency programime to coumnter the effects of Africa's
drought, and by the special session of the General Assembly
in May 1986, at which the Assembly adopted the United
Nations Programme of Action for African Economic Recov-
ery and Development 1986-1990 (resolution S-13/2).

This notwithstanding, both overall resource flows to the
region and official development assistance fell in real terms
in 1986.% But real commitments rose and the pass through to
higher net flows should begin to appear. It nevertheless be-
came clear during 1987 that the emergency adjustment needs
of the continent were not being met, let alone the long-term
development financing requirements. In country after coun-
try in 1987, foreign debts could not be serviced and imports
had to be held down by excessive amounts, However, the
need to do more was widely felt in the donor community and
several initiatives were set in motion.

Some were directly addressed to debt problems, such as
the lengthening of maturity and grace periods in Paris Club
rescheduling of official bilateral debt, although no cash flow
benefit would be felt by the debtor until after the expiration
of the previous maximum grace period of five years for low-
income countries. Others were directed towards a more gen-
eral provision of financial resources that could be applied,

inter alia, to debt refinancing. One such initiative was that of

the Managing Director of IMF, which led to the creation at
the end of 1987 of the Enhanced Structural Adjustment Fa-
cility (ESAF), marking a return of the Fund to concessional
lending on a substantial scale. The predecessor of ESAF, the
Structural Adjustment Facility, had itself been financed by
the repayments of the last major concessional effort of IMF,
the 1970s Trust Fund. ESAF will provide $8 4 billion in new
resources to African and other low-income countries for
commitment in 1988 and 1989 Loans will be provided fora

period of 10 years at an interest rate of 0.3 percent and are
intended to support medium-term balance-of-payments ad-
justment programmes They should also help reverse the
negative transfer of resources that Africa is currently experi-
encing vis-a-vis the Fund.

The World Bank also proposed a major enhancement of its
special programme for debt-distressed developing coun-
tries, especially those in Africa. The Bank had establishgd
the Special Facility for Africa (SFA) in 1985 and mobilized
almost $2 billion in additional resources for it, both direct
support and bilateral co-financing. But SFA was due to end
operations in June 1988. A series of meetings with major
donors, which began in the summer of 1987, ended when the
Bank won agreement {at a special meeting in Paris in De-
cember) for an increase of about $3 billion of co-financing
of Bank-supported adjustment programmes, to be commit-
ted over three years.

The new concessional resources of the Bank and the Fund,
along with other increased bilateral flows and an expanded
African Development Fund at the African Development
Bank, were seen as meeting a significant part of the emer-
gency cash flow shortage of the target group of hard-
pressed, low-income sub-Saharan countries. In the Bank's
initial proposal, these flows were not expected to meet all
the needs, as the Bank had also considered concessional debt
relief as a legitimate source of enhanced resource transfers.

Indeed, the Governments of France, Sweden and the
United Kingdom had informally circulated proposals in the
first haif of 1987 to introduce a concessional element to debt
relief arranged through the Paris Club. The Nordic countries
have also proposed establishing a fund at the World Bank to
help reduce the servicing of non-concessional debt owed di-
rectly to the World Bank by the hard-pressed countries. In
addition, the African Development Bank devised a compre-
hensive plan for concessional debt-restructuring that ex-
tends to official as well as private credit some of the ideas on
securitization with guarantees at reduced interest rates dis-
cussed above,

Parallel with those efforts and with the implicit concern
that the various proposals add up to an international package
that is politically feasible and financially adequate, the Sec-
retary-General of the United Nations convoked in April
1987 a group of high-level experts from the world of inter-
national finance and asked them to recommend concrete
means, within agreed programmes, for alleviating the finan-
cial burden of the affected African countries. The Group, in
its report to the Secretary-General of February 1988,” ob-
served that the international community was acting in sev-
eral ways to address emergency financing needs of the re-
gion, but that even under highly conservative assumptions
not even the minimum necessary resources had yet been ar-
ranged. In the view of the Group, increasing the capacity of
these countries to import was a critical precondition for re-
covery.

22 Real terms here refer to unchanged prices and exchange rates of OECD countries (see OECD, Development Co-operation, 1987 Report ., pp

214-219).

23 Financing Africa’s Recovery: Report and Recommendations of the Advisory Group on Financial Flows for Africe (New York, United Nations,

February 1988)
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Adding together the new financial commitments as at
early 1988, the Group saw a potential increase in flows of
approximately $3 billion a year to 1990, But it concluded
that an additional $2 billion annually was needed by the sub-
Saharan countries, exciuding Nigeria, “‘simply to restore the
prospects for development and growth as of the early 1980s,
which were already highly constrained in many countries of
the region.”"* The Group suggested that about %1 billion of
that amount might take the form of official debt relief and
the rest increased official development assistance. Adding
in the needs of Nigeria and North Africa, the requirements
of Africa as a whole would be far larger and the amount
needed would multiply again when the needs of lower-in-
come countries throughout the world were considered.

The most significant conclusions of the Group, however,
do not pertain to the quantitative estimates of the overall
financial needs of one developing region, but to the moedali-
ties by which increased net resource transfers might be
brought about The resources accorded to any particular
country would in any event be determined on a case-by-case
basis .

Thus, one significant recommendation of the Group was
that countries in especiaily difficult medium-term circum-
stances should receive from the Paris Club a rescheduling of
all their debt service obligations to bilateral official creditors
over the next three years, at virtually no interest (i.e., on
terms comparable to those of IDA). For debtor countries
whose debt-servicing capacity was less impaired and which
coutd foresee a return to conventional financing at some fu-
ture date, annual rescheduling was proposed, but at a mora-
torium interest rate, which, although somewhat higher than
in the first case, would still be substantially below market
rates. For a third group of countries, whose future credit
rating was not in question, existing practices would con-
tinue. At the present time, Paris Club reschedulings embody
no subsidy of interest rates on rescheduled loans. These rec-
omumendations of the Group, in particular, should be passed
on to donor Governments and introduced into Paris Club
deliberations as soon as possible.

United States foreign debt, related capital flows
and the instability of major currency exchange rates

The United States has the world’s largest net foreign debt.
It is, however, a unique international debtor. As the supplier
of the major currency for international transactions, the
United States has been able to borrow almost entirely in its
own currency. Thus, it is not susceptible to a foreign ex-
change crisis of the sort that afflicts developing countries
when foreign lenders and purchasers of their financial in-
struments lose confidence in their economies and cease ex-
tending new credit.

A real danger exists, however, that a loss of confidence
leads foreign holders of dollar assets to exchange them for
assets in other currencies. In such a scenario, the ability and
willingness of United States and foreign central banks to ab-
sorb the glut of dollars would be severely tested. To the de-
gree that the inflows needed to finance the large United
States payments deficits thereby became insufficient, the
consequences for exchange rates and interest rates, and for
economic growth, could be disruptive

Such a turbulent scenario appears highly unlikely, al-
though it cannot be dismissed as impossible, especially in
the light of developments in financial and currency markets

24 fhid . p vi

in 1987 and the continuing rapid growth of the United States
foreign debt position. Even on optimistic assumptions,
United States net external indebtedness would grow by more
than $350 billion from 1988 to the second half of 1991 #

The size of the United States foreign debt

The external indebtedness of the United States can be
measured in a number of ways.® The net international in-
vestment position, the most inclusive measure, is the differ-
ence between foreign assets held by residents of the United
States and assets in the United States owned by foreign resi-
dents—where residents are individuals, corporations or offi-
cial entitities. Gross debt, another measure, is simply the
sum of a country’s liabilities to foreign entities, which are
held in the form of debt instruments. Finally, the term “net
debt” is applied to various concepts. Sometimes it is the
difference between all foreign credit, including foreign cur-
rency bank deposits, and gross foreign debt. Several ana-
lysts use the term to mean the difference between gross debt
and liquid, or easily accessible, claims on forcigners. All
other private and government claims on non-resident entit-

25 The key assumption in the exercise is that the United States trade deficit is largely eliminated by 1991 (but not the current-account deficit), ina
scenatio in which United States GNP grows 2.5 to 3 0 per cent a year (and demand grows by much less); the rest of the industrialized world
grows at a rate of about 3 perceat {demand at 3 5 percent); United States manufacturing grows at least 4 pereent a year (which requires consid-
erable investment); and the United States fiscal deficit is sharply curtailed (E Gerald Corrigan, President of the Federnl Reserve Bank of New
York, in an address before the annual meeting of the New York State Bankers' Association, 28 fanuary 1988 (see Federal Reserve Bark of New
York, Quarterly Review, vol. 12 (Winter 1987-88), pp 1-5) This scenario is more optimistic than the baseline forecast presented in chapter H
above Mr Corrigan also said that "“sadly, and despite great effort, the details of a credible budget deficit reduction programme in the needed
amount are not yet in place. In sum, the accretion of United States foreign debt Is likely to have to be far larger than the 5350 billion noted’.

26 See Shafiqui Islam, ‘America’s foreign debt: is the crisis moving north?”", Stanford Jonrnal of International Law, 1987, pp 99-128, and *'The
United States as a debtor country: indicators of resource transfer and solvency ™, DIESA Working Paper Series, No 2, Department of Interna-
tional Economic and Soctal Affairs of the United Nations Secretariat, February 1987



Table (V. 5.

Net international investment position of the United States

{Billions of dollars; end of year)

1980 1982 1584 1985 1986 1987
I United States foreign assets 607 825 896 949 1 068 1 169
Official assets 91 109 120 131 138 136
Official reserves 27 34 i35 43 49 46
Other Goverament assels o4 75 85 88 89 91
Private assets 517 716 776 819 93¢ 1032
Ditect investment 215 208 212 230 260 198
Securities a3 75 49 113 I3 156
Barking and ather 239 433 476 476 5319 578
If Foreign assets in the United States 501 688 802 1 061 133t 1 515
Fereign official assets 176 189 199 203 24 286
Private assets 325 499 693 859 i 091 1 229
Direet investment 83 125 165 185 209 250
Securities 90 119 186 290 405 408
Banking and other 151 256 343 384 476 5N

[l Net international investment
pesition (I-11) 16 137 4 ~-i12 ~26: =347

Memorandum item
Indicators as 4 pereentage of GNP

Net position 39 43 0.1 -2 8 -62 -T17
Gross foreign debt i34 154 16.8 188 225 24 4

Source United States Department of Commerce, Survey of Crrrent Business. June 1987, for data to 1986: and
estimutes of the United Mations Secretariat for 1987, based on balance-of-payments data and roughly approximated

vaiuation adjustments.

4 Preliminary estimates.

b Farcign assets in the United States, excluding direct investment and corporate stocks

ies held as debt instruments are excluded from that calcula-
tion because they cannot be readily mobilized.

The net investment position is the most commonly used
measure of United States external indebtedness, although it
is an inexact measure that variously overcounts or unde-
rcounts assets and liabilities. First, it includes some items
that are not debt as such—in particular, foreign direct invest-
ment in the United States and foreign holdings of equity
shares in United States corporations. Farnings paid on these
assets are more variable and more directly related to earn-
ings of the underlying investments than is interest on debt
ingtruments. In addition, the net investment position misrep-
resents net indebtedness to the degree that certain United
States assets included in the calculation are valued at an arti-
ficially low price. For example, gold held by the United
States Government is valved at SDR 35 an ounce. Similarly,
direct investments are carried at book value, which tends to
undervalue the net direct investment position because
United States investments abroad are on average much older
than the foreign direct investments in the United States.

