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1. Page 65, left-hand ceolumn, second paragraph, lines 7 and 8
Delete of Multilateral Trade Negoliations

2. Page 74, left-hand column

Delete the third, fourth and fifth paragraphs.
3. Page 98, left-hand column, first peragraph, lines 9-12

The third sentence should read
At first, the deficit countries would he accorded loans on commercial terms to
clear most of the balance, the rest paid in hard currency, and the surplus

countries would receive hard currency and, in smaller proportion, assets in the
rorm of claims on the CEPU.

4, Page 98, left-hand column, second paragraph, lineg 5 and 6

The third sentence should read

Second, loans by and claims against the CEPU would substitute for actual foreign
exchange lending.

5. Fage 103, right-hand column, line 2

After rate insert (see figure IV.1l1 for monthly United States sales of dollars
for foreign exchange).

6. Page 104
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Page 162, right-hand column, line 4

Footnote 14 should read 11

Page 170, right-hand column

The table should read

Total factor preductivity of seven major
market economies, 1961-1988°

(Average annual rate of growth)

1961-1973 1974-1979 1980-1988

Canada 2.0 0.7 0.3
France 3.9 1.7 1.5
Germany, Federal Republic of 2.7 20 0.7
Ttaly 4.6 2.2 1.0
Japan 6.4 1.8 1.8
United Kingdom 2.2 0.5 1.9
United States 1.6 -0.4 0.6
Groug of Seven 3.2 0.8 1.0

Source: OECD, Economic Owutlosk, No. 46 (Dzcember 1989), table
39.

a Definzd as 8 weighted sverage of the growth of productivity of labour
arvd capital in the business sector (weights in esch petiod are shares in
oumutoﬂabamandcapitaj)ﬁda!fmgrwpindmmmgaof
individual conatry data, weighted by 1987 GDP at 1987 enchange
rates.
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Page 180, right-hand column (tsble VIII.8)

Table VIII.8 should read

Table VII.8. Growth of manufactured exporis and of

export markets

of seven major market econornies, 1983-1989¢
(Average annual percentage change in volume)

1983-1985

1986-1989

Market Export Market Export
growth growth growth growth

Cansds 15.7
France 54
Gennany, Federal Republic of 59
Tealy 4.3
Japan 7.3
United Kingdom 53
United States 6.0
Group of Seven 6.6

14.0
2.9
6.2
6.1
9.6
5.3
i.l
59

1.5
15
80
7.2
68
6.9
82
7.5

4.5
42
56
6.4
2.2
5.8
147
6.4

Source: Department of International Economic and Social Affairs of
the United Nations Secretarist, based on data of OECD, Ecoromic

Outlock, various issues.

o Market growth is defined 23 a weighted average of the growth of

manufactured imports in esch exporting country's national or
regional markets, the weights being the share of manufacturing

tredz flow ini981 for years up to 1986 and 1985 for years thereafter
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PREFACE

The year 1989 witnessed changes of historic proportions. The upheavals in Eastern Europe were mainly political in
nature but have great economic significance for the countries of the region, as well as for the world at large. The easing of
tension between the super-Powers has improved the prospect for reductions of defence expenditures and genuine co-
operation on issues of global concern. Together, these largely unexpected changes hold out great promise for econormic
and social development throughout the world.

While the year was one of great political change, the challenges of international development and world poverty
remained the same. In many countries, trends of stagnation and decline continue despite a vigorous expansion of world
output and trade, usually because these countries remain handicapped by the external debt crisis. The pattern of resource
flows between countries remains unchanged . Risks and uncertainties in the international economy continue to be high.

The World Economic Survey, 1990 analyses these and other issues. It first provides an overview of the major issues, a
review of the changes that have taken place in the international economy in the 1980s and an agenda for national and
international action. It then examines regional and national developments with particular attention to policy changes,
especially in Africa, Latin America and Eastern Europe. In accordance with Economic and Social Council resolution
1989/103, an assessment is made of the causes and consequences of desertification in developing countries.

The important developments in international trade and trade policy are given careful attention. The Fconomic and
Social Council, in resolution 1989/112, requested the inclusion in the Survey of an analysis of trends in the net transfer of
resources to the developing countries and their impact on the economic growth and development of those countries. A
detailed analysis of such issues is included in the overali study of international financial flows.

Topics that have been singled out for special attention are recent developments in the international oil markets; the
problem of inflation in Eastern Europe, the Union of Soviet Socialist Republics, China and Viet Nam; and the reasons for
the long duration of the expansion of industrial economies.

In accordance with Economic and Social Council resolution 1989/113, the Survey contains a separate chapter on the
impact of the world economic situation on the social situation of the developing countries, which is examined in some
detail. As requested in resolution 1989/106, the socio-economic attainment of women in recent years is assessed in a
special section.

As in the past, the Survey was prepared by the Department of International Economic and Social Affairs, with the co-
operation of other offices and agencies of the United Nations system. This year, we had special contributions from the
United Nations Office at Vienna, the Economic Commisston for Latin America and the Caribbean, the United Nations
Conference on Trade and Development and the International Monetary Fund, as well as important exchanges with ali the
United Nations regional commissions and the Organisation for Economic Co-operation and Development. We aiso drew
on data and detailed analyses prepared by the General Agreement on Tariffs and Trade, the International Monetary Fund,
the World Bank, the regional commissions, the United Nations Conference on Trade and Development and other interna-
tional institutions. To all of them, we express our great appreciation.

It is our hope that the World Economic Survey, 1990 will be of use to Governments, policy makers, the public and
academic institutions and, most of all, that it will assist the Economic and Sociai Council in its examination of current
developments and issues in the world economy.

-

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 throughout the report:

Two dots (..) indicate that data are not available or are not separately reported.

A dash (--) indicates that the amount is nil or negligible.

A hyphen (-) indicates that the item is not applicable.

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

A full stop () is used to indicate decimals

A slash (/) between years indicates a crop year or financial year, for example, 1988/89.

Use of a hyphen (-) between years, for example, 1986-1989, signifies the full period involved, including the beginning
and end years.

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

Annual rates of growth or change, unless otherwise stated, refer to annual compound rates. In most cases, the growth
rate forecasts for 1990 and 1991 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:

ACP African, Caribbean and Pacific Group of States
APEC Asian Pacific Economic Co-operation Forum
ASEAN  Association of South-East Asian Nations
ATPC Association of Tin Producing Countries

CAP Common Agricultural Policy

CBI Caribbean Basin Initiative

CEPU Central European Payments Union
CMEA Council for Mutual Economic Assistance

EC European Community

ECA Economic Commission for Africa

ECE Economic Commission for Europe

ECLAC  Economic Commission for Latin America and the Caribbean
EES European Economic Space '
EFTA European Free Trade Association

EPU European Payments Union

ESCAP Economic and Social Commission for Asia and the Pacific
ESCWA Economic and Social Commission for Western Asia

f.o.b. Free on board

GATT General Agreement on Tariffs and Trade

GCC Gulf Co-operation Council

GDP Gross domestic product

GNP Gross national product

IBEC International Bank for Economic Co-operation (Moscow)
IFAD International Fund for Agricultural Development

ILO International Labour Organisation

IMF International Monetary Fund

EIBOR London interbank offered rate

LNG Liguefied natural gas

LPG Liquefied petroleum gas

mbd Million barrels per day

NATO North Atlantic Treaty Organization

NMP Net material product

NTM Non-tariff measure

ODA Official development assistance

QECD Organisation for Economic Co-operation and Development




OPEC Organization of the Petroleum Exporting Countries
SDR Special drawing rights

UNCTAD  United Nations Conference on Trade and Development
UNDP United Nations Development Programme

VER Voluntary export resiraint

The designations employed and the presentation of the material in this publication do not imply the expression of any
opinion whatsoever on the part of the 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:

Developed market economies: ~ Morth America, southern and western Europe (excluding Cyprus, Malia and Yugo-
slavia), Australia, Japan, New Zealand, South Africa.

Developing countries: Latin America and the Caribbean, Africa (other than South Africa), Asia (excluding
Japan), Cyprus, Malta, Yugoslavia; for some analyses, China has been shown sepa-
rately.

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

Capital-surplus countries. Brunei Darussalam, Iran (Islamic Republic of), Irag, Kuwait, Libyan Arab Jamahiriya,
Qatar, Saudi Arabia, United Arab Emirates

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

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

Tunisia, Venezuela.
Net energy importers. All other developing countries.

The designations of country groups in the text and the tables are intended solely for statistical or analytical convenience

and do not necessarily express a judgement about the stage reached by a particular country or area in the development
process.

X






Chapter I

THE WORLD ECONOMY AT THE BEGINNING OF THE 1990s

The year 1989

The dramatic political upheavals that occurred in 1989
marked the end of a long period of intense international dis-
pute over the appropriate organization of modern industrial
socicties. The relaxation of tensions between the super-Pow-
ers seemed to reduce the risk of nuclear annihilation In the
longer term it sho1d open up new opportunities for peaceful
co-operation throughout the world However, the transition
that has been set in motion has so far generated much politi-
cal turmoil and cconomic crisis, and there is inevitably great
uncertainty and apprehension about the way it will unfold.

Although the events in Eastern Europe tended to over-
shadow other developments in 1989 and early 1990, remark-
able changes occurred elsewhere too. The European
Community agreed to crown its plans [or a single market in
1992 by the institution of a common currency, which will be
a step of immense historical significance and wide political
implications. Throughout the world there was an important
awakening to both local and global environmenial threais to
future development and the need for joint action. There was
also a readiness, which had been growing throughout the
1980s, to re-examine fundamental assumptions about the
nature and the objective of economic and social progress,
and a reaction against the neglect of the human condition

If 1989 was rich enough in unexpected and significant
events {0 stand out as a turning-point in many respects, it is
also important to note what did not happen. The stagnation
and decline in much of the developing world were not re-
versed, after seven years of susiained growth in the industri-
alized countries, after solid growth of international trade for
three consecutive years, and after major adjustmens efforts

in Africa and Latin America. Itis true that in Latin America,
democratic Governments waged new attacks on the deep ec-
onomic crisis and financial disorder of the continent. In Af-
rica, important signs of change in South Africa and many
other countries held out some promise of an eventual way out
of the crippling stagnation of the continent. But the persist-
ence of the development crisis is taking its tofl, and impa-
tience is giving way to resignation and exodus

World output grew by 3.1 per cent, compared with 4.4 per
cent in 1988 (see table I.1). The developed market econo-
mies continued their long post-war expansion and grew by
3.5 per cent, more vigorously than expected. The developing
countries of South and Fast Asia,-which account for a large
proportion of world population, grew by 6 per cent despite a
sharp slow-down in China. But most countries in Africa and
Latin America continued o stagnate or decline - In the econ-
omies of Eastern Europe and the Soviet Union, output in-
creased by about I per cent.

World trade remained dynamic despite the slow-down in
world output, The volume of trade increased by about 6.7
per cent in 1989, after an increase of 9 per cent in 1988

Cutside Fastern Europe, the performance of the world
economy in 1989 seemed in many hmporiant respects an ex-
tension of its recent past. This was particularly true of the
pattern of regional diversity and of the persistent imbalances
and the pattern of resource [Tows among countries The large
current gecount imbalances amoeng the major economies
abated only slightly. The problems arising from the external
debts of the developing countries persisted.

Table | 1 Growth of world output, trade and population, 1981-1991*

Annual percentage rate of change of
pross domestic product and trade

Rage of
growth of
poepulation
1985-1990

1981- {annual
1986 1987 1988 1989 1990 1991 pereenlage)
Output
World 2R 35 44 3 22 30 H
Developed mirket
ceonomics 23 32 43 35 27 31 05
Eastern Europe
and the Sovict
Union 32 20 41 i2 -12 02 09
Developing
countrics ) 41 45 34 3l 45 21
Waorld trade volume 23 3 PRY 67 54 G0

Sonrce Department of Internationad Economic and Sovial Affairs of the United Nations Secretariat
i Preliminary estiniges for 1989: projections for 199G and 1991: net materil product for Eastern Burope and the

Sovict Union



Some of the key international prices remained practically
unchanged or retained their recent trends, while others
changed significantly. On average, non-fuel commodity
prices were stable. Fuel prices, on the other hand, rose sub-
stantially during the year International interest raies rose,
primarily in response to inflationary tendencies in developed
market economies. Exchange rates of major currencies were
volatile and the dollar appreciated significantly, tending to
erode United States competitiveness built up over the past
years and hence the prospects of reduction of the country’s
targe trade deficit.

After the overview in the present chapter, chapter II exam-
ines global and regional trends in output, focusing on the
large diversity of conditions and experience, and on the
short-term prospects for the world economy, Chapter III
presents an analysis of recent trends in international trade

and developments in the trading system. Chapter IV exam-
ines the pattern of resource flows among countries with spe-
cial emphasis on the prablem of net outflow of resources
from the developing countries associated with the interna-
tional debt crisis. Recent developments in the international
oil markets are surveyed in chapter V. Chapter VI examines
the problem of inflation in Eastern Europe and in China and
Viet Nam in the context of their internal and external im-
balances and attempts at economic reform. The impact of
external economic changes on the social situation of the de-
veloping countries is examined in chapter VII. Chapter VIII
analyses factors explaining the duration of the recent expan-
sion of the developed market economies, the longest in post-
war history. An analysis of the socio-economic attainment of
women in recent years is presented in Section A of Chapter
IX and some selected socio-economic indicators are re-
viewed in Section B.

The 1980s in perspective

Between 1980 and 1990, important changes in the func-
tioning of the world economy took place. The relative posi-
tion of countries in the world economy also changed and new
growth poles appeared. There were large shifts of income
between countries. Markets became further globalized and
interdependence among countries increased. The structure
of production and trade shifted further from primary produc-
tion towards manufactures, and even more markedly towards
services. New opportunities of development arose and new
challenges emerged, accompanied by major shifts in empha-
sis in economic policy preoccupations. Perceptions of causes
and conditions of development were greatly modified

Growth of world output: a diversity of experience

World output grew by just over 30 per cent in the 1980s,
more slowly than in the 1970s, when it increased by over 45
per cent (see table 1.2). World population increased by 20 per
cent to 5.2 billion; over 90 per cent of the increase took place
in developing countries. World per capita output grew by
about 1 per cent a year compared with 2 per cent in the pre-
vious decade.

While the global economy expanded more slowly, there
was a great diversity of growth experience. Growth in devel-
oped market economies slowed from 3.1 per cent in the
1970s to 2.6 per cent in the 1980s. Per capita income still
increased by about 2 per cent a year over the decade. The
rates of growth of the individual economies also became
more similar than before, which reflected a greater degree of
integration. The process of integration was most apparent in
Western Europe but other industrial countries also came o
be more closely linked to one another. The Soviet Union and
Eastern Europe also grew more stowly in the 1980s than in
the 1970s.

Among developing countries there was great divergence.
In Latin America the annual rate of growth of GDP plum-
meted from 5.5 per cent in the 1970s to just over [ per cent in
the 1980s. Per capita GDP declined and in 1990 was almost
10 per cent lower than in 1980 In Africa the rate of growth
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declined from about 5 per cent in the 1970s to less than 1 per
cent in the 1980s; per capita output fell by 20 per cent over
the period. There was also a large decline in per capita out-
putin West Asia. By contrast, South and East Asia, including
China, grew by over 7 per cent a year in the 1980s. The high
rate of growth was not confined to the relatively small newly
industrializing countries. Some of the most populous coun-
tries of the region grew faster than before

This altered the relative position of countries on the in-
come scale. Per capita income of a pumber of low-income
Asian countries approached or exceeded the average income
level of sub-Saharan Africa, and those of middle-income
Asian countries approached or exceeded Latin American or
even developed country levels.

In the 1980s, growth of the developing countries was prac-
tically unrelated to the level of development. Countries of the
same level of per capita income grew at different rates: some
middle-income countries grew fast while others declined,
and many low-income countries stagnated while others grew
vigorously. However, the least developed countries, in which
the handicaps were particularly severe, showed the least pro-
gress and in many cases declines.

There has been much debate about why growth rates dif-
fered so much between countries in the 1980s. This disagree-
ment has often centred on the relative roles of external and
domestic factors. The role of domestic policies and factors
tended to be heavily emphasized by Governments of rich
countries which remained unaffected by adverse external de-
velopments or had themselves benefited from the changes in
world markets. External factors were emphasized by coun-
tries that had been heavily buffeted by world market trends
beyond their control.

As analysed in past World Economic Surveys, both domes-
tic and external factors have to be recalled in order to explain
the differences in growth performances in the 1980s. The
number of success stories actually declined sharply in the
1980s, and the number of setbacks and failures increased.
There must have been some common factors at work behind




the simultancous reversal of the economic fortunes of so
many countries, and they are not hard to find.

The dramatic fall in commodity prices and terms of trade
was one such factor. Between 1980 and 1988, the real prices
of non-fuel commodity exports from developing countries
declined by some 40 per cent. Fuel prices declined by 50 per
cent. Latin America’s terms of trade fell by about 25 per
cent; for West Asia and Africa, the terms of trade fell by 40
per cent. The loss for South and East Asia was relatively
small. The transfer of real income from Latin America, Af-
rica and Western Asia towards their trading partners in the
developed countries was large. The impact of this loss was
compounded by the debt crisis, itself partly the result of the
collapse of commodity prices, and by the sharp rise in inter-
est rates in the 1980s. The combination of these external
shocks reduced real disposable income and investment.
Many developing countries were forced to adopt stringent

measures of stabilization and adjustment, which have not so
far resulted in sustained economic growth.

The magnitude and impact of these external shocks go a
long way towards explaining why some developing countries -
were doing so much worse than others in the 1980s, and
there has been little sign of the cyclical reversal, at least in
commodity prices, that past experience at first led many to
expect. As aresult, domestic reform and adjustment to a new
international economic environment has come to dominate
policy discussions towards the end of the decade. The num-
ber of countries experimenting with domestic economic re-
forms has never been larger. Many dogmas have been shed.
There has been a perceptible shift towards recognition of the
need for structural reform and institutional change, often in-
cluding an attempt to reduce the overload on the public sector
and regulations that had become irrelevant.

Table 1.2 Growth of world output, 1971-1990, per capita
GDP and share of world population by country groups

Share of
. world popu-

Growth of GDP GDP per capita lation

(annual rate) (US dollars)* 1990

197§ 198%- (per

1980 1950 1980 1990 cent)

Developed market economies 31 16 10200 12 560 15.6
Eastern Europe and the

Soviet Union® 52 25 3200 3820 78

Developing countries 56 32 760 850 767

Africa 49 05 750 580 117

Western hemisphere 55 16 2320 2090 g5

South and East Asia 58 70 380 570 524

China 5.9 940 290 610 2.7

West Asia 63 02 4 180 3000 25

Mediterraneasn 53 32 1 940 2210 1.5

World 39 29 1000

Source Department of International Economic and Social Affairs of the United Nations Secretariat

¢ In 1980 prices
b Net material produet.

Globalization of markets and increased interdependence

Markets for both goods and financial assets became fur-
ther globalized in the 1980s as new technologies reduced the
economic distance between countries in quantum jumps.
The integration of the financial market was particularly dra-
matic.

After a period of trade pessimism in the early 1980s,
world trade grew vigorously in the latter years of the decade
The value of world exports increased from under two trillion
dollars in 1980 to over three trillion in 1989 The volume of
trade increased by 4 per centa year. Most of the growth came
from trade in manufactures which grew much faster than
world output of manufactures. Increased product differentia-
tion, greater intra-industry trade and great advances in com-
munications and transport technologies linked national
markets more tightly.

Financial deregulation, abolition of exchange control and

new information and communication technologies brought
about, in only a few years, a close linking of national finan-
ctal markets, with great implications for the functioning of
the world economy. These links affected not only the mar-
kets of the major industrial countries which account for the
bulk of the world financial flows; markets of some develop-
ing countries as well were integrated with the main world
financial centres. The integration of world financial markets
and the great reduction of transaction costs have produced
gross financial flows of enormous magnitudes. Exchange
rates have come to be set on the basis of expectations in fi-
nancial markets rather than by the needs of trade adjustment.
lL.oosely co-ordinated monetary policy, occasional interven-
tion in exchange markets and, above all, a quest for credibil-
ity in control of inflation are the clements of the international
monetary “non-system” which is likely to last until the ma-
jor actors can agree on a better way. Its weakness has been its
instability.



Volatility and misalignment of exchange rates

The system of floating exchange rates, which succeeded
the Bretton Woods system of fixed rates in the early 1970s,
showed greater volatility and a greater tendency to get out of
line with economic fundamentals than its proponents had an-
ticipated The dollar started to appreciate from around 1980
and by 1985 was grossly overvalued. It depreciated sharply
over the next three years and by 1988 seemed to be near an
equilibrium rate, but in 1989 it was appreciating, raising
once again concerns about misalignment,

The integration of the financial markets may have made
the international allocation of world savings more efficient in
that they flow more freely where they have the highest rate of
return. It has, however, contributed to the gyration of ex-
change rates in the [980s by making it easier to shift re-
sources across national borders in response to signals that
may be quite unrelated to long-term trends. The tendency to
medium-term misalignment led fo large and unwarranted
shifts of resources and changes in balance of trade The ex-
cessive short-term volatility also eroded the efficiency of ex-
change rates as & price signal because producers and
exporters are less likely to be guided by current exchange
rates if the perception is that they are not going to last,

The volatility and misalignment of key currencies in the
early 1980s led to a shift in policy makers' attitudes. The
decision by the Group of Five in September 1985 to push the

dollar down was the first step away from a benign neglect of

the exchange rate to a policy of keeping key currency rates
within reasonable, though undefined, limits. Indeed, policy
co-ordination among major economies amounted in practice
to little else. Yet, there was no consensus o develop a fully
fledged aliernative to the system of freely floating exchange
rates, and the key rates fluctuated wildly despite occasional
massive central bank interventions and attempts to enhance
the credibility of desired ranges of exchange rates in spite of
visible discrepancies between macro-economic policies of
key actors.

Trade imbalances among the major economies and
United States fiscal deficits

The appreciation of the doflar in the first half of the decade
was part of a process that produced record trade imbalances
among the major economies which the subsequent deprecia-
tion was able to chip away only slowly. The United States
trade deficit increased from about $25 billion in 1980 to
$160 billion in 1987, declined to $127 billion in 1988 and to
about $113 billion in 1989. United States imports exceeded
exports by only 11 per cent in 1980; the figure rose to 64 per
cent in 1987 before declining to a still large 31 per cent in
IG89. The trade surpluses of the Federal Republic of Ger-
many and Japan rose correspondingly over the decade, as did
the surpluses of a few developing countries

The United States external deficit is widely ateributed to
the United States fiscal deficit. The United States federal def-
icit rose from 2.4 per cent of GDP in 1981 to over 5 per cent

in 1985 and in 1989 was still higher than at the beginning of

the decade. The United States became the world’s largest
borrower and largest debtor country. Great investor confi-

dence in the United States economy produced adequate capi-
tal inflows, and some economists argued that it was the
strength rather than the weakness of the United States econ-
omy that was the cause of the imbalance. Whatever the rea-
son, one of the major themes of the international economic
policy debate in the 1980s was whether this was a sustainable
situation, and there were frequent warnings that at some
point it would no longer be possible 1o finance the deficit:
there would be a sharp fall of the dollar—a “crash landing”,
a steep rise in interest rates and a subsequent recession. As
the decade proceeded, these concerns came to seem unwar-
ranted. The perception at the end of the decade was that the
component of stable long-term capital imports was substan-
tial and that, in the new global financial market, the deficit
could be sustained for a long period of time.

This apparent confidence in the sustainability of the situa-
tion was partly due to the sea change in the approach to eco-
nomic policy that took place early in the 19805 In particular,
the shift towards controlling inflation as the most important
policy objective and the success of developed market econo-
mies in this effort restored investor confidence in the eco-
nomic expansion that began in 1982 (see chap. VIH) and
hence in the continued pattern of capital flow among these
economies

The relative neglect of the exchange rate was itself largely
the result of the preoccupation of the major developed mar-
ket economies with domestic price stability. A single instru-
ment of policy, monetary policy, could not be used for two
objectives, that is, domestic price stability and exchange rate
stability, simuitaneously, and the latter objective was usually
sacrificed to achieve the former

High interest rate and declining savings

The rise in real interest rates was a distinctive feature of the
world economy in the [980s Interest rates rose in the early
1980s, from the low and often negative real rates of the
1970s, to historically high levels and remained fairly high
throughout the decade. For many developing countries real
rates of irterest rose to extraordinary levels as their export
prices declined which greatly worsened their external debt
problem,

The restrictive monetary policy pursued by the industrial
countries at the beginning of the decade led to a hike in inter-
st rates to start with, but the reasons for continuing high
interest rates over the 1980s are not entirely clear. There is
little doubt, however, that the large United States fiscal defi-
cit had a role. The deficit of the federal Government in 1982
was about $125 billion, which was equal to 70 per cent of the
combined fiscal deficits of the six other large industrial
countries, and rose to over $200 billion in 1986, much of
which was financed by savings from the rest of the world.
Such a strong stimulus to expenditure uncompensated by any
increase in private saving contributed to the high rates of
interest in the United States and the world at large.

The high evel of real interest rates was not accompanied
by an increase in savings rates. The household savings rate in
the United States fefl from 8 per cent in the late 1970s to just
over 3 per cent in 1987 and only slightly more in 1988. But




savings rates declined in other industrial countries as well,
including Japan, France and the United Kingdom, where the
decline was more modest, and the Federal Republic of Ger-
many, where it was only marginal. Increased availability of
credit facilities stimulated consumption. Perhaps more im-
portant was the rising wealth of households. Their assets
consisted mainly of houses and stocks, both of which appre-
ciated sharply in the 1980s, creating a **wealth effect” on
consumption  Demographic changes in the industrial coun-
tries also served to lower savings rates.

Yet, by the late 1980s, a recovery in savings rates seemed
1o be taking place in developed market economies, partly as a
consequence of declining fiscal deficits. The increase in
gross fixed investment has persistently exceeded the growth
in gross domestic product since 1987,

Major reforms in Eastern Europe and the Soviet Union

1f for many developing countries and some developed mar-
ket economies the 1980s ended in a state of lingering inertia,
for countries of Eastern Europe the last year of the decade
was a year of unprecedented and largely unpredicted erup-
tion. The changes that occurred in quick succession were
largely political in nature but their economic implications
are potentially very great. The future shape of their eco-
nomic system is far from clear. There is no doubt, however,
that almost all of these economies are moving towards a mar-
ket-based system that differs greatly from earlier attempts at
reform which aimed 1o keep the basic characteristics of a
centrally planned economy intact (see chap. VI).

While these changes were precipitated by political devel-
opments, not the least of which was the change in political
leadership in the Soviet Union, they were the combined
result of internal economic factors and world-wide economic
changes As their economies grew more complex, institu-
tions that were put in place more than 70 years ago in the
Soviet Union and 40 years ago in the other countries were
increasingly incapable of facing the new complexities. In
most of the countries the system even failed to resolve some
of its age-old problems such as agricuiture. Technical pro-
gress and growth of productivity ground to a halt in critical
areas. Economic growth slowed sharply in contrast to the
robustness of the developed market economies towards the
end of the decade. Shortages developed in key sectors and
external constraints, including those resulting from CMEA
relationships, were becoming more severe.

The reforms being pursued at the turn of the decade are
vast. Profound institutional changes are envisaged The nat-
ure of micro-economic policies and macro-economic man-
agement are bound to change dramatically. One of the key
objectives is a further integration into the world economy.

The trading system

The stagnation in international trade in the carly 1980s
raised serious concern about the international trade system.
The weakness of the system was directly observable . Protec-
tionism increased in the late 1970s and early 1980s as a re-
sponse to rising unemployment in the industrial countries . In
later years, when unemployment was declining, protection-

ism continued to be fueled by rising bilateral trade im-
balances. Trade tension remained high throughoul the
1980s, in particular between major industrial countries
Trade barriers continued to proliferate. Many took the form
of “voluntary” export restraints and other bilateral arrange-
ments, Almost all of them were discriminatory. The multila-
teral trading system, conceived as an arrangement based on
the principles of transparency and non-discrimination, was
being eroded

The systemn needed strengthening, but the problem to be
addressed was highly complex, involving old questions such
as the bringing under the purview of GATT rules major scc-
tors such as agriculture and textiles, the inadequacy of the
GATT dispute settiement and enforcement machinery, the
treatment of grey area measures, the role and the needs of the
developing countries, safeguard measures and, indeed the
fundamental issues of balance of rights and obligations under
GATT. The evolution of the world financial and trading sys-
tem had, moreover, brought into prominence the new and
complex issues of services, intellectual property and trade-
related investment.

An initial atternpt to strengthen the system was made at a
GATT ministerial meeting in 1982, when an elaborate pro-
gramme of work to strengthen the system was approved This
was followed by a special session of GATT in 1986 at which
the decision to start a full-scale multilateral trade negotiation
was taken. In its scope and complexity, the Uruguay Round
of negotiations launched at that session was the most ambi-
tious round of trade 1alks so far. The progress of negotiations
has been difficult and slow and, as of mid-1990, is being
viewed with cautious optimism (see chap. Iil)

Meanwhile, GATT membership has steadily increased de-
spite occasional shows of suspicion of the system. The Union
of Soviet Socialist Republics, has achieved observer status.
There has been a greater willingness to use the GATT dispuic
settlement machinery and, as one of the early results of the
current negotiation, a mechanism for surveillance of na-
tional trade policies has been put in place.

The decade saw a fuller participation of the developing
countries in multilateral trade negotiations than before, a
greater willingness to discuss new issues and an increased
acceptance of a liberal trade regime as a necessary condition
for economic growth, as well as a stronger deinand that the
rich and powerful countries themselves abide by the rules of
liberal trade.

Alongside the efforts to strengthen the multilateral trading
system were significant developments antithetical to multi-
lateralism. Regional trading blocs were emesging or wete
being strengthened. The European Community was enlat ped
by the inclusion of Greece, Portugal and Spain and was mov-
ing towards the goal of a single market by 1992 With the frec
trade agreement between Canada and the United States, a
new, large trade bloc emerged A number of other preferen-
tial trading areas already exist. Efforts were made 1o
strengthen some of these arrangements. Al the Conference
on Asia-Pacific Economic Cooperation, held in 1989, 12
countries of the Pacific rim took a tentative step towards a
loose trade arrangement  The impact of the emerging trading
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bers are not discriminated against But their emergence is
altering the multilateral character of the trading system

blocs on the world trading system is unclear. It need not be
damaging to the growth of world trade so long as non-mem-

Current world economic trends and short-term outlook

As in most of the 1980s, the average growth rate combined
large differences in growth experiences among countries in
1989 (chap. II). The developed market economies grew by
3.5 per cent in 1989 compared with 4.3 per cent in 1988.

Growth was stronger than expected and the longest period of

expansion in these economies in post-war history thus con-
tinued. A major benefit of the continuing strength of these
economies was a further decline in the rate of unemploy-
ment, though it remained high in a number of countries. The
rate had been declining since 1983, when it reached z his-
toric high of 8.5 per cent, to 6.7 per cent in 1988 and further
to 6.2 per cent in 1989,

The continued strength of these economies significantly
pushed up their rate of inflation. The increase in consumer
prices accelerated in 1988 to 3.6 per cent from 3.3 per cent
in 1987, and despite a slow-down of growth, prices in-
creased by 4.8 per cent in 1989 Part of the increase, at Jeast
In some countries, was due to changes in indirect taxes. This
was particularly true of the Federal Republic of Germany
and Japan. The response has nevertheless been a tightening
of monetary policy in almost all countries. Interest rates rose
in all major economies, with especially large increases in
Japan, the Federal Republic of Germany and the United
Kingdom. Short-term interest rates in the major economies
rose to their highest level since 1984,

A further slow-down in economic activity is expected in
the developed market economies in 1990 and some recovery
in 1991 Inflation should decelerate only slightly in the cur-
rent year, and settle at a similar pace next year Despite the
continuation of large external and fiscal imbalances, the in-
crease in gross fixed investment will likely continue to ex-
ceed the expansion of output, helping to reduce some
inflationary pressures. On average, the rate of increase in per
capita incomes should remain above 2 per cent, similar to
what has been achieved since 1983

The slow-down of growth in the developing countries in
1989 was one of the sharpest in recent years. The average
rate of growth declined from 4.5 per cent in 1988 about 3.4
per cent in 1989, which raised per capita output by just over 1
per cent. But growth experiences varied widely.

The economies of South and East Asia grew more slowly
in 1989 than in 1988 but still achieved a vigorous growth rate
of over 6 per cent. This raised per capita output by over 4 per
cent in a region that has the largest number of the poor in the
world. A steep decline in the growth rate in China, to about 4
per cent in 1989 from {1 per cent in 1988, was the most
important feature of the slow-down in the region, but India’s
growth also declined to a more usual level from the high of
1988,

In the western hemisphere the rate of growth remained
under 1 per cent in 1989 and per capita output fell for the
second consecutive year. A symptom of the economic diffi-
culties of the region was the acceleration of inflation to un-
precedented levels. Many of the countries continued to suffer

a massive transfer of financial resources, largely as a result
of the debt crisis. Policies of adjustment and stabilization
have been pursued in most countries but have not so far suc-
ceeded in reviving growth,

In Africa, the modest improvement in growth in recent
years continued in 1989 but was not enough to prevent an-
other fall in per capita output, which has persistently de-
clined over the 1980s. The average rate of growth of total
output edged up to about 3 per cent, still below the rate of
growth of population The improvement was partly due to an
increase in the export revenue of the energy-exporting coun-
tries, but a modest improvement in agricultural output was
also a significant factor While critical problems persist, a
large number of countries have been pursuing policies of ec-
onomic reform which are beginning to produce isolated
results.

In West Asia, the cessation of hostilities between the Is-
lamic Republics of Iran and Irag in 1988 has greatly im-
proved the growth prospects of these two large countries of
the region. A substantial increase in oil prices in 1989 and in
the volume of oil exports largely accounted fora 2.5 per cent
growth of these economies during the year. Economic stabi-
lization measures resulted in slow growth in the Mediterra-
nean countries.

In the developing countries, even though growth in 1989
was at its lowest in six years, it is expected to decline further
in 1990 before accelerating in 1991. As in 1989, the overall
result will be heavily influenced by developments in a few
major economies. In China, growth is expected to improve
modestly in 1990 and 1991 as the benefits of stabilization
measures are realized. Among the other Asian countries, the
newly industrializing economies are likely to continue to de-
celerate in 1990 as a result of various constraints, including a
slowing in demand for their exports and capacity limitations,
particularly in labour markets.

In Latin America, the economic picture is always domi-
nated by the performance of the three largest economies, all
of which have uncertain prospects for the next few years,
depending on the outcome of stabilization measures that are
currently being implemented. In particular, Brazil is ex-
pected to experience a major decline in output in 1990, fol-
lowed by a sizeable, but incomplete, rebound the following
year. It is likely that Argentina will be able to achieve only
very modest growth in 1990, but should attain better results
in 1991 Similarly, if Mexico’s present recovery effort is not
derailed, its rate of growth should improve for the next few
years. The Mediterranean countries are also in the process of
stabilizing and reforming their economies and, if successful,
should have a similar recovery pattern.

In Africa, the changes in the overall rate of growth depend
less on the performance of a few key economies than on a
limited number of externalities that affect many countries,
such as the weather and commodity prices Even assuming
no negative shocks from either of these sources, growth in




Africa is unlikely to improve much in 1990 but should do so
moderately in 1991 as the results of economic reform begin
to appear more widely across the continent. Similarly, as-
suming that oil prices in dollar terms remain at their average
level of 1989 in 1990 and then increase somewhat in 1991,
the West Astan economies will improve their rate of growth
slightly in 1990 and 1991

That the prospects for economic growth in Eastern Europe
and the Soviet Union were not propitious had been realized
when the plans for 1989 were formulated in late 1988. How-
ever, even the modest objectives of such plans were not
reachied. The changed political situation induced labour dis-
putes, street demonstrations and migration, which directly
affected output. Other contributory factors included chronic
internal market imbalances, constraints in core sectors such
as fuels, raw materials and transpost, constraints of trade
within CMEA, and the dim outlook for trade with market
economies, owing to a slow-down in the world economy and
lingering payments problems for many countries of the

group.

On the whole, in Eastern Europe, economic activity in
1989 contracted, with country performances ranging froma
2 per cent growth to a 10 per cent decline. For the Soviet
Union, growth slowed to about 2.4 per cent, or about half the
planned rate

As the political drama was unfolding, machinery for cen-
tral control was rapidly unraveling without a substitute at
hane. Domestic stability largely hinged on the ability to cor-

_ rect the monetary overhang inherited from the past and to

formulate an alternative co-ordination mechanism. Lasting
economic reform depended on the success of stabilization.
But only Poland succeeded in putting in place in early 1990 a
far-reaching stabilization programme while other countries
were strugpling with various policy packages which ap-
peared inadequate as a foundation for broad-based market-
oriented economic reform. Progress with economic reform,
as a result, remained disappointing in a majority of these
economies (see chap. VI).

The outlook for these economies for 1990 remains
clouded. Policy objectives for most countries of the area
have not yet crystallized; only the Soviet Union has an ex-
plicit plan for the year and still attempts to adhere to it. The
fluidity of the socio-political situation in most countries pre-
cludes firm commitments of policy makers to steady growth,
Uncertainty prevails with respect to the way in which the
reforms will be undertaken, the costs of the reforms and how
these costs will be shared by the various segments of the
society.

On the basis of the fragmentary information available, real
growth in Eastern Europe and the Soviet Union in 1990 will
probably be negative. Even if Eastern Europe succeeds in
weathering the worst of the problems of adjustment, output
will almost certainly decline by 2 per cent or more. In the
Soviet Union, even with substantial growth in agriculture,
domestic imbalances and bottlenecks are likely to depress
gconomic activity well below plan targets,

The national and international policy agenda

In only a few years the agenda for international co-opera-
tion has been greatly modified by the accumulation of impor-
tant developments and events, ranging from the ascendancy
of new technologies and new perceptions of economic policy
to political and economic transformations of historic dimen-
sions. At the same time, the challenge of world poverty re-
mains undiminished, and development has regressed in farge
parts of the world.

In recognition of this new and complex situation, the
United Nations General Assembly, at its eighteenth special
session, unanimously adopted, on 1 May 1990, a declaration
spelling out an agreed understanding of the national and in-
ternational policies called for in order to revitalize the world
economy and, in particular, to address the problems of devel-
oping countries.

Box 1.1 Peclaration adopted by the United Nations
General Assembly at its special session on international
economic co-operation and development

We, the States Members of the United Narions,

Solemnly proclaim our strong commitment to a global
consensus o promote urgently international economic co-
operation for sustained growth of the world economy and, in
particular, to the revitalization of economic growth and de-
velopment of the developing countries so as to realize the
basic right of all human beings to a life free from hunger,
poverty, ignorance, disease and fear. To that end, we adopt
the present Declaration,

1. This is a time of positive transformation in interna-
tional relations. The reduction in international political ten-
sions, the increasing integration of the world economy and
the broad movement towards economic and political reform
will create an opportunity for strengthening international ec-
onomic co-operation based on the need to provide just and
equal opportunities to all peoples to enable them to develop
their full potential.

2. We strongly affirm the need to revitalize growth and




development in the developing countries and to address to-
gether the problems of abject poverty and hunger that con-
tinne to afflict far too many people in the world. The
international community has a responsibility to give strong
support to the efforts of the developing countries to solve
their grave economic and social problems through the crea-
tion of a favourable international economic environment.

3. In an increasingly interdependent world, the develop-
ing countries should play an important role in the growth and
expansion of the world economy for the progress and pros-
perity of all peoples.

4. Each country is responsible for its own economic poli-
cies for development, in accordance with its specific situa-
tions and conditions, and for the life and well-being of all its
citizens. National policies also need to take fully into ac-
count the obligations of all countries to international eco-
nomic co-operation.

Assessment of the 1980s

5. In the 1980s, progress in developed and developing
countries has been uneven. The decade was marked by an
increasing gap between those groups of countries as well as
by relatively slow growth and large global financial and trade
imbalances Developed market-oriented countries have suc-
ceeded to a large extent in controlling inflation and in main-
taining sustained, though modest, growth However, many
countries, particularly developing ones, have encountered
serious difficulties in their attempt to adapt to structural
changes, to benefit from the economic growth of the indus-
trialized countries and to promote the well-being of their citi-
Zens.

6. External and fiscal imbalances in some of the countries
whose economies have the largest impact on the world econ-
omy have contributed to international monetary instability
and led to higher interest rates. In the fate 1980s, such im-
balances have started to narrow; none the less they remain
large.

7. For many developing countries, the 1980s have been
viewed as a decade lost for development. Living conditions
in Africa and Latin America and the Caribbean, and in parts
of Asia, have deteriorated, and economic and social infra-
structure has eroded, impairing stability and prospects for
growth and development Other developing countries have
been able to achieve economic and social progress.

8 The position of developing countries in international
trade and finance has substantially weakened, further widen-

ing the gap between those countries and the developed ones.

External indebtedness emerged as a main factor in the
economic stalemate in the developing countries. Their ca-
pacity to service debt was seriously weakened as interest
rates grew and terms of trade deteriorated . This problem has
contributed to the fall in investment and the cessation of new
financial flows. A long-term downward trend in the prices of
commodities had devastating effects for commodity-depen-
dent developing countries,

9. As aresult, there was a large net transfer of resources

from the developing to the developed countries, depriving
the former of much needed resources for development. This
made the process of adjustment more difficult and compli-
cated the tasks of coping with its social consequences and
obtaining the necessary political support for reform.

10. Eastern European countries were not appropriately
involved in the world economic system. Their need for com-
prehensive reform and transformation grew and, in the late
1980s, fundamental political and economic changes began to
take place. These countries face problems of adaptation to
the scientific, technological and structural changes taking
place in the world economy.

11. As the world changes around us, we must respond
positively. The 1980s marked the beginning of fundamental
rethinking towards the achievement of economic develop-
ment. A gradual convergence of views on economic policy,
including the need for sound macro-economic policies and
enhanced competition, is emerging. Flexibility, creativity,
innovation and openness must be integral parts of our eco-
normic systems.,

Challenges and opportunities for the 19%0s

12, The most impertant challenge for the 1990s is the re-
vitalization of economic growth and social development in
the developing countries, which calls for sustained growth of
the world economy and favourable external conditions. This
major challenge has to be addressed in the context of the
increasing interdependence and integration in the world
economy.

13. It will be essential to stem the increasing marginaliza-
tion of the least developed countries and to reactivate their
growth and development through comprehensive national
action and infernational support measures.

14, Finding an early and durable solution to the interna-
tional debt problems, meeting the increasing needs for devel-
opment finance, creating an open and equitable trading
system and facilitating the diversification and modernization
of the economies of developing countries, particularly those
that are commodity-dependent, are conditions for the revi-
talization of growth and development in the developing coun-
tries in the 1990s and require continued concerted efforts.

15. There is a pressing need to improve the international
economic environment in order to ensure the success of na-
tional policies. Countries can then take advantage of the ma-
jor advances in science and technology and the globalization
of markets and thereby enhance their human capital and
muodernize their economies.

16. Econmomic development must be environmentally
sound and sustainable. The deterioration of the environment
15 a cause of grave concern for all countries Growing envi-
ronmental problems, such as pollution, desertification, de-
forestation and climate change, increasingly pose a serious
threat to the future growth of the world economy.

17. Countries have to adapt their national policies to facil-




izate open exchange and flexible responses to the changing
world economy. Effective national policies have a critical
role {0 play in achieving sustained, non-inflationary eco-
nomic growth in all countries. Such policies should be sup-
portive of investment as well as of efficient allocation and
mobilization of resources i order to achieve durable prowth.

18. The eradication of poverty and hunger, greater equity
in income distribution and the development of human re-
sources remain major challenges everywhere. Economic and
social progress requires that growth be broadly based, offer~
ing equal opportunities to all people, both women and men,
to participate fully in economic, social and political activi-
ties.

19. There is a need to integrate the Eastern European
countries into the world economy and the international eco-
nomic system. This should generate positive impulses for
world trade and development.

20. The revitalization of economic growth and develop-
ment of the developing countries will have to be undertaken
against the backdrop of these opportunities and challenges.
Our collective efforts will be needed to ensure that the rap-
idly changing realities result in a positive transformation in
favour of the economic development of all countries, particu-
larly of the developing countries.

Commitments and policies for
international development co-operation

21, Reactivation of economic growth and development in
the developing countries will require a concerted and com-
mitted effort by all countries. The present opportunity to re-
store a long-term approach to development and move beyond
short-term adjustment must be seized. The States Members
of the United Nations will endeavour to iake all necessary
steps to reverse the adverse trends of the 1980s, address the
challenges of the 1990s and move into a more productive
decade Such actions should take into account the responsi-
bility of each country for its own development and shouid be
in accordance with its capacity and its impact on the interna-
tional economy.

22 The major industrialized countries influence world
economic growth and the international economic environ-
ment profoundly. They should continue their efforts to pro-
mote sustained growth and to narrow imbalances in a manner
that can benefit other countries. The co-ordination of macro-
economic policies should take full account of the interests
and concerns of all countries, particularly the developing
countries. Efforts should be made to enhance the effective-
ness of multilateral surveillance aimed at correcting existing
external and fiscal imbalances, promoting non-inflationary
sustainable growth, lowering real rates of interest, and mak-
ing exchange rates more stable and markets more accessible.

23. In accordance with their legislation, development ob-
jectives and national priorities, developing countries should
continue to work towards keeping control over inflationary
tendencics, promoting domestic savings, achieving favoura-
bie conditions for domestic and foreign investment, modern-

izing their economies, and increasing their international
competitiveness.

24. However, economic policies should have as their ulti-
mate objective the betterment of the human condition and the
enhancement of the contribution of all persons to develop-
ment. The full utilization of human resources and the recog-
nition of human rights stimulate creativity, innovation and
initiative.

25. A primary objective must be to respond to the needs
of and maximize the potential of all members of society.
Health, nutrition, housing, population policies and other so-
cial services are a key to both improving individual welfare
and successful development. Education and training, which
must be available to all, are essential for improving the qual-
ity of human resources and for sustaining economic growth.
The international community should support efforts to arrest
the current escalation of extreme poverty and hunger. It is
essential to reverse the present deterioration of this grave sit-
uation.

26. A durable and broad solution of the external debt
problems of the developing debtor countries should continue
to be given urgent attention, and the serious debt-servicing
problems of some other countries should be further ad-
dressed with a view to an early solution. Recent inittatives
and measures to reduce the stock and service of debt or to
provide debt relief for developing countries should be
breadly implemented. Relief measures should aim at the re-
sumption of vigorous growth and development in these coun-
tries and should address all types of bilateral debt of debtor
developing coundries. Serious consideration shouid be given
to continuing to work towards a growth-oriented solution of
the problems of developing countries with serious debt-serv-
icing problems, mcluding those whose debt is mainly to offi-
cial creditors or to multilateral institutions.

27. Substantial concessional resources will be called for
to enable developing countries, especially the least devel-
oped ones, to cope with the challenges of the 1990s. Devel-
oped countries should implement the undertakings they have
made to attain the agreed international target of devoting 0.7
percent of gross national product to official development as-
sistance and 0. 15 percent to the least developed countries
Developed countries should enhance the quantity and quality
of their aid Appropriate additional resources for the least
developed countries should be considered at the Second
United Nations Conference on the Least Developed Coun-
tries. The special development problems and needs of the
island and land-locked developing countries should also be
addressed.

28 . Scientific and technological capabiiity is increasingly
important in the development of developing countries De-
veloped countries and international organizations should
support the efforts of developing countries to create and de-
velop endogenous capacities in this area

29. The current threat to the environment is the common
concern of all. All countries sheuld take effective actiont for
the protection and enhancement of the enviroament in ac-
cordance with their respective capacities and responsibili-




ties, and taking into account the specific needs of developing
countries. As the major sources of pollution, the developed
countries have the main responsibility for taking appropriate
measures urgently. The economic growth and development
of developing countries are essential in order to address
problems of the degradation and protection of the environ-
ment. New and additional financial resources will have to be
channelled to developing countries. Effective modalities for
favourable access to, and transfer of, environmentally sound
technologies, in particular to developing countries, includ-
ing on concessional and preferential terms, should be exam-
ined.

30. Multilateral financial institutions should be in a posi-
tion to respond to the increasing development needs of devel-
oping countries in the 1990s. They should be provided with
adequate resources to support long-term development, to fa-
cilitate structural reform and to finance programmes to al-
leviate the adverse social consequences of adjustment for
poor and vulnerable groups.

31. Countries should seek to reduce expenditures for mil-
itary purposes, thereby opening up the possibility of en-
hanced spending on social and economic development for
the benefit of all countries, in particular the developing
countries. In this context, the feastbility of channelling some
of these reductions through financial mechanisms for devel-
opment should be explored.

32. An open and credible multilateral trading system is
essentiai for the promotion of growth and development. Any
present or future trends towards unilateralism, bilateralism
and the erosion of the multilateral trading system must be
arrested. Protectionism should be resisted everywhere; com-
mitments to standstill and roll-back of protectionism should
be honoured. It is vitally important that the Urugnay Round
of multilateral trade negotiations result in a balanced out-
come, preserving and strengthening the multilateral trading
system, enabling trade liberalization and increased market
access for the exports of developing countries. The princi-
ples underlying the multilateral trade system should be reaf-
firmed, and international organizations in the area of
multilateral trade should be strengthened as a part of the
process of attaining these objectives.

33. Commodity exports will continue to play a key role in
the economies of most developing countries and to make a
crucial contribution to export earnings and investment,
There is a need for better fanctioning of commodity markets

and more stable and predictable conditions. Diversification
helps the developing countries to increase and stabilize their
export earnings. All countries and multilateral institutions
should undertake measures to support these endeavours.

34. Repional economic integration is important in ex-
panding trade and investment in developing countries. De-
veloping countries should strive to promote economic
integration and strengthen economic and technical co-opera-
tion among themseives. These efforts should be encouraged
and supported by the developed countries, as well as by the
international organizations.

35. Eastern European countries should be supported in
their efforts to integrate themselves into the international
economy, including, as appropriate, their adhesion to inter-
national institutions. This will benefit their own people and
the rest of the world; it must not detract from the high prior-
ity placed on international development co-operation with
the developing countries. Their integration will strengthen
the role of Eastern Europe as a dynamic trade partner and as
a market and source of technology.

36. The United Nations system has a large role to play in
international co-operation for revitalizing development in
the 1990s. All its Member States have a responsibility for
making it more effective and efficient. The United Nations is
a unique forum in which the community of nations can ad-
dress all issues in an integrated manner. Its many specialized
agencies make an indispensable contribution to develop-
ment, They have a major responsibility in the great task of
revitalizing growth and development in the 1990s,

37 Member States agree to work for fruitful results at the
forthcoming Second United Nations Conference on the Least
Developed Countries, in the elaboration of a new interna-
tional development strategy, the World Summit for Children,
the eighth session of the United Nations Conference on
Trade and Development in 1991, the United Nations Confer-
ence on Environment and Development, to be held in Brazil
in 1992, and the international meeting on population in
1994,

38 The States Members of the United Nations pledge
themselves solemnly to advance the multilateral dialogue, to
respond to the challenge and commitments contained in the
present Declaration through national policies and enhanced
international co-operation and to keep the implementation of
the Declaration under political review.

The declaration addresses not only issues of international
co-operation but also national policy needs, reflecting a new
perception of the close relationship between them. The inter-
national economic environment is determined by the na-
tional policies of the countries that influence world markets
most. Developing countries are vulnerable to external fac-
tors, but their national policies are essential to their success,
which affects their financial partners and their ability to at-
tract support for their objectives. The declaration makes it
clear that all parties have to assume their responsibilities {o
overcome the roadblocks to renewed growth.

All policies of sovereign States are nationally decided, but

an increasing number are now formnulated in a framework of
international understandings, agreements and treaties which
derive from the mutual and common interests of States par-
ticipating in the world economy, creating a more stable and
equitable world and protecting the planet.

The declaration adds up 1o an agenda which takes into ac-
count new perceptions of economic policy and of the role of
the State and the private sector and of men and women them-
selves in the generation of wealth and development. It re-
flects the new awareness of global environmental threats. It
also focuses sharply on the alarming prospect of a world
economy running on two tracks, with one part of the world




progressing fast and another left behind .

While the declaration addresses all critical economic is-
sues and gives broad orientations for the road ahead, its im-~
plementation will require more specific measures. In
generally recognized issues such as the international debt
crisis, the hyperinflations in developing countries, the pov-
erty in much of the world and the inadequate assistance to the
poorest countries, the economic decline of the African conti-
nent or the distorted flow of world savings, more detailed
commitments will be necessary. Delays or failure to make
progress in this direction and agree on decisive and collec-
tive action to improve the state of the world would raise the
guestion of whether Governments are ready to commit them-
selves in international co-operation. This issue is relevant
not only to the deliberations about international and eco-
nomic affairs in the United Nations but also to the more tech-
nical negotiations in specialized bodies.

Governments, at present, appear cautious. It would seem
as if they were operating under increasing constraints. To
say, as is often done, that this is only a matter of political will
beps the question why Governments sometimes are able to
proceed with bold and visionary initiatives and launch im-
portant and costly international undertakings, while at other
tirnes they are reluctant and apparently powerless.

Such a question raises profound issues of political theory,
and there may be no general answer. But Governments will
do internationally what they find to be in their interest and
what they can afford . The interest may be immediate or long-
term, selfish or idealistic, strategic or commercial, short-
term or visionary, but there has to be an interest.

Many suggestions for a more coherent management of the
world economy, for freer trade or siabie monetary condi-
tions, have the objective of improving overall conditions, but
their implications for individual countries’ welfare or con-
trol, real or imaginary, over their economic destiny are rarely
clear. There is then confusion over where interests lie.

Even more contentious are suggestions for international
action that involve significant commitments of public funds
and radical changes of fiscal policy, whether in rich coun-
tries or poor. Here there is an asymmetry between foreign
policies aiming to attract foreign resources and those that
involve committing domestic resources. The first can be pur-
sued without much risk of conflicts among branches of na-
tional Government, whereas those that involve the
commitment of resources for foreign uses will in all coun-
tries be the subject of vigilant scrutiny by treasuries and po-
litical bodies.

That is why the present strains on public finances every-

where are significant to an assessment of the international
agenda. In the past, a reserve of resources from a rapidly
growing public revenue has been essential to the exercise of
active foreign policy. In times of rapid expansion of the econ-
omy, revenues tended to increase faster than the claims on
them, but in times of slow growth, the opposite occurs, and
today the political realities are such that even Governments in
the richest countries are overcommitted domestically and

find it difficult to mobilize resources for use in foreign pol-

icy. Governments in acute budgetary distress are not in a
position to take foreign policy initiatives. Several developing
countries are in acute crises and in the process of negotiating
programmes of co-operation with international financial in-
stitutions and bilateral donors; they caanot be expected to
make serious commitiments in other bodies.

The degrees of freedom in interoational economic rela-
tions have been narrowly circumscribed. The economic sav~
ings from disarmament should provide a relief to the
budgetary constraint. The peace dividend has the potential to
transform the resource situation. But without more decisive
policies, it might be too meagre and entirely absorbed in the
innumerable calls for public resources that already exceed
public revenues.

In contrast to the imnpoverishment of Governments, there
has been a large increase in the international capital market
and the supply of private financial resources. The problems
of indebted developing countries have been greatly magni-
fied by their extensive reliance on this market in the 1970s
and their loss of credit in the 19805 This left them with
lingering debts on borrowed capital which did not produce
the growth of output from which the debts were expected to
be repaid . It is this situation that has produced the sharp drop
in net financial transfers to which much attention is given in
this Survey. A natural question is whether to make up for this
loss by increasing official finance and domestic savings as an
alternative to the reliance on the private capital market which
proved an unreliable ally in the 1980s

The answer must be that this is a aise choice. In the short
run there is no alternative to the use of official sources to
restore order and consolidate debts in a manner that makes it
possible to resume growth and regain creditworthiness. Fi-
nancial rehabilitation is a clear priority. But in the long run,
developing countries should be keyed in to the great pool of
the international financial market, if only because that is
where the money is. Official funds should still accomplish a
catalytic role. They would remain important, in particular,
for the weakest and poorest countries which are so far inhib-
ited by their production structures from participating fully in
the world economy.






Chapter Il

TRENDS IN GLOBAL OUTPUT AND POLICIES

Global economic growth slowed in 1989 after an unusu-
ally rapid expansion in 1988. Compared to an increase of 4.4
per cent in 1988, world output grew by 3.1 per cent in 1989
The slow-down was widespread, affecting all major groups
of countries, but was most pronounced in China and Eastern
Europe (see table I1.1). The global pattern of growth broadly
. conformed with expectations, both overall and in its various
parts, but the pace of growth, although slower, was some-
what better than anticipated in the developed market econo-
mies and most developing regions.

There were no major unforeseen global economic shocks
in 1989. The most important developments for the world
economy were political rather than economic. The wide-
spread repercussions of these changes will affect economic
events in the medivm and long-term more than they did in
1989.

The deceleration in the developed market economies in
1989 involved a substantial slow-down in some of the coun-
tries that had grown most rapidly in the preceding year,
partly offset by stronger growth in some of those that had
been making more modest progress. Some of the countries
of Eastern Furope recorded nepgative growth, partly as a
result of the problems associated with the changes being in-
troduced in their systems of economic management. The ec-

onomic slow-down in the developing countries in 1989 was
more pronounced than in the developed market economies
but less so than in the economies of Eastern Europe and the
Soviet Union.

The overall result for the developing countries disguises
the fact that the slow-down was concentrated mostly in a fow
countries, predominantly in Asia, that are either large (and
therefore carry a large weight in the total), or grew rapidly in
1988, or both. The sharp deceleration in China from its rapid
pace of expansion of recent years accounted for a substantial
part of the overall result. Growth in India was also about 3
percentage points less than in 1988, although it still exceeded
5 per cent. Finally, while the four Asian newly-industrializ-
ing economies remain among the most dynamic in the world,
they grew more slowly than in 1988

These instances of deceleration in the developing countries
were partially offset by a more widespread but less sizeable
acceleration in many of the more slowly growing economies.
West Asia, in particular, performed better than in 1988,
while there were lesser improvements in Africa and Latin
America. Even with this recovery, none of these regions in-
creased output sufficiently to keep pace with population
growth. However, there were some signs that the deteriora-
tion and stagnation that had characterized these regions for

Table I1.1. Growth of population and output, by region, 198]1-1991
Gross
domestic Rate of chanpe of gross
Population product domestic preduct
growth 1985 {anaual percentage)
Population rale (biilions
411 {annual of 1980 1981~
{millions)} percentage) dollars) 1986 1987 1988 [98O: 19900 1994
World 5201 17 28 35 44 31 2z 30
Developed market economies 807 05 7640 23 iz 43 33 27 31
North America 213 08 2 Bo6 25 34 46 3l 19 27
Western Europe 356 02 3467 17 26 36 34 14 35
Developed Asia 177 5 1 060 33 44 55 47 43 41
Eastern Europe and
the Soviet Union® 407 09 32 26 41 12 -12 02
Developing countries 3992 24 1217 27 41 45 34 3t 43
Western hemisphere 439 2 822 ig 28 04 07 -10 40
West Asia 127 33 343 -i2 -1 2 i3 25 40 G
South and East Asia 1633 22 606 49 64 g2 62 55 60
Africa 594 3 305 -39 07 Td 28 30 3o
Mediterranean 9 16 141 31 37 3z 2 00 40
China® 1120 [4 v2 106 fid 39 30 50

Sowrce. Department of Imernational Ecoromic and Social Affairs of the United Nations Secretarizt. Daga on population and populagion growth
rates are those published by the Department in Horld Demtographic Estimates and Projections, 1950-2025 (Unised Nations publication. Sales No

E 86 XIH 3}
1 Preliminary estimates

b Forecast. based on Project LINK and Secrctariat estimates . For the groups of developing countries. estimates are rounded 1o the nearest half

perceniage point

¢ Net materisf produet; dats for 1981-1989 are povernment estimates
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most of the decade might be ending and, that over the me-
dium term, a modicum of growth in per capita terms might
finally result. Such an outcome will depend heavily on the
overall state of the world economy, as well as on the willing-
ness and ability of Governments and their citizens to adhere
to ongoing programmes of economic reform.

The economic opportunities offered by recent political de-
velopments have reinforced the perception that the developed
market economies may be able to sustain their present period
of expansion well into the 1990s. This contrasts with a com-
mon view of only a few years ago that slower long-term
growth was likely

There was a widespread acceleration in the rate of increase
in prices in 1989. Inflation became of greater concern to
policy-makers around the world, although both the magni-
tude and the tolerance of the problem varied widely: in some
of the developed market economies, Governments became
concerned at signs that inflation might reach 5 per cent annu-
ally, whereas it exceeded 500 per cent in a number of devel-
oping countries and 5,000 per cent in countries in Latin
America where hyperinflation was rampant.

The reasons for the acceleration of inflation varied, al-
though over-heating (as manifested in high rates of capacity
utilization and large wage demands) stemming from the high

rate of growth in 1988 was a widespread factor. This was the
case in those developed market cconomies that grew the fast-
est in 1988, but it also applied to many of the countries in
South and East Asia that have been growing rapidly for the
past several years Reflecting the increasingly advanced eco-
nomic structures in these countries, their economic chal-
lenges are becoming more akin to those of the developed
market economies and the appropriate policy responses are
correspondingly similar,

For many other countries, the sources of inflation were
somewhat different. Particularly in Latin America, the infla-
tionary process is bound up with the region’s external debt
problem through its repercussions on the fiscal deficit and
the domestic money supply. In other regions, economic ad-
justinent and reform is contributing o inflationary pres-
sures: the removal of subsidies and price controls,
particularly on essentials, inevitably raises the domestic
price level in the short term. Currency deprecintion will have
a similar effect, depending on the degree of import depen-
dence and the composition of imports. The former type of
inflationary pressure has been prevalent in Eastern Europe
and the Soviet Union, while both have applied, albeit to vary-
ing degrees, in African countries undertaking economic re-
form and adjustment.

The develeped market econormies: preparing for landing

The unusually fong period of economic expansion in the
developed market economies continued in 1989, albeit at a
slower pace. The slow-down was primarily attributable to a
deceleration in those economies that had expanded most vig-
orously in 1988: in four of the seven major industrial coun-
tries, growth in 1989 was at least 1 percentage point lower
than in 1988 (see table A 1). Of this group, only the Federal
Republic of Germany registered a significant improvement
over its performance the previous year.

The smaller countries fared more evenly, both among
themselves and compared to the previous year. Several of
these countries slowed down in 1989, but mostly margin-
ally: only Greece decelerated by more than 1 per cent, but it
still grew by more than 2 5 per cent. Denmark, Ireland, the
Netherlands, New Zealand and Norway increased their
growth rate by at least a percentage point, with Denmark,
New Zealand and Norway reversing the declines they had
suffered the previous year, Spain was able to maintain
growth of close to 5 per cent, while Belgium, Finland, Ire-
land and the Netherlands grew by at least 4 per cent. Overall,
the effect of this change in the pattern of growth was almost
to eliminate the difference that persisted during the previous
years of the decade between growth in the largest developed
market economies and in the smaller members of the group.

For most of the 1980s, Japan and North America had
higher growth than Western Europe; this last region was gen-
erally perceived as acting as something of a brake on global
growth. During the last few years of the 1980s, the situation
was partially reversed: Western Europe accelerated its
growth and seems likely to be able to sustain the higher rate,
while Japan and North America have slowed (see fipure
II.1) Japan continues to be the most rapidly growing of the

i4

industrialized countries but seems unlikely to continue to ex-
pand as rapidly as it did in the ater years of the 1980s This
desynchronization of the cyclical elements in the growth of
the different regions has been one of the factors contributing
to the sustained growth of the developed market economies
as a group {(see chap. VIII).

A number of factors have contributed to the acceleration in
Western Europe. From a medium-term perspective, many of
these countries have been engaged in a process of structural
change and supply-side adjustments that are now yielding
results. This process has been encouraged by policy mea-
sures and by a number of other developments, notably the
prospect of a unified market in 1992. This started an invest-
ment boom in Western Europe a few years ago; the resulting
increase in capacity is allowing many economies to achieve
medium-term rates of growth that were considered unattain-
able in the mid-1980s. Looking ahead, the stimulatory effect
of 1992 has now been reinforced by the prospects offered by
the opening-up of Eastern Europe and the beneficial impact
this is likely to have on exports and related investments.

Within Western Europe, investment remained buoyant in
1989 although there was some slow-down from the rapid
growth of the previous year. The surge in investment contrib-

uted to the growth of exports from the Federal Republic of

Germany, because of that country’s role as a major supplier
of capital goods. Although export demand remained high in
the Federal Republic of Germany in 1989, there was a shift
towards consumption demand. In France and Italy, on the
other hand, exports began to assume greater importance in
1989, This resulted in an improvement in the French trade
balance, but in [taly imports also increased and the trade
balance deteriorated.



Figure 11. 1.

Growth of output in Western Europe, Japan and

the United States, 1980-1989
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In almost all the major industrial countries, capacity utili-
zation reached its highest level of the decade either in 1988
or 1989; in addition, unemployment decreased almost uni-
versally (see table A 2) and labour markets gave signs of
being tight in a number of countries. Although unemploy-
ment remained high by long-term standards in Western Eu-
rope, it fell substantially in several countries. New Zealand
was the only developed market economy in which unemploy-
ment increased during the year; in several other countries,

such as Belgium, Canada, Finland, the Federal Republic of

Germany, Portugal, Sweden, the United Kingdom and the
United States, it was at its Jowest level of the decade. This
was particularly surprising in North America where growth
slowed during the year.

In addition to these direct physical limitations on growth,
the changed conditions in domestic markets contributed to
the slow-down indirectly as the acceleration of inflation in-
duced policy makers to adopt more restrictive measures.
Rising prices for energy, and to a Jesser extent food, during
the year were common sources of inflationary pressure. The
average increase in consumer prices in 1989 was more than 1
per cent greater than in the previous year (see table A.3).

Anxieties about inflation prompted Governments to
tighten policy, particularly in the fastest-growing economies.
As for most of the decade, reliance continued to be placed
heavily on monetary policy Short-term interest rates re-
sumed the steady climb that had been in evidence since

1987, with only a brief interruption following the global
stock market crash that year (see figure I1.2). In several in-
stances, the increase in nominal interest rates in 1989 was
greater than the rise in inflation, implying an increase in the
already-high real rate of interest.

A major concern in the developed market economies for
the past two years has been whether it would be possible to
achieve a gradual return to a sustainable long-term pattern of
economic growth, a “soft landing™, or whether a major dis-
ruption in the world economy would result--a “hard land-
ing”. Initially, this problem was seen mostly in terms of
reducing the external imbalances, the question being
whether this would involve a major slow-down in the United
States and hence in the world economy generally. More re-
cently, concern about the imbalances has diminished, de-
spite their persistence Instead, attention has shifted to
whether some of the major developed market economies
would be able to move from their recent rapid growth, with
its incipient inflationary tendencies, to 2 more moedest rate of
growth without bringing on an excessive slow-down, possi-
bly a recession, in the process. Here again, attention has
focused on the United States, partially because of its key role
in the world economy, but also because it was the first of the
majot industrial countries to go into the upswing. Doubts
about the ability to engineer a soft landing arose essentially
because the response to the policy measures that would be
adopted was unknown: reliance was placed overwhelmingly
on monetary policy.



FigureII.2.  Short-term interest rates in the Federal Republic of
Germany, Japan and the United States, 1986-1989
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The United States began to introduce restrictive monetary
measures in 1987, By 1989, there was evidence of slowing in
the economy, and fears of a recession began to outweigh con-
cerns about inflation. The deceleration, coupled with some
relaxation of monetary policy, cansed short-term inferest
rates in that country to decline somewhat as the year pro-
gresssed. This was contrary to the trend in other countries,
most of which either continued to or began to adopt more
restrictive monetary postures in 1989. In Australia, short-
term interest rates rose from an average of slightly over 15
per cent in 1988 to almost 18 per cent during the course of
1989; in Japan, from about 4 per cent to almost 6 per cent;
and in the United Kingdom, from 12.5 per cent to 14.5 per
cent.

The economy of the Federal Republic of Germany was not
among the most rapidly expanding in 1988, but its greater
momenturs in 1989 prompted several increases in domestic
interest rates: nominal rates almost doubled in the twelve-
month period. The result was a widespread ratcheting-up of
short-term interest rates throughout Western Europe. Coup-
led with the increased rates in Japan, this high interest rate
régime has made it more difficult to reduce rates in the
Unnited States early in 1990, even though the slowing of the
domestic economy suggested that it might be prudent to do
50.
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Rethinking the imbalances

The external imbalances among the developed market
economies remained large in 1989, although they declined in
relation to GDP and some of them declined in absolute value
The Japanese current account surplus fell by more than a
quarter in dollar terms (see table A 10}, The surplus of the
Federal Republic of Germany, on the other hand, increased
marginally and seemed to be moving in an upward direction
(see table A.9), coming close to that of Japan. The trade
deficit of the United States decreased in 1989 by about the
same amount in dollars as Japan's surplus (see table A 11)
On the other hand, large external imbalances emerged in a
number of other countries (notably Australia, Canada and
the United Kingdom) in the final years of the 1980s,

External imbalances may arise from the underlying deter-
minants of imports and exports. Under such circumstances,
international capital flows are a response to imbalances in
trade flows. However, external imbalances can also be the
result of international flows of capital. Although these are
only two different ways of approaching the same phenome-
non, they can lead to very different policy conclusions.

International flows of capital are generated by differences
between domestic savings and domestic investment: capital
moves from countries with an excess of savings to those with



Figure IL 3. Exchange rates of the dollar against the
Y " deutsche mark and the yen, 1986-1989
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a deficit, If there is no change in international reserves, such
flows of capital have to be reflected in a trade surplus for
capital-exporting countries and a deficit for capital-import-
ing countries. Thus, the fow level of savings in the United
States, combined with an excess of savings in the Federal
Republic of Germany and Japan, could be seen as one impor-
tant underlying cause of the trade imbalances of the 1980s.
In addition to reduced rates of household savings, a major
reason for the low level of total savings in the United States
was the fiscal deficit !

The two-way inferaction between the trade balance and
international flows of capital explains movements in key ex-
change rates, for example in 1989 and early 1990 (see figure
1.3}, which seem perverse when seen merely from the point
of view of trade balances. The narrowing of the Japanese
trade surplus in 1989 reduced the net inflow of earnings from
foreign trade, making it insufficient to meet the large Japa-
nese demand for financial capital for portfolio and direct in-
vestment abroad: i.e., the total availability of savings in
Japan {including savings received as a result of net trade
earnings from abroad) was less than the Japanese demand for
investment at home and abroad. The result was excess de-
mand for foreign currency, resulting in downward pressure
on the yen despite the fact that Japan continued to have a
large trade surplus.

i i | ]
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The future direction of the external imbalances and ex-
change rates among the developed market economies de-
pends on the nature of this interrelationship between flows of
trade and capital. The trade effects of the depreciation of the
yen against the dollar in 1989 and early 1990, if it persists,
may increase the Japanese surplus and the United States defi-
cit ? On the other hand, the surplus of the Federal Republic of
Germany is partially the result of the demand for capital
goods stemming from the surge in investment in Europe and
is one reason for the deteriorating balances in other countries
in the region. It may decline if there is any fall-off in the pace
of investment in Europe. In addition, itis likely to be reduced
by the unification of Germany, as the surplus of the Federal
Repubiic is offset by the deficit of the Democratic Republic.

If international flows of capital are the dominant influence
on the external imbalances, different conclusions follow.
First, trade measures alone are unlikely to reduce the im-
balances unless there is a reduction in the difference between
total savings and investment in any of the surplus or deficit
countries and in the relative interest rates which induce
short-term capital movements. Without such changes, any
initial reduction in the trade imbalances would cause further
depreciation against the dollar, as happened with the yen in
1989,

I See Horld Economic Survey 1989 (United Nations publication. Sales No E 86 [T C 1). chap VI

2 However, some observers argue that Japanese foreign investment in import-substituting automebile manufacturing in the United Sties may
have permaneatly teduced Japanese automobile exports to that country: This trade used to account for about half the Japanese-United States

trade imbalance

17



There are reasons to expect changes in the relationship
between total savings and investment in some of the affected
countries. For example, the slow-down in the United States
economy in 1989 and early 1990 raised its fiscal deficit
above expectations. In the absence of any change in other
aspects of savings and investment behaviour, this would
cause the external imbalance to widen. Viewed from a longer
term perspective, there was increasing recognition in early
1990 that the United States fiscal deficit was excessive in
absolute amount and there were signs of greater political de-
termination to reduce it This would reduce the savings-in-
vestment imbalance in the United States and hence the
external imbalance . There is also some evidence that the per-
sonal savings rate in the United States is beginning to in-
crease, after a decline in the 1980s. This would decrease the
savings-investment imbalance in the United States and corre-
spondingly reduce its external imbalance.