Measured by changes in the net investment position, the
United States became a net debtor in 1985 (see table IV.5).
Measured by gross debt, the United States debt has long
exceeded that of ail the developing countries combined;
measured by net debt—that is, the net value of all interest-
bearing or discounted securities and loans—the United
States was a debtor through virtually ail of the 19705
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The net investment position of the United States appears to
have dropped by more than 380 billion in 1987, bringing its
net debtor position to almost $350 billion. The amount of net
capital inflows were far larger—$161 billion, the size of the
current-account deficit—but the combination of exchange
rate changes and falling securities prices cut the deteriora-
tion of the net asset position in half. Because the outstanding
amounts of foreign-held equity shares and bonds have
grown so large, the reduction in the value of those amounts
during the year almost matched the value of the new pur-
chases. On the other side of the ledger, the 18 percent drop in
the nominal effective exchange rate of the dollar from De-
cember 1986 until December 1987 gave a considerable boost
to the dollar value of United States foreign assets (excluding
direct investments which are carried at original book value).
Nevertheless, even with these favourable valuation effects,
the net debtor position deteriorated to almost 8 percent of
GNP. In terms of the measure more conventionally applied
to indebted developing countries, the gross indebtedness ap-
proached 25 percent of GNP,

It is not self-evident, however, that the growing net debtor
position of the United States is a problem. Many analysts
point to the fact that United States external debt is denomi-
nated in dollars. The United States thus runs no risk of insol-
vency since it always has the option of increasing the supply
of dollars to service its debt. In addition, they argue that the
external debt of the United States is small relative to the size




of its GNP. Assuming a 5 per cent real rate of return, the
income needed Lo service these elaims would amount to less
than one half of one per cent of GNP Furthermore, reflect-
ing the undervaluation of United States foreign assets, net
earnings on United States investments abroad remain size-
able;* indeed, they exceeded foreign earnings on investment
in the United States by $21 billion in 1986 and $14.5 billion
in 1987, although this was in part due to the fact that profits,
interest and dividends were received from abroad in curren-
cies that strengthened relative to the doliar. It is notable,
nevertheless, that in the third quarter of 1987, payments on
foreign-gwned assets exceeded income on United States as-
sets abroad for the first time in recent history

The concern expressed about the growing external indebt-
edness of the United States relates, rather, to the risks it
poses for the stability of the world financial system First,
the heavy indebtedness holds the United States hostage to
foreign capital inflows. Much of the increase in net debt of
the United States has coincided with the accumulation of
large budget deficits. This suggests that the capital inflows
have been used largely to finance government and private
consumption, rather than productive investment To the de-
aree that the debt pile-up feeds perceptions of economic mis-
managemend, it may weaken investor confidence.

A second concern stems from the rate of growth of the
debt. In 1987, the ratio of net foreign claims to GNP grew by
1 5 percentage points (see table IV.5) If not for the valua-
tion effects described above, it would have grown by about
3.5 percentage poimts. If the dollar and financial markets
remain stable and this rate of increase is maintained, net
foreign claims on the United States would reach 40 per cent
of GNP by the end of the century. As the value of GNP
grows, a curtent-account deficit that maintaing a constant
ratio to GNP would soon require very large net increments
to the debt. The objective of current-account adjustment in
the United States is to reduce the deficit as a share of GNP, if
not necessarily to bring the deficit to zero. The annual deficit
ratios since 1984 have thus far been 2 9 percent in 1984 and
19835, 3.4 per cent in 1986 and about 3 5 percentin 1987. 1t
seems impossible to maintain the ratio at this level and the
basic question is therefore not whether the deficit will be
adjusted, since it cannot go on indefinitely, but whether the
adjustment will be done smoothly

Thirdly, aithough United States debt as a share of GNP
may currently be modest, the absolute magnitude of the debt
is already vast. Indeed, to the extent that the annual statisti-
cal discrepancy in the United States balance of paymenis
reflects unreported capital inflows, United States net indebt-
edness is understated, not overstated as the debt optimists
claim. The amount of understatement could be farge as the
statistical discrepancy is large—324 billion in 1986 and $22
billion in 1987

Finally, there is another concern about the large and grow-
ing United States indebtedness. Should the world’s wealthi-
est couniry appropriate such a farge postion of the surplus

savings of the rest of the world as a way of sustaining levels
of domestic expenditure that substantially exceed domestic
output?

Capital movements: Federal Republic of Germany,
Japan and the United States

The net external debt of the United States continues to
grow and its current-account deficit persists because foreign
firms, individuals and Governments are willing to continue
lending to the United States. Two factors determine the in-
crease of foreign holdings of dollar-denominated assets. On
the one hand, as income and wealth grow outside the United
States, the pool of financial resources grows and with, for
example, a constant share of dollar assets in investor portfo-
lios, the flow of new lending to the United States also grows.
On the other hand, foreign investors may decide to change
the doltar share of their portfolios, which would affect the
demand for dollar-based financial instruments

One implication of the pattern of current-account im-
balances among the major industrialized countries (see table
IV.1) is that the international ability to continue lending to
the United States has grown pari passu with the need of the
United States to borrow. The two single most important
sources have been the Federal Republic of Germany and
Yapan, although their financial flows have followed some-
what different paths.

Japan’s large current-account surpluses and its increasing
role in global capital markets have transformed it into the
largest international lender in recent years. Net long-term
capital outflows more than doubied to a record $13] billion
in 1986, rising to $137 billion in 1987 (sec table A Il 11}
Long-term capital movements hiave been dominated by Jap-
anese investors’ purchases of foreign securities; such pur-
chases totalled nearly $88 billion in 1987—mainly in the
form of doliar-denominated government bonds. Japanese
purchases of foreign equities have been of far smaller mag-
nitude; they rose sharply in 1986, however, and accelerated
further in the first half of 1987 before falling off in the sec-
ond half

But Japan's overall net capital outflow is smaller than the
outflow of long-term credit since the short-term capital ac-
count has shown large net inflows in recent years—reaching
$96 billion in 1987 (see figure IV.6). The heavy net inflow
that year can be attributed in large measure to net borrowing
by foreign exchange banks, reflecting both the increasing
international demand for yen deposits and Japan’s growing
role as a financial intermediary for the transfer of interna-
tional capital In addition, short-term foreign borrowing
provides Japanese financial institutions with a hedge against
dollar exchange rate losses on their investment in dollar as-
sets

The Federal Republic of Germany recorded a $30 billion
increase in net long-term capital outflows in 1987; neverthe-
less, since there had been a net inflow in 1986, the outflow in
1987 amounted to only $14 billion (see table A 111.10). This

2T Economic Report of the President {Washington, D C |, United States Government Printiag Office, February 1988), p 99
28 See John Mukin. “The U S debtor stasus has been overblown . Jnsernational Economy, January/February 1988

69



Figure IV6  Capital outflows of the Federal Republic
of Germany and Japan

(Billions of dollars}
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swing nevertheless restored a pattern of financial flows that
had been uncharacteristically reversed in 1986, when heavy
foreign purchases of bonds of the Federal Republic of Ger-
many caused a large net inflow of long-term capital. In
1987, net long-term outflows were mainly the result of sub-
stantial increases in purchases by the Federal Republic of
Germany of foreign securities and in long-term credit out-
flows, combined with a sharp fall-back in foreign purchases
of that country’s securities. All together, long-term invest-
ment abroad by the Federal Republic of Germany reached
$35 billion in 1987, compared with less than $25 billion in
each of the previous two years, Coinciding with the long-
term net inflows in 1986 were heavy net short-term out-
flows, driven by strong demand for deutsche mark in the
Euromarkets; in 1987, however, they fell back to more usual
levels.

The path by which surpluses of the Federal Republic of
Germany help to finance the United States deficit appears to
be largely indirect. In contrast to Japan, which was itself
acting as a financial intermediary, European financial mar-
kets seem to be an important intermediary of the outflows of
the Federal Republic of Germany, which helps to explain
why that country persistently shows a substantial net out-
flow of short-term capital as well as, usually, an cutflow on
long-term account (sec figure I'V.6).

Thus, the international financial activities of Japan and the
Federal Republic of Germany, along with other surplus
economies, have provided large volumes of resources that,
through various channels, help to tinance the United States
balance-of-payments deficit In fact, the composition of the
net flows coming into the United States has changed signifi-
cantly in recent years, as longer-term financial instruments
such as securities and direct investments have increasingly
come to dominate net private inflows (see table A 111 12)

From 1983, when the deficit opened up, umil 1983, net
financing was entitely by private capital flows, The magni-
tude and composition of these flows were dictated largely by
interest-rate and exchange-rate expectations, the desire of
major surplus countries of Asia to accumulate United States
assets, and the globalization of capital markets. Private
{flows took the form mainly of banking inflows, foreign pur-
chases of United States Treasury securities and corporate
Eurobonds, and a sizeable increase in foreign direct invest-
ment in the United States, spurred partly by increased fears
of United States protectionism. Purchases of United States
equities were modest, however, because of foreign concerns
about the profitability of United States industry in the light
of a strongly appreciating cursency

Beginning in 1986, mainly in response to the depreciation
of the dollar, the mix of capital inflows into the United States
changed dramatically. Coinciding with a further sharp wid-
ening in the United States current-account deficit was a $22
biltion fall in net private inflows. This was due to a $70

billion rise in United States private outflows, almost all of it
in the banking sector,” while foreign private inflows to the
United States also increased, but by only $48 billion. In
1987, the private outflow slowed but so did the private in-
flow, so that the measured net private inflow was un-
changed. Foreign private purchases of Treasury securities
more than halved in 1986 and there was a $6 billion net sell-
off in 1987, due to fears about the likely further fall of the
dollar and about the ability of the United States Government
to curb its large budget deficit. Foreign investors purchased
aimost $40 billien worth of United States corporate bonds in
1986, but only $22 billion worth in {987, as investors out-
gide the United States grew concerned about the direction of
the doilar and the credit gquality of many United States issu-
ers. Banking inflows were about the same in 1987 as in
1986, but banking cutfiows fell back so that the net inflow
from banks roughly doubled, to about $45 billion. The
change reflected a widening of interest rate differentials on
average for the year in favour of United States dollar invest-
ments.

Accompanying the decrease in foreign holdings of United
States Treasury securities was a substantial increase in for-
eign purchases of United States corporate equities in the first
three quarters of the year The increased demand for United
States equities reflected the potential they offered for rela-
tively higher returns as United States industry was growing
increasingly competitive after successive rounds of dollar
depreciation.

For 1987 as a whole, Japanese buyers accounted for over
70 per cent of foreign purchases of United States stocks. The
reason the share of Japan was so high was that Japanese
investors continued to be net buyers of stocks in the fourth
guarter of the year, when foreign sharcholders as a whole
sold off almost $8 billion in stocks in the aftermath of the
stock market crash.

The shift to equities was accompanied by an increase in
foreign direct investment in the United States in 1986 and
1987, exceeding $40 billion in the latter year In fact, total
direct investment was probably considerably higher since a
large portion is financed through borrowing, mostly in the
United States.” The net flow of direct investment in the
United States as measured, however, has been small, as
United States direct investment outflows have doubled over
the past two years, in part reflecting exchange gains on over-
seas profits that are reinvested in the foreign affiliates

The above notwithstanding, the most striking of the recent
changes in the financial flows to the United States is the
growing importance of official capital inflows. Net inflows
to United States residents from private sources have stag-
nated at around 385 billion since 1984 (see figure IV.7),
while the current-account deficit has grown steadily Inflows
directly from foreign official sources have grown, reaching
34 percent of the total current-account financing in 1987

29 Aninteresting asymmetry is that in some discussions of developing countries” international financial relations, sharp increases in private out-
flows such as those shown for the United States banking sector in 1986, are calted “capital flight™, while in the case of the United States, the
discussion is usually in terms of the financial incentives of investing in different international capital markets

30 See Morgan Guaranty Trust Campany of New York, World Finuncial Markers, November/December 1987.p 8
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Figure IV.7. Net foreign financial flows vis-a-vis
United States residents
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This, however, understates the total inflow that originates
from official sources, which seems to have accounted for
about twa thirds of the total financing (see box IV 3).

Official finance and exchange rate management

Central banks of the major industrial countries intervened
heavily, and in a co-ordinated manner, during 1987 in an
effort to stabilize exchange rates United States interven-
tion, the first in the dollar’s three-year decline, amounted to

about $9.2 billion in dollar purchases. Intervention by the’

Group of Seven, excluding the United States, is estimated at

over $60 billion in dollar purchases in 1987. The President’
of the Deutsche Bundesbank has stated that the dollar re-
serves of the bank rose by 315 billion over the full year.
Japanese reserves grew by $38 billion, almost all of which
were probably dollar purchases. Not all the intervention ac-
tivity was aimed at stabilizing the dollar-~indeed, significant
intervention took place {o support parities within the Euro-
pean Monetary System (see box IV .4). But much of it was
dollar-related, particularly following the Louvre Accord of
22 February 1987, and, in any event, by building up central
bank dollar holdings, it served to reduce the excess supply of
dollars on the world"s foreign exchange markets.

Box IV 3. How large was official financing of the United States
balance of payments in 19877

Measuring the magnitude of official financing of the
United States current-account deficit entails considerable es-
timation, United States balance-of-payments data, in partic-
ular, tend to understate the magnitude. Balance-of-payments
data show that in 1987 net private capital inflows~defined
to include the statistical discrepancy—amounted to $106 bil-
lion, insufficient to finance the country’s $161 billion cur-
rent-account deficit. Official flows of about $55 billion cov-
ered the balance (34 per cent); these flows largely took the
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form of purchases of United States Treasury securities as
central banks invested the proceeds of intervention opera-
tions in exchange markets.

While these data point to a larger role for foreign official
financing of the United States payments deficit, they under-
state the magnitude of official financing. This is because
foreign central banks may acquire dollar-denominated assets
on the Euromarkets or from Japanese and other financial
institutions outside the United States and, by however circu-




itous a route, they subsequently appear in United States bal-
ance-of-payments data as private inflows. Changes in the
official reserves of key trading partners of the United States
could thus be taken as a second indicator of the extent of
official financing of the United States deficit.

Since the members of the Group of Seven industrial coun-
tries agreed to intervene in foreign exchange markels to sup-
port the doltar, they were expected to account for the bulk of
the official dollar financing, as indeed they did (see the ta-
ble}, nevertheless, all foreign dollar accumulation has the
same financial flow effect on the world dollar market, and so
total reserve accumulation outside the United States is also
of interest.

Official foreign exchange reserves of the Group of Seven,
excluding the United States, expanded by $104 billion dur-
ing 1987. The increase of $38 billion in Japanese reserves
alone could account for the bulk of the official inflows, as
suggested by the United States payments data cited above. If
the increases in foreign exchange reserves of Taiwan, Prov-
ince of China, are added, the total gain in reserves rises to
$134 billion. Including the changes in reserves for all other
countries, again excluding the United States, raises the total
increase to over 3200 billion. If the previous share of dollars
in total world foreign exchange reserves—~that is, a little

over two thirds—is applied, the increase in reserves outside
the United States implies central bank purchases of about
%142 billion in dollars in 1987

When exchange rates change, however, nominal changes
in the level of reserves do not adequately reflect the official
financing flow. Since central banks accumulate non-doliar
reserve assets as well as dollar assets, there is a valuation
adjustment problem. Because the depreciation of the doliar
raises the dollar value of the non-dollar reserves, changes in
the stock of total reserves overstate the flow of purchases of
reserve assets.

Estimates by IMF of the currency composition of foreign
exchange reserves (as published in aggregate in IMF 4nnual
Reporis) permit a direct estimation of reserve changes. This
reveals a somewhat smaller gain in 1987 in the reserves of
the Group of Seven, excluding the United States: $86 bil-
lion, compared with the $104 biilion increase in unadjusted
reserves, as shown in the table. The same exercise applied to
the world as a whole implies total reserve accumulation out-
side the United States of $161 billion. The dolar companent
of that was approximately $108 billion, which was almost
two thirds of the United States current-account deficit and
may be taken as a gross estimate of the share being financed
through official channels in 1987

Changes in foreign exchange reserves
outside the United States in 1987

(Billions of dollars)

Group of Seven countries
excluding the United States
Germany, Federal Republic of
Japan
United Kingdom
Canada. France, Italy

Other industrial countries

Other economies
Taiwan, Province of China
Other

Total

Memorandum item
Change in foreign exchange reserves
at constant, start-of-qguarter
exchange rates
Group of Seven. excluding the
United States
World. excluding the United States

Quarter

1 il i1 v
62 16 4 34 4715
8.2 23 ES 150
15.8 10.5 28 8.9
31 74 0.5 127
92 ~3 8 -1.4 16.8
67 14 5 10.7 133
1o 126 112 90
82 62 42 H8
34 64 706 74

345 43 4 252 797

367 68 3t
430 423 213 532

Source: IMF, International Finoncial Staristics, and estimates of the United Nations

Sccretariat, based on data supplied by IMF




On balance, the trade-weighted value of the United States
dollar—as measured using the IMF Multilateral Exchange
Rate Model (MERM)—fell by 13 per cent between the time
of the Louvre meeting and the end of 1987, most of the
weakness following the global equity market decline of late
October. During this period, the dollar depreciated the most
against the yen and the pound sterling (16 percent each); it
weakened by 10 per cent against the continental European
currencies.

The magnitude and co-ordinated nature of central bank
intervention may have slowed the pace of dollar deprecia-
tion, relative to previous bouts of weakness since the dollar’s
peak in February 1985 (see table IV 6). The massive inter-
vention, however, was supported by co-ordinated interest

rate adjustments and other efforts to redress underlying eco-
nomic imbalances. Thus, in mid-March, less than a month
after the Louvre Accord, downward pressure on the dollar
mounted and the dollar fell despite heavy intervention by
United States and European central banks. But United States
long-term interest rates rose sharply and the Federal Re-
serve acted to tighten monetary conditions at the end of
April  From early May to mid-August 1987, the dollar
gained strength, bolstered by the release of favourable data
on United States economic activity, by tensions in the Mid-
dle East, by the announcement of expansionary fiscal meas-
ures by Japan, and by the reaffirmation of the Louvre Ac-
cord at the Venice summit of industrial countries in June.
Nevertheless, between mid-August and mid-October, the
dollar came under renewed downward pressure, owing to

Box IV 4 Exchange rate management in the European
Monetary System in 1987

Developments within the European Monetary System
(EMS) in 1987 generally mirrored pressures on global for-
cign exchange markets The year began with a realignment
of EMS currencies that revalued the deutsche mark and the
Netherlands guilder by 3 per cent and the Belgian franc by 2
per cent, relative to bilateral central rates against other cur-
rencies in the System. The realignment, the second in less
than a year, occurred in the light of the massive capital
movements associated with the weakness of the United
States doliar. Indeed, both the April 1986 and the January
1987 realignments were associated with particular dollar
weakness, which emphasizes the tendency for strains within
EMS to be greatest during such episodes, owing to the posi-
tion of the deutsche mark as the strongest EMS currency and
thus the closest substitute for the dollar. Tensions within
EMS were largely absent during the period of dollar strength
from May to August; difficulties re-emerged in September,
however, when the dollar came under added pressure as the
weaker EMS currencies failed to keep pace with the
strengthening deutsche mark. As a result, there was some
expectation of a further realignment; when this did not occur
and Italy announced a series of measures to dampen specula-
tion on the lira, tensions subsided. The dollar’s further
weakness in the wake of the 19 October stock market de-
cline, however, put EMS under renewed pressure at the end
of the year.

The response to the tensions arising in the final months of

1987 partly reflected the Nyborg (Denmark) Agrecment,

adopted on 8 September by the governors of central banks of

States members of the European Economic Community. The
Agreement aims at strengthening the operating mechanisms
of EMS to foster greater exchange rate cohesion, in particu-
tar by permitting joint financing of exchange market inter-
vention to take place before a member currency reaches its
floor or ceiling price [t also provides for stronger proce-
dures for policy co-operation. Extension of the financing
facitities for EMS intervention is another significant compo-

nent of the package. The Agreement apparently guided the
co-ordinated changes in official interest rates in eatly No-
vember—cuts in the Federal Republic of Germany, the
Netheriands and the United Kingdom and an increase in
France—and rteductions in late November by Belgium,
France, the Federal Republic of Germany, the Netherlands,
the United Kingdom and other European countries.

Although the pound sterling has remained outside the ex-
change rate mechanism of EMS, the United Kingdom inter-
est rate and intervention policies between early 1987 and
early 1988 were directed partly at stabilizing the sterling
exchange rate against the deutsche mark at around DM 3.00
In October, when the pound was pushing up against the unof-
ficial DM 3 00 ceiling, the Bank of England intervened in
the amount of $6.7 billion to restrain sterling. And in No-
vember, a period of dollar weakness, the pound was kept
below the ceiling most days, showing up in a $31 million rise
in reserves. However, the United Kingdom authorities fi-
nally capitulated to the relentless upward pressure on the
pound in the early months of 1988, forsaking intervention
and allowing the pound 1o rise above DM 3 10

The strengthening of co-operation within EMS in 1987
meant that a larger share of exchange market intervention
was aimed at supporting EMS parities  This supgests that a
fair part of the 1987 reserve gains of the Group of Seven
excluding the United States, was aimed in the first instance
at supporting EMS parities rather than the dollar.

Part of the plans for a unified European market by 1992
includes complete liberalization of capital flows, as pro-
posed by the Commission of the European Communities.
Any further freeing of capital flows, however, may compli-
cate the achievement of exchange rate stability within EMS
and thus requires a simultaneous strengthening of the Sys-
tem. In this connection, the Nyborg Agreement contributes
to the objective of enhanced exchange rate stability

a
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Table IV.6. Phases in the depreciation of the dollar,
February 1985-January 1988

Cumulative
real

Average monthly
rise in reserves

depreciation of Group of Seven,
Average monthly to fest month excluding the
depreciation of period* United States® Intervention by
United States
{percentage) {percentage) (billions of dollars)  authoritics
Pre-Plaza Accord 13 90 05 $565 million pur-
{Feb -Sept  1985) chases of foreign
currency
Post-Plaza Accord 23 250 I $3,301 million
(Sept. 1985-Muy purchases of foreign
FOR6) currency
Pre-Louvre Accord Il 340 43 350 million sales
(May 1986-Feb } of foreign currency
1987)
Post-Louvre Accord 09 410 61 $661 million pur-

(Feb. 1987-Jan.}
1988)

chases and $9,909
million sales of
foreign cusrency

Source Information supphied by the International Monetary Fund and estimates of the United Nations Secretariat.
4 In terms of nomina} effective exchange rate (MERM index), monthly averages
b Real effective exchange rate of the United States dollar, defined in terms of normatized unit labour costs.
€ Average change in foreign exchange reserves at coastant, start-of-the-period exchange rates.

disappointing trade figures and rising concern about more
rapid growth of the money supply in the Federal Republic of
Germany and Japan—which was related to interest-rate
movements in support of the dollar and central bank inter-
vention. In the weeks immediately preceding the 19 October
stock market drop, interest rates rose in a number of coun-
tries, including the United States and the Federal Republic
of Germany.

Foliowing the equity market drop, the dollar once again
came under heavy downward pressure, partly because inter-
est differentials in favour of the dollar narrowed when
United States interest rates fell substantially. But this was
followed by three rounds of concerted European interest rate
reductions in November and December—including a 50-
basis-point drop in the Bundesbank discount rate to 2.5 per
cent--which restored the interest differentials to their levels
prior to the equity market crash. Although the interest rate
moves were accompanied by substantial intervention, the
dollar fell sharply in the last two months of 1987 because of
disappointment with measures to reduce the United States
budget deficit, a fall in oil prices, poor United States trade
figures and uncertainty about a prospective new agreement
on policy co-ordination. The joint statement made on 22 De-
cember by the finance ministers of the Group of Seven coun-

tries reaffirming the objectives and poiicy directions of the
L.ouvre Accord also failed to reverse the trend, the market
apparently being disappointed at the statement’s lack of new
policy initiatives.