Much of the uncertainty surrounding the interaction be-
tween trade and capital flows stems from the globalization of
international financial markets in the 1980s, which has radi-
cally changed the context and conduct of international policy
among creditworthy countries. Over the medium to long
term, both trade and savings and investment relationships
have a bearing on external imbalances. The evidence of the
1980s suggests that these relationships tend to be long-term
in nature and not susceptible to rapid change. Sizeable im-
balances are therefore likely to persist for some time. Ex-
change rates and interest rates will continue to provide an
equilibrating mechanism between the different flows in-
volved. At the same time, however, the exchange rate is
likely to be greatly affected by market sentiments. These can
change rapidly, causing exchange rates to fluctuate consider-
ably in the short-term from their underlying equilibrium val-
ues (see chap. 1V),

Eastern Europe and the Soviet Union: at the cross-roads

Events in Eastern Europe and the Soviet Union in the
course of 1989 and early 1990 demonstrated that the reform
of highly centralized economies requires stabilization before
it can be launched with a reasonable expectation of success.
This stabilization has to address two different sets of issues
{see chap. VI) The first is to correct the imbalances inher-
ited from the administrative economic model. The second is
the need to formulate an operational co-ordinating mecha-
nism to replace central planning. Implementing the neces-
sary economic reforms involves short-term costs, such as
unemployment (see below), as well as potential benefits in
the longer term. The size of the costs depends largely on the
aims of the reform and the specific problems that policy
makers are trying to address and decisions have to be made
on the distribution both among the different segments of so-
ciety and over time. The lack of a firm socio-political con-
sensus in these countries has made this task difficult,

The rapidly escalating uncertainty in these countries in
1989 was reflected in, inter alia, the macro- and micro-eco-
nomic performance of each country and in growing obstacles
to maintaining the traditional trade and payments régimes of
the Council for Mutual Economic Assistance (CMEA) (see
chaps. Il and IV). Part of the uncertainty was the result of
totally unexpected developments. There were several forms
of social unrest. One was large-scale emigration, particu-
larty from the German Dernocratic Republic,” but also from
Bulgaria® and the Soviet Union.® There were also various
types of labour friction, including strikes, particularly in Po-
land in the first half and in the Soviet Union in the latter part
of 1989 On the other hand, Czechoslovakia’s economic per-
formance benefited from the peaceful and extraordinarily
rapid political transition after 17 November 1989 and the fact

that it took place without emigration or substantial social
tensions. In the Soviet Union, the lingering after-effects of
the earthquake in Armenia in late 1988 and the civil strife
and political friction in some regions also exerted a negative
effect on output.

Output in 1989

The plans laid down for Eastern Europe and the Soviet
Union for 1989 envisaged an acceleration of economic
growth, but this was not to be. Acute difficulties over reform
programmes and serious external payments problems im-
peded progress from the beginning of the year, and the socio-
political events of the second half of the year caused
economic growth in Eastern Europe to come to a near stand-
still, The highest rate of growth of net material product was
1.9 per cent for the German Democratic Republic; at the
opposite end of the spectrum was a substantial decrease in
Romania (see table 1.2} Bulgaria and Hungary also re-
ported negative growth, while in Poland output stagnated.
Only Czechoslovakia’s growth, although modest, was close
to its target. For the Soviet Union, growth slowed to 2.4 per
cent. The slow-down reflected weak performances in all the
main economic sectors in most countries. A main reason for
the weakness was the stagnation in the efficiency with which
capital and other resources were used.

Preliminary estimates indicate that industrial output in the
Soviet Union grew by 1.7 per cent in 1989 and in Eastern
Europe barely at all (see tables H .2 and A 4). In the former,
there was more solid growth in consumer manufactiures,
largely reflecting the high priority attached to restoring mar-
ket balance ® Soviet oi! production fell 3 per cent and coal

3 Towal emigration in the second half of 1989 may have amounted to some 343,000, moving chicfly into the Federal Republic of Germany. Some
220,000 of these were able-bodied, young, skilled individuals The trend continued into 1990, with an outfiow of over 2,000 per day until the

clections in the German Democratic Republic in March

+ This involved essentiaily 380,000 of the Turkish minority, leaving primarity for Turkey, before the bosder was closed in late August 1989;

perhaps 80,000 of those who moved originally have since returned

5 In 1989, 228,600 peopie—more than twice the number in 1988~emigrated permanently from the Soviet Usion (Pravda, 14 January 1990},

chiefly to Israel and the United States
6 Pravda (Moscow), 28 January 1990, p 1



Table 11 2. Eastern Europe and the Soviet Union: selected
macro-economic indicators, 1980-1989

{Annual percentage rate of growth)

1980 1981 1982 1983 1984 1985 1986 1987 1988 19894

Net material product

produced

Eastern Europe 0t -9 01 39 5.3 37 46 32 31 -1.7

Soviet Union ig 33 39 42 2.9 16 23 16 4.4 24

‘Total 27 17 28 4.1 36 12 30 2 4.0 12
Industrial output

Eustern Europe 30 36 12 44 438 43 4.6 35 35 02

Soviet Union 36 34 29 4.2 41 34 44 38 9 17

Total 34 23 24 43 43 36 4.4 37 38 12
Agriculiural output

Eastern Europe -3.7 1.8 16 09 70 -11 53 -0 8 14 -0.1

Soviet Union -19 -1.0 55 62 ~{.1 01 53 -0.6 17 0.8

Total -25 -01 432 44 22 -03 53 -07 16 45
Investments

Eastern Burope ~2 2 -T2 -4 4 23 22 19 39 47 16 -25

Soviet Union 1z 37 s 56 1.9 30 g3 57 62 06

Totat 0B 03 12 47 2.0 32 7.1 54 53 -02

Sonrce: Department of imernational Economic and Secial Affairs of the United Nations Secretarial. based on

national and isternationad Sources
2 Preliminary

production 4 per cent, but natural gas output increased 3 per
cent. The trade-off between the expansion of energy output
and overall economic efficiency continues to present a major
problem

The weakness of the industrial sector in Eastern Europe in
1989 stemmed from the contraction in Hungary, Poland and
Romania and the near stagnation in Czechoslovakia; only
Bulgaria and the German Democratic Republic reported
sizeable growth. In the latter case, the disorganization
caused by the substantial outflow of skilled workers in the
second half of the year and the political transitions in late
1989 contributed to a contraction in output during the last
quarter.

Agricultural performance remained well below expecta-
tions. Preliminary estimates for the seven cconomies suggest
growth of less than 1 per cent, in spite of fairly good harvests
in Bulgaria, Poland and the Soviet Union " The best overall
agricultural performance in Eastern Europe was in Poland;
in Hungary, there was a contraction after the strong perform-
ance in 1988 Livestock production was weak throughout the
region except in Czechoslovakia, partially because of set-
backs in the production of feed in the preceding year and
lingering external payments constraints. Partial data suggest
that investment throughout these countries was below targets
in 1989 and probably contracted. Bottle-necks in transporta-
tion and distribution in many countries contributed to this
weak performance

Domestic absorption in 1989

Information on the use of domestic income in 1989 is
sketchy beyond the fact that intentions regarding absorption
levels for the group as a whole could not be attained. Targets
for export volumes were not met, whereas, except for Hun-
pary and Poland, those for imports were overfulfilled in an
effort to supply domestic markets.

The real value of retail sales increased only marginally in
several of these economies, although a large increase was
reported by the Soviet Union, reflecting efforts to stem popu-
lar discontent with the inability to increase domestic output
decisively Part of this improvement in the domestic market
was made possible by making military inventories of con-
sumer goods available for civilian use, but it was achieved
primarily through a sharp deterioration in the external ac-
counts. Data on retail sales in Hungary and Poland suggest
that austerity was enforced roughly as originally intended.
Money incomes in many cases grew more rapidly than nomi-
nal retail sales which further strained domestic markets (see
chap. VI).

Pent up consumer demand has inhibited reform measures.
Consumer market imbalances loomed large in discussions
about price and financial policies. The problems created by
these imbalances were exacerbated by significant budget def-
icits and by reports of hidden price increases by manufactur-
ers of consumer goods. The extent of the market imbalances

7 Wheat output in Poland reached & record 8.3 million tons and increased some |3 per cent ins the German Democratic Republic, In Bulgaria,
Czechoslovakia and Remania, wheat harvests were fower than in 1988 but stifl above average  In Hungary, output declined by 10 per centto a

level well below normal
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and the nature of price policies varied considerably, but :
common feature was the search for acceptable trade-offs be-
tween deregulating prices and protecting levels of personal
consumption,

In 1989, it is estimated that investment outlays in Eastern
Furope contracted by over 2 per cent and increased in the
Soviet Union marginally. However, the desired improvement
in the efficiency of investment and capital use did not materi-
alize.® Even in the reforming countries, the hoped-for re-
placement of budget financing by enterprise financing does
not appear to have improved investment discipline, mainly
because of rigidities in the wholesale trade of investment
goods and continued administiative controls over investraent
activity.

A priority area of concern in 1989 was to bring about sta-
bility in government finances. A striking measure of
glasnost in this respect was the disclosure in 1989 of substan-
tial fiscal deficits that, over the years, have accumulated into
sizeable domestic debts. These budget deficits prompted far-
reaching fiscal and price measures in 1989, Reducing mili-
tary expenditures, scaling down large state-financed
investment projects, eliminating many subsidies and resort-
ing to price controls were among the remedies adopted.

In the case of the Soviet Union, the 1989 budget deficit of
90 billion roubles (roughly 10 per cent of GDP) was added to
a domestic national debt of over 400 billion roubles.? Defi-
cits have traditionally been financed chiefly through loans
from the central bank, and in 1989 too they were partly met
through the issuance of money, exacerbating inflationary
pressures. ' Under the current stabilization effort, the Soviet
budget deficit is due to be reduced to 60 billion roubles in
1990,

The 1989 budget deficit in Hungary amounted to 50 billion
forint, leading to a domestic national debt of 1,100 billion
forint or about 65 per cent of GDP—among the highest in
Europe. As part of the country’s stabilization efforts, that
deficit is to be cut to less than 10 billion forint. Domestic
debt service is estimated to claim roughly 15 per cent of
fiscal revenues in 1990

The prospect of unemployment

Policy-makers in the countries pursuing stabilization and
economic reforms are aware of the prospect of new and size-

=i

able unemployment. This raises two issues. One has 10 do
with the social aspects of unemployment. It may be difficuit
for the population at large to accept substantial unemploy-
ment levels, as the right to a job has become deeply in-
grained. Without agreed new rules on acquired rights,
stabilization opens the door to arbitrary decisions. This ap-
pears to be already causing discontent because the prospect
of unemployment is cccurring at a time of austerity in in-
comes and consumption. These phenomena are often diffi-
cult to reconcile with political expectations. In Poland, for
example, the trade union movement has been in the vanguard
of the movement demanding more pluralistic decision-mak-
ing.

The other problem is whether society should institute a
social safety net, including explicit provisions for unemploy-
ment allowances, and to what degree, relative to prior earn-
ings, this security should be provided and for how long The
German Democratic Republic has introduced unemploy-
ment benefits to offset the involuntary layoffs due to the large
emigration wave.'' Poland’s version took effect in February
1990: the unemployed receive 70 per cent of their most re-
cent wages for three months, 50 per ceat for the next six
months, and 40 per cent thereafter without any time limit,
Refusal to take up a job offer cuts benefits. In addition to
direct financial transfers, the safety net includes an incentive
scheme to encourage job creation, job retraining and reloca-
tion benefits. Quite apart from the social and political diffi-
culties, it remains to be seen whether the budget will be able
to finance these provisions at a time of a rapid escalation of
unemployment.

Hungary also put an unemployment programme in place in
1989" but its provisions are less generous. Beginning in
1990, for one year, the unemployed receive unemployment
benefits amounting to 55 to 70 per cent of their gross average
monthly earnings for the last 12 months of employment; for
the next 12 months, they automatically gualify for an unem-
ployment allowance, amounting to 75 per cent of the pre-
vious month’s unemployment benefits ' Retraining grants
for firms and individuals were introduced in 1983* and there
are also public works™ programmes organized by local gov-
ernment, low-interest state loans for private ventures by the
unemployed and other provisions. The number of unem-
ployed has remained low, however ¥

For exampte. the Soviet authorities refrained from commissioning new capital projects because only half the capacity 1o be put on stream

maiesialized, In addition, shortcomings in the use of two thirds of the new capacity commissioned in 1988- 1989 were reported (see Pravda,

28 January 1990)

Y 8 Dzarasov, “Reformairubl", Planovoe khozyaisve, No 12{1989), p 26

expenditure balances), Planovoe khogyaistvo, No 1 (19903, p. 74

See R Lokshin. K ruzrabotke balansov deaczhnykh dokhodov i raskhodov naselenia” (On the preparation of population money income and

" Interview with Christs Luft, Deputy Prime Minister in Neues Dentschland, 6 February 1990, p 5 Unemployment in early February 1990
amounted to roughly 50,000, although the number of advertised job vacancies remained high

* Anunemployment scheme introduced in Hungary in 1957, which allowed Ft 600 per mosth for six months. remained in legal force until the

mid-1980s. Because it was apparently never applied, the provision was completely forgotten when the need arose to introduce a safety net

{Heti Viliggazdasdg, 24 December 1983)
Heri Vildggazdasdg (Budapest), 27 January 1990
14 Frgveld (Budapest), 27 October 1983

Al the end of September 1989, the number was less than 15,000 Some 35,000 individuals qualified for benefit payments, 4,600 were em-

played by local government in public works 370 asked for retraining and less than 600 applied for “restart loans™ (Figyeldi (Budapest), 11

January 1990)
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Prospects for reform and growth in 1990

Much of what happens in 1990 in the economic domain
will be the outcome of the reforms under way, in conjunc-
tion, especially in Hungary, Poland and the Soviet Union,
with stabilization measures. Major transformations towards
the discipline of the market in both the micro-economic and
macro-cconontic domains are envisaged. In the micro-gco-
nomic sphere, changes in property rights, pricing, labour
remuneration, enterprise financing and the autonomy of
firms are to be undertaken. At the macro-economic level,
there is a need to replace the central planning mechanism by
instruments and institutions to implement monetary and fis-
cal policies that will bring about greater stability Since some
of the societies in question still harbour a strong preference
for state intervention, egalitarianism and social security,
there may also be a need to formulate appropriate price and
income policies.

Czechoslovakia has committed itself to a firm course of
reforms, including marketizing the economy Instead of the

sudden release of market forces combined with draconian
stabilization measures, the Government is aiming at the
gradual phasing out of the planning system. In the short run,
policy makers are putting together a package of reform mea-
sures, while maintaining the slow, but stable, growth experi-
enced for nearly two decades. They hope, however, that the
loosening of constraints on markets over a period of three
years, with unemployment amounting to perhaps 2 per cent
and open inflation rising to 25 per cent as subsidies are elimi-
nated, will enable economic growth to increase to between 3
and 6 per cent in the medium term

In Bulgaria and Romania, the socio-political situation has
been so fluid that concrete policies, regardless of their time
horizon, are still unclear, In carly 1990, Bulgaria was in-
volved in a broad socio-political discussion on the nature of
desirable reform and the preceding stabilization policies re-
guired . Critical components of the reforms still had to be
formulated and a social consensus on the speed and equity of
the stabilization process had yet to emerge

Developing countries: the quest for resumed growth

The international economic environment brought mixed
fortunes to the developing countries in 1989, The improve-
ment in the international price of oil over its average in 1988
provided immediate benefit to energy-exporting countries
and imposed a cost on energy-importing countries, while the
collapse of cocoa and coffee prices was a severe blow to the
lower-income countries that rely heavily on those products
for their export revenue. As for the past several years, manu-
factures were the most rapidly expanding component of
world trade, but the impetus from that source was less than
in 1988 (see chap. III), mostly because of the slow-down in
the developed market economics

For most developing countries. the consequences of exter-
nal indebtedness remained, directly or indirectly, the over-
riding influence on their economic growth in 1989. On the
positive side, the concept of commercial debt reduction be-
gan to be applied, albeit to a limited number of countries,
and the developing countries” stock of debt incieased only
marginally when measured in dollars (sec table IV.3). Onthe
other hand, international interest rates rose for the second
censecutive year, posing a further threat o the many devel-
oping countries whose debt-servicing capability is already
precarious, despite extensive rescheduling

These changes in the global economic environment in
1989 were insufficient to disturb the underlying regional dif-
ferences in econommic circumstances among developing re-
gions. Different externalities and their dilferentiated effects
are a major reason for the continued diversity in the perform-
ance of the developing countries The rapidiy-growing East
Asian ecconomics have diversified their economics to the ex-
tent that the most important externat factor atlecting their
growth is the world market for manufactures. These econo-
mies fared well with the growth in such trade in the 1980s,
particuiarly with the unexpected spurt in the fast few years of
the decade. The modest slow-down in world trade in 1989

had a negative effect on those countries that were in the van-
guard of this export-oriented growth process, although those
in the early stages continued to fare well

The links of other groups of countries with the world econ-
omy are in sectors that did not fare so well in the 1980s Most
striking of these were the West Asian countries, all of which.
directly and indirectly, rely heavily on the international oil
market. The collapse of this market in the 1980s had a nega-
tive economic cffect on all these countries and neither recov-
ery por adjustment 1o the new market conditions are yet
complete, despite the direct and immediate benefits of higher
oil prices in 1989

For the majority of countries in Africa, the dominant link
with the rest of the world is through primary commodities.
One consequence of the decline in the commodity-intensity
of global ouiput has been a decrease in Aftica’s share of
world trade. From Africa’s point of view, however, com-
modity exports remain central to the economic livelihood of
many countries. During the 1980s, the prices of many com-
modities declined 10 their fowest real levels for several dec-
ades, to the detriment of exporting countries Contrary {o
previous experience. the acceleration in economic growth
and world trade in the latter hall of the decade did not have a
major favourable impact on the prices of commodities: the
prices of minerals, metals and agricultural raw materials
picked up with the unusually rapid expansion in 1988, but
otherwise there was little improvement (see chap. III and
table A.6). The deterioration in these markets was atiribut-
able partly to short-term factors, but mainly to long-term
structural trends that are unlikely to be reversed to any signif-
tcant extent in the foreseeable future In 1989, this was dem-
onstrated in the collapse of the coffee and cocoa markets:
these are a small part of world trade but of paramount impor-
tance to many African economies.

Developing countries in other regions are less dependent
than Africa on primary commodities Several Latin Ameri-



can economies, particularly the larger ones, are as diversi-

fied as those in South-East Asia, so that the effect of changes

in commeodity prices on their economies is more dampened

than in most African economies. Because of its large burden
of commercial debt, the primary external influences on Latin

America’s economic performance in the 1980s were actions

and sentiments in foreign financial centres. Changes in inter-

national interest rates or changes in the willingness to lend to

them have an immediate effect on these countries’ external
position.

Latin America: battling inflation

Latin America experienced its second consecutive year of
negative per capita growth in 1989 (see figure I1.4). This
region was in the throes of a deep financial crisis, with hy-
perinflation besieging a number of countries and public fi-
nances in serious disarray The growth of output in many
countries remains constrained by the stagnation of invest-
ment, limited capital inflows and the burden of debt servic-
ing. As discussed below, these long-term structural
problems are an important reason for the shorter-term diffi-
culties being experienced by several countries in the region.

Because of the increase in international interest rates in
1989, many countries experienced renewed difficulties in
servicing their external debt: arrears mounted in Argentina,
Ecuador and Peru, and Brazil suspended payments to com-
mercial banks The culmination of lengthy negotiations on
the re-financing of Mexico's debt—one of the first applica-
tions of the principles embodied in the Brady initiative—and
agreement on re-scheduling for Costa Rica and Venezuela
were the only tangible progress in addressing the external
debt problemn (see chap, IV below).

International commodity markets (see chap I below)
brought little relief to Latin America in 1989, The growth of
the region’s energy-exporting countries not only declined in
1989 but became negative, primarily because of stabilization
measdres. On the other hand, growth in the energy-import-
ing countries improved, having itself been negative in 1988
Lower coffee prices brought about by the collapse of the In-
ternational Coffee Agreement had less effect on the export
earnings of most of the Central American countries than on
African countries.

Among the energy-exporting countries, there was a de-
cline of at ieast 8 per cent in the GDP of Venezuela, brought
about by the short-term effects of that country’s far-reaching
efforts at external adjustment. Peru suffered a decline of
somewhat greater magnitude, following a similar drop in
1988 Growth in Ecuador was negligible after the previous
year's rebound from the set-back caused by the oil pipeline
accident in 1987 Mexico, on the other hand, benefited not
only from higher oil prices but also from improved domestic
and international confidence in its economy, prompted by the
adoption of the Government’s Pact for Stability and Eco-
nomic Growth, lower inflation and the finalization of its ex-
ternal debt re-financing package Some flight capital

recovered, particularly in the export-oriented and capital
good industries. GDP grew by an estimated 3 per cent in
1989, despite a bad harvest

The other two major economies in the region suffered a
further erosion of internal balance in 1989. In both Argen-
tina and Brazil, policy makers were preoccupied throughout
the year with the need to extricate their countries from hy-
perinflation There was temporary success in Argentina (see
below), but negligible progress in Brazil prior to elections
early in 1990. The effects of inflation on growth in 1989
were very different, however In Argentina, there was a de-
cline of more than 5 per cent in GDP. In Brazil, a consumer

boom in the latter part of the year produced overall growth of

more than 3 per cent, following a modest decline in 1988,

Chile stood out as an exception to the regional pattern by
completing its sixth year of expansion and by increasing out-
put by about one tenth in 1989; exports, as well as both do-
mestic consumption and investment, expanded vigorously.
Recognizing the danger of over-heating, the Government has
since tightened monetary policy, but devalued the currency
to mairtain the trade surplus and hence the country’s debt-
servicing capacity.

Following a bout of extreme hyperinflation in the mid-
1980s,'® Bolivia has regained an element of economic stabil-
ity as a result of the New Economic Policy introduced in
1985. Despite a drought in 1989, GDP increased by about
3.5 per cent, above population growth, and there was a slight
recovery of investment Nevertheless, the economy remains
in a precarious situation, with severe external and internal
constrainis.

Most of the smaller economies in the region fared less
well, Costa Rica and Guatermnala increased per capita output
by about 2-3 per cent, but the remaining countries in Central
America were restrained by the direct and indirect conse-
quences of political hostilities and military conflicts. Ex-
tremely harsh economic conditions prevailed in Nicaragua
and Panama. In the Caribbean, many of the smallest coun-
tries continued to expand, but some of the larger countries
faced difficulties. Cuba and Jamaica registered negligible

growth, while Trinidad and Tobago experienced yet anothér

decline in output,

Although there has been some export diversification, com-
medities still account for about 75 per cent of total export
revenues and the region remains highly vulnerable to price
oscillations in international markets. Both the unit value of
exports and the terms of trade of the region declined by more
than 20 per cent during the decade.

In the interest of greater efficiency, many countries of the
region have been opening their domestic markets to foreign
competition. Chile, Colombia, Costa Rica, Guatemnala,
Mexico and Venezuela, among others, have embarked on
trade liberalization programmes in recent years. These have
usually included a more flexible exchange rate policy, a sim-
plification of the country’s tariff structure, a reduction of

1% For a detailed examination of Bolivia's economic crisis and the response, see Horld Econanic Survey 1989 (United Nations publication, Sales

No E 89.11L.C 1}, chap VII
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Figure 11.4.

Latin America: growth of output and population in

heavily indebted and other countries, 1980-1989

{Annual percentage change)
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import taxes, the abolition or reduction of non-tariff trade
barriers and the gradual elimination of subsidies and incen-
tives to domestic industry. However, some of the countries
that have adopted a more liberal attitude towards imports
have seen their trade surpluses shrink and have faced re-
newed difficulties in meeting their external debt obligations.

Preliminary estimates suggest that Latin American exports
grew by about 2 per cent in real terms in 1989, contrasting
sharply with growth of about 8 per cent in 1987 and 1988.
Even though it has diversified its exports, Brazil was ad-
versely affected by the collapse in the price of coffec and, toa
lesser extent, of cocoa As a result, the value of Brazilian
exports failed to maintain the rate of increase of the past few
years, With the benefit of a higher oil price, Mexico replaced
Brazil as the region’s leading exporter.

Elsewhere, lower coffee prices were offset by an increase
in the volume exported, by the higher prices of bananas and
sugar and by an expansion of non-traditional exports. For
example, the value of exports of Costa Rica, Guatemala,
Honduras and Nicaragua improved over the previous year,
while Colombia's loss of coffee revenues was offset by
higher oil prices and an increase in other exports. E] Salva-
dor and Haiti were less able to adjust to reduced coffee
prices.

For the decade as a whole, the volume of exports grew by
almost 60 per cent, while imports declined by 9 per cent (see
figure I1.5). This contrast between the region’s export and
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import performance points to its two overriding development
problems: its exports have lost purchasing power and the
gains in export revenue have had to be used for debt service
rather than for the imports that are necessary for growth

The region’s trade surplus increased from about $25 bil-
tion in 1988 to $28 billion in 1989, This improvement came
mainly from the three countries—Argentina, Peru and Vene-
zuela—that experienced a deep contraction in economic ac-
tivity. Brazil’s surplus declined but still accounts for more
than half of the total. Chile’s surplus decreased, while Mex-
ico had an estimated deficit of about $200 miilion in 1989
(compared with surpluses of $1.7 billion in 1988 and $8 5
billion in 1987), even though the price of oil—still Mexico's
main export—increased by about 20 per cent in international
markets.

Stabilization efforts in 1989

Plans to control inflation or break hyperinflation were a
central feature of many Latin American economies in 1989.
Most focused on price and monetary controls; a few included
fiscal measures, particularly higher income taxes and lower
curreni expenditures

During the first half of 1989, Argentina witnessed the col-
lapse of the Primavera Plan, which had temporarily reduced
the rapid acceleration of inflation and slowed the economic
recession. Despite high domestic interest rates, capital flight
intensified because of the widening fiscal deficit and the lack



Figure II.5. Latin America: volume of imports and exports and
merchandise trade balance, 1980-1989
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of confidence in the Government’s economic policy. Govern-
ment revenues were eroded by accelerating inflation and
monetary policy was ineffective in containing increases in
liquidity.

Correcting the liscal deficit and its inflationary financing
were the priority of the new Government inaugurated in Juily
1989, Increases of 200 to 600 per cent in public sector prices
were authorized; subsidies and tax incentives were to be re-
dced and/or temporarily suspended; a price agreement was
negotiated with the private sector and a 90-day price frecze
decreed (although not before prices had been adjusted);
wages were (o be negotiated by collective bargaining but
were not supposed to exceed Iimits fixed by the Government;
the austral was devalued by more than 100 per cent and re-
mained fixed for some time; the public sector was to undergo
tax reform and privatization, and autonomy was to be
granted to the Central Bank.

The measures were only partly implemented and only tem-
porarily successful. Given the price freeze, the monthly in-
Aation rate fell from about 200 per cent in July to 6 per cent
in October. Nominal interest rates fell and the Central Bank's
international reserves were partially restored Fiscal adjust-
ment, however, proved more difficult. The money supply
increased and the difference between the fixed official ex-
change rate and the parallel rate widened. A new round of
measures was announced, including further increases in
public prices and another devaluation. Price controls on pri-
vate sector goods were relaxed and the Government’s short-

terrn domestic debt obligations were rescheduled. The
package was badly received and provoked a rush to the dol-
lar, thus intensifying the crisis Inflation reached 40 per cent
per month in December 1989.

A new finance minister emphasized the liberalization of

the economy. All price controls were removed and the ex-
change rate was unified into a single fleating rate. In order to
avoid uncontrolled depreciation, an cffort was made to curb
liquidity by restricting money supply. Bank withdrawals
were limited and short-term deposits were frozen and con-
verted into long-term government bonds.

The shortcoming of the strategy was that the fiscal deficit
could no longer be financed through the expansion of the
domestic debt, Since the budget could not be balanced in the
short term, printing money was the only alternative availa-
ble. In the first quarter of 1990, inflation continued to in-
crease.

In Brazil, measures to control inflation resumed with the
adoption of the Summer Plan in early 1989 This included
monetary reform, complete de-indexation, devaluation of the
exchange rate and a price and wage freeze. On the fiscal
side, the prices of goods supplied by the public sector were
readjusted, expenditures were to be cut, the number of pub-
lic servants reduced and public enterprises privatized. Mon-
ctary policy was to be restrictive in order to avoid speculation
on inventories and to curb consumption. After four months
of relatively low inflation, the consumer price index re-



sumed its previous growth. The Plan collapsed and index-
ation was reintroduced.

As in Argentina, adjustments in the public sector--except
for occasional price realignments—were postponed. This
was an imporant reason for the persisience of inflation.
However, monetary policy also cxerted inflationary pres-
sure. When prices were thawed in April 1989, monetary pol-
icy was loosened.

Negative real interest rates meant increasing difficulties
for the Government in [inancing its domestic debt. Rates
were consequently raised and remained positive for the rest
of the year However, larger interest payments implied
higher fiscat deficits and excess liquidity created by the Gov-
ernment. Monetary policy became endogenous to the infla-
tionary process. Inflation was about 1,800 per cent in 1989
and reached a monthiy rate of 73 per ceat in February 1990.
The new Government that took office in March 1990 intro-
duced another draconian stabilization plan. Its success in
combating inflation is difficult to anticipate, but it is likely to
produce a recession in Brazil in 1990,

In Peru, the rapid economic recovery of 1986-1987 left the
country with severe price distortions, exhausted interna-
tional reserves, a rising public sector deficit and anpual in-
flation that accelerated to 1,700 per cent in 1988 The
Government's economic policy in 1989 aimed at decreasing
inflation by reducing the fiscat deficit. Many subsidies were
suspended and the prices of public sector services were
raised . In January 1989, a four-month schedule of adjust-
menis of povernment-controtled prices, including the ex-
change rate and the minimum wage, was adopted to avoid
speculation in anticipation of future government action on
prices

Monthly inflation stabilized at around 45 per cent in Feb-
ruary-March, falling to about 25 per cent during the follow-
ing month, due mainly to lags in adjusting prices and to
economic recession Minimum wages declined by 50 per
cent in real terms during the first 10 months of the year and
Government expenditure fell as a result The decrease in pur-
chasing power also led to a contraction in other components
of domestic demand and a fali in overall cutput. Manufactur-
ing was further hurt by the limited access 1o imports

Austerity measures were relaxed during the second haif of

the year when the Government announced a looser monetary
and wage policy and a programme to promote a modest re-
covery of the economy. Access to imports was cased and
some signs of recovery were noticed by year end. Pressure
on the inti, however, intensified and monthly inflation accel-
erated to 30 per cent towards the enrd of the year. Overall,
infiation was ahmost 3,800 per cent in 1989

In Nicaragua, annual inflation was some 33,600 per cent
in 1988. A stabilization package announced in January 1989
included cuts in subsidies, the dismissal of public servants,
cuts in defence expenditures and adjustments in public prices
and tariffs. Monetary policy was to be restrictive, with credit
timited and interest rates positive in real terms . Inflation was
brought down, but at the cost of lower economic activity,
widespread scarcities. a rise in unemployment and a large
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{all in real incomes. Manufacturing and construction were
severely hit.

By mid-year, adjustments had 1o be made because agricul-
tural output was about to be compromised for Jack of credil.
The resulting increase in liquidity forced the Government to
devalue the official exchange rate, and the direct and indirect
effects of import prices, such as oil and transport, caused
inflation to accelerate again. Interest rates were then raised to
ease pressure on the exchange rate. The annual inflation rate
was about 1,700 per cent in 1989, but the monthly rate had
stabilized at 6 per cent in the last quarter. The public sector
deficit was estimated at 5 per cent of GDP at year end

Measures to reduce inflation were also adopted in Ecua-
dor. As in the other countries of the region, the acceleration
of inflation in Ecuador was linked to the deterioration of the
fiscal budget, brought about in this case by lower oi] reve-
nues and difficulties with the supply and distribution of agri-
cultural products. The adjustment programme centred on
tight monetary policy, reducing the fiscul deficit and stabiliz-
ing the currency. Reserve requirements were raised and
credit, particularly to the public sector, was restricted Fiscal
measures included a rise in controled prices and tariffs. cuts
in subsidies and spending and a programme to improve lax
administration. Wages were adjusted (but by less than infla-
tion) and the currency was devalued, also by fess than infla-
tion in order to control the rise in prices Exports stagnated
and contributed to the overalt slow-down of the economy
brought about by the stabilization plan. In the second half of
the year, the Government attempted to reactivate the ccon-
omy by removing certain import controls, mainining a
competitive exchange rate and decreasing reserve require-
ments. Salaries, however, remained constrained  Inflation
for the year was 54 per cent, comparcd with 83 per cent in
1988.

In Mexico, the annual inflation rate fell for the third con-
secutive year—from over 50 per cent in 1988 to about 20 per
cent in 1989 The country’s Pact for Stability and Economic
Growth, which is an extension of the Pact for Economic Soli-
darity, involves agreements among the Government, labour,
the business sector and farmers whereby prices are {rozen
but occasional adjustments may be made. High real interest
rates have been required to contain pressure on the peso and
to avoid capital flight, but they have jeopardized cfforts to
reduce overall public sector borrowing Interest payments on
domestic debt now exceed thosc on cxiernal debt. even
though the latter is more than double the former High inter-
est payments caused the Government's financial expendi-
tures and the domestic debt to increase in 1989, even though
there was a surplus on the primary balance

In Venezucia, the exchange rate was devatued and unified
in 1989, a tight monesary policy was adopted, credil was
restricted and interest rates were raised Price controls were
removed except for some basic goods Public seclor prices
were adjusted and subsidies reduced or cfiminated in an at-
tempt to decrease the public deficit Wages were ruised and
an employment freeze was temporarily implemented in or-
der to provide some relief from adjustment measurcs Reac-
tion to the price increases was nevertheless violent



‘The immediate effect was an increase in the monthly infla-
tion rate from 1 1 per cent in January 1989 to 21 3 percentin
March. It later receded owing to the sharp fall in demand
brought about by cuts in government expenditures, limited
credit, reduced consumer purchasing power and higher un-
employment. The collapse of domestic demand affected out-
put severely, particularly in construction and manufacturing.
The oil industry and some sectors of metal manufacturing
that supply the international market wete among the few ac-
tivities that grew in 1989, Nevertheless, the annual inflation
rate was over 80 per cent, compared with about 35 per cent
for 1988, even though the public deficit was reduced.

Inflation, the public deficit and external debt

The preceding summary of some of the recent experience
of inflation and hyperinfiation in Latin America leads to
some general observations.

In the first place, the problems encountered in seriously
destabitized countries have been fairly similar. Governments
of these countries have attempted stabilization programmes
with similar objectives and have experienced similar obsta-
cles, usually resulting in the abortion of the programmes.
Other programmes, slightly different in approach, have been
attempted, only to suffer the same fate. There have been nu-
merous efforts and almost as many failures to control infla-
tion in Latin America in the 1980s, and it is natural to ask
why this has been so.

The political economy of many Latin American coun-
tries—and many others too—includes a long tradition of us-
ing the Central Bank to paper over short-term conflicts
between important political groups in order to maintain na-
tional unity. In the 1970s, Latin American countries were
able to do this and, at the same time, grow with inflation
under a reasonable degree of control. This raises the gues-
tion of why there was such generalized financial disorder in
the 1980s.

The answer les in the sudden change in the world econ-
omy in the early 1980s, when the industrialized countries
chose to check inflation by monetary restraints and to slow
down growth. This brought commodity prices down and

raised interest rates. This combination of high interest and
low commaodity prices made it impossible to maintain the
service on external debts which had been contracted on the
premise that the opposite conditions would prevail. This trig-
gered the debt crisis and a sudden switch from a positive to a
negative net transfer of resources to Latin America, The ces-
sation of new lending and the rising interest burden on past
debt resulted in a switch from positive to negative inflows of
resources to Latin America of the order of $40 billion be-
tween 1981 and 1983 (see table IV. 1),

Government deficits that used to be met from external
sources had to be cut, but higher debt-service payments in-
creased the financial burden on the public sector (see table
I1.3). Moreover, public expenditures on teachers, doctors
and other public servants couid not be reduced as quickly as
export prices fell or as rapidly as bankers ceased making new
loans. The pressure to finance government expenditure in an
inflationary fashion became irresistible to the most responsi-
ble of Governments. Once inflation accelerated, it produced
calls for devaluation, new taxes and subsidies and a rapid
degeneration of the economic policy process.

Inflation is basically the simplest of all economic phenom-
ena but, when the creation of money becomes part of the
political process, inflation becomes the most impenetrable
economic problem of all. Nevertheless, a solution to the
problem is indispensable.

Africa: the elusive recovery

The growth of output in Africa during 1989 is estimated at
2.8 per cent which, for the third consecutive time, was a
slight improvement over the previous year’s performance.
Despite the improvement, the increase in output fell just
short of population growth, adding another year to a decade
of economic decline. The result was, nevertheless, the best
for the past few years and an examination of the reasons for
the improvement is as important as the quantitative result
itself.

Economic performance in the Eastern and Western subre-
gions in 1989 was better than in the Central and Northern
ones (see figure I1.6). There was, however, some narrowing

Table I1.3. Selected Latin American countries: interest payments by
the non-financial public sector, 1980, 1983 and 1987

{Percentage of gross domestic product)

1980 1983 1987
Argentina 08 50 34
Brazil 04 16 14
Colombia® 08 13 2 6b
Ecuador 22 33 5 1b
Mexico 1§ 46 4.6
Perun 20 28 a9
Venpzuela 2t 26 2.9b

Source: Department of International Economic and Sociat Affairs of the United Nations
Secretariat, bused on national and international sources

4 Central Government ognly.
b 1986




Figure IL.6. Africa: growth of output and population
by subregion, 1980-1989

(Annual percentage change)
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in the range of growth experienced by individual countries
Only a handful of countries experienced a decline in GDP in

1989, compared to 15 in 1987 and 8 in 1988, On the other

hand, only about a quarter of the countries in the region ex-
perienced growth of over 4 per cent in 1989-—about the same
asin 1987, but less than in 1988 For the majority of African
countries, the average performance of the region in 1989 was
representative, in that the growth of output was about the
same as, or less than, the increase in population

The engine of growth in 1989 was agriculture, helped by
favourable weather conditions in most of the continent. Even
so, the growth of agricultural outpur barely matched that of
population. Policies to encourage food production resulted in
gains in a number of countries and the region’s cereals crop
was close to the record level of 1988, at about 91 millien
tons. However, there were major decreases in production in
a few countries—for example, a fall of about a quarter in
Niger and a fifth in Chad. The production of cassava, a tradi-
tional staple, increased by 3 per cent over the 1988 level and
production of other tubers also rose, Nevertheless, short-
ages, and in some cases near-famine situations, continued in
such countries as Angola, Chad, Ethiopia, Malawi, Mali,
Mozambique, Niger and the Sudan. In Ethiopia, the combi-
nation of civil war and drought was threatening the lives of
hundreds of thousands of people in early 1990 In some other
countries, serious crop damage was inflicted by grasshop-
pers and localized droughts,

Qil-exporting couniries benefited from higher oil prices
and some also increased export volumes in [989 (see chap,
V); this was a main reason for the higher growth in North
Africain 1988 In sub-Saharan Africa, other constraints lim-
ited the benefits that the energy-exporting countries derived
from improved market conditions Nigeria, for example, had
a trade surplus for the year but it was still insufficient to
enable the country to service its debt (see box H.1) Simi-
larly, mineral-producing countries were unable to reap all
the potential benefits offered by improved prices in interna-
tional markets because persistent long-term productive
weaknesses, reinforced by short-term foreign exchange con-
straints, prevented them from increasing cutput,

The collapse of cocoa and coffee prices was a severe blow
to the export earnings of preducers such as Burundi, the Cen-
tral African Republic, Cote d’Ivoire, the Gambia, Ghana,
Rwanda and Uganda. As part of their structural adjustment
programmes, several of these countries had raised the do-
mestic producer prices of these commaodities in an effort to
increase production and hence exports. However, such
moves were frustrated by developments in the international
market: in some countrics, such as Cameroon and Cote
d’Ivoire, producer prices had to be reduced by as much as 50
per cent in 1989 Ghana lost $200 million as a result of the
drop in cocoa prices, while the loss experienced by 25 coun-
tries belonging to the Inter-African Coffee Organization was
around $250 million in 1989 (over $100 million by Uganda
alone) and might reach $1 5 billion in 1990. Some countries,
such as Cameroon and, to a greater extent, Nigeria, had their
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losses in cocoa and coffee earnings offset by higher oil reve-
nue.

The improved availability of domestic agricultural raw
materials and of imported vital inputs and spare parts com-
bined to produce positive growth in the manufacturing sector
in many countries in 1989 Capacity utilization increased,
but remained very low.

The region’s export earnings increased by about 16 per
cent to $67 billion, but this was essentially the result of in-
creases in the prices of oil and minerals; the volume of ex-
ports is estimated to have fallen by more than 8 per cent. The
value of imports increased by 10 per cent to $76 billion. The
direction of trade flows is still basically the same as in colo-
nial times, although imports from Asia are increasing . Inter-
African trade accounted for less than 5 per cent of total
exports in 1989; this points to both the scope for and the
severe constraints on this form of regional co-operation.

In spite of the recovery of exports, African external debt
continued to mount, exceeding $250 billion. Reflecting, but
also contributing to, the difficulties that the region encoun-
tered during the 1980s, the stock of debt is some 150 per cent
larger than it was a decade ago and equivalent to about 40 per
cent of the continent’s GDP. Debt relief to Africa has been
limited in relation to the magnitude of the problem (see box
IV.2) Inflows of official development assistance (ODA)
continued to be less than debt service obligations,

It is difficult to judge the implications of Africa’s perform-
ance over the past few years for its medium-term prospects.
On the one hand, there are signs that new policy measures
are beginning to have a positive impact in some countries and
that these benefits will be consolidated over time, particu-
larly as policies and measures are refined on the basis of
lessons learned in their application. On the other hand, ques-
tions remain about the efficacy of some of the policies being
pursued, and the anticipated benefits have been slow in forth-
coming. Some may have been more apparent than real in that
favourable results may have been at least partially attribut-
able to factors other than revised policies. Most obviously,
good weather in 1988 and 1989 was one important source of
recent growth. In some countries, reform-related surges in
the inflow of external resources have boosted growth, but
may be difficult to maintain over the longer term as they do
not appear to have set in motion the general increases in the
rate of investment and the volume of exports that are neces-
sary 1o ensure sustained growth

The uncertainties reparding the impact of reform have
prompted an intense dialogue in Africa and the international
community regarding the solutions to Africa’s development
crisis. In 1989, the adoption of the “African Alternative
Framework to Structural Adjustment Programmes™" and
the release of the World Bank’s Sub-Saharan Africa: From
Crisis to Sustainable Growth™ were important additions to
the international discussion The question is no longer
whether African countries should make fundamental struc-
turai changes in their economies, since the overwhelming

W World Bank. Sub-Saharan Africa From Crisis to Sustainable Growe (Washingten, D C |, 1989)
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majority agree that this is indispensable: the outstanding is-
sues revolve around the nature of the changes required and
how they should be brought about

The debate on policy reforms

Several African countries have implemented economic re-
forms in recent years using internally-generated strategies
rather than a conventional externally-promoted adjustment
programme. For example, Kenya has adopted a pragmatic
approach to adjustment with tangible resulis. For most of the
1980s, the country resisted calls for import liberalization and
export promotion measures and eschewed proposals for a
reduction in its fiscal deficii. Budget deficits remained
around 7 to 8 per cent of GDP. but external concessional
flows were substantial. Careful sequencing of exchange rate
adjustments, often taking place at a time of abundant domes-
tic supply, helped to narrow the margin between the parallel
and the official exchange rate and limited inflationary pres-
sures. The country’s diversification effort was also partially
successful: tea and horticultural products became major ex-
ports, the tourism industry developed and progress in import
substitution manifested itself in the availability of domesti-
caliy manufactured goods on the local market. The resuit,
despite low commodity prices, was growth in GDP of about
4 per cent annually and tolerable inflation

In the case of the Gambia, price and exchange rate policies
have made an important contribution to the country’s recent
high growth and low inflation Before the introduction of an
auction market for foreign exchange at the beginning of
1986, the differential between the official and parallel mar-
kets was 35 per cent; by the middie of the year, it had been
virtually eliminated through a real devatuation of 40 per
cent, As a result, imports declined and customs revenue
rose. Increased production of groundnuts, initially, and cot-
ton and rising income from tourism were the main reasons
for the country’s sound external position. Other reasons for
the country’s success have been domestic stability, the confi-
dence of donors, efficient foreign investment and enlarged
tax revenues (through better tax collection and increased
trade) VY

Other countries have also fared well without a formal
structural adjustment programme . Botswana invested its ex-
port bonanza from diamonds to lay the foundation for long-
term growth while at the same time satisfying basic needs
Cape Verde performed well without a formal structural ad-
justment programme by liberalizing most sectors of the
economy, attracting foreign investment and increasing remit-
tances from natienals abroad. In the case of Sao Tome and
Principe, a limited form of privatization was effective in rais-
ing production: public ownership of state farms was main-

tained while management was handed over to the private
sector, helping to increase cocoa production by one third in
just one year Zimbabwe used incentive goods (such as
health and education facilities) and subsidies on utilities in
the rural sector to encourage agricultural production. These
success stories demonstrate that structural reform does not
need to be associated with narrow short-term financial crite-
fia.

The supply response in agriculture

The success of an export-oriented strategy and of other
meusures that affect domestic prices depends largely on the
response of supply to the changes in prices Beecause of the
importance of the agricultural sector as a source of both do-
mestic food supplies and exports, particular attention has
been given to adjusting the prices of agricultural products
and inputs. There were circumstances, for instance in
Ghana, Guinea and the United Republic of Tanzania up 1o the
carly 1980s, when the real official producer prices for key
agricultural products were so low that it was uneconomic to
sell in the legal market. Peasants thus reverted to pure subsis-
tence farming or went into smuggling In such distorted situ-
ations, a price increase normally generates a strong response
in terms of the quantity of the product put on the market.
However, once such extremes are corrected, the elasticity of
supply in African agriculture is known to be low, although it
tends to increase with time and with the level of diversifica-
tion and marketization of the economy (becuuse it is directly
related to the fanmers’ financiai ability to allocate more ad-
vanced factors to production) ™

In a study of nine African countries, there was no statisti-
cally significant evidence of any price elasticity of supply in
eight of them: the only exception was Kenya, with a long-run
coefficient of only 0.16 per cent.* Price clasticities appear
to be fow on the input side also: only one third of fertilizer
use appears to be explained by price ~* Owing largely to low
man-land ratios, to the seasonal character of agricultural la-
bour and to its highly uncertain returns, the supply of labour
itseif is thought to be quite inelastic ™

Even when an increasc of the producer price in real erms
is appropriale, it may conflict with other objectives. For ex-
ample, the removal of export taxes can be difficult for Gov-
ernments that are endeavouring to increase their fiscal
receipts ** Similarly, policies aimed at increasing the prices
of food crops raise guestions on distributional grounds, since
a large part of the rural, as well as the urban, population in
Africa is a net food buyer Policies centred on the privatiza-
tion and deregulation of markets for agricuitural inputs and
outputs which were previously handled by inefficient paras-

19 These achievements were being jeopardized in early 1990 by a border dispute with Senegal
26 Gerard Gagnon. “Les réformes macro-éeonomigues. | agriculture et la planification de projets agrivoles™ (Agence canidiense de développe-

ment internatioral, January 1940

20 See M. E. Bond. “Agricultural responses (o prices in sub-Saluran African countries”, IMF Stalt Papers, Mo 36(1983) Similar results have
heen obtained by A Chibber. “Ruaising sgricuitural output: price and nonprice factors™. Finance and Dovelopment (June 1988)

Gerard Gagron. op it

D C L Delgadoand ] W Mellor, “A structural view ol policy issucs in African agricultural development”. Amcerican Journal of Agricudinral

Ecemnomics, vob 60 No 5 (1984)

24 3 M Rao.  Taxing agricolture: instruments and incidence ™, World Development. vol 17, No 6(198%. p B0V



BoxIL.1. The chaflenge of adjustment: Nigeria

Nigeria, in contrast with most sub-Saharan countries, 1s
large in terms of both population and land area and has oil
and gas resources which should finance sufficient imports to
meet basic consumption and development needs. The coun-
try’s dependence on the international oil market has been at
the source of its recent economic woes, but it should also
have placed Nigeria in a better position than less well-en-
dowed African countries to undertake and benefit from
structural reform.

Nigeria did not engage in extensive international borrow-
ing until 1978, when a fall in the price of oil and its other
exports required the country to borrow $16 million on inter-
national capital markets. Thereafter, anticipating a recovery
in the ofl market and pursuing an ambitious investment pro-
gramme, the country’s international borrowing continued
apace. External indebtedness now exceeds $32 billion and
the ratio of debt-service payments to exports is more than 30
per cent. The country faces persistent difficulties in servic-
ing its debt; debt-rescheduling is an almost continuous exer-
cise.

It was the further drop in oil prices in 1986 that led to the
formal adoption of a structural adjustment programme cen-
tred on the restoration of an equilibrium exchange rate and
the elimination of domestic price distortions, especially the
anti-rural bias, The programme was intended to last until
June 1988, but was later exiended. Financing from the World
Bank and rescheduling from Western creditors was secured
and a stand-by arrangement with IMF organized.

A contractionary fiscal policy in 1986 and 1987 reduced
the budget deficit to 3 per cent of GDP. During 1988, when
the bad harvest of 1987 was putting pressure on food prices
and domestic opposition to austerity was mounting, the au-
thorities eased fiscal and monetary policies and the fiscal
deficit returned to 7 per cent of GDP, despite retrenchment in
the latter part of the year. The process was repeated in 1989:
the budget was initially conservative, but was relaxed later
under the pressure of urban unrest. Despite such discontinui-
ties, public expenditure has decreased in real terms since the
early 1980s. However, the weight of debt service has in-
creased, at the expense of domestic capital formation and
recurrent expenditure.

The Government has been trying to eliminate inefficient
and counterproductive state intervention and to obtain some

budgetary relief. Agricultural commodity boards have been
abolished and the trade and export of cash crops has been
liberalized. These measures, coupled with devaluation, have
increased the domestic prices of traditional export crops, es-
pecially cocoa. Many state enterprises have been partially or
fully privatized, mainly by selling equity to private investors,
while others have been restructured in order to improve their
efficiency. Private investment has also been encouraged: full
foreign ownership is now allowed in most manufacturing ac-
tivities, while administrative investment norms have been
liberalized and procedures speeded up.

Trade policy has been aimed at liberalization and export
promotion. Import licensing has been abolished, tariffs low-
ered and simplified and some import bans lifted {although
not on certain food staples). The overall degree of protection
is now lower and imports are less controlled, although not
fully liberalized. Export promotion measures have included
fiscal and credit incentives and exporters are allowed to re-
tain their foreign currency in domiciliary accounts.

An auction system for foreign exchange was adopted in
September 1986, resulting in a real depreciation of more
than 60 per cent. However, the market was not completely
freed, as a multiple exchange rate system was introduced.
Overall real depreciation exceeded 60 per cent. Initially, the
differences among the different legal markets and the paral-
lel market were negligible and the first and second tier ex-
change markets were unified in July 1987. Meanwhile the
naira continued to depreciate, particularly after the relaxa-
tion of domestic policy early in 1988. Inflation soared, real
interest rates became strongly negative and capital flight and
speculative imports resumed. The Government tried to de-
fend the naira by controlling the auction rate, causing the
differential with the market rate to increase to 50 per cent by
the end of the year. At the beginning of 1989, the Govern-
ment unified the foreign exchange markets, allowing the
naira to depreciate nominally and restoring equilibrium in
real terms. This policy was maintained throughout the year,
while monetary policy was tightened again. Interest rates
have been largely deregulated, but the results so far are
mixed, because the Central Bank is not in a position to con-
trol the behaviour of a number of banks operating in the
COUmIy

Nigeria’s structural adjustment efforts have achieved lim-
ited results to date. As a result of the increased relative price

tatals sometimes run into further problems, as the following
examples of grain market liberalization in Madagascar, Ma-
lawi and Mali demonstrate,

The liberalization of the rice market in Madagascar started
in 1983, but was not extended to the two main surplus areas
unti 1989. Until 1985, producer prices rose modestly and

those offered by private traders were not much above the
official price. Retail prices, on the other hand, almost dou-
bled between 1983 and 1985, to more than triple the pro-
ducer price. Traders were speculating at the expense of both
consumers and producers, while the Government, still con-
trolling the main surplus areas, was able to maintain an offi-
cial retail price much lower than the market one .

5 SeeE Scug. the liberalization of rice marketing in Madagasear™, #orld Development, vab. 7, No 5 (1989), p 721
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of tradeables, non-cil exports have increased (from %0.6 bil-
lion in 1986 to $0.9 billion in 1988), as has the proportion of
local goods and raw materials purchased by the manufactur-
ing sector, However, non-oil exports are still only at the lev-
eis of the 1970s and the amounts involved remain small
compared both to oil exports and to debt service obligations.
Manufactured exports have not shown much growth so that
traditional cash crops (mainly cocoa) continue to account for
most non-oil exports.

In other areas, there has been negligible structural change.
The increase in the availability of foreign exchange improved
capacity utilization in the manufacturing sector in 1987 and
1988, but it fell again in early 1989 and has always remained
below 50 per cent. Those sectors which are more dependent
on domestic resources have increased their capacity utiliza-
tion more than those most heavily dependent on imports. *
This suggests that, even with changed relative prices, the
lack of foreign exchange is still a binding constraint Because
large firms are at an advantage under the new auction system,
the fact that they consistently show higher rates of capacity
utilization than small firms reinforces this conclusion.

Changes in relative prices have had little impact in terms of
encouraging technological innovations that will substitute
domestic raw materials for imports. The proportion of local
raw materials used in the manufacturing sector rose from 38
per cent to 42 per cent between 1986 and 1988 - a small
improvement compared to the changes in relative prices.
Moreover, investment in manufacturing continues to be very
fow, with practically no expansion of the productive base or
technological progress.

Agricultural production has been helped by the elimina-
tion of anti-rural distortions and by the mainienance of selec-
tive support policies (such as subsidies on fertilizer und
exports and bans on food imports), Food self-sufficiency has
increased, but at the cost of a decrease in food availability per
capita and an increase in malnutrition. Moreover, weather
has been the main factor explaining the recent agricultural
recovery: the numerous structural constraints which impede
the exploitation of productive potential remain. Overcoming
the lack of rural infrastructure, the inadequate supply of suit-

able technologies, the absence of an effective rural credit
framework and inadequate irrigation facilities will need sub-
stantial new investment

As in many other African countries, the contractionary
nature of Nigeria’s adjustment measures have so far failed to
resurrect private investment, despite dramatically reduced
labour costs, more favourable fiscal and operating conditions
and improved export incentives. This has been due mainly to
the great difficulty of restructuring an import-consuming
and import-substituting manufacturing sector in a short time
without adequate foreign exchange resources.” Althongh
there has been some new investment in the production of
agricultural raw materials by industrial firms, agriculture
has generally not been seen as a viable alternative investment
opportunity.

The adjustment programme has corrected the previous
anti-rural and anti-export biases, but the overall supply re-
sponse of the economy to changes in relative prices has been
insufficient to solve the economy's major problems  The dis-
crepancy between the country’s accumulated debt burden
and its export potential persists. Some major rescheduling of
both public and private external debt has taken place in re-
cent years, but it appears to have merely postponed the prob-
lem of fundamental external imbalance.

Meanwhile, the standard of living of the population has
worsened markedly Real wages have fallen by close to 60
per cent, while the real income of self-employed peasants is
estimated to have declined by 35 per cent. Unemployment,
especially among young school-leavers, continues to be very
high, despite the fall in real wages There has been a deterio-
ration in essential social services, particularly health and
education.© The desired removal of the urban-rural differen-
tial has been achieved, but it has been brought about by a
process of generalized and steep impoverishment. The dete-
rioration in the living standards of the poor, reflected in in-
creased mortality and malnutrition and declining school
enrolment ratios, has been greater than that of the economy
as a whole. This implies a worsening of income distribution
in favour of the urban élite.

1 However. the increased demand for Tocal raw matertals from the wood and furniture industries is acceterating deforestation
b The lmited amount of venture cupital which responded to the short-term capital gains offered by privatization might Iave had o marginal

effect in crowding out other possible new investments

¢ Insome case. basic health and education services. which were previously free. are now sold As a resuit, poorer people are often ex-

cluded

When the major surplus areas were opened to the free
market, producer prices increased by more than 150 per
cent, reducing the differential with retail prices. This in-
crease was spurred by the tense demand situation (imports
were being severely curtailed) and by the destruction of the
official marketing structure. As more traders were attracted
into the market, commercial margins fell and all net rice
sellers benefited from the price increase. Production in-
creased, but the extent of the gain is unclear The official

3i

estimate showed an increase of 3 1 per cent in 1986 (which
would imply a negligible short run supply elasticity), but
some observers suggest better resuits  Production increased
again in 1987, but fell in 1988 owing to a drought. Neverthe-
less, uncertainties in the market allowed parastatals to buy a
record volume of paddy in 1988, after many years of decline

Malawi experienced favourable agricultural growth in the
1970s and, although the country is often viewed as & success-




ful case of the application of laissez-faire policies, there was
significant state intervention in agriculture. Government
conerols were, however, limited to smallholders: the Agri-
cultural Development and Marketing Corporation
(ADMARC) had a monopoly on ail crops except higher
quality tobacco This primarily estate-produced export could
be sold freely at auction, allowing the estate owners to col-
lect almost the full international price * During the 1970s,
the estate tobacco sector boomed, while the rest of agricul-
ture stagnated *’

Malawl’s economy ran into problems in the early 1980s.
Since then the country has been receiving World Bank and
IMF assistance. ADMARC was considered inefficient and
financially unsound, mainly because of its centralized bu-
reaucracy and its high internal and external transport costs.
Private trading in smallholders’ products was therefore le-
galized, but ADMARC was retained as a buyer of last resort
and to ensure market stability and food security
ADMARC’S reduced range of activitics was expected to en-
able it to improve its financial position

The Government was encouraged to take these actions be-
fore the 1986/87 harvest season. However, the required li-
cences for private traders were not distributed in time,
resulting in illegal trade, which could not be controlled or
monitored Lower than expected supply and increased de-
mand (stemming from a flow of refugees from Mozambique)
forced up the consumer price of maize. Uncontrolled private
trade in maize burgeoned and ADMARC was unable to pur-
chase its target quantity, raising concern about the possibility
of shortages This situation was exacetbated in the following
crop season {1987/88). ADMARC also experienced an in-
crease in its operating costs, firstly because it was left w
operate in distant, poorly serviced areas deserted by private
traders and secondly because it still had to distribute fertil-
izer in markets where it no longer had purchasing functions.
Lack of control over quality and storage were further prob-
lems.

Apart from the need for more careful planning, this expe-
rience raised some policy issues Competition among traders
was supposed o increase the price paid to producers but,
because of the possibility of collusion among traders,
ADMARC was still expected to act as a buyer of last resort to
ensure a guaranteed price to smaliholders. This should have
reduced the risk faced by the smallholders from both the sup-
ply side and the demand side and facilitated a shift away from
subsistence lowards commercial production,

However, in order to give up traditional methods of subsis-
tence production in favour of risky ventures (such as hybrid
varieties and cash crops), poor farmers require not only a
guarantee regarding the minimum price they will be offered
for their cominercial production, but also an assurance that
supplies of food will be available at reasonable prices. With-

out this guarantee, smallholders will not switch to non-edi-
ble, albeit high-value, cash crops because of the
unacceptable risk of a possible shortage of food for family
consumption. Since it was unable to purchase its target quan-
tity, ADMARC could not provide this guarantee.

In Mali, the Office malien des produits agricoles (OPAM)
used to have a legal monopely on the grain trade . In practice,
however, since official producer prices were o low, it was
able to buy only a fraction of the commercial cereal crop
(itself a very low share of total production} and supplied only
some government employees and institutions; the rest was
sold unofficially at higher prices, to the detriment of most
final consumers. In the 1970s, OPAM also distributed im-
ported grains at low official consumer prices, thus running
deficits.

As a result of donor pressure, the Cereals Market Restruc-
turing Project (PRMC) was launched in 1981, However, the
activities of private traders under PRMC were limited by 1i-
quidity constraints, lack of credit and inadequate storage fa-
cilities. At the same time, the role of OPAM became more
difficult because it was both operating in a market open to
private traders and handling food aid distribution, thus trying
to balance food security with the need to guarantee minimum
farm prices. Paradoxically, OPAM ran into a severe crisis in
1985/86 and in 1986/87, when two bumper harvests pushed
down market prices. The official price was then excessively
high and OPAM lost even its traditional clients and could not
repay its debts

Consumers were probably the main beneficiaries of
PRMC. In addition to the effect of the large influx of foed aid
on consumer prices initially, lower risks probably reduced
marketing margins and made food less costly for consumers
who, especially in rural arcas, had previously relied mainly
on the parallel market to purchase grains, For producers, the
assumption that liberalization would raise producer prices
proved wrong. Moreover, the very desirability of raising
prices could be questioned on distributional grounds because
approximately half of the rural households were net buyers
of grains, while net sales were highly concentrated among
rich and fuliy equipped farmers in the better-endowed irri-
gated areas. This situation is not peculiar to Mali, but is quite
common in Africa ™

Higher prices primarily benefit rich farmers because oth-
ers Jack the financial and other resources necessary to in-
crease production. Moreover, even their effect on food
production is limited: surveys show that, once their own con-
sumption needs are met, fully-equipped farmers “prefer o
invest additional resources in less risky enterprises, such as
cotton production and nonfarm businesses ... Such enter-
prises are generally much more profitable and less risky than
producing coarse grains for the commercial markets™ *

MR E Christinsenand L A Stackhouse, *The privatization of agricultueal trading in Malawi™ . Borld Development voi 7. No § (1989)

ST Ihid p 738 potes 4and 5

M3 M Suatz, | Diond and N Nango Dambélé, Cereals market liberulization in Mali™ Warld Develapmenr vol 7. No 5{1989 p 709

M Weber, J, Statz, J. Holtzman, E. Crawford and H Bersten, “Informing food securily decisions in Africa: empirieal analysis and policy
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Similarly, poor farmers’ short-run price efasticity of supply
for basic staples is very low. Increasing the poor farmers’
ability to supply grain markets “‘would cntail improving
[their] access to input markets, credit, and a reliable cash
crop to help amortize the investment in agricultural equip-
ment”.” Other studies have led to similar conclusions in
other Sahelian countries. Public intervention to stabilize ce-
real prices seems necessary 1o make grains attractive as a
commercial venture for all farmers

The mixed results of these market reforms suggest some
policy conclusions. First, the positive effects of liberaliza-
tion are directly related to the magnitude of the inefficiencies
and biases in the nrevious parastatal régime. Second, in the
unstable reality w African agriculture, it is important to en-
surc that the removal of the ban on private trade and of the
monopsonic position of public parastatals does not result in
the total breakdown of the parastatals, because they should
continue to play a role in handling and distributing food aid
shipments, stabilizing the market against excessive seasonal
and year-to-year fluctuations and acting as a buyer of last
resort. Third, careful research, analysis and planning are re-
quired {or market liberalization; haste, ignorance and ideo-
Jogical bias can severely damage reform attempts. Fourth, it
cannot be assumed that the benefits of reform will be evenly
distributed. Rich farmers usually profit the most from liber-
alization, while in the short-term poor people in urban areas
and some in rural areas are negatively affected. Il no com-
pensatory measures are taken, their standard of living and
nutritional level are likely to {all, at least in the short and
medium term. Finaily, although there is scattered evidence
of a positive supply response, it is generally modest and
tends to wper off a5 soon as the main inefficiencies are etimi-
nated. Further progress has to be achieved through policies
which attack the long-run supply constraints

Long-term constraints to agricultural growth

Many longer-term impediments to agricultural develop-
ment in Africa extend beyond arcas that can be addressed
simply by changing refative prices. They include physical
limitations: on average, soils are poorer and more fragile
than in other regions, rainfall is often less and more unpre-
dictable, and the cumulative results of past and present agri-
cultural practices are depleting natural resources at a faster
pace . Desertilication has become a major threat presenting
another subsidiary set of difficultics (see box 11.2) The po-
tential for cost-effective irrigation is deemed to be tow ~ The
dispersion of the population is often another impediment 10
intensified agricultural practices.

These negative factors are not only harder to overcome,
but are also different from those experienced by South and
East Asia They largely explain the limited scope for techno-
logica! transfer between Asia and Africa and are one reasoen
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for the inability of the African agricultural research and de-
velopment institutions to develop appropriate new varieties,
inputs and cultivation practices. Inadequately qualified per-
sonnel, the brain-drain and a lack of organizational infra-
structure are additional impediments to improving
agricultural productivity in Africa. If these problems are ad-
dressed and research is re-oriented towards crops that are
hoth cultivated and consumed by the poor rural population,
the supply response of the agricultural sector (o improved
market conditions would be enhanced.

The vastness and diversity of the African continent defies
any attempt to apply a standard formula for policy measures
designed to achieve agricultural transformation  Measures
which might prove effective in addressing certain issues in
some countries can prove futile, and cven have perverse ef-
fects, in others. To avoid such pitfalls, reform programmes
have to be internally generated and command widespread
support.

In many of the agricultural and other reform programmes
in Africa in the sarly and mid-1980s. large segments of the
population were either marginalized or adversely affected
This lack of popular participation weakened reform because
success depends heavily on the willingness of the people o
accept short-term losses; this will kappen only when they
believe that their Government is working for their long-term
benefit. In the “‘second-generation™ of reform programmes
that are now being implemented, there is greater cognizance
of the importance of fuller participation and of the need to
take into account the indirect, particularly social. conse-
quences of such measures. To this extent, at least, the reform
efforts of the 1980s have yielded positive results.

The need for longer-terim measures

There is increasing recognition that short-term adjustment
measures alone are insufficient for attacking the deep-rooted
development problems of sub-Saharan Africa. The World
Bank report identifies three major reasons for the crisis in
sub-Saharan Africa: low levels of investment, low raies of
returs (in part a consequence ol inadequate past invesiment
in and maintenance of infrastructure and services) and rapid
population growth.** Capital formation in sub-Saharan Af-
rica fell from over 20 per cent of GDP at the beginning of the
19805 to 15 per cent in 1989; this is insufficient to mainiain
existing capital, as evidenced by the decaying public build-
ings, deteriorating transport system and coliapsing social
services throughout the continent. In order 1o restore
growth, strategies have to focus on reviving investment and
making it efficient ™

At present, investment in machinery and equipment is se-
riously hampered by balance-of-payments problems, which
are largely attributable to the need to meet debt-servicing
requirements and stagnant or falling export revenues result-

Many abservers are pessimistic about the vihee of large-scale capitl-intensive schemes in Africa. although less so about small-scale schemes

World Bank. Sub-Saharan Africa From Crisis to Sustoinable Growth {Washington, D .C . 1989)
The World Bank estimates that $5 bitiion is required only s rehabilitae sub-Saharan Africa’s road infrastrecture and a further S0 mitlion
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BoxIL.2. Desertification and agricultural development in Africa

Desertification is a world-wide phenomenon, but its eco-
nomic impact is greatest in Africa. The majority of countries
in Africa are stricken to varying degrees and desertification
has an important bearing on their overall economic position
and prospects. Agricultural production per capita is declin-
ing in many African countries (see chap. IX, sect. B) and
desertification is continuing, demonstrating another of the
vicious circles of poverty. On the one hand, subsistence far-
mers® are forced to use agricultural practices which cause
desertification; on the other hand, desertification leads to a
toss of agricultural production and to poverty.

Extended periods of drought have occurred in Africa for
thousands of years® and Africans have developed farming
systems which enable them to cope with the physical and
chemical soil constraints, the low quantity and high variabil-
ity of rainfall and the high temperatures. Nomadic grazing
and shifting cultivation with periods of fallow up to 30 vears
were used for centuries, rainfall variability being the most
severe risk that African farmers faced. The precautionary
measures used to deal with periods of drought included sav-
ing real assets (such as livestock, land, grain and household
items); diversification of production and other income-gen-
erating activities; and the development of systems of recipro-
cal obligation amonag households.

When a period of drought occurs, action is taken in three
stages. First, farmers use their insurance mechanisms: these
include the sale of non-productive assets, a change of graz-
ing, cropping and planting practices, the reduction of current
consumption, the consumption of wild foods and the use of
interhousehold transfers and loans. Next, productive assets
{such as livestock, tools and land) are sold, food and money
are borrowed from merchants and moneylenders, and con-
sumption levels are further reduced. In the last stage, people
migrate in distress

The high rate of population growth in Africa makes pre-
cautionary measures and the first two stages of the coping
strategies more difficult Larger populations fead to larger
herds of livestock, shorter fallow periods, use of marginal
land, improper irrigation methods and a higher demand for
fuelwood. This results in overgrazing, overtrampling, over-
cultivation, waterlogging, salinization, alkalinization, cut-
ting of vegetation and deforesiation, These abuses make
natural resources more vulnerable to the climate and lead to
desert-like conditions. Yields decline and the scope for the
precautionary accumulation of assets also decreases. Coping
strategies also fail for a variety of reasons: there are no assets
to sell, too many people are migrating and looking for addi-
tional sources of income, interhouschold transfers break
down because too many people are in distress or are trying to
sell their assets and prices are plummeting These failures
are ap important cause of famines ¢

Commercialization of agriculture has often contributed to
these failures. Farmers who live on what they produce are
vuinerabie only to the risk of variations in output, but com-
mercialization adds the risks of variations of price and mar-

ket availability. Deteriorating terms of trade, either between
domestic and foreign output, between labour and foodgrains
or between livestock and foodgrains, compound the prob-
lem . Such additional risks and uncertainty increase the pos-
sibility of famine. Subsistence farmers will tend to favour
traditional practices and avoid technological change for fear
of a loss of output, however temporary. Moreover, with the
exhaustion of insurance mechanisms and the sale of produc-
tive assets, one of the few remaining alternatives is dissaving
of natural resources in the form of overgrazing, overcultiva-
tion, deforestation and improper irrigation, Thus, poverty
and increased uncertainty related to commercialization
might lead to desertification.

In some cases, government policies have contributed to the
problem. Partly because of seasonal absenteeism and the de-
clining political power of pastoralists, large areas of dry pas-
ture have been allocated for such other uses as national
parks, irrigation schemes, large-scale mechanized farming,
official grazing reserves, individual ranches, state farms,
stock routes and official holding grounds. ¢ This has weak-
ened the property rights of pastoralists and thereby discour-
aged environmentally sound practices. In addition,
Governments have put wells on marginal rangelands, some-
times as compensation, or have welcomed the (temporary)
sedentarization of pastoralists, which, among other things,
simplifies food relief. These measures have increased deser-
tification through overtrampling, overgrazing and other in-
appropriate practices. Moreover, temporary settlements tend
to become permanent. Finally, many countries in Africa are
highly dependent on agricultural exports both for taxes and
for foreign exchange earnings. The need for such revenues
has encouraged overexploitation of natural resources .

There are three additional reasons for the partial break-
down of traditional insurance mechanisms. First, the reduc-
tion and protection of some wild animals has reduced the
scope for “fall-back hunting”  Secondly, civil strife and po-
litical differences have impeded the movement of pastoralists
and farmers in search of grazing areas, employment or food
aid. Finally, trading possibilities across the Sahara have de-
clined because of political difficulties and competition from
motorized traders.

Although adequate data are lacking for recent years, the
trend towards increased desertification seems unlikely to be
reversed in the near future since some of the factors that de-
termine it are becoming more pronounced, especially in the
Sudano-Sahelian zone (see the table). The climate also ap-
pears to have been unusually hostile in recent years. Pro-
longed periods of drought have become more frequent over
the past two decades; for example, the rainfall in sub-Sa-
haran West Africa between April and October of each year
from 1968 to 1985, except 1969, was less than the average
for the period 1941-1985 * In addition to drought, there were
downpours causing massive soil erosion in 1985 and 1987
and in 1988, particularly in Burkina FPaso, Mali and the Su-
dan; in other parts, rainfall was deficient in 1988. In 1989,
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parts of Ethiopia suffered from drought and Mozambique
from flooding.

In 1984, the general assessiment of the United Nations Plan
of Action to Combat Pesertification made it clear that the
goal of arresting desertification by the year 2000 was no
Jonger feasibie. One of the most important obstacles was in-
sufficient financing. Other factors were the low priority
given by national authorities to desertification contro} ef-
forts; inadequate national machineries to plan and carry out
anti-desertification projects: and the dearth of economically
and socially acceptable approaches for addressing land deg-
radation projects at the grassroots level.f

Despite the difficulties, there have been successes Sand-
dune fixation projects have shown good results in Burkina
Faso, Mali, Mauritania and Morocco, for example. Soil ero-
sion has been combated effectively in Burkina Faso, Ethio-
pia and Kenya. There are successful reforestation projects in
such countries as Burkina Faso, Ethiopia, Kenya, Madagas-
car, Sencgal, the Sudan and Zambia. Finally, an increasing
number of research and training facilitics have been estab-
lished.