In sum, the record of exchange market intervention in
1987 suggests that it is most successful when combined with
supporling interest rate moves—that is, when it is partially
“unsterilized”." Indeed, perhaps the greatest sucecess of in-
tervention in 1987 was that it helped to alter the course of
monetary policy in the Federal Republic of Germany and
Japan in the direction of increased expansiveness. It should
also be seen in conjunction with co-ordination of fiscal poli-
cies, such as the announcement during the year by Japanese
authorities of fiscal stimulus measures.

But caveats about the limits of intervention are also in or-
der. First, market nervousness is not something immediately
allayed by policy. Exchange rate stability eluded the markets
at the end of the year, although the markets stabilized in the
first quarter of 1988 Secondly, the consequence of a period
of extensive intervention is that it can have economic costs,
including the losses borne by central banks when a depreci-
ating dollar reduces the value of substantially enlarged dol-
lar reserves. Even in 1987, for example, the Bundesbank

31 Iatervention to support a falling dollar entails central bank purchases of dollars with, say, deutsche mark. This increases the supply of deutsche
mark in world financial markets and reduces the amount of dollars somewhat, tending to reduce interest rates of the Federal Republic of Ger-
many and raise those of the United States, When central banks counter the money supply effects of intervention by buying or selling their own
Government's securities, they are said to sterilize the intervention, which is the usual practice
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reported a sharp fall in its profits due to exchange rate
losses; this, in turn, led 1o a deterioration in the fiscal bal-
ance of the Federal Republic of Germany and made it more
difficult for the authorities to adopt an expansionary fiscal
stance.

But even if losses not resubted from the dollar’s fall in
1987, the exposure to losses would remain and the size of the

potential losses would grow as continued intervention kept
increasing the size of the dollar balances held. That possibil-
ity could strengthen the commitment of monetary authorities
to support the dollar longer in order to prevent its decline, as
long as it is part of a concerted programme for a smooth
unwinding of current imbalances.

Causes and consequences of the stock market crash
of October 1987

The crash on 19 October 1987 abruptly ended the unusu-
ally rapid run-up in world equity values that had begun in
1982 and accelerated in most markets in the last quarter of
1986 (see figure IV.8). Average stock prices rose more in
markets outside the United States during most of the period
1982-1987, and in many they fell significantly further during
the crash, with the notable exception of the Japanese marlet.
The stock-price decline was unprecedented in magnitude—
on the day of the crash alone, the Dow Jones Industrial Aver-
age of the United States lost 508 points or 22.6 percent
Subsequently, stock prices in world markets were highly
volatile and average share prices stayed down for the re-
mainder of the year. The drop in the monthly average indus-
trial share indexes between September and December was
26 per cent for the United States; it ranged between 20 per-
cent and 33 percent for Canada, France, the Federal Repub-
lic of Germany, Italy and the United Kingdom; and was 12
percent for Japan. Smaller markets showed similar varia-
tions in their decline during the period September-Decem-
ber, although considerably greater declines were registered
in some cconomies, such as Australia (over 40 per cent) and
Hong Kong (over 50 per cent}. The decline of the Mexican
market was particularly dramatic: from its all-time peak on
6 October to the end of December it fell 72 percent, but this
occurred after a very large increase in prices earlier in the
year "

The crash highlighted the importance of the growing glob-
alization of equity markets that has taken place in recent
years and the strength of equity markets outside the United
States. The current dollar value of equities listed on the To-
kyo market, in particular, has recently comprised 44 percent
of world-wide equity value outstanding, as compared with
30 percent in United States markets, according to industry
sources. Linkages between stock markets are expanding as
well In 1986, cross-border trading volume reached $750
billion and increased in the first half of 1987 by an additional
50 percent.

The rising importance of cross-border equity trading can
be attributed to several factors: sophisticated communica-
tions and trading technology, which make it profitable for
traders and even issuers to move between markets when
prices appear out of line; volatility of exchange rates, which
has created both speculative and hedging incentives to hold
securities whose prices are denominated in different curren-
cies; and relaxation of both official restrictions and barriers
to competition in equity markets, especially outside the
United States. Part of international equity market activity
can also be associated with the eurrent-account deficits of
the United States and the large capital flows it has pulled to
that country, some of which took the form of equity pur-
chases,

Globalization of equity markets is a natural extension of
the internationalization that has already taken place in the
interbank and securities markets, although the process car-
ries with it some new implications and challenges. Share
prices are driven much more by expectations than are bond
prices. Depending on the expectations of investors in differ-
ent parts of the world, stock prices in different markets can
suddenly move in harmony or discord,

The crash of 19 October presents the most dramatic exam-
ple to date of a sympathetic drop in equity values Appar-
ently driven by the New York market, foreshocks having
appeared the previous week, the impulse spread to other
markets in developed and developing countries, including
Japan.* There followed a widespread repatriation of funds
that had been invested in foreign equities. In the United
States, for example, the third and fourth guarters of 1987
were marked by substantial declines in foreign stocks held
by United States residents as well as even larger declines in
United States stocks held by foreign residents (sce table
IV

By the spring of 1988, stock indexes had recovered by
sizeable amounts, but at highly divergent rates. By the first

32 ‘The Deutsche Bundesbank recently reported profits of DM 0.3 billion for 1987, down from DM 7.8 billion in 1986, and that DM 0.2 billion
would be remitted to the Government, down from DM 7.3 biltion the year before.

33 Although the Mexican decline began before the 19 October crash, one third of the total falt 1o the end of December took place on 19 and 20
October ‘The Mexican index finished the year 124 percent sbove the level of the previous year, which was less than the year's inflation rate (see
El Mercado de Valores {(Nacionnl Financiera}, 1 February 1988, pp. 32-34).

h would begin with a drop in the Tokyo market. Rutios of stock prices to

dividends in Japan had become over five times those in the United States, which was thought to be part of the same phenomenon that led to

soaring real estate prices. Among other factors, speculative investments by Japanese non-financial corporations were channelling surplus funds

34 Priorto 19 Octoeber, a few forecasters had predicted that a global cras

into equity markets.
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Figure IV.8. Industrial share prices
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quarter of 1988, the Japanese Nikkei index had nearly re- 2.5 percent over the quarter, leaving the index 8.1 percent
turned to its pre-crash high, growing over the quarter by  below its 13 October level

197 percent, and with a net increase in foreign purchases . . .
The indexes of some smaller markets such as those of Be-  ¥iain factors behind the crash

lgium and Sweden increased even maore, while the Dow The crash revealed strengths and weaknesses of the ma-
Jones Industrial Average of the United States grew by only  jor—and some of the smaller—stock markets around the

33 At one extreme, the Hong Kong stock exchunge closed for four days (20-23 October), after a 9-day peried in which the Hang Seng Share Price
Index fell 41 percent When the market reopened, prices fell by roughly another third as the sell orders accamulated during the closure were
transacted A major private and official rescue effort sought 1o restore liguidity to the stock market and the related futures market, and a process
of reform was set in motion In marked contrast, stock markets that were insulated from international stock trading largely escaped the crash,
as, for example. in the Republic of Korea and Venezuela
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Table IV.7.

Selected financial transactions between the United States

and other countries, 1986-1987

(Billions of doilars)
1986 1987
i i m v H Ii IH v
Net purchases of foreign securities
by United States residents 59 11 -0.6 -3.1 13 -04 09 1§
of which:
Foreign stocks 19 z0 ~-k2 =20 12 a5 -0.4 -39
Foreign bonds 40 -0.8 a6 8! Q1 09 13 57
Net private foreign purchases of
United States private securities 18 6 22,9 171 123 185 i3.9 127 -49
of which:
United States stocks 59 68 42 01 9.8 8.4 50 -78
Corporate and other
private bonds 1217 161 12.8 122 87 75 77 29
Net foreign official purchases
of marketable United States
Treasury bonds 14 56 34 40 82 107 62 61

Source: United States Department of Commerce, Survey of Current Business

4 Provisional

world. One concern was whether the markets had become
victims of a generalized speculative bubble that had sud-
denly burst. As discussed in annex II below, the ratios of
share prices to current dividends in most major markets
were at levels substantially higher than would ordinarily be
expected given long-term interest rates. Further, the
amounts of the apparent ‘‘overvaluation” in share prices in
late summer were roughly consistent with the subsequent
declines in equity prices that occurred between late summer
and the end of 1987

Another concern was whether there were specific features
of each market that were dominant determinants. The Japa-
nese matket showed itself to be particularly strong, the
United States market relatively vulnerable. The superior
performance of the Japanese market can be attributed to a
aumber of factors. A high percentage of market capitaliza-
tion is accounted for by domestic Japanese funds, and there
was considerable Japanese repatriation of funds previously
invested in foreign markets, especially New York. Macro-
econornic variables—strong real growth forecasts, low in-
terest rates and a stable yen—continued to attract domestic
funds and foreign investors into Japanese equities. In addi-
tion, Japanese regulations included daily limits of about 15
percent on the variation in stock prices, which may have
forestalled panic selling in October. Moreover, investors
perceived the market as receiving protection from the Gov-
ernment of Japan As if to confirm that expectation, in Janu-
ary 1988 Japanese authorities postponed adopting a new ac-
counting rule for tokkin investment funds that would have
increased tax liabilities against these funds, and life insur-
ance companies were allowed to increase from 3 percent to 5
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percent the level of total assets that could be invested in such
funds.

In the United States, where large paper losses shook the
confidence of investors, policy makers and market profes-
sionals, explaining the crash became the subject of much
study and controversy. As shown in annex II, there are indi-
cations that United States stocks were overvalued. In addi-
tion, the principal focus of studies by many of those most
directly involved in financial markets has been possible
weaknesses in market mechanisms. Recent innovations in
trading techniques and instruments—in particular, “pro-
gramme trading” iavolving stock index futures—were al-
leged to cause destabilizing trading behaviour, which in turn
was said to have weakened overall confidence in the market.
Another view pointed to economic fundamentals. It attrib-
uted the crash and subsequent volatility in stock prices to
rising pessimism and uncertainty regarding economic poli-
cies, with major emphasis on the fiscal and current-account
deficits of the United States, and how adjusting them would
affect world financial and currency market stability, trade
and growth. These two sets of views on the crash may be
strongly related, since fragile markets are likely to be vul-
nerable to adverse information about macro-economic
trends,

Faults in the stock market mechanism

The subject of most study and controversy has been the so-
called programme trading involving stocks sold on the New
York market and futures contracts tied to movements of in-
dexes of stock prices that are sold on futures exchanges,




mainly in Chicago.® Buying or selling index futures con-
tracts is significantly less expensive than buying and selling
the corresponding set of stocks, and large investors have
used index contracts as a means of speculating on move-
ments in stock prices. In addition, large institutions such as
pension funds have used the technique in hedging their port-
folios-~that is, protecting against a drop in the price of their
stocks by selling futures contracts. If prices of the stocks
represented in the index were to fall, the value of the index
would also fall, resulting in a profit when the investor deliv-
ers the contract and is paid an amount related to the earlier,
higher index. A popular type of hedging strategy which uses
this approach has become known as “portfolio insurance™.
it was offered by investment advisory firms to pension fund
clients on a large scale in 1987. Computer programmes
would identify trigger points—usually after the Standard and
Poor’s index had taken a distinct downturn—at which sales
of futures contracts in specified amounts should take place.

For the hedge or “insurance™ to work efficiently, it was
necessary that the value of the futures contract move closely
in line with the Standard and Poor’s index. Arbitrageurs in
fact operated at low enough cost to keep the price of the
futures contract and the Standard and Poor’s index within
rather close limits of each other. The combination of arbi-
trage and hedging capability appeared to reduce the risk of
market fluctuations to large investors and permit large-vol-
ume trades without inducing serious price variability-that
is, adding ““liquidity™ to the market—at low cost.