There is no single factor which can be singled out as the
key to successful conservation programmes,t but there are
some factors which can contribute. Farmers should be in-
volved from the beginning and should be convinced of the

benefits for them in the short run, implying that the method
used shouid not only conserve the envhonment but also m-
crease production. Land tenure systems are an imporiant
prerequisite if the farmer is to reap the benefit. Conservation
practices should be practical and appropriate for local condi-
tions. Finally, since implementing projects can be expensive
in time and labour, incentives are required to induce farmers
to take up conservation work.

Notwithstanding such micro-economic measures, efforts
to fight desertification are likely to fail if the pressures on the
natural resources persist. Poverty eradiction, improvement
of the internal and external ferms of trade, population control
and public insurance programmes should go hand-in-hand
with anti-desertification projects and efforts to raise agricul-
tural productivity. Such an approach should include removal
of any cconomic bias against agriculture; research into and
development of indigenous crops which are drought resistant
and suitable for African soils; development of early warning
systems, supported by arrangements providing some form of
social security and employment protection; integration of
livestock and crop production (to provide manure and draft
power) and of crop production and forestry (to prevent ero-
sion, produce fuelwood and generate organic matter to im-
prove soil structure); and better management of water
resources and development of low-cost and small-scale irri-
pation schemes.

Trends in factors influencing desertification, 1977-1988

{Annual percentage rates of change)

South of
Adlrica Sudino-Sahel Sudano-Sahel Norih Africa
1977- 1985- 1977- 1985- 1977~ 1985~ 1977- 1985-
1985 1988 1985 1988 1985 1988 1985 1988
Population 30 30 ER 3t 29 30 28 28
{ ivestock 1.3 1.7 i 6 20 07 6 21
Faelwood 26 300 iz 33 25 23 24 23
Charcoal 31 294 33 34 1.5 24 12

Senrce: World Population Prospects 1988 (United Nations publication, Sales No E.88 XIHI 7); FAO. B0
Production Yearbook 1987 and 1988: and FAOQ, FAQ Forest Products Yearbook 1987

v 1985-1987

4 Inthe African context, “farmers™ inciudes pastoralists. frequently nomadic

b Michact H Glantz, “Drought in Africa”. Sciemiific American. vol 256. No 6 (June 1987). pp 36-37

¢ See Amartya Sen. Poverry and Fimines. An Essay on Entitlement and Deprivation (Oxford, Oxford University Press, 1981)

Jd Jon Moris, **Failing to cope with droughts: the plight of Africa’s ex-pastoralisis™, Development Policy Review, vol. 6 (1988}, p 281, see
also Robert Repetic and Thosas Holmes, “The role of poputation in resource depletion in developing countries™. Pepulation and Devel-

opment Review. vol 9, No 4 (December 1983), pp. 617-618

¢ UNEP, Emvironmental Datg Reporr (Oxford, Basil Blackwell, 1987), pp 108 and 116; see alse Jon Moris. op cir , pp 272-273; and
Bingu Wa Mutharika, “Special assistance needs for Africa, with special reference to sub-Saharun Africa™. Development® Seeds of

Change. voi 2. No 3 (1987),p 31

f See UNEP, “Impletnentstion of the Plan of Action o Combat Desertification 1987-1988", report of the Executive Director, 28 February
1989 (UNEP/GC . 15/9/Add.4); and UNEP, “General assessment of progress in the implementation of the Plan of Action to Combat
Desertification. 1978-1984", repert of the Executive Director (UNEP/GC 12/9) On the other hard, ECA notes that despite “very fittle

concrete evidence
48 of the 50 ECA member States had established machinery for .

there are encouraging irdications that many Governments are taking to build institutions™. It reports that by 1986,
coordination™ among countrigs of the region (Survey of Economic and

Social Conditions in Africa. 1985- 1986 (United Nations publication, Ssles No E 88 H K 1).p 72)

& FAQ, African Agricufture The Nexe 25 Years (Rome, 1986)
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Table II.4.  Africa: government views and policies regarding
popuiation growth and fertility, [980 and 1989

(Number of couniries)

View Palicy
High Satisfctory Low None Decrease Incrense
Population 1980 if 26 6 3t 12 6
growth
1989 29 17 4 4 23 3
Fertility 1980 2 24 36 H
1989 32 15 3 21 25 3

Source: Trends in Poprdation Policy {United Nations publication, Sales No E 8% XIi 13)

ing from the continuing weakness of commodity prices Be-~
cause most African countries lack an enabling environment,
there is little foreign direct investrment; on the contrary, the
domestic private sector continues to accumulate assets
abroad while the public sector accumnulates debts, both do-
mestic and foreign.

The difficulties created by the lack of investment are com-
pounded by the increasing burden imposed on existing infra-
structure by a rapidly expanding population Population in
Africa is growing by about 1 percentage point faster than in
any other continent. If the rate of growth of population had
been the same as in Latin America in the 1980s (but without
any negative effects on production), Africa would have been
able to aveid the decline in per capita output that was its
hallmark for the decade. African Governments are increas-
ingly recognizing the constraint that population growth is
placing on development, as reflected in their changing atti-
tudes towards population policy during the 1980s (see table
I1.4). As with investment, however, more needs to be done to

make these policies efficient and effective. In the case of

both popuiation and investment, additional domestic and ex-
ternal resources are needed to transiate revitalized policies
into action.

West Asia: riding the roller coaster of oil prices

The firming of oil prices in 1989 had a positive direct and
indirect impact on almost all the economies of West Asia,
including the energy-importing countries Encouraged by
the rise in oil revenues, most of the energy-exporting coun-
tries in the region relaxed their tight fiscal policies. The rise
in government speading—although moderate—added to the
increase in aggregate demand and helped the region to sus-
tain the economic turnaround that began in 1988 In addi-

tion, although political tensions continue, the end of

hostilities between the Islamic Republic of Iran and Iraq al-
lowed more attention to be devoted to economic and social
development in 1989 Preliminary figures indicate that the
region’s real GDP increased by 2.5 per cent in 1989 com-
pared to 1.3 per cent in 1988 However, this was insufficient
to reverse the downward trend in per capita GDP (see figure
I1.7); per capita GDP again declined, although only margin-
ally

Disparities between the two subgroups of the West Asia
region remain stark. The net energy-exporting countries en-
joy levels of per capita GDP that are among the highest in the
world, despite the fact that the average plummeted about one
third between 1980 and 1988 During the same period, per
capita GDP increased by about one sixth in the net energy-
importing countries, but it is still onty about one sixth of that
in the other countries in the region. The two least developed
countries in the region showed mixed results during the
1980s; after a period of sustained growth in the first half of
the 1980s and some sei-backs thereafter, output in Demo-
cratic Yemen has been almost stagnant for the past two years
Yemen, on the other hand, recorded substantial positive
growth throughout the 1980s; for the decade as a whole,
growth of GDP averaged over 6 per cent annually. ™

Favourable external demand conditions and firming oil
prices encouraged most producing countries of the region to
increase oil production (sce table A.18), to invest in new
capacity and to embark on new exploration (with additional
reserves being discovered in Oman, Sasdi Arabia and the
Syrian Arab Republic). In addition to the rise in export earp-
ings from oil, other sectors contributed more to the eco-
nomic expansion than in previous years: the petrochemical
industries benefited from rising world demand and higher
prices and, although confronted with fower international
prices, the aluminium sector performed well . The good per-
formance of these industries led to an increase in value added
in the manufacturing sector.

After several years of contraction, the construction sector
continued the expansion started in 1988, benefiting from re-
construction prajects in the {slamic Republic of Iran and Irag
and from growth in public works and housing in such coun-
tries as Kuwait, Oman and the United Arab Emirates After
several years of decline associated with plummeting oil reve-
nues and unmanageable debt levels, the banking sector also
continued its recovery. By contrast, the agriculiural sector
performed badly in 1989, owing partly to the drought in the
Syrian Arab Republic (one of the region’s major agricultural
producers) and partly to the poor performance of Jordan and
Yemen.

During 1989, the region’s balance of payments benefited
from the increase in both the price and volume of oil exporis.

¥ on12 May 1990, the Yemen Arab Republic and the People s Democratic Republic of Yemen merged wo form a single sovereign State cadted

the Republic of Yemen
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Figure [1.7. West Asia: growth of output and population of energy-importing
and energy-exporting countries, 1980-1989

{Annual percentage change)

T T ;
1980 1981 1982

GODP of net energy-exporting countries

1 { i
1983 1984 1985

—~4— Population of net energy-exparting countries

T 1 T T
1986 1987 1988 1989

=1 GDP of net energy-importing countries

7 Population of net energy-importing countries

Source: Departiment of Internationat Economic and Social Affairs of the United Nations Secretariat

Non-oil exports (mainly aluminium, copper, phosphates,
fertilizer, cotton, leather products, perfumes, fruit and vege-
tables) also grew, thanks to the general revival of economic
activity in the region and to the increased competitiveness
induced by currency depreciation. However, the good per-
formance on the trade account was offset in some countries
by a deterioration in the services and transfer accounts due to
increased debt-service payments and declining private trans-
fers. Meanwhile, since most countries in the region remain
heavily dependent on imports, increased government outlays
and a rise in private spending caused imports to continue 1o
rise. Although the good trade performance helped to narrow
the current account deficit, only Kuwait and the United Arab
Emirates recorded current account surpluses in 1989 How-
ever, following the steady devaluation that began in mid-
1988, Jordan was able to reduce its large deficit through a
decline of about one quarter in its imports and an increase of
about half that size in its exports, mainly of phosphates and
potash.

To finance their current account deficits, most of the en-
ergy-exporting countries continued to draw down interna-
tional reserves. On the other hand, the energy-importing
countries, faced with shortages of reserves, again resorted to

3 Economist jnteligence Unit, Jordan Conntry Report. No 1 (1990), p 18
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external borrowing to finance their current account deficits,
thus exacerbating their debt-service burden. Some of this
borrowing, as well as that undertaken by a few energy-ex-
porting countries, has been associated with purchases of mil-
itary equipment. Mounting debt-service payments, coupled
with foreign exchange shortages, required such indebied
countries as Iraq, Jordan and the Syrian Arab Republic to
undertake rescheduling. Even two less-indebted countries
{Democratic Yemen and Yemen) faced debt-servicing prob-
lems in 1989.

As part of a concerted effort to improve its economic situa-
tion, Jordan reached agreement on, and began to implement,
an IMF adjustment programme and then embarked on nego-
tiations with its foreign creditors {mostly Governments)
through the Paris and London Clubs. In an agreement with
Paris Club members in July 1989, most of its outstanding
debt and part of its interest payments and arrears were re-
scheduled with 10 years’ maturity, including 3 years' grace.
In negotiations with the London Club in September 1989, it
was agreed that principal repayments would be rescheduled
over 11 years, with a 5-year grace period, during which only
interest would be paid; arrangements were also made regard-
ing interest arrears.™



In mutual agreement with its individual creditor countries,
Iraq continues to opt for bilateral debt rescheduling. In Sep-
tember 1989, France agreed to reschedule $1.24 billion of
iraq’s outstanding interest and principal repayments due be-
tween May 1988 and December 1989, while agreement was
reached in December 1989 on the rescheduling of $767 mil-
lion owed to Italian companies. During the same month, Ja-
pan agreed to accept oil as a medium of payment for ail
outstanding debts owed by Iraq.

Inflation remained high in the energy-importing countries
of the region in 1989 and re-emerged in the energy-exporting
countries. In the former group, the enlarged external im-
balances prompted currency devaluations which, in turn, led
to an increase in inflation. The reduction of consumer subsi-
dies because of budgetary adjustment also contributed to the
worsening of inflation rates in these countries, as did the fact
that fiscal deficits were financed mainly from domestic
sources, particularly from credit expansion by the banking
system. Preliminary figures indicated that inflation rates in
the energy-importing countries rose to around 25 per cent in
1989

After several years of reducing inflation through deflation-
ary fiscal policies, inflationary pressures emerged again in
most of the region’s energy-exporting countries in 1989,
mainly because of increased domestic demand. However,
except in the Islamic Republic of Iran, Iraq and the Syrian
Arab Republic, inflation is not a serious problem, prices in
most of these countries increasing at rates ranging from 3 per
cent to 6 per cent in 1989.

Unemployment has become a matter of concern in the
countries that in the past two decades were exporting labour.
The rise in unemployment in 1989 (to 9.3 per cent in Jordan
and 8.3 per cent in Yernen) was due mainly to the short-term
problem of returning migrants being superimposed on the
longer-term problem of high population growth rates. The
growing population includes a disproportionately large num-
ber of young people seeking their first job and thus puts addi-
tional pressure on the labour market

Although most energy-exporting countries do not face un-
employment problems, they also are concerned about the
possibility. The slight economic recovery in 1988 and 1989
has been insufficient to absorb the increase in their labour
force; as a result, these countries continue to apply restric-
tive measures with regard to expatriate workers, thus reduc-
ing the effective demand for foreign labour and closing the
valve that was previously open to the unemployed in the Ja-
bour-surplus economies of the region.

During 1989, the countries of West Asia continued their
economic restructuring: diversification aimed at expanding
the productive base; the promotion of downstream invest-
ment activities; the creation of viable financial market infra-
structures; and the privatization of some state-owned
enterprises. The 1989 budgets of most of the countries of the
region were framed when oil prices were lower and the pros-
pects of recovery not encouraging. Government revenues
wete projected to decline or, at best, to stagnate compared to

1988, while government spending was forecast to increase
moderately. Increased government outlays were aimed at
stimulating economic growth; this represented a shift in
most countries from the previous conservative fiscal policies
that had been adopted in response to plummeting oil reve-
nues and fiscal and external imbalances,

The unexpected increase in oil revenues caused budget
deficits in 1989 to be lower than projected in most countries,
To finance their budget deficits, most countries planned to
borrow on the local capital market by issuing Treasury Bills
and development bonds. The use of domestic borrowing as a
means of financing the budget deficit reflects a new strategy
aimed at avoiding the usual drawing down of reserves. How-
ever, the response to these initiatives has been disappointing
since commercial banks, as well as private investors, have
been unenthusiastic about buying government bonds .

As a result, domestic borrowing was generally insufficient
to finance the entire budget deficit and so provisions were
also made for external borrowing. In addition, steps were
taken by several countries to raise non-oil fiscal revenues.
For example, fabour taxes and passport and immigration fees
have been increased in Bahrain; higher domestic fees and
taxes adopted in Kuwait; taxes on company profits intro-
duced in Oman; and a variety of direct or indirect tax mea-
sures implemented in Jordan

One of the features of the monetary policy in the region has
been to keep domestic interest rates close to international
rates, such as LIBOR. The differential against domestic in-

terest rates increased in 1989 and induced an outflow of

funds abroad, causing several countries to attempt to dis-
courage capital flight In January 1989, the Kuwaiti Central
Bank raised the discount rate from 5 per cent to 7.5 per cent.
In March 1989, the Bahrain Monetary Agency raised the
discount rate by | percentage point and abolished the ceiling
on commercial bank interest rates for deposits of over six
months. The Central Bank of Oman raised the domestic in-
terest rate on time deposits from 8.5 per cent to 9.5 per cent
and that on lending from 10 5 per cent to 11.5 per cent. The
Central Bank of Iraq raised interest rates for commercial
banks and other lending institutions by I per cent to 8 per
cent from September 1989. In Jordan, interest rates were
deregulated at the beginning of 1990,

The medium-term adjustment process

No group of countries is as dependent on one area of eco-
nomic activity as the energy-exporting countries of West
Asia are on oil: it dominates their output and is an even more
important part of their public sector activities and export
earnings. While some of the economies of the region have no
oil reserves, they have not been immune to developments in
international oil markets because of their intimate economic
linkages with their energy-exporting neighbours.

The magnitude of most of these links is such that they are
important to economic growth in both groups of countries: a
large part of the labour force of the energy-importing coun-
tries works in the energy-exporting countries” where, in

¥ For example, over one third of the Jordanian labour force warks in net energy-exporting countries
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turn, it accounts for a significant portion of the total labour
force;™ the remittances of these workers represent a large
share of their countries’ export earnings;” capital inflows
from the energy-exporting countries finance a large propor-
tion of the government budgets in the energy-importing
countries,” although they are a less important part of total
fiscal expenditures in the source countries; and exporis to the
energy-exporting countries are a major part of the trade of
the energy-importing countries, ™

During the 1970s, the energy-exporting countries accu-
mulated huge trade and budget surpluses as a result of the
quadrupling of oil prices. Aware of their high degree of de-
pendence on and vulnerability to the international oil mar-
ket, a primary objective was to diversify and expand their
economic base. Because the magnitude of the task was be-
lieved to be beyond the capability of the private sector at that
time, Governments assumed a large part of the responsibility
for the diversification effort, particularly in the industrial
sector. Recognizing the limitations imposed by their small
domestic markets, the Governments of the region also em-
phasized the creation of joint veniures among themselves as
a means of fostering their development. The result was that
the government budget became the principal instrument for
the economic development of these countries in the 1970s.
Public expenditure—mainly on large-scale infrastructure
and industrial enterprises but also on social services—rose
rapidly. The private sector also expanded, primarily in the
construction and services—trade and banking—sectors.

The rapid expansion of demand put pressure on domestic
resource availability, creating a large demand for imports and
for skilled and unskilled labour. The emphasis on invest-
ment, combined with the limited industrial base, produced a
large demand for imports of capital and intermediate goods
from the developed market economies, but some of their
other reguirements, notably of foodstuffs, were supplied by
the neighbouring energy-importing countries. There was
also an inflow of migrant workers from several countries;
because of their geographical proximity and cultural affinity,
most were from neighbouring energy-importing countries,
for which workers’ remitiances became an important com-
ponent of financial inflows. Another part of these inflows—
in the form of development assistance—also came from the
energy-exporting countries. By providing the means to fi-
nance these various external flows of resources, the rise in
oil prices served as a stimulus to the region as a whole, not
only to those that benefited directly.

Despite their efforts to diversify, the domestic economic
activities of the energy-exporting countries continue to be
dominated by the oil sector and by the State. Industrial devel-
opment has focused mostly on downstream activities in the
oil sector—such as refining, gas liquefaction and the produc-
tion of petrochemicals—and to a limited extent on non-dura-
ble consumer goods. There are few backward or forward
linkages with other sectors, such as the capital and interme-

diate goods industries. Imports are relied upon to meet such
needs. The oil sector still accounts for the overwhelming
share of government revenue, and government expenditure is
still the Targest component of domestic demand: in Saudi
Arabia, for examgple, government spending is about 50 per
cent of GDP. There has, however, been some diversification
in the source of foreign exchange earnings since income from
foreign investment has become sizeable for many countries.
in the case of Kuwait, for example, income from foreign
portfolio investments now exceeds oil revenue.

The drop in oil prices in the 1980s led to a collapse not
only in the export receipts but also in the government reve-
nue of the energy-exporting countries. However, most of the
development activities being financed by the former oil reve-
nues were medium- and long-term in nature and could not be
readily curtailed. Similarly, previous increases in income
had built up the momentum of consumer demand, a large
part of which was met by imports. Pablic sector expenditure
and imports both continued to rise. Because of the rapidity
and magnitude of the change in revenue and the lags involved
in cutting expenditure, most of these countries suddenly con-
fronted fiscal and trade deficits (see figure I1.8). Initially,
these were financed by drawing on their accumulated re-
serves, by some international borrowing and, to a lesser ex-
tent, by issuing bonds and bills domestically.

Over the longer term, efforts were made to tighten fiscal
policy by reducing public expenditure and broadening the tax
base. Defence is the largest itern of current public expendi-
ture in these countries and was largely immune from reduc-
tion, particularly in view of the conflicts in the region for
most of the 1980s. On the other hand, many countries suf-
fered cuts in public expenditure on education and health.
However, capital expenditures were the heaviest hit by the
cuts in government spending. Governments gave greater at-
tention to rationalizing capital expenditures, undertaking ec-
onomic and social feasibility studies of projects and
increasing productivity through the use of appropriate tech-
notogy. On the revenue side, fees were introduced on public
services. Despite such measures, fiscal deficits in the region
remain large: even with its oil wealth, Saudi Arabia has &
chronic budget deficit.

The contraction in public expenditure in the energy-ex-
porting countries had multiplier effects throughout the re-
gion. Private expenditure also fell, trade slowed down,
labour flows were reversed, workers’ remittances reduced
and public sector financial flows from the energy-exporting
countries to the energy-importing countries were cut. Be-
canse the latter were a major source of government revenue
in the energy-importing countries, their decline produced
government deficits in those countries also: Jordan’s public
sector deficit was equivalent to about one fifth of GDP in
1989. However, these countries did not have as good access
to international capital markets as their neighbours and con-
sequently a greater proportion of their budgetary adjustment

38 Saudi Arabia has s population of 8 million, in addition to which there sre some 2 million expatriate workers in the country
3 {nJordan. remittances were equivilent to about 1wo thieds of total foreign receipts from goods and non-factor services in 1984
W Suppart by other countries in the region accounted for about one haf of Jordan’s public revenues in 1983

4t Half of Jordan's exports are to other countries in the region
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Figure 1 8 West Asia: budget balances in selected countries, 1981-1988
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had to take the form of fiscal tightening, domestic borrowing
or monetary expansion.

The energy-importing countries also encountered balance-
of-payments pressure following the collapse of oil prices.
This occurred in part because of the decline in private and
official financial flows and in import demand from the en-
ergy-exporting countries. However, the energy-importing
countries also receive a substantial part of their export earn-
ings from primary commodities and were therefore among
those that suffered losses in their terms of trade in the 1980s.
These negative factors outweighed the benefits of the lower
oil price and the resulting deterioration in their external posi-
tion has required these countries to devalue their currencies,
introduce guantitative restrictions on imports and draw down
their international reserves * Despite such measures, some
of these countries had to resort to external commercial bor-
rowing in order to finance their import requirements and are
now facing growing difficulties in meeting their debt-service
obligations.

In confronting these internal and external imbalances, the
energy-importing countries have not only adopted conven-
tional demand management measures, but have also begun to
introduce structural reforms. The fiscal measures adopted in
their attempts to restore internal balance have been similar to
those of the energy-exporting countries: spending has been
reduced and rationalized, tax rates raised and collection im-
proved. Here also, development expenditures were more se-

verely affected than current revenues, although the salaries
of public servants were frozen in some instances. Raising
revenue has proved moze difficult since, as in the energy-
exporting countries, most of it comes from taxes on trade and
other indirect taxes. Where they are in effect, incorme taxes,
for example in agriculture, have a low yield.

Privatization is being pursued as a means of improving
efficiency and reducing public expenditure in the region
One of the complications in implementing this strategy is the
limited size of the local capital markets. Another is the fact
that regional joint ventures are the only viable solution in
certain areas and these may not be attractive to the private
sector. Although, for example, the Gulf Co-operation Coun-
¢il has decided to support private sector regional ventures,
the results to date have been disappointing, partially because
of the lack of an agreed approach.

Among the energy-importing countries, Jordan initiated a
privatization programme in 1986 as part of its effort to revi-
talize the economy. In earlier years, the Government had
used the indirect benefits from the oil boom to create public
enterprises in tourism, industry, agriculture, transportation
and, particularly, large-scale mining. Iraq started a privatiza-
tion programme in 1985 when it sold 42 entities with a turn-
over of almost $400 million; in 1987, it privatized a further
47 companies. The process has since slowed, although the
number of enterprises under consideration for privatization
in the different countries is considerabie.

42 The international reserves of this group of countries feil from about five months of imports in 1982 to about 2 4 months in 1988 (ESCWA,
Developments in the External Sector of the ESCWA Region in the 19805 {August 1989), pp. 178-179)
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South and East Asia: a slow-down from rapid expansion

In 1989, total output in South and East Asia rose by 6.2 per
cent and, with population growing at about 2 per cent a year,
the region as a whole experienced another year of rising per
capita incomes. The region continued to be the fastest grow-
ing in the world, even though growth was about 2 percentage
points lower than in 1988 (see table 1. 1). The brunt of the
slow-down was borne by the most rapidly expanding econo-
mies in the region; these were unable to maintain their ex-
traordinary expansion of 1988 and returned to rates of
growth that characterized the previous several years. This
deceleration narrowed growth differentials within the region
(scc figure I11.9).

Trade continues to be a main engine of growth in East
Asia, both directly and indirectly. The acceleration of trade
in 1988, particularly the fact that it was concentrated in man-
ufactures, gave a disproportionately large stimulus to the
more export-oriented economies of the region. Similarly, its
slowing, coupled with some other factors, had an amplified
negative effect in 1989, notably for the original newly indus-

trializing economies of Hong Kong, Taiwan Province of

China, the Republic of Korea and Singapore.

There are, however, signs of changes in the pattern of the
region’s growth and trade. In the early 1980s, a large propor-
tion of the exports of the region, including those from Japan,
were to North America and Europe . Protectionist measures
in these markets dampened this growth in the latter part of
the decade; for Japan, initially, this tendency was reinforced
by the appreciation of the yen. To circumvent the loss of
international competitiveness that this implied for their do-
mestic operations, Japanese companies undertook foreign
direct investment, infer alia, 1o locate their more labour-in-
tensive processes in lower wage areas within the region. This
boosted intra-regional trade and, while trade with North
America and Europe continued to expand, it did so less rap-
idly than within the region.

This contributed to the export growth of the newly indus-
trializing economies and, largely because of their success,
these economies are now encountering the type of pressures
formerly felt by Japan, including rising wage costs. As part
of their efforts to relieve these pressures and in response 1
external demands, the Governments concerned have appreci-
ated their currencies; in the Republic of Korea, for example,
the currency appreciated about 30 per cent against the dollar
between 1986 and 1989 . The overall result has been a reduc-
tion in the global competitiveness of these countries, & con-
sequential slowing of their export growth and, because
exports are such a large component of their GDP, a lower
overall rate of economic growth. As in Japan, domestic de-
mand, fueled on the large gains in income achieved during
the 1980s, has become an increasingly important source of
the overall growth of these economies.

At the same time, another limited group of countries in the
region has been emerging as a “‘second generation™ of ex-
port-oriented economies China (in its special economic
zones), Indonesia, Malaysia, the Philippines and Thailand,
in particular, have achieved large increases in the export of
nranufactures and semi-manufactures in the katter half of the
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1980s. As with their predecessors, this process is gaining
momentum from large inflows of foreign direct investment
from corporations wishing to capitalize on these countries’
lower wage costs. The entrants into such ventures now in-
clude corporations not only from Japan but also from the
“first peneration” of newly industrializing cconomies
which, like Japan before them, find themselves faced with
higher labour costs in their home markets and appreciated
currencies; they also wish to move from labour-intensive to
technology-intensive manufacturing. This “domino effect”
is a further stimulant to intra-regional trade, as well as to
overall growth in the countries concerned and the region asa
whole. Indeed, resulis for the past few years suggest that this
group of countries is beginning to replace the original four
export-oriented cconomies as the engine of growth in the
region (see figure I1.9}.

In South Asia, the large economics, partially because of
their size, have been less trade intensive, but there are signs
that some of them are also receiving a new stimulus from the
export of manufactures. Indian exports have grown by an
annual average of about 10 per cent for the past few years,
prompted in part by currency depreciation. On a smaller
scale, Bangladesh has experienced a surge in textile exports.
Foreign direct investment has played a less important role
than in East Asia, although investment by nationals living
abroad is emerging as a source of capital for some countries
(and, from the point of view of foreign exchange availability,
a teplacement for the declining flow of workers’ remit-
tances).

Reasons for the slow-down

These medium-term developments in the trading environ-
ment provide part of the backdrop io the slow-down in eco-
nomic growth in the region in 1989 For the region’s newly
industrialized economies, the softening of foreign demand
for their manufaciured exports was key: their surpius on cut-
rent account was reduced by more than half (from $17 billion
to $7.9 billion), mainly because the Republic of Korea's sur-
plus fell from $14.2 billion to $5.3 billion The rate of
growth of the region’s exports fell from almost 30 per cent in
1988 to less than 10 per cent in 1989. Again, the Republic ot
Korea accounted {or much of the drop, its exports growing by
less than 3 per cent in 1989 compared to close 10 30 per cent
in 1988. Economic growth in 1989 was led by domestic de-
mand, fueled by high government and private consumption,
However, this was not sufficient 1 counter the adverse ef-
fects of weaker exports, labour disputes and double-digit
wage increases; growth of close to 7 per cent, while still
among the fastest in the world, was only about half of the rate
achieved in 1988

Robust domestic demand also offset slower growth in ex-
ports in Singapore and provided the impetus for the sustained
rapid expansion of all key sectors, especially manufacturing,
whaose output grew by 50 per cent between 1986 and 1989
Private sector consumption has been spurred by full cmploy-
ment and large gains in real wages; domestic investiment ar
also been exceptionally strong. This stroag domestic de-
mand caused imports to rise at & higher rate (133 pet cent)



Figure 11.9.

South and East Asia: growth of output and

population by subregion, 1980-1989
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than exports (10.5 per cent) in 1989--a marked change from
preceding years.

Hong Kong’s exports expanded 16 per cent in 1989, but
this was only half their growth in 1988, In addition, domes-
tic consumption felf in reaction to developments in China
and investment was adversely affected by the accumulation
and consolidation of assets by middle- and upper-income
households preparing to emigrate. The economy is also suf-
fering from an acute shortage of labour. The result was
growth of only 3.5 per cent in 1989, after 13.8 per cent and
7.3 per cent in 1987 and 1988, respectively.

The **second generation” of newly industrializing econo-
mies was able to sustain its export-led growth in 1989, de-
spite the weaker expansion of world trade and softer prices
for the primary exports on which these economies continue
t0 be partially dependent. A high ievel of domestic demand
and the effectiveness of policy measures to enhance effi-

ciency were contributory factors. The volume of exports of

these countries rose 16 per ceat and impaorts grew 20 per cent
in 1989, with the current account balance shifting from a
small surplus in 1988 to a deficit of $2 3 billion in 1989. The
increasz in trade is partially the result of continuing trade
liberalization measures.

In Indenesia, firmer oil prices and a further devaluation of
the currency led to a 20 per cent rise in exports; however,
imports surged also, partially because a rising level of pri-
vate and foreign investment accelerated imports of capital
goods. Sound macro-economic policy and several years of
economic reforms continued to yield positive results. The
diversification of exports from oil to non-oil products has
succeeded to the extent that the latter comprised 60 per cent
of total exports in 1989, thanks to a robust manufacturing
sector.™ This, in turn, was made possible by the steadily
increasing levels of domestic and foreign investment. The
performance of agriculture was outstanding and a strong ex-
pansion in tourism led to an improvement in the service sec-
tor.

Malaysia’s cconomy has exhibited remarkable vigour for
the past two years, underpinned by strong external demand
for its manufactures and commodities and robust domestic
demand. Private investment, particularly in manufacturing
industries, increased significantly, as business conditions
and overall confidence in the economy improved. Private
consumption, with a strong demand for consumer durables
in evidence, has helped to raise the level of imports by about
25 per cent,

43 For  description of Indonesia's diversification away from oil, see Economic and Social Survey of Avia and the Pacific 1989 (United Nations

publication, Saies No. 80 1 F.4;
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In the Philippines, there was a deceleration in the growth
of GDP as a result of higher inflation and interest rates, some
supply bottle-necks and the tenuous political situation in late
1989, The expansion of the manufacturing sector slowed ow-
ing to the emergence of cost-push pressures, such as higher
prices for energy and raw materials, higher interest rates and
an increase in the minimum wage, as well as the erratic sup-
ply of electric power The agricultural sector, however,
posted its best performance in eight years by growing 4 per
cent.

Thailand, the fastest growing among the South-East Asian
countries, has been remarkably successful in expanding out-
put despite an overstretched service sector, a fully utilized
skilled work-force and some infrastructural bottie-necks.
Economic growth in 1989 was more buoyant than initially
expected and was broad-based. The economy has been par-
ticularly receptive to foreign investment: net inflows reached
$1.5 billion in 1988 and are likely to reveal a sharp increase
when complete data are released for 1989.

In South Asia, a combination of domestic factors, natural
disasters, a shortage of external funds and the austere poli-
cies adopted to control government deficits and inflation
contributed to the weaker growth of GDP in 1989. Although
the agricultural sector of India performed remarkably well
and total exports grew more than 20 per cent, output con-
tracted in some industrial subsectors, such as chemicals, fer-
tilizers and steel, empioyment generation in the sector as a
whole has been negligible. Despite the increase in exports,
the balance of payments is under strain because the rapid
overall expansion of recent years, combined with the liberal-
ization measures introduced in 1988, has produced a surge in
imports; in addition, inflows of overseas labour remittances
have decreased.

Myanmar’s economy continued to deteriorate in 1989 Ag-
riculture recorded some growth but its prospects are bleak
owing to shortages of fertilizers. Foreign exchange difficul-
ties were compounded by a slow-down in foreign aid in-
flows . In Nepal, despite growth of about 4.5 per cent in the
dominant agricultural sector, there was a sharp fall in the rate
of growth of GDP in 1989. The civil unrest that wracked Sri
Lanka for most of 1989 had severe repercussions on that
economy as industry, transport, distribution and exports
were severely disrupted. 1n addition, poor weather led to &
contraction of output in the agricubtural sector. In each of
these economies, export revenue fell as a result of softer
prices for some export commodities and various disruptions
to supply. Imports were reduced by policies intended to im-
prove the external payments situation.

Pakistan’s slower rate of growth was attributable partly to
austere fiscal measures and partly to the fact that the manu-
facturing sector grew at about half its rate in 1988. Slower
growth of exports contributed to the latter On the other
hand, Bangladesh grew by more than 4 per cent owing to a
record rice harvest; garment exports continued to expand
strongly, allowing imports to rise and facilitate growth.

Fiji made up the ground lost in two years of sharp eco-
nomic contraction with the strong recovery of its two main
sectors—sugar and tourism Confidence in the economy, ab-
sent in the previous two years, was reflected in higher trade
levels and a rebound in investment. Papua New Guinea's
marginal growth in output in 1989 was the result of the clo-
sure of a major mining concern, a stagnant agricultural sec-
tor (because of weak international commedity prices) and an
austere fiscal package. The exports of these countries fefl by
about 5 per cent in 1989, partially because of softer com-
modity prices. Fiji’s sugar exports grew by almost 20 per
cent, but both Papua New Guinea and the Solomon Islands
experienced reductions in their exports of about one tenth.
Imports into the three countries rose 5 per cent—a reflection
of renewed confidence in Fiji, a continued import boom in
Papua New Guinea and some increase in the import of basic
necessities in the Solomon Islands.

Cooling the overheating

The rapid rate of economic growth in several Asian coun-
tries during the past few years has led to some overheating,.
This has manifested itself in bottle-necks in infrastructure,
labour shortages, labour disputes and pressure on prices
The individual Governments concerned have generally re-
sponded by making fiscal and monetary policies restrictive,
on occasion to offset substantial capital inflows but primarily
to prevent a generalized resurgence of inflation.

In the Republic of Korea, one of the Government's main
objectives was the reduction of the current account surplus
Measures included the continued appreciation of the cur-
rency, the relaxation of import restrictions and the reduction
of tariffs. Outflows of foreign direct investment were en-
couraged through tax and other incentives; most of the re-
sulting investment has taken place in the lower labour cost
countries of South-East Asia. Fiscal policy remained gener-
ally restrictive and there was a fiscal surplus in 1989 How-
ever, the restraining effects were neutralized by wage
increases, by speculation in the property markets and by the
shortages of food caused by the poor harvest.* An accom-
modative monetary policy and the continued strength in do-
mestic consumption and investment led to a 23 per cent rise
in domestic credit in the first three quarters of 1989, com-
pared to 16 per cent for the entire year of 1988.

Fearing a resurgence of inflation, monetary policy was re-
versed in May 1989, The central bank introduced a reserve
requirement to restrict the credit extended by banking institu-
tions and also issued bonds at market rates of interest, replac-
ing the fixed-interest funds which had previously been used
as a key instrument of liquidity control. Interest rates rose in
the first half of 1989 but began to recede as the financial
position of the non-bank financial institutions improved, la-
bour disputes started to case and speculation in the real estate
market began to cool

In the South-East Asian economies, fiscal policies were
also generally cautious. While strong economic growth had

4 n the first three quarters of 1989, manufacturing wages rose 24 per cent, following a 19 4 per cent increase in 1988 Housing costs surged by

30 per cent after an 11,8 per cent increase in 1988

43



improved government revenue, there was pressure on these
Governments to increase outlays on infrastructure and basic
social services As inflationary pressure showed signs of in-
creasing, monetary policies were tightened

In the Philippines, a restrictive government spending pro-
gramme, together with higher than expected tax revenues,
resulted in a fiscal deficit equal to 1 4 per cent of GNP, sub-
stantiafly less than the target. The high level of revenue re-
flected improved tax collection, increased import duties
from a higher level of imports and growth-related income.
During the year, monetary policy was progressively tight-
ened in response to rising prices and the downward pressure
on the peso Measures included raising the discount rate by 2
percentage points to 12 per cent and increasing reserve re-
quirements on fong-term deposits to 7 per cent. It was also
decided that the reserve requirements against short-term and
long-term deposits should be gradually standardized and
everdually increased to 20 per cent. These measures, to-
gether with the Government’s action to reduce excess liquid-
ity in order {0 abide by the IMF base-money target, raised
bank lending rates to nearly 25 per cent during the last quar-
ter of 1985,

Fiscal policy remained restrained in Thailand in 1989 and
the Government was able to maintain a budget surplus. How-
ever, with an accommedative monetary poticy, liguidity con-
tinued to increase rapidly. The money supply (M2) increased
26 per cent and bank lending rose 28 per cent in 1989, Asa
result, inflation accelerated somewhat, although it remained
below 6 per cent.

In Indonesia, ongoing medium-term structural reforms
were reinforced by short-term monetary and fiscal measures
designed to maintain internal and external balance. The
country's economic reform programme, initially aimed at
liberalization and export diversification to reduce depen-
dence on oil, was broadened in 1988 and 1989 to include
certain structural reforms (such as the elimination of non-
tariff barriers, a reduction in export regulations, the deregu-
lation of the shipping industry and the relaxation of foreign
investment), various financial and banking reforms (for ex-
ample, the elimination of a foreign borrowing ceiling on pri-
vate domestic banks and reduced reserve requirements) and
measures aimed at increasing competition and improving the
domestic capital market.

In addition, an expansionary fiscal policy was adopted in
1989 after several years of restraint. Total recurring and de-
velopment expenditures grew substantially, although over
half the routine expenditures were earmarked for external
debt servicing, making the budget less expansionary than it
appeared. The increase in spending was to be financed by
both domestic revenues (generated from a widening tax base
and stepped-up tax collection) and foreign sources. How-
gver, the higher-than-anticipated price of oil was an addi-
tional bonus which resulted in additional revenue and a
decline in the budget deficit from 2 & per cent to 2 per cent of
GDP Monetary policy, however, remained tight in order to
reduce inflation and to control the outflows of capital that

were resulting from higher interest rates abroad and fears of
devaluation at home . The domestic lending rate reached 22
per cent; combined with growth in agricultural productivity,
this reduced inflation from 8 per cent in 1988 to 6 per cent in
1989

{n most South Asian economies, the main concern of fiscal
policy in 1989 was the reduction of the chronic and large
budget deficits. In Bangladesh, government efforts to im-
prove the efficiency of tax collection began to show results;
revenues in the first quarter of 1989 were 20 per cent higher
than in the same period of 1988, In Myanmar, the economic
recession of the past several years and the serious foreign
exchange shortage has led the Government to liberalize its
policies governing foreign investment.™ To combat inflation,
it has continued fiscal and monetary restraint, bringing infla-
tion down from over 30 per cent in 1988 to about 25 per cent
in [989. Sri Lanka’'s fiscal policy in 1989 was cautious; gov-
ernment spending was restrained and subsidies on certain
basic products were reduced. Monetary policy was directed
towards controlling the inflation resulting from the shortages
of many commadities caused by civil unrest

In India, ballooning interest payments, increasing defence
expenditures and continuing subsidies have made it difficult
to reduce the fiscal deficit; it now exceeds 2 per cent of GDP.
Cutting subsidies has proved to be problematical in three dis-
tinct areas: first, in officially distributed food, where the re-
sulting price increase would run connter to election promises
to keep food prices affordable 1o the poor; second, in fertil-
izers, because of the powerful farm lobby; and third, in ex-
ports, where decreased assistance would undermine export
promotion efforts. The continued budget deficits have meant
a high rate of monetary expansion, despite concerns about
increased inflation.

takistan’s fiscal reforms are backed by IMF through an
$800 million structural adjustment facility, to be combined
with flows from bilateral and multilateral donors. In 1989,
the Government introduced an austere budget, designed to
lay the foundation for more broad-based and balanced
growth in the medium term. The measures included the in-
troduction of new taxes, an increase in the price of govern-
ment services and a decrease in government subsidies The
immediate impact was to aggravate inflation because of
higher prices for government services and lower subsidies
for flour and edible oils. Inflationary pressure was aggra-
vated by an expansive monetary policy and a gradually de-
preciating rupee. Other reforms launched during 1989 were
intended to make Pakistan more attractive to foreign inves-
tors; they included streamlining foreign investment proce-
dures and providing foreign firms with tax concessions and
the right to remit profits

Few Governments in the region both felt the need and were
in a position to stimulate their economies in 1989 However,
in Hong Kong, the Government was faced with an economic
slow-down and announced a $16 billion infrastructure pack-
age starting in 1991 to counter the weak domestic demand
resulting from increased emigration and the collapse in busi-

5 After a 26-year ban on foreipn participation in oil exploration. Myanmar granted gas and oil exploration rights to two foreign companies

Foreiga companies are ilso bidding for sume mining concessions
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ness confidence. Despite this measure, the outflow of human
and financial capital is lkely to continue to pose difficulties.
In Fiji, fiscal policy was cautious at the outset of 1989-a
reflection of the uncertainty that surrounded economic pros-
pects at that time. However, as the economic environment
began to improve (because of the recovery of the sugar and
tourism scciors), income taxes were reduced, primarily to
stimulate domestic demand. However, another reason for
these measures was to stem the tide of professionals emigrat-
ing from the country. The Selomon Islands’ fiscal and mone-
tary policies were also relatively accommodative, with
increased tax revenues and borrowings used largely to fi-
nance its growing recurrent expenditure. However, with in-
flation at 17 per cent or more for the past two years, fiscal
and monetary policies are likely to be made more restrictive

The Government of Viet Nam was successful in introduc-
ing a large degree of stability into its cconomy in 1989
through the use of very restrictive monetary measures, a re-
duction in the fiscal deficit and a major devaluation (see
chap. VI). This followed an acceleration in the previous year
in the pace of economic reform, most particularly in the de-
collectivization of agriculiure. The result was that, com-
pared with more than 300 per cent in both 1987 and 1988,
the annual rate of increase in prices was reduced to about 25
per cent in 1989. Economic growth slowed only from about
6 per cent to somewhat over 3 per cent—a contrast with the
more severe setbacks suffered by most countries undertaking
corrective measures of such magnitnde Agricultural output,
particularly of food grains, increased markedly and the
couniry was able to export some -2 million tons of rice
This contributed to its improved trade performance: the
value of exports increased by about 50 per cent, while the
value of imports was refatively unchanged . Nevertheless, ex-
port revenue still covers only about two thirds of the import
bill

China: catching its breath

In China, a drastic stabilization programme produced not
only a marked deceleration from the previous year (see table
11.5), but also the lowest rate of growth since the beginning
of economic reform in 1978 A highly contractionary mone-
tary policy, supplemented by a non-expansionary fiscai pol-
icy, succeeded in accomplishing the Government’s objective
of reducing infiation (which fell to under 10 per cent in the
fourth quarter). External economic policy focused on reduc-
ing the trade deficit and slowing down the accumulation of
foreign debt, particularly since rising debt service ratios and
current account deficits were exacerbated by the suspension
of foreign credit after the poitical upheavals in June A ma-
jor currency devaluation was announced in late December
1989 as a means of correcting the external imbalance.

The Government equated the need for economic stabiliza-
tion with increased centralization rather than further reform:
reversion to government monopoly ia the distribution and
pricing of certain goods was considered an impottant means
of controiling inflation and improving supply A decision re-
garding key state enterprises effectively reverts to the use of
output quotas and centralized distribution of output and sup-
ply of iaputs This tendency has been supported by organiza-
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tional changes in the Government, such as the reinstitution of
the State Economic Commission whose function is to over-
see the fulfilment of economic plans. In the external sector,
there are direct controls on imports and exports and on the
contracting of foreign debt.

Major reforms proposed prior to 1989 in pricing, credit
allocation, Inbour and wage policies, enterprise manage-
ment, distribution and ownership of production have been
postponed . However, the continued revision of laws relating
o foreign direct investment and of policy towards the
“open” areas and special economic zones reflects the impor-
tance accorded to the continued inflow of foreign exchange
and technology.

Contractionary monetary and fiscal policies have been in
effect since the last quarter of 1988 Monetary policy relied
primarily on the tightening of credit because the structure of
the banking system, the rudimentary capital market and the
lack of financtal accountability of enterprises make interest
rates ineffective in the allocation of credit. The slow-down in
the growth of the money supply {from 20 per cent in 1988 o
4 per cent in 1989) was the result of a lower rate of expansion
of credit in the first three quarters. In the fourth quarter,
because the liquidity squeeze was threatening to paraiyse
major state industries and disrupt the procurement of agri-
cultural products, there was a substantial increase in credit
Agriculture, state industries producing energy and interme-
diate goods and export-oriented enterprises were accorded
priority within the restricted credit available. The largest
contractionary tmpact of the credit squeeze was on the pri-
vate and collective non-agricultural sectors

Although interest rates on loans were raised substantially,
real interest rates remained negative until late 1989. Rates
for medinm- to long-term investment credit were tower than
interest rates on savings deposits, exacerbating the excess
demand for credit. Higher interest rates and reduced infla-
tionary expectations increased bank savings deposits by 35
percent in 1989 (compared 1o 24 per cent in 1988)

The fiscal deficit increased to 2.4 per cent of GNP in
1989, but its financing was non-cxpansionary because about
three quarters was financed by domestic bonds, greatly re-
ducing the reliance on bank credit and foreign debt There
was a decline from 1988 in capital expenditures and an in-
crease in price subsidies, enterprise subsidies and expendi-
tures in agriculture. As in the economic contraciions in
1981-1982 and 1983, the central budget had to accommodale
the reduction in spending because fiscal decentratization had
reduced the Government's ability to control the spending of
local povernment entities.

Growth of output

The decline in the growth of industrial output reached a
nadir in October 1989, with a decline that month of 2.1 per
cent compared with 1988 and growth of under 1 per cent in
the fourth quarter The durable consumer goods and machin-
ery goods industrics were the worst affected because of the
decline in the growth of consumption and the credit and in-
vestment squeeze Ouiput of power increased by 7 per cent,
while production in the mining and raw materials processing



Table IL.5.

China; selected measures of economic performance, 1988-1990

(Annual percentage rate of change)

1988 19893 1990b
Gross national product 1r2 39 30
Net material product 114 37 -
Industrial output 177 68 6.0
Agricultural output io 33 40
Gross fixed investment 183 =200 --
Vatue of retail sales 280 g9 -
Retail price index 18 5 178 €
Value of exports 205 HE -
Value of imports 2890 70 -

Source: State Statistical Burcau, Report an National Economic and Social Development in 1989, and

other government soutces
3 Preliminary.
b Target

¢ Less than [0 per cent

industries rose 6.1 per cent in the first half of the year and
8.4 per cent in the second. In contrast, the rate of growth in
other manufacturing industries declined from 14.1 per cent
to 2 1 per cent in conformity with the Government’s empha-
sis on infrastructural and intermediate goods industries.

Grain output increased to 407 .5 million tons after four
years of stagnation. About half the growth was attributable to
an increase in yields and the other half to the expansion in
acreage.® Among other major crops, cotton and sugar out-
put declined by about 8 to 10 per cent and production of oil
crops by 2 per cent. Besides favourable weather, a major
factor in the increase in yield was the change to a state mo-
nopoly in the distribution of agricultural inputs. This in-
creased the availability and usage of chemical fertilizers,
pesticides and other yield-enhancing inputs and stabilized
their prices. Another benefit was the improvement in agti-
cultural infrastructure, which had been seriously neglected
since the beginning of the 1980s. The distribution of a large
proportion of the major crops is still controlied by the State,
with continued subsidies on the retail prices of non-staples
and rationing of grain and oil in urban areas. The official
procurement prices of agricultural commodities remain sub-
stantially below those in the free market, depressing supply.

Reflecting government priorities, the decrease in total
gross fixed investment was less in state enterprises than in
private and collective enterprises Fixed investment in the
state sector was over 60 per cent of the total, but the eco-
nomic contraction resulted in a decline in capital construc-

tion, with new projects accounting for only 21 per cent of

investment in 1989 compared to 41 per cent in 1988,

Incomes and prices

Urban cash income per capita declined by about 3 per cent
in real terms, owing primarily to the reductions in wage in-

6 Sing Tao fih Pao, 2 February 1990, p 19
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creases during the first three quarters. Wage increases in the
fourth quarter were substantially higher because of the cus-
tomary year-end bonus payments and there was a further
centraily mandated increase in January 1990, retroactive to
October 1989, sugpesting that the Government wishes to
stemn the decline in real wages.

Rural real income declined by 7 per cent, primarily be-
cause there was a decline in the output of some crops and a
slow-down in non-agricultural industries and in contract em-
ployment. Personal consumption declined by approximately
8 per cent in real terms in 1989 owing to the decline in the
growth of real income and the end of hoarding, itself a re-
sponse to the postponement of price reform and to a comimit-
ment by the Government to contain inflation. Retail prices
rose more thap the value of retail sales, reflecting a decline in
the volume of sales. The slow-down in demand had a moder-
ating effect on inflation, but increased reliance on the admin-
istrative control of prices was also a crucial factor.

The annualized rate of increase in the retail price index
declined from almost 25 per cent in May 1989 to 6 .4 per cent
in December, with the annual increase in urban areas (16 per
cent) being less than in rural areas (18.8 per cent). Increases
in the prices of non-staple foods appear to have stabilized,
while prices of consumer durables declined owing to the
sharp fall in demand and the resultant growth in inventories.
The increase in the prices of producer goods began to moder-
ate. The value of sales of intermediate goods declined even

though prices rose by 21 per cent. In contrast, the value of

sales of agriculture inputs increased by 23 per cent, of which
higher prices accounted for some 19 per cent.

Economic retrenchment has resulted in a decline in urban
employment and rural non-agricultural employment. There
has been a wave of return migration to rural areas and, within
rural areas, a reversion to farming by some of the workers



displaced by the consolidation of rural industries. An esti-
mated 80 million “surplus” farmers were still employed in
farming at the end of 1988, suggesting a rate of underem-
ployment of almost 17 per cent.

External sector

The rapid growth of 1988 agpravated external imbalances
in the first half of 1989, while the suspension of foreign loans
after June 1989 reduced the availability of financing for the
current account deficit. With the deceleration of growth in
1989, stricter import controls and the credit squeeze, the
growth of imports slowed in the second half of the year The

" pressure on imports is being accentuated by the rise in debt-
service demands in 1989 and into the early 1990s. As a part
of the efforts to correct the external imbalance, the currency
was devalued by 21 2 per cent in late December 1989 Some
administrative measures, such as import controls and recen-
tralization of the authority to trade, have also been adopted

The volume of exports is estimated to have increased by
8.1 per cent, largely because of the slow-down in domestic
price increases and the increased credit available to the ex-
port sector. Imports rose 6.6 per cent in 1989, while the
terms of trade improved by about 1.8 per cent after an ex-
tended period of deterioration The value of exports in-
creased to $52.5 billion and imports to $59.1 billion, but
there was a 20 per cent decline in revenue from tourism
(about $400 million), reducing the net inflow of service pay-
ments. The value of mineral fuels exports continued to de-
cline in 1989, while exports of manufactured goods
increased by more than 30 per cent and accounted for more
than 70 per cent of total exports in the first ninc months,
reflecting a continuing shift in the structure of exports. Im-
ports were also predominantly (80 per cent) manufactured
goods, although imports of grain increased 76 per cent, re-
flecting the continued need to supplement domestic produc-
tion. The current account deficit is estimated to have becn
less than $3.5 billion in 1989

The devaluation has substantially narrowed the gap be-
tween the official exchange rate and the rate in the foreign
exchange adjustment centres and has reduced the subsidies
paid by the Government to sustain exports at world prices
Except for “*essential” items (such as grain, sugar and fertil-
izers), the increase in the prices of imports is being passed
through to the domestic market. In response, domestic pro-
ducers of tradable goods have raised prices but, in the con-
tractionary environment, the overall inflationary effect has
been small.

The continued trade deficit and the international financial
consequences of the political upheaval in June caused foreign
exchange reserves to decline from $17 6 billion at year-end
1988 to $14 .2 billion at the end of September 1989, but they
recovered to $16.4 billion by late December 1989 The fi-
nancial problems included runs on overseas branches of Chi-
nese banks, a sharp decline in tourism and the suspension of
some foreign credit. While such sanctions had essentially

ended by early 1990, the credit rating of the country has
declined V7 Since loans from private sources constitute about
two thirds of China’s foreign debt, the decline in access to
credit, and the increase in its cost, will be substantial.

The net increase in China’s foreign debt in 1989 was
small, with the total being approximately $44 billion by the
end of September 1989, 84 per cent of which was medium
and long term. The ratio of total debt service to exports was
anestimated 11 to 12 per cent in 1989 and is expected to stay
below 15 per cent even when repayment peaks in 1992. Gov-
ernment policy has aimed to curtail foreign debt by recentra-
lizing the issuance of government guarantees {o ensure that
projects approved by the central Government receive priority
over local projects.

The flow of foreign investment increased by 4 per cent to
33.3 billion in 1989. This relative stagnation is attributable
1o factors above and beyond the political uncertainties result-
ing from the upheavals in June. The worsening domestic
shortages of inputs and infrastructural services resulting
from the overheating of the economy created severe bottle-
necks for foreign ventures, while the economic siow-down in
the latter part of the year has led to reduced sales in the do-
mestic market, particularly in motor vehicles and consumer
goods. The credit and foreign exchange squeeze in effect
since late 1988 created further obstacles These factors and,
in particular, recentralization adversely affected the special
econosnic zones . The growth of industrial output and exports
decelerated and the growth in foreign investment was less
than in the coastal regions because of the increased costs in
the zones

Improving the conditions for foreign direct investment is a
priority of the Government and one of the few areas where
continued reform is being promoted. A pending amendment
to the Foreign Investment Code will allow greater flexibility
in the duration of foreign investments and also increase the
control of foreign investors, There is also a renewal of the
unsuccessful attempts of the early 1980s to promote foreign
investment in technology-intensive and infrastructural in-
dustries rather than labour-intensive manufacturing. While
the labour force in selected coastal regions possesses the reg-
visite skills for the preferred industries, infrasiructure re-
mains inadequate and there is intense competition from other
countries in the region for foreign investment in more tech-
nology-intensive industries

The slow growth of foreign investment in 1989 was ac-
companied by a change in its sources Investment contracts
with Japan totalled $280-300 mitlion in 1989, but have stag-
nated since 1985 However, investment from Hong Kong has
continued to grow (totalling approximately $3.5 billion in
1989) and investment from Taiwan Province of China was
$600 million in 1988 and $700 million in 1989 * The latter
can be expected to accelerate if, as expected, the Taiwanese
ban on direct trade and financial transactions is hifted. The
Republic of Korea has also roccently begun to invest in
China ¥

47 Japun External Teade Organization, China Newslerter. No 82, September-October 1989, pp 1213

B Sing Tao Jih Pao. 7 February 1990, p 13

9 Sing Tao Jih Pao. 19 Janaury 1990, p 19 and Foreipn Broadeast Inforination Service. Daily Reporr East Asia. 5 December 1989 p 24
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Short-term cutlook for the world economy

Policy assumptions in the forecast

The forecasts for the growth of world output in 1990 and
1991 are based on a number of assumptions. With regard to
the policy environment, it is assumed that fiscal stimulus
will be reduced in each of the seven larger developed market
cconomies with the exception of the Federal Republic of
Germany where the small fiscal surplus of 1989 is expected
to be followed by a deficit of more than $50 billion in 1990
and 1991 as a result of the unification process with the Ger-
man Democratic Republic. Reflecting the priority accorded
by policy makers to combating inflation, monetary policy in
the major developed countries is assumed to remain restric-
tive, despite the present slower growth. Short-term interest
rates in both the Federal Republic of Germany and fapan are
assumed to increase by about 150 basis points in 1990 in
response to inflationary pressures and, in the case of Japan,
to prevent further depreciation of the yen against the dollar.
In the United States, the short-term interest rate is assumed
to be about 60 basis points lower in 1990 than in 1989 The
narrowing of the interest rate differential between the United
States and the Federal Republic of Germany and Japan is one
reason to expect the dollar to depreciate in 1990,

It is assurned that the Soviet Union and the countries in
Eastern Europe will persist in their efforts to transform their
economies, but with wide differences in their reliance on
external financing . The Soviet Union is expected to seek ex-
ternal finance on commercial terms, allowing moderate in-
creases in its current account deficit. The German
Democratic Republic is expected to receive large capital in-
flows, mainly from the Federal Republic of Germany; these
will finance a trade deficit reaching $20 billion in 1994 Cap-
ital inflows to other countries in the region are expected to be
smaller since most of them are already constrained by rela-
tively large external debts.

Regarding the developing countries, it is assumed that
those engaged in adjustment programmes because of ex-
trernety high intlation or aifficulties in servicing external
debt, essentially in Latin America, will continue to exercise
restraint over government expenditures International finan-
cial support for these efforts in the form of debt relief or
additional capital is assumed to increase somewhat. In the
case of African countries, it is assumed that external financ-
ing will be sufficient to allow trade deficits to increase mod-
erately in real terms over the next five years.

In Asia, the newly industrializing cconomies are expected
to continue increasing public expenditures and allowing their
exchange rates to appreciate. A number of other Asian coun-
tries are pursuing neatly opposite policies, seeking to en-
courage high rates of export growth supported by inflows of
foreign direct investment.

The dollar price of oil is assumed to remain at about its
1989 level in 1990 and to increase by 4 to 5 per cent in 1991
Prices of non-fuel primary conunodities, on average, are ex-
pected to decrease by an additional 6 per cent in 1990 and
thereafter to rise at an average annual rate of 3 to 4 per cent—
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somewhat less than the expected increase in prices of manu-
factured exports

Forecasts for 1990 and 1991

Growth in the developed market economies is expected to
slow 1o about 2.7 per cent in 1990 but to recover to 3.1 per
cent in 1991 (see table I1.1). The slow-down is expected to
be more pronounced in Tapan and the United States than in
Europe. Growth in Western Europe is projected to fali by
only about a half a percentage point in 1990 because acceler-
ation of growth in the Federal Republic of Germany is ex-
pected to offset declining growth rates in most other
countries of the region and because investment is expected to
remain strong in anticipation of the unified internal market
after 1992

Reflecting mainly the slower pace of world economic ac-
tivity, growth in the volume of world trade is expected to
slow from about 7 per cent in 1989 to about & per cent in
1990, but should increase in 1991, Exports of manufactures
are expected to continue to increase faster than total world
trade, while the growth in exports of raw materials is ex-
pected to slow markedly.

In Canada and the United States, higher interest rates are
expected to reduce domestic demand, especially housing and
private investment, and slowly growing world demand is ex-
pected to reduce the growth of exports, especially in the
United States. In Japan, the continued impact of a more re-
strictive monetary policy and a slow-down in the growth of
exports is expected to reduce the growth of GNP by more
than half a percentage point in 1990 and by even more in
1991. In the Federal Republic of Germany, private consump-
tion is expected to be stimulated by the reduction in income
tax in 1990 and exports will increase because of the addi-
tional demand for both investment and consumption goods
from the German Democratic Republic, especially in 1991
Growth of GNP is forecast to average about 4 per cent in
1990 and 1991.

Capacity utilization rates are expected to remain high in
most developed market economies and to increase in the
Federal Republic of Germany. This means that inflation wiil
remain of concern to policy makers who will be reluctant to
relax the currently restrictive stance of monetary policy. The
average inflation rate in the developed market economies is
expected to remain in the region of 4 per cent in 1990 and
1991

Owing to the slow-down in economic activity and, to a
lesser extent, to labour flows from Eastern Europe to the
Federal Republic of Germany, unemployment in these coun-
tries is expected to worsen slightly in 1990 and remain high
in 1991. There will continue to be significant differences
among countries owing to different trends in labour force
participation and demographic factors, with unemployment
rates in Japan and North America continuing to be consider-
ably lower than in Europe

Large global trade imbalances—and the capital flows that
finance them-—are expected to persist. The recent trend to-



wards a reduced United States trade deficit is forecast to
come to an end in 1990 and 199! as a lagged result of the
strengthening of the dollar in 1989. The trade deficits of
France and Italy are expected to increase by similar amounts,
owing in part to the strengthening of their currencies against
the dollar. In the United Kingdom, slower growth of GNP is
expected to reduce the trade deficit by about $10 billion in
1990. Canada’s trade surplus is expected to increase by $4-5
billion per year in 1990 and 1991 owing to its slowing
growth, on the one hand, and expanded exports to the United
States on the other. Japan's trade surplus is expected to fall
from $75 billion in 1989 to about $68 billion in 1990 and
1991, In the Federal Republic of Germany, little change is
expected in its trade surplus of about $80 billion. However,
its surplus vis-a-vis the German Democratic Republic is ex-
pected to increase by $4 billion in 1990 and an additional $7
billion in 1991, with corresponding reductions with the rest
of the world. Among the newly industrializing economies of
Asia, the trade surpluses of the Republic of Korea and Tai-
wan Province of China are expected to decline by about $4
billion and $2.5 billion, respectively, in 1990, with little fur-
ther change expected in 1991

Financing these imbalances is not expected to pose a prob-
lem in the immediate future. Recently, interest rate differen-
tials favouring the dollar over the yen and the deutsche mark
disappeared (or have even been reversed when account is
taken of expected trends in exchange rates). The smaller
flows from the Federal Republic of Germany and Japan ex-
pected in 1990 are, however, likely to be just about offset by
sustained flows from West Asian oil-exporting countries and
by increased capital flows from Canada. These flows are
likely to be transitory, however, and it remains uncertain
whether capital will continue to flow towards the United
States in the medium term without further increases in inter-
est rates

Net capital flows to developing countries are expected to
increase siightly and to be accompanied by changes in their
composition. Increased lending by multilateral financial in-
stitutions and official bilateral sources are expected to result
in an increase in net transfers to sub-Saharan Africa in 1990
and 1991 In a number of heavily-indebted countries in Latin
America and the Caribbean, these same factors, plus interest
payments, debt-equity swaps and increases in other foreign
direct investment, are expected to result in a small increase in
net capital flows Recent increases in interest rates raised
mterest obligations, offsetting the benefits expected from the
reorganization of external debt. Net transfers from Latin
America and the Caribbean to the developed market econo-
mies are therefore expected to remain large. However, the
improved prospects for net capital flows are likely to be more
than offset by the slow-down in world demand for develop-
ing countries’ exports, at least for those heavily dependent
on primary commodities. Countries in that category, those
heavily burdened with debt and those restraining domestic
demand to dampen inflatior are all likely to experience
slower growth in 1990,

In South and East Asia, growth of GDP is expected to
decline to about 5.5 per cent in 1990 but to improve slightly
in 1991 . In most countries in the subregion, both increases in
domestic demand and exports are expected to weaken in
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1990. The challenges facing the newly industrializing econo-
mies, some resulting from the very success of their export-
oriented growth strategies, are expected to slow growth in
most of them. Their export growth is expected to decelerate
faster than domestic demand, with the latter playing a rela-
tively more important role as a determinant of overall growth
in the future. Growth in most other countries of South and
South-East Asia is also expected to slow down in 1990 but
will none the less remain high in some of them, such as Indo-
nesia, Malayasia and Thailand. India and Pakistan are both
expected to have a growth rate of about 5 per cent.

Restrictive monetary policies and other such measures are
expected to continue in China, Nevertheless, growth is ex-
pected to recover and approximate the official target of 5 per
cent in 1990, The Government’s sectoral priorities continue
to be agriculture and large and medium-sized industries pro-
ducing energy and key intermediate goods. Inflation is ex-
pected to decrease to 15 per cent in 1991, and the trade
deficit is expected to decline to $1.8 billion in 1991, with
exports growing at about 6 to 7 per cent per year, signifi-
cantly faster than imports.

In West Asia, output expansion is expected to accelerate
from the modest performance achieved in 1988 and 1989

Most developing countries in Latin America and the Car-
ibbean are expected to experience faster growth than in 1989
but, because of the anticipated recession in Brazil (forecast
to reduce GDP by more than 5 per cent in 1990}, the output
of the region is expected to decrease by | per cent in 1990
Growth in Africa is projected to remain in the region of 3 per
cent in 1990 and 1991. This implies at best a stagnation in
per capita output in the region until 1992

The outlook for Eastern Europe and the Soviet Union for
1990 is predicated essentially on two factors: the need to
pursue stabilization in some countries and the short-term
policy focus of those countries that still have to define the
nature of their future economic reform. During their present
transitional phase, the short-lerm growth prospects of these
countries are poor and highly uncertain . Output of the region
is likely to decline by at least 1 per cent in 1990; in 1991, the
decline is expected to stop, setting the stage [or stowly accel-
erating growth thereafter.

In the Soviet Union, the domestic economic problems are
such that, even with substantial growth in agriculture and
trade, domestic imbalances and bottle-necks are likely to de-
press economic activity. Averting a contraction, while at the
same time coming to grips with the worst of the cconomic
difficulties, would be a good performance. The scope for a
substantial injection from domestically produced consumer
goods and the potential benefits from the conversion of mili-
tary installations seem imited in the short term

Eastern Europe may experience a pronounced recession in
1990: in both the German Democratic Republic aad Poland,
output is expected to fall by at least 4 per cent. Even if the
region succeeds in weathering the worst of the reform and
adjustment requirements, growth is likely to be negative by
at least 2 per cent, depending on the output forgone as a
result of the stabilization efforts of the German Democratic
Republic, Hungary and Poland.






Chapter ITI

INTERNATIONAL TRADE

Qverview

Trends

The proposition that trade is an engine of growth seemed
amply confirmed in 1989 when the volame of world mer-
chandise trade, growing at 6.7 per cent, continued to lead the
expansion in the world economy. While this represented a
slow-down from the 9.0 per cent recorded in 1988, it none
the less marked the fifth consecutive year in which the in-
crease in world trade exceeded the increase in world output
(see figure IIT.1).

Despite this performance, there are some clouds on the
international trade horizon . These include growing concerns
about the proiiferation of bilateral trade arrangements, 4s
well ag about the formation of trading blecs and their even-
tual impact on the global trading system. Then, too, there is
apprehension about protectionism and the tendency for some
countries to substitute “managed trade™ for free trade. Ten-
stons are also mounting owing to difficulties in reaching

agreement on key agenda items of the Uruguay Round of

multilateral trade negotiations

Moreover, the average growth of exports cloaks large dif-
ferences beiween countries and regions. For example, the
export voiume of the industrial countries grew by 7.3 per
cent in 1989 Meanwhile the Eastern European economies
registered a decline of 1.3 per cent in their export volume.
Exports of the developing countries grew by about 7 per cent
but there was a very wide range of experience among coun-
tries: from 3 per cent in the countries of sub-Saharan Africa
to over Y per cent in the four newly mdustrializing Asian
cconomies, all of which continue to achieve grest economic
success with their export-fed growth strategies. '

In terms of value, world trade expanded nominally by
$532.6 billion in 1989, or 9.1 per cent, thus pushing the
value of both world exports and imports over the $3 trillion
mark for the first time (see table 1L 1) As recently as four
years ago, the value of world trade was hovering around the
$2 trillion level

Looking at the export side, developing countries suffered
only a modest decrease in their export revenues, as opposed
to the developed countries as a group, which faced a decline
from 14.2 per cent to 8.2 per cent. The Eastern European
countries and the Union of Soviet Socialist Republics regis-
tered a sharp drop in the growth of their exports in value
terms, from 5 2 per centto O 6 per cent

Price movements varied greatly, as seen in unit values.
Rising oil prices boosted export unit values of the encrgy
exporters by over 10 per cent in 1989, compared with a de-
cline of close to 10 per cent the previous year. For several
other developing countries, declining trends in some non-

1 IMF. Horid Econamic Cutlook. Spriag 1990, table 24
2 United Nations publication, Sales No E 89 It ¢ 1. chap 11
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fuel primary commodity prices, notably coffee and cocoa,
reinforced the effects of weak volume growth. Conversely,
price developments were favourable for cotton, tea and to-
bacco. For example, there was an almost 20 per cent increase
in the price of cotton. All in all, divergent trends in commod-
ity prices translated themselves into substantial differences
in export and impost performance among developing coun-
trics. Meanwhile, dollar export unit values for manufactures
only increased some 3 per cent in 1985, less than half than in
1988, so growth in value terms slowed down, even among
the dynamic exporters of manufactures in Asia.

While the prognosis is that in 1990 the growth of the vol-
ume and value of world trade will once again exceed the
growth of world output by a sizeable margin (5.9 and 8.8 per
cent versus 3.0 per cent), the longer-run outlook for world
trade will be heavily affected by policy decisions in the com-
ing months, The end of the year should see the scheduled
conclusion of the Uruguay Round of multilateral trade nego-
tiations. It should then be clearer whether the international
trading system will enjoy the fruits of further multilateral
liberalization or whether there will be increasing reliance on
bilateral arrangements, with some of the trade diversion that
this often implies. The year as a whole should shed light on
the effects of the Free Trade Agreement between Canada and
the United States and the transformation of a number of cen-
trally planned economies into more market-oriented ones.

Sources of prowth

The buoyancy of world trade over the past few years in
terms of both volume and value has been a surprise and re-
quires some explanation. As noted in the World Economic
Survey, 1989° rising incomes undoubtedly account for a
large part of the growth of trade, as do cheaper and improved
transport and communications networks. At the same time,
new growth poles have appeared. Thus, the Asia and Pacific
region has been leading the world in economic growth and in
that region consumer spending is soaring. Retail sales in
Hong Kong in May 1988 were 20 per cent higher than in May
1987 . Sales of cars and commercial vehicles rose 45 per cent
in Thailand between mid-1987 and mid-1988. Consumer
spending in India rose between 10 per cent and 20 per cent
from 1987 after rains broke a three-year drought. Over the
next few years, the global trading system may also see some
fall-out from the recent initiative in Japan to open up its mar-
kets to increased foreign imports. At the same time, the con-
sumerism of the United Stafes, together with ils taste for
foreign goods, has undoubtedly played a role in swelling
trade flows. The recent emergence of a number of trading
blocs may also have given an impetus to trade.



Figure lil.1. Trade and output, 1980-1989
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Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on

national and international data.

Table 1.1 World trade, 1980 and 1985-1990
(Percentage change over preceding year)

1980 1985 1986 1987 (988 1989 1990
Volume of world trade 05 38 435 53 9.0 67 59
Exports -0.8 37 52 57 89 6.5 61
Emports 18 39 37 49 91 68 56
Value of world teade
Exports -1 4 P4 103 17 4 136 89 91
Imports -5 I6 9.7 16 8 40 g2 86
Value of exports
World -1.4 1.4 10.3 174 136 89 o1
Developed countries ~2. 1 32 16 8 [70 14.2 82 a7
Developing countries
(iacluding China) -04 -2 6 -73 224 148 14.2 88
Eastern Europe and the USSR 12 -13 1.8 95 52 0.6 35
Eastern Europe -13 26 o8 90 83 20 54
USSR 38 -4 9 118 0o 2.2 -0.8 I3

Source: Department of Internationat Economic and Social Affairs of the United Nations Secretariat

& Preliminary estimate

52



The above review would suggest that trade elasticities have
actually grown over the past few years. An allernative hy-
pothesis is that the much-discussed relapse into protection-
ism has not really been all that serious and that trade
glasticities have not been reduced as much as was feared
That protectionist demands have increased since the mid-
1970s is not subject to debate. However, it has been argued
that such demands have been relatively ineffectual since
there are many ways in which exporters can get around trade
barriers and continue to increase their export earnings.?

Protectionism, however, affects only specific segments of
trade. Accordingly, unprotected trade flows may have grown
more than adequately to compensate for any declines due to
the imposition of new barriers.

Trading blocs

it was suggested above that the formation of trading blocs
may have been one factor in the growth of trade over the past
few years. Trading blocs do not necessarily create trade,
however, and a great deal of concern has been voiced over the
possible fragmentation of the trading system into such blocs
and the trade diversion that this might imply.

The conntries of the industrial world, apart from Japan, all
belong to one of four free trade groups: the European Com-
munity (EC), the European Free Trade Association (EFTA),
the United States-Canada Free Trade Agreement, and the
Australia-New Zealand Closer Economic Relations Agree-
ment. There is little question that the value of intra-bloc trade
of three of these groups during the period 1980-1988 has
substantially outperformed the growth of world trade (see
table JI1. 2). However, trade between regions has been as dy-
namic a force in world trade as trade within regions, North
American trade with Western Europe being the exception
(see table 1II.3). Secondly, while industrial countries have
fared well as regards intra-bloc trade, developing countries
have had less success. These issues are discussed at greater
length below. At this point, it suffices to note that regional
blocs—rather than being the leading edge of world trade
growth—may be but one manifestation of a broader interest
in foreign markets stimulated by the progressive integration
of naticnal markets into the global economy. From this per-
spective, the broad importance of multilateral trade liberali-
zation and the strengthening and extension of the multilateral
trading systems is evident, even for those pursuing regional
trading initiatives.

Trade flows and trade balances among country groups

Developed market economies

In 1989, the value of exports of the industrialized countries
expanded 7 .2 per cent; imports expanded 8.5 percent There
was a marked deterioration in the balance of trade of these
countries as a group. Moreover, large imbalances continue
among them, a factor which has shaped trade objectives and
accounts for some of the pressures toward unilateralism, bi-
lateralism, and “'results- oriented” trade policy.

Continuing the trend of 1988, the United States trade defi-
cit declined o $113 billion in 1989, its lowest level since
1984. This represented an [} per cent drop from the gap of
$127 billion in 1988, but for the sixth consecutive year the
deficit remained above $100 billion (see table 111 4).

In a global sense, the counterpart to the United States defi-
cil is found in the surpluses of the Federal Republic of Ger-
many and Japan Both of these declined in 1989, that of
Japan {rom $95 o $77 billion, or almost 19 per cent, and
that of the Federai Republic of Germany from $77 210 $74.6
billion. From a United States perspective, Japan increasingly
appeared to be the source of the United States trade problem.
The United States has virtually eliminated its trade deficit
with Europe and has reduced it considerably with other part-
ners. Japan's percentage of the United States trade deficit,
however, is on the rise

The persistence of this bilateral deficit has created a belief
in the United States that exchange rate changes and market
forces do not work when it comes to trade with Japan. But
United States exports to Japan during the period 1980-1988
increased at a greater pace, per annum, than United States
exports to the world, or 1o EC or EFTA ¢ However, since
United States imports from Japan in 1988 were over two and
a half times United States exports to that country, exports to
Japan have to grow more than two and a half times as fast as
imports to diminish the imbalance. Even twice as fast would
not suftice. This s a difficult assignment for United States
export performance and it is therefore not surprising that
some have looked to unilateral and bilateral solutions as an
casy fix.

This scarch for sclutions to United States export failures in
foreign countries has been termed a “‘crowbar” to pry open
closed markets. Others see it as tearing away at the concept
of multilateralism and threatening the GATT system itself.
Moreover, it has been pointed out that “you can’t pursue
trade balance goals through trade policy agreements” .’
More pertinent would be changes in American macro-eco-
nomic policy to raise the savings rate, deal with the budget
deficit and improve the competitiveness of the economy
Moreover, the rapid rise of new actors on the world trade
scene should prompt increased preoccupation among most

3 See. for oxumple, Jagdish Bhagwati, Proteciionism. (Cambridge. Massachusetts, MIT Press. 1988)
+ The annual avernge rate of growth of United States exports to the European Communily is 3 6 per cent; EFTA. 0 2 per cent; Canada. B 6 per

cent: Japan, 7 3 per cent; and the world, 4 3 per cent

3 Fred C Bergsten, Dircctor, Institste for Tnternational Eeanomics, Washington, DB C . as ciled in Bilateral Trade Agreements, Hearing before
the Subcommitiee on Imernational Trade of the Commitee on Finance. United States Senate, 13 March 1989 (Washington, D C . United

States Government Printing Office)



industrialized countries with technological changes and  response to this development lies not in negotiating new bi-
competitiveness. In the newly industrializing countries and  lateral trade agreements but in the active pursuit of “'innova-
Japan, trade performance is seen to be due to “created” tion policies™ .6

arati dvantage and many maintain that the correct . . . . .
comparative a & Y mainta Curing the United States trade deficit, which dominates

Table IT1.2.  Intra-bloc trade of some major trading blocs

Value of intra-bloc trade Share of world trade Share of intra-bloc
(miilions of doltars} {percentage} trade in bloe’s
(percentage) total trade
1980 1987 1988 1980 1987 1988 1980 1987 1988
ECa 355833 559 05 634 37¢ 178 225 225 336 58 8 59.8
.5
EFTA 17767 23665 25215 0.9 1o 09 153 4.8 4.2
(@.4)
United States-
Canada 75284 128 751 148 207 1B 52 52 26.7 379 353
(8.8)
Australia- 1627 2177 3163 01 g1 0.1 6.1 i 7.6
New Zealand 87
Centrally planned
economies of
Eastern Europe
and USSR 78 657 117700 126 459 19 47 45 501 5517 557
6 1)
Latin American
Integration
Association 10582 8 802 8438 06 04 03 138 12 935
33

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

Notes: Figures in parenthesis are annual average rates of growth, 1980-1988 Growth of world trade: 4.4 per cent
pet annum

o Prior 10 1986, excludes Portugal and Spain

Table I11.3.  Inter-bloc trade

Value of trade Share of worid trade
{billions of dollurs) (percentage)
1980 1988 1980 1988
North America {Canada and United
States)
with
Western Asia (Japan and other Asia) 49660 90 609 25 32
{7.8%)
Western Europe (deveioped market
cconomies of Europe)
with
Asia (Japan and other Asia} 36129 T 786 15 235
(11.2%)
North America (Canada and United
States)
with
Western Europe (developed market
econamies of Europe) 75323 90 174 38 32
2 3%)

Source: Department of International Economic and Social Affates, United Nations Secretariat

Notes: Figures in parenthesis are annual average rate of growth, 1980-88 Growth of world trade: 4 4 per
cent per annum.

& See, for example, Sylvia Ostry, Governmenis and Corporations in a Shrinking World. Trade and Innovation Policies in the United States,
Europe and Japan, (New York, Council on Foreign Relations Press, 1990)
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global trade policy at the present time, is also contingenton a
buoyant international economy that would enable the United
States to reduce its trade deficit by expanding exports rather
than reducing imports . Growth in the rest of the world, espe-
cially in developing countries, and an improved United
States trade situation are thus compatible and complemen-
tary objectives.

Developing countries

The value of exports of the developing countries as a whole
increased some $80 billion or 12 per cent in 1989, slightly
less than in the previous year The rate of expansion was
highest among energy exporters, which reflected stronger oil
prices, and lowest among energy importers.

Developing country imports grew 11 per cent in 1989 in
value terms. The fact that merchandise imports expanded
somewhat less than merchandise exports, together with an
improvement of over 4 per cent in their terms of trade, im-
plied a $12.1 billion improvement in the balance of trade of
the developing countries as a group (see table III.5). To the
extent that it reflects the emergence of a net negative transfer
of indebted countries, the swing from trade deficits to trade
surpluses in energy-importing developing countries shown
in the table is to be regarded not as a positive phenomenon
but as a disturbing one. The energy exporters (both surplus
and deficit) improved their trade balances, while the group of
four newly industrializing economies experienced a deterio-
ration in their trade balance, as did other energy importers as
a whole. The former is largely due to the shift in the Republic
of Korea’s trade balance in 1989 and the latter in large part to
the deterioration in the balance of trade of Brazil.

The composition of developing countries’ trade flows over
the past eight years has changed markedly. World trade, as a
whole, has veered towards manufactures, By 1988, manu-

factures accounted for three fourths of world exports in value
terms (see figure II1.2). This trend has been even more ex-
treme for non-~oil developing economies: in 1980, manufac-
tures accounted for 42 per cent of their exports; by 1988, the
proportion was 68 per cent.

Developing countries are not only exporting more manu-
factures, they are also exporting more and more sophisti-
cated manufactures. Thus, world exporis of chemicals,
machinery and transport equipment as a proportion of total
manufacturing exports increased from 58 per cent in 1980 to
61 per cent in 1988. For developing market economies, ex-
cluding members of the Organization of the Petroleum Ex-
porting Countries (OPEC), the share increased from 33 per
cent to 43 per cent of their total manufacturing exports.”

This increase in exports of sophisticated manufactures
from a number of developing countries has created what has
been termed a “‘double squeeze™ for industrialized econo-
mies.® The older, labour-intensive industries face competi-
tion from newly exporting economies, such as Malaysia and
Thailand, as well as from some newly industrializing coun-
tries, such as Brazil. At the same time, however, the newer,
high-technology industries face competition from Japan and
more advanced newly industrializing countries as well. In
this atmosphere calls for protectionism become louder and
trade policy has begun to respond to these calls

Eastern Earope and the Soviet Union

In 1989, the foreign trade and payments of Eastern Europe
and the Soviet Union changed suddenly. Import volumes for
some countries, particularly the Soviet Union, increased
considerably faster than export volumes, owing largely to the
felt need in the latter half of the year to relax import con-
siraints. The result was a marked deterioriation in the cur-
rent account.

Table {11.4. Developed market economies: trade balance®, 1980-1989
{RBillions of dollars)

1980 1981 1682 1983 1984 1985 1986 1987 1988 1989h
All deveioped market cconomies 700 314 245 2272 =467 -383 -30 -22 0 -3 4 -29 7
Seven major industrialized

countriest =333 -0 67 -120 466 -39 1 13 -102 99 -85
Federal Repubtic of

Germany 79 i53 40 W06 216 272 540 680 172 46

fapan 24 00 18 1 33 44 3 5640 928 96 4 9540 71

United States -255 -280 -364 -671 -1125 122t ~i351 1595 12712 ~-1132
Other developed market

cconomics =365 -313 -232 -i02 -1 08 -4 3 ~i1 8 -133 -21.2

Source: Departsment of International Economic and Sociai Affairs of the United Nations Seeretariat

a Onanfob basis
Preliminary {based. it part. on Secretariat estimates)

Canada. France. Federal Republic of Germany. Raly. Japun. United Kingdom and United States

7 Monthiy Bulletin of Statistics. vol. XLV, No 5 (May 1990). special wale C
B Jupdish Bhagwati. “United States trade policy at the cross-ronds™ . (draft)
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Figure IlI. 2.  Composition of exports, 1980 and 1988
{Millions of dollars, current prices)

World
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Table 1I1.5. Developing countries: trade balance,* 1980-1989

(Billions of dollars)

FOB0 Hh] 1982 1983 1984 1985 1986 187 1988 1989

Ail developing countrics 1125 64 3 333 335 63.8 379 39 50 4 35.5 47 6
Surpius-cnergy exponiers 146G 8 106 ¢ 6.6 34 8 360 3.6 100 245 158 376
Deficit-cnergy exporters 323 116 9.8 239 53 347 96 36 104 17.1
Encrgy-importing countries -878 =507 -45 6 =292 ~75 -5 43 36 199 1.3
Newly industrializing cconomies -92 -9 -7 4 -2 5 66 88 90 252 225 16t
China -2 8 17 4.2 20 g0 -131 -9 -7 -513 -4 2

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

@ Onanfob basis.

Many of these developments arose because of newly em-
erging policy considerations. However, the dilemmas faced
by most Eastern European policy makers differed considera-
bly from those with which the Soviet Union had to come to
grips, owing to divergent developments in the terms of trade
and growing domestic supply problems. Whereas the terms
of trade of the Soviet Union continued to deteriorate, mainy
on account of an unfavourable adjustment in intra-CMFEA
prices, Eastern Europe benefited from continued improved
terms of trade

Because of these differing movements in the terms of
trade, growing difficulties with national economic reform
agendas, particularly in the Soviet Union, lack of agreement
on how to proceed with CMEA cconomic reform and in-
creasing divergences among economic mechanisms in the
European members of CMEA, intra-group trade and pay-
ments refations came under rapidly increasing strain during
the course of the year. These problems had negative reper-
cussions on the volumes of intra-group trade that couniries
were willing or able to sustain  As a result, what should have
been a year of celebration around the fortieth anniversary of
CMEA turned out to be a watershed in CMEA relations.’ By
late 1989, several policy makers in Eastern Europe were
calling if not for the abolition of the CMEA at least for major
revisions in traditional integration policies, institutions and
policy instruments.

The trade balance for Eastern Europe and the Soviet Union
combined deteriorated by at least $11.5 billion in 1989 (sec
table 11.6). The bulk of the overall deterioration was in-
curred vis-a-vis convertible currency partners. In large part,
it was due to a decline of roughly %9 billion in the the Soviet
Union's balance, which fell from an estimated surplus of
some $3.4 billion in 1988 to a deficit of approximately $5.4
billion in 1989, spread over all major partner country group-
ings

Eastern Europe's trade surplus with the world declined
some 30 per cent, from $9.2 bitlion in 1988 10 $6 2 billion in

1989, reflecting changes vis-g-vis other planned cconamies
and developing countries. The largest deteriorations were
sustained by Bulgaria, Hungary and Poland

In CMEA relations, several Eastern European countries
{including the German Democratic Republic, Hungary and
Poland) took special measures to curb exports in order to
stave off the accumulation of surpluses in transferable rou-
bles." In addition to the impact of Eastern Europe’s terms-
of-trade gains vis-a-vis the Soviet Union, CMEA export
opportunities were constrained by below-plan exports of the
Soviet Union. Thus, Sovict exports to sacialist countries—
here taken as a proxy for CMFEA trade—stagnated . Import
volume decreased by perhaps 4 per cent but this was insuffi-
cient to avoid a trade deficit of $6.5 billion with respect to
Eastern Europe . The counterpart was Eastern European sur-
pluses Efforts by some Eastern European countries to re-
duce exports to the Soviet Usnion were, on the whole,
successful.

External payments constraints were largely responsible for
the weak trade performance with non-CMEA partaers. Im-
ports from such countries rose for both Eastern Europe and
the Soviet Union, in most cases as u consequence of the de-
liberate decision by mid-year to improve domestic supplies
As a result, the trade balance of the Soviet Union showed a
$9 billion wrn-around and became negative o the tune of
about $5 4 billion. Matters were less dramatic in Fastern
Europe’s relations with third partics The trade surplus with
developed market economies deteriorated marginally to
some $1 3 billion in 1989, but this was largely on account of
the sizeable trade surplus ($3 billion) maintained by Roma-
nia. In relations with developing countries. the trade surplus
deteriorated by about $1 3 billion

Volume changes for Eastern Europe and the Soviet Union
lagged considerably behind the 7 per cent growth raie of
world trade in 1989 Export volumes for Eastern Europe
may have contracted by perhaps 3 per cent; for the Soviet
Union, they stagnated . Impons into Eastern Europe con-

? For a broad review of these efforts, see Economic reform and integration in centrally planned economies”. Horld Economic Survey 1984

{United Nations publication. Sales No E 89 1T ¢ 1). chap Vi
10

Because such surpluses cannot be mobilized in the sher run. they 1n fact assount to involuntary loans i o rate of return that cannot be imputed

to the lender Settlements in CMEA are osteasibly multifiteral through accounts managed by the isternativnal Bank for Economic
Co-operation {IBEC) in Moscow  Interest earned i a claim of the serplus country on IBEC, not en any ane deficit country in particular 131:C
itsell is not involved in the bilaterad rade negotiations, which is one of the reasons for the problematic " worth™ of inteross eATRings on trans-.

ferable rouble accounts
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Table 11 6. Eastern Europe and the Soviet Union:
trade balance, 1980 and 1987-1989

(Billions of dollars)

1980 1987 1988 1989

Eastern Europe

World 58 43 92 62

Entra-group® -18 08 4.9 34

Developed market cconomics -38 P2 1.4 £3

Developing couatries 0.2 23 29 I 6
Soviet Uniaa

World 8.0 117 34 =54

Intra-proup® 4.1 37 01 <30

Developed market economies 0.2 4.5 27 -6 5

Beveloping countries 37 735 6.0 42
Totat

World 22 160 12.6 a8

Intra-group® 23 4.6 50 4.3

Developed market economies 3.6 17 -1.3 5.2

Peveloping countries 3.5 93 89 517

Source: Department of International Economic and Social Affairs of the United Nations Secretariat
4 China, Eastern Europe, HSSR, Viet Nam and Asian planned economies

tracted slightly (about | per cent), but those for the Soviet
Union rose very substantially (about 7 per cent}, more be-
cause of the urgency of easing the rapidly growing supply
crisis in the Soviet Union through imports, particularly of
foodstuffs and consumer mamifactures, than to underlying
economic strengths.

Intra-group trade stagnated. There was a decline in it$ vol-
ume of about 1 per cent, according to preliminary estimates,
Eastern Europe’s exports contracted by about 5 per cent,
while imports stagnated, largely on account of Czechoslova-
kia and Romania, as all other members of the group reported
cut-backs in import volumes in 1989,

Frade with market cconomies showed a diverse perform-
ance. Bulgaria and Romania reported sharply contracting ex-
port and import volumes, exports contracting more than
imports. Soviet imports from market economies rose by 23
per cent. Other countries reporied gains for both exports and
imports, with import growth from market economies
stronger than export growth for all but Czechoslovakia.

There were no spectacular changes in average trade prices.
Even in the case of the Soviet Union, whose prices in CMEA
trade were being further adjusted to the average lower world
prices of the preceding five years'', the deterioration in the
terms of trade of some 5 per cent was almost completely
offset by gains in the terms of trade with market economies.
On balance, the Soviet Union’s terms of trade may have de-
clined by perhaps 1-2 per cent. Eastern Europe’s terms of
trade improved vis-d-vis both socialist countries (some 4 per
cent) and market economies (perhaps 2 per cent), for a net
gain of about 3 per cent,

As a result of the developments of late 1989 and early
1990, the relationship of the countries of Eastern Europe and
the Soviet Union with various international organizations has
been changing dramaticaily. Thus, most Eastern European
countries have signed trade and co-operation agreements
with the European Community and would like to broaden
them into formal associations which they hope will in due
coutse enable them to work out a “normalized” status within
the framework of European economic integration. For exam-
ple, in December 1989, the Soviet Union and the 12-nation
European Community signed an agreement on a 10-year
trade pact. Similarly, the end of 1989 saw the revival of the
United States-USSR Joint Commercial Commission, a body
set up in 1972 to foster trade links between the two countries
and suspended in 1975. Meanwhile, several countries—no-
tably Hungary—are exploring some association status with
EFTA.

As regards relations with global economic organizations,
all countries of Eastern Europe and the Soviet Union will
soon enjoy some association with the General Agreement on
Tariffs and Trade (GATT). The German Democratic Repub-
lic has asked for observer status and the Soviet Union was
granted observer status in mid-May. Bulgaria’s request for
accession, earlier placed in limbo, is now being activated.
Czechoslovakia, as a dormant contracting party, and Poland
and Romania, as “special” parties, are secking a reassess-
ment of their actual and potential role in GATT.

Bulgaria and Czechoslovakia have requested accession to
the World Bank and the International Monetary Fund. It is
expected that these requests will soon be processed and that

1Ly accordance with the formula for computing CMEA trade reference prices, world market prices (WMPs) of 1984-1588 were to be the key
guide in the negotiations of actual 1989 transaction prices. For exporters of fuels, in particular, this implied a further funnelling through of the

decline in WMPs of the mid-1980s into CMEA relations
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Box IF1.1. An option for reforming the CMEA trade régime

A three-phased approach to reforming the CMEA trade
régime could be considered. At the core is the question of
how to ensure that domestic economic decision-making, es-
pecially in the micro-economic sphere, will not be overbur-
dened by the administrative commercial regulations so
pervasive in CMEA relations In the short run, central au-
thorities that have signed commitments as part of formal
trade and payments agreements may feel compelied to abide
by them. To do so, ex post subsidies and taxes need to be
instituted to ensure that the transition to competitive pricing,
including the introduction of world market prices, is not ob-
structed. Differences between domestic and such artificial
CMEA prices must be absorbed by the central budget. There
may, as a result, be a net aggregate subsidy expenditure or
tax revenue, as in the erstwhile price-equalization account in
the orthodox planned economy.”

The second step would be for each reforming CMEA
member to negotiate its sequence of trade and payments ar-
rangements as much as possible on the basis of micro-eco-
nomic efficiency criteria, by a rational pattern of resource
allocation. Trade obligations adopted for “reasons of state”
should be subsidized or taxed, as the case may be, from the
general budget. Regarding the bulk of trade, however, gov-
ernment negotiators must ensure that trade commitments are
economically rational.

The final step consists of reforming basic CMEA eco-
nomic relations. The growing sentiment for CMEA-wide re-
form shouid be exploited, even by countries whose
economies continue to be overwhelmingly oriented towards
central planning. Direct enterprise relations across borders
should be encouraged, even in the absence of market pricing,
provided no quantum limitations are imposed.

Hungary and Poland have already commitied themselves
to radical economic reform. Czechoslovakia has committed
itself to a similar course over the next several years. Circum-
stances will require that the German Democratic Republic
do likewise, although economic merging with the Federal
Republic of Germany will usher in its own problems. Rela-
tions among these countries could increasingly be based on
simple market relations conducted by enterprises guided by

the profit motive, provided that a solution can be found for
the imbalances likely to emerge.

There are possibilities of tiered integration in CMEA.
CMEA countries would stand to gain from pursuing their
own infegration, perhaps through a customs union, as an in-
tegral component of the reform process. The economic mer-
its of such a union, which could be called the Central
European economic union, are straightforward." The mem-
ber countries would essentially trade manufactures. Most-
favoured-nation tariffs on this trade are fairly high (on
average at least 20-25 per cent). Relations with the German
Democratic Republic could soon become subject to the Eu-
ropean Community’s external tariff, which on average is
low, but not for many products of direct interest to the Cen-
tral European countries, which encumbers some of the tradi-
tional flows among them.

Ample room remains for building up-scale economies in
products that are not at present easily marketed outside
CMEA, though not because of inferior quality. Effective re-
gional specialization would enable these countries to main-
tain fairly buoyant levels of trade, while they restructure their
own economies to reflect both intra-group and world de-
mand requirements,

A Central European economic union would primarily be
trade-creating if altowed to function on the basis of market-
type economic relations among autonomous firms (see box
II1.2). The economic structures of these countries are mostly
competitive, rather than complementary, and there is scope
for substantial economies of scale. Apart from these gains,
an economic union in Central Europe would strengthen the
market orientation of these economies and enable them to
undertake structural adjustments in a more orderly fashion
and at a lower cost than if such adaptations were forced upon
them through direct competition with world markets. More-
over, such subregional co-operation would elicit considera-
ble support on the part of Western European economies as it
would not be seen as an aliernative to joining ““Europe’.
Rather, its usefulness would derive from its potential to facil-
itate the transition, both in terms of the time required and the
costs incurred, towards the full integration of CMEA into the
world economy.

4 For details on how this worked., see Borld Economic Survey. 1989 (United Nations publication, Sales No E 88 I1 C 1), chap. VI

b Since the late ningteenth censury, some such Ceniral Evropean integration scheme has been proposed from fime 1o time, usuadly in the
context of far-reaching political aspirations  The designation used here is meant 1o be purely geographical




the two countries will join both institutions, Romania, whose
position in these two organizations has been dormant since
late 1984, is expected to revive its active participation in
both. This would leave only the German Democratic Repub-
lic and the Soviet Union outside the Bank and the Fund. Both
countries have been exploring channels of association.

All of these formal changes should be seen in the context of

the desire of the majority of CMEA countries to deepen their
involvement in global commercial, financial and monetary
networks, as well as in the major integration movements in
Europe.

Three broad developments are likely to determine trade
and payments developments in Eastern Europe and the So-

viet Union. The first stems from the unsettled nature of

CMEA, the second derives from the continuing constraints
arising from convertible currency debt. Finally, the buoy-

ancy of East-West trade will in large measure be a function of
the degree to which the efforts of the developed market econ-
omies to provide assistance to reforming countries will in-
deed materialize.

The de facte disintegration of CMEA, not only as a re-
gional economic organization but also as a framework for
clearing trade and payments by unorthodox means, is likely
to hamper regional economic integration in the short run.

In an effort to check the build-up of transferable rouble
balances, some countries have sought to place their trade on
a hard currency basis (see chap. IV} or redirect their trade to
hard currency markets. The forceful compression of trade
with what used to be the transferable rouble area will exert
negative effects on capacity utilization, employment and the
profitability of many export-oriented branches.

Commeodities

Medium-term commodity price outlook

Primary commodities continue to be the economic main-
stay of a fair namber of developing countries. It is thus a
matter of no little consequence that the overall index of dollar
prices of non-fuel commeodities showed no increase for 1989
over the 1988 level and, given current expectations, may reg-
ister a 5 per cent decline in 1990 relative to the 1989 value.”
In contrast to the situation in 1988, when a large number of
developing countries enjoyed an increase in their primary
export prices quarter-by-quarter, the combined dollar index
of non-fuel commodity prices fell steadily during the course
of 1983, so that in the fourth quarter the index was over 6 per
cent lower than in the first quarter. Nor does this trend ap-
pear to be abating if the first three months of 1990 are any
indication: the combined index for the first quarter of the
year is likely to be more than 12 per cent lower than the
corresponding figure for the first quarter of 1989

The combined index incorporates a variety of primary
commodities, which did not behave similarly during the
course of 1989 (see figure I11.3) The index of food commod-
ity prices increased almost 6 per cent, and is expected to
grow roughly 2.5 per cent in 1990. Despite what appears to
be a gradual decline in the growth of world consumption of
agricultural raw materials since 1987, the overall price index
for these commodities held firm in 1989 and may well in-
crease 2—2 .5 per cent in 1990 At the other end of the spec-
trum, and more fypically, the prices of (1) beverages, (2)
vegetable oilseeds and oils, and (3) minerals either declined
{beverages and oils) or held steady (minerals). Moreover, all
three are expected to show considerable price declines in
1990 (by 19, 13 and 17 per cent, respectively.)?

Beverages and minerals are, of course, completely dispar-
ate commodities. None the less, the price behaviour of both
is representative of the dilemma facing primary commodity

2 Based on estismtes as of March 1990
13 Aggregates of UNCTAD Manthiy Commadity Price Butletin
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producers since supply factors and slack demand have in
both cases affected their prices,

Beverages: coffee and cocoa

International prices for coffee and cocoa remained de-
pressed for much of the 1980s; only briefly, in 1986 for ex-
ample, did prices recover from their secular decline.
Structural rather than cyclical factors were responsible for
this persistent fall. During the commeodity boom of the mid-
to-late 1970s, traditional as well as potential producers were
stimulated to increase production by expanding crop areas
and developing new and efficient breeds. As trees began to
mature and bear fruit seven to nine years later, supply sur-
passed demand substantially, creating a ghut. When the mar-
ket was awash with supply, demand stagnated, not because of
lagging growth in importing countries, but because con-
sumption was inelastic. In addition, some countries released
previously built-up stocks. Others endeavoured to produce
more in order to maintain their revenues as prices fell, which
only depressed prices further.

Coffee prices were thus at a 14-year low at the end of
1989, reaching their lowest levels in real terms since the
1930s. Cocoa prices are at their lowest point in real terms
since 1945, Beverage prices in general will be over 30 per
cent lower in the first quarter of 1990 compared with the first
quarter of 1988,

The short-term outlook does not suggest an upturn soon.
For example, prospects for a return to International Coffee
Agreement export quotas are not bright and much depends
on the position of Brazil as the main supplier and the United
Stares as the main consumer. Given existing production poli-
cies in major producing countries, as well as the dumping of
heavy supplies on the world market by heavily indebted West
African countries, excess supply is likely to persist. There is
little prospect of consumption rising, partly because of the




Figure IH.3  Non-fuel commodity
price indices, 1980-1989
(1985==100)
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slower growth expecied in world economic activity in 1990
and partly because of recent changes in market sharing ar-
rangements "

However, it will be rather difficult in the short term to cut
production in the hope of propping up prices, since producer

countries~-in dire need of foreign exchange carnings not
only to pay for essential imports but to service their debts~
find it difficult to abide by the terms of producer agreements.
Moreover, reducing production would add to an already high
rate of unemployment. In the long run, though, production is
likely to be reduced and even abandoned by some countries,
forcing farmers to shift to other crops, as has already hap-
pened in Madagascar and Rwanda.

Minerals

Consumption of all base metals feil sharply in the second
half of 1989 after 6 years of fairly sustained levels. This was
targely attributable to reduced industrial activity in the
United States, as well as to increased supplies, though there
were some upward price spikes due to supply shocks—for
exampie, problems at a large copper mine in Chile.

The consumption of aluminium, copper, nickel and zinc
reached all-time peaks in 1987 and 1988 thanks to the recov-
ery in industrial production in the major market economics
since 1982, particularly in the United States and Japan. The
positive influences on the world’s mineral markets were due
to the resurpence in construction activity, consumer spend-
ing, and capital investment in the major metal-consuming
countries.

In developing countries during the same period, patterns
of consumption were uneven. Some Scuth-East Asian coun-
iries attained considerable growth rates and became substan-
tial consumers of metals. In Latin America, Brazil, Chile
and Peru increased their metal consumption China became
a substantial importer of aluminium, copper {concenirated
and refined) and zinc during the period 1983-1985

Although consumption grew steadily from 1982 onwards,
the existence of large stocks of refined metals served at first
to stabilize and even depress prices. Eventually, however,
producer stocks were drawn down  In the absence of sub-
stantial excess capacity, this fed to the increases in metal
prices in 1987 and 1988.

These price gaing continued into at least the first half of
1989, reflecting a slight tightness of supply and providing a
fairly comfortable situation for producers, who gradually in-
creased produoction levels However, the subsequent slow-
down in the growth of industrial production, especially in
Japan and the United States, coupled with an expansion in
production, led to a 23 per cent deeline in metal and mineral
prices (in dollar terms, on an average annual basis) This
drop reflected steep declines in three minerals: nickel (48 per
cent), aluminium (34 per cent) and copper (31 per cent) ¥

The price declines continued into January and February
1990, as recorded on & monthly basis Large price increases
in March at Teast momentarily arrested the period of declin-
ing prices that had begun in mid-1989 ' Metal prices in

15 Some African countries, Etsiopia and Madagascar. for example, are losing the barter partners in CMEA

15 fMF Survev, T May 1990
16 fbid
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March rose 11 per cent, following a cumulative decline of 15
per cent from August 1989 to February 1990. The sharpest
increases were for lead (36 per cent), nickel (33 per cent),
zinc (15 per cent), copper (11 per cent) and aluminium (8 per
cent). None the less, prices as of March 1990 were stifl well
below their corresponding levels in March 19897

The longer-run prognosis is that new and advanced materi-
als will be developed, especially materials which are
cheaper, more efficient and more corrosion-resistant than
existing ones. These could be mineral substitutes, such as
plastics, or new alloys using more exotic minerals. In either
case, the implication is a shift in demand.

Policy dilemmas and failed solutions

The policy predicament facing primary product pro-
ducers—namely, the low price elasticity of demand for their
product-—is ilustrated by the situation of mineral producers.
As figure II1.4 shows, while the volume of exports in-
creased in most years of the 1980s, the value of exports has
risen and fallen, largely following changes in export prices,
In 1990, while exports will continue to increase in volume,
their value is expected to drop 4 per cent.

Producer countries have looked to commodity agreements
to stabilize export prices, or to compensatory financing to
offset export losses. However, international commodity
agreements have been disappointing.

The sixth five-year International Tin Agreement, which
came into force in 1982, used buffer stocks and export con-
trols to maintain prices between a prescribed floor and ceil-
ing. It was long deemed a successful arrangement. However,
itcollapsed in 1986 as a result of oversupply and the financial
impossibility of adding to ever-growing buffer stocks. The
Tin Council went bankrupt because its operations in futures
failed when the market turned

As the tin market plunged, a new organization was
formed: the Association of Tin Producing Countries
(ATPC), which included all the former members except Bra-
zil and China. The group set out to organize a scheme, aimed
at limiting exports and bringing down the large stock over-
hangs. Brazil and China have to some extent followed ATPC
policies, which have succeeded in reducing stocks and rais-
ing prices, helped by rising demand, especially in 1989 But
the production of tin has also increased and the market today
faces great uncertainty regarding futare prices.

The International Rubber Agreement of 1979, which was
the first international agreement concluded under the Inte-
grated Programme for Commodities, entered into force in
1982 '8 A successor agreement was reached in 1987 and en-
tered into force on 29 December 1988, after long and diffi-
cult negotiations. The new agreement has broad support
from the Governments invoived. The agreement covers a
large portion of the parties concerned, some 90 per cent of

exporters and 70 per cent of importers, and is thus a major
achievement among consumer-producer agreements. Today
price adjustment is semi-automatic, and stabilization is
achieved in line with longer market trends. Though it has
been successful in stabilizing prices, many producers have
called for stronger price support.

The 41-member International Cocoa Organization failed
in September 1989 to agree on new price support measures.
The result was the lowest cocoa prices in 14 years. Disputes
about the floor price and new buffer stock limits were the
main causes. Yet, by the end of March 1990, the disputes
were partly resolved as all price support provisions were fro-
zen and the previous agreement was extended for two years.

The financing of the storage of the organization’s stockpile of

250,000 tons is not yet resolved. Under the new plan these
stocks would be frozen during the life of the agreement.

In a not wvnsimilar scenario, the International Coffee
Agreement—which has smoothed price and supply fluctua-
tions for the past 27 years—collapsed in July The organiza-
tion suspended export quotas and price controls. Prices
plunged some 50 per cent to reach a 14-year low by the end of
the year. However, in February 1990, talks had resumed
among seven [atin American coffee producers about a new
agreement on export controls,

One escape from some of these problems has been sought
in compensatory financing. However, drawings in 1989 un-
der the IMF Compensatory and Contingency Financing Fa-
cility assisted only three countries: Algeria, Jordan and
Mexico, with combined purchases amounting to SDR 808
million.

The European Community’s STABEX scheme is another
compensatory arrangement. Transfers to States members of
the Africa, Caribbean and Pacific {ACP) group from the
STABEX scheme to compensate for shortfalls in cocoa, cof-
fee and timber earnings amounted to $444 million in 1987
and covered only one third of ACP countries. Given the
downward spiral in prices, even a renewed STABEX agree-
ment for the 1990s under the fourth Lomé Convention will
be of little help because any increase will be too small in a
situation where all coffee and cocoa producing members of
ACP will want to draw on the facility.

Terms of trade effects

The old and acrimonious debate about whether there wasa
persistent and secular decline in the terms of trade of devel-
oping countries was largely based on the assumption that
they were essentially commodity producers. Today more
than half of the exports of developing countries are manufac-
tures, produced by a small number of rapidly industrializing
countries. The largest exports of commodities come from the
United States and some other industrialized countries.

7 A combination of strikes, production probiems and 2 fal! in some metal stocks led 10 market concerns over availability, putting upwared pres-

SUre On prices

ﬁ—pﬁmmgmwd Programme for Commodities, a scheme devised by UNCTAD, envisages international commodity agreements of the buffer
stock variety for cach of 10 1o 18 primary commodities. These individual agreements are linked 10 a “Cemmen Fund™ made up of contribu-

tiens from both producers and consumers
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Figure I11.4. Exports of mineral—exporting
developing countries: volume vs value
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Source: Depariment of Internationat Economic and Social Affairs of the United Nations Secretariat, bused on data
from the International Monctary Fund, Hérld Economic Ouilook

But the unexpectedly steep and persistent fall in commod-
ity prices in the 1980s has dealt a severe blow to the many
developing countries that rely almost exclusively on com-
modities for their export revenues. It should not be forgotten
that their losses have been gains to their customers. Many
industrialized countries, notably European countries and Ja-
pan, have benefited greatly from cheap commodities in the
1980s. Developing countries that export one or a few com-
modities also import others, especially as their industrializa-
tion picks up, and the newly industrializing countries have

benefited from the commodity price trends. Figure IH.5
shows the terms of trade of the major groups of developing
countries over the past decade. The terms of trade of the
newly industrializing countries did not actually change much
over the decade, whereas those of the 15 most heavily in-
debted countries declined continously. Over the course of the
decade, this latter group of countries, together with Africa
and the Middle East, have clearly lost ground. The terms of
trade of these groups have dropped anywhere from 25 per
cent to 50 per cent.

The uncertain future of multilateralism

The global trading system seems to be approaching a
cross-roads. On the one hand, there is a strong impetus 1o-
ward further liberalization. On the other, there is increasing
reliance on so-called “managed” trade and a “'results-ori-
ented” trade policy, and a growing inclination to seek bilat-
eral solutions to trade problems and to form trading blocs.

It is generally conceded that a liberal trade régime is supe-
rior to a highly restrictive one in terms of generating eco-

nomic efficiency and growth. Several rounds of multilateral
trade negotiations have succeeded in reducing tariff levels
subsmntiaiiyﬂ‘” At the same time, however, begianing in the
mid-1970s, there has been a proliferation of nen-tariff mea-
sures (NTMs) which shows few signs of waning. According
to one study, in 1987 non-tariff measures reduced world
commerce by about $330 billion, and the restrictive effects
of such measures in 1989 were estimated to be three or four
times as great as those of tariffs

¥ For example, to averages of under six per cent in Canada. Japan, the United States and Western Exrope
W Gary Hufbauer, “Beyond GATT", Foreign Policy, No 77, (Winter 1989-90)
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Figare lIF 5. Terms of trade of
setected country groupings, 1980-1989
(1980=100
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In 1989, there were new developments in “managed”
trade and bilateralism. The trade policy initiative which at-
tracted attention most was the inclusion of the “Super™ and
*Special” Section 301 provisions in the United States Omni-
bus Trade and Competitiveness Act of 1988.%

2t See Horld Economic Survey, chap. 11, for a further discussion of this Act

The Act enumerates several measures aimed at opening
foreign markets to United States exports. Section 301 stems
from previous trade legislation which reguired the enforce-
ment of those United States rights that emanate from trade
agreements and specifies the actions to be taken in response
to foreign trade practices judged pernicious to United States
exports.

Supplemented as of 1989 by “Super 301", the definition
of unfair trade practices has been expanded beyond individ-
val conunodities to include general patterns of trading beha-
viour, The Super 301 provision directs the United States
Trade Representative to identify priority practices, which, if
eliminated, would significantly increase United States ex-
ports, and priority countries, based on the number and per-
vasiveness of their trade barriers. Once a country has been
“cited”, the administration has 12-18 months {o negotiate
the removal of the barriers. If the talks are unsuccessful, the
Government can then levy tariffs of up to 100 per cent on
selected imports {rom the “offending” country In 989, Ja-
pan was cited for its refusal to buy United States commercial
satellites and super computers and for its barriers to Ameri-
can Jumber. India was named for restricting foreign invest-
ment and the operation of foreign-based insurance
companies, and Brazil for its import-licensing practices On
30 March 1989, the United States released its inventory of
global trade barriers, listing 35 countries and two regional
trading blocs which in its view maintained the most impor-
tant obstacles to American exports. Japan was accused of
maintaining the most barriers, followed by the European
Community, Canada, the Republic of Korea, Indiz and Bra-
zil The administration had until the end of April to designate
the countries and practices which would be given “priority™
in trade policy in 1990.%

The second arm of Section 301 is the “Special™ provision,
designed to enhance the Government’s ability to negotiate
improvements in foreign intellectnal property régimes. This
statute requires the United States Trade Representative to
identify foreign countries denying protection of intellectual
property rights and market access to United States firms re-
lying on such protection and to determine which of those are
“priority countries”, triggering a six-month investigation.
In 1989, significant progress was made in various negotia-
tions and no countries were identified under Special 301.
Rather, 25 countries were singled out for special attention,
17 of them being placed on a *Watch List” and the other 8 on
a “Priority Watch List™.

Activities in which one country unilaterally passes judge-
ment on the trade practices of other countries are not in con-
formity with the spirit of GATT. Another major example of
an attempt to resoive trade problems through bilateral chan-
nels is the United States “Structural Impediments Initia-
tive”, which was launched in July 1989 to seek fundamental
changes in the workings of the Japanese and United States
economies in order to reduce trade barriers. For its part, the

2 Inconunents before the Senate Finsnce Commitice towards the end of April, the United States Trade Representative secommended thit Japan
should not again be cited since it had *moved further this year than any other countyy™ in opening its markets to United States exports
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United States has verbally agreed to effect concrete eco-
nomic changes which would meet Japan’s demand for a res-
toration of United States competitiveness, for example by
bolstering savings and investment and improving education.
The quid pro guo consists of a Japanese pledpe to make it
easierﬂafor foreigners to invest in Japan and do business
there.™ .

Protectionism in the second half of the 19805

In the second half of the 1980s several developing coun-
tries liberalized their import régimes with the clear objective
of improving their development prospects, though trade bar-
riers in general ~mained high. Socialist countries intro-
duced market-oriented policy reforms and started to
decentralize their foreign trade management. The Uruguay
Round of multilateral trade negotiations of Muliilateral
Trade Negotiations was {itfully pursued. But protectionism
in developed market cconomy countries does not appear to
have abated significantly: non-tariff measures due to expire
in the period were generally renewed and new measures
were introduced

Trade frictions between members of the Organisation for
Economic Co-operation and Development {OECD) contin-
uwed and, in a number of instances, induced retaliatory
action. Agriculture remained a major source of tension, es-
pecially with regard to domestic support policies and the use
of export subsidies. Solutions to major trade problems con-
tinued to be worked out principally on a bilateral basis New
trade legislation——such as the United States Omnibus Trade
and Competitiveness Act of 1988—has been perceived as re-
inforcing this trend . In the European Comnuaily, new legis-
lation extended the scope of anti-dumping provisions
Anti-dumping and countervailing duty actions are some-
times used for protectionist purposes and as a remedy for
economic difliculties, including structural adjustment prob-
lems. Finally, throughout the 1980s there has been growing
recourse to voluntary export restraints (VERS),

The continued recourse to trade restrictions is unmistak-
able.™ For instance, during the period 1987-1989, Australia
and New Zealand negotiated VERs with the United States on
bovine meat in order to avoid import quotas  Australia intro-
duced a tariff quota on certain cheeses and Austria imposed a
quota on broken rice. The European Community extended
VERs on manioc with Thaifand and Indonesia and con-
cluded agreements with China on manioc and sweet pota-
toes, and with the German Democratic Republic on sheep
and goat meat. Dessert appies from the southern hemisphere
were made subject to surveillance, quotas, and temporary
suspension of imports . Canada exiended the supply manage-
ment programmes for manufactured milk and later for
broiler hatching eggs and chicks.

In textiles, still under the Multifibre Arrangement, which
timits third world exports of textiles and clothing to OECD
countries, the United States concluded agreements with pre-
viously unrestrained exporters. Canada concluded a bilateral
restraint agreement with the German Democratic Republic
on hosiery. In footwear, South Africa increased duties, while
France and Italy restricted imports from the Republic of Ko-
rea through voluntary export restraints and from Taiwan
Province of China through bilateral quotas.

in steel, the Buropean Community concluded a VER with
Venezuela, while the United States brought imports from
China and Trinidad and Tobago under the Steel Import Pro-
gramme . The United States also extended import relief mea-
sures on specialty steel Recently introduced VERs affecting
other industrial products are, for instance, the Orderly Mar-
keting Arrangements the United States concluded with
China concerning certain chemicals and with Japan and Tai-
wan Province of China concerning machine tools. The
United States has also resorted to tariff increases as a sanc-
tion against allegedly unfair trade practices by trading part-
Nners.

On the other hand, a nomber of non-tarifi measures were
eliminated during the second half of the 1980s In some
cases, Governments suspended national legislation under
which quantitative import restrictions had been maintained,
For instance, Australia lifted quaatitative restrictions on
sugar imports that had been justificd under the Sugar Agree-
ment Act and the Protocol of Provisional Application to the
General Agreement on Tariffs and Trade. A number of other
non-tariff measures which were liberalized had been chal-
lenged under the GATT dispute settlement mechanism . For
example, Japan continued to implement the market-opening
measures announced in 1988 and Sweden abolished quanti-
tative restrictions on imports of apples and pears. In some
instances, safeguard actions under article XIX of GATT
were allowed to lapse. Effective 1 December 1985, Canada
removed quantitative import restrictions {rom all categorics
of footwear execpt for certain footwear for women and girls
Remaining import controls were progressively relaxed and
totally phased out by November 1988

Certain States menmbers of the European Community elim-
inated quantitative restrictions on imports originating in Ja-
pan, with further climinations to be expected, until the
remaining hard-core national measures are dealt with in con-
aection with the completion of the single market at the end ot
1992. The European Community has afso decided to abolish
most of the quantitative restrictions on imports from Hun-
gary and Poland, effective [ January 1990 Sweden an-
nounced the removal of quantitative restrictions on Imports
of wxtiles and clothing, including bilateral agreements in the
framework of the Multifibre Arrangement, by 31 July 1991

23 Propesed measares include the epening of more supersmarkets and Jepartment stores. which tend to stock foreign gouds. as well as putting

more Government money isto housing and pubiic worky, which could then use foreign goods and services like those offered by American

construclion companies

24 For a st of border tratde measures which were introduced or renewed since the Uruguay Round of multilaterad triade negotiations was

faunched in Seprember 1986, see UNCTAD document TD/B/E240/Add | (December {989
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Finally, liberalization with respect to certain tropical prod-
ucts resuited from concessions in the context of the Uruguay
Round of multilateral trade negotiations.

Two indicators can be used to analyse non-tariff protec-
tionism: trade coverage ratios and frequency indices. The
first measures the value of imports affected by NTMs as a
share of all imports. The second indicator expresses the
number of trade flows covered by NTMs as a share of the
total number of trade flows. A profile of NTMs is con-
structed by computing these indicators for selected NTMs
and for specific groups of products and trading partners.
Trends in trade intervention are analysed by calculating these
indicators for a number of years, using the trade flows of a
fixed base year as a reference point. Table IIE.7, using the
first indicator, shows a 20 per cent increase in import cover-
age ratios, broadly measured, between 1981 and 1989, and
only a marginal increase in the same ratio narrowly mea-
sured, for a selected number of developed market economnies
and for all non-fuel products.

An analysis of the national trade policies of selected indus-
trialized countries shows that the 1986 trade caoverage of
NTMs, applied in 1989, amounted to some 23.4 per cent
which, in monetary terms, is the equivalent of some $205
billion, or $138 billion if only NTMs included in the narrow
definition are considered . In Japan, Switzerland and Swe-
den, NTMs were concentrated in agriculture. Conversely, in
Australia, Canada, the United States and New Zealand,
NTMs were principally applied to industrial products, In
most industrizlized economies, products covered by trade
policies and/or legislation with a strong sector-specific char-
acter accounted for a very large part of imports subject to
NTMs, particularly those falling under the narrow defini-
tion. This illustrates the concentration of managed trade in a
small number of product clusters, which ate often affected by
a number of overlapping NTMs.

New or proposed trade agreements in 1989

The year 1989 saw the signing of many bilateral and re-
gional economic agreements throughout the world. In Asia,
the Asian Pacific Economic Co-operation Forum was
formed, as were the Arab Maghreb Union and the Arab Co-
operation Council among the Arab countries. Progress was
made within the Furopean Community and other free trade
areas and the fourth Lomé Convention was signed at the end
of the year.

The work towards completing the European internal mar-
ket, with its deadline of 31 December 1992, is well under
way. The Commission of the European Communities trans-
mitted to the Council the final proposal on completing the
free movement of capital, goods, services and labour. By
March 1989, about half of the decisions enumerated in the
White Paper, which is the accepted schedule for the path
towards completion of the Common Market, had been

adopted or agreed upon. Among these are important strate-
gic decisions, such as the liberalization of capital move-
ments, which will be totally free by July 1990, mutual
recognition of diplomas of education, and the opening up of
public procurement to competitive bidding. However, the
harmonization of private income taxation and value-added
taxes is lagging, as are the efforts towards the free movement
of persons. These issues still require unanimity, while most
other issues decided by the European Parliament merely re-
quire a qualified majority. As internal frontiers are aban-
doned, the formalities conducted at external frontiers must
be valid throughout the Community, and member States can
no longer be free to intervene later on for further controls. In
the same vein, in order to ensure a united approach, efforts to
press ahead with a Community Customs Code proceeded.

Other vital areas of progress towards 1992 were the align-
ment of industrial technical standards and a move towards a
common policy on testing and centifying products. Discus-
sions have also been held by the European Community and
the United States on the issue of technical regulations and
industrial standards.*

However, important aspects of the Community's external
régime after 1992 have not yet been defined. Access to the
market could be limited if existing national quantitative re-
strictions were to be replaced by Community-wide restric-
tions. Special interests within the Community, particularly
in the automobile sector, are pressing for restrictive national
régimes to be adopted on a Community-wide basis. In this
event, barriers against the rest of the world may increase in
certain sectors, with adverse consequences for third country
exporters.

The more liberal the Community’s external régime after
1992, the greater the benefits to the Community and the rest
of the world. The substantial real income gains from the ex-
ternal market programme can be expected to increase the
demand for imports from the rest of the world if the Euro-
pean Community market remains free of discriminatory
treatment of foreign supplierts.

Current events in Eastern Europe have speeded up trade
negotiations between the European Community and almost
all of the Eastern European countries. In July, the Commu-
nity and Poland agreed on an economic co-operation and
trade pact. The pact, running over five years, is to phase out
European Community quotas on Polish industrial goods and
cut Community tariffs on selected farm products. The agree-
ment went farther than the one signed with Hungary in 1988,
partly because Poland’s economic difficulties and needs are
viewed as being greater. In December, a bilateral economic
co-operation and trade accord was signed with the Soviet
Union. The principal elements of the accord are the granting
of mutual most-favoured-nation status, and the elimination,
by 1995, of all quantitative restrictions on import quotas on
Soviet goods entering the Community.

3 The broad definition, unlike the aarrow, includes certain measures not considered non-tariff measures by some countries—such as

anti-dumping or countervailing actions

6 n 1988, the European Community accounted for some 23 per cent of United States exports
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Table I1.7.  Import coverage ratios of all selected non-tariff measures applied
by selected developed market economy countries on all products,
excluding fuels, 1981-1989

198} 1982 1983 1984 1985 1986 1987 1988 1989
Broad category? 19.4 19.9 201 202 208 220 27 220 234
Narrow category? 14 0 41 140 14 3 14.3 148 i50 144 143

Sonrce: UNCTAD, Trade Control Measures Information System.

Notes: Countries covered include Austria, Canada, European Community (10}, Finland, Japan, New

Zealand, Norway, Switzerland and the United States

Ratios have been computed using 1986 import wrade weights Computations were made at the tariff-line
leve! und results spgregated 1o relevant product group levels

& Including certain para-tariff measures, import deposits and surcharges, variable levies. anti-dumping
and countervailing actions. quantitative restrictions (including prohibitions, quotas, non-aulomatic
licensing. state monopolies, voluntary export restrains and resteaints under the Multifibre
Arrangement and simifar textile arrangements), import surveillance, autostic ticensing and price

comrol measures

Measures included in the “broad™ category less para-tarilf measures. import deposits and suscharges,

anti-dumping and countervailing sctions, sutomatic licensing and import surveillance measures

The Community has emphasized that 1992 will not result
in higher measures of external protection and that priority is
given to creating harmony between the Uruguay results and
the 1992 programme. Yet fears of a “fortress Europe™ exist
among many of the Community’s trading partners, based on
experiences of rules of “local content” and Community
banking laws. One such example is the internal guarrel over
Nissan cars made in the United Kingdom. The Nissan Cor-
poration of Japan wants such cars to pass into France above
and beyond the country’s quota on Japanese cars, to which
France argues that they have less than 80 per cent local con-
tent and should therefore be included in the quota.

The fourth Lomé Convention between the European Com-
munity and the ACP States was signed at the end of 1989,
after more than a year of negotiation. The new Convention
will run for 10 years rather than 5. The Convention is the
main channel for aid through the European Community to
the developing countries. Apart from its commitments to
provide development assistance through the Community,
which is only a modest part of the official development as-
sistance extended by Community members, bilaterally and
multilaterally, the fourth Convention provides improved ac-
cess to the Buropean market for some 40 ACP producss,
most importantly, veal, beef and rum. The arrangement al-
lows for extended fruit and vegetable access during the Com-
munity off-season. ACP manufactured exports already enjoy
duty free and quota free access to the European market, and
96 per cent of ACP agricultural produce enters duty free.

A key objective of the new Convention is to encourage the
production of high value-added products and their export
from ACP countries. The new Convention also places
greater emphasis than its predecessors did on the private sec-
tor in stimulating growth and diversifying ACP economies.

in the course of 1989, Turkey’s application for member-
ship in the European Community was rejected, as had been
long expected. The Community stressed the inappropriate-
ness of taking in any new members before 1992. Austria ap-
plied for membership in July, but negotiations on admittance
will not begin in earnest until after 1992
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Meanwhile the European Community has started negotia-
tions with EFTA on the prospect of 2 European Economic
Space (EES), EFTA is a group held together by its stress on
limited objectives. So far, it has aimed at being no more than
a free trade area and the idea of a customs union has been
dismissed from the start, as has the concept of eventual polit-
ical union. EFTA aims have been achieved in parallel with a
loss of members. With the departure of United Kingdom in
the early 1970s, the group’s influence declined significantly.
In the 1980s, Portugal also left to join the European Commu-
nity and Austria has applied to do the same. As the Commu-
nity hurries towards a single market, the EFTA economies
have thus conceded that they will have to sacrifice some inde-
pendence. The proposal is that in exchange for access to the
European Community market, EFTA countrics will accept
the “four freedoms™ or the movement of capital, goods,
services and people. These include Enropean Community
rules such as harmonization of industrial standards and open
public procurement. The European Community accepts that
EFTA need not be a party to the Common Agricultural Pol-
icy, the Community’s trade policy or the complete removal of
frontier controls. Much pulling and hauling is expected as to
which rules should apply. But the institutional arrangements
to govern EES are difficult. Joint decision-making would
mean changing the Community’s constitution which it is re-
luctant to do. The aim of negotiations is to implement EES by
31 December 1992, parallel to the completion of the internal
market.

The Bastern European countries are turning towards the
West to enhance their trade Poland and the Soviet Union
have signed agreements with the European Community; the
United States has granted Hungary most-favoured-nation sta-
tus and, together with the European Comimunity, has given
its support to Soviet observer status in GATT.

‘The United States agreed in 1989 to ease restrictions on
high-technology exports to the Eastern Europe and the So-
viet Union. The Co-ordinating Commitiee on Export Con-
trols, which handles the issue, consists of the countries of the
North Atlantic Treaty Organization {except Iceland), Japan



and Australia A far-reaching liberalization of sales of sec-
ond generation personal computers was agreed upon. Later
sales of some sophisticated telecommunication equipment
and more advanced main-frame and desk-top computers
were allowed to Poland and Hungary.

The private sector has been quick to sign deals with East-
ern Europe. The number of joint ventures, many of them
trade-related, had soared past 3,300 by the end of 1989, up
from 188 at the beginning of 1988. In Poland, joint ventures
are up from 13 to 400 over a period of 21 months. European
partners constitute a large majority, and approximately 50
per cent of the agreements are in manufacturing, mainly of
computers and office equipment. The increase is likely to be
even sharper in the years to come, leading to greater integra-
tion between Eastern and Western Europe.

The United States-Canada Free Trade Agreement is being
implemented according to schedule; an accelerated pace of
tariff removal has been suggested. If passed by the two Gov-
ernments, duties on another 400 products are to be elimi-
nated by April 1990 The Agreement programme, which
came into effect on [ January 1989, includes three different
check points for tariff reductions: 1 January 1989, 1 January
1993 and 1 January 1998, when the Agreement is to be fully
implemented.

Bilateral trade between Canada and the United States grew
by $30 billion, to $220 billion in 1989, making it the world’s
largest bilateral trade flow . United States direct investment in
Canada has doubled during the past two years. Attractive
social programmes combined with a comparatively well ed-
ucated workforce have led to this result. A favourable ex-
change rate has also had a positive effect. However, the most
controversial part of the agreement is yet to be resoived. Ne-
gotiations on export subsidies are to start in May of 1990 and
the issue is politically sensitive owing to disputes about
countervailing duties. In any case, the large volume of trade
already taking place between the two countries indicates that
substantial gains from trade are already being reaped, limit-
ing the scope for trade diversion. At the same time, the simi-
larity between the production structures of the two countries
raises the scope for trade creation. Each country will con-
tract the refatively inefficient segments of its industries and
benefit from previously unexploited economies of scale, par-
ticularly for Canada, whose market would increase 12-fold,
compared with an 8 per cent increase in the United States.

Whatever their size, the real income gains in both coun-
tries resulting from free trade can be expected to increase the
demand for imports from the rest of the world. This income
effect can be expected to offset losses incurred by third coun-
tries on account of trade diversion.

The Caribbean Basin Initiative (CBI}, which was launched
in 1984, provides for duty-free access to the United States
market for most goods produced in the 23 beneficiary coun-
tries. Excluded are textiles and apparel, petroleum, foot-

2V Caribbean Basin Repart. March 1990
W Caribbean Basin Mitiative, 1989 Guidebook

wear, flat goods (gloves, luggage, belts, wallets) and canned
tuna. The programme runs over 12 years, but legislation to
enhance it is at present being considered by the United States
Congress. The most significant feature of this proposed leg-
islation is the establishment of CBI as a permanent fixture.
The current programme aims at promoting economic devel-
opment through private sector initiatives and its goal is to
expand exports from Caribbean countries by diversifying
production and export bases. Although there has been a de-
cline in overall export earnings for CBI countries, the above-
mentioned goal is being met Trade between the United
States and the basin area is growing strongly. Imports to the
United States grew by 14 per cent, to $7 billion in 1989,
constituting 75 per cent of the area’s total exports, while cor-
responding United States exports grew by 20 per cent, to
$9.4 billion.”” Much of this growth is a reflection of increas-
ingly close trade ties rather than of strong economic growth
in the region.

The CBI programme also contains provisions for in-
creased United States economic assistance. Economic aid
has almost tripled since the programme’s implementation
and assistance efforts have focused on improving the busi-
ness climate to increase private investment. The result has
been more than $1.5 billion in new investment since 1983,
creating more than 100,000 new jobs **

The United States-Israel Free Trade Agreement intro-
duced in 1983, is well under way (it is scheduled for comple-
tion in 1995). Two categories of products remain covered by
tariffs, one category containing *‘import sensitive items”
amounting to 15 per cent of total bilateral trade ™ The Agree-
ment does not include primary products, that is farm, forest
or fishery products.

Increased economic co-operation has been achieved in re-
lations between the United States and Mexico. In 1989, the
United States agreed to give preferential treatment to 43
items on a list provided by Mexico, containing 63 itemns, and
promised not to restrict Mexico’s lucrative exports of car
parts. Much fine print is still to be agreed upon, but a boost
in Mexican sales to the United States seems certain. Mean-
while, in March 1990, the two Governments began prelimi-
nary discussions which could lead to a pact similar to the one
that, in 1989, eliminated trade barriers between the United
States and Canada. However, such an agreement, which
could pave the way for a North American common market, is
controversial in Mexico since keeping foreign competitors
out and subsidizing domestic production has long been a
keynote of Mexican economic policy. The obstacles which
must be overcome are formidable, including the issue of the
immigration of Mexican labour to the United States and the
question of United States ownership and exploitation of natu-
ral resources in Mexico.

In China, the increasing integration with other countries in
the Asia and Pacific region, which had resulted from rapid
economic growth and an open-door policy, was interrupted

¥ Processed tomato products, certain etegories of olives, deliydraled onions and gartic citrus fruit juices, Freshly cut roses. certain bromine

produceis, and certain gold jewellery
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Box TIL.2. Motives for regional integration

The thcory of economic integration pioneered by Viner*
shows that there is no general presumption about whether a
customs union or free trade area increases or reduces the real
income of member countries and the world. The outcome
depends on the balance of so-called trade creation—the sub-
stitution of low-cost partner imports for domestic produc-
tion—and trade diversion—the substitution of high-cost
partner imports for low-cost imports from third countries.
Even if trade creation outweighs trade diversion, the result-
ing increase in world trade may be at the expense of the effi-
cient allocation of world resources if trade diversion is
significant. The gains from integration are likely to be larg-
est (a) if barriers against third countries are low as there is
then little scope for trade diversion; (b) if the partner coun-
tries produce a similar range of products, as the scope for
trade creation will then be large and each partner will con-
tract its relatively inefficient industries and expand the effi-
cient ones; and (c) if the arrangement covers a large
proportion of world trade, as the probability that 2 third
country produces a large range of products more efficiently
than the partners is then small and therefore so is the scope
for trade diversion.

Subsequent contributions to the literature have demon-
strated that the effects of regional integration cannot be eval-
uated solely on the basis of their trade-creating and
trade-diverting effects. A trade-diverting customs union may
improve the welfare of member countries (although it misal-
locates world resources) if a customs union is viewed as &
mechanism for promoting industrialization through regional
import-substitution "

More recently, the analysis of the effects of preferential
trade arrangments has shifted away from those static consid-
erations to the dynamic effects of integration under an imper-
fect market structure. A number of empirical studies have
shown that the expansion of markets through regional inte-
gration may result in significant economies of scale for the
partner countries © Additional gains in efficiency may result
from greater competition among the partner countries.

Customs union theory was developed using preferential
tariff reductions as the starting point of the analysis. How-
ever, non-tarifl barriers have become a more important im-

pediment to trade than tariffs following successive rounds of

multilateral tariff reductions in the post-war period. Non-
tariff barriers to trade inchude different national standards,
Government procurement policies that favour domestic pro-
ducers, voluntary expost restrainls, and trade distorting sub-

sidies. In addition, anti-dumping, countervailing, and
safeguard measures are being used as tools of “‘administered
protection” *

Recent jntegration initiatives among industrial countries
aim at removing non-tariff barriers to trade. Gains in effi-
ciency through a reduction in market segmentation caused by
non-tariff barriers was the major reason for launching the
internal market programme in the European Community
The same is true of the United States-Canada Free Trade
Agreement, which was additionally motivated by Canada’s
interest to avoid “administered protection” in its trade with
the United States *

Impatience with the sfow and cumbersome process of mui-
tilateral negotiations has contributed to recent initiatives by
industrial countries to liberalize trade on a bilateral basis. It
is noteworthy that the bilateral discussions that led to the
United States-Canada Free Trade agreement were initiated
following the failure of the 1982 GATT Ministerial Meeting
to launch multilateral trade negotiations ' The main motivat-
ing force behind the trend towards regionalism in the indus-
trial countries thus appears to be the need to reduce
non-tariff barriers to trade and to diffuse trade tensions,
which is perceived to be easier to achieve on a regionai than
on a global basis. The expected gains are increased produc-
tive efficency through the achievement of economies of
scale, the adoption of cost-reducing technologies, and a re-
duction in market segmentation, which creates monopoly
rents and imposes administrative costs,

A different set of reasons secems to underly the trend 10-
wards preferential trading among developing countries. Tar-
iffs continue to be more important than non-tariff barriers in
these countries. The elimination of tariffs among a group of
partner countries is thus viewed as a means of achieving in-
dustrialization through regional import substitution by
“gwapping”’ markets for each other’s products. Regional in-
tegration among developing countries has also sometimes
aimed at economizing on foreign exchange by setting up
clearing accounts for intra-area trade. Such internal clearing
accounts exist for most regional trading groups among devel-
oping countries, including the Latin American Integration
Association, the Central American Common Market, and
the Caribbean Community. This objective also underiies re-
cent integration initiatives in Africa. Most recently, there has
been increased focus on opening markets in a broader way
and thus integrating members of preferential trading arrange-
ments into the global trading system.

4 1 Viner. The Ciestoms Union Issue, {1.ondon. Cuarnegie Endowment for International Peace, 1950)

b C A Cooper. and B.F Massell, “A new look

““Fawards a genezal theory of customs union for developing countries™

No 3. {une 1982). pp 452-460
e Departmem of Finance of Canada.
2123

at customs union theory ™, Econamic Journal. 1965, pp

242-247; and Cooper ard Massell,

. Journal of Political Econonr, vol 7311965y, pp 401-476
¢ D Coxand R G Harcs.  Trade. industrial policy and Canadian manufacturing”, (Toronto. Gntario Economic Council, 1984}
4§ M. Eiager, H.K. Hall and D, R Nelson. ~ The poitical economy of administered protection””, American Economic Review. vol 72

The Canada-United States Free Trade Agreement An Econontic Assessment, {Ottawa. 1988y, pp

f R M. Swern. PH Trezise and ] Wally. eds. Perypectives on @ United States-Canada Free Trade Agreement. {Washinpton. D C . The

Brookings Institution. 1987). p 4
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by the political events in June 1989 . As a result, China expe-
rienced the withdrawal of some foreign businesses and its
application to join GATT was put on hold.

Bat integration among the Asia and Pacific economies pro-
ceeded, and November 1989 saw the creation of the Asian
Pacific Economic Co-operation Forum (APEC). The region
is booming and the aim of APEC is to facilitate the flow of
trade in the region and at the same time campaign for freer
trade throughout the world. The initiative was launched by
Australia and at present includes 12 countries which together
account for more than half of world gross national product
and for 40 per cent of world exports: Australia, Canada,
Japan, New Zealand, Republic of Korea, the United States,
as well as the members of the Association of South-East
Asian Nations (ASEAN}—Brunei Darussalam, Indonesia,
Malaysia, the Philippines, Singapore and Thailand. In a joint
statement it was stressed that APEC was not intended to be a
restrictive trade bloc and it was anticipated that China, Hong
Kong and Taiwan Province of China would be future mem-
bers. The main conclusion was that the Asia and Pacific
countries should press their case at the ongoing Uruguay
Round of multilateral trade negotiations. This might be hard
to put into practice since the 12 member countries have very
different trade policies. Japan, the Republic of Korea and
Taiwan Province of China and for example, protect their
farmers from cheap food from Australia, New Zealand and
the United States but want to sell these countries their cars
and other consumer goods. Still, APEC may well become an
important new force on the global economic stage.

The Australia-New Zealand Closer Economic Relations
Agreement was signed in 1983, with the objectives of liber-
alizing trade between the two countries, strengthening their
relationship and improving their mutual efficiency and com-
petitiveness. The nature of the Agreement is now approach-
ing that of a free trade area. By 1 July 1990, all tariffs and
quotas are to be eliminated on goods originating within the
two countries and no anti-dumping actions will be allowed
on such goods. In addition, efforts are being made to elimi-
nate all export subsidies by the same date.

In the Arab world, two new economic trade entities were
formed in 1989. The Arab Maghreb Union proclaimed the
formation of a common market, a major goal of which is to
boost intra-Union trade by allowing free movement across
borders. But potential problems are seen in the diversity of
the economies, which range from the economically planned
systems of Algeria and the Libyan Arab Jamahiriya (although
both countries have recently instituted some free-market re-
forms), along with poverty-stricken Mauritania, to the more
open economies of Morocco and Tunisia. The Arab
Maghreb Union was modelled after the European Commu-
nity, and reportedly is aimed at meeting the challenge of the
unified European market planned for 1992 with a more inte-
grated North African market. Currently, Algeria, Tunisia
and Morocco, the most populous Maghreb States, conduct
two thirds of their total foreign trade with the European
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Community and only about 1.5 per cent with each other.™
Because it is based realistically on mutual economic bene-
fits, the Union may be more stable than previous political
unity pacts in the region.

Simuhtaneously, the leaders of Egypt, Iraq, Jordan and
Democratic Yemen signed an agreement creating another re-
gional common market, the Arab Co-operation Council.
This pact brings together countries with 2 combined GNP of
$100 billion, exports of $15 billion and imports of $30 bil-
lion. Its formation, along with the Arab Maghreb Union
means that there are now three Arab regional groupings, the
third being the six-member Gulf Co-operation Council
(GCC) established in 1981.

The agreement between the European Community and
GCC signed in June 1988, came into force on | January
1990. The agreement, which merely calls for economic co-
operation between the two groups, is to be followed by a
trade agreement. The proposal is for a free trade area, but
with three exceptions. The Community wants to protect its
petrochemical industry; the Gulf States want to protect their
fledgling industries; and provisions on agricultural trade are
demanded by the Community. Most Community exports
now enter the Gulf area virtually duty free, but the entry of
GCC petrochemicals is blocked by the Community’s quotas
and tariffs of 12-14 per cent.

As non-multilateral trade agreements (mukltilateral in the
GATT sense) proliferate, the long-term outcome is far from
clear. To begin with, free trade agreements hardly ever usher
in totally free trade. Sectors of products covered by tariffs
remain, as do non-tariff barriers.

In the above review, some of the exemptions have been
deliberately enumerated in order to show the great variety of
petty producer interests which, in many countries, prevail
over consumer interests. For the most part this is of little
concern, and the costs can be presumed to fall on the protec-
tionist countries themselves. Very different issues arise in
the context of major industries locked in global combat over
large traditional markets, such as automobiles, or the new
markets where technology rather than price is decisive. At
present, dynamic industries tend to be oriented towards the
conquest of world markets rather than the protection of a
limited domestic outlet. This creates an important constitu-
ency for free trade.

Progress in the Uruguay Round

In the 1980s, protectionist pressures have been fostered by
large shifts in the relative roles of major trading partners and
groups and the emergence of important new players on the
world trade scene. The tendency has been to resort to bilat-
eral and regional solutions rather than finding multilateral
solutions within the context of the GATT framewaork .

The Uruguay Round of multilateral trade negotiations,
scheduled for completion in December 1990, is far more
ambitious than its seven predecessors, having broadened its




coverage to include such areas as agricultural trade, and
trade in services and intellectual property.”

To conduct the negotiations, a Trade Negotiations Com-
mittee was established It had two subsidiary bodies, the
Group of Negotiations on Goods and the Group of Negotia-
tions on Services. The former was further divided into 14
negotiating subgroups. Contracting parties to GATT under-
took to observe a “standstill’”’—in other words, to forswear
new restrictions—and to “rollback” trade-restricting mea-
sures deemied to be inconsistent with GATT. A Surveillance
Body was established to monitor compliance with these
commitments.

A mid-term review to assess the progress made in the Uru-
guay Round, was undertaken by the Trade Negotiations
Committee in Montreal in December 1988.* The results
were disappointing since negotiators were unable to agree in
four areas: agriculture, trade-related aspects of intellectual
property rights, safeguards, and textiles and clothing. Nego-
tiations broke down and the mid-term review was put on hold
on the understanding that the Trade Negotiations Committee
would meet again in April 1989, with the objective of adopt-
ing a mid-term package of decisions and completing the
work begun in Montreal.

The April meeting did, in fact, succeed in adopting deci-
sions covering the four areas. These, together with the 12
other decisions, including those on standstill and rollback,
adopted at Montreal, constituted the mid-term package of
results. Moreover, the negotiating groups quickly recon-
vened after the Trade Negotiations Committee had com-
pleted its mid-term review.

As repards tariffs, the objective is an overall cut of one
third in rates. The importance of reducing and eliminating
tariffs and expanding the scope of tariff concessions was reit-
erated at the mid-term review meeting.

The critical importance of reducing or eliminating non-
1ariff measures was reaffirmed at the mid-term review meet-
ing and, after lengthy consultations, the group on non-tariff
measures adopted procedures for the conduct of its negotia-
tions.

Market access for a variety of natural resource-based
products, including the three categories of non-ferrous
metals and minerals, forestry products, and fish and fish-
erics products, is affected by subsidies and other non-tariff
support programmes. The stated objective is the fullest liber-
alization of trade in these goods, but there has been a United
States proposal to add energy-related products to the three
existing categories and to move fish and forestry products to
the group on agriculture. A number of countries have ex-

pressed support for this approach, but others think that the
group’s original mandate should be maintained.

In July 1989, the group on tropical products completed its
review of the tariff and non-tariff situation in this sector.
ASEAN has proposed that all duties on unprocessed tropical
products by industrial countries be eliminated and that duties
on semi-processed and processed items be substantially re-
duced. Developing countries would make contributions con-
sistent with their individual development, financial and trade
needs. Little concrete progress has been made in this area.

Proposals have been tabled for the phasing out of restric-
tions under the Multifibre Arrangement by the year 2000, or
eatlier. On the other hand, proposals have been submitted
calling for the integration of the textile and clothing sector
into a strengthened GATT. Negotiations have focused on
eliminating restrictions on the need for transitional safe-
guards and on the extent to which exporting countries should
reduce their own restrictions on textiles and clothing.

Agriculture has so far been exempt from the nermal regu-
latory framework of GATT. While the high cost of protection
and subsidies has led to recognition of the need for multila-
teral discipline, a wide disparity of views emerged between
the Furopean Community and the United States.™ The
United States would like to see the complete phasing out
within 10 years of all agricultural subsidies and import barri-
ers. The European Community, seeing this as politically in-
feasible, would prefer modest agreements on short-term
measures, leaving basic reforms to be negotiated over the
longer run. A number of developing countries (Peru, Egypt,
Jamaica, Mexico and Morocco) have called for specific com-
mitments to compensate net food-importing developing
countries for the negative short-term and medium-term ef-
fects of agricultural reform.

Several GATT articles are under review, such as those
dealing with trade restrictions for balance-of-payments pur-
poses, customs unions and free trade areas, and state trading
enterprises. Work is also being undertaken on a variety of
disparate items, including the Anti-dumping Code, the
Agreement on Technical Barriers to Trade, the Government
Procurement Code, the Agreement on Import Licensing
Procedures and the Customs Valuation Code.

A comprehensive agreement on safeguards is essential.
Article XIX of GATT allows temporary restrictions on im-
ports where domestic production is seriously affected and
thus permits the imposition of otherwise prohibited trade re-
strictions. However, the article has led to an increasing inci-
dence of trade-restrictive measures taken outside the legal
GATT framework . As such, it is a prime target for review.