Somne time before the crash, questions about the function-
ing of programme trading began to arise. As several post-
crash studies revealed, many regulators and market partici-
pants came to believe that the futures market was linking
stock and futures markets only too well. There was a suspi-
cion that speculation in the futures market was at times driv-
ing the cash prices of the stocks included in the index, al-
though this has been irnpossible to prove. Difficulties were
seen in the way in which stocks and futures contracts could
be purchased with borrowed funds. In both cases, the inves-
tors have to maintain a “margin” account, usuatly through a
broker firm acting as an intermediary. Although margin re-
guirements on stock purchases on the New York Stock Ex-
change are 50 percent for most investors, futures index con-
tracts can be purchased with margins of only 15 percent or
less, making them susceptibie to greater speculative flows.

There were also complaints that, with the growth of insti-
tutional investors that deal rapidly and in large volume, too

little attention was being paid to “‘company news" reflecting
the true worth of firms and too much to speculating on
broader macro-economic developments. Futures markets
and related options markets, many believed, had provided
the vehicles by which speculative tendencies and “‘herd in-
stincts”™ could more easily drive stock market prices.

Another complaint was that the futures market was being
misused or misunderstood. The system was designed to pro-
vide protection against modest, day-to-day fluctuations in
price, not generalized and sustained drops. There is no
means by which large drops in stock prices can be hedged;
yet, it was argued, many firms were taking positions in
stocks without regard to the possibility that a large number
of firms would try to sell stocks or futures at the same time
This not only made the market vulnerable to declines, but
may actually have produced excessive confidence on the
part of institutional investors which encouraged the rapid,
pre-crash run-up in equity prices.

Some believed that programme traders were culpable in
deepening, if not causing, the crash. The Securities and Ex-
change Commission of the United States, in a study of the
week of decline that cuiminated in the crash, reported that
30 per cent to 68 per cent of the sale of stocks at various
times in the week from 14 to 20 October were accounted for
by programme traders. According to the report of the Presi-
dential Task Force on Market Mechanisms (the Brady Com-
mission), portfolio insurance accounted for 20 per cent of
futures selling and 10 percent of stock selling in the 19 Octo-
ber plunge  One institution did most of the selling on that
day. The Securities and Exchange Commission reported that
stock-index arbitrage accounted for more than one third of
all stock transactions during two short, but critical, transac-
tion periods on 19 October.¥

Another argument is that imperfections in the links be-
tween the stock and index-futures markets produced or exac-
erbated the decline. For example, inadequacies in computer
capability in the New York market and in financial resources
of market-makers (also primarily in the New York market)
led to frantic dumping of stocks at the New York Stock Ex-
change on 19 and 20 October. Sell orders overloaded the
Exchange's Direct Order Turnaround (DOT) system, mak-
ing it impossible to execute many sales. No such problem
existed at the Chicago futures market, where traders could
sell stock index contracts cheaply and quickly * As a result,
the spreads between the average prices of the actual shares in
the New York market and the prices implied by the fitures

36 The Kansas City Futures Exchaage apened the first futures contract on a stock index (the Value Line index of stocks) in February 1982 This
was [ellowed in April 1982 by the contract on the Standard and Poor's 500 index at the Chicago Mercantite Exchange and on the New York
Stock Exchange composite index in New York in May 1982 The Standard and Poor's 500 has dominated the market This. like most of the
other index contracts, involves “cash settlement™ —that is. st maturity, the deliverer {the one who has sold the futures contract) must pay $500
for each point that the Standard and Poor's index has risen above the originaliy contracted price or, if the price fulls below the contracted price,

the deliverer will receive 3500 for each poimt

37 Report of the Presidential Task Force on Market Mechanisms (The Brady Commission Report), (Washington, P C . Uailed States Government
Priming Office, 8 Innuary 1988); The Ociober 1987 Market Break. Securities and Exchange Commission Staff Report, (Washington. D € .

United States Government Printing Office. February 1988)

38 A different problem, however, did exist in Chicago, namely, the failure of floor traders on the Chicago Mercantile Exchange to abserb more of
the larpe sales in index futures contracts that were coming in Greater participation of these traders on the buying side of these conteacts might
have helped support the futures contricl prices during critical periods, but traders were insufficiently capitalized and could not substantially

increase their own holdings of the contracts



contracts became the widest ever seen. This would have
been prevented if arbitrageurs had sold stocks in the New
York market and bought the lower-priced futures contracts
in Chicago, but since sales could not be quickly executed in
the New York market, the arbitrage broke down. The situa-
tion was aggravated by the many “‘specialist™ firms on the
New York exchange that are given trading control over spe-
cific stocks in exchange for a commitment to stabilize prices
in those stocks. The firms were unable to function with their
existing levels of capital when the volume of traded shares
jumped. As stock prices fell, the resulting loss of capital
made many specialist firms suspend trading in certain
stocks, including some which make up the index underlying
the Chicago futures contract. Thus, while traders could still
conveniently buy futures contracts representing certain
combinations of stocks, there was temporarily no means by
which the corresponding New York Stock Exchange stocks
could be traded.

Uncertainty about macro-policies

The second major interpretation of the reason for the crash
and subsequent stock market volatility directly addressed the
fact that the crash was not restricted to the United States
market, but reflected investor concerns in Europe, Asia and
sore Latin American countries as well. In all these centres,
there was a rising level of adverse expectations or uncer-
tainty about the course of macro-economic policies of the
major economies. As discussed previously, there had been
some early signs of success in 1987 in policy co-ordination
among the major industrialized market economies. Both the
Federal Republic of Germany and Japan had pushed fiscal
policies into moderately expansive directions in 1987, and
massive official purchases of dollars in foreign exchange
markets were partially unsterilized, leading to an easing of
monetary conditions in both countries. The fiscal policies of
the United States had become moderately contractionary
and United States monetary conditions began to tighten.

Yet, several other developments, however, were disturb-
ing to investors, First, the pace of United States adjustment
was extremely slow and appeared to require a further build-
up of the external debt of that country in the medium term.
Although the United States federal deficit as a percentage of
GNP had declined from 5.3 percent in 1985 to 3.4 percent in
1987, this was slow progress and Congressional budget ne-
gotiations did not seem to be accelerating the adjustment.
Inability to correct the fiscal imbalance implied that at some
time there would have to be a strong downward adjustment
in dollar exchange rates, if only to reduce domestic private
expenditure and thereby shift resources towards financing
the fiscal deficit; or there could be a tightening of monetary
policy by the United States Federal Reserve to prevent the
exchange rate from falling, while also shifting expenditure.
The dollar “free-fall”" scenario entailed several distressing
implications, including a cut-off in foreign purchase of dol-
lar-denominated securities, renewal of United States infla-
tion, high interest rates and domestic recession. But to

monetarists in the financial markets, the threat of dollar-sup-
port by means of monetary policy was the more troublesome
possibility. Noting that economic activity and stock price
movements have been correlated with changes in the rate of
growth of the money supply (the former lagging behind the
latter), monetarists were already watching reduced rates of
money growth in the United States with concern. Large-
scale defence of the dollar through additional monetary
tightening was, to them, tantamount to inducing a recession
and a stock slump.”

A second development that was disturbing to financial
market participants in 1987 was the rise of United States
interest rates in the spring, associated with reduced willing-
ness of private foreign investors to acquire United States
Treasury obligations. The rise in interest rates was primarily
at the long-term end (i.e., the yield curve “steepened” at a
time of rising interest rates), a phenomenon often associated
with expectations of inflation over the longer term. While
the rise in United States interest rates could be perceived as
due in part to monetary policy actions, it also seemed to
imply serious scepticism about the willingness or ability of
the United States to correct its fiscal and external imbalance.

Finally, questions wete raised about the sustainability of
the dollar-support programme as carried out after the Lou-
vre Accord in February 1987 The major form of this sup-
port was intervention in foreign exchange markets in which
Governments other than that of the United States purchased
dollars and converted those balances into United States
Treasury securities. The fact that some private flows had
ceased moving towards the United States itself implied nega-
tive expectations in the private sector. How long the official
flows would be maintained became an issue of some uncer-
tainty.

Short-term consequences of the crash

First, although the crash caused an almost immediate
downward revision of most forecasts of world growth, con-
cern seemed to have dissipated by the spring of 1988. Real
growth prospects have been revised to pre-October levels.
The widely feared “wealth-effects” were to have induced a
cut-back in expenditure by people who felt less well off,
plunging the industrialized countries into a recession or at
least slowing growth But none of this occurred—-in part,
because stock ownership is a relatively small component of
private wealth, and because of positive wealth effects from
rising bond prices and falling interest rates, In addition, eco-
nontic indicators did not point to fragility in the real side of
the economy® and so expenditure cut-backs were not
prompted on that score either. As pointed out by many finan-
cial analysts, the robustness of the real side distinguishes
those instances in which an equity market crash does not
precede a general financial collapse and real-side down-
swing, as in 1962, and those in which it does, as in 1929 The
major symptoms of international imbalance—the develop-
ing country debt problem and the United States external def-

3% Many menetarists posit a more direct relation between money stock growth and stack prices A slow-down in monetary growtll, for exampie,
would raise real interest rates and induce investors to shift from equity investment to bonds
40 Most evidence has been favaurable: leading indicators, low reported inflation rates and consumer confidence surveys
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icit—of course continued to be important issues, although
apparently they were not sufficient to cause major down-
ward shifts in private spending.

The major studies of the United States stock and futures
market mechanisms produced proposals that were designed
to (a) strengthen the technical efficiency of both the stock
and stock-index markets in ways that would strengthen each
market separately as well as improve the functioning of the
arbitrage process; (b) increase surveillance and contro} over
the individual markets, especially by means of price limits
and other market “circuit breakers™ that stop trading for
short times during periods of extreme volatility; (c) create
consolidated surveillance and control over the stock and in-
dex-futures markets; and (d) better balance the costs of oper-
ating in the futures and cash markets primarily by increasing
margin requirements in the futures market.

Action taken thus far has been rather modest. Measures
have been taken to increase market efficiency, such as re-
quiring “‘specialist” firms to have more capital. Since most
had already added to their capital, this appeared to be pri-
marily for public relations purposes. Additional circuit
breakers have included new price limits in futures markets
and suspension of access to the Direct Order Turnaround
system by programme traders on the New York Stock Ex-
change when the Dow Jones Industrial Average of stock
prices rises or falls more than 50 points. No explicit co-
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ordination of the futures and cash markets was introduced
and there has been almost no progress in consolidating con-
trol and surveillance.

At the private level, a number of firms have curtailed pro-
gramme trading activities in the interest of investor relations
and portfolio insurance is a much less heavily practiced in-
vesting strategy by large brokerage houses on behalf of their
clients, although some brokerage houses have been engaged
in more speculative use of programme trading on their own
account. Although the issue is undecided, a movement has
emerged in the financial community to ban programme trad-
ing entirely.

In the area of regulation of the banking and financial sec-
tors, the shock to financial stability appears to have created
momenturn for 2 movement that seeks to re-examine the re-
cent push towards deregulation of financial markets. In the
United States, in recent years, pressures on commercial
bank earnings have created a strong sentiment for repeal of
the Glass-Steagall Act which separates securities underwrit-
ing activities from commercial banking. Although it is too
early to say whether this repeal movement will be signifi-
cantly diluted because of the crash and recent financial vola-
tility, it is certain that the crash has extended the debate and
provided arguments for the opponents of the deregulation of
banking.






Chapter V

THE INTERNATIONAL OIL MARKET

For almost the whole of 1987, international oil prices re-
mained within a narrow range of $17 to $18 a barrel, higher
than the average price of approximately $14 a barrel in 1986
but well below the price of $28 a barrel which had prevailed
in the previous three years. Oil demand continued to in-
crease, although at a lower rate than in 1986,

Many oil-importing countries benefited from the low
prices of crude oil, especially those with appreciating na-
tional currencies vis-d-vis the United States dollar. Several
of the oil-exporting developing countries, however, experi-
enced foreign exchange difficulties.