31 Services, consist of the three broad categories of transportation. travet and other private services

32 For further details. see World Economic Survey. 1989. chap 1

3 For example, according to estimites by the OECD secretariat (in Agricuftural Palicies, Markeis and Trade: Monitoring and Gutlook (Paris,
1088}, table HE 3} cited in UNCTAD, Uruguay Round of maltilaterad trade negotiations: Papers on Selecied Issues {(Geneva, 1989, the annual
average costs (in billions of dellars) to Gevernments of existing agricultural subsidization poticies over the period 1984-1986 were: United
States, 69 5: Canada, 6 0; EEC (excluding Pertugal und Spain), 70 4; and Japan, 44 3 Moreover, according 10 QECD figures, the thcrease 10
comsurmers in food prices due to agriculieral support mechanisms is 49, 36 and 14 per cent. for dairy products. cereals and meat, respectively
(See GATT. News of the Uruguay Round. 21 November 1989 (NUR 032))
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Under active discussion is the imposition of an initial time-
limit for safeguard measures, with any extension requiring
justification as well as accompanying adjustment measures
for the industry concerned. Under consideration also is the
imposition of objective criteria to be used at the national
level in determining “serious injury”. One particularly sen-
sitive issue is whether safeguards should be non-discrimina-
tory or whether selective action against imports from
particular supplying countries should be permitted.

The GATT subsidies code permits the imposition of coun-
tervailing duties to offset the adverse effects on domestic
producers from imports of competing products which are
subsidized in their country of origin The code, however, has
been difficult to interpret. The group on subsidies and coun-
tervailing measures is tackling the issue. While there is wide-
spread support for controlling trade-distorting subsidies,
differences remain as to the appropriate disciplines required.
Moreover, some countries view subsidies as policy instru-
ments for achieving socio-economic goals and hence have
expressed opposition to the concept of prohibiting subsidies,
as such.

The mid-term review agreement included a comprehen-
sive overhaul of the rules and procedures for the dispute set-
tlement system of GATT. In particular, to make the system
more efficient, time limits were established for the conclu-
sion of various phases of the dispute settlement process. The
new rules and procedures are being applied on a trial basis
from [ May 1989 to the end of the Uruguay Round.

The negotiations on the functioning of the GATT systern
are aimed at improving and strengthening GATT as an insti-
tution, enhancing its ability to monitor trade policies and
enabling it to play a more active role in global economic
policy-making. To this end, it was decided at the Montreal
meeting to establish a trade policy review mechanism for the
regular evaluation of the trade policies of individual coun-
tries every two to six years, depending on the share in world
trade of the country in question. The review mechanism is
currently in effect,

According to the Punta del Este mandate, GATT should
also seek to increase its contribution to achieving greater co-
herence in global economic policy-making through strength-
ening the relationship of GATT with other relevant
international organizations. At the mid-term review, the
GATT Director-General was requested to prepare a report on
the matter, as a first step, in consultations with the Interna-
tional Monetary Fund and the World Bank. This report was
presented to the Group on the functiong of the GATT system
at the end of 1989,

Three new areas are being taken up in the Uruguay Round
of multilateral trade negotiations: intellectual property,
trade-related investment and trade in services. GATT has

thus far expressly exempted patents, copyrights and other
intellectual property rights from its mandate. However, such

laws clearly affect both the volume and composition of inter-
national trade and hence industrial countries have argued
that GATT rules are needed to adequately protect intellectual
property rights. Many developing countries. on the other
hand, have argued that the group examining this issue should
confine itself to the trade-distorting or trade-restrictive as-
pects of intellectual property rights, rather than concerning
itself with the establishment of new regulatory régimes
which they feel fall under the domaine of the World Intellec-
tual Property Organization

Trade-related investment measures, are another set of new
issues in the Uruguay Round. The thrust of this undertaking
is to identify the trade restrictive and distorting effects of
such investment and to suggest mearns of avoiding them.

The relative growth of services over the past two or three
decades is now an acknowledged feature of the world econ-

omy and the inclusion of services in the Uruguay Round of

multilateral trade negotiations negotiations is one of its more
distinctive—and controversial—features. Should an agree-
ment on services eventually be concluded, it is likely to in-
clude insurance, banking, tourism, construction services
and communications and other information-related services,
such as data processing. According to one estimate, by the
mid- to- late 1980s, these and other tradeable services ac-
counted for over 25 per cent of world trade. ™ Negotiations in
this area are proceeding under the auspices of a special
group--namely, the Group of Negotiations on Services. In
December 1989, the Group adopted a draft document which
was designed to serve as the basis for further negotiations
As of early this year, plans called for the completion of a
draft framework in July Negotiations are expected to pro-
vide for a framework for progressive liberalization of trade
in services, as well as for increasing participation in service
sector activity by developing countries.

It is too early to comment on the eventual outcome of the
Uruguay Round of multilateral trade negotiations. How great
will the commitment of the developed countries be? How
casy or difficult will the European Community find it to Iib-
eralize internally and externally at the same time? Some of
the greatest gains could come in such “new" areas as sery-
ices and intellectual property However, most developing
countries have not been active in these negotiations; they
maintain that their particular needs and interests have not
been given due regard in the traditional areas. The *Informal
Group of Developing Countries”, in a statement made in
February 1990, noted “with deep concern the current lack of
balance in the negotiations™, which it attributed to a failure
of developed countries to engage meaningfully in the tradi-
tional areas while pressing for far-reaching results in the new
ones.

3 John Peterson, “international trade in services: the Uruguay Round and cultural and information services™, National BWastminster Bank
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Box 11E.3. Farm trade

Farm subsidies established by industrial countries have
long been a problem for other agricultural producers. In or-
der to protect their agricultural sector, industrial countries
keep prices high and build up large surpluses of foodstuffs
that are then dumped on the world market and undercut ex-
ports of other countries.

For example, during the period 1984-1986, the total cost
of support policies in the major industrial producers'
amounted to $185 billion annuaily, which amounis to a pro-
ducer subsidy equivalent of aimost 40 per cent * Total sup-
port of the dairy industry in the United States during 1986
equalled $1,400 per cow. Until now, attempts to reform
these policies have failed. Fundamental production and trade
distortions remain.

Yet proposals for the liberalization of farm trade have been
presented. A major push for negotiations came from a group
of 14 mostly developing countries, known as the Cairns
Group,® and co-ordinated by Australia. Together, they ac-
count for about one quarter of the world’s agricultural trade.
The Cairns Group has indicated its intention of obstructing
the Uruguay Round of multilateral trade negotiations unless
the European Community and the United States revamp their
agricultural policies. The Group has triggered a number of
proposals. In October 1989, the United States proposed
eliminating export subsidies within 5 years and phasing out
domestic support over 10 years. Simultaneously, all non-tar-
iff measures would be converted to tariffs and be phased out
over 10 years. The proposal also seeks reforms in market
access, export competition, internal support and sanitary
controls

A month later, the Cairns Group suggested an alternative.
This cailed for a freeze, followed by a phase out, of agricul-

tural export subsidies over a maximum of 10 years, as op-
posed to the 5 years in the United States proposal. Like the
United States proposal, it called for improved market access
through a reduction in existing tariffs and the conversion of
non-tariff measures into tariffs, together with a substantial
decrease in domestic support measures that distort agricul-
wwral trade. The Group's aim is to fully integrate farm trade
into the GATT system. The main difference from the United
States proposal is in the concessions to be made to develop-
ing countries. The Cairns Group states that Government as-
sistance, direct or indirect, is essential for the development
of market-oriented agriculture, Thus, the Group calls for a
longer time-frame for developing countries to compete re-
form commitments. Also, the Cairns proposal calls for pref-
erential treatment, with the cuts in market access barriers
being lower than the generally agreed target, provided coun-
tries are committed to agricultural reforms and to the GATT
talks on free trade.

In turn, the European Community has come up with an
alternative plan of its own. The Community is not willing w0
negotiate its dual pricing system under which Community
prices differ from world prices, and insists on being allowed
to balance concessions in some areas against increased pro-
tection in others.

The Community plan includes the gradual reduction of
supports in a first five-year phase, but it offers no certainty
about what would happen thereafter, and it only partially
accepts the idea of converting non-tariff barriers into cus-
toms duties A large gap remains between the Community
and the other two protagonists. Community officials them-
selves call the plan a “*pragmatic approach™

a4 Australia. Austria, Canada, Japan. New Zealand, the United States and the Buropean Community
I Peter Winglee, "Agricultural trade policies of industrial countrics™. Finance and Development, vol 26, No | {March 1989),p 9.
¢ Arpenting, Australia. Brazil, Canada. Chile, Colombia. Fiji, Hungary, Indenesia, Malaysia, New Zealand, the Philippines, Thailand and

Uruguay
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Conclusions

At the same time that 2 major multilateral effort such as the
Uruguay Round is nearing completion, there is concern that
unilateral and bilateral initiatives will undermine its results.

There is apprehension that in 1992 the European Commu-
nity will turn into a “fortress™, which foreign goods will not
be able to penetrate. However, past experience suggests that
1992 will mean greater rather than less openness. Neverthe-
less, by increasing Furope's competitiveness, a successful
1992 process might raise a number of challenges for Fu-
rope’s trading partners. * The tenacious current account im-

According to this logic, neither the free trade agreements
between the United States and Israel and the United States
and Canada, nor the Australia-New Zealand Closer Eco-
nomic Relations Agreement have weakened the GATT 8Y5-
temn, rather they encourage the reach for higher and improved
levels of liberalization  Similarly, according to some Ameri-
can policy makets, new bilateral or plurilateral trading ar-
rangements between the United States and the countries of
the Pacific Rim, particularly Japan, are needed to spur trad-
ing partners in the Uruguay Round . Bilateral talks may sup-
plement existing rules where GATT is weak and even point
the way for future GATT agreements.

Hewever, many would argue that bilateralism and muiti-
lateralism are substitutes, not complements, and that the cur-
rent pursuit of bilateral agreements undermines the GATT
system. Proponents of this point of view maintain that there
are generic problems with bilateralism. The lessons of the
1930s thus teach that bilateralism is no reliable mechanism
of international economic regulation.”” Moreover, concern
has been voiced that weaker economies, and especially de-
veloping ones, may be marginalized in the process of bloc
formation

Logic and efficiency, however, suggest reforming GATT
where necessary, It is clear, for example, that the system for
the judging of disputes needs reworking, as do rules on sub-
sidies and unfair trade. The Uruguay Round is currently ad-
dressing many of these issues and the success of the
negotiations would represent an important boost for multilat-
eralism. However, besides the issues squarely on the table in
the Uruguay Round, including the need to consolidate and
streamline the system as it at present operates among tradi-
tional GATT members, the global trading system now faces
the complex process of accommodating itself to changes in
the world which stemn from the breakdown of the boundaries
between existing economic systems. This may be the biggest
challenge to the giobal trading system in the 1990s.

3 See, for example, Albert Bressasd, ~Beyond interdependence: 1992 as a globat challenge™

tions Study Group on Europe, Americaand 1992, 24 February 1989,
36 Bressard, op cit

balances of the Federal Republic of Germany, Japan and the
United States have had a great impact on trade policies be-
cause the United States, in particular, has attempted to deal
with macro-economic issues through bilateral negotiations.

One depiction of trade policy has been “the carrot of mul-
tifateralism ... complemented by the stick of bilateralism’"*®
This view suggests that bilateral free trade agreements com-
plement multilateral trade liberalization efforts and that such
agreements are not designed to, nor do they, replace the
GATT system. They can, however, act to spur needed
changes.

According to this logic, neither the free trade agreements
between the United States and Israel and the United States
and Canada, nor the Australia-New Zealand Closer Eco-
nomic Relations Agreement have weakened the GATT sys-
tem, rather they encourage the reach for higher and improved
levels of liberalization. Similarly, according to some Ameri-
can policy makers, new bilateral or plurilateral trading ar-
rangements between the United States and the countries of
the Pacific Rim, particularly Japan, are needed to spur trad-
ing partners in the Uruguay Round. Bilateral talks may sup-
plement existing rules where GATT is weak and even point
the way for future GATT agreements.

However, many would argue that bilateralism and multi-
lateralism are substitutes, not complements, and that the cur-
rent pursuit of bilateral agreements undermines the GATT
system, Proponents of this point of view maintain that there
are generic problems with bilateralism. The lessons of the
1930s thus teach that bilateralism is no reliable mechanism
of international economic regulation.”’ Moreover, concern
has been voiced that weaker economies, and especially de-
veloping ones, may be marginalized in the process of bloc
formation

Logic and efficiency, however, suggest reforming GATT
where necessary. It is clear, for example, that the system for
the judging of disputes needs reworking, as do rules on sub-
sidies and unfair trade. The Uruguay Round is currently ad-
dressing many of these issues and the success of the
negotiations would represent an important boost for multilat-
eralism. However, besides the issues squarely on the table in
the Uruguay Round, including the need to consolidate and
streamline the system as it at present operates among tradi-
tional GATT members, the global trading system now faces
the complex process of accommodating itself to changes in
the world which stem from the breakdown of the boundaries
between existing economic systems. This may be the biggest
challenge to the global trading system in the 1990s.

» puper prepared for the Council on Foreign Rela-

37 See also, Michzel Aho, *More bilateral trade agreements would be a blunder: what the new President shoald do**, Commell Interational Law

Journal, vol 22, No | (Winter 1989)
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Chapter IV

INTERNATIONAL FINANCE AND THE NET TRANSFER
OF RESOURCES

The level of investment and consumption it a country
partly depends on whether domestic production is supple-
mented by resources from abroad or whether some domestic
production is transferred to other countries for their use. Al-
though many mechanisms exist for transferring resources,
including those embodied in the changing prices of traded
commodities and in inter-affiliate transactions of transna-
tional corporations, especially large transfers have taken
place in the 1980s through international flows of capital and
capital servicing. The economic effect on nations has been
marked and has provoked substantial interest at the United
Nations in monitoring trends in net international financial
transfers, especially as they affect the economic growth and
development of the developing countrics ! Trends in net in-
ternational financial transfers are also important o other
groups of countries and they call for policy actions pertain-
ing to all the major country groups Thus, international fi-
nancial transfers are the focus of the present chapter.

The international pattern of financial transfers in 1989 was
in many ways typical of that in recent years. By far the largest
net absorption of resources was that of the United States (see
figure IV. 1).} As will be discussed below, however, the $95

billion net transfer to the United States was more than a third
below the 1987 peak of $154 billion, which marked progress
in the adjustment of the United States balance of payments
and the use by the United States of the world’s financial sav-
ings. In addition, the United Kingdom absorbed about $30
billion in financial resources from the rest of the world in
1989 for the second year in a row. This is a departure from
the earlier pattern of rather small net transfers in or out of
that country (see table IV.6 below).

The Federal Republic of Germany and Japan were the larg-
est suppliers of financial transfers, as in previous years, al-
though the smaller developed market economies and Eastern
Europe also transferred financial resources abroad. The So-
viet Union became a net recipient of financial resources from
the market economies in 1989, as will be discussed below,
and the Eastern European countries seem poised to see their
net resource outflow turned into an inflow owing to several
major international policy initiatives. Indeed, one concern is
the ability of those countries to properly absorb a significant
volume of external resource while their economic strategies
and priorities are still being forged in new political institu-
tions. The net transfer of the developing countries raises en-
tirely different issues, as discussed below

The net financial transfer of the developing countries

As a whole, the developing countries are still transferring
resources abroad, as they have been since 1984 (see table
IV. 1) But there are essentially three separate stories behind
the overall flow One involves the energy-exporting coun-
tries that have been denoted ‘‘capital-surplus countries” in
this Survey throughout the 1980s They have actually been
net recipients of financial transfers from abroad since 1982,
as weakening oil prices and a major military conflict in the
Gulf area cut deeply into their ability to transfer resources
abroad. With more peace in the region and a rebound of oil
prices, this group of countries reached the largest surplus in
its combined current account balance since 1982 (see table
A.13). They thus once again became exporters of capital, but
since the earnings of $15 billion on their net stock of external
capital exceeded the capital outflow, they still enjoyed a posi-
tive net transfer; i.e., they were able to absorb more goods
and nron-factor services (and pay for the labour of foreign
workers) than they would have if solely restricted to the earn-
ings from their exports.

The large net transfer made by four generally small Asian
economies constitutes a second net-transfer story. They com-
prise a group of very successful exporters of manufactures,
namely, Hong Kong, the Republic of Korea, Singapore and
Taiwan Province of China. Their aggregate net transfer of
financial resources was about $16 billion in 1989, down
from $23 billion the year before, owing mainly to the sharp
cut-back in the trade surplus of the Republic of Korea The
resource outflows, which reached substantial amounts only
in recent years, are likely to decline in 1990 by roughly §5
billion, but will continue for several more years. The ability
to make those transfers provided opportunities to reduce the
vulnerability to adverse international economic trends and
reinforce economic linkages with trading partners. Official
reserve levels have quadrupled over the past five yeass to a
level of $112 billion (see table A.14). By 1989, the official
reserves of Taiwan Province of China had grown larger than
those of every developed market economy except Japan. Ex-
ternal debt levels have also been reduced; in particular, the

! Indeed, this chapter was prepared partly in response to Economic and Social Council reselution 1989/112 of 28 July 1989 on the net transfer
of resources from dcveloging countries and its impact on their economic growth and development; in addition, see General Asseimbly resolu-

tion 44/232 of 22 Decem
growth and sustained development of those countries

=

o1 1080 on trends in the transfer of respurces to and from the developing countries and their impact on the economic

Net resource transfers are measured here o an expenditure basis, which is the cencept of net transfers that is most closely selated 1o standard

categories of national income accounting (see box IV 1) The estimates themselves are based on bulance-of-payments data, which tend to be
the best available for such caleulations, despite vartous shoricomings Perhaps the best known one is that when the current account balances of’
all the world's countries are summed, they do not come close to zero as they would if all data were accorate (for example. see table A 7)
However, a major portion of the error appears related to the inability to identify all financial flows and income of capital. The aggregate net

transfer calcoistion avoids that difficult

y tooking only at the sum of the two Tlows topether (of course, exercises such as shown in wble IV 2

and box IV, 1. thal attempl (o distinguish particular flows of capital and the associated income payments of a country or group of countries. are

stifl fraught with much uncertainty}



Figure IV.1
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Republic of Korea reduced its debt by almost 30 per cent in
three years to a leve! of $34 billion at the end of 1989 % At the
same time, the private sectors of these countries have been
investing abroad at a rapid pace in both financial and direct
investments, especially in the major developed market econ-
omies and in the developing economies of Asia and the Pa-
cific,

The contrast could not be greater between the net financial
transfer experience of these four economies and that of most
of the other economies that the World Economic Survey has
long called “capital-importing developing countries”. The
latter have made net resource transfers abroad since 1984,
but in a totally different context. The resource transfers of the
four Asian economies were made because rapid growth cre-
ated financial surpluses as savings grew more rapidly than
the capacity of the local economies to absorb them in invest-
ment. Output per capita grew, on average, by almost 7 per
cent a year in the four economies and supported a rate of
gross investment that averaged 29 per cent of GDP. In a
closely watched sample of 15 heavily-indebted developing
countries, in comparison, GDP per capita fell by 0.6 per cent
per year through the decade and the investment share aver-
aged only 20 per cent of GDP.* In a different group of devel-
oping countries, that of sub-Saharan Africa, excluding
Nigeria, output per capita has also fallen through the dec-
ade—an average decline of 0.4 per cent a year—and invest-
ment averaged 19 per cent of GDP.

The drop in investment and growth-in the two groups of
countries had vartous causes, but the role of the reduction in
the net transfer of resources seems firmly established (see,
for example, figures IV.2 and IV.3). The steep drop in the
transfer of resources to them was brought about by a curtail-
ment of imperts and a redirection of output towards exports,
in a context of depressed domestic economic conditions. The
phenomenon of a net outward transfer of resources could not
have been more different from that in the four Astan econo-
mies, where it was associated with rapid growth of export
volume that permritted a rapid growth of imports, or from the
case of the capital-surplus energy exporters where export
earnings surged on the sudden rise in international petroleum
prices some years back . It is thus not hard to understand why
Governments of the highly constrained developing countries
have had grave and protracted difficuities, as discussed in
chapter II, in bringing about economic stabilization and
structural adjustment.

A scenario of enhanced net resource transfers

Nevertheless, in country after country, the need for do-
mestic economic stabilization and structural adjustment has
been accepted and major reform programmes have been in-
stituted. The prognosis for macro-economic stabilization
over the next few years is thus good, but the pay-off in rising
levels of output and income may be disappointing. The out-
look under the policy assumptions and industrial country

3 Based on data of the World Bank Debtor Reporting System, as of March 1990

* The countries, which were the initial target of the strategy proposed by the United States in 1985 for resolving the dcvctopinﬁ
problem, are Argentina, Bolivia, Brazil, Chite, Colombia, Cote d'Ivoire, Ecuador, Mexico, Moroceo, Nigeria, Peru, the P

guay, Venezuela and Yugostavia

country debt
ilippines, Uru-

3 Nigeria is excluded because its large economy would otherwise mask the trends in the many smaller economies of the region; it is included,

however, in the §3-country sample
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Table IV.1.

Net transfer of financial resources of groups

of developing countries, 1980-1989°

{Biilions of dollars)
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989Y
Surplus eacrpy exporiers 514 -446 20 264 178 115 287 118 158 5
Capital-importing economies 319 491 310 -59 -330 -244 -165 -478 -408  -36
of which

Africa® - 148 139 7.7 19 -t35 54 02 39 3
Latin America and the Caribbean 114 140 34 256 -352 -3 4 -150 -193 -224 -28

Four recent surplus economies in
Asiad 69 39 -03 -41 -83 -109 -227 -285 -234 -6
Other Asia and Europe 137 164 140 16 85 193 I58 02 o 4
Al developing countries 595 45 330 205 -152 129 (21 -360 -249 -3

Soturce: Department of International Economic and Social Affairs of the Uniled Nations Secretariat, based on IMF
data, official national and other seurces (country coverage is that of table A 13)

u
investment income)

Preliminary estimate

trends discussed in chapter 11 pointed to a contraction in out-
put in the Latin American region as a whole, zero growth in
the Mediterranean region and growti at less than the rate of
population increase in Africa in 1990. Some recovery is pro-
jected for 1991, except in Africa, where per capita income is
expected to slide yet again. The momentum of these develop-
ments, taken three additional years into the future under the
baseline scenario, yields an average growth rate of output in
the recovery period 1991-1994 of only 4 per cent a year in
Latin America and less than 3 per cent annuaily in Africa,
although the Mediterranean region would register almosta 3
per cent annual average.

In light of these projections, the question arose whether
additional financial support measures might raise output and
income levels without jeopardizing the stabilization gains be-
ing won at such high cost. This led to the construction of a
scenario that could be run as an alternative to the baseline. It
traced the consequences of an assumed annual improvement
in the net transfer of the capital-importing countries begin-
ning at $6 billion in 1991 and rising to $30 billion in 1994 . In
the latter year this is equivalent to increasing imports by 8 per
cent over the baseline level. The flows were allocated to the
imports of countries or regions where GDP growth is con-
strained by the resource transfer problem. Thus, no addi-
tional capital flows were allocated to the rapidly growing

6 Since owput could be expanded more than proportionately to investment

the munufacturing sector in many countries, and because final consum
implicit impert elasticities remained relatively low, averaging about 1.

A recent study prep

developing countries. Add

Exciuding Libyan Arab Jamahiriya and South Africa.

ti

Expenditure basis (negative of balance on payments of goods, services and private transfers, excluding

Hong Kong, Republic of Korea, Singapore and Taiwan Province of China.

countries in Asia nor to the high income oil-exporting coun-
tries. It was further assumed that as incomes rise, the recipi-
ent countries would mobilize their own savings potential and
increase domestic investment by 50 per cent more than the
additional flows; accordingly, nearly all of the capital flows
would be used to finance imports of intermediate goods or
capital goods.®

In such a scenario, GDP would grow almost 1 per cent
faster each year in the affected countries. As seen in figure
IV.4, the increment in output would be preatest in the rela-
tively more advanced cconomies of Latin America and the
Caribbean and in the Mediterranean region. In Africa it
would mean the difference between rising and falling income
per capita as the average rate of output growth would reach
3.7 per cent a year, exceeding population growth . In the least
developed countries of Asia, output would also rise faster.”

Moreover, after four years of stronger growth, domestic
resources for investment would have substantially increased
in a stabilized macro-economic environment in which major
distortions in market prices would have been corrected  The
countries would be poised for a surge in growth, with rising
productivity emanating from increasingly sophisticated in-
vestment, as domestic as well as foreign entreprencurs
would commit themselves to long-run projects conditioned
on confidence in the cconomies and their domestic policy.

owing o the low rutes of capacity utilization currently provailing in
on had been held down as a consequence of adjustment policy.

, about the same as in the baseline scenario

ared for WIDER's project on 2 medium lerm development sintegy
different methodelogy. Detailed analyses were undertaken for 18 representative develo
itional capital requirements estimated for the decade were

came to broadly simitar conclusions using a very
ing cousiries and the resulis were extrapolated to aft
0 billion in 1990, rising to 360 bitlion in 2000 When

adjusted for the same country coverage as in the LINK scenario reporied above, this would be equivatent to 527 billion in 1990, These addi-
in the average annual rate of growth of output capacity and a somewhat

an increase of 1 per cent
h degree of
orld Institule

tional flows were found to be associated with
greater increase in total output, given the present hi
resource flows and developing country growth™.
(Helsinki. mimeo . 1990}

underuti
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lization of capacity in many coantries {see Lunce Taylor, “Foreign
for Development Economics Research of the United Nations University



Figure IV.2  Investment and net
financial transfer of 15 highly indebted
developing countries, 1980-1989
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Conceptualizing such a scenario will not necessarily make
it happen, even if it would benefit industrial countries to ar-
range such an enhanced transfer to the developing countries
The scenario entails an increase in world trade that feeds
back into higher growth in the industrialized economies,
raising their output slightly. But if the Governments of indus-
trial countries merely wish to increase their rate of growth
they could in the short run do so more directly. They have,
however, other stakes in wishing to avert a further widening
of the economic gaps that divide the world community, and
as the military conception of international security recedes,
an economic one advances. Even a fraction of the savings
from reduced military spending would suffice to transform
the prospects for international development.

Moreover, the sudden switch in financial flows in the
1980s was due to the withdrawal of private credit from coun-

Figure IV3  lnvestment and net
financial transfer of sub-Saharan
Alfrica, 1980-1989
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tries in debt-servicing difficulties, and much attention has to
be given to the possibilities of affecting the net financial
transfer by realistic restructuring of such debts.

Financial composition of the net transfer

At the beginning of the 1980s, the capital-importing devel-
oping countries were receiving net financial transfers on the
order of $30 billion to $40 billion a year. In recent years they
have been making net outward transfers of a comparable
magnitude, as table IV. 1 indicated . In order to trace the evo-
lutien of the net financial transfer, table IV.2 brings together
data for a sample of 96 capital-importing countries for which
adequate information could be assembled.® The table shows
first that the overall transfer became less negative in 1989
This was the case whether the transfer is measured on an
expenditure basis, as has been done elsewhere in this chap-

8 The data in table IV 2 differ soméwhat from those Fubiishcd in Horld Economic Survey 1989 (United Nations publication, Sales No.

E.89.11.C. 1}, chap. IV. The current estimates are

or a slightly different sample of countries and a new financial flow was added to the mea-

sure (the transfer calculated on the carlier basis is shown as a memorandum item). The aim all along has been to make the COURlry coverage as
inclusive as possible (countries are added when their data are available for alinost all of the years shown in the table; countries are drop

from the sample when data cease to be published by IMF or the World Bank). This year, private grants were added as a compaonent in Lgc net
transfer. They include exfenditurcs by non-governmenta organizations, but they are also in large measure personal transfers by overseas
residents (excluding workers’ remittances and pension payments, which are viewed zs closer in concept to labour incorne}. Although the
nationat data on which these estimates are based are believed to distinguish very imperfectly between types of private transfers, it was consid.

ered better to possibly overstate the transfer than continue to exclude if enti

rely. Private transfers have made small but, indeed, steadiby increas-

ing contributions 1o the overall net transfer picture. Finally, on the suppestion of certain users of these data, an effort was made to isolate asset
L p Y, g%‘

outflows from developing countries as one of the panels in the tabje. T
example, the conference volume edited by Don

is is difficult, owing to weli-known measurement problems (see, for
R. Lessard and John Wilkiamson, Ccém‘ml Flight and Third World Debt (Washington, D.C,
Institute for International Economics, 1987)), However, the more consistently identific

flows are separated from the unexplained residual

that includes net transfers refated to foreign assets of developing country residents
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Figure 1V 4. Additions to GDP of developing countries under
two scenarios, F991-1994
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Box IV.1. Measuring the net transfer of financial resources
of developing countries

Estimates of the net transfers of financial resources to and
from developing countries presented in the Survey and other
reports of the Department of International Economic and So-
cial Affairs have often been cited, but estimates published by
other international bodies have been interpreted to mean that
the international transfer situation is either worse or better.
The differences in these measures require explanation

As used in reports of the Department, the net transfer of
financial resources is defined as the difference between net
capital inflows and net international income payments to
capital. It is the same size, but with opposite sign, as the
balance of trade in goods and non-capital services." 1f the net
transfer is positive, the trade balance is in deficit—more
goods and services are imported than exported, and thus
more can be consamed and invested than could be achicved
out of domestic production alone . If the net transfer is nega-
tive, some portion of the value of domestic production is
unavailable for domestic use.

Although the concept is straightforward at this level of
generality, there are many ambiguities in its application. One
is that increases in official foreign reserves are considered

investments abroad in the United Nations System of National
Accounts {SNA), although they also have the character, es-
pecially in developing couniries, of an inventory investment
by the Government in holdings of foreign currencies. As an-
nual changes in reseryes are often quite large, the Depart-
ment has for several years published two measures of the net
transfer. One is the “*net transfer on an expenditure basis™,
which includes the change in reserves as part of international
financial flows, This measure is most consistent with na-
tional income accounting wherein the net transfer adds to or
subtracts from standard measures of aggregate domestic ex-
penditure. It is also the measure used by the IMF in its World
Economic Outlook. The other measure, denoted the “net
transfer on a financial basis’, implicitly treats reserve
changes as part of investment.” Of the two measures, the
second is the measure of the net transfer that is more fre-
quently cited in the press and in official debates

But while the Department estimates that the net financial
transfer of the developing countrics was an outflow of 323
billion in 1988, the World Bank estimated it was an outflow
of $52 billion and the Organisation for Economic Co-opera-

a Foreign exchange inflows arise from exports, income carned abroad, capital inflows or the drawing down of reserves; they are used for
impaorts, rc(pmrlaiion of income earned domestically by foreigners and foreigs investors, capital outflows or additions to reserves Thus.

the value of all | 3 >
capitai-related items. will be the same size as the net

all foreign exchunge inflows exchiding cufll:isa!«rc ated ilems m

| inus afl uses of forcipn exchange, again excluding
ow of capilal and capital-servicing plus the niet change tn reserves

b fxpressions for the two measures of the net financial transfer in terms of standard SNA variables were derived in Barld Economic Survey
1956 (United Nations publication, Safes No E.86.II C.1), pp 163-164 Conceptual issues in measuring the net transfer have also been o
focus of the international review and revision of the SNA that is currently under way (see Inter-Secretariat Working Group on National
Accounts, *“System of Nationat Accounts (SNA) review issues’ (ST/ESA/STAT/SER F/2/Rev 4, February 990), paras 175-229)




tion and Development (QECD) estimated it to be an inflow
of $17 billion.* While differeat sources of data are used in
some of the components of the measures and the Department
estimates pertain to a smaller sample of countries {(96) than
used by the Bank and OECD, the differences in the statistics
are primarilv due t definitional differences.

The World Bank has long published estimates of the net
transfer as part of its reporting on the debt situation of devel-
oping countries. Its measure pertains only to debt-related
flows, i.c., disbursements of loans minus principal and in-
terest payments In the early years, the Bank's data—and
hence its resource transfer measure—pertained only to the
medium-term debt of the debtor Government or the debt
guaranteed by it. Today, it includes estimates of short-term
debt, non-guaranteed medium-term debt (basically claims
on the private sector), and the use of IMF credit. The Bank’s
net transfer measore is thus more inclusive now. One could
decompose the Department's measure and one part would
correspond to the Bank’s measure. This is done in the first
panel of the accompanying table, where it may be seen that
the component corresponding to the World Bank concept of
the net transfer was an outflow of $42 billion in 1988, $35
billion in 1987 and s0 on in earlier years. The Bank’s own
aggregate estimate is of a somewhat larger net outflow in
recent years, but it is generally close to the value for the 96-
country sample used here.

Like the World Bank, OECD has a long history of publish-
ing data on net transfers, but only at first with respect to the
official development assistance (ODA) of member countries
ol the Development Assistance Committee of OECD. Today,
QECD data on the net transfer include estimated flows of
ODA from other sources, grants by non-govermnental orga-
nizations, direct investment and credits to developing coun-
tries from all foreign sources. These data embody two
conceptual differences with the Department’s net transfer
measure.*

First, only transfers that pertain to flows initiated abroad
and their servicing are included, which is an obvious conse-
quence of the OECLY's interest in the development assistance
efforts of its member countries. Thus, reductions in the net
transfer that are due to capital outflows from developing
countries do not appear in OECD calculations, nor would
repatriation of assets add to the net transfer By the same
token, instead of net private grants received, the calculation
includes gross grants from foreign non-governmental organi-
zations. These factors alone, however, account for little of

the difference between the OECD and Department’s net
transfer measures, as can be seen by comparing the line de-
noted “net financial transfer from abroad™ in the second
panel of the table with the Department line. This transfer
from abroad is estimated to have been negative: a net outflow
of $10 billion to $23 billion a year since 1984. The principal
reason is that the net transfer associated with developing
country foreign assets has not been very large in most years.
Although capital outflows were unusually large in some
countries in some years, especially in the early 1980s and
again in 1988, the stock of overseas assets also produces con-
siderable income annually that flows back to the countries
and is captured in their balance-of-payments data.

The second conceptual difference also grows out of the
focus on development co-operation efforts. OECD includes
some iters in the net transfer that do not appear in the bal-
ance of payments of recipient countries, either because the
expenditures take place outside the country or the foreign
exchange inflows associated with the programmes are small
The largest such item is technical assistance, which OECD
values at the cost to the donor in supplying it On the assump-
tion that none of the cost of official technical assistance to
developing countries is included in the balance of payments,
those expenditures could be added to the Department’s net
transfer estimates which would then more closely approxi-
mate the OECD concept,

Finally, it has been the convention to treat IMF lending as a
monetary or reserve-related phenomenon and exclude it
from statistics on development financing and debt. OECD
continues that tradition by excluding the net transfer associ-
ated with IMF lending from its net transfer calculation (al-
though it includes short-term bank credits which are also not
development financing). That adjustment to the Department
figures would capture most of the remaining conceptual dif-
ference between the two measures. These adjustments also
take the Department numbers much of the way to the
OECD’s own estimate of the net transfer for a larger group of
countries. Thus, under the OECD concept, the net transfer
of financial resources for the 96-country sample in recent
years appears to have been less negative and in some years
positive  As measured by OECD itself, the net transfer was
estimated fo have become negative in 1984-1985; it turned
positive since then, but never recovered the levels of the be~
ginning of the decade.

It can be argued, in sum, that the OECD concept is of

limited value in analysing the actual net transfer of financial
resources to or from the countries concerned . It measures in

¢ See World Bank, Horld Debt Tables, 1989-90 edition, vol 1 (Washington, D.C., December 1989), p 78; and OECD, Development
Co-operation in the 19905, Report of the Chairman of the Development Assistance Committee (Paris, December 1989), p 219, In other
analyses which go beyend the scope of the present discussion, estimates are constructed of the “reat value™ of the transfer, defined as the
financial transfer measured ir constant prices and exchange rates plus a carrection for the real income gains or losses from changes in the

terws of trade

4" Indecd. the Worlg Bank data set is the source of virtuatly ail the debt-related data used in the Department's net transfer calculations. The
major difference in country coverage of the two data sets is the inclusion by the Bank of several European countries that are not classified

as developing for purposes of the Horld Economic Survey

¢ OECD publishes a related measure, the ' net resource flow ™" that should not be confused with the ret transfer. The net resource flow
which, according to OECD data, averaged $103 billion a year from 1980 to 1988, corresponds to the capital flow from which the interest
and dividend servicing costs are subtracted in deriving the net transfer measure (see Development Co-aperation in the 1990s. | p 150)




part what resources OECD countries arc mobilizing for de-
velopment; the 16 per cent annual growth of technical assist-
ance expenditures since 1986 as shown in the table is a
notable example. But it does not purport to measure the for-
cign exchange value of the aggregate net transfers that devel-
oping countries .are making abroad and the restrictions
thereby imposed on their ability to invest and grow.

In any event, the shift in levels of net transfers, whatever
the measure, clearly points to similar magnitudes and the
same direction. The shift on the order of 360 billion to 370
billion between 1980 and 1988, as measured by the Depart-
ment and the World Bank, is mirrored by a decline of about
$50 billion in the OECD measure of net transfers during the
same period.

Reconciliation of the net financiail transfer of
capital-importing developing countries, 1980-1988

{Billions of dollars)
1980 1981 1982 1983 1984 {9BS 1986 1987 1988
From UN/DIESA to World Bank measure
UN/DIESA net transfer (financiad basis) 368 338 740 -12 -106 -i194 ~111 -t66 -224
minus
Direct investment net transfer -50 -9 34 -33 -25 -12 -08 17 63
minus
Official and private grants 124 129 1t4 118 12B 140 45 158 166
minus
Net transfer on financial assets?® 33 07 -99% 4] -- 41 93 09 -28
eguais
Waortd Bank net transfer measure
on DIESA sample of countries i61 211 94 -56 -209 -364 341 -351 -422
plus
Difference in coverage? 35 16 =30 32 10 g2 -41 -52 -98
equals
World Bank net transfer measure w6 227 64 -24 =219 -362 -382 403 -520
From UN/DIESA 10 OECD measure
UN/DIESA net transfer (fnancial basis) 68 338 70 -12 <106 -i94 111 ~i66 214
mins
Net transier on foreign asseis 135 18 -94 -39 - 40 92 63 -31
of which:
Direct investment 0.1 11 96 02 o1 -02 -01 -06 -03
Financial assets?® 33 067 -99 -41 - 41 9 09 .28
minus
Nel private grants 12 12 12 16 21 25 34 35 42
plus
Grants by non-governmental organizations 24 20 13 23 26 29 33 33 36
equals
Net {iaanvial transfer from abroad 245 328 174 35 -0 -230 -204 174 ~196
plus
Technicsl co-operation expenditures 6% 71 72 76 75 79 94 114 123
minus
Net transfer on IMF lending 35 60 48 84 13 -26 54 -74 -68
equals
QECD net 1ransfer measure on
DIESA sample of coumries 279 340 9% 26 3% 2125 -60 I -05
pius
Difference in coverage® 68 173 24 {19 7 76 135 206 114
equals
OECD net transfer measure 647 513 223 145 -i12 -49 75 222 169

Saurce: Department of international Economic and Social Affuirs of the United Nations Seeretariat, based on data of

IME. OECD and the World Bank

it

Caleulated as a residuad and thus including net transfers associated with unrecorded debts

b Larger number of econamies covered (dita reported by 111 debtor countries. with World Bank estimates for
cestain components), but excluding generally sexall amounts of short-term inter-officiat lending (Liabilivies

constituling foreigs suthoritics’ reserves)

¢ Larger number of cconomies covered {163}, with data based on reports of menmber Governments of QECT and

estinuites by the QECD secretariat
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Table IV.2.  Net transfer of financial resources of the capital-importing
developing countries, 1980-1989"

{Billions of dollars; sample of 96 countries)

I980 1981 1982 1983 1984 1985 1986 1987 {988 1939t
Transfer through direct investment
Net investment flow 55 90 64 55 56 63 56 87 141 13
Nat dividends and other income -1¢5 -99 .94 .88 80 75 64 70 -T78 -9
Nel transfer ~50 -09% 30 -33 25 -12 -08 17 63 4
Transfer through private credit
Medium-term and long-term foreign
horrowing
Net credit flow 354 483 406 265 78 116 7.1 14 6.5 6
Interest paid ~242 »312 372 352 399 .389 -346 -3306 -392 42
Net transfer 112 170 34 -B7 220 273 -27Q -325 -328  -36
Short-term borrowing and domestic
outflowse
Net transfer 0% ~173 -272 -189 127 -B6 I8 32 ~10% 7
Transfer through private grants (net) 12 12 12 1.9 21 25 34 35 4.2 4
Transfer through official flows
Offieial transfers (graats) 1y 17 92 102 107 115 11 123 124 12
Net official credits 232 288 316 277 250 165 1860 120 160 22
Interest paid -58 -68 -83 -97 -113 -128 -156 -169 -182 -22
Net transfer 286 337 325 282 245 51 115 75 102 13
Total transfer (financial basis) 368 338 70 ~§2 -106 <194 -111 -1646 -221 -7
Use of official reservesé -12 8 27 159 -840 -19.4 16 87 -id4 -H9 17
Total transfer (expenditure basis) 240 365 229 -92 -300 -178 -24 -310 -320 24
Memorandum item
Net transfer (financial basis) on 1989
country sample and definitionse 361 369 899 02 -100 -256 -173 -199 -312 -i{

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on data of
IMF, OECD, the World Bank and United Nations Secretariat estimates

n

Definitions: direct investment is net of reinvested earnings (cash flow approach); official credits include use of IMF

credit, and interest includes Fund charges; private grants include net flow of gifts from overseas residents (excluding
workers” remittances) and grants by non-governmental erganizations

Preliminary estimate; rounded to the nearest halé-billion dollars

Calculated as a residual (including short-term trade financing, normal and unusual outflows (*'capital flight™},

arrears on interest due, and other flows captured in balance-of-payments data as “errors and omissions™ and

presumed to be financial flows)

Additions to reserves shown as negative numbers

¢ Major difference being exclusion in estimates made last year of net private grants and data for China, and inclusion of

Isract and Singapore

ter, or on a financial basis that excludes reserve changes from
financial flows (see box 1V.1 on this and other measurement
issues).

The change seems to have been caused mainly by two de-
velopments that are not easily isolated in the data and are
thus contained in the residual item denoted *short-term bor-
rowing and net domestic outflows™ . On the one hand, 1988
had seen a substantial burst in outflows from developing
countries, noiably in Latin America, but those diminished

substantially in 1989 and in certain cases, notably that of

Mexico, became a significant re-flow. On the other hand,
arrears on payments to foreign creditors, which rose sharply
in 1988, rose again in 1389,

In addition, certain significant trends of earlier years con-
tinued in 1989. For example, the net transfer effected
through direct foreign investment was again significantly
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positive. In the past few years, direct investment rose to ap-
preciable levels in China and other Asian developing coun-
tries {in this case excluding the four economies discussed
previously which have increasingly become a source of di-
rect investment), as well as in Latin America and the Carib-
bean, the latter in part associated with schemes to swap
foreign commercial bank debt into direct investment and
other equity claims.

A second important and continuing development is that
every year since 1982, the net transfer associated with me-
dium-term private lending to developing countries has be-
come more negative, amounting to a net outflow of about
$36 biltion last year. Net interest paid rose to $42 billion in
1989, while the net credit flow remained at $6 billion. in
contrast, although net interest payments on official credits
also reached a new high last year, net lending rose by more,
so that for the first time since 1986 there was a positive net




Table IV.3. Foreign debt of the capital-importing developing countries, 1980-1989

1980 1981 1982 1983 1984 1985 1986 1987 1988 1080

Billions of dollars
Medium-term and jong-term debt 436.7 509.9 5773 670.7 710.9 790 6 8916 10037 989.4 1000
Official concessioal 1052 11t 8 120 1 128.4 131.2 151 8 179 2 213 8 222.4 229
Official non-concessional? 73.2 916 104 2 134 0 1461 1776 2174 2612 2509 266
Privale 261.3 3065 348.0 408 2 4337 461 2 495.0 5287 5160 506
Short-term debt 127 4 1500 164 6 i37 4 1277 272 1209 [34.8 134 .5 133

Total debt 567 | 659 9 419 808 1 8387 917.8 1082.5 11384 1123.9 1133
Regional breakdown of total:

Latin America and the Caribbean 2427 2965 3335 3611 3773 388 4 4092 442 4 4275 424

Africac 109.7 1211 1332 144 7 150.8 1737 2010 2388 2410 253

Four Asian economiest 437 492 552 60 5 619 673 716 736 69 9 64

Other Asia and Europe i7110 193 1 2200 2418 248 7 288 4 330 6 3837 3855 393
Percemage

Total as a ratio to GNP* 270 2990 343 393 398 42.9 458 470 40.3 40 0

Tota! as a ratio to exportsf 117.8 i28.5 1524 1669 1579 1760 194.9 182 7 1556 146 5

Memorandum item
Debt of a larger grouping of
capital-importing countrics
(bittions of dollars)s 656 155 B4t 907 939 1044 1149 1296 1284 1299

Source: Departeent of International Economic and Socin] Affairs of the United Nations Secretarial, based on data of IMF, OECD and the World

Bank, and aational sources

4 Estimate

» Including use of IMF credit

¢ Excludiag Libyan Arab Jamabiriya and South Africa

4 Hong Kong, Republic of Korea, Singapore and Taiwan Province of China

¢ Sampie of 108 economics

I Sample of 114 cconomies; exports of goods ard services

2 World Bank grouping of the developing countries ather than high-income oil-exporting countries {principal difference with above total is inclusion
of Islamic Republic of Iran. Irag and certain countries of Western and Eastern Europe clussified as “"developing™ by the World Bank)

Figure IV.5 Gross borrowing on international transfer from official credit flows that added to the positive
capital markets by capital-importing effect of transfers through official grants.

developing countrics, 1981-89 What emerges from these trends is that the role of me-

dium-term private finance in developing countries is winding
down, while internationa! official lending is becoming more
central. Thus, while developing country debt to the foreign

Billions af dollars

% £ Terced bank loans private sector has fallen in the past two years, debt to official
=z Votuntary bank Jonns cr&dltlo\fys% especially on concessional terms, has grown (see
60 - %’ T - Bonds table IV.3).
,’i % The outlook for international financial flows
40 1 % " ) - Two possible trends can be discerned from recent develop-
% - 1 ments. One is that international private finance will be in-
i . e creasingly tied to investment by enterprises and the other is
40 % % — that international financing of official development projects
% P will be mainfy supplied by public sources,
7
20 - % = % , l ‘ Developing country use of international credit markets has
- % % g e been low in recent years. The restraints have been both on
% % % % % the demand and the supply side. Since the emergence of the
10+ ' ‘ ] i [ i ‘ international debt crisis in 1982, fewer developing country
% - % . % - Governments are deemed creditworthy borrowers. Among
e é | I8 % % %*g i ' those that are, there has been a growing cautiousness about
o el SR i be L O L allowing debt-servicing obligations to grow rapidly Indeed,
198} 1963 1984 1980 1960 1987 1988 106Y excluding syndicated bank loans—often called *“forced bank
loans'—arranged as part of debt restructuring negotiations,
developing countries have borrowed less than $20 billion a
Sonrce Dats of OECD and the World Bank yeiar on average since 1982 (see ﬁgu:‘e IvV.5).

83



In the past, almost all developing country borrowing in
international capital markets was by Governments or guaran-
teed by them. There are signs, however, that enterprises
from some developing countries may now be able to tap these
markets more readily than their Governments. One case in
point in 1989 was the private placement of a Euro-bond for a
Mexican firm, the first since 1982. State enterprises that are
effectively managed may also tap such markets on the
strength of their own operations. For example, the Otl and
Natural Gas Commission of India borrowed in Japan’s pub-
lic bond market last vear without a sovereign guarantee, and
other Indian public sector corporations are expected to gain
access to that market on a comparable basis.

With the greater internationalization of securities markets,
foreign funds are also increasingly moving to the financial
markets in developing countries. One widely-used mecha-
nism for indirect investment in foreign equity shares is the
American Depository Receipt, which is a United States
bank-issued security backed by foreign equity shares. Chil-
ean and Mexican firms have issued these securities and firms
from other Latin American countries and the Philippines are
reported to be planning such issues in 1990, In addition, mu-
tual funds have burgeoned in recent years, many assisted by
the International Finance Corporation of the World Bank,
which invest in equities issued in developing country mar-
kets Some of the funds invest in groups of countries; others
in individual ones, including Brazil, the Philippines, Taiwan
Province of China, Thailand and Turkey. This kind of inter-
national investment, as well as direct foreign shareholding,
which is increasingly being permitted in the countries with
larger domestic financial markets, can be expected to play a
greater role in the 1990s.

Foreign financing of enterprises 15 a more narrowly tar-
geted flow than the balance-of-payments loan of the 1970s
that was syndicated among commercial banks. For different
reasons, it appears that official development co-operation
might also become more focused on specific programmes
and projects in contrast to generalized balance-of-payments
support. In part, this is reflected in the recent review of
structural adjustment lending undertaken in the World Bank.
It also seems implied by the politics of aid budgeting in some
denor countries. “Aid fatigue™ is said to make it difficult in
those countries to mobilize resources for generalized official
development assistance (ODA) for traditional recipients, but
there is strong popular support for assistance to developing
countries in the environmental, human resource and other
areas that can be effectively targeted.

The outlook for the total volume of ODA flows is hard to
assess. The OECD secretariat maintains a medium-term
projection of “perhaps 2 per cent™ growth annually in real
terms from member countries.” Much hinges on the contin-
ued growth of Japan’s aid effort. In 1989 Japan became the
largest donor in the world, with aid expenditure of ¥1.4

trillion (approximately $10 billion), and the growth of ODA
in its 1990 draft budget was the largest of all major expendi-
ture categories.'® At the same time, in the United States, for-
merly the largest source of ODA, Congressional voices have
argued for redirecting aid to Eastern Europe; and several
other countries are reassessing their aid policies.

The recently concluded renewal of the agreement between
the European Economic Community (EEC) and the 68 asso-
ciated African, Caribbean and Pacific (ACP) countries is
also hard 1o assess. The new agreement, Lomé [V, commits
ECU 12 billion ($14.5 biltion) for expenditure under several
programmes during 1990-1995, more than a 40 per cent in-
crease over the spending under Lomé II. However, more
countries have been included as potential beneficiaries. "
The terms of assistance were improved and new programmes
of co-operation were added, notably in the areas of the envi-
ronment and structural adjustment. The agreement 1s to be a
framework for co-operation for 10 years, with the financial
arrangement carried in separate 5-year protocols. It is thus a
renewal and enhancement of a long-term commitment of the
EEC to the ACP countries, but it was clear during the negoti-
ations that member countries of the EEC differed greatly in
their enthusiasm for it, and the agreement did not dispel the
apprehensions of the region that their needs might suffer as
the attention of Europe turned more to the democratization
movements in the East.

The Soviet Union and Eastern Europe have been important
sources of aid for several countries, but such support has
already been curtailed in many cases and at the moment the
future of their development assistance programmes is highly
uncertain. On the other hand, ODA from Arab donors may
increase as firming world oil prices relax budgetary con-
straints somewhat. A positive sign is that resource commit-
ments by Arab national and regional development
institutions rose in 1989 after having stagnated at a low level
for the previous five years (see table A 17). Based on data for
the first eight months of the year, total commitments were up
more than 30 per cent over the same period of 1988, the
major beneficiaries of the increase being African countries.

The prospects for multilateral development assistance im-
proved in 1989 as commitments rose to 335 billion, of which
323 billion were accounted for by the World Bank and its
affiliated institutions and $2 billion were commitments for
operational activities of the United Nations (see table A 16)
In real terms, total commitments rose 16 per cent, led by
non-concessional lending; however, they were no higher
than in 1985 (see figure IV.6). Resource commitments of the
International Monetary Fund jumped more than 150 per
cent, reaching $14 billion (see table A 15). The new loans
were in support of 23 economic adjustment arrangements,
although most of the resources were committed to only three
borrowers, namely, Argentina, Mexico and Venezuela.

IMF support for economic stabilization and structural ad-

9 Sce Development Co-operation in the 1990s, report of the Chairman of the Development Assistance Committee (Paris, OECD, December

1989), p. 27

W See Ministry of Foreign Affairs of Japan, Curlook of Japan s Economic Co-operation (Tokyo, February 19%0)

11" Funds were increased more than 60 per cent for the unique Stabex programme, which seeks to compensate producers for fluctuations in the
rices of primary commaedity exports Lo the EEC, but Stabex will still remain a very small programme relative to the instabilities 10 which the

interaational commodity markets have become accustomed

84




Figure IV.6.  Multilateral resource
commitments for development, 1980-1989
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justment continued to grow in 1989 for both low-income and
middle-income countries, but the growth in comimitments
was concentrated in non-concessional flows {or the generaily
higher-income countries. This notwithstanding, because of
high levels of borrowing from the Fund in the early 1980s,
especially by middle-income countries, most windows of the
IMF were receiving funds back on a net basis. Its main net
disbursements took place through the new, concessional
windows, the structural adjustment facility (SAF) and the
enhanced structural adjustment facility (ESAF) '* Overall,
developing countries made net repayments to the IMF of $2
billion last year. Adding IMF interest charges, their net
transfer of financial resources to the Fund was about $4 bil-
lion,

Net resource transfers to developing countries through
multilateral development loans rose some $3 .5 billion last
year, after an annual drop since 1984 had by 1988 almost
turned the aggregate net transfer negative ™ The net transfer
on multilateral lending did become negative for Latin Amer-
icain 1987 and 1988, but has since turned positive, owing to
the resurgent lending to the region, especiatly by the Inter-
American Development Bank . Its lending capacity had been
severely curtailed by the protracted negotiations of the Sev-
enth General Increase in Resources, which were finally com-
pleted last year and will enable the Bank to approve %5 billion
to $6 billion a year in loans until 1994

Multilateral concessional lending is set for further in-
creases as the international community agreed to the Ninth
Replenishment of the International Development Associa-
tion of the World Bank The IDA-G agreement increases re-
sources by %15 billion (pius $2 billion in repayments on
earlier loans), 21 per cent more in doflar terms than IDA-8. It

i
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is available for spending during the period 1 July 1990 to 30
June 1993. The thrust of IDA lending will be on anti-poverty
measures, support for economic policy reforms, and critical
environmental issues . Since the requirements for additional
concessional funds in the low-income countries of Asia and
Africa remain urgent, sub-Saharan Africa’s share of IDA-9
resources will be maintained at the 45 to 50 per cent range,
depending on the countries’ economic performance. The
United States was the largest donor, contributing $3 2 bil-
lion, Japan was second with $2 8 billion and the Federal
Republic of Germany, third, donating $1.6 billion

Although of smaller size, it is also important to note the
agreement reached after 18 months of negotiation for a $566
million replenishment of the International Fund for Agricul-
tural Development (IFAD) for the period 1990 to 1992 The
23 per cent increase in funds renews IFAD’s mandate, which
targets assistance on an important and sometimes neglected
population, namely, small-scale farmers in low-income
countries. The agreement marks a shift in what was already a
enique arrangement for financing a multifateral institution
from funds of OECD and OPEC (country categories I and
ID. Until now, the beneficiary countries (category III},
whose contributions were strictly on a voluntary basis, did
not figure significantly among the Fund’s contributors.
However, the OECD countries have now agreed to match
every dollar of category IH contributions with $3 of theirs,
and thus the beneficiary group has emerged as a donor
group. "

In yet another important and long-delayed development in
multilateral finance. agreement was finally reached in early
May 1990 to expand the regular resources of the IMF, The
agreement raises Fund quotas by 50 per cent {about $60 bil-

2 The oaly other facility with a positive net flow was for compensatory financiag. owing primarily to drawings by Algeria and Mexico

13 The net transfer from lending had fallen from about $8 billion in 1984 to $1 billion in 1988, according to the data of the World Bank Debtor
Reporting System {the overall multilsteral net transfer to developing countries was in any event larger, as it included the foreign exchange value
wansferred as part of technical assistanee activities, foed aid and sther multilateral grants)

4 The wial contributions of category I amounted to $64 millien, matched by a corresponding $192 million from category 1. Ia sccordance with
established practice, every dollar of OPEC comribution. which wiaied $ 174 million. was matched by $1 50 from QECD, theseby bringing

that 1otal to $310 million



Box 1V.2. Implementation of the ‘“Wass Report’’ recommendations
on financial flows to Africa

In February 1988, the United Nations Secretary-General’s
Advisory Group on Financial Flows for Africa, informally
known as the “Wass Commission™ after its Chairman, Sir
Douglas Wass, published its report on how to improve finan-
cial transfers to Africa. " It recommended a target increase in
financial flows and a set of measures for increasing particu-
lar types of flows. On the second anniversary of the report,
one can begin to assess the extent to which the proposals
were implemented.

The overall target was an annual increase in the net finan-
cial flow of $3 billion above what was expected to be availa-
ble in 1986-1987. The target was meant to apply to
sub-Saharan Africa excluding Nigeria {and South Africa).
According to available data and estimates, and applying
World Economic Survey methodology as discussed in box
IV 1, the annual net financial transfer to the region was more
than $1.5 billion higher in 1988-1989 than in 1986-1987.
According to OECD, which, as discussed above, appiies a
different statistical approach and looks only at the transfer
from foreign providers of financial resources and technical
assistance, the net transfer in 1988 was $3 billion more than
the 1986-1987 average (including Nigeria). At constant ex-
change rates and prices, however, OECD estimated that
there was no increase in the net transfer.” Using a third mea-
sure that includes terms-of-trade effects and appiies to Africa
as a whole, the United Nations Economic Commission for
Africa estimated that there was a net outflow of resources of
about $6 billion in 1988 and 1989 ¢

The Wass Commission called for conversion to grants of

all bilateral official developmenr assistance (ODA} claims on
debt-distressed countries in Africa. The proposal derived
from United Nations Trade and Development Board resolu-
tion 165 (S-IX) in 1978. As at 15 October 1988, the last date
at which official information was collected as part of the
monitoring of this resolution, $3.3 billion in debt relief or

other measures had been taken in favour of sub-Saharan
countries, of which all but $315 million dated from October
1986 or before * However, further debt reductions are taking
place under new commitments made in 1989 by creditor
Governments such as those of Belgium, France, the Federal
Republic of Germany and the United States.

The Group recommended greater debt refief in Paris Club
negotiations, where debts owed to creditor Governments are
rescheduled. This was not directly implemented, but the in-
creased legitimacy accorded to debt reduction and interest
concessions by the Group may have helped to formulate the
new terms for Paris Club debt relief agreed in the 1988 To-
ronto Summit of seven major industrial countries. By the end
of last year, 15 sub-Saharan countries had benefited from the
Toronto terms. However, the World Bank has estimated that
the cash flow savings in 1989 in sub-Saharan Africa com-
pared to standard reschedulings were only about $50 mil-
lion. The Bank further estimated that if the Toronto terms
were extended to all of low-income Africa and were offered
by other official creditors as well as OECD countries, it
would reduce annual debt-service obligations by 3.4 per cent
of the 1988 level ©

Concerning multilateral debt, the Group recommended
establishing a new facility in the World Bank for refinancing
Bank loans on concessional terms for hard-pressed coun-
tries. A programme of this sort was adopted in September
1988, using credits from the Bank’s concessional lending
affiliate, the International Development Association (IDA),
and grants from Norway and Sweden. The Group recom-
mended that loans from the Enhanced Structural Adjustment
Facility could play a similar role in the IMF, which they may
be interpreted as doing.

Recommendations on commercial bank debt were ad-
dressed to banks and Governments The former were en-

Y Financing Africa’s Recovery: Report and Recommendations of the Advisory Group on Financial Flows for Africa (New York, Unitedt

Nations, Africa Recovery, 1987)

b See QECD, Development Co-operation in the 1990s, Report of the Chairman of the Development Assistance Committee {Paris, Decem-

ber 1989), p. 219

¢ United Nations Economic Commission for Africa, Economic Report on Africa 1990 (Addis Ababa, April 1990), para. 104.
d Information skf)plied by the UNCTAD secretariat, 30 March 1990; The Least Developed Countries: 1987 Report (United Nations publi-
0.

catipn, Sales E87.11 D 12), pp 70-71,

¢ See World Bank, Warld Debr Tables 1989»9b. vol, I (Washington, D.C., December 1989), p. 48; and **Debt and Managing Adjustment™,
report by the UNCTAD secretariat (TD/B/C 3/232), 6 February 1990, paras. 15-19

lion) and sets the date for completion of the next Quota Re-
view at March 1993, This would be the standard length of
time from the date that the current Quota Review was origi-
nally supposed to have been completed: March 1988, The
delay in completing the Quota Review was due to difficult
policy matters. One was finding an acceptable formula for
reapportioning quotas and veting rights among France, the
Federal Republic of Germany, Japan and the United King-
dom. Quotas reflect the economic strength of member coun-
tries, and it had become clear that the quota of Japan
warranted an increase In the end, Japan and the Federal Re-
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public of Germany will share second place in the IMF rank-
ings and France and the United Kingdom will share fourth
place

* The other difficult policy issue that held up agreement on
the quota increase was determining how to treat member
countries in deep and protracted arrears to the Fund. Obliga-
tions of 11 Fund members totalling almost SDR 3 billion
(more than $3.5 billion) were overdue six months or more as
at fate 1989, Two types of situations had to be addressed.
One was when Governments in arrears wished to reactivate
their participation in Fund programmes and seek Fund as-




couraged to ‘‘take special relief measures .on a
case-by-case basis”. Some banks can be said to have re-
sponded through charitable swaps (e.g., in the Sudan and
Madagascar}. The amounts have been small, although banks
have been interested in undertaking additional swaps in AF-
rica. The Wass Commission also recommended that bilateral
donors allocate funds for the purchase of deeply discounted
commercial bank claims. The initial example of such a pro-
gramme was, however, arranged for Bolivia in 1988, Certain
cases have also been arranged in Africa, where bilateral do-
nors participating in such arrangements have preferred dis-
cretion, as they would otherwise raise the price of such debt
in the secondary market, as happened in the Bolivian case
where the price rose from 6 cents on the dollar to [1-]12
cents. In addition, a multilateral initiative was agreed last
Sepiember at the World Bank, when a $100 million 1DA fa-
cility was created out of World Bank net income to finance
commercial bank debt purchases of low-income countries
However, the main recommendation of the Wass Connis-
sion concerning bank debt, that an African Development
Bank proposal for debt reduction through securitization be
put into practice in one or mote countries, was not acted
upon.

The Wass Commission also called for new financial flows.
First, it proposed expedited disbursements from the end-1987
commiiment to co-finance World Bank adjustment pro-
grammes. Of the gross commitments of $6 4 billion (about
half of which were additional funds), $5 1 billion were allo-
cated by the end of 1988. However, disbursements had totalled
only $0.9 billion. The World Bank noted that “donors need to
accelerate these commitments and disbursements " '

‘More success can be cited for the requested speedy imple-
mentation of the replenisinment of IDA and the African Devel-
opment Fund, especially in comparison with the difficultics
in the previous replenishment. The ninth replenishment of
IDA was agreed last December and should be in place by this
June. The sixth replenishment of the African fund is sched-
uled this year as well

The Advisory Group also advocated an expansion of ODA,
which it suggested should be more fast-disbursing. Indeed,
structural adjustment became the watchword of donor assist-
ance programmes. The World Bank now hosts frequent do-

! World Bank, Armual Report 1989 (Washington, B C | 1989} p 44

nor meetings for some countries and there has been more
co-financing and less aid-tying. However, OECD data indi-
cate almost no increase in the net flow of ODA to sub-Sa-
haran Africa in constant prices and exchange rates.® The
World Bank staff has estimated that QDA to sub-Saharan Af-
rica should grow 4 per cent a year in real terms in the 1990s.
Although less than the rate of growth in the 1980s, even this
may not be realized in the 1990s, according to the Bank,
unless the share of low-income countrics in ODA can be in-
creased.”

Finally, the Wass Commission took up the problem of
short-term fluctnations in foreign exchange needs and rec-
ommended that the Compensatory Financing Facility (CFF)
of IMF be returned to its original role as a low-conditional-
ity, relatively automatic and quickly available source of
funds. This was not adopted as such, but the suggestion that
the CFF be expanded to cover additional contingencies was.
In August 1988 it became the Compensatory and Contin-
gency Financing Facility (CCFF), wherein loans can now be
extended to countries to cover part of the unfavourable devia-
tions in a host of balance-of-payments flows that are beyond
the adjusting country’s control (including interest rate in-
creases). The contingency mechanism would be triggered
once net deviations exceeded a threshold level. However, as
at end-1989, no African country has made use of this new
Facility.

To a degree, the contingency facility can also be seen as
addressing the recommendation that when economic condi-
tions do not improve as anticipated, the repayment period
should be lengthened; whereas if recovery is quicker than
expected, repayment should be accelerated. CCFF drawings
can have a comparable effect on cash flow to lengthening the
repayment period, while the symmetry provision of the Fa-
cility could call for carly repayments under favourable devia-
tions {or it could reduce other Fund disbursements, again
having a comparable effect on cash [low)

The recommendation that use of the Facility be subsidized
for low income countries was not acted upor, for was access
substantially enlarged pending the Ninth Queta Review as
suggested . The Quota Review itself was agreed in May of
this year, but still requires implementation

£ From $15 billion in 1986-1987. the net Mlow rose to $16 bilion (for African least developed countries it went from $11 5 billion to 512

billion), according to OECD, ap cit . p. 218

v Worid Bank, Sub-Saharan Africa From Crisis to Sustainable Growrh (Washingion, D C @ The World Bank. November 1989, p 179

sistance in adjustment efforts but lacked the resoves to be-
come current on Fund obligations. For such cases, uie Fund
has developed a co-operative approach to the early reduction
and elimination of arrears. The IMF Interim Committec at
its May meeting extended this approach when it endorsed a
proposal whereby a member could earn a ““claim toward fu-
ture financing" based on a sustained economic performance;
in other words, the Fund would consider indirectly lending

{0 countries in arrears in certain circumstances "

The Interim Committee also found it necessary, however,
to address instances in which members in arrcars were “per-
sistently not co-operating with the Fund™ . Here the Commit-
tee called for an amendment to the Articles of Agreement of
the Fund by which such members would lose their voting and
related rights The discussions of this matter were difficuit,
but in the end it was agreed that the quota increase would not
come into effect before the effective date of the amendment

15 The Commitice also concurred with the proposat that the Fuad should pledge up to 3 million ounces of gold, H needed, as additional security
that borrowings from the ESAF would be repaid {see Communiqué of the Interim Commister of the Board of Governors of the IMF (8 May

1990). para. B)
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Limitations of international policy toward developing country debi

For many heavily indebted developing countries, both
low-income and middle-income ones, it is now widely rec-
ognized that it makes more sense to reduce the debt of the
servicing of the debt than to continue to add more loans to a
stock of debt that already exceeded a country’s debt-servic-
ing capacity. Policies to iraplement this view with regard 1o
the debt to official creditors of low~income countries began
to gather momentum in 1988 with the Toronto Agreement on
Paris Club debt and continued with several unilateral initia-
tives in 1989, particularly pertaining to the debt of African
countries (see box IV.2)

Creditor country Governments last year endorsed the pro-
posal of the United States Secretary of the Treasury, Mr Ni-

cholas Brady, under which the commercial bank debt of

heavily indebted middle-income and low-income countries
could be reduced voluntarily through negotiations in which
“enhancements” would be offered to bank creditors, the cost
of which would be underwristen by loans from the IME, the
World Bank and the Government of Japan, as well as from
the reserves of debtor countries themselves. The financial
markets, which had grown increasingly -pessimistic about
the debt problem, at first reacted positively The perception
grew that more debt would be moved off the books of the
banks, albeit at a discount, and that remaining debt would
more likely be serviced fully. Indeed, average prices in the
secondary market for the bank debt of middle-income coun-
tries rose (see figure IV 7).

However, by the end of the year, the mood of the market
again soured. The banks saw a smaller buy-back of debt than
expecled and concern rose over the servicing of remaining
debt as the official financial community seemed to grow tol-
erant of rising arrears to the banks. The average secondary-
market bid on the debt of the 15 debtor countries noted
previously lel] below one third of face value, while it was less
than 10 per cent for sub-Saharan Africa, excluding Nigeria
(with the debt of only four countries still in the market, com-
pared to ten in 1987).

The nepgotiations with the banks were also proving difficult
and protracted. In the Mexican case, intensive creditor gov-
ernment involvement was reguired to bring them to a tenta-
tive agreement in July 1989 A long period was then needed
to arrange details and “sell” the package to Mexico’s 500
creditor banks, final arrangements being completed only in
February of this year '® No overall framework was set by the
Mexican case, however, as subsequent Brady Plan negotia-
tions settled on very different packages for the Philippines,
Costa Rica and in March of this year, Venezuela '’ All the

agreements have been guite complicated and assessments of

themn have varied. However, when all the relevant aspects are
taken into account, the benefits estimated are modest and the
solution to the developing country debt problem seems once
again to have eluded the international community.

The Mexican financial package

Mexico was sceking to cut its net transfer of financial re-
sources abroad from 6 per cent of GDP in recent years to 2
per cent. Mexico’s final agreement with its bank creditors
did not reach that rarget . It did, however, contain elements of
debt and debt-service reduction and a new money option
The agreement covered about $48 billion of Mexico’s debt to
commercial banks, and all holders of the debt had to partici-
paie in the package or find their claims subordinated to those
of banks that did participate,

The financing package gave comumercial bank creditors
three options The first was debt reduction wherein old debt
would be exchanged for 30-yvear bonds whose interest rate
would float at the changing six-month London inter-bank
offered rate (LIBOR) plus a ““spread” of 13/16 of | percent-
age point; the dollar value of the bonds received by a creditor
bank would be at a discount of 35 per cent of the face value of
loans exchanged. The second option was a swap of debt for
30-year fixed interest bonds at par, but paying only 625 per
cent interest for dolar-denominated loans and comparable
rates for other currencies. And finally, there was a “new
money " option under which creditors that did not participate
in either of the first two options would extend new loans to
Mexico over the next four years in an amount equalling 25
per cent of their old loans outstanding; the new money loans
would bear market-related interest rates of LIBOR, plus a
spread of 13/16 of | percentage point

Principal payments on discount and par bonds were fully
collaterized by Mexico’s purchase of zero-coupon United
States Treasury bonds whose value at maturity will equal the
face value of the maturing Mexican bonds.'® In addition,
Mexican interest payments would be partiaily guaranteed by
a fund invested in highly liquid United States dollar assets in
an amount equivalent to no less than 18 months of interest. In
the event of non-payment of interest by Mexico, payment
would be made from the fund until it was exhausted

Funds for the collateral financing were provided by the
IMF, Japan and the World Bank {totalling $5 7 billion) and
from Mexico's own reserves {$1.3 billion). As only $5.8
billion of this $7 billion were to be available in time for im-
plementation of the agreement, & bridge loan from commer-
cial banks was negotiated to complete the collateral
financing "

16 The secondury market responded positively to the completion of this first Brady Plan arrasgement, as bids rose from their lows of iate last

year (see figure IV 8)

17 Afier this section of the Swrvey was completed an agreement was also reached between Morocco and its creditor banks
18 The Japinese Government arranged a similar, although smaller. issue of comparable bonds 1o back up the exchange of yen-denominated

credits.

¥ Other imporant features of the agreement included o “recaplure clause”, whesein holders of par and discount bonds are eatitled to additional
payeents in case vil prices increase over a centain percentage starting in July 1996, Also, Mexico is atfowed to repurchase the discount and
ar bends in the secondary market or in direct negotiations with band holders at any time, provided it is current on interest payments on those
onds. Participating banks are also given access o a debt-equity conversion programme 1o be reinstated by Mexico in 1990, That programme
seeks to swap up 10 31 billien per year over three and & half yeirs to inance privatization efforts and investments in infrastructure




Most assessments of the Mexican agreement praise the
breaking of new ground in assessing the debt overhang of
middie-income countries, but express concern that after very
considerable negotiating effort on all sides, the cash flow
gain to Mexico seems rather modest. Mexico had sought a 55
per cent reduction in principal or interest rates but received
essentially a 35 per cent reduction instead. Given the large
proportion of the debt that was to be covered by the Brady
Plan options and the limit to the funds available for setting up
the collateral arrangements, the discount could not have been
significantly deeper.

The reason is complicated but begins with the fact that in
the first half of 1989, Mexican debt was trading in the sec-
ondary market at roughly 40 per cent of face value (see figure
IV.8), which banks might have taken as an indicator of the
cash value of their exposure. If the Mexican scheme had con-
templated a straight buy-back, this might have been the start-
ing point for negotiating the buy-back price. What was
offered to the banks, however, was a swap inte one of two
iypes of 30-year bonds whose principal was guaranteed, but
whose interest was not, save for a roliing 18-month period
Since most ol the cash flow as scen from 1989 was thus not
guaranteed, those bonds could be expected to trade at a dis-
count once they were listed on any international exchange.
The amount of that discount, in turn, would depend on how
much of the cash flow was not collateralized and without
additional resources, Mexico could offer no more than the
limited inierest guarantee given. The value to banks of par-
ticipating in the bond-swap options was tied to the expected
market valuc of the bond, i.e., the combined result of the two
discounts. If that came to more than 60 per cent, the banks
would be taking a steeper cut than they could sce themselves
taking individually in the secondary market * In short, the
size of the discount on the Mexican debt was limited by the
size of the peol of funds avaitable o provide collateral *!