Throughout 1987, a lack of timely and accurate informa-
tion caused serious uncertainties about the level of oil con-
sumption, production, stocks and prices.

Accurate information about market conditions and the
outlook for the world's most important commodity is obvi-
ously essential to the planning both of Governments and of
companies. The information available, however, is unrelia-
ble. Traders swap billions of barrels of oif, speculators trade
billions of dollars in futures contracts and oil companies
make huge business expenditures based partly on statistics
that are likely to be inaccurate.

Some of the uncertainty is due to national policies in coun-
tries which regard information on petroleum reserves, pro-
duction, stocks and even trade as secret; much of it, how-

ever, is due to weaknesses in national reporting capacities
and the lack of an agreed international reporting system.’ At
present, apart from national sources, the main reporting sys-
tems are managed separately by the secretariats of the Orga-
nization of the Petroleum Exporting Countries (OPEC) at
Vienna and the International Energy Agency (IEA) in Paris
on behalf of their governing bodies and member countries.

Two recent examples—in addition to uncertainties about
production levels in some member countries of OPEC, de-
spite data reported from several sources—show the diffi-
culty of making projections based on inadequate informa-
tion. In January 1987, the Energy Information Administra-
tion of the United States Department of Energy revised its
production estimates, showing actual output substantially
lower than was reported throughout 1986: ** The miscalcula-
tions through most of 1986 stemmed from the Energy De-
partment’s practice of projecting oil production using past
trends. The system, which worked well when prices were
fairly constant, was thrown awry by last year's (1986) sud-
den price drop.””

Similarly, IEA, in its Qif Market Report of end-December
1987, revised its estimates, particularly on oil consumption
in developing countries since 1981: consumption in 1987
was 12.9 million barrels a day or 7.5 per cent higher than the
figure of [2 million barrels a day originally published * The
lack of an adequate system for the collection and reporting
of information deserves international attention

Developments in oil markets in 1987

Oil price stability remains uncertain

After the great volatility of oil prices in 1986, member
countries of OPEC, at their meeting in December that year,
decided to implement production policies which aimed at
stabilizing the market at $18 a barrel during 1987,

At the time of the OPEC meeting, oil prices were about
$13 to $14 a barrel after recovering from their lows of less
than $10 a barrel in July 1986 (see figure V.1). Because of
low ol prices, the foreign exchange income of OPEC mem-
ber countries dropped from $132 billion in 1985 to $77 bil-
lion in 1986 This loss of 855 billion in just one year caused
serious financiai difficulties in most of the countries con-
cerned and individual pressures for persistent increases in
production and exports were expected to continue.

Despite these expectations, production restraint during
the first half of 1987 resulted in the stabilization of the refer-
ence price which resulted in a 17 per cent improvement in oil
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export earnings for OPEC member countries (see table
V1)

Price stability was threatened during the summer of 1987
by increasing tensions in the Persian Gulf, which resulted in
the protection of Kuwaiti tankers by the United States navy
and the involvement of the navies of the Union of Soviet
Socialist Republics and Western European countries with
the stated aim of assuring oii shipments through the Strait of
Hormuz. Prices on the spot market reached their highs in
July and August ($20-$22.60 a barrel in the United States),
but sizeable production above the agreed quotas by some of
the OPEC member countries, particularly in the Persian
Gulf, led to a decline in prices in the last two months of the
year.

Questions about the stability of the international financial
system and its possible effects on the world economy after
the stock market crash of October 1987 added to the uncer-

Fames Tanner, *“Vaporous 0il ", The Wall Street Journal, 24 November 1987

The information on developments in world ol markets provided in this chapter necessarily reflects the inadequacies of the reported data
Frederick Rose, U S, ofl output falleff is worse thon estimated, rew data show™, The Wall Streer Journal, 21 Tanuery 1988. pé
"IEA boosts estimates of oil use by third world™, Oil and Gas Journal, 18 January 1988, p. 66



Figure V.1. Crude oil prices, 1985-1988
{Dollars per barrel)

30 :
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Source: Department of International Economic and Social Affairs of the United Nations Secretarint,
based on United States Department of Energy, Energy Information Administration, Weekly Petroleum
Status Report, 1985-1988 issues,

Table V.1. Value of oil exports of OPEC member countries* |
{Miltions of dollars) [

Country 1970 1980 1985 1986 1987
Algerin 681 12 647 9170 3760 3300
Ecuador 1 1563 1927 983 600
Ciabon 58 1 876 1 668 848 460 :
Indonesia 446 15595 9 083 5 451 4 500
Iran (islamic Republic of) 2358 13 286 13 15 6 600 9 200
Irag 788 26296 11380 6980 1300
Kuwait 1596 17678 9729 6200 6 550
Libyan Arab Jamahiriya 2357 21396 10520 4700 5 800
Nigeria 715 25277 12 338 6 300 7 300
Qatar 228 5428 31355 1 460 1 900
Saudi Arabia 2418 0B 74 25936 21190 22750
United Arab Emirates 485 19496 13395 5 890 8§ 800
Venezuela 2371 18 248 10 352 6713 7 400
Total 14 501 286959 131 967 771073 90 300

Source: OPEC, Annual Statistical Bulletin, 1986 for 1970, 1980, 1985 and 1986; and Petroleum
imelligence Weekly, 7 December 1987, p 3, for 1987 estimates

3 tncluding, where applicable, oil product exports. For some cauntries, exports of condensate
may be included.

b Estimates.
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tainties in the oil markets during this period. By mid-De-
cember, prices on the spot market had plunged to between
$15 and $16 a barrel in view of fears of a major slow-down
in the world economy and the difficulties of OPEC member
countries in reaching an agreement during their meeting at
Vienna from 9 to 14 December. Nevertheless, an agreement
was reached to continue production with the same guotas as
those set for the third quarter of 1987 (see table V.2); no
quota was set for Iraq.

Table V.2. Planned and actual production of OPEC oil, 1987
{Thousands of barrels per day)

First Second Third Fourth
quarter quarter quarter quarter

Planned 15 BOO 15 800 16 660 16 600
Actual 15 622 16 833 19 404 18 879
Difference 178 i 033 2 804 2279

Seurce: Department of International Economic and Social Af-
fairs of the United Natiors Secretariat, based on Middle EFast Eco-
namic Survey, 18 May 1987, and Petroleum huelligence Weekly, 15
February 1988

4 Including a theoretical goota for Iraq of 1,466,000 barrels a day for
the first and second guarters and 1,540,000 basrels a day for the
third and fourth quart 2rs

b Revised in June 1987 from the original 18,300,000 barrels n day set
in December 1986

Afier a brief recovery, oil prices remained weak during
the first three months of 1988, despite considerable restraint
in OPEC output, because of reduced demand especially in
Western Europe and Japan, increased supplies from non-
OPEC sources and stock drawdowns. By the end of March
spot market prices had reached their lowest levels since 1986
at about $14 to $15 a barrel.* Prices, however, can be ex-
pected to improve towards the 318 a barrel fevel for the rest
of the year on the assumption that OPEC production will
continue to be near the agreed level and that some non-
OPEC oil-exporting countries will also support cut-backs.

Deceleration in consumption growth

After reaching a peak of almost 42 million barrels a day in
1979, oil consumption in the developed market ecoromies
declined to 34 million barrels a day in 1983 and remained
virtually stagnant until 1986, when oil prices fell by about 50
per cent from $28 a barrel.

Taking into account inflation and the weakening of the
United States dollar in 1986, the fall in crude oil prices in
real terms was about 57 per cent. Because of excise and
similar taxes, however, prices of petrolenm products fell on
average by only 28 per cent in the deveioped market econo-
mies, so that approximately half the crude price fall passed
through to consumers.®

This fall in oil prices was accompanied by an increase in
consumption of 2 7 per cent in 1986 or 1.0 million barrels a

day (see table A.II1.13). Increases in consumption were reg-
istered for all the four main energy petroleum products: 5.4
per cent for aviation fuels, 2.7 per cent for gasoline, 2 4 per
cent for middle distillates and 1.8 per cent for heavy fuel oil

This significant reversal of declining trends in oil con-
sumption was somewhat marred by the poor performance of
heavy fuel oil, which had previously caused most of the de-
cline because of expanded use of coal, nuclear power and
natural gas for electricity generation and industrial use. Ap-
parently fuel oil prices became competitive enough to en-
courage switching in the United States, where consumption
increased by 14.1 per cent. Fuel oil use, however, continued
to decline in both Japan and Western Europe.

In 1987, oil consumption in the developed market econo-
mies increased by 1.5 per cent. Aviation fuels, motor gaso-
line and middle distillates increased by 3.0, 2.8 and 07 per
cent, respectively, but heavy fuel oil consumption declined
by 4.8 per cent because the increase in oil prices discouraged
even limited switching with competing fuels, as in 1986.

In view of the expected slow-down in the rate of economic
growth in the developed market economies, an increase in
oil consumption of enly 1.0 per cent is forecast for 1988.

Average annual increases in oil consumption have been
consistently higher in the developing countries than in the
developed market economies because of the greater depen-
dence of the developing countries on oil and gas as their
main sources of commercial primary energy (about 75 per
cent in recent years), the lack of alternative sources of en-
ergy, higher rates of growth in population, rapid urbaniza-
tion and, in some cases, good overall economic perform-
ance. Oil consumption increases were particularly high dur-
ing the 1970s in OPEC member countries and other oil
exporting developing countries because of generally rapid
development based on high oil exports and oi} prices and low
or subsidized prices of petroleum products for national con-
sumption. Even in the oil-importing developing countries,
during the 1970s the average annual increase in demand was
maintained at approximately 6 per cent, or more than four
times the rate in the developed market economies. (see table
V.3).

Table V. 3. Consumption of energy petroleum products

(Percentage annual growth rates)

19711980 19811986
Developed market economies 143 -130
Centratly planned cconomies 5 44 350
Developing countries 770 285
OPEC 11 6B 4 65
Other oil-exporting countrics 8.01 4 18
Oil-importing countries 6 09 070

Source: Department of International Economic and Social AL
{airs of the United Nations Secretariat, bascd on United Nations,
Energy Staristicy Yearbook. various issues

3 Fo b Middie East; in terms of constant dollars, these prices were very close 1o the lows of 1986
6 Michael 8 Morrison, *“'Wilt oii demand recover? A chalienge to a consensus ™, Perroleun Review, July 1987, p 47
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Higher oil prices in the early 1980s, as well as the impact
of economic recession in many of the oil importing develop-
ing countries, caused a drastic deceleration in the rate of
increase of oil consumption to about 07 per cent annually.
About a third of these countries registered negative annual
growth rates during the period 1980-1986.

In only 23 of 90 oil-importing developing countries was
oil consumption more than 1 million tons annually (about
20,000 barrels a day): Argentina, Bangladesh, Brazil,
Chile, Cote d'Ivoire, Cuba, Dominican Republic, Guate-
mala, India, Jamaica, Jordan, Lebanon, Morocco, Panama,
Pakistan, Philippines, Republic of Korea, Singapore, Sti
Lanka, Thailand, Turkey, Uruguay and Yugoslavia. During
the period 1980-1986, annual increases in oil consumption
comparable to those of the 1970s or better were registered by
only 4 of the 23 countries (India, Jordan, Pakistan and Re-
public of Korea); eight of them registered negative annual
rates.

Unlike the developed market economies, where heavy
fuel oil use for electricity and industrial purposes dropped by
about 49 per cent during the period 1970-1986, developing
countries more than doubled fuel oil consumption during the
same period {see table V. 4).

1able V.4. World consumption of residual fuel oil
(Millions of barrels per day)

1970 1980 1985 1986

Developed market cconomies 803 735 409 413
Centratly planned cconomies 209 381 384 402
Developing countries 133 267 277 2.84
World 1145 1403 1070 1099

Source: Department of International Economic and Social Af-
fairs of the United Nations Secretariat, based on United Nations,
Energy Stnistics Yearbook, various issues

In 1987, oil consumption in ail the developing countries
increased by 2.4 per cent and is expected to increase by
about 2.5 per cent in 1988,

0il consumption in the centrally planned economies in-
creased rapidly during the 1970s but decelerated somewhat
in the 1980s. During the period 1981-1986, the average an-
nual rate of growth of 3.5 per cent was higher than in both
the developed market economies and the developing coun-
tries (see table V.3).