A steeper discount could have been funded with the same
$7 1 billion fund for collateral if more banks had chosen the
“new money” alternative. However, banks had built up sig-
nificant reserves against non-payment of their developing
country loans and added substantial amounts to them in the
second half of 1989, most reaching levels of 50 to 80 per cent
of their Third World loans by year-end. Having reduced re-
ported profits by the addition to reserves, such banks would
be hard pressed to explain to their boards of directors making
fresh loans to the very same borrowers. Indeed, the conse-
quence for the final form of the Mexican package was that
fewer banks chose the new money option than was expected
in July when the agreement was first reached. This, in turn,
for a while threatened successful completion of the entire
exercise *

Figure IV.7.  Secondary market bids on bank
debt of developing countries, 1986-1990
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In the end, banks covering 47 per cent—about $23 bil-
lion—of the debt included in the agreement opted for the
reduced interest bonds exchanged at par. Servicing these
bonds will cost Mexico $! 4 billion in annual interest pay-
ments. OFf the eligible debt, 41 per cent—almost $20 bil-
lion-~is to be exchanged for almost $13 billion of discount
bonds. Under this option and using the LIBOR in effect as at
early 1990 (8.5 per cent)~the discount boads would require
annual interest servicing of about §1.2 billion. Finally, banks
holding 12 per cent of the debt chose the new money option.
By the end of four years, a total of $1.4 billion in new debt
will therefore be contracted and serviced. This will cost
Mexico $86 million in annual interest payments, on average,
during the four years of the financing package, assuming LI-
BOR remains unchanged. Moreover, interest must still be
paid on the amount of debt that was not exchanged for either
type of new bond (almost $6 billion), which amounts to $536
million per year.

20 1n the actual case, if the bonds trade at a discount of less than 38 Fcr cent, the banks will have received the equivalent of more than 40 cents
a

per dotlar of origiaal face vatue (i e, a price that is 62 per cent of

price that is 65

r cent of original face value equals a price that is 40 per

cent of the original) For an explorstion of the relation betwees bond swaps and cash buy-backs, see Michael P Dooley. " Seif-financed
buy-backs and asset exchanges”. JMF Staff Papers. vol 35 (December [988), pp 714722

2 Indeed. underfundisg was one concern expressed in the discussion of the Brady Plan in these pages last year (see Horld Economic Survey

1989 pp 75-79)

21 Mexien and its bunk advisory committee were expecting thit 80 per cont of the eligible debt would be converied into new honds. This implicd

that guarantees were not required (or 20 per cent or $9 6 billion worth of debt As only 12 per cent of the banks chose the new meney option.
additionn! resources to cover the guamniees on the extra $3 8 billion had to be arranped
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Thus the two bond options, the new money option and the
part of the eligible debt that was not exchanged for new
bonds, will require approximately $3 2 billion, on average,
from Mexico in annual interest payments. This figure com-
pares with an average annual interest bill of $4 .5 billion on
the initial debt under an assumption that it would otherwise
have been rescheduled on standard terms with a grace period
on principal payments that exceeded 4 years. Gross savings
in interest payments derived from the accord could therefore
be estimated at about $1.25 billion per year. ™

The net savings, however, are smaller because, as noted
above, the agreement requires that Mexico provide guaran-
tees for principal repayments and part of the interest bill. The
first guarantee was effected through purchase of the 30-year
zero-coupon United States Treasury bonds. A total of $35
billion in Mexican bonds needed to be covered in this way
After negotiations with the United States Treasury, an inter-
est 1ate of 8 05 per cent on these bonds was agreed upon,
which meant an outlay of $3.5 billion to purchase the bonds

this year. Guarantees for a minimum of 18 months’ worth of

interest payment on the discount and par bonds required an-
other $3.9 billion Total resources necessary to enhance the
bonds thus amounted to $7.4 billion, although $7. 1 billion
was the amount finally committed *

Mexico’s need to invest in these debt enhancements using
both borrowed money and its own reserves carried a cost in
terms of servicing the borrowed funds and—in the case of the
reserves—in terms of interest earnings forgone. This comes
to an annual average of almost $350 million per year during
the period ™ Deducting this from the gross savings of $1.25

billion, the estimafed net average annual benefit in terms of

interest payments shrink to little over $900 million, which
corresponds to only 10 per cent of Mexico’s total interest bill
in 1988

There was, however, one further advantage claimed for the
agreement for Mexico, namely, that it indirectly served to
rescheduie most commercial bank principal payments for a
long period. Had the previous schedule of principal repay-
ments remained valid, Mexico would have had to transfer
$2.8 billion abroad annually, on average, during the four-
year period ™ On the other hand, Mexico would surely have

successfully arranged a conventional rescheduling had it
chosen to follow that route, which is to say this benefit could
have been obtained by other means. Moreover, Mexico has
had to sequester $1.4 billion of its reserves, although that
was offset by the inflow of new money from the banks of the
same magnitude ¥ Consequently, comparing the net ex-
pected cash flow under the agreement with the previously
scheduled cash flow, Mexico's benefit from the agreement
would appear to be $3.4 billion a year for four years, or
roughly 2 per cent of Mexico’s GDP, well below the savings
of 4 per cent that Mexico was aiming at.” Comparing the
benefits Mexico received under the agreement to what might

Figure IV.8.  Secondary market bids on bank
debt of Brady-Plan countries, 1986-1990

Per cent of fuce value
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2 interest rates have decline since the agreement was drafted. The base case considered during negotiations had been LIBOR equal 10 10 Eer
cent, under which the gross interest savings would have been $427 million more per year. Indeed, for every percentage point that LIBO

TR

27

declines, Mexico “loses” about $285 million in annual gross savings of interest payments on this part of the nepotiated package, as the differ-
ence between the floating international interest rate and the fixed rate of 6 25 per cent diminishes Likewise, an increase of LIBOR by | per
cent would mise relative interest benefits by the sume amouat

The original commitment was for 37 bilfion and the difference had to be resolved by a final supplementary nepotiation, the result being that
Mexico would use $100 million more from its reserves and the initial interest guarantee fund would be reduced, so that by reinvesting the
interest carned by the fund the full guarantee amount would be in the fund by the end of 18 months

Mexico will incur an annual net interest cost on the order of $270 milkion a year in buying the $3.5 billion of zero-coupon United States
Treasury bonds (assuming that the interest rate on loans from official creditors averages about 7.7 per cent). For the funds used as interest
collateral, the interest earned by the fund wiil be approximately the same as the interest paid to the official creditors who supplied some of the
furds and the interest forpone on Mexico's own contribition. Expenses and revenues attributable to the interest puarantee £nd therefore will
cancel out with one exception, which is that the interest earned in the first year has to be udded to the fund instead of being paid 10 Mexico
This comes to over $300 million which, annualized over four years and added to the $270 million, gives the cstimate stated in the text.

Based on data of World Bank Debtor Reporting System

Borrowing from officiul creditors and the commercial bank bridge loan dees not represent a net inflow of capital, since these funds cannot be
used in the domestic economy as they are sequestered for the guarantees

Caleulated at LEBOR of early 1990 (the interest benefit per se in this comparison would be lower than in the base case considered in the text,
as making scheduied principal payments would reduce interest due on the diminishing debt outstanding cach year)
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otherwise have been expected under a conventional resche-
duling, the gain in cash flow was less than §1 billion a year.

In sum, although Mexico's 1989 debt agreement provided
a measure of relief in net financial transfers abroad, it will be
mostly brought about by the restructuring of principal repay-
ments and not by the mild benefit induced by the reduction in
interest payments or in debt itself. Although $7 billion of
debt was written off in the exchange for discount bonds, debt
also increased by about $7 billion: $5.7 billion from official
creditors and $1.4 billion from the new money option pro-
vided by the banks.

Moreover, a serious consequence of this effort to offer a
range of options to creditors is that a majority of Mexico’s
commercial creditors chose one of the exit routes. Except in
a few cases, banks have thereby taken losses and would not
soon be likely to offer new money loans as well. Also, Mexi-
co’s debt is now less subject to formal debt renegotiation.
Borrowings from multilateral institutions are not resche-
duled on principle and bonds are not easily restructured. Yet,
although major principal payments have been deferred deep
into the future, they are in a sense already prepaid through
the guarantee scheme. But Mexico’s overall interest burden
has hardly been lightened and could prove excessive in the
future as it has in the past.

All this notwithstanding, private financial flows to Mexico
could quickly resume if Mexicans who have moved assets
abroad because of uncertainty over domestic policy-making
under the debt overhang now bring home their “flight capi-
1al”". They would be attracted by the relief the package brings
to the economy, and the ensuing resurgence of economic
growth. Indeed, there were signs that confidence in the Mex-
ican economy grew in 1989 as the debt negotiations pro-
pressed. For example, interest rates on domestic
Government debt receded significantly after the announce-
ment of the foreign debt package . Private inflows of capital
increased in 1989, although it is not possible to isolate the
stimulus from increasing confidence and that from very high
real domestic interest rates. Moreover, those funds have been
volatile in the past and are guick to leave when economic
difficulties loom. Indeed, Mexico still faces some difficult
adjustments in its trade balance and a resurgence of rapid
economic growth is not currently forescen.

Mexico is thus becoming greatly dependent on multilateral
institutions and other official creditors for new financing
There is a risk in using funds originally intended to finance
development efforts to cover balance-of-payments difficul-
ties tied to the debt overhang. Part of the $2 billion Mexico
will receive from the World Bank to enhance the financing
package was deducted from previously approved loans for
fertilizer, agriculture and steel in the Mexican economy.™ It
can be asked whether these moneys would have produced
greater benefits for Mexico had they supporied the invest-
ments for which they were originally approved.

2 On the date the drafl agreement was announced, 27 July 1989, annual inerest rates on the 28-day CETES (Treasu

The Philippine agreement

Soon after Mexico reached preliminary agreement with its
bank creditors inr July, the Philippines did the same in Au-
gust. The Mexican case, however, had not provided a model
for the Philippine negotiations. The latter produced an
agreement consisting of two options: a new money scheme
and a buy-back operation. Banks could also opt not to partic-
ipate in the accord and in this sense the proposal was less
binding on commercial banks than the Mexican agreement.
Indeed, the Phiiippine agreement was negotiated much more
quickly and was a far less contentious negotiation than the
Mexican case. On the other hand, in both cases it took halfa
year from preliminary accord to final agreement.

In the end, approximately $1.3 billion in old loans were
purchased for cash at a discount of 30 per cent of their face
value. This roughly corresponds to the discount offered on
the Philippine debt in the secondary market (see figure
IV 8). Funds for the buy-back operation largely came from
new loans by the IMF, the World Bank and Japan, although
the Government also drew $90 million from its own re-
SETVES.

The new money option in the Philippine accord took the
form of an issue of United States dollar bonds by the Philip-
pine Central Bank bearing a floating interest rate equal to
six-month LIBOR, plus a spread of 13/16 of 1 percentage
poind. The bonds will mature in 13 years and have a grace
period of eight years. The Government was aiming to obtain
$1 billion under this option, but when the negotiations con-
cluded in late February only about 3700 million were pro-
vided by over 80 banks

The net impact of the agreement on the interest obligations
of the Philippines was virtuatly nil. The writing-off of $1 3
billion of debt itself saved over $120 million in annual inter-
est payments (at interest rates in effect in early 1990). But
against such savings must be set the expense the country in-
curs in interest on the funds borrowed for financing the buy-
back operation (and the opportunity cost of interest forgone
on the reserves used) as well as the interest on new loans.
These expenditures amount to over $115 million per year, for
a net saving of only $6 million annually.

This notwithstanding, the Philippines gained from the
elimination of principal payments on the repurchased debt,
and since little principal is to be paid on the new loans in the
near future, the annual gain in debi-servicing payments is
almost $100 million a year.” As in the case of Mexico, the
financial benefit of the agreement is thus more analogous to
that of a conventional rescheduling than a debt reduction.
Indeed, there was virtually no debt reduction: although $1.3
billion of debt were setired, this was mostly offset when the
country borrowed $560 million to write the old debt off and
issued new bonds of $700 million. Moreover, this agree-
ment—even though the Government raised only 70 per cent
of the targeted $1 billion—when added to the Multilateral

Certificates) dropped by

12 points 1o 34 6 per cent (by year-end, nominal interest rdes had again risen. although read interest rates contiaued o fall)

30 World Bank News. | February 1990

31 Based on pre-existing principal repayment schedules as per World Bank Debtor Reporting System
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Assistance Initiative for the Philippines will significantly in-
crease the total size of Philippine debt. The debt-reduction
aspect of the Philippine negotiation thus provided little more
than what earlier “‘menu options™ of the international debt
strategy had provided, namely, an exit vehicle for those com-
mercial banks—generally the smaller ones—that would take
a partial loss as the price of not having to participate in fur-
ther lending.

The Costa Rican agreement

Costa Rica is the third country to reach tentative agree-
ment on debt restructuring under the Brady Plan. This was at
the end of October 1989 and the final package was not yet
agreed as at late March of this year. None the less, the basic
structure of the agreement has been settled. It comprises
buy-back and debt conversion operations and rescheduling
of interest arrears. No option for new money was included in
the agreement.

Banks will be giver only two choices: (a) they may tender
their loans for cash at a price to be announced hy Costa Rica,
which is expected to be very close to the secondary market
prices;* and (b) loans not tendered will be exchanged for
bonds at par paying an annual fixed interest rate of 6.25 per
cent

An incentive was built into the agreement for banks to par-
ticipate in the buy-back option. Those creditors that tender
more than 60 per cent of their Costa Rican exposure for buy-
back wili receive a more attractive bond for their remaining
loans outstanding: it will have a 20-year maturity, a grace
period of 10 years, and will be backed by a one-year rolling
interest goarantee facility similar to the Mexican facility,
Creditors that offer less than 60 per cent of the value of their
foans will be given a 23-year bond, with 15 years’ grace and
no guarantee on interest payments for the remainder of their
exposure.

In addition, Costa Rica had accumulated about $325 mil-
lion in interest arrears that have to be settled. Past due inter-
est will be treated as follows: first, much will be
extinguished through the buy-back process (in the same pro-
portion as the buy-back of the original debt itself); for the
rest, Costa Rica will make a down payment of 20 per cent of
the nominal value and the balance will be rescheduled as a
15-year loan, with no grace period and paying the floating
interest rate of LIBOR plus a spread of 13/16 of | percentage
point. Again, those creditors who tender more than 60 per
cent of the arrears owed them are set apart from the rest.
Interest payments on their loans will have a three-year rolling
interest guarantee.

The agreement has the financial support of the IMF, the
World Bank and other official creditors who will make avail-
able over $250 million for the buy-back and guaraniees on
interest payments. The two multilateral financial institutions
alone are expected to contribute more than $100 milkion to
the financing package. This in itself is one of the remarkable
features of the Costa Rican agreement, i.e., the multilateral
financial institutions—not to mention the banks-considered
Costa Rica eligible for the Brady initiative even though it had
substantial interest arrears outstanding. It raised expecta-
tions among other debtors that are also in arrears that accu-
mulated past-due interest would not have to be paid before
qualifying as candidates for debt negotiations under the
Brady Plan.

How much benefit Costa Rica derives from the agreement
will depend on the choices creditors make. The Government
is seeking to retire about two thirds of the country’s commer-
cial debt. With commercial banks holding about $1.5 billion
of Costa Rica’s long-term debt plus $325 million of arrears
and assuming that 67 per cent of it is tendered for cash, the
country will be able to cancel $1 2 billion of its debt. This
would leave almost $300 million of original debt to be ex-
changed for fixed interest bonds whose servicing would cost
Costa Rica $30 million per year. In addition, the interest
arrears that were not repurchased for cash would be resche-
duled as discussed above and interest on that would amount
to about $8 million a year over the next four vears. Set
against a hypothetical standard rescheduling with a grace
period of four years or more, the buy-back operation and the
debt conversion would thus bring Costa Rica a gross saving
in interest payments of about $128 million a year over the
next four years

However, as in the preceding cases, net interest savings are
less than the gross cuts. Interest on the funds borrowed for
the buy-back operation amount to another $15 million per
year ** Consequently, net savings in interest payments would
come to about $114 million per year, compared to a conven-
tional rescheduling. Moreover, the stock of debt would be
reduced by over §1 billion, which corresponds to over 21 per
cent of Costa Rica’s total debt at the end of 1988,

However, what appears to be a significant interest conces-
sion by the banks may have been accepted by them mainly
because, in fact, Costa Rica was not making its contracted
interest payments and was not expected to resume them in the
near future. Indeed, in 1987 Costa Rica paid only $37 mil-
lion in interest on medium-term and long-term bank credits,
down from $212 million in 1985 * It paid slightly more in
1988 and 1989 Thus, the agreement does little more than

3 Costa Rica's debt traded at 14-18 cents o the doliar in the secondary market in the second half of 1989 (see figure [V 8) and averaged 16

cents. the price used in the caleulations discussed here.

3 Holders of new bonds are also granted the ripht to participate in debl-equity swaps. The bonds may be converled into locat currency invest-
menis up to 520 million annually for a period of five years. The package also includes a recapture clause by which bond holders will be

entitled to an increase in the value of their bonds in case Costa Rica’s real GDP rises 120

reent above its level in 1989, Additional pay-

ments, however, will not be greater than 4 per cent of the value of bends plus rescheduled interest paymesnts (see Economic Commission for
Latin America and the Caribbean, Preliminary Overview of the Latin American Economy 1989 (L.C/G 1586}, 20 December 1989}

M Resources borrowed to provide interest guaraniees would nol be a net cost for the country as the interest the guarantee fund receives would
roughly cancel oul the interest that Costa Rica would pay to the providers of the funds

35 Bused on data of World Baak Debtor Reporting System




recognize the order of magnitude of interest payments that
Costa Rica has been able to make in recent years. This is not
an achievement to minimize, but it nevertheless would not
make a substantial contribution to raising the net financial
transfer to Costa Rica. And lastly, the targeted retirement of
two thirds of the commercial bank debt (including accumu-
lated arrears) may not even be fully realized.

The Venezuelan apreement

On 20 March 1990, after more than a year of on and off
negotiations, Venezuela and its commercial bank creditors
agreed to the basic terms of the latest Brady Plan debt pack-
age. It is impossible to properly assess that package with the
fragmentary information at hand—indeed, the proportion of
banks that will take the different Venezuelan options is not
yet known. It is appropriate, however, to outline the basic
features of the agreement, if only because the riots in Vene-
zuela one year before were among the most dramatic mani-
fastations of the debt crisis and undoubtedly underlined the
need for a new departure in international policy on debt, o
which the Brady Plan may be seen as & response.

The Venezuelan package, covering about $20 billion of
outstanding debt, includes the following major options: (1)
Debt reduction, following the Mexican model, through a
swap into bonds at a 30 per cent discount, paying interest at
LIBOR plus 13/16 of 1 percentage point, combined with
guarantees on principal (in the form of zero-coupon United
States Treasury bonds) and 14 months of intesest, the two
underwritien by loans from the IMF, the World Bank, Japan
and Spain, as well as by Venezuela’s own reserves; (b) A
swap at face value, but paying a fixed interest rate of 6.75 per
cent, again with guarantees and following the Mexican de-
sign; (c) A debt buy-back, as in the Philippine and Costa
Rican agreements, with the discount expected to be on the
order of 60 per cent; (d) A swap into a new type of bond at
face value but paying temporarily reduced interest rates of 5
per cent for two years, 6 per cent in the next two years, 7 per
cent in the fifth year and TIBOR plus 7/8 of | percentage
point for the following 12 years, with the low interest rates
collateralized by a I-year interest guarantee fund: and (e}
New money loans { 15-year maturity carrying an interest rate
of LIBOR, plus 13/16 of | percentage point)

Besides the novel option of a temporary interest rate reduc-
tion, options (a) and (b) would have stronger recapiure
clauses than agreed in previous cases. These would be tied to
the price of oil after six years; Venezueta would pay the
bond-holders additional amounts seni-annually as long as
the oil price remained above the threshold of 526 per bar-
rel * Finally, Venezuela agreed as a prelude to the next stage
of the negotiations to pay all of its interest arrcars o the
banks and to assist in this, the Bank for International Settle-
menis is to lend Venezuela $400 million on a short-term ba-
sis
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sei} them in the financial markets independently of the bunds
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Conclusions

Based on these four debt negotiations, it scems that the
current international strategy for restructuring commereial
bank debt is thus far not providing debtor countries with
enough relief in their net transfer of financial resources to
take them out of their debt trap. The bellwether Mexican
apreement has not produced an interest-service ratio that is
regarded by the international banking community as within
limits for normat lending operations. Net debt reduction was
too mild for any improvement in the country’s debt to GNP
ratio. In short, the country is not yet restored to creditworthi-
ness.

The emphasis on debt and debt-service reduction, and the
various mechanisms and officially supported enhancements
by which it was applied, led most of Mexico's creditor banks
to opt for the exit routes. *New money” was the alternative
to improved resource transfers through debt reduction, but
this was extremely dilficult to arrange in needed amounts. In
the Philippines, the hope that $1 billion in fresh resources
would be contracted turned out to be overly optimistic. The
Costa Rican agreecment did not include a new money option
at all, and the Venczuelan agreemient is too preliminary 1o
assess.

In sum, after a year of experience, the Brady Plan does not
seem to be the solution so long sought for the debt crisis. It
can be argued, though, that il the allernative to the Brady
Plan wete full servicing of the debt, the Plan would offer
considerable long-term benefits In any case, because debt
reduction seems to obviate the possibility of new lending in
the short run by the lenders that incur losses, debt rechuction
has to be quite steep to have a substantial impact on the net
transfer of financial resources. As noted in discussing the
case of Mexico, the pool of official loans and Mexico’s re-
serves limited its degree of debt reduction. To make debt
reduction an effective tool to improve firancial resource
transfers under the current approach of negotiating voluntary
restructurings with banks requires a substantially larger
commitment of offictal resources Otherwise, debt reduction
is @ marginal exercise serving mainly to help disaffected
creditors exit from the debt renegotiation process  Thus, the
Economic Commission for Latin America and the Carib-
bean (ECLAC) has recently estimated that a tripling of pub-
fic resources for debt reduction to $90 billion would be
required to eliminate the debt overhang with the type of oper-
ations used in the Brady Plan. "

But a larger commitment of official resources to finance
debt reduction would not be a prudent or efficient use of
those resources. Although helping banks to accept losses
through the various swaps and buy-back schemes is not what
is usuaily meant by “bailing out the banks™, these arrange-
ments do serve to transfer at least some risk {rom private
creditors to public agencies that were established by Govern-

The entitlements Lo the supplementary paymenss are 1o be in separate certificates from the boads themselves. and the banks would be able to

I the ECLAC proposal, the paid-in portion, which might be contributed by ten or more Governments, would be only 310 {0 per cent of the
00 billion taral. This was part of o multidimensional proposal o sirengthen and

amend the Brady Plan by increasing the flexibility of resousce

use (including more * front-foading™ of resource lows} amd increasing the clarily and encouragements in intermtional and creditor counir
policics an debt Oune optian alse considered is establishment of 4 debt facility based on the Brady Plin {sec ECLAC. Larin America and the
Caribbean: Opiions to Reduce the Debt Burden (1.C/G 1605 (SES 23/5) of 19 Marcl: 1990)
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ments for very different purposes. What they do best is alio-
cate investable resources to finance balance-of-payments

“adjustment and Jong-term development programmes and
projects.

Meanwhile, some heavily-indebted countries have turned
to unijlateral debt-servicing moratoriums when the debt-serv-
icing burden seemed to become oppressive and neither they
nor—by and large—their bank creditors have tried to force
the issue in the coutts or in international negotiating forums.
In certain cases, notably those of Bolivia and Costa Rica, the
unilateral payments restrictions lessened the resource drain
in the short run and in the context of effective domestic ad-
justment policy paved the way for formal debt-reduction
agreements. ** Of itself, reduction or even elimination of debt
servicing does not transform economies. But when domestic
impatience with economic stagnation and instability reaches
acritical mass and serious economic reforms enter the politi-
cal agenda, orderly reduction of debt and debt servicing can
play a crucial role in supporting the economic transformation
process

Indeed, the time may finally be approaching when the in-
ternational community could pledge itself to end the devel-
oping-country debt crisis instead of just managing it. One
reason is the growing recognition of the minor results of the
major recent negotiations on debt restructuring, There is in-
creasing disenchantment even among creditors with the in-
terminable sequence of debt negotiations. Even in the case of
debtors that have recently obtained debt restructuring agree-
ments which both sides hail as breakthroughs, the betting in

financial markets is not on whether they will need to return,
but when. Second, the refusal of debtors to service their
debts is adding a new pressure to seek a genuine solution and
minimize disorder. It might therefore be opportune to try to
reach a new high-level intergovernmental understanding on
debt which would give expression to the mutual interest of
creditors and debtors in restoring debt-servicing capacity
and an acceptance of the need to postpone regularizing debt-
servicing obligations until there has been progress on adjust-
ment.

Why might creditor Governments come to a negotiating
table to discuss reaching such an understanding? Because
they begin to believe that the alternative is default~—whether
or not debtor countries openly proclaimed their debt-servic-
ing intentions—or possibly, political disruption Debtor-
country governments might come because an accepted and
conciliatory settlement is better than a conflict with the cred-
itors, and because international backing is essential to miti-
gate the strains of adjustment and overcome the domestic
opposition to it *

The obstacles to an agreement on how to deal with the
many different debt problems are many and real. But all
sides have iearned much in recent years, and realistic options
are beginning to seem attainable. What will happen if a co-
operative scenario for a negotiated solution does not materi-
alize soon? More muddling through, more financial chaos in
debtor countries, more arrears, more stagnation, more polit-
ical disarray, more wasted opportunities.

The reform effort in Eastern Europe and the Soviet Union

In most years of the 1980s, most of the European centrally
planned economies made net outward transfers of financial
resources. In some East European countries, these negative
transfers followed a period in the 1970s of substantial posi-
tive transfers, financed by unsustainable rates of borrowing
from international financial markets As figure IV 9 indi-
cates, the experience of Hungary with respect to both the
drop in the aggregate net transfer and the share of investment
in output mirrors closely that of the heavily indebted devel-
oping countries.* But even a country such as Czechoslova-
kia, which did not build up a large debt burden in hard
currency, saw its net transfer turn negative in the 1980s.

The domestic nature and unusually severe dimensions of

8 See BECLAC, Larin America . , chap V

the crisis in Poland in the late 1970s stand out as well, as the
virtual collapse in investment preceded the decline in the net
resource transfer. One reason why the net resource transfer
remained positive in 1981 when Poland’s relations with its
commercial bank creditors had already soured was assist-
ance from the Soviet Union. In fact, the net resource outflow
of the USSR over the past 20 years mostly reflected policy-
directed transfers to other countries, particularly within the
CMEA, but also outside. One conseguence has been the
growth of indebtedness of developing countries to the
USSR—albeit generally on concessional terms—which
reached $132 billion as at 1 November 1989 "

In the 1990s, the Soviet Union will presumably need to

¥ Some are hurt by adjustrrient, others by lack of adjustment, but programumes o ameliorate the social impact of adjustment would surely be part

of the discussion

40 The data in figure IV.9 are not fully comparable with those shown in figures IV.2 and IV.3 for developing countries, since output is measured

here in terms of net material product (NMP) whereas GDP is the convent

ional measure of output in most developing countries (also, invest-

ment is measured net of depreciation here and is gross in the developing country statistics), Moreover, major data revisions are being pub-

lished by the authorities in Eastern Furo,

c 2 iy and the Soviet Union and so all data in this section should be inte
subject to revision (see “New thinking about national statisties™ in Economic Survey of Enrgpe in 1989.19

reted as estimates that are
(United Nationrs publication,

Saies No. E.90.TLE. 1), box 3 1), The basic trends and patterns in the duta, however, are believed reliable {figure IV.9 excludes Bulgaria, the

German Democratic Republic and Romania owing to the unavailability of sufficient data with which to construuct estimates at this time)
# The credits were concenteated on three developing country members of CMEA, namely, Cuba ($26 billion), Mongolia ($16 billion) and Viet

Nam ($15 billion); Buropean member counteies of CMEA generally owed smaller ammounts, although Poland's debt amounted 1o $8 billion
{all amounts valued at official exchange rate, based on fzvestia, 1 March 1990).




devote more of its own resources to domestic development
and even to supplement these with resource transfers from
abroad. Indeed, for reasons involving Soviet trade policy, as
discussed in chapter III, the USSR became a net recipient of
financial resources from both the CMEA area and the con-
vertible currency area in 1989 (see tables IV.4 and IV.5). In
the convertible currency area, the net transfer came about
through extensive foreign borrowing by the Soviet Union and
through sales from monetary gold stocks.* In the CMEA
area, resource transfers are effected in a more complex and,
particularly in 1989, a somewhat contentious manner.

Financial resource transfers within the CMEA
and the payments mechanism

As defined in the present chapter, a country makes a net
financial transfer abroad when its overall balance of trade,
broadly construed, is positive, and vice versa. Similarly,
each of a country’s bilateral trade imbalances entails a net
bilateral transfer; but if trade with each partner is valued
using essentially the same prices, if the terms of the net fi-
nancial transfers with all trade partners are comparable, and
if the size of the overall net transfer is acceptable, a country
is not likely to worry about the size of individual bilateral
transfers. Positive ones with some countries wouid be offset
by negative ones with others. The difficulty in the CMEA
has been that different prices were used for valuing trade
with different CME pariners,and especially with market
economy trade partners, and the terms for settling intra-re-
gional trade imbalances were quite different from the terms
for settling external ones.

Almost all trade within the CMEA takes place under a
framework of bilateral trade and payment arrangements and
their annual supplements (protocols). Although this is a form
of barter trade in which exports are exchanged for an equal
value of imports, it would be inconvenient to require the
value of trade with each partner to balance each year. In-
stead, whenever a country is a net importer with a particular
trade partner, it clears the excess of imports over exports
using a single monetary unit called the transferable rouble,
held in accounts in the International Bank for Economic Co-
operation (IBEC) in Moscow.

Despite the name, a transferable rouble balance will not
generally be accepted as payment for imports from another
partner, as the latter wants payment in exports under the
terms of trade negotiated between them, and the requisite
goods have not been available for export. In other words,
owing to the incompatibility of trade prices among different
partners, each country separately manages each of its bilat-
eral trade balances with each CMEA partner country and has
additional arrangements for tourism, interest and other serv-

42 Seg Economic Survey of Evrape . sectiond 3 (iv)

ice flows. The intention is that bilateral surpluses would gen-
erally be climinated by offsetting bilateral deficits in later
years. But if goods desired by surplus countries are not avail-
able for export by deficit countries, accumulated clearing
imbalances may become very large. They then need to be
converted into inter-state or inter-bank loans or special nego-
tiations may be undertaken to work down the balances.

Countries in which annual bilateral surpluses exceed the
annual bilateral deficits within the CMEA build up their total
holdings of transferable roubles These accounts earn inter-
est, but the interest is a claim on the IBEC and not on any
particular trading partner until accounts are settled at the end
of the year when the interest is divided among trading part-
ners in proportion to the final surpluses and deficits. The net
bilateral balances then become part of the planning of the
next year’s trade agreements; but in fact, agreements are not
always adhered to and surplus positions can be hard to turn
into desired goods Thus, as the IBEC is not itself involved in
the bilateral trade negotiations, interest earnings and sur-
pluses are illiquid during the year and sometimes rolled for-
ward into future years. The annual intra-CMEA trade
deficits are thus paid for with financial assets that effectively
have the characteristics of interest-free loans of indetermi-
nate duration,

Countries that run protracted and considerable intra-
CMEA trade deficits consequently enjoy a substantial net
transfer of financial resources from their partner countries
on what seem to be highly concessional terms. This was ap-
parently the case for much of the 1980s for Bulgaria, Czech-
oslovakia and Poland (see table IV.4).™ The bulk of the
transfer was made by the Soviet Union, but the transfers
from the smaller economies of Hungary and Romania had a
relatively bigger economic impact for them.™ In any event,
the pattern of transfers within the European CMEA coun-
tries changed in the past two years, with the USSR becoming
the primary recipient of these resource transfers and the six
other countries providing them.

It is not surprising that member countries of CMEA that
make such intra-regional transfers have sought to redirect
their exports away from their CMEA partners or to change
the basis on which the CMEA trade is carried out Indeed,
Hungary decided to revoke all licences for exports denomi-
nated in transferable roubles as of i8 January 1990 ** Hun-
gary and the Soviet Union also recently agreed to place their
trade on a convertible currency basis, at least in the limited
sense of using imputed world market prices to value the trade
and convertible currency accounts to measure ex post im-
balances. Poland and the Soviet Union agreed in late March
to place 15 per cent of a reduced level of trade in 1990 on the

13 Taking the negative of the trade batance as an indicator of intra-CMEA net finencial transfers is at best a very proxiemate measure, first be-
cause of the trade valuation problems discussed in te texs, but alse because the balance on non-capila services cat in certain cases be signifi-
cant Altirough a variety of intra-CMEA flows of non-capital services can be identificd—such as transportation (including transit fees for
ninumi gus pipelines). operation of military bases in foreign countrics. and tourism——systematic data 6 the value of such fiows are not availa-
ble

44 Huneary transferred 1 3 per cent of NMP, on average, rom 1980 to 1988 (incom atibilities between prices used for imernal and external
ngary P P ]

activity preclude makin
inflow that sveraged 0

45 See Magyar Hirlap {Budapest), 19 January 1950, p i
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similar calculations for other countries except Poland, and that enly from 1482, Hs net transfer until 1986 was an
per cent of NMP, although thereafter it became an increasingly large et outilow)



Figure IV9  Net transfer of financial resources of
four planned economies, 19701989
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Table 1V.4. Net financial transfer arising from trade among Eurcpean
CMEA countries, 1980-1989»

(Billions of transferable roubles)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989b
Bulgaria 03 06 06 04 03 02 - =01 -0t -16
Crechoslovakin 62 01 93 06 08 07 07 02 -04 0.1
German Democratic Republic 0.2 03 01 -07 -07 -05 01 -03 -04 -0 8
Hungary - -4 -84 -03 05 -07 -01 -02 -07 -08
Poland 08 16 06 05 07 06 10 02 -13 -17
Romanta -G 1 or 062 -01 -02 -G63 04 T 05
USSR -1.8 =31 20 ~i6 -19 -09% -26 -01 24 41

Source: Depariment of Infernational Economic and Seeial Affairs of the United Nations Secretasiat and

Econosnic Commission for Europe

a Ag indicated by negative of balance of merchandise trade with other European CMEA countries
(intra-CMEA trade balunces do not sum to zero owing to trade valuation differences, asymmetrics in
the dating of trade flows and the need to estimate fows in certain cases).

b Preliminery estismtes

Table IV.5.
Net {inancial transfer of European CMEA countries
in coaveriible currencies, 1980-1989

(Billions of deliars)

1980 1981 1982 IOE3 1984 198S 1986 1987 1988 1089

Bulgaria -3 0% -10 -7 -08 -01 09 32 09 11
Crechostovakia -- -G .4 -0.5 -0 B -0 -0 7 ~0.4 - 0t -03
German Democratic Republic ¢4 1.3 235 =21 -17 ~18§ -4 -16 -02 -3 4
Hungary - -04 07 08 -09 - 065 -0l -03 -
Poland 05 04 07 13 18 -9 20 24 23 -0 9
Romanka i6e  -02 17 16 22 -15 -20 -24 40 -37
Eastern Evurope 11 -27 -89 =73 -85 61 -5 -64 =59 -4 2
USSR 47 03 -55 -73% -¥I9 1% 26 -93 -48 10
Total, -35 229 .23 147 -165 -8} -1 ~i158 -106 -34

of which;

Net capital flow? 40 7.4 ~31 ~T5 -6 -15 03 -6 -30 58

Net investment income® -75 ~i00 -92 -7.2 -6 -06 -74 -72 ~7 6 -92

Sowrce: Departinent of International Economic and Soctat Affairs of the United Nutions Secretariat. based on data of

the Economic Comeission for Burope

4 Preliminry estimates

b [peluding changes in official reserves and other foreign assels

¢ Including estimated net interest payments of CMEA banks,

same basis. Czechoslovakia and other countries are explor-
ing similar changes, and talks are being held among Czecho-
slovakia, Hungary and Poland to trade only on a convertible
currency basis.

While these steps improve the basis for trade and the en-
tailed resource transfers, they are partial and ad hoc mea-
sures. As an alternative, a new muitilateral clearing
institution can be conceived that would gradually move to-
ward complete currency convertibility over a definite time
frame while taking account of the nced and preference of
CMEA Governments to undertake reforms at different rates
The institution—it could be called the Central European Pay-
ments Union (CEPU)—would accommodaie bilateral trade
imbalances by trunsforming them into multilateral ones and
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focus policy attention en the overall balance of each member
with the institution, and thus on the net resource transfer vis-
a-vis the group. rather than on the bilateral relations (see box
Iv.3)

Financial resource transfers with market economies
and ihe international support initiative

Yl the transition to currency convertibility is more ad-
vaneed, the Eastern European cconomies and the Soviet Un-
ion will continue to inhabit simultaneously two financial
worlds that operate on different principles and make differ-
ent demands on participants. While resource allocation and
trade in the convertible currency world may be simpler and
ultimately more efficient, it is also a demanding and uncer-



Box IV.3. A propesal for a Central European Payments Union

The time may be right to establish a Cential European Pay-
ments Union (CEPU) as a temporary measure to assist the
reforming CMEA countries of Europe in their transition to
market-oriented economies with fully convertible curren-
cies.” Like the European Payments Union (EPU) set up after
World War H, it would recetve all inter-member claims for
payment for imports. At the end of each accounting period,
say a month, the CEPU would clear all claims and the bal-
ances would be settled on hard currency terms. At first, the
deficit countries would be accorded loans on commercial
termis 10 clear the balance and the surplus countries would
receive comparable assets. Over time, an increasing propor-
tion of the imbalances would be settled in hard currency pay-
ments themselves until, at the end of the life of the Union, all
payments would be made in hard currency, making the union
redundant.

The shortage of foreign exchange that precludes member
countries from using it to settle their bifateral trade im-
balances would be met in two ways First, only the net bal-
ance with the institution would have to be settled, rather than
each bilateral imbalance separately. Second, the CEPU
would itself lend foreign exchange to members; indeed, for
smooth funciioning, the credit has to be automatic, although
with higher policy conditionality for larger borrowings and
ultimately a ceiling on members’ net indebtedness to the
CEPU. The resources would come from the surplus coun-
tries in the CEPU, but also from an initial capital paid in
from official reserves of member countries and following the
example of the United States contribution to the EPU from
the internationzi community

The capital base could be guite small In 1989, the abso-
lute sumn of bilateral imbalances of trade among the European
CMEA countries totalled some $5 billion at official ex-
change rates, largely on account of the Soviet deficit with the
group. Among the countries on the fastest reform track
which would be more likely to be the initial members of a
CEPU~—Czechoslovakia, the German Democratic Republic,
Hungary and Poland-the comparable figure was less than
$300 million While the relaxation of bilateral constraints on
trade among these countries would lead initially to larger
intra-group imbalances, the net amount that would have to be
financed by a CEPU of reforming countries would probably
not exceed $!1 billion a year in the short run under current

international economic conditions If the transition to con-
vertibility were envisaged over a five-year period—with de-
creasing demand for credit as a steadily rising proportion of
the imbalances would be paid in convertible currency—the
clearing fund would at most require some $2 .5 billion

Even if these resources were readily mobilized-—which
might not be the case-the negotiation and operation of a
CEPU would rot be a simple matter. The history of pay-
ments unions underlines the need for shared political inter-
ests and commitments to make it work so that participants do
not seek ways to manipulate the union.® In particular, partici-
pants that build up excessive surpluses or deficits with the
CEPU must adjust their trade and other economic policies to
reduce the imbalances But a positive attraction to participa-
tion can also be built into the Union, as was done in the EPU,
when the United States explicitly allowed participants to dis-
criminate against dollar trade through the payments mecha-
nism. The importance of Western European trade to the
prospective CEPU members suggests that a similar support
could be fostered by the European Communities.

The Federal Republic of Germany might have a major in-
terest in the CEPU, given the prospect of German unifica-
tion The German Democratic Republic is the second largest
trade partner of most CMEA members. They will continue
to need parts, components and maintenance for their current
stock of German machinery and equipment and would in all
likelihood find it difficult in the short run to place their trade
with the eastern part of Germany on a convertible currency
basis

The currency unit of the EEC's Furopean Monetary Sys-
tem--the ECU—might serve as well as the currency unit of a
CEPU. The ECU is becoming increasingly attractive as the
invoicing currency of Eastern Europe's trade with Western
Europe. The ECU is more stable than other currencies, in-
cluding the doliar and does not depend on any one country’s
monetary policy. It is widely used in the EEC, with which
several Eastern European countries are interested in affiliat-
ing. Moreover, experience with the ECU might help CEPU
members gradually to manage their foreign exchange régime
in fandem with that of the European Monetary Systern and
subject themselves increasingly to its discipline Such a
choice would also invite the EC to assume a major role in
financing the CEPU’s initial capital and seeing to it$ success,

® The United Nations Secretariat proposul described here is being published in more extensive form by the Economic Commission for
Europe in Economic Survey of Europe in 1989-1990 (United Nations publication, Sales No E.90 I E.1), chap 3

b1t might take as much as a decade to cement in the foundation of the deep and widespread structural reforms that are intended in the
prospective member couatries of a CEPU, even under favourable domestic and exlernal economic and political circumstances. k& could
lake even longer 1o encourage their refinement through the self-motivated behaviour of economic agents under central policy guidelines
However, some policy makers, pnr:ictzhr!i\; in Czechostovakia, Hungary and Poland, are more optimistic, hoping 1o place their mutual

trade on a dollar-cash basis within two to three
ves (o reach convertibility over & five-year period

Fec years As a compremise, perhaps the reforming CMEA countries might commit themsel-

¢ Once the members agreed on the policy aspects of the Union, the Bank for International Settlenients, as a neutral outsider with ample
experience in the type of payments-clearing envisaged, might be entrusted with the aceounting and supervisory tasks




tain world that exacts heavy tolls for policy mistakes. The
high-debt strategies followed by several Eastern European
countries in the 1970s, as in developing countries, led to
debt-service difficulties and severely restricted credit in the
1980s. The net financial transfer in convertible currencies
turned negative (see table IV.5), and two countries, Poland
and Romania, had to reschedule their debt repayments,
joined this year by Bulgaria, which borrowed at a rapid rate
in recent years. *® Meanwhile, Hungary has had considerable
difficulty procuring financing, and the finances of the Ger-
man Democratic Republic have depended on the assistance
of the Federal Republic of Germany.

The USSR with its large foreign exchange and gold re-
serves still enjoys relatively unhampered access to capital
markets, although creditors will look increasingly for more
buoyancy in Soviet exports and a more tranquil political situ-
ation, especially if borrowing continues at the accelerated
pace of 1989. In this regard, the Soviet Union is like the
Eastern European countries: it needs to progress in domestic
economic adjustments, which are in any event a high na-
tional priority

Direct investors who take a longer view than commercial
bank lenders also look for positive signs of adjustment and
stability. They require credible and predictable legal, regula-
tory, and fiscal arrangements which define property rights
and allow profit repatriation at will or within an acceptable
time. These arrangements are needed for markets to func-
tion; but they will not come into place overnight, least of all
while political systems remain in flux.

The economic environment that foreign investors look for
is incompatible with mandatory export performance require-
ments, ownership restrictions, or excessive bureaucratic
limitations. Since direct investment is viewed as an impor-
tant source of western lechnical, managerial and marketing
know-how, as well as capital goods, Governments have al-
ready changed some policies to try to mect the concerns of
investors. Czechoslovakia, for example, recently upgraded
its joint venture legislation. The present joint venture law,
however, is still considered unsatisfactory in two respects: it
does not automatically give the joint ventures a licence fo
engage in foreign trade, and it makes repatriation of profits
dependent on the hard currency earnings of the venture. A
draft revision of the law aims at improvement, and it would
also reduce the burden of taxation

in the wake of liberalization of Hungarian, Polish and So-
viet joint venture legislation in late [988 and early 1989, the
number of joint venture agreements rose to unprecedented
heights. About 1,300 such enterprises were registered in the
Soviet Union as at the end of 1989, although only a small

46 The foreign debt situation in the region was reviewed in Whrld Economic Survey 1939

3T Figyeld (Budapest), | February 1990, p 13

fraction are currently operational. In Hungary, about 700
joint ventures have been set up; Poland has about 400 such
entities, The 50 or so joint ventures in Czechoslovakia, the
35 in Buigaria and 5 in Romania show a similar trend. The
total foreign capital invested in the Soviet Union, Hungary
and Poland is estimated to have reached about $2.2 billion,
the average capital per joint venture being about $1 million.”
There is a wide variation, however. In the Soviet Union deals
worth several hundred million dellars have been made, while
for Hungary small joint ventures—from $10 thousand to
$100 thousand—are characteristic.

Allin all, and taking account of the size of the economies
and their investment needs, the financial contribution of di-
rect investment is expected to remain marginal, except in the
German Demacratic Republic where large investments by
companies in the Federal Republic are anticipated The im-
pact of the investments, however, both directly and through
their demonstration effect, can become substantial in all
countries. But the total expected private financial flows—
whether from direct investment, private lending, or even the
cash-flow benefits of debt renegotiations—are not expected
to meet the external financing needs for adjustment of the
region

For this reason, the Governments of 24 market economies
have developed an initiative for new financial and technical
assistance and trade arrangements for Eastern Europe. ™ Fi-
nancial commitments have been made primarily for Hungary
and Poland, although flows to the German Democratic Re-
public have also picked up.” As of March 1990, specific
commitments to the first two countries totalled $16.5 billion
in direct credits, investment and credit guarantees, grants
and technical assistance. Funds are to be provided bilaterally
and multilaterally, the latter through EC institutions, the

IMF and the World Bank.

The financing envisaged is meant to be in support of ad-
justment programmes of the sort negotiated with the IMF
and the World Bank. Hungary and Poland are already active
members of both institutions; Bulgaria and Czechoslovakia
are in different stages of applying for membership, and Ro-
mania is expected to reactivate its participation,

Finally, a major new multilateral institution is being cre-
ated for lending to Eastern Europe and the Soviet Union.
Demonstrating the ability of the international community to
act quickly when a consensus forms around an issue, the
European Bank for Reconstruction and Developmient
(EBRD) has taken only six months to go from official pro-
posal at the Novernber 1989 meeting of EC Heads of Govern-
ment to the signing of the Bank’s charter in May 1990 by
representatives of the 42 founding countries . Capitalized at

.pp 79-82

38 The Economic Commission for Eurepe has been menitoriag the development of this initiative and his published detailed reviews in Economic

Bullerin for Europe, vol 41 (1989), pp. 48-56, and Economic Survey of Europe

,section 4.4 Assistunce was not offered to the Soviet

Union. nor was any requested, although Soviet analysts have reflected on the forms that assistance for perestroika could take (see Economic

Survey of Enrope.”  section 4 4, footaote 88)

4 Perhaps it is a fitting coda to the Marsinll Plan for post-war Europein recovery that DM 6 billion of counterpart funds still held by the Federal
chublic of Germany are now being commitied o projects in the German Democratic Republic (see Newes Dewtschland (Berlin), 21 February
1990)



512 billion, the Bank will lend on both concessional and
market terms and mainly for private sector activities, includ-
ing privatization and joint venture projects, although 40 per
cent of its lending will be set aside for infrastructure invest-
MEents,

Thus, enthusiasm about the reform process in the region
has led to generous offers of official financial assistance. The

overall net transfer of financial resources of the countries of

the region may reverse the trend of the 1980s. But two cave-
ats are in order. First, the activity of prospective donors and
creditors has been intense in some countries where new Gov-
ernments are still trying to establish policies and develop-
ment strategies, but it can be asked whether there is a danger
of inundating the region with proposals that ate beyond the
capacity of the Governmenis to assess properly. Adjustment
experiences in other parts of the world underline how impor-
tant it is that Governments decide on the most important use
of available external resources, which requires working out

through the political process an overall strategy and plan for
domestic reform that enjoys broad popular support

The second cavear pertains to the limited absorptive ca-
pacity of the target countries. The Economic Commission
for Europe {ECE) argues that unlike the Marshall Plan for
the reconstruction of traditionally market-oriented econo-
mies in Western Europe, Eastern Europe’s needs for finan-
cial assistance are less than its needs for technical assistance,
especially in establishing the legal, financial and supervisory
institutions of decentralized market economies, what the
ECE calls the “infrastructure of market behaviour”™™ The
external financial needs of the region will, none the less, be
considerable over at least a decade. Most important for the
success of the political and econoniic revolution under way
in the region is that unrealistic expectations not be raised and
then dashed when the economic transformation proves to be
more difficult and protracted than initially foreseen.

Net financial transfers and exchange rate management
in developed market economies

In the course of their history, many countries have drawn
on foreign capital to finance their investments during indus-
trialization. Mature industrial economies, on the other hand,
have tended to generate savings in excess of their domestic
investment needs and undertake foreign investments in other
parts of the world. Their trade was mostly balanced or in
surplus, which meant that their net financial transfers were
outward bound or moderately negative. As seen in table
IV.6, this has also been the general pattern for most devel-
oped market economies in the 1980s.

The striking exceptions are the extremely large net absorp-
tion of foreign financial resources by the United States begin-
ning in 1983 and the largely corresponding outflow of
resources first from Japan, soon joined by the Federal Re-
public of Germany. More recently, as the Hnited States net
absorption of financial resources receded from its 1987
peak, the United Kingdom also became a significant net ab-
sorber of foreign resources.

The large resource inflows of the United States were pro-
vided bay Japan and the Federal Republic of Germany, as
well as Canada and other developed market economies; but
also many developing countries have in the 1980s transferred
resources to the United States (see table IV. 7). The major oil
exporters of Africa and Asia actually reduced their transfers
at the time that the United States absorption of external re-
sources accelerated, while the flows from other developing
countries grew to exceed those from the Federal Republic of
Germany The different circumstances under which such
transfers were made by the rapidly growing Asian exporters
of manufactures and the heavily indebted countries were dis-
cussed above

3 See Economic Survey of Enrope |, section | 2

The consequence for the United States economy of almost
a decade of external deficit is now beginning to be felt. In
1981 and 1982, the net investment position—the total of
United States foreign assets minus the total of foreign claims
on the United States—measured about $140 billion. Net in-
vestment income in the balance of payments averaged over
$30 billion doliars. By the end of last year, foreign claims on
the United States exceeded foreign assets by almost $700
billion.*" Net investment income fell to $1 billion (see table
A 11} and will become negative in 1990, The net investment
position may reach a negative $1 trillion by the year 2000, If
and when the United States eventually recluces its balance of
trade in goods and non-factor services to zero, it will still
have a substantial deficit in its current account due to net
income payments to foreign capital. It will need to run a
significant surplus in its trade balance to pay interest and
other foreign investment income., It will have to make signifi-
cant net transfers to its foreign creditors and investors, and
hold domestic expenditure below the level of domestic in-
come.

The difficulties of this will depend above all on the time
dimension, which is critical to all adjustment problems. It
seems reasonable to assume that the United States economy
will have no difficulty in securing the financial support for an
extended adjustment period, especially so if the countries
who supply the bulk of the resources to the United States also
prefer a moderate pace of adjustment. In Japan, net foreign
investment income has already risen from insignificant
amounts in the beginning of the 1980s to over $20 billion in
each of the past two years (see table A 10). Sometime this
year, Japanese net assets abroad will pass $400 billion. They

51 Estimate, based on data on the net international iavestment position and the balance of payeents as published in United States Deparunent of

Commerce, Survey of Current Business
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Table IV.6. Net transfer of financial resources of
developed market economies, 1980-1989°

{Billions of dollars)

1980 1981 1982 1983 1984 1985 1986 1987 1988  19ayd
Major industrial countries 385 25 08 142 524 430 24 239 138 28.4
Canada -55 -42 -125 -120 -129 -95 -43 61 -74 -30
France 63 55 106 26 -19 -20 55 07 -2 -19
Germany, Federal Republic of g4 .23 -127 -95 -127 -196 -433 -522 -568 5535
Ttaly 95 59 23 -5 -09 03 -117 -72 -43 05
Fapan 0] -72 65 ~193 -323 -440 -784 740 -627 378
United Kinpgdom -126 -149 -B6 40 08  -49 45 87 2946 311
United States 23 196 281 615 1122 1253 1412 1539 1165 95.0
Smaller industrial countries 177 133 $4 -63 -157 ~166 -165 -136 -11.9 -3
Total 563 157 92 80 367 284 -140 103 19 253

Sonrce: Department of International Economic and Socia! Affnirs of the United Nations Secretarial. based on dats of

IMF and national authorities.

& Expenditure definition (negative of balance on goods, services and labour-refated transfers, excluding investment

income}

b Preliminary estimates for some countries

were $292 billion at the end of 1988 and were less than $30
billion at the start of the 1980s.%

Most of the capital outflow from Japan has been in the
form of sccurities investment, although direct investment has
shot up in the past two years to about one guarter of the total.
Two thirds of the flow is directed at other developed market
economies, most especially the United States. While the bi-
lateral relationship with the United States remains unigue,
tied both to the large bilateral trade imbalance between the
two countries and the role of the dollar as an international
currency, Japanese capital is also diversifying into other
miarkets, especially in Western Europe and some developing
countries. Moreover, the Government of Japan has taken on
large international responsibilities as an aid donor and an
active participant in multilateral finance.

Japan is thus becoming more integrated into and more im-
portant to the world economy. Its banks are already the larg-
est in the world in terms of foreign business, most of it
transacted in dollars. Indeed, the internationalization of the
yen has not yet proceeded very far. For example, although it
is the third largest currency held in official foreign exchange
reserves, yen holdings account for only about 7 per cent of
reserves, after the deutsche mark (about 15 per cent) and the
dollar (almost two thirds).® As capital-market restrictions
continue to be eased in Japan, the international rele of the
yen may continue to grow as the 1990s evolve. Along with

52 Dasa of the Bank of Japan, Balance of Payments Monthiy (April 1989)

the deutsche mark and the dollar, it is aiready the major fo-
cus of international policy on exchange rate management.

Finance-determined exchange rates

In 1989, the United States purchased $25 billion worth of
reserve assets; Japan expended an equivalent amount and the
Federal Republic of Germany was also active (see tables A.9
to A.11). These were the financial tracks left by a year of
large-scale intervention in the foreign exchange markets by
the central banks of these countries in their effort to smooth
market-determined exchange rates. At the beginning of the
year, observers would have been surprised at the amount of
intervention activity that was to follow . But they also did not
expect exchange rates themselves to change much

At the end of 1988, economists in the industrialized coun-
tries seemed to believe that the long-sought adjustment in the
exchange rates of the major currency countries—speciti-
cally, the Federal Republic of Germany, Japan and the United
States—had more or less been completed. The real effective
exchange rate of the dollar against industrial country trading
partners of the United States had fallen on average by one
third since 1985, the yen had risen by 35 per cent on a com-
parable basis and the deutsche mark by almost 15 per cent
(see figure IV.10).% Heavy official intervention had been
necessary in 1987 to prevent a free fall of the dollar, but
confidence of the market was restored in 1988 and the United

53 This is based on n standard IMF presentation of the currency composition of reserves, wherein the value of European Currency Units (ECUs)

issued against dollars held by central banks of countries participating in

the European Monetary System is stilt counted as dollar hotdings If

the ECUs are treated 45 a separate currency, the dollar share of reserves falls to 55 per cent (the share of EEC currencies us & whole in the

Jatter case is almost one third, compared to 22 per ceat in the standard treatment)
zinal (see IMF, Anmual Report, 1989 (Washingten, D.C , 198%), p 55)

n either cass, the role of the yen remains relatively mar-

54 There ure no uniformly accepled measures of the real effective exchange rate The IMF alone regulatly publishes six indicators, of which the

measure shown in figare IV 10 is onc. It shows how labour cost per unt
countey trading pariners A partnee’s higher inflation or lower growth of

currency would lower it in comparison with home country uction.

labour cost by its share of the coumry's trade in manufaciures.

1 of manufzcturing in a country compares with that of its industrial
roductivity would raise its unit iabour cost, but a depreciation of its
e measure ajso :sd‘jusLs for changes in énrec!ucliv'ﬂy due 1o business
cycle Rattors (¢ g , it would correct for a decline in productivity caused by capacity being idle in a recession) an

weights cach partnes's unit
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Table IV.7. Net resource transfers to the United States, by regions, 1980~ 1989

(Billions of dollars)
1980 198t 1982 1983 I584 1985 1986 I9B7 1988 i98um
Canada ~03 06 62 93 127 134 105 83 7.7 38
Japan 98 49 157 231 361 422 522 535 412 423
Western Eurape -159 81 -17 64 225 320 356 327 193 32
of which:
Germany, Federal Republic of 25 31 54 84 133 160 201 215 184
Latin America and the Caribbean -12 -36 56 19.¢ 208 170 125 153 99 04
of which:
Mexico -26 -53 43 103 8.0 7.7 74 B4 36
Major oil exporters of
Africaand Asin® B0 258 67 17 54 33 24 210 56 11
Other developing countries <34 08 09 91 213 22p 324 279 340 342
European pianned economies -26 -29 -28 -16 -20 -13 - 01 13 -35
Other countriess - 42 26 -57 -44 .34 -43 -45 56 -64
Total 23 196 281 614 18122 1253 1412 1539 1165 950

Source: Deportment of International Econemic and Social Affairs of the United Nations Secretarint, based on data of
United States Department of Commerce, Survey of Current Business

4 Preliminary; full country breakdown unavailable at this time

b Comprising OPEC member countries, excluding Ecuador and Venczuela

¢ Including net transactions with international organizations and unallocated amounts

States trade deficit began to narrow, as had the fiscal deficit
of the United States Government, which reached 3.2 per cent
of GDP in 1988 after having been over 5 per cent in 1985 and
1986.

Market sentiment on exchange rates was not uniform,
however. Some argued that the dollar had fallen below its
equilibrium level, based on a comparison of prices of spe-
cific goods in different countries.” Other analysts expected
the dollar to fall further, albeit slowly, in order to give further
impetus fo the correction of trade imbalances and as interest
differentials in favour of the doliar narrowed. This applied,
for example, to the projections of Project LINK and several
other econometric models. The predominant reason for the
outlook of relative exchange rate stability, however, was a
backward glance at exchange rates. As may be seen in figure
IV.10, the dollar and the deutsche mark had returned to the
real parities of the beginning of the decade, while the yen
seemed to have risen to an appropriate and more or less sta-
ble level that would help to bring about a widely sought
structural adjustment in Japan’s trade.

But these analyses of exchange rates in terms of what econ-
omists call “fundamentals” seem to be of declining signifi-
cance in the foreign exchange markets as the volume of
purely financial transactions continues to rise relative to
trade-related transactions. In the three years up to the first
quarter of 1989, for example, trade-derived foreign ex-

change transactions in the United States grew by 30 per
cent,”® while total volume in the United States foreign ex-
change market soared by 120 per cent.” As the speculative
proportion of the market has risen along with the financial
portion, the connection between exchange rates and funda-
mental trade situations has been eroded by new forces of de-
mand and supply in foreign exchange markets. Indeed,
models that attempt to explain the changes in exchange rates
using fundamental economic variables perform more poorly
when applied to data from the 1980s than when applied to
data from the 1970s.

Instead, the foreign exchange market seems to be moved
mainly by “news”, that is, by new information--financial,
trade, policy-related or political—that changes market par-
ticipants' assessment of the world and by pure “noise” as
traders anticipate and react to each other’s actions. Thus,
while an announcement of a larger or smaller monthly deficit
in the United States balance of trade will pertain to the small
percentage of transactions that are derived from trade, the
direction of change will be news that may move the massive
speculative portion of the market. Similarly, changes in in-
terest rate differentials between trading partners tend to have
an influence that goes beyond their direct incentive effect on
financial flows. And because market participants profit or
lose on the basis of the news, considerable effort is made to
forecast it. Expected values of the change in the trade deficit

5 For example, attempts to measure the exchange rate at which a dotlar would buy the equivalent amount of goods in the Federal Republic of
Germany as in the United States found the rate to over DM 2 per dollar, whereas the actual mte at the end of 1988 was DM 1.8 per dofar
(estimates by Goldman Sachs, London, 1989}, Critics of suc “purchasing power parity™ calculations, however, complain that it is very hard
1o find goods in two countries—even advanced industrial countries—that would be considered equivalent by consumers in the two, given the

efforts of manufacturers to create brand ideatities.

36 Based on quarerly merchandise imports on 2 balance-of-payments basis

57 See Federal Reserve Bank of New York, “*Summary results of U S. foreign exchange market survey”, 1989,
S8 See, for example, Michael Goldberg, *“Why do the asset market models of exchange site determination perform so poorly?”, New York

University (unpublished), 1990
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Figure IV.10. Real effective exchange
rates of Federal Republic of Germany,
Japan and the United States, 1980-1989*
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or the interest differential in the future will be the basis for
foreign currency trading in the period leading up to the next
“event” and can become more important to the foreign ex-
change market than the actual event itself.

Most of the short-term movement in exchange rates, in
other words, appears to be pure noise in the statistical sense
of random movements around the underlying levels. Specu-
lative traders hold open positions for only a few hours at a
time, not six rmonths. Therefore, the realization that the over-
valuation of, say, the pound will correct six months hence is
without effect on the movement of the exchange rate since
traders expect to close their positions by sundown. Traders
are betting against the very short run sentiment of fellow
traders. Most importantly, self-fuelling speculative move-
ments appear to be able to raise or lower exchange rates by
considerable amounts and for considerable periods, as they
move along what analysts have come to call “speculative
bubbles.”*

In this regard, the rise of the dollar in the first half of 1989
can be understood in terms of the speculative market’s posi-
tive view of the direction of change in trade data, economic
growth, inflation and interest rates, and other factors. In-
deed, at several times, especially during the first half of the
year, the United States Federal Reserve, with support from
the Bundesbank and other central banks of the major indus-

trial countries, intervened heavily to weaken the dollar’s ex-
change rate. But at the same time, the Federal Reserve
maintained a tight rein on liquidity, so that monetary policy
was at odds with the goals of intervention.

There is a general perception that central banks view their
primary mandate as maintaining price stability in the domes-
tic economy and often see exchange rate manipulation as a
consideration secondary to this. In sending contrary signals,
the market apparently believed that the United States author-
ities were not intent on holding the dollar to its earlier parity.
It is now widely accepted that sterilized intervention-not
accompanied by corresponding domestic monetary poli-
cies—is not an effective tool of sustained exchange rate man-
agement. This is largely because the effect of intervention
depends, not on the changes in demands for the currencies
generated by official sales and purchases, but on the signals
which such intervention gives to market participants about
the current and future direction of policy.® If domestic eco-
nomic policy is itself providing contrary information, the
market may ignore the intervention. The implication is that
spending billions of dollars in exchange market intervention
is not effective if it is not part and parcel of a consistent and—
given the interrelatedness of the major cconomies—co-ordi-
nated macro-cconomic policy package.

3 See Olivier Blenchard and Mark Watson, *Bubbles, rational expectations and financial markets™ in Paul Wachtel, ed , Crises in the Economic

and Financial Structure (Lexington, Mass |, Lexington Books, 1982}, pp
flexible exchange rate system: experience and alternatives”, M 1T and University of California at Berkeley, November 19

1 1986 {United Nalions publication, Sales No. E.86.11.C I}, pp. 66-73. See
also Maurice Obstfeld, " The effectiveness of foreign-cxchan%g intervention: recent experience”
)

G The argument wiss made in these pages in Hbrid Economic Survey

Waorking Paper No 2796 {Cambridge. Mass , December 19
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7 {unpublished)
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Chapter V

THE INTERNATIONAL OIL MARKET

Since the oil price collapse of 1986, the world oil market
has been witnessing a variety of trends which appear to be
coalescing into a new balance between oil demand and sup-

ply.

Lower oil prices than those prevailing during the first half

of the 1980s and a resumption of cconomic growth have re-
sulted in a rapid increase in oil demand in the developed
market economies and in the developing world

Investments in petroleum exploration and development
have been cut back substantially on a world-wide basis, par-
ticularly in high-cost frontier areas. New oil discoveries have
been scarce. Similarly, investments in secondary and en-
hanced oil recovery techniques, which had been so success-
ful in augmenting supplies from existing fields during the
period of high oil prices especiaily in North America, have
been reduced and low-productivity, high-cost wells have
been abandoned, with conseguent loss of output.

The increase in world oil demand since 1986 has been met
mostly by a few member countries of OPEC with surplus
production capacities and vast petroleum reserves. However,
the gap between demand for their oil and their production
capacities has been narrowing steadily. Despite the magni-
tude of their petroleum reserves, there has been little incen-
tive for them cither in the price of oil or the security of their
markets to maintain or expand their production capacities,
especially at a time of acute financial distress and decp eco-
nomic recession in their economies.

Major oil-consuming countries have been enjoying the
benefits of Jower oil prices and ready availability of supplies.
However, they have been experiencing a large contraction of
their domestic petroleum industries. In their view, market
forces and free competition would eventually result in a new
balance in the world oil market Calls for dialogue and co-

operation have been largely ignored Meanwhile, because of

economic, financial, safety and environmental reasons, the
rate of growth of alternative energy sources, especially nu-
clear power, has been stalled and the hope for new and re-
newable sources of energy has not maicrialized . Stmikarly,
energy conservation and efficiency measures have been re-
laxed.

Energy exploration and development programmes in the
oil-importing developing countries have also suffered seri-
ous cutbacks, with less direct foreign investments by the
transnational oil corporations, fewer loans from the capital
markets and lower support by multilateral and bilateral as-
sistance programmes.

With continued economic growth and, hopefuily, the revi-
talization of the economies of Africa and Latin America, oil
consumption is expected to continue its upward trend during
the current decade.

Because of the long lead times required for energy pro-
jects, the dilemma calling for urgent attention of the interna-
tional community is the expansion of oil production
capacities to meet increasing demand in a climate of stability

As described in this chapter, investment programmes for
expanded production capacities have been initiated in joint
ventures between a few of the member countries of OPEC
and the oil companies. Other member countries of OPEC,
which had previously nationalized all oil operations, have
recently declared new policies and are examining possible
arrangements with the oil companies and capital-exporting
developed market economies for the same purpose.

New understandings, dialogue and co-operation between
oil consuming and producing countries will be necessary for
the security of investments, supplics and markets in this
process.

Oil price recovery

The instability of oil prices and apprehensions of yet an-
other collapse in 1988 were replaced in 1989 by recovery and
an upward trend towards the target level of OPEC of $18 per
barrel (sec figure V.1}

This recovery was brought about at the beginning of 1989

by cutbacks in oil production by the member countries of

OPEC . Subsequently, and throughout the year, non-OPEC
oil supplies failed to increase as expected because of further
declines in output in North America, the North Sea and the
Soviet Union, as well as disruptions through a series of acci-
dents involving offshore platforms, pipelines and tankers

On the demand side, continued economic growth in the
developed market economies and in several developing
countries resulted in continued increases in oil consumption,
including occasional inroads of heavy fuel oil into the elec-
tricity generation market.

The combination of growth in oil consumption and overall
stagnation in non-OPEC oil preduction brought about in-
creasing demand for QPEC oil when some of the member
countiries had already reached the limits of their sustair le
production capacities. Other member countries, however,
with surplus capacities, acted on their declared policies of
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maintaining oil price stability by expanding output above
their quotas.

As a result, the average price of OPEC oil, comprising
seven crudes, climbed by 19 per cent to $17.51 per barrel in
1989 as compared to $14 71 per barrel in 1988 !

This increase in oil prices and the expansion of output re-
sulted in an improvement of $2} billion, or 24.4 per cent, in
the value of oil exports of OPEC member countries, which is
estimated at about $107 billion in 1989 (see table A.18), Per
capita oil export revenues improved to $235 as compared to a
low of $184 in 1986 but remain well below the level of $806
in 1980. On the basis of stable oil prices and the expected
increase in the demand for OPEC oil, it is estimated that oil
export revenues will improve further by $20 billion, reaching
alevel of $127 billion in 1990.*

In the past couple of years, disruptions in oil supplies be-
cause of accidents have caused sudden and sizeable increases
_in the prices of petroleum products in Western Europe and
the United States. Coupled with changes in the structure of
the petroleum industry, especially with regard to further con-

solidation and concentration in marketing, these develop-
ments have led to public inquiries on pricing practices ? For
example, after a year-long review of the motor gasoline mar-
ket in the United Kingdom, the Monepolies and Merger
Commission found that a monopoly situation existed, with
five major oil companies supplying about two thirds of the
gasoline demand through 69 wholesalers. However, the
Commission concluded that there were no reasonable
grounds for criticizing the way in which integrated compan-
ies based their transfer prices on international prices and that
neither the absolute level of gasoline prices nor the way they
reacted to international price changes had been unreasonable
over the period studied. Nevertheless, the Commission ob-
served that continued monitoring of the gasoline market was
necessary by matching possible developments, including (a)
the emergence of gasoline shortages, perhaps prompted by
the recent loss of refining capacity, (b) a further and signifi-
cant increase in wholesale ownership of retail outlets and (c)
a significant reduction in the number of wholesalers or their
geographic spread, particularly among the 14 largest whole-
salers.” Similar inquiries were in progress in the United
States.’

“Looking forward to the decade of co-operation™, GPEC Bulletin, February 1990, p. 6
“OPEC oii revenues rebound to pre-crash levels™, Petrolewum Inelligence Weekly 12 February 1990, p 2

“0il compunies cicared on market collusion”, Petroleian Econormist, March 1990, p 75,

1

3 Rorld Economic Survey 1989 (United Nations publication, Sales No. E.89. 1L C 1), p. 1060
. .

5

A Short-Term Analysis of Heating Fiel Marker Behavior, an interim re
Sub-Comumittee ont Energy and

I ort to the Senate Governmental Affairs Committee and the House
wer, prepared by the United States Energy Information Administration, 31 January, 1990

106




Further increase in oil consumption

World oil consumption, excluding Eastern Europe and the
Soviet Union, increased on an annual basis by 1.0 million
barrels per day, or 2.0 per cent, reaching 51.9 million barrels
per day in 1989. This was the highest level since the record
consumption of 52.4 million barrels per day in 1979 (see
table V.1).

In the developed market economies, oil consumption in
1989 increased by 0.4 million barrels per day or 1.1 per cent.
Three quarters of this increase was accounted for by the Pa-
cific region, mainly Japan. Consumption increased by 0.1

-million barrels per day in Western Europe, while no change
was registered in North America.

Since the collapse of oil prices in 1986, the developed mar-
ket economies as a whole have increased their oil consump-
tion by 3.0 million barrels per day, or 8.7 per cent. Between
1985 and 1989 oil consumption increased by 1 6 million bar-
rels per day, or 9.1 per cent, in North America, 0.7 million
barrels per day, or 5.9 per cent, in Western Europe and 0.7
million barrels per day, or 13.7 per cent, in the Pacific re-
gion.

In the developing countries, oil consumption in 1989 in-
creased by 0.6 million barrels per day to a level of 14.5 mil-
lion barrels per day. Both the annual rate and the absolute
increase were higher than in the developed market econo-
mies. Between 1985 and 1989 developing countries added
2.1 million barrels per day, or 16.9 per cent, to their anmual
oil consumption.

Table V.1.

For 1990, oil consumption is expected to increase by 0.5
million barrels per day, or 1.3 per cent, in the developed
market economies and by an equivalent amount, or 3.4 per
cent, in the developing countries. Their combined consump-
tion of 52.9 million barrels per day in 1990 will surpass the
previous record of 52 .4 million barrels per day in 1979.

This new record, made up of 37.9 and 15 0 million barrels
per day for the developed market economies and the develop-
ing countries, respectively, would reflect an increase of 4.4
million barrels per day in the latter countries, while oil con-
sumption in the former countries would still be 3.9 million
barrels per day below the 1979 level.

During the 1980s there have been significant changes in
both the growth rates and the composition of oi] demand.

In the developed market economies, much of the overall
decrease in oil demand during the period 1980-1985 was due
to a drastic fall of 45.3 per cent in heavy fuel oil used mostly
for electric power generation (see table V.2). More nuclear
power and coal for electricity were used instead . With lower
oil prices since 1986, the decline in heavy fuel oil use has
been arrested.® In addition to price, other factors such as
nuclear power shutdowns and weather conditions have af-
fected demand of heavy fuel oil. For example, it has been
estimated that by the summer of 1989, the hydropower defi-
cit of the countries of the European Economic Community as
a whole had reached the oil equivalent of 300,000 barrels per
day and showed few signs of improvement.’

World® oil demand,® 1980-1990

(Million barrels per day)

1985 - 1989 change

1980 1985 1986 1987 1988 1989  199pc  Quamtity  Percentage
Developed market
cconomies 386 344 354 360 370 374 379 30 87
Nerth Americs 19 4 17.5 180 185 19.1 91 193 16 91
Western Europe 135 11.8 122 123 12.4 i2.5 127 07 59
Pacific 57 51 52 52 53 58 59 07 137
Developing countries 109 124 128 133 139 1435 i50 21 169
World total® 495 468 482 493 509 519 529 5 109

Source: Department of International Economic and Social Affairs of the United Nations Secretarimt. based on
Internationat Encrpy Apency. Monthly Oif Marker Reporis, various issues.

a Excluding Eastera Europe and the Soviet Union

b Includes marine bunkers, refinery fuel and non-conventional oils

¢ Estimate

Demand for aviation fuels has been particularly strong
throughout the 1980s, while stagnation in motor gasoline
consumption during the first half of the decade has changed
to an upward trend since 1986, as has middle distillate fuels,
liquefied petroleum gas (L.PG) and naphtha.

Unlike the developed market economies, oil demand in the
developing countries registered considerable growth in all

petroleum products during the first half of the decade (see
table V.3). The only exception was in heavy fuel oil, with
only a small reduction, which has since been reversed. This
reflects the lack of alternative energy sources such as coal
and nuclear power in most of the developing countries

Oil consumption in the developing countries has acceler-
ated further since 1986, especiaily in the newly industrial-

5 Direct burning of ¢rude oil under boilers for electric power generation is included in “other products” in table V 2
7 “EEC hydropower output down by 300,000 bid™, Middle East Econonmic Survey, 8 January 1990
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Table V.2. Changes in the composition of oil demand® in
developed market economies

1980 1985 1987 1980 1985 1987 1980-1985 1985-1987 1980-1987

Product Mitlion barrels per day Percentage share Percentage change

LPG/naphtha 437 43} 4 59 113 125 128 -1.4 65 50
Aviation fuels 1.9 198 216 46 58 60 10.6 9.1 w07
Motor gasoline 1061 1074 1137 275 312 316 12 59 7.2
Middle distillate 929 384 9.20 40 257 256 -4 .8 4.1 -1.0
Heavy fuel oil B75 479 460 227 139 128 ~-45.3 -4.0 -47.4
Other products 384 375 408 99 1009 {13 -2.3 88 6.3
Totatb 3863 3441 3600 100.0 100.0 1000 ~-10.9 46 -6.8

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based, on
Internationsl Energy Agency, Oil Market Report, May 1989, table | D.

4 Represeats consumption measured as deliveries of oil from refineries, plus refinery fuel use and international

marine bunkers.
b Totals may not add up because of rounding.

ized countries of South-East Asia but also including other
growing economies such as China, India, Pakistan and Thai-
land. It is generally expected that developing countries may
account for about 30 per cent of incremental oil demand in
the next few years even on the basis of assumptions of slow
economic growth in Africa and Latin America. The revital-
ization of those economies would consequently result in even

bigger increases in oil consumption.

There is considerable uncertainty about the level of oil
consumption in Eastern Burope and the Soviet Union in
1989. 1t is believed, however, that total oil consumption re-
mained stagnant at about 11.7 million barrels per day, with
the Soviet Union maintaining its net export position as in
previous years.

Table V.3. Changes in the composition of il demand
in developing countries

1980 1985 {987 1980 1985 1987  1980-1985 1985-1987 1980-1987

Product Thousand barrels per day Percentage share Percentage change

L PG/naphtha 758 1264 1414 69 102 106 66 .8 19 86.5
Aviation fuels 508 546 606 4.6 4.4 45 7.5 1.0 19.3
Motor gasoline 1941 2170 2306 177 175 173 1L 8 6.3 ig.8
Middle distiliate 3473 4094 4428 317 330 332 7.9 82 215
Heavy fuel oil 3553 3345 3465 325 270 260 -39 36 -2.5
Other products 712 988 11Hl6 65 80 84 B8 3.6 36.7
Total® 10945 12406 13344 i00.0 100.0 100.0 133 7.5 218

Source: Department of International Ecoromic and Social Affairs of the United Nations Secretariat, based on
International Energy Agency, Oil Market Report, June 1989, p. 7

4 Totals may not add up because of rounding.

Pronounced production shift to OPEC member countries

The successful meeting of OPEC in November 1988,
when unity was restored and new production levels agreed,
was followed by cutbacks in oil production of about 3.5 mil-
lion barrels per day, or 14.5 per cent, during the first quarter
of 1989 as compared to the fourth quarter of the previous
year. As a result, the rapid decline in oil prices, which had
reached their lowest level for the year at $10-$11 per barrel
in November 1988, was reversed and by April 1989 they had
reached $16-$17 per barrel. S

Responding to increasing demand, crude oil production in
the member countries of OPEC was on a continuous climb
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through 1989, as shown in table A.19. Unlike in 1988, pei-
sistent production above agreed quotas did not erode the
newly found stability in oil prices. In fact, prices on occasion
surpassed the target price of $18 per barrel (see figure V.2).

The OPEC oil production quotas, which had been set at
18.5 million barrels per day for the first haif of 1989, were
increased to 19.5 million barrels per day for the third quarter
and 20.5 million barrels per day for the fourth quarter. For
the first half of 1990, quotas were increased to 22 million
barrels per day, or 19 4 per cent higher than the equivalent
period of 1989 (see table V.4).
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Table V.4. OPEC oil production quotas
{Thousand barrels per day)

March  October Sept.  November  January July Jan. July  October  January
Country 1983 1984 1986 1986 1987 1987 1989 1989 1989 1990
Algerin 725 663 663 669 635 667 695 733 TIO 827
Ecuador 200 183 183 221 210 221 230 242 254 273
Gubon 150 137 137 160 152 [59 166 175 184 i97
indonesia 1300 1189 189 1193 1133 1190 1240 1307 1374 i34
Iran (¥slamic Republic of) 2400 2300 2300 2317 2255 2369 2640 2783 2926 3140
Iraq 1200¢ 12000 12000 1 4660 [ 4662 | 5400 2640 2783 2926 3140
Kuwait 1050 900 900 999 948 996 1037 1093 1 149 1 500
Libyan Arab Jamahiriya 1100 990 990 999 948 996 1037 1093 I 149 1233
Nigeria 1360 1300 1300 1304 1238 13 1355 1428 I 501 1611
Qatar 300 280 280 300 285 209 3i2 329 346 371
Saudi Arabins 5000 4353 4353 4353 4133 4343 4524 4769 5014 5380
United Arab Emirates 1 100 950 950 950 o02 948 988 1041 1095 10952
Venczuela 1675 I 555 1 555 1574 1495 1571 1636 1724 1812 1945
Totat 17500 16000 16000 16 505 15800 16600 18500 19500 20500 22086

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

1 Nominal.
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At these levels, several of the member countries of OPEC
had reached the limits of their sustainable production capaci-
ties with the result that, in the case of Indonesia, no increase
was set in its quota for 1990, In view of the expectation of
still higher demand for OPEC oil, it has been suggested that
the management of production through quotas might no
longer be necessary in the near future.

Changes in oil production since 1986 seemed to confirm
the policy of the member countries of OPEC, which aimed at
capturing a higher share of a growing market and reducing
the role of non-OPEC oil and alternative sources of energy.

Since 1985, crude oil production in the member countries
of OPEC has grown by 37 per cent, or 6.6 million barrels per
day. During the same period, there was hardly any increase
in oil production either in the countries of Eastern Europe
and the Soviet Union or in the oil-importing developing
countries; in the non-OPEC oil-exporting developing coun-
tries there was an increase of 1.1 million barrels per day,
while in the developed market economies oil production
dropped by 0.9 million barrels per day, or 6.0 per cent (see
table V.5).

Among the member countries of OPEC, the biggest in-
creases were registered in the Middle East, especially in
Iraq, Kuwait, Saudi Arabia and the United Arab Emirates. In
view of the magnitude of the proved reserves in these coun-
tries and announcements of programmes to expand produc-
tton capacities, much of the incremental demand for OPEC
oil is expected to be supplied from the Middle East, with
small contributions from Nigeria and Venezuela. Thus, a
further concentration of oil supplies is anticipated.

in the non-OPEC oil-exporting developing countries, the
rapid expansion of oil output during the first half of the 1980s
decelerated significantly in the second half, mainly because
of slow-downs in China and Mexico, the biggest producers
in this group.

The proved reserves of the non-OPEC oil-exporting devel-
oping countries are limited, except in Mexico, and produc-
tion levels in the medium-term future are not expected to
change significantly even though promising discoveries have
recently been made in a few countries (e.g., the Syrian Arab
Republic and Yemen) More importantly, the rapid growth in
domestic oil consumption in many of these countries is ex-
pected to result in lower exports.

Table V.5. World crude oil production
(Million barrels per day)

1970 1980 1985 1986 1GB7 1988 1989

Developed market econornies
Eastern Europe and the USSR
Developing countries
OPEC member countries
Other oil-exporting countries
Oil-importing countries
World total

.24 1257 1436 1425 1420 1415 1344
742 1236 1224 1262 1280 1285 12.53

26.84 3448 2660 2912 2876 3iC8 3377
2331 2672 1608 1839 1759 1965 2205
266 666 859 877 925 951 971
087 110 193 19 19 192 201

4550 5941 5320 5599 5576 5808 59.74

Source: Department of International Econofic and Social Affairs of the United Nations Secretariat,
hased on Energy Statistics Yearbook, 1982 and 1987 (United Nations publications, Sales Nos E/F 84 X-
V1.4 and B/F 89 XVII 10); and crude oil production statistics for1988 and 1989, Oif and Gas fournal

19 March 1990

Qil production in the oil-importing developing countries
increased by 75 per cent during the first haif of the 1980s,
reaching a level of 1.9 million barrels per day in 1983,
mainly because of sizeable increases in Brazil and India.
Since then, however, oil output has stagnated although prom-
ising discoveries have been made in Pakistan, Thailand, Tur-
key, Democratic Yemen and Viet Nam. With very limited
proved petroleum reserves and overall cutbacks in oil explo-
ration and development investments, prospects in the oil-im-
porting developing countries are not promising. Increasing
oil demand will result in higher oil import bills, which may
become more onerous once again with rising oil prices.

In the developed market economies, the most important
trend in oil production continued to be the deepening drop in
output in the United States, by far the biggest oil consumer in
the world (see table V.6). Since 1985, oil production has
declined from 9.0 to 7.7 million barrels per day in 1989, the
lowest level since 1963. With oil consumption increasing by

1.5 million barrels per day since 1985, net crude oil and
petroleum products imports have increased from 4.3 to 7.2
million barrels per day, or by 67 per cent. In 1989, the United
States increased its dependence on oil imports to 42 per cent
of its oil consumption, the highest level since 1977 With
expectations of oil production falling below 7 million barrels
per day in 1990, because of an accelerating rate of decline
which now includes Alaska as well as all the other oil-pro-
ducing States, oil imports are expected to increase further
with consequent impact on the global oil market.

Similatly; prospects for augmenting production in Canada
have become less encouraging, with high-cost frontier dis-
coveries of conventional oil remaining undeveloped, and
stagnation in the production of synthetic oil from tar sands
because of reduction or elimination of investment subsidies.
Without a rise in oil prices to justify the development of these
reserves and the expected decline in existing fields, Canada
may also become a significant importer of oil.
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Table V.6. United States petroleum industry indicators, 1580-1989

1980 198} 1982 1983 1984 1985 1986 1987 1988 1989

Proved oil reserves

(billion barrels) 2640 2979 2979 27300 2730 28 00 24 56 2527 26.50 25.86
Crude oif production

{million barrels per day) B8.60 857 865 8.62 B 88 897 8 68 835 817 768
Reserves/production ratio

(yeurs} B 41 952 9.43 8.61 842 855 775 829 889 922
Natural gas liquids and other supply?

{million barrels per day) 162 1 .66 1 60 161 1 68 P67 161 1.66 1 68 1 61
.Oil consumption

{million barrels per day) 17.06 16 06 1530 1523 1573 1573 16 28 16 67 [7.23 1723
Net crude oil and petrolenm products imports?

{miltion barrels per day) 637 5.40 430 4 31 4.72 429 544 5.91 6.59 7.19
Net imports as percentage of oil consumption 37.30 33 60 28 10 28.30 30.00 27.30 33 40 35.50 38.20 41.70
Completion of exploration and development wells 69486 89234 §3889 75738 B4983 70806 38870 34927 34579 30697

Source: Department of International Econetnic and Social Affairs of the United Natons Secretariat, based on United States Department of Energy, Energy

Information Administration, Monthly Energy Review, varions issues; Oil and Gas Journal, various issues; end Aorid Oil. February 1990, p 68

a Includes alcohol and other hydrocarbons
b Net imporis equal imports minus exporis

In the United Kingdom sector of the North Sea, a drop of
oil output in 1989 of 0.5 million barrels per day was almost
as steep as the decline in the United States. However, the
drop in the United Kingdom was due to accidents in offshore
pipelines and platforms as well as shutdowns for the installa-
tion of safety devices. Further repairs during 1990 will still
affect output. With increasing investments and discoveries of
small fields, the previously anticipated rate of decline in the
sector of the North Sea may be arrested somewhat.

In the Norwegian sector, on the other hand, the opening of
new fields resulted in a jump of 0.4 million barrels per day,
or 36 per cent.

Oil production in the Soviet Union in 1989 declined by

306,000 barrels per day, or 2.9 per cent, to reach its lowest
level since 1980.% A variety of factors have contributed to this
drop in output, including labour unrest, disruptions in equip-
ment supplies and natural declines in large cilfieids.
Whether this trend can be arrested or reversed will largely
depend on the success of economic reforms, which are re-
ported to have some positive results. For example, in the
Tyumen region of western Siberia, which accounts for 60
per cent of the national oil output, newly introduced policies
allow oil-producing enterprises to recover between 5 and 20
per cent of the foreign exchange earned above planned oil
output. Oil-producing enterprises are also forming closer
links with foreign firms, thereby gaining access to technolo-
gies and expertise °

New oil supply concerns

In the past, security of oil supply concerns among con-
sumers centred on apprehensions about the political stability
and intentions of some oil-exporting developing countries.
However, in 1989, only minor supply cutbacks were due to
such factors (e.g., Colombia), while major disruptions were
caused by accidents involving production platforms in the
North Sea, tankers and pipelines (e.g., Alaska and the Soviet
Union), refineries (e. g, the United States), and by political
instability in Eastern Europe and China.

it is estimated that these supply disruptions caused a loss
of about 1 million barrels of oil per day in 1989 The impact
on crude oil prices was considerable because they occurred
when company stocks, according to estimates of the Interna-

tional Energy Agency, had reached the low level of 65 days of

forward consumption in its member countries. However, the

& Petroleum Economist. March 1990, p. 104

impact on prices was cushioned by the steady expansion of
crude oil output by some member countries of OPEC (see
table A 19). Unusually cold weather in the autumn and the
beginning of the 1989/90 winter and a consequent jump in
demand for heating redirected the focus of attention to de-
creasing margins in excess refinery capacities. With practi-
cally full utilization of refinery capacities, especially in the
United States, accidents had an immediate and dramatic ef-
fect on the prices of heating fuels. By the end of December
1989, wholesale prices in the New England, mid-Atlantic
and midwest regions of the United States jumped by almost
80 per cent, with crude oil prices following at a level above
$20 per barrel, as compared to $12-$14 per barrel during the
same period in 1988

While the risk of similar accidents in the future cannot be

% “Reforming west Siberian oif industry ™, Perroleum Economist, Masch 1990, p. 78
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forecast, apprehensions are bound to persist primarily be-
cause the expansion of ail cutput in non-QPEC areas during
the 1970s and 1980s occurred in increasingly difficalt envi-
ronments (e.g., the North Sea; the Gulf Coast and Alaska in
the United States; Siberia in the Soviet Union), often with
new and untried technologies. Maintenance of these com-

plex production and transportation facilities may have slack-
ened, especially during the second half of the 1980s, because
of lower prices and cash flows for corporations. Also, oil
production outside the OPEC area has been at full capacity
with only minor exceptions in recent years. Under such cir-
cumstances, commercial considerations might outweigh
maintenance imperatives,

New directions in structural change of the petrolenm industry

Increasing concentration of crude oil resources and
piroduction

Before the wave of nationalization in the late 19605 and the
1970s, the international oil industry was characterized by a
high degree of integration, It included a small number of
transnational oil corporations with operations in exploration
and production, transportation, refining and distribution to
the final consumers.

With high rates of growth in the world economy and de-
clining oil prices, oil consumption was, until the beginning
of the 1970s, increasing at a rate of 7 per cent per annum,
doubling every 10 years. Nevertheless, supplies continued to
be abundant because of new discoveries in the developing
countries, mainly in the member countries of OPEC.

After the complete nationalization of oil companies in six
member countries of OPEC { Algeria, Iran (Islamic Repub-
lic of), Iraq, Kuwait, Saudi Arabia, Venezuela) and the en-
ergy crises of the i970s, higher oil prices and a marked
slow-down in the growth of the world economy resulted in
sizeable surplus capacities in oil production, refineries,
tankers and distribution outlets which continued to prevail
throughout the 1980s,

In crude oil production, surplus capacities were further
accentuated by a pronounced shift of investments in explora-
tion and development to non-OPEC areas, especially in‘the
developed market economies of North America, the North
Sea and Oceania, as well as to non-OPEC oil-exporting de-
veloping countries (e g., Angola, Colombia, Egypt, Malay-
sia, Yemen). This led to a drop in the demand for OPEC oil
and the introduction of quotas in oil production among its
member countries, a practice which has continued since
1983

While the surplus capacities in OPEC created problems
for the management of oil production, they eased the tasks of
the national oil companies that were set up to take over the
functions of the previously fully integrated private oil com-
panies either independently or in co-operation with the
former concession holders under new arrangements provid-
ing for a fixed fee in exchange for technical services

The resumption of growth in the world economy during
the second half of the 1980s, the collapse of oil prices in 1986
and the slow-down of non-QPEC oil output and a resulting
increase in oil consumption have led to a significant expan-
sion of oil production in the member countries of OPEC.

Buring the fourth quarter of 1989, OPEC countries were

producing at a level of 24 million barrels of oil per day, while
their combined capacities were estimated at 25 to 27 million
barrels per day. With annual world demand for OPEC oil
increasing at about 1 million barrels per day, as experienced
since 1986, the gap between production and available capaci-
ties could be closed in a few years. However, an expansion of
capacities will require heavy investments at a time when
practically every member country of OPEC is experiencing
financial difficulties. There is also a considerable lead time.

The ability of the member countries of OPEC to increase
their oil production capacity, as indicated by the magnitude
of their proved reserves, is beyond question, as shown in
table V.7. Since 1979, their proved reserves have increased
from 436 to 767 billion barrels and their share of the world
total has improved from 68 to 77 per cent. Within OPEC,
there has been an increasing concentration of reserves to-
wards the Middle East. By 1989, the OPEC countries of this
region (Iran (Islamic Republic of), Irag, Kuwait, Qatar,
Saudi Arabia and the United Arab Emirates) accounted for
5475 billion barrels of proved oil reserves, or 71.3 per cent
of the OPEC total and 54.6 per cent of the world total. At the
same time, there has been a marked deterioration in both the
absolute and the relative position of the developed market
economies and the countries of Eastern Europe, with size-
able reductions in proved reserves in the Soviet Union and
the United States of America, the two premier producers and
consumers of oil in the world.

However, the expansion of capacities in OPEC countries
would require access to the modern technologies of interna-
tional oil companies and the mobilization of financial re-
sources, which might be hampered by uncertainties about
future oil prices, the security of future market access and
investments.

in an address given before the Royal Institute of Interna-
tional Affairs in January 1990, Sheik Ahmed Zaki Yamani
said:

“The OPEC countries need to establish reliable outlets
for their oil, which means co-operating with these com-
panies, since they own most of the downstream assets. ..

many important moves have been made in this direction in
recent years, either through direct purchases of down-
streamn assets in the consuming areas or by establishing
joint ventures with a number of companies. The OPEC
producers, however, need also to tap the upstream exper-
tise of the oil companies - for example, in new technigues
such as the horizontal drilling - perhaps even get the com-
panies to invest in their countries. The companies for
their part need - as they have always done - to secure their




sources of crude supply, particularly at a time when their
own sources of crude outside OPEC miay not be as plenti-
ful as anticipated. This calls for a new form of relation-
ship between the OPEC producers and the companies,
more along the lines of normal commercial contractual
obiigat&ons than the concessionary agreements of the
past.””!

More downstream integration of oil-exporting developing
countries

In recent years, some of the member countries of OPEC
have embarked on programmes of downstream integration
* into refining and marketing operations in major oil-consum-~
ing countries in Western Europe and the United States. Ku-
wait has established such operations in Western Europe on its

own, while the Libyan Arab Jamahiriya, Nigeria, Saudi Ara-
bia and Venezuela have preferred joint ventures with private
and public sector oil companies in the industrial countries.'!
Recent examples of such ventures include Kuwait’s entry
into the gasoline market of Thailand with plans ro establish at
least 200 retail sites in that country and speculations that
similar moves may be expected by member countries of
OPEC in other developing countries of Asia, as well as in
Japa:]l; where oil consumption has been growing at a fast
rate.

Similar ventures have been pursued by non-OPEC oil-ex-
porting developing countries such as China, with its first
joint venture in refining and marketing in the west coast of
the United States of America and by Mexico in Spain.

Table V7. World proved oii reserves,
end 1979-end 1989

End 1979 End 1989
Miltions  Percentage Millions  Percentage
of barrels  of world of barrels  of world
Developed market economies 58 796 9.2 52700 53
Enstern Europe and the USSR 70 600 109 60100 60
Developing countries 512545 799 8RR 77t 887
OPEC member countries 435611 67 9 767 100 76 6
Non-OPEC oil-cxporting 69 930 109 109429 1096
Oil-importing 7004 11 12242 12
Worldh 641 341 100 0 1001572 100.0

Source: Department of International Economic and Soctal Affairs of the United Nutions Secretariat,
bused on O and Gay Journal, 24 December 1979 and 25 December 1989

a Totals may not add up because of rounding

The motivation for these ventures has been attributed to
corporate strategies to assure markets during a period of sur-
plus oil production capacitics in the major member countries
of OPEC and other oil-exporting developing countries; the
existence of surplus downstream facilities in oil- consuming
countries also offered opportunities for profitable invest-
ments. Such reintegration in the oil industry may also im-
prove market information for national off companies in
exporting countries, and enhance contacts with private and
public sector oil compantes in the consaming countries, with
opportunities for further co-operation.

Despite the above examples of reintegration, the division
between firms that are mainly producers and those that are
essentially marketers remains. As shown by the integration
index in table V 8, all of the national oil companies of the
member countries of OPEC listed, as well as Mexico, are net
sellers of crude ol

n
Affairs, London, 15 Jansary 1990, Exclusive. vol 111, No 3-4
1
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Changing structures of oil companies

With the exception of only one (i.e., Arco), all the major
oil companies of the developed market economies remain net
buyers of crude oil. Despite considerable investments and
exploration efforts by these companies, mainly in non-
OPEC countries, they have generally been unable to improve
their position either as producers of crude oil or as holders of
petrolewm reserves. In fact, most of them have been discov-
ering less but producing more. Consequently, and despite
acquisitions through mergers, the proved reserves of seven of
the largest oil companies {Royal Dutch/Shell, Exxon, British
Petroleum, Chevron, Mobil, Arco and Texaco) are adequate
only for 8 to 14 years of production at the 1988 level, as
compared to 58 to 216 years for each of the seven largest
national oil companies of the oil-exporting developing coun-
tries (Iran (Islamic Republic of), Iraq, Kuwait, Mexico,
Saudi Arabia, the United Arab Emirates and Venezuela)

Sheikh Ahmed Zaki Yamani. “Oil in the 1990s: the need for international co-operiation™, address given af the Roysl Instisute of Internationsl

World Economic Survey 1989 (United Nations publication, Sales No. E89 T C.I),p. 100
*Middle East target - Pacific rism oil™, Oif and Gas Journal, 8 January 1990. p 21
“PIW ranks world"s top 50 oil companies™. Perrolewm Intelligence Woeekly, special supplement isste, 11 December, 1989



Table V.8.

Integration of oil companies, 1988

Liquids output
(Thousand barrets

Integration index®
(Percentape)

per day)
Company Country 1987 1988 1087 1988
Saudi Aramco Saudi Arabia 4400 5414 379 369
INOC irag 2359 2712 646 743
Pemex Mexico 2 540 2 506 168 166
NIOC Tran (Istamic Republic of) 2298 2305 374 375
PDV Venezuela 1793 2401 110 124
Exxon United States 1 835 1919 47 48
Royal Dutch/Shell Netherlands/United Kingdom 1766 1763 50 49
British Petroleum United Kingdom 1425 1530 68 78
KPC Kuwait 1088 1513 118 164
Sonatrach Algeria 1148 I EST 244 244
Texaco United States 1056 990 49 65
NNPC Nigeria 903 986 219 301
Chevron United States 989 970 g 44
Libyan NOC Libyan Arab Jamahiriya 875 927 207 220
Pertamina Indonesia 839 851 114 115
Adnoc United Arab Emirates 808 220 499 506
Amoco United States 802 809 76 T
Arco United States 729 737 i14 115
Meohbil United States 09 735 34 34

Source: " PIW ranks world's top 50 oil companies”, Petroleum Intelligence Weekly, special supplement issue, 11

Becember 1989.
a  Liquids ontput divided by refining capacity.

Developments in the world economy and the international
oil market, especially during the 1980s, have also brought
about structural changes among the oil companies. During
the period of high oil prices and profits, oil companies, in
addition to increasing investments in non-OPEC countries in
exploration and production, diversified into other energy ar-
eas, including coal, natural gas and non-cenventional
sources of energy (e.g., oil shale, tar sands, heavy oil, solar
energy). In some cases, their diversification extended into
non-energy areas altogether. At the same time, new capital
was attracted into the oil industry through the creation and
strengthening of a great number of independent oil compan-
ies with activities particularly in North America and the
North Sea.

Outside of OPEC, national oil companies were either es-
tablished or strengthened in the developed market economies
(e.g., Canada, Norway, Spain, United Kingdom), the oil-
exporting developing countries (e.g., Angola, Colombia,
Egypt, Malaysia, Mexico) and the oil-importing developing
countries (e.g., Brazil, India) in order to participate either
independently or in joint ventures with private sector oil
companies in exploration and production,

Long-established policies excluding private sector oil
company participation were revised in several developing
countries (e.g., Brazil, China, Colombia, India) with the ob-

jective of augmenting oil discoveries to reduce oil import
bills or to increase exports.

With declining oil prices since the early 1980s and their
collapse in 1986, structural changes in the private sector oil
industry have included a wave of mergers and consolida-
tions, as well as geographic and functional concentration of
operations. In this process a few major and many indepen-
dent oil companies have been absorbed. 1*** Reorganization
of the surviving companies has concentrated on the reduc-
tion of costs and divestiture of non-energy and non-petro-
leum operations.

Changes in the comparative position of national econo-
mies have also had repercussions in the oil industry. There
has been increasing participation of oil companies from
Western Europe, Japan, Australia and a few developing
countries {e.g., Brazil, Kuwait, Republic of Korea) and a
relative decline of the United States oil companies. As indi-
cated in table V.9, between 1984 and 1988, seven Western
European companies have gained considerable ground over
13 United States companies in operating cash flow, capital
expenditure and capital employed. Western European oil
companies have also been active by investing in the United
States. In 1988, out of a total foreign investment of $4 billion
in the United States petroleum industry, $2.7 billion was
from Western Europe. '®

¥ Uorld Economic Survey 1 989 {United Nations pubjicatiun, Sales No. E80.11.C.1), p. 100
t5 *“End of big mergers not in sight”’, Oil and Gas Journal, 4 September 1989, p. 36
 Ellen M. Herr, “U.S business enterprises acquired or established by foreign ditect investors in 1988", Survey of Current Business, May

1989, p 27
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Table V.9. Changes in oil company indicators
{(billions of dollars)

United States companies® Western European compasies®

Operating cash flow 1984 47 24
1988 42 30
Capital expenditure 1984 35 i9
1988 30 26
Capital employed 1984 220 108
1988 208 153

Source: "Oil companies—The rise of the Europeans'”, Petroleum Economist, Janvary 1990, vol LVI,

No.2

&z Amerada Hess, Amoco, Arco, Chevron, Dupont {Conaco), Exxon, Mobit, Occidental, Phillips, Sun,
Teraco, Unocal, USA (Texas Qi and Gas, Marathon),
b Agip, BP, Eif, Petrofina, Royal Dhtch/Shell, Statol, Total CFP,

New directions in structural changes

At the beginning of the 1990s, the petroleum industry is
poised for more structural changes. These are bound to be
influenced by traditional factors connected with trends in pe-
troleum reserves, production and consumption, as well as
availability of capital and technologies. However, new trends
in political developments, particularly in Eastern Europe
and the Soviet Union, and increasing environmental con-
cerns may also be expected to have an impact on further
structural changes.

Of immediate concern is the need to expand the production
capacities of the member countries of OPEC so that they can
supply the increasing demand for oil during the 1990s when

non-OPEC production is generally expected either to de-
crease or to remain flat at best.

Actual OPEC crude oil production in October 1989, at
22.8 million barrels per day, left only 3 million barrels per
day to spare from the sustainable capacity of 25.8 million
barrels per day (see table V 10). Most of the member coun-
tries of OPEC were already producing at a rate near the max-
imum of their sustainable capacities, with only a few of them
(e g., Iraq, Kuwait, Saudi Arabia} having a combined sur-
plus capacity of 2 5 million barrels per day, or an estimated
two years of incremental demand .

Table V.10, Crude oil production capacities of
OPEC member countries

(Thousand barrels per day)

Sustainable Production Rate of operation
Country capacity {Cctober 1989) (Percentage)
Alperia T00 700 000
Ecuador 3i0 360 96 8
Gabon 230 230 1000
Indonesia 1300 1250 962
Fran (Eslamic Republic of) 3000 2950 683
Iraq 3300 3000 90 9
Kuwait 21325 1905 819
Libyan Arab Jamahiriya 1200 1100 97
Nigeria 1 8OO 1 600 889
Qatar 450 400 889
Saudi Arabia 6825 5405 79.2
Einited Arab Emirates 2200 2120 96.4
Venezuela 2200 1 800 81 8
Total 25 8B40 22760 88.1

Sonrce 1sotoms Toichi, International ol market entering new phase—Is an oil cvele repeating itself? >
St Isot Toichi. { oil market entering / I { evel ting itself?

Energy in fapan, special edition. February 19%0
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With expectations for increases in demand for OPEC oil
and continued stabilization of oil prices, expanded invest-
ment programmes for accelerated exploration and develop-
ment and enhancing of production capacities have already
been announced by a number of member countries of OPEC.
Significantly, these countries had retained the participation
of private sector oil companies in their upstream operations,
For example, it has been reported that Nigeria has started a
major programme in co-operation with the oil companies
aimed at the expansion of sustainable production capacity
from 1.8 to 2.4-2.5 miliion barrels per day by the mid-
1990s. "

The expansion of production capacity in Nigeria will in-
volve three-dimensional (3-D) seismic surveys, deep on-
shore and offshore drilling, enhanced recovery techniques,
reduction of flared gas, utilization of heavy oil and the devel-
opment of a natural gas system for the national market and
exports (o neighbouring countries, as well as lquefied natu-
ral gas (LNG) to Western Europe and the United States.

While no aggregate estimate of investment requirements
for the Nigerian expansion programme is available, Shell Ni-
geria’s plan alone will involve more than §1 billion per an-
num for the period 1990-1994. In this connection, it has
been reported that for all foreign operators, the big problem
for the 19905 lies in the ability of the Nigerian National Pe-
troleum Corporation to fund its majority interest in new in-
vestment programmes. In an effort to alleviate its financial
problems, Nigeria has divested 20 per cent of its equity inter-
est in a joint venture with Shell involving about half of the

Table V.11.

country’s oil output and 11.8 billion barrels of proved oil
reserves for a consideration of $2 billion, which will also
reduce that country’s commitment to finance new invest-
ments,

Similar but less ambitious programmes have been an-
nounced in other member countries of OPEC which had also
maintained private sector oil company participation, often
with new incentives provided in exploration and develop-
ment agreements (e.g., Algeria, Ecvuador, Gabon, Indone-
sia). However, in view of the magnitade of their proved oil
reserves, most of the incremental production capacity during
the 19905 is expected from Iran(Islamic Republic of), Irag,
Kuwait, Saudi Arabia and Venezuela, which had national-
ized all upstream operations. According to one estimate, out
of an increase in total OPEC sustainable production capacity
ot 6.0 to 8. I million barrels per day by the year 2000, 5.7 to
8.6 miilion barrels per day will be due to these five member
countries.

For an addition to OPEC sustainable production capacity
of about 6.0 miliion barrels per day by 1995, the Secretary-
General of OPEC has estimated investment requirements at
$60 billion or $10,000 per barrel a day capacity.? ! While
average costs for capacity increases may be different among
major producers, on this cost assumption, the five member
countries of OPEC mentioned above will require a total of
$57 billion to $86 billion in order to augment their capacities
by 5.7 to 8.6 million barrels per day by the year 2000 (see
table V.11).

Investment requirements for additional

production capacities by the year 2000

Additional production capacity
{Million barrels per day)

Country

Envestment requirements
(Billioas of US dollars)

Iran {Islamic Republic of}
Irag

Kauwait

Saudi Arabia

Venezuela

Total

05-10 56-100
12-22 120-220
05-09 50- 90
28.34 290-34.0
06-11 60-110
37-86 570-860

Source. Department of International Economic and Social Affairs of the United Nations Secretariat,
based on Isotoma Toichi, “International off market entering new phase~Is an off cycle repeating it-
self?”, Energy in Japan, special edition, February 1990

Given the lead times for petroleum expansion projects of
this nature, arrangements will have to be concluded in the
near future if shortages in oil supplies are to be avoided,
which could result in yet another energy crisis with sudden

17 “Production in Nigeria”, Oil and Gas Journal, 26 February 1990, p. 27,

18 fhid.

and substantial increases in prices. Will the supply of invest-
ment capital and the required technologies be available at a
time when several OPEC countries are not only short of fi
nancial resources but, in some cases, deeply indebted?

9 Isgcggmu Toichi, “Imternational oil market eatering new phase - Is an oil cyele repeating itself?" Energy in Japan, special edition, Pebruary
1

¥ Dr Subrato, Secretary-General of GPEC, ~Long-term prospects for oil market stability”, Energy Policy, Oclober 1989
2t ~Subroto calls for foreign participation in expanding QPEC production capacity”, Middle East Economic Survey, 5 February 1990, p A9

116




Private sector oil companies have on gccasion expressed
their willingness to enter into new arrangements with the
member countries of OPEC for accelerated exploration and
development programmes . It was recently reported that Ven-
ezuela, in a major policy turnabout, will allow State-owned
Petroleos de Venezuela SA to seek international participation
in exploration and development in the country for the first
time f;?ivnce the nationalization of the petroleum industry in
1976.%

Similarly, it has been reported that Iraq has decided to in-
vite foreign oil and enpineering companies 1o develop oil-
fields already discovered under new agreements to be
negotiated . Foreign firms would be expected to provide tech-
nology and financing for development drilling and produc-
tion facilities. In return, the companies would be paid back

2 “Newslettes™, Oif and Gas Journal, 19 February 1950

in crude oil for the cost of development and would be entitled
to negotiate for additional volumes of crude oil for a number
of years. No equity participation was envisaged. 3

In view of these developments, it appears likely that oil
companies will, to a certain extent, reintegrate vertically into
their traditional crude oil supply sources, with emphasis on
the member countries of OPEC. Oil companies from the de-
veloped market economies of North America, Western Eu-
rope and Asia and the Pacific may participate in this process.

A new area of similar integration may arise in Eastern Eu-
rope, particularly in the Soviet Union, where consultations
in the past couple of years appear to be nearing agreements
with major oil companies for joint ventures in oil exploration
and production.®

3 ““Ilréq invites wider participation oy toreign conpusies in oilfield development in Iraq |, Middle East £conomic Survey, 12 February 1990, p
AlD

* “Iragi oil minister explains guidelines for new policy on oilfield development”, Middfe East Economic Survey, 19 February 1990, pp

Al-A3
25 Half Street Tournal, 22 February 1990
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Chapter VI

INFLATION STABILIZATION AND ECONOMIC REFORM IN CHINA, EASTERN EUROPE, THE UNION OF
SOVIET SOCIALIST REPUBLICS AND VIET NAM: ASPECTS OF THE POLITICAL ECONOMY OF
TRANSITION

The emergence or acceleration of open price inflation is
one of the most striking features of the ongoing econemic
reforms in the economies that were formerly managed
through highly centralized planning How to deal with infla-

.tion is one of the most important and challenging technical
economic tasks facing policy makers bent on managing the
transformation of economies that are steered through a com-
plex administrative bureaucracy in io economies in which
greater reliance is placed on markets in the allocation of re-

sources. Inflation, however, is only the most obvious sign of

the nced for comprehensive stabilization policies and eco-
nomic austerity in the countries concerned . Such policies, in
turn, arc but one component of a process of comprehensive

reform aimed at guiding the transition to a more market-
oriented environment.

This chapter discusses the dilemma faced by reformers. It
describes the various forms in which imbalances emerge and
the empirical evidence on inflatinn in these economies It
then reviews the process of balancing an economy under cen-
tral planning and what may go wrong Key features that de-
termine the core policy issues of the transition phase and how
they relate to macro-cconomic imbalances are discussed
and, finally, the experience with reform and inflation, as
well as with austerity and stabilization, in selected countries
is examined

Inflation and the dilemma for reformers

The pressure of open inflation in reforming economies has
various sources., Three main factors need to be distin-
guished, as they call for different policy responses. The first
is that, as a rule, reforms are launched in an attempt to come
to grips with domestic or cxternal imbalances that have accu-
mulated over the years. In several countries, these im-
balances have become chronic and policy makers no longer
feel able to remedy them through traditional central plan-
ning. These imbalances have resulted in economic agents—
consumers in the first instance-—saving involuntarily or
substituting less desirable goods and services for those not
available in sufficient quantity. This is essentially a stock
phenomenon. Once market adjustinents are permitted, even
under currently balanced macro-cconomic policies, many
agents will revert to their preferred choices, including dis-
saving, thereby aggravating short-run imbalances and the
pace of inflation.

Closely related to this are the imbalances generated in the
process of replacing central planning with an environment in
which decisions of economic agents have to be co-ordinated
indirectly through macro-economic policy instruments and
institutions. There are several reasons for this. One of the
most common and predictable is that, at the outset of reform,
the policy institutions and instruments in place for indirect
economic co-ordination are rather primitive. Policy errors

are bound to be made. Furthermore, there is a good deal of

uncertainty in output, distribution and trade that policy
makers will have 1o come to grips with. Thus, if central au-
thorities embarking on broad-based economic reform fail to
maintain budgetary discipline or if monetary policy fails to
rein in the demand for loans, the existing excess demand in
the form of the accumulated stock of imbalances will be ex-
acerbated .’

Finally, reform based on economic devolution is essen-

tially concerned with putting in place new incentives to moti-
vate economic agenis into reacting in a way that policy
makers had previously hoped to prescribe chiefly through
administrative methods. Replacing the central planning
mechanism with indirect economic instruments requires the
resefting of relative prices, including interest rates, wage
norms and exchange rates. Because marketization cannot ef-
fectively proceed without eliminating all but the core subsi-
dies embodied in retail prices, there will be upward pressure
on the price level in the short run.

The emergence or acceleration of open inflation at a time
of reform often evokes reactions that are diametrically op-
posed, in part because of its undesirable consequences.
Some reformers may wish to avoid the erosion of social wel-
fare levels for ideological and political reasons or to forestall
unemployment and a socio-political backlash to open infla-
tion. They will seek to stretch the process of realigning rela-
tive prices with underlying scarcities well into the future,
thereby debilitating the search for greater efficiency through
economic devolution. Others see inflation as the necessary
adjustment phase of the transition towards an environment in
which there is a clear-cut separation between macro-eco-
nomic policy and largely autonomous decision-making by
cconomic agents. The macro-cconomics of a reforming
planned cconomy is more complex than that of a fully-
fledged market economy for various reasons One is inexpe-
rience with steering decentralization. Furthermore, at the
start of reform, the institutions and policy instruments neces-
sary 1o ensure indirect cconomic co-ordination typically are
either not available or only partially so. Reformers must
cone to grips not only with monetary and fiscal matters, but
also with income and price issues, given that the existing
socialist precepts on income redistribution do not vanish
overnight.

| There is considerable comroversy in the literature abowt whether the “'monetary overhang ™, that is the stock of imbalances, here in the form of
liquid funds, is of recent viatage or cssentially generated in the process of the transition toward a reformed ceonomy when mucro-cconomic
instruments of control are not yet sufficiently refined to ensure stability, For a lueid description of the twe points of view, but with the second
one favoured. see Pudma Desai.* Perestroika. prices and the ruble problem™. The Harriman Instioee Forum. No 2 (November 1989}
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Forms of inflation

The experience with inflation in reforming countries has
been mixed. The wide range of inflationary problems that
have arisen need to be tackled in various different ways. Itis
of some interest to recall the considerable inflation that oc-
curred in these countrics during the initial phases of central
planning.” The elimination of excess demand proved much
more difficult than had been anticipated when the central
planning mechanism was first iniroduced.

During the first phase of centrally planned industrializa-
tion, rapid shifts in the allocation of resources in favour of
investment and the armaments industries took place. To
some degree, the planning authorities were aware of the im-
possibility of adjusting money incomes to the available sup-
ply of consumer goods and services, in spite of severe
restraints on growth of real wages. The fulfilment of the out-
put and investment plans was therefore bound to give rise to
inflationary pressures. The reluctance of central planners to
curb investment outlays, in spite of difficulties encountered
during plan implementation, reinforced the inflationary ef-
fect of the above-mentioned policy choices. But this pressure
did not spill over into price adjustments, except marginally

The reappearance of open inflation in the cconomies re-
viewed below has by no means been exceptional But the
experience has varied considerably and has not necessarily

been associated with the degree of partial, administrative de-
centralization putsued since the late 1960s. From official
statistics (sce table VI 1 and figures VI | and V1.2), four
groups of countries can be distinguished . Some of the East-
ern European countrics, the Democratic People’s Republic
of Korea and Mongolia have by and large adhered to a fixed-
price régime of the orthodox central planning model. Any
substantial change in prices has been discrete and its impact
spread over several years or distributed unequally among
various product groups The second group of countries (in-
cluding Hungary and Poland) experienced some upward drift
in prices, particularly beginning in the mid-1970s, whici
has been followed more recently by worsening infiationary
pressure. The most spectacular open inflation has occurred
in Polund with the most recent reforms. Since 1988, the pace
of inflation has gained considerable momentum in Hungary
also. The third group, encompassing in particular China, the
Soviet Union and Viet Nam, kept prices fairly stable for a
long time through the orthodox mechanisms of central plan-
ning. When the reforms began, however, a sharp upward
drift in open inflation became apparent. Finally, some coun-
tries (including Bulgaria in 1979-1980 and Romania in 1982-
1983) experienced open inflationary pressures even at a time
when no reform was envisaged or when it was decided to
revert to the traditional mode of controtling inflation

Table VL 1:  Consumer price developments in Eastern Europe and the Soviet Union, 1970-1989

{Previous year =100}

1971- 1976- 1981~
1975 1980 1985
1970 1971 1972 1973 1974 1975 total 1976 1977 1978 1979 1980 total 1987 1982 1983 1984 total 1985 1986 1987 19HB 1989
Bulgaria® 04 -01 00 02 05 03 09 03 04 15 45 140207 04 03 4 07 45 17 35 01 -13 92
Czechaslovakial 17 -04 -04 02 04 06 04 09 14 15 30 34 102 09 47 11 09 89 13 03 0f 02 14
German
Bemocratic
Republic D1 04 -05 -06 04 00 -11 00 =01 -01 ©3 04 05 02 00 00 00 03 -01 GO0 0C 00 20
Hungary 13 20 28 33 18 38 137 50 39 46 8Y% 91 315 46 69 73 B3 341 70 45 80 165 I80
Polandd 12 <07 00 26 68 30 122 47 49 87 67 91 341 2441015 230 1581791 44 177 235 600244 ]
Romanin® 01 06 00 07 1% 02 26 07 05 16 20 21 74 20 170 55 090250 -04¢-01¢ oar . .
USSRa¢ gc 00 00 006 00 00 00 0O 07 14 07 14 42 34 07 -13 07 55 20 20 10 04 23

Source National stagistics

E
D

o

Retail price in the state sector

Cost of living index for workers and employees

Including fees and charges of various kinds

Cost of living index for workers and employecs in the soctalist sector
IME International Financial Statistics

Estimate

Including public eatering: based on rounded index numbers

[

For a broad review of the Eustern European experience until the mid-1930s, see ~[aflation in contraily planned ecconontics” . ¥orld Economic

Survey, 1957 (United Nations publicstion, Sales No, 38 11 C 1}, pp. 112-136. For a survey of the literaiure on inflation in
ﬁmion under centsal plarning™ . Osteuropa-Wirtschaft. No. 3 (1967). pp

untit aboul the mid-§960s, see Andrzej Brzeski, “Finance and in
143-158, and No 4 (1967). pp 278-257
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Figure VI 1
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Inflationary pressures can take various forms. Open price
drift is but one manifestation of the underlying imbalance in
a centrally planned economy. Even in countries that ostensi-
bly adhere to rigid control over wholesale and retail prices,
there may be an upward drift in prices in various guises. The
most obvious is the periodic revision of fiat prices. Another
is the price pressure that can be seen in segments of the econ-
omy, including the so-called second economy, free peasant
markets and handicrafis, that are qualitatively affected by the
fixed-price régime because of limits to the extent of open
price drift that is socially and politically acceptable. Finally,
there may be a hidden rise in prices on a more or less steady
basis, which is one aspect of repressed inflation as explained
below. The latter phenomenon is crucial to explaining the
perceived dangers of inflationary pressures with market-ori-
ented reforms. Whether these various forms of inflation are
actually measured in official statistics is a different matter,
however .’

Hidden inflation is present when the quality, quantity or
assortment of the products concerned deteriorates but unit
prices remain unchanged. The most prevalent examples are
quality deterioration and the substitution of higher-priced
goods that differ only nominally from the lower-priced ones

formerly available in adequate amounts. Their measurement
in price indices is not only methodologically difficult, but is
also often ignored. In the consumer sphere, repressed infla-
tion can take various forms, such as outright rationing, invol-
untary savings, longer queues or forced substitution of
higher-priced products.

The irnpact of hidden inflation is as a rule similar to that of
measured open price inflation. The impact of repressed in-
flation, however, is much more intricate as it changes the
fundamental economic behaviour of economic agents. It may
induce consumers to choose leisure over work. But this
trade-off will usually take the form of changing worker atti-
tudes that result in a marked lowering of average labour pro-
ductivity Queuing in particular requires a substantial
amount of either work time or leisure time that could be used
in a more rewarding activity.

In sum, although there is a broad similarity between the
underlying factors that lead fo inflationary pressures in
planned and market economies, there are also muitiple dif-
ferences that find their origin in the institutional features of
these economic models.

I The ongoing policy debates in Eastern Europe, Mongolia, the Saviet Union and Viet Nam have unleashed an intense inquiry into the statistical

probity of o whele range of official data
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Central planning and imbalances

The considerable inflationary pressure during certain peri-
ods of the evolution of central planning is paradoxical, given
the concentration of economic power in the hands of central
authorities. An first glance, this would preclude obstacles to
continual adjustment of demand to the level of supply typi-
cally expericnced in market economies. After all, central
planning, by definition, is meant to reconcile supply of re-
sources with demand.

In theory, if all goods and services were distributed di-
rectly by government agencies, no imbalance between de-
mand and supply could arise, although the distribution of
aggregale output between consumption and accumulation
might entail social tension. Central planning must, however,
come 10 grips with several realities. First of all, consumer
goods and iabour are not directly allocated. Instead, wages
are paid in money and used to purchase goods and services in
retail markets that are administratively regulated. If these
money flows are not harmonized with the flows of goods and
services placed on the market, after allowing for changes in
voluntary savings, either because of imperfect planning or
unanticipated developments during implementation, they
generate imbalances that may be monetized in the short run;
they will eventually be monetized, ualess the imbalances are
fairly quickly reversed through appropriate planning. This
duality of flows makes it imperative to supplement physical
output plans, through material balances for example, with
financial plans to dovetail monetary transactions with the
corresponding physical flows. This is critical especially to
harmonizing wage, output and allocation plans so as to syn-
chronize disposable incomes with the planned supply of con-
sumer goods and services.

Balance in the consumption goods sector may be dis-
turbed, as it is in market economies, by events that generate
inflationary pressure. For example, a rise in the share of in-
vestment, net export or government expenditure in aggregate
outlays tends to create excess demand over the reduced sup-
ply of consumer goods, unless the excess is eliminated by a
compensatory rise in voluntary savings or direct taxation.
Similarly, a rise in wage and income payments in refation to
aggregate income uses will, ceteris paribus, exert pressure
On consumer prices.

imbalances are by no means confined to consumer mar-
kets, however. Under traditional central planning, interfirm
transactions are the subject of direct resource allocation.
Therefore, in principle, maladjustments between demand
and supply cannot have a direct effect on prices. But excess
liquidity in individual enterprises, because of lax bank con-
trol, may lead to unplanned inventory formation. This will
necessarily affect available supplies, including ultimately

supplies of consumer goods. Most important, it may also
exacerbate inflationary pressures by raising wages above
planned norms . Any such expansion of the wage bill contrib-
utes to inflationary pressures. Table V1.2 shows the relation
between the growth of real output, nominal wages and aver-
age labour productivity. These data show that, even in coun-
tries with no open infiation, especially since the mid-1980s,
wage payments have tended to exceed pains in output per
worker

If intersectoral transactions are entrusted to individual
firms, rather than strictly steered by administrative fiat, cen-
tral planning must accommodate the reality that the best plan
may be derailed and therefore yield imbalances. This feature
arises because sotne economic activities, including agricul-
ture and foreign trade, cannot be planned exactly. Central
planning must also attempt to maintain balance in the event
of unexpected shortfalls, which in the first instance are infla-
tionary, or unexpected bounty, which is deflationary. This is
done through various institutions and mechanisms of con-
trolling and managing the economy. Of course, the plan may
have been drafted in such a way that it embodies imbalances
by design.*

Despite some similarities between the general causes of
imbalances in market and planned economies, there are sig-
nificant differences in the process of inflation, or deflation,
and its effects and in the mechanism of adjusting demand and
supply. These differences reflect essential dissimilarities in
the institutional framework of the two kinds of economies
and in specific economic policies and policy instruments
adopted by them. In particular, inflationary or defiationary
pressures do not necessarily affect actual prices; their impact
on prices may simply be latent or the imbalance may get
corrected through some means other than price adjustments.
These features derive in good measure from the price poli-
cies pursued in centrally planned econormies, and the way in
which these economies engage in international trade and
manage consumer incomes,

Among the key elements of the centrally planned economy
that ensure price siability are institutional mechanisms that
separate real from monetary flows and maintain fiscal
buffers between the external sector and the various spheres
of the domestic economy; the external sectors are further
dichotomized into interactions within the trade and payments
régimes of the Council for Mutual Economic Assistance
(CMEA) and, primarily, relations with market economies.
These mechanisms buttress explicit policies on price stabil-
ity, in the first instance for planning purposes in the case of
wholesale and procurement prices and chiefly for social pur-
poses in the case of consumer prices in all retail outlets.

4 Thus, during the early phases of central planning, “taut” plans were formulited in an effort to challenge economic agents o "outdo” themsel-
ves. even though cenfral authorities realized that the probability of fulfiliing such ambiticus plans was smatl
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Table VI 2. Annual growth rates of NMP produced, monthly nominal wages® and labour
productivity? in Eastern Europe and the Soviet Union, 1970-1989

(Percentage)
German
Democratie
Bujparia®  Czechoslovakia ~ Republiet  Hungarye  Poland” Romanin®  USSR¢

1971-1975

NMP 79 36 54 6.2 97 115 57

Wages 33 35 35 61 119 44 37

Labour productivity 32 30 33 6.2 98 33
1976-1980

NMP 61 37 41 29 1.2 10 43

Wages 4.5 27 28 6.9 91 70 30

Labour productivity 6.1 33 3.6 3.7 7 66 32
1981

NMP 50 01 48 25 -120 22 33

Wages 55 1.5 25 63 27 3h 46 24

Labour productivity 38 -G 46 27 -12.2 28 26
1982

NMP 42 02 26 16 -535 27 39

Wages 26 2.3 19 64 513k 79 23

Labour productivity 36 02 23 36 =235 212 32
1983

NMmP 30 23 4.6 03 6.0 37 42

Wages 19 19 13 48 24 5b 30 23

Labour productivity 29 19 42 Q2 69 29 37
1984

NMP 46 15 35 25 56 7.7 29

Wages 40 1.7 20 12.2 16.3h 6.6 22

Labour productivity 51 28 52 36 39 75 28
1985

NMP P8 30 52 -1.4 34 59 35

Wages 34 16 25 98 I8 8t 20 27

Labour productivity 20 2.4 45 10 3z 59 34
1981-1985

NMP 38 16 4.6 1.3 -0.8 4.5 35

Wages 33 1.8 21 79 27.0k 48 24

Labour productivity 35 1.3 43 21 -0.1 42 30
1986

NMP 53 26 4.3 [t 49 73 23

Wapes 52 13 35 T4 20.4h 10 29

Labour preductivity 52 25 4.2 26 46 6.6 21
1987

NMP 51 21 33 4.1 P9 4.8 1.6

Wages 43 20 54 8.1 21 th 06 37

Labour productivity 50 21 35 6.5 i9 27 L6
1988

NMP 24 24 28 0.3 49 32 4.4

Wages 50 23 29 103 81 9i 2.6 83

Labour productivity 65 24 ERY 27 6.4 2.1 48
1989i

NMP -0 4 i3 9 -2.0 00 . 24

Wages 53 24 40 190 286 0 24 95

Labour productivity 59 20 28 240 23 2.0 23

Source - National and/or CMEA statistics
s Remuneration of fll-time workers and employees in the socialist sector
b Net nxsterial product per employee in the material sphere

-eonoaon

Excluding bonuses

53

Before deduction of taxes
In six sectors of the material sphere
State sector ondy; without bonuses and compensation for price rises. Not comparable with previous years

b Including compensation for price rises

Gross wages
i Preliminary

Total economy; nel remuneratino, including bonuses.
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Balancing the economy under central planning

From the beginning of socialist organization in the coun-
tries under discussion, it has been accepted as axiomatic that
sociglism implies the effective control of the economy by
society through central planning in pursuit of its objectives.
The accepted premise of central planning has been that tools
of indirect regulation are not sufficiently reliable in generat-
ing rapid growth through industrialization.” Resource alloca-
tion must hence depend on other signals. This holds good in
particular for domestic price policies and the way in which
the economy engages in foreign trade.

As a rule, industrial wholesale prices are calculated by the
planning centre on the basis of average sectoral production
costs without making due allowance for the scarcity of capi-
tal, fand and foreign exchange. Agricultural procurement
prices are set depending upon the organization of agricul-
ture, the specific goals policy makers wish to pursue and the
planning centre’s influence over free peasant markets. Con-
sumer prices are, as a rule, divorced from wholesale prices
by a complex network of subsidies and taxes, which in part
reflect government preferences.® In addition, prices are gen-
erally left unchanged for long periods of time. Each price
régime is steered rather autonomously through particular in-
stitutional and policy choices.

Monetaiy policy in such an economy is essentially pas-
sive. It is concerned chiefly with issuing loans through the
monobanking system for well specified purposes, granted
for fixed periods of time, secured by real assets, repayable
and centrally regulated or even administered on a planned
basis. Money simply facilitates the allocation of resources
previously earmarked in physical terms in the plan Finan-
cial assets of households are generally limited to cash, lot-
tery tickets, savings deposits and occasionally government or
enterprise bonds; those of firms are as a rule limited to bank
deposits. Fiscal policies are subordinated to the general aims
of the plan and social precepts on income differentiation,
profits and price regulations Enterprise profits and losses
are generally absorbed in the central budget. Managerial and
worker incentives seek to overfulfil guantitative production
targets, on which bonuses are predicated.

Arbitraging the differences between stable domestic prices
and scarcity-related trade prices is as a rule precluded
through the foreign trade and payments régimes, which vir-
tually insulate the domestic economy from external influ-
ences by means of special instruments and institutions.
Organizationally, the nearly absolute separation is accom-

plished through price equalization by the state monopoly of
foreign trade and payments (MFT). Foreign trade organiza-
tions (F¥0s), which are subordinate to MFT, purchase do-
mestic products for export and sell imports at domestic fiat
prices. Differences between domestic and foreign prices ex-
pressed in domestic currency are offset through the central
budget.

Actual trade events affect the domestic economy through
macro-economic changes rather than price fluctuations. 7
Planners attempt to sterilize trade results that diverge from
planned magnitudes. Alternatively, they offset trade gains or
losses by varying other budgetary outlays or postpone adjust-
ment until the next plan schedules a replenishment of foreign
exchange reserves or servicing of foreign debt. This indirect
influence is actively mitigated by clearing the bulk of trade
through comprehensive bilateral trade and payments agree-
ments with rather autonomous prices, especially in intra-
CMEA relations *

Thus, though imbalances in a traditional planned economy
may arise for a variety of reasons, they do not necessarily
find expression in price movemenis. Much more important is
the macro-economic approach, particularly in view of the
comprehensive scope of public finance. About two thirds of
the national income is channelled through the budget, which
thus co-ordinates output and distribution processes and seeks
to maintain financial discipline.

Government outlays are the core determinant of economic
activity, if only because the budget wields great control over
the level and composition of investments . In addition, there
are price subsidies of all kinds, including subsidies for enter-
prises, foreign transactions and a broad range of consumer
goods. Planned economies being socialistic by their avowed
precepts engage in considerable social transfers,’ chiefly in
kind but also in money, which together as a rule form a sub-
stantial proportion of real incomes. Finally, there are®nor-
mal” expenditures for administration, defence and public
goods.

As in market economies, a budget surplus in a planned
economy coniributes positively to aggrepate saving. Like-
wise, a budget deficit implies that the Government's beha-
viour contributes negatively to saving . If this is not offset by
the rest of the economy, there will be excess consumer de-
mand that, given fixed prices, cannot be blotied up and will

5 Key features of alternative planning models are examined in Horld Economic Survey. 1988 {United Nations publication, Sates No

E881IC 1), pp 93-120

6 There are, of course, other prices, sieh as those for handicrafis and free peasant markets. but the three régimes outhined here saffice for the

purposes of this chapter

7 For u perspective, see Colin Luwson, “Exchange rates, tax-subsidy schemes, and the revenue from J'orci;]zn trade in a centraily planned
economy ", Economics of Planning, No 1/2 {1988). pp. 72-77, and Thomas A Wolf, Foreign Trade in the Centrally Planned Econony
9

(Chur. Switzerland, Harwoed Academic Publishers, 1988), pp 41-47

& This u?pi':cs generatly 1o trude among full members. There are 10 active members; Bulgaria, Cuba, Czechoslovitkia, the German Remecrutic

Repub

tc. Hungary, Mongolia, Poland, Romania, the Soviet Union and Viet Nam  Afbaniu is an inactive member The trade and payments

régimes upplied even in relatioas with Chinn until around 1960 and continues to nfply to the Democztic Peopie’s Republic of Korea Rela-

tions with the Lao People’s Democratic Repubfic and Yugostaviu are uswaliy hand

e more flexibly

% There are also other considerations that tend 1o atlot a gremer role 1o income distribution in some of these economies  Thus, the Central
Furopean countries exhibited a strong current of egalitarianism and o deeply ingrained habit of feoking to the State as provider before these

economics veered towards central planning
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thus result in involuntary savings. Since prices are on the
whole prescribed by central fiat, they are not generally af-
fected by these imbalances, however. One may observe some

pressure in peasant markets and handicrafis, but even there
social restraint ensures that price movements, except for sea-
sonal variations in supply, will generally remain small.

Central planning and imbalances in the reform process

In the most general terms, economic reform is a process
aimed at enhancing the way in which resources are allocated
so as to satisfy needs, present and future, private and social,
better than before. The traditional economic model is altered
in several respects, including most notably enterprise beha-
viour, domestic price policies and the broader issues of safe-
guarding domestic policy autonomy at all costs and the role
of foreign trade., Very often the immediate inducement to
reform is flagging output performance due to a slow-down in
factor productivity or socio-potlitical tensions resulting from
an accumulation of imbalances. The most direct objective is,
therefore, to find ways and means of revitalizing the econ-
omy primarily on the basis of factor productivity gains.

During the late 1950s and much of the 1960s, the Euro-
pean planned economies made various attempts to bolster
factor productivity by instituting a selectively decentralized
economic model, Although not quite uniform, these models
exhibited certain common transformations of policy instru-
ments and some of the supporting institations of the highly
centralized economic model, but they kept intact the basic
precepts of central planning. As such, they focused nearly
exclusively on finding a more pragmatic division of adminis-
trative and economic duties between the centre and local
planning tiers. Changes were sought to activate local deci-
sion-making on the basis of cost-benefit analyses and the rec-
ognition of market preferences by firms. But, as a rule,
administrative central planning was retained, with only some
decision-making responsibilities delegated to lower level.
Firms could influence plan formulation or implementation,
however. In this approach, only minimal reliance was placed
on price indicators, as comprehensive price reform contin-
ued to be eschewed. Central control confined price flexibil-
ity chiefly to the periodic resetting of fiat prices. Somewhat
greater importance was placed on utilizing fiscal, credit and
income policies to induce enterprises and households to act
in accordance with overall plan objectives, But direct control
over a number of key economic processes, including most
notably foreign trade, remained.

By the early 1970s, the components of the first wave of
economic reforms that sought to veer away from overwhelm-
ing central planning and gradually to allocate some room for
decentralized decision-making were replaced by greater ad-
ministrative centralization. The resultant modified recentra-
lized models, however, strengthened essential features of the
foreign sector reforms first sought in the 1960s. In some
countries, this recentralization proceeded with changes in
co-ordination mechanisms and institutions, including the ad-
ministrative regulation of price changes. Though still under
political control, frequent price revisions were undertaken or
induced to reflect changes in macro-econormic policy and the
gradual move towards genuine decentralization The balanc-
ing of demand and supply at the micro-economic level was
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achieved through various informal, chiefly non-price mecha-
nisms, however.

Even though the reform formats embraced from around
the mid-1950s through the mid-1980s as variants of the tradi-
tional planned economy did not alter the basic precepts of
central planning, they complicated the process of macro-ec-
onomic control in a number of respects. One potentially de-
stabilizing factor was the decentralization of central planning
authority in favour of regional or ministerial planning and
budgetary centres. This called for another layer of co-ordi-
nating decisions to ensure that they were all reached so as to
enhance the policy obijectives of the country’s leadership.

Perhaps graver problems of co-ordination arose in eco-
nomic management with the devolution of enterprise deci-
sion-making and the weakening of the strict administrative
atlocation of resources, be it by central, regional, local or
ministerial bureaucracies, in favour of horizontal relations
among firms. Because some plan targets continued to be as-
signed, such relations were not always economically war-
ranted, however. Often, firms had to procure inputs,
inciuding labour, through means other than centrally pre-
scribed norms. Lax credit control—monetary authorities
simply continued to finance enterprises in accordance with
the plan regardiess of their economic justification—tended to
exacerbate imbalances. Because central rewards for output
fulfilment were more potent than those for attaining profit,
however nominal, and workers pressed for the distribution of
retained earnings, there was also an incentive on the part of
enterprise management to circumvent wage scales or inflate
bonuses.

The above analyses show that, in spite of comprehensive
policy control, the centrally planned economies have been
exposed to imbatances, which have not always translated into
upward price movements. Furthermore, the degree of suc-
cess in containing such pressures and alleviating them has
varied from country to country and from period to period.
Often, the outcome has been determined overwhelmingly by
the success of balancing, through direct controls as well as
draconian credit ceilings, the flow of purchasing power to
households against the volume of consumer goods and serv-
ices placed on markets, Direct controls have certainly been
more important than fiscal and monetary policy, operating,
for example, through the availability and cost of credit or
inducements to save rather than spend. The contribution of
the banking system to containing inflation has been passive,
owing largely to its dependence on central plans and its para-
mount task of controfling the underlying menetary flows so
as to keep them within planned boundaries. Open price infla-
tion at times erupted in partial markets as a result of the
prevalence of differential price controls in unintegrated mar-
kets. But otherwise, pressures manifested themselves in var-
ious forms of repressed inflation.



Starting conditions for market-oriented reform

The nature and process of the above-mentioned inflation-
ary pressures alter radically once & country embarks on mar-
ket-oriented reform. Two aspects need to be considered.
One concerns the process of transition to the new environ-
ment; the other, how to operate optimally within the market-
oriented economy, once established. The transition process
will usually require that new policies, institutions and policy
instruments are established. An integral component of the
process is the formulation of an economic policy that ensures
some measure of economic stability How to avoid inflation-
ary pressures or, if they occur, how best to come to grips with
them, is an important element,

The central aim of market-oriented reform is to raise factor
productivity growth and maintain it at a comparatively high
level through decentralization and macro-economic policy
co-ordination. This involves curbing, and eventually abol-
ishing, administrative guidance in determining output, re-
source allocation and income distribution. Entreprencurial
activity is to be co-ordinated through economic links of the
market type rather than through vertical chains of adminis-
trative command. Supply and demand, and the resultant
prices, can guide decisions on outputs and inputs. Profit
measures are to reflect a firm’s contribution to the economy
as a whole and be the basis for rewarding personnel.

Comprehensive economic reforms may lead to inflation-
ary pressures and entail macro- and micro-economic policy
dilemmas during the transition period. The most important
concern (1) the role of the government budget and fiscal pol-
icy, including decentralized administrative organs that have
been granted greater fiscal and managerial autonomy; {2) the
paramount function of monetary policy in maintaining sta-
bility and growth, and indeed its autonomy when conflicts
arise with other macro-economic policies; (3) the central
place and instrumental role of banks in financing firms on a
more commercial basis and mobilizing resources; (4) the
commercial decision-making of all economic agents and
how to reconcile their interests with those of central man-
agers; (5) the crucial role of MFT in setting commercial poli-
cies, opening up the economy to broad foreign competition
and boistering global trade; (6) the forms through which
greater micro-economic efficiency is to be achieved and
what this entails for the traditional tenets of socialized prop-
erty; and (7) the rationalizing of all prices to reflect more
closely underlying economic scarcities,

Such reform evolves necessarily in the presence of at least
two legacies of the orthodox or modified central planning
mechanisms. One is the coexistence of features of central
planning with indirect co-ordination mechanisms. The other
is the absence of firm macro-economic policies, institutions
and policy instruments other than those of central planning.
Of particular imporiance is the weak role of money, prices,
wages and other indirect co-ordination intruments in the in-
herited economic model, where that role is taken up by sub-
sidies, payments in kind, material balancing and other
non-market instruments

The demand and supply pressures that potentially disrupt
market balances in planned economies are embedded in the
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behaviour of economic agents that cannot be rectified over-
night. For one thing, the entrepreneurial élite in these econo-
mies was appointed chiefly because of administrative and
political connections rather than managerial ability. More-
over, the spirit of capitalist entrepreneurship simply does not
exist. Time is needed to inculcate it into managers. Policy
makers need to nurture the transformation process too. Simi-
lar constraints arise on the part of households as providers of
labour services and as consumers. Having been exposed for
many years to relatively low and stable prices for basic goods
and services, households are refuctant to part with the im-
plicit subsidies, which places constraints on revamping the
role of the government budget. The principle of income dif-
ferentiation, after having long been frowned upon in re-
sponse to a pronounced commitment to egalitarianism, is not
likely to be readily tolerated by the vast majority of the popu-
tation. Finally, households may be reluctant to give up full
employment and other social welfare guarantees.

Controlling income differentiation through fiscal means,
rather than through wage and income norms set by adminis-
trative fiat, requires not only more sophisticated fiscal in-
struments, including value-added tax systems and
progressive income taxation in Heu of turnover taxes; its suc-
cess also depends on the acceptance of such new mecha-
nisms by households. As rtegards labour and its
remuneration, the emphasis at the outset of reform the em-
phasis necessarily has to be on restraining labour remunera-
tion while raising productivity and instituting larger wage
differentials to reflect corresponding differences in produc-
tivity levels. Such a de facto drop in real wage and income
levels will be accepted only if economic agents are confident
that short-term hardships will soon give way to rewards ac-
cording to effort.

During the initial phase of the reform, the stock of excess
demand in the form of repressed, and in some cases open,
inflation may also have to be dealt with. The policy measures
available to come to grips with this overhang need to be ex-
amined for their relative merit as soon as circumstances per-
mit 50 that the effort to bring about changes in economic and
administrative structures is not overburdened with the accu-
mulated imbalances .

How best to co-ordinate cconomic decisions is arguably
the core issue of moving towards greater market-orientation
without generating imbalances or aggravating those inherited
from past mistakes. Whichever replacement co-ordination
mechanisms are preferred, they can be cstablished only
gradually, although at different rates. This poses the tricky
problem of how 1o guide the process. With rare exceptions,
one of the more striking features of reform processes in
planned economies has been the rather casual treatment of
the co-ordination problem, inciuding most notably of the in-
flationary pressures present when policy makers embark on
reform. Depending on the nature of the pressures, such as
inherited imbalances, current macro-economic policies that
are not properly co-ordinated or restructuring of relative
prices, one element or another of the co-ordination mecha-
nism will require greater emphasis.



Inflation in the reform process is generated mainly by the
incoherence or incompleteness of reforms and the fact that
they are placed in an institutional environment that is not
conducive to indirect economic co-ordination. Macro-eco-
nomic policies that aggravate imbalances are another con-
tributing factor, There are, furthermore, country-specific
circumstances such as the stock of excess demand. In some
cases, the devolution of decision-making from the central
Government to provincial and local authorities has had im-
portant implications for macro-economic policy control and
the inflationary process, given the incomplete framework for
ensuring *‘rational” decision-making through central policy

Any movement towards market orientation calls for com-
prehensive monetary and fiscal policies to steer the beha-
viour of individual agents. In addition, income and price
policies are needed to realize social priorities. In economies
that wish to integrate themselves into the global economy,
active foreign exchange and commercial policies also need to
be designed. This is by no means a simple agenda, if only
because the planned economy, whether traditional or modi-
fied, has not been very much concerned about this particular
macro-economic infrastructure.

The aim of harnessing private initiative and entrepreneur-
tal spirit is at the core of the more radical reforms currently
being implemented. For aliocation by a planning organiza-
tion to be properly overtaken by allocation through the price
mechanism, relative prices become key criteria of choice.
The price mechanism can perform this function only if there
is some reasonable degree of resource mobility and function-
ing markets, inciuding foreign competition and labour mo-
bitity. For the price mechanism to function well, markets

must be integrated and made up of a sufficient number of
actors to ensure competition not only in domestic wholesale
and retail markets, but also in foreign trade and the allocation
of foreign exchange. This is not the case in most countries.

Another tmportant component of reform concerns external
sectors and hence commercial policy in view of the depen-
dence of these countries on trade and hence the direct feed-
through of external disturbances once MFT is relaxed to
permit direct trade relations, the hope of raising measurably
their export potential on a competitive basis, the need to fos-
ter a more competitive environment which is difficult to
bring about in small countries, the degree they are inter-
meshed in the CMEA context and the external payments con-
straints for some of them. By themselves, these issues
present an ambitious agenda for reformers. Except for the
CMEA conundrum, examined in chapters 11T and IV, the is-
sues listed are mostly under the control of policy makers
from each country in isolation. But a resolution of the issues
for the most indebted planned economies is unthinkable
without the co-operation of agents of market economies.

To integrate themselves more closely into the global econ-
omy, these economies must come to grips with the dichot-

omy between CMEA and other markets, including issues of

bilateralism, currency inconvertibility, price distortions,
fixed trade quotas and other obstacles to ensuring market
operations in CMEA. To obtain a more active foreign ex-
change policy, eliminate market dichotomies and measur-
ably raise trade levels, it is necessary to instituie much more
coherent trade and foreign exchange policies than those pur-
sued hitherto,

Inflation, stabilization and economic reform in selected countries

To elucidate the connection between inflation and reform,
and desirable macro-economic policies to control inflation,
the experience of some of the countries that have embarked
on or have expressed a keen interest in soon moving towards
market-oriented reform are examined below . Three groups

can be distinguished: (1) Viet Nam as the only country that
has implemented radical policy shifts; (2) Hungary and Po-
land, where radical policy shifts are currently being sought;
and (3) China and the Soviet Union, where reform efforts are
being obstructed by palpable inflationary pressures.

Reforming the Vietnamese economy: inflation and stabilization

Viet Nam has been enacting economic and managerial re-
forms since 1979. As a result of decentralization, the reinsti-
tution of private property and the refocusing of siate
activities on macro-economic policy, the central Govern-
ment has all but abandoned its direct role in economic activ-
ity and has yielded significant ground on core features of
central planning. These efforts culminated in early 1989 in
draconian changes in economic organization and central pol-
icy stances, making Viet Nam arguably the boldest reform-
ing planned economy Rather than having emerged from
within a carefully wrought, internally consistent reform
bluepriat, these innovations were embraced because of the

inability of central authorities to ensure adequate and bal-
anced growth through state ownership, central planning and
rigid rules on income differentiation. ™

The outstanding {eature of the recent policy measures was
a wrenching stabilization programme. This brought down
inflation from a level of 300-500 per cent a year during the
period 1986-1988 (see figure VI.3)" to a much more moder-
ate pace, of perhaps an annual 80-120 per cent during the
first few months of 1989, a decline in prices around mid-
year, but a resurgence of inflation later on as control over the
money supply tended to be eroded. Prices in 1989 are csti-

1% For a discussion of the dilemmas, see Suzy Pajoe, = The limits of planning and the case for economic reform . in Postwar Vietmam: Dileyans
in Sacialist Development, Duvid Marr and Christing B White, eds. (Itheca. New York . Cornell University Press 1988). pp 91-94
' All datn sre approsimate as the statistical information of Viet Nam has been in the process of sestructuring oo
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Figure VI3 Viet Nam: price indices,
1981-1989
(Annual pereentage change)
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mated to have risen on average by 25 per cent.