Growth of consumption was particularly strong in the So-
viet Union. In Eastern European countries, however, oil
consumption remained stagnant throughout the 1980s be-
cause of foreign exchange problems in obtaining supplies.
Instead, consumption of energy focused on alternative
sources, especially natural gas, mainly from the Soviet Un-
ion, and nuclear power.

Forecasts of world oil consumption in the medium term
continue to be influenced by the experience gained by the

7 OPEC press release, 14 December 1987
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developed market economies, during the past 10 years, in
energy conservation and efficiency improvements, as well
as in the development of substitutes, especially for produc-
ing electricity However, an increasing perception that oil
prices could remain lower in real terms than the high levels
experienced in the early 1980s could result in the relaxation
of government measures inhibiting oil consumption, reduce
subsidies for high-cost energy substitutes and promote re-
verse substitution. A resumption of higher rates of economic
growth, particularly in the developing countries, could lead
10 a rate of increase in consumption above the 1 to 2 per cent
annual trend of recent years

Production shift to developing countries

Once again the oil production policies of OPEC member
countries dominated developments in the world oil markets
in 1987 During the first half of the year, oil production lev-
els were close to the quotas set for most of the OPEC coun-
tries, with the result that most trade transactions were car-
ried out at the reference price of 318 a barrel.

In the summer of 1987, with fears of oil supply interrup-
tions related to the conflict between the Islamic Republic of
Tran and Iraq and intensified tensions in the Persian Gulf
resulting in the damage of oil tankers and oil installations,
oil production in a number of countries of the region in-
creased well above quotas, apparently to meet increasing
demand, particularly for stockpiling in consuming coun-
tries. The expanded output continued to be sold either at
official prices or even at premium prices well into the au-
tumn and considerable discounting was reported only during
the last two months of 1987, particularly after the boycaott of
Iranian oil by France and the United States.

At the meeting of OPEC member countries in December
1986, production targets were set for each of the four quar-
ters of 1987 (see table V.2). Since no quota was set for Iraq,
it was expected that actual production in that country would
continue at a higher rate than its previous quota and there-
fore some apparent over-production was built into the plan
However, over-production by the third quarter of 1987 had
apparently reached 2 8 million barrels a day and by the
fourth quarter, 2.3 million barrels a day. At the meeting of
OPEC members in December 1987, it was agreed that the
production levels of all members, with the exception of Iraq,
would be 15.06 million barrels a day during the first half of
1988, with national production jevels assigned in the same
way as in the December 1986 agreement for the third quarter
of 19877 (see table V 2 and table A TIL.14).

For the first three months of 1988, OPEC production ap-
peared to have been reduced substantially from its high lev-
els of the second half of 1987 but it was still higher than the
agreed quotas

Because of consumption levels apparently lower than ex-
pected during the first few months of 1988, higher supplies
from non-OPEC countries and stock drawdowns, various
reports at the end of March indicated that consideration was
being given to convening an extraordinary meeting of the




Conference of OPEC with a view to deciding on the neces-
sary production level so as to restore the desired price stabil-
ity as provided for in the agreement reached in December
1987.

It was also reported that non-OPEC oil-exporting coun-
tries (Angola, China, Colombia, Egypt, Malaysia, Mexico
and Oman), at a meeting in London in March 1988, were
considering reducing their levels of oil production ”

Crude oil production in non-OPEC developing countries
expanded substantially during the 1970s and accelerated fur-
ther during the 1980s. As shown in table A 111 15, crude oil
output increased from 1 billion barrels in 1970 to 2 biilion
barrels in 1980. By 1987, output had increased by a further
billion barrels.

Much of this increase was due to expansion of output in
non-OPEC oil exporting developing countries such as An-
gola, Egypt, Malaysia, Mexico, Oman as well as in Yermnen,
which began exporting oil in December 1987. Among this
group of countries, however, output reductions due to lack
of adequate reserves and maturity of ol fields were reported
by Brunei Darussalam, Peru, Trinidad and Tobago and Tu-
nisia.

Chira also achieved considerable increases in oil produc-
tion, doubling ocutput from 1.1 million barrels a day in 1973
to 2.1 million barrels a day in 1979. During 1980 and 1981,
production declined to 2.0 million barrels a day but since
then production has steadily improved, reaching a level of
2.7 million barrels a day in 1987, Targets for future produc-
tion are 3 0 million barrels a day in 1990 and 4 0 million
barrels a day by the year 2000

Significant expansion of oil output was also registered in
the oil-importing developing countries but it was limited es-
pecially to Brazil and India during the 1980s. Small new oil
production was also reported in Bangladesh, Benin, Cote
d'Ivoire, Ghana, Guatemala, Jordan, Pakistan, the Philip-
pines and Suriname.

In the developed market economies, the most significant
event was the continued decline of oil production in the
United States. As indicated in the World Economic Survey
1987 " the oil price decline of 1986 brought about a reduc-
tion of about 0.9 million barrels a day in oil production in
that country between January and December 1686, mainly
because of the closing of high cost, small output wells—the
so-called stripper wells

For 1987 as a whole, United States output was about 8 3
miilion barrels a day which was a 4.7 per cent decline from
the average of 1986. Production in Alaska increased some-
what because of the start-up of new fields but in the contigu-
ous United States production fell by 7 3 per cent to reach the
lowest level since 1965, This declining trend was not ex-
pected to be reversed unless prices increased substantially

8  Norway and the USSR attended as observers

Production of oil in the North Sea has been on the rise
since the beginning of the 1970s, reaching a level of 3.3
million barrels a day in 1986 Production in the United King-
dom sector, however, was static at about 2.5 millicn barrels
& day during the period 1984-1986, while increases were
registered in the Norwegian and other sectors

Crude oil production in the North Sea in 1987 remained
virtnally the same as in 1986 Although three oilfields
started production in the United Kingdom sector during the
year, output declined, averaging 2 45 million barrels a day
apparently, as a result of maturation of the biggest ficlds, the
new production was not sufficient to reverse the slow de-
cline. The drop in output in the United Kingdom sector was
offset by substantiaily higher production in the Norwegian
sector, up 12 per cent to an average of about 973,300 barrels
a day despite production cuts of about 80,000 barrels a day
across the board, made in support of OPEC. Output was also
increased by Denmark and the Netherlands ¥

Crude oil production in the Soviet Union, after a very im-
pressive growth of 44.2 per cent, from 8.6 million barrels a
day in 1973 to 12 4 million barrels a day in 1983, registered
consecutive declines during 1984 and 1985 The decline was
reversed in 1986 and 1987, production reaching a new high
of 12.6 million barrels a day in 1987

The improvement of the past two years was due to addi-
tional investments and managerial reorganization, particu-
larly concerning the Western Siberian oil fields. For exam-
ple, capital investment was to increase by 31 percent in 1986
over 1985, particularly in development drilling ¥

Small oil output in Bulgaria, Czechoslovakia and Poland
remained static during the 1980s, while Hungary experi-
enced & decline. Romania, the only other important oif pro-
ducer in Eastern Europe. also registered a decline during
1985 and 1986

Investment levels still depressed

Lower oil prices since the earfy 1980s have led to a down-
ward trend in investments in petroleum exploration and pro-
duction. The trend was particularly pronounced in 1986
Despite the relative stability of 1987, uncertainty and fears
of yet another oil price collapse, coupled with the world fi-
nancial crisis and its effect on oil corporations, have worked
against a definite resumption of petrolewn investments
world wide

Comprehensive statistics on investments in oil exploration
and development are not available. However, information
provided by the world-wide activities of seven major oil
companies from the United States and Western Europe are
an indication of the main (rends (see tables A I 16 and
AL 17y Oilexploration expenditures decreased from $9.2
billion in 1982 to $4.9 billion in 1986; investments in pro-

9 Youssef M. Ibrahim, **5% outpmt cut studied by OPEC™, The New York Times. 10 March 1988, pp Diand D17

10 United Nations publication. Seles No ERTH.C L.p 107,

11" For a comprehensive survey of the North Sea ta end of 1986, see Clive Jones "A review of petroleam exploitation and production activities in
North-West Eurape”. Energy Exploration and Exploiration. vot 5 (1987)

12 Qit and Gas Journal. 5 August 1986, p 20
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duction fell from $19.6 billion to $11.3 billion during the
same period.

Capital expenditures of United States companies abroad
have aiso been reduced substantially since 1982, as shown in
table A III.18 Although these estimates include both up-
stream {(exploration and production) and downstream (refin-
ing and marketing) investments, by far the greatest propor-
tion has been devoted to exploration and production. Invest-
ments fell from $11.4 billion in 1982 to $6.0 billion in 1987
in the developed market economies and from $8 3 billion to
only %3 3 biilion in the developing countries during the same
period. Amoeng the developing countries, the main recipi-
ents were such oil exporting countries as Colombia, Ecoa-
dor, Egypt, Indonesia, Malaysia, Nigeria, Peru, Trinidad
and Tobago and United Arab Emirates.

The stabilization of oil prices in 1987 and expectations that
any declines would be of short duration led to some in-
creases in investment plans for 1988 According to a survey
of 35 United States companies, investments in exploration
and production in the United States were expected to in-
crease by 14 per cent, from $15.6 billion in 1987 to $17.8
billion in 1988 This would follow a decline for six consecu-
tive years since the peak of $57.8 billion in 1981.

Similar investments outside the United States by the same
group of companies would increase by 23 per cent to $7.6
billion in 1988 from $6.2 billion in 1987.%

Because of lower prospects for oil and gas discoveries in
the United States, as well as lower profit margins, a shift
was developing in favour of investments abroad. As shown
in table A III.19, profit margins for each barrel of 0il equiva-
lent remained high even during the low price levels of 1986,
mainly because of a drastic reduction in government take on
crude oil and gas production.

Since oil and gas exploration and development costs have
been reduced considerably in the past two years, the above
increases in financial outlays indicate an improvement from
the lows of 1986 and 1987, but their levels remain far below
the peaks of the early 1980s. A definite resumption of invest-
ments will depend on higher cash fiows to oil corporations
and, because of the long lead times involved, their expecta-
tions of the condition of the oil market in the early 1990s.

The slow-down in investments is bound to affect future
production levels and oil discoveries in the developed mar-
ket economies and the developing countries. Consequently,
increases in oil demand will be met by those oil-exporting
countries which continue to have unused production capaci-
ties.

Developments in the oil market, particularly since the oil
price collapse of 1986, have brought about some rapid

13

1988, p 17
14

1423,
15
16

244 in 1987, a 66 per cent increase over 1986

“Drilling for oif on Wall Street”, The Economist, 20 February 1988, p 71
According 1o a report in the newsletter section of the Ol and Gas Journal, 29 February 1988, oif company mergers and acquisitions numbered
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changes in the structure of the petroleum industry in its ef-
forts to adjust to the new circumstances. Changes related to
oil company mergers and consolidations and the integration
of major oil-exporting countries into downstream opera-
tions, often in the form of joint ventures, are briefly re-
viewed below

Changes in the structure of the petroleum industry

Nationalization of oil reserves by a number of developing
countries in the late 19605 and the 1970s had a profound
effect on the position of the major oil companies. By 1986,
their control of oil supplies had dropped to 33 per cent of the
world total (excluding North America and the centraily
planned economies), from 56 per cent in 1976. They contin-
ued, however, to show considerable strength in downstream
operations, particularly in the marketing of petroleum prod-
ucts (see table V.5).

Since the energy crises of the 1970s, the major oil compa-
nies, as well as a large number of independent oil compa-
nies, have concentrated their exploration and development
investments in the developed market economies (Australia
and North American and North Sea producers), where de-
spite relatively high costs returns were favourable until the
mid-1980s, because of high oil prices. Their objectives were
the diversification of crude oil supplies and an improvement
in the proportion of equity oil which would remain under
their control. In pursuit of similar objectives, investments
had also been directed especially towards non-OPEC devel-
oping countries, mostly oil exporters, where costs were
somewhat lower and prospects of discoveries greater than in
the developed market economies."

Despite these efforts, a recent survey of 30 big oil compa-
nies found that each dollar spent on exploration during the
four years to 1986 yielded reserves worth 58 cents, with the
result that, at current production levels the companies had
less than 10 years of reserves left; consequently, the same
survey indicated that the number of big integrated oil com-
panies was likely to halve by the year 20007

Declining real oil prices since 1984, particularly the oil
price collapse of 1986, resuited in a financial shake-up of
many of the independent oil companies in the United States
and the North Sea, which had been attracted into the oil play
during the 1970s because of high prices and profitability
Their predicament was aggravated further by the stock mar-
ket crash of October 1987, which made it even more difficult
to attract additional financing. With many banks burdened
by a multitude of non-performing energy loans to indepen-
dent 0il companies and with the persistent uncertainty about
the level of oil prices in the short term, further bankruptcies
can be expected, with consequent consolidation into the
more financially secuse oil companies. '

Robert] Beck and Bob Williams, ~U S industry's spending plans show first increase in seven years', Oil and Gas Journai, 22 February

See the report of the Secretary-General on energy exploration and development trends in developing countries (A/41/383-E/1986/101), paras




Table V.5. Changes in operations of major oil companies, 1976 and 1986

{Thousands of barrels per day)

Perceatape of

Percentage of

1976 world total" 1986 world totaj®
Crade oil supply* 25362 56.1 13 625 334
Refining runs 19 194 432 13 426 301
Petroleum product
sules 21359 474 18 876 429

Source. Depariment of International Econromic and Soctal Affairs of the United Nations Secretariat, based on
Petrolewm Economist, May 1978 and fune 1987, and United Nations, Energy Stavistics Yearbook, various issues

2 The 1976 operating statistics included two Europe-based groups: British Petroleum and Royal/Dutch Shell and
five United States-based majors: Exxon, Guil O1l, Mobil, SoCal and Texaco. Guif O and SoCal merged to form

Chevronin 1984

b Excluding the cemrally planned economies

¢ In most cases. figures show net production of crude oil and natural gas liquids, plus purchases uader special

supply arrangements

Table V.6. Ratios of crude oif reserves to production, 1987

Estimated proved

Reserves/production

FESCIVES Production ritio
{miflions of barrels) {ycars)
Developed market
sconomics 56 292 5225 10.8
Nortl Anerica 32095 3 568 g0
Western Europe 27 448 ] 432 157
Centratly planned
cConRuMmics 6l 800 4 712 129
USSR 59 000 4 558 129
OPEC 670 655 6 459 103 8
OPEC counntries of
the Persian Guil 558 215 4270 1307
Non-OPEC oil-exporting
develuping countrics 70 808 33 304
Muexico 48 610 926 525
Oil-importing developing
countrics Hi 394 644 16 4
China 18 400 966 19 0
Workd 1ol BR7 348 200338 436

Sorerce Deparntment of Infernationa! Economic and Social Affsirs of the United Nations Scceretariat, based on

Ol aned Gars Journal. 28 December 1987
i Asal ] January 1988
b Canada and the United States

€ Iran (Islamic Republic of}, Iraq, Kuwait. Qatar, Suudi Arabia and United Arab Emirates

The oil industry in some of the OPEC member countries
and state-owned petroleum enterprises in both the developed
market economies and the developing countries have also
experienced significant restructuring

The reversal of decision-making power in oil production
and prices from the oll companies 0 host Goveraments
since the ewly 1970s led to the strengthening of existing
state-owned petroleum enterprises and the organization and
establishment of new ones in both the developed market
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economies and the oil-exporting developing countries
However, the emergence of mote abundant oil supplies and
decreasing prices, particularly in the mid-1980s, have al-
ready led to a de-emphasis of the importance of these enter-
prises in the developed market cconomies This tiend has
been strengthened further by an approach more generaliy
oriented towards private markets in at least some of these
countries. As a result, the state-owned petroleum enter-
prises of the United Kingdom--British Gas and the British
National Off Corporation-have been privatized and similar



objectives have been declared in other countries (e g, Can~
ada and New Zealand) "

Parallel trends have also been noted in non-OPEC devel-
oping countries where state-owned petroleum enterprises
had been strengthened and new ones organized either for
expanded cxploration and production or for assuring im-
ports through the oil companies or directly from the oil-ex-
porting countrics. In a few of the pil-importing developing
countries, decisions have been made to privatize a large part
of their oil industry This process has been increasingly sup-
ported by at least some of the developed market economies
through their aid agencies or through multilateral organiza-
tions. State-owned enterprises in oil-importing developing
countries had serious problems to face. Oil import bills
climbed so rapidly that many of these countries had to resort
to borrowing foreign exchange; at the same time, additional
borrowing was required for investments in exploration and
development. As a result, a sizeable proportion of the debt
problem of the developing countries was attributable 1o such
loans, which could hardly be avoided in the absence of ade-
quate interest by the foreign oil companies to invest in these
countries and with the general expectation of even higher oil
prices in the fature.

Overall, it may be expected that the number of oil compa-
nies will be further reduced by further consolidations, in-
cluding the privatization of some state-owned petroleum en-
terprises in both developed and developing countries.

Similarly, a reduction may occur in the number of signifi-
cant oil-exporting countries given the concentration of oil
reserves in the Persian Gulf and increasing depletion of re-
serves in non-OPEC countries, including in particular,
North American and the North Sea producers and a number
of oil-exporting developing countries (see table V 6).

In this connection, a recent study, after taking into account
the totality of cumulative oil production, proved and in-
ferred reserves and undiscovered resources, has projected
declines beginning during the period 1987-1990 in Brazil,
Colombia, Peru, the United Kingdom and United States;
during 1991-1995 in Argentina, Canada, Egypt and the So-

viet Union; and during 1996-2000 in Australia, Brunei
Darussalam, India and Maiaysia "*

The oil companies’ loss of control over the reserves of

several of the OPEC countries led to new trading conditions
in the international market, especially after 1980 when fears
of oil shortages were replaced by the prevalence of substan-
tiai production over-capacity in the OQPEC countries. Long-
term agreements between the oil companies and oil-export-
ing countries lost favour and, even when they continued to
be made, their significance was minimized through the
adoption of very flexible terms with regard to both quantity
and price. At the same time, trade on spot markets or on the
basis of prices established in those markets has been expand-
ing rapidly.

In contrast to a pre-1970 oil market of relative stability
because of the influence of the major integrated oil compa-
nies, the above-mentioned developments led to wide fluctu-
ations in both oil supplies and prices and such instability can
be expected in the future in the absence of further structural
changes.

However, a variety of such changes as shown have already
occurred and others are in the process of being made. For
example, a number of OPEC member countries have em-
barked on programmes for downstream integration into re-
fining and marketing operations in the developed market
economies of Western Europe and the United States. Kuwait
has established such operations in Western Europe on its
own and Nigeria, the United Arab Emirates and Venezuela
have entered inte joint ventures in industrial countries.
Other OPEC countries, including Saudi Arabia, have been
reported to be planning similar moves. "

Whether the consolidation of the oil companies of the de-
veloped market economies and similar developments in the
OPEC member countries, particularly in the Persian Gulf,
will result in a reconciliation of interests remains to be seen
A new kind of integration in the oil industry might have a
different impact on the world oil market in the future, partic-
ularly when the current abundance of il supplies may once
again turn into a scarcity. ™

Medium-term outlook and conclusions

Since the dramatic drop in oil prices in 1986 and their
stabilization during 1987 at around $18 a barrel, a likely
scenario has developed, which may be summarized in ex-
pectations that {a) world demand for oil will continue to ex-
pand moderately at about 2 per cent annually; (b) if develop-
ing countries resume normal rates of output expansion, a
somewhat higher growth rate of oil demand may occur; (c)
despite new oil discoveries in a number of non-OPEC devel-
oping countries, the probability of large to giant discoveries
remains small; (d) a few OPEC member countries will find it

difficult to maintain their current export volumes (even with
accelerated exploration and development investments) be-
cause of their limited geological resources and an increase in
national demand due to population and economic growth; (¢)
in the developed market economies, oil production will de-
cline because of limited reserves and resources and the rela-
tively high cost of developing frontier areas such as the Arc-
tic and offshore; (f) in the centrally planned economies, high
investment requirements will hinder the fast development of
resources {mostly in frontier areas of the Soviet Union and

17 “Qathering pace of energy privatisation in West Europe", Petrolewm Economist, January 1987, p il
18 Joseph P. Riva, Ir., 'Ot distribution and production potential™, Oil and Gas Journal, 18 January 1988, p. 58
19 Youssef M Ibrakim, “Going Downstream”, The Wall Strect Journal, 25 June 1987, p I; and “Oil producers reaching for the pump”, The

Econamist, 19 September 1987, p 78

20 See Alessandro Roncaglia, The htternational Ol Market: A Case of Trilateral OHigoproly, (London, Macmillan, 1985)
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China) that will be required to meet increases in national
demand; and (g) OPEC countries will continue their corrent
policies of increasing their share of world supplies with
prospects for moderately higher prices in the medium term,
but not high encugh to encourage once again investments in
energy conservation and alternative sources of energy, par-
ticularly in the developed market economies, which consti-
tute by far the most important oil markets.

This scenario is not without challengers. On the demand
side, they expect more intensive energy conservation meas-
ures, including improvements in the efficiency of transpor-
tation fuels. On the supply side, they envisage substantial
cost-cutting through technological improvements and per-
haps breakthroughs in the development of alternative encrgy
sources, as well as in the oil industry itself, which is already
experiencing considerable cost reductions through such
technologies as three-dimensional seismic surveys, en-
hanced oil recovery techniques and horizontal drilling.
Given these developments, they believe that future costs of
frontier exploration and production are exaggerated, espe-
cially when the probabilities of discovering giant oil fields
are considered. Under this scenario, requirements for
OPEC oil will remain moderate, with possibilities for the
continuation of the current level of ofl prices for several
years and an even lower level if cohesive policies among
(OPEC member countries cannot be sustained.
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The lack of timely and accurate information and statistics
on & variety of important parameters in the petroleum indus-
try and the world oil market may have resulted in serious
miscalculations, not only with regard to commercial trans-
actions but, more important, with regard to massive and
costly investments in both the energy and other sectors of the
world economy.

Changes in the structure of the petroleum industry have
had a considerable impact on energy prices and the necessity
of analysing and monitoring developments is indicated for
the foture, particularly with regard to increasing corporate
concentration and its possible impact on the international oil
market.

A resumption of economic growth, especially in the de-
veloping countries, will be accompanied by increases in oil
consumption, which may best be met through additional in-
vestments in exploration and development of indigenous re-
sources. Particularly in oil-importing developing countries,
such investments will require expanded co-operation with
multilateral and bilateral sources of financial and technical
assistance, as well as new strategies for co-operation with
transnational oil corporations and among the developing
countries themselves.






Chapter VI

ECONOMIC REFORMS IN THE CENTRALLY PLANNED ECONOMIES AND CHINA

Since about the middle of the 1980s, virtually all centrally
planned economies have announced their intention of chang-
ing economic policies, policy instruments and associated in-
stitutions. Some have already embarked on far-reaching
modifications. Others are in the process not only of formu-
lating the purposes to be served by changes as yet incom-
pletely defined but of designing the broad steps of the transi-
tion phase leading to a modified economic environment. Fi-
nally, some countries have not yet committed themselves to
broad-based transformations. But even in these countries
such shifts are bound to take place in time,