Since 1979, Viet Nam has sought to veer away from highly
centralized administrative planning. Until the late 1970s, the
overriding priority of rapid industrialization claimed re-
sources at the expense of the agricultural and consumer
goods sectors. Concurrently, social and health services were
greatly expanded. In time, the distortions resulting from this
system and the supporting inflationary fiscal and monetary
policies, with bank credit financing budget deficits, fed to a
breakdown of the economic system. This was manifest in the
shortage of goods, rising procurement prices and wages and
a very unbalanced structure of output with an impoverished
agricultural sector, an underdeveloped light manufacturing
sector and an overdeveloped heavy industrial secior. Further
pressures on resources and the system emanated from pro-
tracted military conflicts. These imbalances gradually
eroded the central planning system by tacitly encouraging the
development of other activities

Though reform has proceeded with wide oscillations, in
part because of the wavering commitment of policy makers.
the decade-tong experiment has very much weakened central
control over resource allocation. Because of worsening
shortages, economic agents were forced to resort to parallel
markets and production outside the plan In addition, the
tack of success with integrating the southern, largely market-
oriented, cconomy into the centralized system weakened

Swedish Inmernational Developiment Authorily. 1988)

coupertivization in the Mekong delta™ . in Postwar Vieinam
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cendral control. With the share of the state scctor in gross
output amounting to about 35 per cent from unification
through the mid-1980s, Viet Nam has had a much lower con-
centration of production in the direct control of the State than
any other planned economy.

The protracted reforin experience since 1979 falls essen-
tially into three periods * The one initiated in 1979 aimed at
administrative decentralization. 11 had three components.
Perhaps most importani was the attempt to implement the
contract system in agriculture, thereby diluting the para-
mount role of coilectivized agriculture esseatially to main-
taining and upgrading the collective land contracted out to
peasant houscholds  The objective was Lo reverse the disas-
trous response to the forced collectivization of the Mckong
delta by enhancing the role of individual initiative and pro-
ductivity in both output and reward systems "

The second component focused on placing state enter-
prises on a self-accounting and self-financing basis, largely
through administrative decentralization, and rewarding la-
bour effort in state firms on a piecework basis . Although it
was hoped to make profitability a strategic success criterion
for the firm, the firm in fact had little leeway in respect either
of input and output prices, which remained under central
control and set on the basis of the average cost-plus princi-
ple, or of productivn mixes because the firm remained an
integral part ol the central planning system. This part of the

For a detsiled review of the reform process uitil aboswt mid- 1988, sce Stefan Vyider and Adum Fiorde. An Economy in Tranvition {Stockholm.

See Melanie Beresford, * fssues in economic unification: overcoming the legacy of separation” . and Vish Long Nge. "Some aspects of



reform was severely undermined by too lax an administra-
tion of enterprise finances made possible by accommodating
central credit and allocation policies. Retail and input prices
for state enterprises were still subsidized, state firms were
not financially accountable, there were serious barriers to
internal trade and there was no functioning central bank.
Prices were occasionally revised, largely to compress subsi-
dies or monetize the in-kind wage component paid in the
state sector. But on the whole, subsidies to state firms and
price supports, which apgravated fiscal imbalances, re-
mained very important at least until early 1989,

The final component of the 1979 reform was the official
recognition of the role of the informal, private sector in such
endeavours as agriculture, small-scale industry, retail trade,
handicrafts and artisanship. Peasants were allowed to culti-
vate their own crops and raise livestock for sale in free mar-
kets, provided they fulfilled quotas negotiated by their
collectives with central authorities. Small merchants and ar-
tisans were permitted to become private entrepreneurs. In
addition, Viet Nam’s economic and administrative structures
were decentralized in an effort to widen the power and re-
sponsibility of provincial and local authorities.

The new system went into motion gradually, causing more
bottle-necks than it was intended to cure. Although there was
significant short-term growth during the period 1979-1982
in response to decentralization, the pace subsequently fal-
tered as po measures had been taken to improve supply con-
ditions through increased investment in agriculture or light
industry After 1981, the demand for capital goods and in-
puts increased significantly again. Growth in state employ-

ment resumed and led to rising incomes. Because of

competition from the unplanned sector the State had 1o raise
prices and wages. These as well as continued government
subsidies raised budget expenditures more rapidly than reve-
nues, leading to growing deficit and inflationary pressures.
Private production and foreign trade activities were recentra-
lized during the period 1983-1985. This shift exacerbated
supply bottle-necks in inputs and consumer goods. Growth
in agriculture also slowed markedly as the initial stimulus of
the contract system petered out. Inflation rose from almost
70 per cedt in 1981 to 91.6 per cent in 1985 Aggregate
growth declined after two years of moderate increases.

These complications and the failure of the reform, except
notably in agriculture, induced the leadership to stimulate
trade and production through material rewards, while seek-
ing to preserve the authority of the political and planning
leadership. This continues to pose a major dilemma, because
fostering reforms that encourage economic agents to pursue
their own interests, given the inadequate political and state
structures in place, may efface central authority.

The second phase of the reform experiment introduced in
September 1985 focused on wages, prices and banking. Re-
garding wages, the Government was aiming at replacing all

M Ihe onty exceptions were for

consumer price subsidies by monetizing payments in kind at
a fixed low price, compared with what prevailed in the free
market; avoiding a pronounced drop in real wages by lifting
nominal wage levels; and raising the real wage level in the
state sector as a means of encouraging labour productivity.

As a counterpart to the wage reforn, the price reform en-
visaged the elimination of the dual pricing system," in which
transaction prices within the state sector, for both interfirm
procurements and retail prices, were well below those in
open markets These price increases were accompanied by
compensatory loans to state enterprises and wage increases.
But prices remained vnder central control, set at fevels that
corresponded to the typical cost-plus averaging of planned
economies and kept unchanged at least for the duration of the
five-year plan Greater price flexiblity was possible in free
peasant markets, handicrafts and related marginal sectors.
Prices, however, would intermittently be reset by the centre
to enable state firms to forgo budget subsidies, including
those for capital formation. Ongoing state investments were
henceforth to be paid for by the user through proper depreci-
ation and capital charges.

Potentially perhaps the most important element revolved
around monetary reform . By introducing a new currency and
exchanging old dong on a ten-to-one basis only up to a cer-
tain limit, the excess having 1o be kept at the state bark for a
substantial period of time, the authorities hoped to rein in
consumer demand and re-equilibrate the economy. Although
this measure whittled down the existing monetary overhang,
the impact on private wealth was blunted because it had been
kept chiefly in immovables, gold and foreign exchange. It
did destroy the dong assets of state firms, which led to a cash
shoriage that the Government had to make np simply to en-
sure viability to firms. This development crippled the parti-
ally reformed banking system. But the central bank was still
not adequately developed to function effectively as an inde-
pendent institution to set and enforce monetary policy. The
specialized commercial banks were still subject to local po-
litica] pressure to provide credit to state firms regardless of
creditworthiness.

Though this second reform did not envisage a relaxation in
the role of the Government in micro-economic affairs, in-
cluding pricing, the synchronized increase in wages, prices
and money supply through currency issue fuelled inflation, a
process that was reinforced by substantial budget deficits.
The inability of the banking system to enforce credit disci-
pline, because it would interfere with the fulfilment of short-
term output targets, also exacerbated inflationary pressures.
As a result, the potentially useful price reform became
highly dysfunctional soon after its introduction in 1985,

As shown in figure V1.3, inflation soared to unprece-
dented levels - almost 500 per cent in 1986, compared with
92 per cent in 1985; it abated slightly in 1987 but remained at
about the same level in 1988, after the authorities opted for
another round of compensated, albeit incompletely,” price

essential” categories, that is. rice, kerosene. medicine, paper, wtilities and rent

15 With the acceleration of inflation, wages in the state sector were adjusted cmninuous]{_ and the rationing of several basic goods was instituted
i

in 1986 Rice became an important component of wage payments in the face of spiral
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ng inflation Yet real wages were not maintained as in




adjustments to narrow the gap between state and free market
prices without enforcing fiscal and monetary discipline. This
rampant inflation had very severe consequences. It destroyed
liquid wealth and eroded real wages. It also interfered with
the management of a delicately balanced government budget
heavily financed from abroad.' Inflation also destroyed the
effectiveness of the contract system in agriculture and in-
duced economic agents, including state firms, to explore pri-
vate channels, where prices were at least keeping pace with
inflation. This was perhaps a useful economic alternative.
But the fact that it remained outside the plan weakened cen-
tral management. Because of other controls exerted over sup-
plies to the agricultural sector in exchange for part of the
produce, the output of paddy—the key staple--fell drasti-
cally. Finally, with the change in inflationary expectations in
response to the shift in official pricing policy, hoarding by
consumers, traders and producers became rampant. Nega-
tive real interest rates, in some years amounting to several
hundred per cent, made hoarding even more profitable and
exacerbated excess demand. These developments set the
stage for the third round of reforms, of which the first posi-
tive results have been coming to the fore since mid-1989

Following the measures enacted during the period 1987-
1988 and ratified in early 1989, the course of reform, known
as renovation (doi moi), has become much clearer. For one
thing, policy makers now recognize the need to tackle mone-
tary and fiscal problems to sustain progress with economic
reform aimed at the creation of a market-based economic
mechanism under macro-economic control. Until recently,
the monetary system was rudimentary and there was no inde-
pendent central authority to implement monetary peolicy. Al-
though some significant monetary reforms, including the
strengthening of the functions of the central bank and the
decontrol of the market for gold, were implemented in 1988,
interest rate paticy was stil conducive to inflation and hoard-
ing as real rates remained markedly negative. Furthermore,
the specialized banks were still not operating independently,
although they were responsive to interest rates and other sig-
nals of the central bank. Fiscal policy accommodated infla-
tion through an increasing deficit resulting from higher
wages and subsidies funded by foreign and domestic credit.
The most important components of the reform programme,
apart from strengthening monetary and fiscal policies, envis-
age further decontrol of prices, reduction of barriers to infer-
nal and external trade, promotion of agriculture by
increasing the share of private markets, retention of output
by individual farmers and acceptance of small private enter-
prise in the major cities. The decision-making power of state
firms has been broadened by the substitution of tax and profit
remittances for centrally set quantitative production targets
The foreign trade sector has been further decentralized by
increasing the scope for direct participation in trade by local
authorities and enterprises.'” The inflow of foreign capital
and technology has been promoted by the establishment of a
new foreign investment code.

To attain the goals of doi moi, which include ushering in a
market-oriented economic mechanism based on autonomy of
economic agents, the Government has committed itself to
abandoning the day-to-day management of the economy.
State firms will be liquidated or restructured, sold off or oth-
erwise contracted out to managers able to make a profit. To
date, only smaller firms have been closed down or reorgan-
ized, but liquidation or legal bankruptcy has yet to be put into
effect. These measures were to be supported by a sharp con-
traction in the rate of increase in money supply. In fact, zero
growth with sizeable real interest rates was the aim in order
to discourage wanton borrowing by unprofitable state enter-
prises. The expansion of the private sector is a priority in the
generation of economic growth and employment. The allo-
cation of real and financial resources is to be based on prices
determined by supply and demand . Insulation of the domes-
tic economy from the international economy is to be ended
by freeing the exchange rate and expanding access to foreign
exchange and gold. But this is complicated by the substantial
share of trade with CMEA countries that is cleared at trans-
ferable rouble prices.

In early 1989, there was an abrupt shift to extremely con-
tractionary macro-econontic policies based on high real in-
terest rates, reduced government expenditures and lower real
wages. In the monetary sector, the continued restructuring of
the banking system was critical to the effective implementa-
tion of the new credit and interest rate pelicies under the
guidance of the central bank and the newly formed National
Banking Council, which co-ordinates activities of the bank-
ing system, and a national committee presided over by the
Minister of Finance to co-ordinate fiscal and monetary pol-
icy. Nominal interest rates were raised drastically to yield
positive real rates. The official exchange rate was devalued to
the market rate, which effectively eliminated the need for
povernment export subsidies.

The budget deficit, which was 11 per cent of GDP in 1988,
is estimated to have declined only negligibly in 1989, re-
maining well above the target of 7-8 per cent of GDP for that
year. Some price subsidies have been eliminated as a result of
the freeing of prices, only part of which is being compen-
sated through wage gains. The growth of wages is being held
in check by reducing employment in the state sector and low-
ering wage differentiation there. Investment and mainte-
nance expenditures rose, however, owing to price increases.
The growth of social welfare expenses was checked and a
shift was made towards partial privatization of social welfare
services. With increased autonomy of micro-economic
units, the growth in revenues is undermined as the reform of
fiscal revenue generation is still in its carly stages.

Since early 1989, prices have been all but decontroiled. '
Agricultural commodities are now Jargely sold at market
prices; the majority of industrial goods are sold at negotiated
prices. To enhance the interaction between domestic and for-

16 See Max Spoor, “*State finance in the Socialist Republic of Vietnan—the difficuit transition from ‘state bureaucratic finance” 1o socialist

e

economic accounting’’, and Karl H Englund,

xternal assistance in the context of Vietnam's development effort”, Postwar Viemanm.

7 But Toss of control over the allocation of foreign exchange forced the central authorities fo institute impont-licensing and compulsory deposits

of export earnings in mid-1989

18 As at mid- 1989, onty those for electricity and transportation were still centrally managed
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eign markets and eliminate major export subsidies, the dong
has been drastically devalued to within 10 per cent of the free
market value of the dollar, and exchange rate policy is appar-
ently being guided by developments in the free market. Eco-
nomic decentralization in supplies, marketing, foreign trade
and investment for retooling, and even in longer-term capital
projects, is to be enhanced through direct interfirm trading
and a diversified capital market in conjunction with autono-
mous commercial banks. Although there are apparently few
limitations placed on the acquisition of private property, con-
cerns about income differentiation continue to plague key
layers of soctety. Positive real interest rates are now increas-
ingly used as the primary means of allocating credit, but
interest charged to state firms is still subsidized. Otherwise,
state firms are held accountable for their financial results and
can formulate decisions autonomously. Wages became fully
monetized, eliminating subsidies and payments in rice. In
agriculture, private production, initially encouraged during
the period 1987-1988, is expanding further and in other sec-
tors is being promoted.

The stabilization programme gradually put in place since
early 1989 has been yielding some successes in terms of the
abatement of inflation to 25 per cent from 308 per cent in
1988, including the price of rice, and confidence on the part
of savers in the domestic currency. There has been dishoard-
ing in response to high real interest rates and a change in
expectation of inflation and to some extent of consumption
patterns. Savings have been successfully mobilized in the fi-
nancial system with an inflow of over a quarter of a billion
dong in the first half of 1989. The supply of consumer goods
has also improved with increased imports, especially from
neighbouring countries, and dishoarding which relieves up-
ward pressure on the price of non-food items. Since 1985,
prices of food grains and foodstuffs relative to prices of agri-
cultural inputs have declined significantly (see figure VI.4};
0 has the price of non-food consumer goods relative to that
of food.

Although real interest rates have reduced the demand for
bank loans, subsidies continue to be provided through the
budget. The dilemma the Government faces is twofold: it has
to gradually restructure or dissolve firms that are unprofit-
able, avoiding socially debilitating unemployment levels and
resolving the philosophical issue of ownership of the means
of production; and it has to enforce stabilization without en-
gineering a dysfunctional economic contraction. The high
real interest rates of 1989 led to a sharp contraction in eco-
nomic activity. Beginning in August 1989, these rates have
been reduced, but this easing could have been accomplished
earlier if the authorities had experimented with the new mon-
etary instruments to ascertain behavioural responses of eco-
nomic agents in a revamped economic setting. In that
respect, the authorities face another problem, namely their
comparative lack of familiarity with orthodox macro-eco-
nomic policy, limited ability to comprehend the new beha-
viour of economic agents and reluctance 1o enforce genuine
central bank policy, including its policy respect to the central

budget. As a result of decentralizing the formal planning hi-
erarchy especially to provincial and district authorities, the
central Government essentially lost control over fiscal affairs
and the management of foreign exchange.

Though stabilization has had positive gains, they have
been bought at a high cost. Aggregate growth slowed to an
estimated 3 2 per cent in 1989 from 5.9 per cent in 1988
The contraction has been sharp and indiscriminate in the
state sector. But agricultural output improved markedly
(some 5 per cent} in response to new incentives and aided by
very favourable weather. The lack of a legal framework for
private ownership and the uncertain performance of the
economy are also inhibiting investment in small-scale private
industries, which the Government is hoping will substitute
for state investment. Export value grew by some 50 per cent,
chiefly with the CMEA area to fulfil contract obligations,
and import value increased only by 3.2 per cent. While se-
lected exports to the convertible currency area, such as rice,
petroleum and fishery products, increased significantly, the
still cumbersome system of foreign trade and the scarcity of
credit impeded export growth in that direction.

There has been a significant surge in unemployment be-
cause of stabilization and renovation, but unemployment
benefits are not available on a comprehensive scale. The via-
bility of many state firms that would normally have been
justified appears to have been undermined in the process.
With high real interest rates and the uncertainty of economic
conditions, private investment and employment growth has
also been sluggish. Further, the slow-down or decline in gov-
ernment expenditures has adversely affected the delivery of
social services, such as medical care and education. State
wages, which had been raised at the outset of reform, de-
clined in real terms but wage levels were subsequently raised
significantly for workers in state enterprises.

With the moderation of inflation and continued high real
interest rates, the exchange rate has appreciated by about 10
per cent since the sharp devaluation at the beginning of 1989,
The price of gold has fluctuated with the changes in the rate
of inflation and interest rates The scarcity of credit has re-
sulted in a significant rise in inter-enterprise debt, which has
threatened some firms with bankruptey Pressure to increase
the money supply emerged from the need for cash to procure
the rice crop. The response was a loosening of credit in July/
August 1989, to the extent of more than doubling the rate of
growth of the money supply This exacerbated inflationary
pressures later in the year,

The current situation in Viet Nam underscores the degree
of difficulty in carrying out fundamental reform and drastic
structural adjustment in a planned economy. After a decade
of experimentation, Viet Nam continues to face a daunting
string of dilemmas, of which economic stabilization is but
one "” The duration of the transition has been lengthy, given
the decisiveness with which the changes were effected in
1989, The problem of formulating the appropriate macro-
economic policies to maintain the requisite restraint on infla-

¥ row these ditlemmas affect short-term economic policy is discussed in Van Khai Phan, “On the implementation of the socio-econemic plag in
the first half of this year and on measures to carry on the pian in the next second hall of 989" report of the Council of Ministers, subrnitted to

the Eight National Assembly at its fifth session
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Figure VI.4. Viet Nam: indices of
relative prices, 1981-1989
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tion without undermining growth for too long and too deeply
is aggravated by the lack of experience with the new eco-
nomic system and micro-economic responses. The core di-
lemmas are concerned with how to control inflation while
maintaining substantial economic growth in spite of the com-
prehensive restructuring of state firms, ensuring social eg-
uity in spite of the abolition of subsidies, and coming to grips
with the external imbalances in rouble and convertible cur-
rency relations . Many new economic, legal and social insti-
tutions have yet to be established or strengthened before the
decentralized economic systers can fully function.

The economic sacrifices demanded by the macro-eco-
nomic policies can breed discontent and create political risks
for the Government. The human aspect of the adjustment is
made more acute by the already very low income levels. The
rapidity of change has also resulted in a backlash within the
party against continuing this pace of reform. The situation is
exacerbated by the dearth of external assistance, which could
ease adjustment. There is also a change in the distribution of
income and social welfare benefits, which might resuit in a
disproportionate share of the burden of adjustment being
borne by the least powerful group. This may require rethink-
ing the principles of the overall socio-political system. The
key source of inflation, the budget deficit, has yet to be tack-
led, although the Government has cut back sharply on price
subsidies.

Inflation, reform and stabilization in Poland

Inflation became one of the most important policy con-
cerns during the period Poland during the period 1989-1990
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as the country decisively moved away from central planning.
A drastic stabilization programme to control inflation
through the “big bang” approach-essentially letting prices
freely adjust to demand and supply—came to be viewed as an
essential first step in the creation of a market-oriented econ-
omy. This abrupt shift in policy stance is facilitated by size-
able financial and other resources from multilateral
institutions as well as by aid in various forms, mainly from
developed market economies.

In implementing the programme, policy makers face three
major sets of issues. First and foremost is the cost, especially
in terms of unemployment, structural dislocations and eco-
nomic recession, that the austerity policies impose. A related
question is whether the social fabric will support this bur-
den Finally, it remains to be seen whether the market-ori-
ented economy that Poland is aiming at can achieve
substantial per capita growth and exports to world markets

There are several factors that may make the hardships of
stabilization more bearable than they would otherwise be.
One is the decade-long experience with inflation and the ero-
sion of levels of living. Both have made the consumer weary
of traditional policies and more resigned to hardship, pro-
vided there is a reasonable prospect of a turn-around in eco-
nomic fortunes in the near future. Another is the change in
the Polish political landscape. As a result of the round-table
agreement between the communist Government and party
then in power and the just barely legitimized opposition, on
the one hand, and the gradual constitution of a pluralistic
legislature, on the other, an emerging de facte social contract
has been making severe austerity acceptable. But the popula-



tion is evidently counting on positive growth in levels of ljv-
ing after a fairly brief, but painful, retrenchment. The third
factor that favours the programme is the unprecedented
amount of external assistance committed in various forms.
Market orientation, however, is being pursued at a time
when the country faces a crippling external debt burden and
major steps need to be taken fo correct fiscal deficits.

The current movement provides a radical break with ear-
lier efforts to enact structural change in the economy that
began with the socic-political transition of 1956, Among the
reforms considered, those envisaged in 1968 sought to bring

about **a comprehensive and internally consistent system of

planning and management”,” but in many ways it only
aimed at administrative decentralization. This reform was
not fully implemented, in part because of the social tensions
of 1970 and the subsequent shift in development strategy. As
a result, the authorities resorted to partial recentralization in
combination with borrowing in capital markets, rapid expan-
sion in East-West economic relations and, beginning in
1973, the introduction of a new system of production units
built around the associations of enterprises, complexes and
large multi-plant firms in manofacturing These so-called
WOGs (wielkie organizacie gospodarcze) were endowed
with a substantial degree of managerial and trading auton-
omy. But the reform left the crucial elements of central plan-
ning intact.

The beginning of the monetization of sizeable market im-
balances coincided approximately with the launching of the
WOG reform.®t This had two broad goals. One was to rede-
sign the administrative decentralization that had earlier
failed and base it on large autonomous firms in manufactur-
ing. The other sought to accelerate the pace of industrial
modernization in part through sizeable imports of western
technology financed through foreign loans. One of the do-
mestic aims of the WOG reform was to discourage firms
from seeking expansion through extensive capital investment
and thus to compress investment demand to the absorptive
capacity of the economy. There were numerous micro-eco-
nomic inefficiencies, including inflexible factor markets and
firm-specific administrative plan targets, that were not ad-
dressed in the reform. In addition, the price structure re-
mained insulated from interpational trends and firms
unresponsive to opportunities abroad. But the WOGs gained
some flexibility over their wage fund and could retain a frac-
tion of export earnings.

That reform ended in failure, however, and led to highly
unbalanced growth with a loss of macro-economic control.
The relative opening up of the Polish economy in the early
1970s coincided with the severe inflation in world markets.
The abolition of price equalization for much of traded manu-
factures allowed first world inflation and, beginning in 1975,

the adjustments in CMEA trade prices to be funnelled into
the domestic price equation. In spite of the wide range of
central controls reintroduced or strengthened in the early
1970s, including control of prices, open inflationary pres-
sure emerged as an endemic problem from 1974 onwards
(see figure V1.5) The result was sizeable upward price drifts
in the 1980s and near hyperinflation from the second half of
1989 through early 1990.

Open inflation erupted for institutional and policy reasons,
of which the following three are important. First, the WOG
reform was accompanied by a more liberal trade régime. The
authorities were rejuctant, or perhaps unable, to change
course drastically and realign the domestic economy in re-
sponse to the sharp shift in terms of trade. As a result, the
link between domestic and foreign prices created for selected
firms and the inability of planners to reduce budget subsidies
for trade continually agitated for upward price revisions. In
addition, revised pricing rules for “new"’ products permitted
decentralized firms to raise prices and compete for labour by
offering substantial wage hikes. This was facilitated by the
reluctance of Polish planners to enforce a firm budget con-
straint for those autonomous firms. Finally, the Government
had made commitments to protect levels of living, which led
to ever-rising budget subsidies. ™ These growing imbalances
exacerbated price drift and thus fuelled inflation

The upward price drift was not the most serious task on the
policy agenda in the mid-1970s, however. Greater priority
was accorded to budgetary and external payments im-
balances. Though central authorities sought to regain eco-
nomic stability by abandoning the reform during the period
1976-1977 through the “economic manoeuvre”, inflation-
ary pressures did not subside. At the heart of the economic
manoeuvre and its subsequent modifications was the reasser-
tion by the central authorities of direct control over the econ-
omy, which was implernented ineffectively and at times with
a good deal of inconsistency and outright chaos that confused
econormic agents. By the end of the 1970s, the only surviving
feature of this reform was a higher level of industrial concen-
tration than desired. This recentralization did not, however,
succeed in returning to the price stability observed for most
of the post-war development.®

The Polish crisis at the turn of the decade led to wide-
ranging debates and vacillating policy stances. During the
period 1980-1981, at least seven reform programmes were
examined under the auspices of a Party-Government Com-
mission for Economic Reform. A final draft was approved in
July 1981.** It envisaged enterprise independence, self-fi-
nancing and seif-management as the three fundamental prin-
ciples of the reform. But by then the socio-political situation
had changed, following the imposition of martial law in De-
cember 1981

) For details, see Janusz Zielinski, Reforms in Polish indusiry (London: Oxford University Press, 1973), pp. 14-21
2V For a diagnosis of macro-econogmic (;;olicies and reforms attempted during the 19705, see P T Wanless, “Economic reform in Poland

1973-1979", Soviet Studies, No. 1 {1980), pp. 28-57.

22 Ascanbeseen in figure VL5, the cost-of-living index traited the relail price index as well a5 the net material product deflator and the whole-

sale price index untif the early 1980s

33 For a detailed description of the Fotish expenience prior to the mid-1950s, see Andrzej Brzeski, *Forced-draft industriatization with unlimited
supply of money: Poland, 1945-1864", in Money and Plan—Financial Aspecis of East European Economic Reforms, Gregory Grossman, ed.
{Berkeley and Los Angeles, California, University of California Press, 1968), pp. 17-37

24 Iranically, this was confirmed after the introduction of martial law and re-endorsed in July 1986 as the second stage of the reform discussed

below
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Figure V1.5. Poland: indicators of
inflation, 1971-1989
(Annual percentage change)

250 1
—— Cohsumar prices
—t- Cost of living
200 7 =k~ nmp deflator
~& Industry
150 -
100 -
50 1
0 e e e
71 72 T3 74 75 76 7T T8 79 80 8

¥ T T T H

82 83 B84 85 B

T 1 ]

87 88 a9

Sowrce: Department of International Economic and Social Affairs of the United Nations Secretariat,

Yased on nationat and international sources

After the labour unrest of 1980-1981, which led to size-
able increases in wages and price subsidies neither of which
could be supported from gains in labour productivity or fis-
cal revenues, and the imposition of martial law, the authori-
ties sought thorough economic decentralization with a
substantial market-led component. The first stage of this re-
form was launched in 1982. But macro-economic manage-
ment continved to be much weaker than had been envisaged
and the authorities failed to adhere to self-management by
withholding control over managerial appointments in the
largest 1,500 enterprises (employing some B0 per cent of the
labour force). As a result, the influence of self-management
bodies on output, pricing and employment decisions was
very small. Wage policy was to change drastically and yield a
wider span of wage rates, reflecting better underlying differ-
ences in productivity. To avoid excessive income dispersion
across enterprises, however, minimum wages were goaran-
teed and indexed, and the wage fund was made subject to
progressive taxation.?

The balance between supply and demand was to be re-
gained through the'‘deregulation” of prices and incomes.
Prices were to be based on domestic costs and linked to inter-
national prices;” in setting procurement prices, ensuring ad-
equate incomes for farmers was an additional consideration.
Because of the prevailing imbalances, the central ailocation
of selected means of production was maintained as a transi-
tional measure. Substantial increases in retail and supply

prices were to take effect on 1 January 1982, with partial
compensation for wage earners, and be followed by the grad-
ual dismantling of central controls.

An important intention of the reform was the replacement
of automatic credit-granting to enterprises with discretionary
contractual relations based on the central bank’s assessment
of the firm's creditworthiness. But this element was not fully
implemented and over time bank scrutiny fell by the wayside
as planners progressively returned to near automatic loans.

In part because of the adverse constraints on external trade
and finance and the disarray in micro-economic relations at
home, this part of the reform failed to take off as more and
more clements were hollowed out by central intervention.
Thus, the large wage increases, low output, pervasive short-
ages and palpable price restraints of 1981 severely eroded
enterprise profitability. This required substantial subsidy in-
creases even in 1982, in spite of the sharp price revisions
then introduced. Large disparities in profitability among en-
terprises continued to be partly offset through subsidies ne-
gotiated between enlerprises and ministries,

The incomplete implementation of the 1981 reform led in
1986 to the introduction of the so-called *“‘second stage™.
The rights of state enterprises were extended and their auton-
omy enhanced. Some reform components illustrated the di-
lemma between requirements of short-term stabilization and
the reform programme. To resist the inflationary spiral that

15 A progressive tax, 10 be paid from after-tx profits, on wage increments exceeding productivity gains was first to be carmarked for a training
fund, though litsle of it was ever appropriated for that purpose This opened the door to all kinds of manoeuvring for exemptions through the

soft-hudget constraint

26 Pyring the period 1982-1983, there were three catc(:}wrics of prices: administratively fixed, regulated and free. In 1984, the authorities effec-

tively abolished free prices, which made alt prices
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could be fuelled if profit-making firms were permitted to
raise real wages, while other firms had to maintain them and
could not shed workers, wages were pericdically frozen, the
tax on above-porm wage increases was applied to all firms
regardless of performance and official and regulated prices
on long-term government contracts were made subject o
surcharges and rebates set by the Ministry of Finance. Oppo-
sition to the measures led 1o their withdrawal, however

By 1987, the overriding theme of policy-making became
regaining balance rather than pursuing reform as such. A
Plan for the Consolidation of the National Economy was

adopted by the Parliament in January 1989. A number of
liberal economic laws have since been passed, remnants of

the rationing system for private consumption were abolished
and retail price subsidies curtailed in line with overall social
policy objectives. There was a commitment to establishing
market-clearing prices, despite the pain of adjustment and
the uneven distribution of the benefits and costs of such a
policy. But this major shift was to be introduced according to
alternative scenarios with different horizons, consensus on
which appeared to elude policy makers until the current at-
ternpt at stabitization. The substantial reduction of manda-
tory wholesale deliveries and the elimination of rationing by
1990 were proposed. Though these proposals had a liberal
bent, it proved very difficult to adhere to the second phase,
given the tight balance of payments, the already sizeable in-
flationary momentum and considerable scepticism on the
part of economic agents and policy makers as many of these
items had already been included in 1981 reform proposals.
The escalation of inflation in conjunction with the unfolding
political crisis demanded another solution,

Throughout the recent reforms, inflation continued to
manifest itself in all segments of the economy, albeit at a
varying pace Comparing trends in net material product
(NMP) deflators and consumer prices (see figure VI.6), the
Polish authorities at first tried to protect the consumer
through retail price subsidies But central authorities could
not avert an erosion of real incomes, particularly real wages.
One important factor in the differential movement of prices
was that much of Polish agriculture is private. Price beha-
viour for foodstuffs in private markets differed markediy
from that observed in state retail outlets, owing largely to
government subsidies through either procurement policies or
outright retail price subventions (see figure V1.7). There has
been only a gradual tendency to close the gap.

From 1970 to 1981, state prices rose by a little over 6 per
cent a year, but the free market price index guadrupled in the
same period. By the late 1970s, however, the Government
was no longer able to support such transfers, which had ac-
counted for just under a fifth of budgetary expenditures in the
early 1970s, but had reached 24 per cent in 1980,% and so
raised ofticial foodstuff prices in one fell swoop in 1982, In
contrast to the experience of the 1970s, state retail prices in
the next decade expanded faster than those observed in open

markets, especially for foodstuffs, as state control relented
under the dual pressure of shortages in official retail outlets
and agitation by suppliers to raise wholesale and procure-
ment prices. This aggravated inflation,

Around the end of 19388, the Government of Poland
sharply raised prices for a wide variety of products, ranging
from fuel to medicines, driving up the cost of living. It then
promised to contain the retail and feodstuff price increases
on average 1o some 20 per cent and 15 per cent, respectively,
in 1989.?* Matters changed dramatically for the worse in the
course of the year, however

The abrupt marketization of the foodstuff sector in August
1989 triggered hyperinflation, although price increases that
were much higher than expected had occurred already ear-
lier in the year because the central authorities failed to adhere
to their price policy commitments. During the first half of
1989, inflation was on average 8.3 per cent. In July it moved
up to around 9.9 per cent. But August was the threshold
when retail prices increased by a further 39.5 per cent, a
pace that had accelerated rapidly by the end of the year; it
reached an annual rate of 900 percent in December For the
year as a whole, inflation reached 244 per cent. Money in-
comes during September and October, and probably the rest
of the year, grew less than prices,” which in some cases
reduced demand™ and improved market balance.

The evidence on price changes suggests that Poland has
been an exception to the stereotype of inflation in planned
cconomies. Inflation has been quite open from the early
1970s and markedly pronounced since 1982, with the au-
thortties increasingly admitting their inability to control it
In spite of monetization, there has been repressed inflation as
well, in the form of queues, involuntary saving, rapid growth
of the second economy and rationing of some products be-
cause of lingering controls over prices.

‘The most conspicuous indicators of internal imbalance ra-
tioning of consumer goods, central allocation procedures
and physical shortages—improved in 1989 in the wake of
more flexible adjustment in demand and supply Consumer
rationing was abolished, after several years, and central allo-
cation was markedly reduced. None the less, substantial
constraints remained on alleviating domestic imbalances
through imports. In some cases exports have had to be pro-
hibited to avert worsening domestic supply. Large wage in-
creases that could not be spent generated substantial pent-up
demand. Restrictions on price increases in the face of perva-
sive shortages robbed prices of their allocative function. Se-
rious shortages weakened the role of the domestic currency
in determining production and distribution. This negatively
affected work effort and required substantial incentives to
persuade workers to increase their effective working time.
The cumulation of these gaps created an excess demand that
eventually jelled into market pressures. But excess house-
hold liquidity and forced savings have been increasingly

7 Though there was u slight abatement in the carly 1980s, owing in part to substantial price increases, by 1986-1987 another sharp rise in price

subsidies relative to budget revenues occurred
¥ Trvbuna Lucdh (Warsaw), 13 December 1988, p |
¥ Figveld (Butlapesty, 30 November 1989, p 12
W For butter mitk. cheese and quality meat products. for example
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Figure VI.6. Poland: indicators of
inflation, 1971-1981
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Figure VL7 Poland: divergent retail
price movements, 1971-1988
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eroded as a result of the rapid pace of inflation in late 1989
and early 1990,

One of the key elements of demand managernent, at least
until 1988, was restraint on consumption through a wage
policy The system of progressive taxation of wages helped to
erode the real wage cut brought about by the price increases
of 1982 and 1988-1989. Real monthly wages in the social-
ized sectors rose 41 per cent between 1970 and 1975 and 10
per cent between 1975 and 1980; they fell by 13 per cent
between 1980 and 1985 (see figure VI.8). In 1982 alone, the
decrease in real wages was 24.9 per cent, none the less far
smaller than the January rise in retail prices would have en-
tailed as the authorities had failed to impose wage restraints.
From 1982 to 1988, real wages increased by 10 per cent as
pelicy makers failed to correct relative prices and deflate the
economy.

Because the deregulation of the banking system remained
highly incomplete and the authorities preferred administra-
tive solutions, for institutional and political reasons, macro-
economic policy in Poland could not fully realize its
potential in restoring equilibrium. This reform component
was treated gingerly, partly in view of the fear of unleashing
social instability and the precepts on preserving key ele-
ments of secialism, including state property and constraints
on income distribution. Perhaps most important was the fear
of social unrest, which had previously (in 1970, 1976 and
1980) erupted whenever the authorities raised prices in one
fell swoop, a policy measure that subsequently had to be
rescinded because of strikes and other expressions of social
discontent. Prior to 1990, even milder price revisions had o
be alleviated by toning down the announced price increases
or by resorting to wage hikes that were much larger than
anticipated. In 1970 and 1980, these social tensions caused
marked changes in the political and governmental leader-
ship.

It is only with the profound changes in the political make-
up of Poland since mid-1989 that the foundation could be
laid for a swift transition to greater market orientation. As
from 1 January 1990, this effort is being buttressed by a
wrenching stabilization programme’ enacted with the sup-
port of multijateral and bilateral donors and creditors. Its
principal provisions call for a ceiling to be put on wages and
pensions for at feast the first half of the year; enforcement of
strict financial rules for firms; elimination of budget subsi-
dies for most retail trade and some public transportation;* in
effect, the bankruptcy of unprofitable firms, regardiess of
the effect on unemployment; privatization of state assets and
encouragement of private property formation from new sav-
ings; deregulation of prices and creation of genuine whole-
sale and retail trading markets; tight monetary policy with

3

Trybuna Ll (Warsaw), 13 December 1989, pp | and 2

rents, some public transportation, energy, bread and some dairy products.

K

It has also pledged investment guarantees amnounting to $350 million for Poland and $400 mittion for Hungu?{‘
act chiefiy as seals of approval that may Jead 10 greater interest of Japanese investors in Eastern Europe. The fi

positive real interest rates; institution of limited external con-
vertibility of the zloty, after a massive devaluation to roughly
the level observed in secondary markets; the restructuring of
the fiscal system built around a value-added tax, a personal
income tax and a uniform corporate tax; and the emergence
of institutions for genuine financial intermediation.

These austerity measures and the institutional changes to
encourage private investment and entrepreneurship were
prerequisites for a loan agreement with the International
Monetary Fund (IMF) signed in late December 1989, Effec-
tive implementation of these measures will be a precondition
for a three-year programme with the Fund, possibly involv-
ing $2 billion in financial support, that may materialize in the
second half of 1990. A $1billion stabilization loan to support
the current changes has been made available by the devel-
oped market economies. In addition, Japan has pledged a $1
billion loan fund to be divided equally between Hungary and
Poland to finance imports mainly from Japan.™ The World
Bank has approved its first loan, in the amount of $360 mil-
lion; the total commitment could soon exceed $2 billion.
Further, agreement on loan conditions with the Fund and the
World Bank has set the stage for debt renegotiation, which
has already occurred in the context of the Paris Club, and
possibly debt relief under the Brady Plan. Other aid pack-
ages are currently being considered.

Price increases ranging from 25 per cent to 50 per cent a
month were expected in the first stage of the programme as a
result of firms adjusting to the loss of subsidies, For JTanuary
1990 alone, the rate of inflation was expected to be 45-50 per
cent, as subsidies for staples and other goods were cur-
tailed,™ and real incomes were as a result to contract by
about 20 per cent. Aggregate output growth was projected to
shrink by 2-3 per cent over the year as a whole, owing largely
to the anticipated drop of 3 per cent in industrial output. The
level of unemployment was expected to rise sharply, but
whether this can be contained to the anticipated 300,000
warkers, or 1.5 per cent of the work force by the end of
1990, remains to be seen. Estimates by the Fund placed ex-
pected unemployment at about three times that level, with
nearly 1 million people or 5 per cent of the labour force out
of work.” On the positive side, inflation should be reduced
to a few per cent by mid-1990.%

Though the Government of Poland hoped that the stabiliza-
tion programme would arrest inflation, after a run-up simply
to reflect the freeing of prices, and encourage growth by mid-
1990, it was doubtful whether hyperinflation could be turned
around guickly at a socially acceptable cost. At least during
the first month of the austerity programme, inflationary ex-
pectations remained very high, which encouraged producers
to withhold goods from the market in the expectation that

The budget sharg of all subsidies is to be reduced from 31 per cent in 1989 to 14 per cent in 1990, the latier being appropristed o sustain

Both measures are expected 10
rst beneficiary will be a Suzuki

automobile plant in Hungary (see The New York Times. 10 January 1990, p AlD)
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Coal, Lansaolir‘n: and other energy prices alone rose five 1o seven times in early 1999, Subsidics for public transportation were slashed and prices
ingly increased by 250 per cent. Many other staple items of household expenditure in Poland are being tackled

Reeezpospotita (Warsaw). 8 February 1990, p 2, and The New York Times | 6 Yanuary 1990, p. A6
The critical adjustment in voal and petroteum prices to the world market teved is now forecast to be introduced over several years




Figure V1.8, Poland: growth in real
income and its sources, 1970-1988

{Billions of zlotys; 1971 constant prices}
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they would fetch higher prices later. Similarly, households
resorted to hoarding in order to gain on the pace of inflation,
resulting in pronounced shortages particularly of such neces-
sities as bread and meat. Furthermore, firms refrained from
paying their bills to gain on inflation and avoid having to
borrow at high interest rates. Actual inflation in January
(78.6 per cent) was about twice the rate anticipated .”

In spite of the goodwill of the new Government, the sever-
ity and abruptness of the austerity led by mid-January to
strikes in key sectors, including mining. Furthermore, enter-
prises refrained from asking for bank loans™ and thus cre-
ated their own liquidity by not paying their biils on time.
More worrisome was that firms did not change their supply
at all Industrial activities in the socialized sector during the
first quarter contracted by roughly 30 per cent. This unex-
pectedly large drop, which has begun to raise unemploy-
ment,” was only partly (perhaps by 5 percentage points)
offset by the growing private sector In trade also, the re-
sponse remained far below expectations. In January, total
exports shrank by 16 per cent (by 22 per cent for convertible

3 More informal reports suggest, however,

techniques 1o include more fully the behavi
The prime borrowing rale in
At the reduced rate of 10 per cent for
Un%ralgioymcn! in January reached 36,
35, (see Rzecepospolita (Warsaw),
152,150; in mid-March unemployment

3R
ki
A

(1990), p 15
For a commentary. see Rg
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currency and by 8.3 per cent for iransferable rouble exports),
more than the contraction in imports," because many Polish
exports are uncompetitive even at the much reduced ex-
change rate *!

The marked confusion, chaos and even panic that occurred
during the first weeks of the programme have since given
way to less painful responses, if not quite calm and order, on
the part of households and enterprise managers. The pace of
inflation in February dropped rapidly and by the end of the
month price reductions became evident as speculators
brought their hoarded goods to market and households ad-
justed their consumption patterns to the further drop in real
incomes. In March, inflation dropped to 5 per cent. The ex-
change rate has held steady and authorities have not so far
had to intervene to stabilize it, partly because of very sub-
stantial cut-backs in import levels and the fact that house-
holds and firms dishoarded foreign exchange, reportedly
$1 .5 billion in the first two months of 1990, to make up for
income and revenue losses.

that this measurersent was distorted because the statistical authorities have not yet adjusted their
our of the rapidly increasing number of new merchanis in private and co-operate markels
Tanuary was set at 34 per cent and in February at 20 per cent Both were deemed too high for most enterprises
March, a sharp increase in foan demand has manifested itself

000 More alarming was thal the number of announced jol
8 February 1990, p, 1) These fears were confirmed in Februery, when u
stood at aver 216,500 with even fewer announced vacancies thin in January

Irports declined by some 14 per cent, divided about equally between the two currency zoaes (see Zycie Gospodarcze (Warsaw), No 7

b vacancies dropped by 86 2 per ceat to abot
nempioyment reached

eczpospolita (Warsaw), 8 February 1990, p 2, and Zycie Gospodarcze (Warsaw), No 7(1590), p 11



Inflation, referm and stabilization in Hungary

Hungary was the first planned economy formally to com-
mit itself to the establishment of a market-oriented economy
- the ultimate objective of the New Economic Mechanism
{NEM) launched in 1968, Key components were decentral-
jzation of decision-making, opening up the economy to
global competition and revising the pricing régime. Regard-
ing the latter, comprehensive price controls were replaced by
a three-tiered price system encompassing free market,
“from-to”* and fiat prices. The latter category was to be
compressed over time depending upen the circumstances for
the vast bulk of traded goods and services. Upward price
movements were anticipated in the process But the core ob-
jective was to correct relative prices. The effect of changing
relative prices on real incomes was to be cushioned by
spreading the changes over time and providing compensation
for the resulting losses.

Figure V1.9 shows key indicators of price movements in
Hungary. It can be seen that a steady increase in prices has
taken place for virtually all kinds of goods and services. The
rise in consumer prices, captured by the retail price index
and an index of the cost of living (see figure VI .10}, re-
meined small until the mid-1570s, largely because the com-
ponent of centrally controlled consumer goods and services
was much larger than that for goods entering agricultural and
industrial wholesale transactions (see figure VI.9). Since
then, the trends have been reversed with at times very sub-
stantial gaps, owing in part to the fact that, until the period
1979-1980, the level of consumer prices was well below that
of producer prices, as shown by the GDP deflator and the
agricultural and industrial wholesale price indices (see fig-
ure V1.9).

The price indices for wholesale and retail networks all in-
dicate substantial inflation since about 1973, These price
drifts did not, however, stem from adjusting relative prices in
line with underlying economic scarcities, as had been in-

tended. At least during the first phase of NEM, the degree of

distortion in the price system hardly eased at all. Between
1968 and 1971, prices increased only moderately because
central price-setting was strengthened, in spite of reform in-
tentions, thanks to subsidies. ™ Key policy makers were am-
bivalent about implementing the steps reguired to reach the
reform goals. They failed to deal with the overcentralized
industrial structure, property issues or the creation of a real
capital market, all of which were 1equired to support greater
market orientation for prices. In these circumstances, the
demand for capital and labour rose relentlessly, entailing
wage increases unrelated to gains in factor productivity.

During the subsequent period, policy makers focused es-
sentially on modifying wholesale prices more flexibly than
retail prices, which gradually aggravated market tensions
and thus entajled repressed inflation. This stance could be
maintained only for as long as external pressures, which

R
frt )

could not find expression in domestic price movements or
shifts in allocation policies due to price egualization, re-
mained mild, The impact of global inflation in the early
19/Us on Hungary's terms-ot-trade was weathered mainly
through external borrowing rather than internal adjustment
of demand and supply, which permitted proceeding with
NEM gradually and, in effect, introducing its key provisions
more slowly. The stability inherent in the CMEA trade and
payments régimes helped to buttress this stance. But the omi-
nous global and more gradual CMEA developments wete a
warning, which went unheeded, to reconsider key objectives
of NEM, particularly those relating to price determination,
the link between internal and external prices and on utilizing
effective prices and profitability indicators as key stimauli for
micro-economic behaviour.

By the late 1970s, as a result of these and related develop-
ments a period of sharply increased inflation, including in
retail markets, setin. By 1978-1979, the interrelated domes-
tic and external imbalances had become so substantial that
the still worsening terms-of-irade and rapid increase in unit
production costs could no longer be centrally managed with-
out cutting into real disposable incomes. But the worsening
unit production costs stemmed only in part from Hungary’s
openness. Growing material intensity and rising domestic
costs also contributed to the problem. An attempt was made
to alleviate these imbalances through target price adjust-
ments during the period 1979-1985. The aim, as at the outset
of NEM, was to help align the level and structure of domestic
prices with those of world markets, buffering differential
CMEA and world prices through fiscal means. But even this
upward price adjustment fell short of what was required to
come to grips with macro-economic imbalances. ™

Since about 1981, special importance has been attached to
the external balance, which improved during most, but not
all, subsequent years. But this positive result was obtained
largely through import constraints, which exacerbated the
supply deficit. Periodically (from 1973 to 1978 and from
1985 to 1987), the central authorities could cope with do-
mestic market pressures only by borrowing abroad, how-
ever. Inasmuch as these funds were taken mostly on
commercial terms, they complicated the management of ex-
ternal accounts. After the anti-inflation policy pursued in
1986, the authorities resumed their unbalanced macro-eco-
nomic stance and thas added to inflationary pressures, which
have since become increasingly monetized.

In many planned economies, inflationary pressures erupt
because of increases in wages and monetary transfers with-
out adequate ‘‘commodity coverage”. (Gains in nominal
wages in Hungary have been considerable, owing largely to
central wage regulation, which does not sufficiently differ-
entiate labour rewards according fo output contribution, and
the attempt to equalize wage levels at a lzvel higher than
planned. The resuit is potentially inflationary.

Inciuding prices with a pre-set floor or ceiling or a range within which they could fluctuate
For details, see Béla Csikés-Nagy, A magyar drpolitika (Budapest. Kossuth Konyvkinds, 1983), p 33

4 TIstvin Hageimayer, “Inflation and prospects for its reduction ™, Acra Oeconomica (Budapest), No 1/2 (1987), pp 1-15; A Nyilas, “Inflicid,
fogyaszior drszint™, Statiszrikai Szemie (Budupest), No 4 (1989), pp 341-362
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Figure VL9, Hungary: indicators of
wholesale price inflation, 1970-1989

{Annual percentage change)
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Figure V1.10. Hungary: indicators of
consumer price inflation, 1970-1989
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Though nominal income gains have been considerable,
most have been seriously eroded by open inflation (sce figure
VI.11). Real wage growth has not kept pace with labour pro-
ductivity gains. For example, during the period 1970-15988,
GDP* grew by an average annual 3.6 per cent, but real
wages rose by only | per cent (as opposed t0 2.5 per cent in
real incomes, owing to substantial social transfers); but that
rate of output was still above the rate of growth in private
consumption (2.8 per cent). During the period 1979-1989,
aggregate output increased faster than aggregate uses, but
consumption (at 3 per cent a year) grew even faster, although
real labour income practically stagnated. The rising compo-
nent was social transfers as other non-wage incomes of
workers are minimal . The vatue of social transfers amounted
to 22 6 per cent of real incomes in 1970, jumped to 27.1 per
cent in 1973, 32 percentin 1980 and 37 per cent in 1988 (see
figure VI.11). In conjunction with the generalized upward
drift in prices, this rising claim on resources not adequately
financed through fiscal means® suggests that increasing so-
cial transfers, broadly defined, have been a major contribu-
tor to inflation.

Another important cause of pressure is investment beha-
viour, in spite of the fact that the absolute level of capital
expenditures has been under severe restraint for years. Weak
central investment activity could help to abate inflation only
by improving the capitai-formation process and seeing to it
that the restrictive central stance would not be undermined
by wanton bank-borrowing. Both features in fact manifested
themselves. Yet this contractionary stance neither improved
the *quality” of investment nor eased overall investment be-
haviour. As during the heyday of NEM and its modifications,
investment problems have persisted as the efficiency of the
capital-formation process failed to improve measurably; not
only that, the structure of investment outlays was changed in
favour of material- and energy-intensive activities in the late
1970s and early 1980s, rather than improving Hungary's
competitive position through factor productivity gains. In
addition, micro-economic decision-making was further cen-
tralized, and investment-financing ultimately guaranteed by
the State took the place of budget-financing. There was little,
if any, change in the decision-making about the economic
justification of such loans, however.

Finally, efforts to place firms on a self-financing basis and
hold them responsible for their decisions did not meet with
expectations, in part because of the deteriorating domestic
and external economic environment. But also the stance of
central decision makers not to allow firms to go bankrupt,
lay off workers, otherwise rationalize employment policies
and enforce discipline that could cramp the sustainable level

of economic activity contributed to de facto siate tutelage.
These presgures were in fact aggravated by deficit-spending
from 1968 onwards. Some of the deficit was accommodated
by issuing currency. The rest was balanced through loans
taken up by crowding out enterprise demand for loans,
thereby worsening domestic imbalances."’

These and other factors built an inflationary bias into the
economy which has been one of the weaknesses of NEM.
None the less, NEM has also had several positive effects,
including the temporary alleviation of disequilibria. But the
disequilibria have persisted and have recently been tackled
through, for example, further modifications in pricing policy
together with financial stabilization, fiscal reform, reform of
the banking system, initiating a stock and capital market and
drafting a new law on competition. These changes have
come about only in the last two years or so, nearly two dec-
ades after the introduction of NEM, and it will take another
5-10 years before they will be fully in place and hence con-
tribute to enhancing market-orientation under the guidance
of predictable and credible macro-economic policies.

In spite of many years of price-tinkering, about 20 per cent
of prices are still centrally set. Not only that, ostensibly free
prices are subject to considerable, largely informal, restric-
tions* as well as government-regulated rules on price forma-
tion that have become more complex over the years as NEM
has progressed. The continuation of the policy adopted in
1968* has permitted the Hungarian authorities to *manage”’
inflation to within “planned” ranges for all main categories
of goods and services.” But there is considerable inflation-
ary pressure, as evidence by the upward drift of prices to the
range of 15-20 per cent a year during the period 1988-1989.

For some time now there has been a broad consensus
among Hungarian policy makers about the necessity of stabi-
lizing the economy and setting the stage for the more com-
plete realization of the goals of NEM; there is, in fact, strong
support for moving beyond those goals and establishing a
fully-fledged market economy anchored to legally revised
property rights; steering it through a pluralistic consensus
that might emerge after the partiamentary elections of March
and April 1990; and exposing the economy to the discipline
of competition.

Though stabilization measures have been debated at great
length and some have been agreed upon, if only to come to
grips with the external debt (about $21 billion with convert-
ible currency partners), there is not as yet a comprehensive,
internally consistent programme in place. Yet Hungary’s bal-
ance-of-payments situation is precarious, owing in part to
the fact that in 1990 the country needs about $3.5 billion to

45 Because of the stagnant labour force, aggregate output growth may be taken as a proxy for average productivity growth

46 Even though the share of total inceme redistributed through the central budget remained very high indeed

47 3, L. Aszulos, I Balogh, | Hafelmayer, M Poigirand R Werner, Infldcié &s pénzigyek Magyarorszdgon (Budapest, Kégzpazdasipi és Jogi
245.

Kanyvkiada, 1987), pp. 244 an

48 For example, during 1987 and the first quaner of 1988, alt intended producer price increases had to be reported to the National Price Board
(see F Vissi, “Inflacid és stabifizdlds", Guzdasdg (Budapest), No. 1 (i989), p. 20).
49 For a review of price regulations from 1968 till mid- 1988, see Wim Swaan, *'Price regulation in Hungary: indirect but comprehensive bu-
reauceatic contsol”, Compararive Economic Studies, No 4 {1989, pp. 10-52
56 Thus, one can distinguish among five different types of pricing regulations: cost-pius as in the traditional planned economy, value-type in
uccerdance with the labour theary of value, and producer-type, two-level and competitive price since 1980, These lprir:c types have never
i

existed tn 1 pure form, however, most having bees based on variants of the producer type. For details, see D Boni

v, “Az drszabilyozis

hazai hagyomdnyai és nemzekdzi tapasztaintai”, Kereskedehmi Szemle (Budapest), No. 3 (1988}, pp. 33-40.




Figure VL 11.

Hungary: growth in real

per capita income and its componennts,
1971-1987
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service the debt; this amounts to some 10 per cent of GDP.
Without refinancing, the ongoing reform efforts would be
nipped in the bud. The necessary foreign support could be
mustered only through signing a new agreement with IMF,
which was seen as support for the country’s creditworthi-
ness. For that reason, an agreement with the Fund was
worked out and an anti-inflation programme, reflecting in
part this agreement, was implemented in January 1990 %!
This aims at cutting budget subsidies for consumer goods
and services (including housing), privatizing part of state as-
sets, introducing positive real interest rates, cutting money
supply, bolstering creditworthiness, decreasing the trade
surplus with CMEA partners, curbing inflation and avoiding
a social explosion,

Some of the conditions for obtaining the Fund’s “seal of
approval™ were a further 10 per cent devaluation of the forint
enacted in December 1989, drastically cutting the CMEA
surplus,” slashing price subsidies by 40 billion forint, al-

31 Neépszabadsdg (Budapest), 20 December 1989, pp. fand4

though social expenditures will increase to ease social ten-
sions; reducing loans to below their 1989 nominal level and
encouraging savings through positive real interest rates.™
This anti-inflation policy is expected to yield in 1990 a rate of
inflation of around 20 per cent, on account of the forint de-
valuation and the sharply reduced price subsidies introduced
on 1 January 1990; a lowering of real wages by 2 5 per cent;
and an increase in unemployment to 50,000 or 1 per cent of
the labour force, but a moderate social safety net will be in
place. By creating greater competition, in part through ac-
celerated privatization, the inflationary pressures are ex-
pected to be held in check But one main cause of pressure
will be the commitment to abolishing substantial elements of
the remaining rigidities of the price system and to linking
domestic to world prices.

There is, however, broad agreement among policy makers
and economists in Hungary that much more needs to be done
to overcome a crippling fiscal deficit and a sizeable domestic

52 There have been at least three further, but smaller {1-2 per cent each), devatuations since then

53

Hungary has been ruaning a considerable transferable rouble surplas  Because this is inconvertible, policy priority is being placed on cutting

it Inasmuch as the opportunilics for mising desirable imports are small, Hungarian exports will have to be reduced, thereby cutting inlo

sustainable activity fevels of many manufacturing firms dependent on these markets,

he Government his beea assisting these seciors in

diverting trade to convertible curreacy markets through the carmarking of various central state funds

54 A compromise had to be reached on housing subsidies: instead of a 50 per cent reat increase for state-owned apartments there will be only a
35 per cent increase. But the rate of interest on lonf;ﬂcrm imusigg loans granted by the National Savings Bank was raised retroactively from 3

per cent 1o & per cent, revoked as unconstitutional tate April 19

Note that the budpet in 1989 spent 45 billion forint to suppert the interest

rate differcntial between the contracied 3 per cent and the going market rate of about 20 per cent
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debt,” 10 manage the substantial external debt, to regain a
competitive position in world markets, to restructure the
cconomy much more along market-oriented lines and to re-
gain a faster pace of growth that will be sustainable for a
number of years.

Reform, stabilization and inflationary pressures in
China

The Chinese economy has been undergoing reform now
for over a decade. Uniike the reform in most of the European
planned economies, the reform in China has from the begin-
ning been phased from sector to sector. Although notable
successes have been recorded, the authorities have not yet
come to grips with how to ensure macro-economic control as
a substitute for central planning, comprehensive price re-
form has not yet been pursued, and genuine enterprise auton-
omy in the state sector continues to fall short of the stated
intentions of reform.

Upward price pressures have accompanied a decade of
fundamental economic reform and rapid growth in China.
Though successive increases in prices of a wide variety of
products and services have raised the general price level,
systemic and policy changes since 1978 have exerted a
greater impact on inflation. Decentralization of the eco-
nomic systemn has rendered ineffective the traditional system
of macro-economic control through the central budget and
cash flows through the central bank. Alternative instruments
for viable macro-economic management have yet to be de-
veloped. At the same time, the traditional incentive structure
and lack of financial accountability of state firms have not
been sufficiently reformed to generate the desired response
to central policy objectives. Further, the priority of rapid
economic growth and the shift in emphasis towards con-
sumption growth have strained production capacity and re-
stricted the options available to policy makers to maintain
stability.

Between 1952 and 1978, China embraced the traditional
planned economy model. There were three primary institu-
tional differences between that model and the orthodox
one,” with implications for the emergence and control of
inflationary pressures. Foremost was the greater decentral-
ization of material allocation since the late 1960s and of ac-
cess to and use of funds by enterprises since 1971. The
power of material allocation devolved upon industrial minis-
tries and their provincial bureaux. Small and medium-sized
state firms were placed under the jurisdiction of provincial
and lower-level governments. Rapid decentralization in the
early 1970s of the production of major intermediate com-
modities, such as fertilizers, construction material and

metals, to more local units created a production and distribu-
tion network outside the “unified” system. This resulted in
higher than desired investment growth by enterprises, com-
petition for scarce inputs between local and centrally admin-
istered firms and alternative channels for material supply
through barter. Second, China had a much larger, more de-
centralized agricultural sector. Rural households kept their
savings predominantly in cash, which represented a potential
source of demand pressure on consumer goods sold in rural
markets. Finally, the immobility of the labour force and its
large size moderated upward pressure on wages by restrici-
ing the flow of labour into industrial sectors with higher
wages. The net consequence was that large portions of the
economy functioned outside direct central control and there
was greater inconsistency between central targets and local
economic decisions.

Memories of the economic and political upheavals associ-
ated with the post-war hyperinflation steered the founding
leaders of the People’s Republic towards a conservative
macro-economic stance, which was generally maintained
until the latter part of the 1970s. This, as well as resource
endowment, facilitated the achievement of overall economic

stability until the eve of current economic reform.” Years of

excess demand prior to reform coincided periodically with
major political upheavals or output recessions. On the
whole, the requirements of rapid industrialization were met
by sacrificing consumption growth and maintaining basic
supply at low prices. Consumption growth was restricted in
the first half of the 1970s to accommodate the excessively
rapid growth of extra-budgetary investment which the cen-
tral Government was unable to contain.

Instruments to absorb household and enterprise liquidity
included the sale of government bonds and campaigns to pro-
tmote savings deposits at banks. Wage increases were gener-
ally kept low. None the less, at times, as during the
economic collapse between 1960 and 1962, imports were
drastically increased. A small surplus in the central budget
was also conscientiously maintained almost every year for
three decades prior to 1978 as budget deficits financed by
credit from the central bank were recognized as inflation-
ary ™ Therefore, at the beginning of reforms in 1978 there
was no evidence of a monetary overhang.

The development strategy adopted in 1978 envisaged 1apid
economic growth as well as immediate improvements in con-
sumption. To facilitate attainment of these goals planners
pursued far-reaching decentralization of economic deci-
sions. While partial price reform, as discussed later, contrib-

uted to the rise of the overall price level, the weakening of

direct central control without the establishment of effective

3% 1n 1989, the deficit amounted to 50 bitlion forint, adding to the nationat debt of 1, 100 billion forint or about 65 per cent of GDP—among the
highest in Europe. Domestic debt service atone is estimated to lay claim on roughly 15 per cent of fiscal revenues in 1990 In the context of
stabilization eftorts, that budget deficit should be reduced to 10 billion forint 1990

36 A. Eckstein, China's Economic Development (Cami)rk{%c. Cambridge University Press, 1977}, B. Naughton, “Saving and investment in

China; a macrocconomic analysis™, Ph D. diss | Yale

] ! s5 . niversity, 1986; C. Wong, “*Rural industrialization in the Peej:lc’s Repubtic of China:
fessons from the cultural revolution decade”’, in Joint Economic Committee, Congress of the United States, Ching

er the Four Moderniza-

tions parr one (Washington, .C , United States Government Printing Office, 1982), pp. 394-418

37

Eckstein, op. cir., R. Portes and A. Santorum, “Money and the conswmption goods market in China ", Jowrnal of Camparative Economics,

No, 3 (1987, pf)h354«371; G. Szapary, “Monetary policy and system reform in China™, paciacr prepared for a symposiwm on monetary
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economic incentives and financial accountability in firms led
to high investment demand and bonus payments. The resul-
tant increase in aggregate demand was accommodated by an
easy monetary policy and expansionary fiscal policy. The
decentralization of the monetary and fiscal systems had also
seriously weakened the effectiveness of macro-economic
control. This was aggravated by poor agricultural perform-
ance, even though major procurement price rises were insti-
tuted between 1977 and 1979, more moderate increases
occurred during the next two years. Part of their impact espe-
cially on urban consumers was absorbed by the central
budget through higher food subsidies. The centrally set ur-
ban wages were adjusted upwards substantially in 1979 and
1980 and bonuses were reinstituted to compensate for a long
period of declining real urban wages prior to the reforms.

The decentralization of the fiscal system and the beginning
of further devolution of financial power to enterprises fed the
rapid growth of extra-budgetary investment. With the incen-
tive to expand tax revenues and retained profit, local govern-
ments and enterprises had strong motivation to raise
investment in productive capacity. Investment from the cen-
tral budget in infrastructure also grew substantially between
1978 and 1979 . The resultant large budpet deficits in 1979
and 1980 of 7 per cent and 5 per cent, respectively, were
accomniodated by credit from the central bank, thereby sig-
nificantly accelerating price increases by 1980 (see figure
V1.12)

In response to the rising pressures, a period of readjust-
ment and a slow-down of reform was designated for the per-
iod 1979-1981 to reduce imbalances and alter the economie
structure . The transformation of the output structure entailed
a karger share for the agricultural, light industrial and service
sectors at the expense of heavy manufacturing. The distribu-
tion of output placed much higher priority on raising con-
sumption, which exerted a sigrificant effect on the choice of
stabilization policy in the 1980s. The measures embraced
were generally effective. By 1981, together with the slow-
down in output prowth, inflation had declined to 2 4 per cent
from 6 per cent a year earlier

The implementation of a slow-down relied on various
measures. The major difference from earlier policy was the
choice to preserve consumption growth and reduce central
investment. In addition, greater use was made of interest
rates and [inancial instruments to induce savings. To curb the
central budget deficit and accommodate continued growth in
extrabudgetary invesiment, which the authorities could not
eastly curtail, capital investment financed from the central
budget was compressed. The remaining deficits were fi-
nanced by the sale of bonds reimbursing the central bank for
loans from the previous year with the proceeds. Liquidity
was absorbed by those sales and also by the promotion of
bank savings through successive rises in interest rates tar-
geted to exceed actual and expected inflation. The growth of
credit to local governments and enterprises was curtailed.
The indirect restriction on Investnient was reinforced by the
centre’s strong political pressure On the supply side, the

structure of imports was shified to expand the share of food
and other consumer goods and materials for light industry at
the expense of machinery imports.

With the end of the interlude of “readjustment”™ in 1982 a
period of accelerated reform began. The macro-economic
priorities of continued rapid economic growth and improve-
ment in consumption were retained. However, due to the in-
ability of the centre to effect indirect control over investment
expenditures, rapid economic growth was achieved predom-
inantly by “extensive” investment, resulting in recurrent ex-
cess demand since 1985. Again, without the incentive and
price structures necessary for indirect macro-economic
management, increased decentralization of economic deci-
sion-making weakened the effectiveness of stabilization poli-
cies Local political pressure against restrictions on credit
and the centre’s emphasis on rapid economic growth made
the tightening of monetary and fiscal policy difficult to sus-
tain for long enough to slow down investment activity

Decollectivization of agriculture and accelerated rural in-
dustrialization had a substantially expansionary effect The
channelling of credit into the development of the rural indus-
trial sector financed the expanding demand for extrabudge-
tary industrial investment and exacerbated the inherent high
rate of non-agricultural investment at the expense of much-
needed agricultural investment, The sharp rise in rural in-
comes since 1984 as a result of dramatic non-agricultural
output growth concurrent with rapid urban wage increases
fed the growth in consumption. The much more comprehen-
sive devolution of decision-making upon enterprises since
1984 diverted even greater financial and real resources {rom
central control. These emerged as extra-plan production and
demand for investment. The tendency of enterprises to be
liberal with the distribution of bonus and welfare benefits to
workers from retained profits fuelled the growth in urban
household demand. Wage increases during the period 1984-
1986 far exceeded productivity growth (see figure VI.13)

The intentional increase in imports of consumer goods be-
tween 1983 and 1984 alleviated the demand pressure some-
what. But it had to be curiailed because of the resultant
external imbalance. The latter also stemmed from the growth
in import demand for investment goods, the persistent distor-
tion in relative domestic prices and an overvalued exchange
rate. Successive major currency devaluations in 1985 and
1986 directly translated partly into domestic price increases
of inputs and consumer goods as there was still pervasive
price equalization. There was perhaps some substitution of
domestic consumer goods for imported goods, resulting in
added upward pressure on domestic demand * The aggres-
sive promotion of export growth since 1984 further directly
aggravated demand pressures on domestic resources

After the initial burst of agricultural output growth in re-
sponse to decollectivization and price increases, the agricul-
tural sector has been growing slowly since 1985, which has
tightened the supply constraint in food and agricultural raw
materials. This is a consequence of an extended period of
low levels of investment, increasingly scaree inputs and low

M China Country Economic Memorandum, Macroecononie Stbility and Industrial Growth under Decemralized Socialisim, vol 1 (Washing-

wn, [} €, World Bank, 1989}, p 37
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relative prices. The growth in the production of energy and
intermediate goods has been seriously hindered by the cut-
back in central investment in the early 1980s and low prices.
Thus, the increase in output in these industries has lagged
behind that elsewhere, exacerbating the existing bottle-necks
in energy and other industrial inputs.

Given the systemic inconsistencies outlined above, the re-
forms of the 1980s on balance complicated macro-econormic
control and exacerbated excess demand. Intentional reduc-
tion of wholesale and retail price controls allowed the grow-
ing imbalance to be translated into price increases. As a
result, by various measures, the rate of inflation in China
moved significantly upward after the mid-1980s, as shown in
figure VI.12.

‘The crux of the problem of decontrelling prices in China
has been the use of two or more categories of prices for an
increasing number of agricultural and industrial goods.®® A
proportion of the output of these goods remains subject to
central price controls and production quotas. Producers may
sell the remainder direct at generally higher market prices,
While decontrolled prices have provided greater production
incentives and elicited increased responsiveness in supply,
they have also resulted in more rapid price increases owing to
the monetization of growing excess demand. Until the most
recent round of price decontrol in 1988, centrally conirolled
prices were adjusted in tandem with market prices, but re-
mained below them.® Price reforms in 1988 focused on the
decontroi of retail prices of non-staple foods in urban areas.

Figure VI.12. China: measures of
inflation, 1976-1989
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Substantial excess demand for these goods led to drastic
price increases, and the reforms were quickly aborted.

Significant changes in relative prices have resulted from
price adjustments and reforms (see figure VI.14). However,
relative prices are still not so rational as desired. Especially

distorting is that the relative prices of non-staple foods, fuels
and utilities are still set well below their market prices. Agri-
cultural prices were adjusted upwards significantly both
through increases in government procurement prices and the
expansion of free markets. Prices of energy, primary com-
modities and intermediate goods were also raised in official

60 ¥ Ishihara, “Planning and market—Ching", The Develaping Economies, No. 4 (1987), pp. 287-309

61 N, Chenand C. Hou, “China’s inflation, 1979-1983: measurcment and analysis”, Economic Development and Cultural Change, No. 4
(1986}, pp. 811-836; W. Byrd, “The impact of the two-tier plan/market system in Chinese industry"’, Journal of Comparative Economics,

No, 3(1987), pp 293-308
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prices as well as in extra-plan prices discussed above. The
adjustment of prices for manufactured consumer goods was
not uniform. Some were reduced while others were raised, at
times in combination with a varying degree of relaxation of
central price control. With the inexorable growth of invest-
ment, prices of construction materials and other industrial
inputs soared. The pressure from rapid growth in income
also drove up drastically the wholesale and retail prices of
foodstuffs. All these culminated in soaring inflation in 1988,
which led to the postponement of any further decontrol of
retail prices and the re-stablishment of price ceilings.

An important role in bringing about these imbalances has
been played by the monetary and fiscal reforms. As a result
of major reform measures in the banking sector implemented
between 1979 and 1984 commercial banking functions de-
volved upon specialized banks and an attempt was made to
establish a functioning central bank.® Concurrently, the cen-
tral control of funds for enterprise investment was also
shifted from the central budget to bank credits. The major

instruments of money supply control available to the central
bank are its credit to specialized banks, credit ceilings, re-
serve requirements and interest rates. The effectiveness of
the last two indirect measures is undermined by the Jack of
accountability of the specialized banks and their branches
and the political pressure exerted by local governments on
these branches to extend credit to local enterprises. As a
result, the most frequently used control has been the imposi-
tion of ceilings on the total amount of outstanding bank
loans, generally resulting in resource misallocation as state
firms tend to be favoured in credit allocation at the expense of
private and co-operative sectors.

In the context of this system and the priority of rapid eco-
nomic growth, there was a general tendency towards a high
rate of growth of money supply between 1983 and 1989, with
sharp fluctuations reflecting periodic attempts at contraction
based on draconian reductions in the money supply (see fig-
ure VI.15). The direct effect of expansionary monetary pol-
icy on inflation can be observed with a lag of a few months.®

Fipure VI.13.  China: wage, productivity
and price changes, 1975-1989
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62 For a broad discussion of financial eeforms, see W. Byrd, China 's Financial System The Changing Role of Banks (Boulder, Cotorado, West-
view Press, 1983), and P. Bowles and G. White. “*Contradictions in China's financial referms: the refationship between banks and enter-

prises” . Cambridge Journal of Economics. No 4 (1989), pp 481-495

63 Szapary, op cit : G Chow, "Money and price level determination in China™, Journat af Comparative Economics, No 3 (1987, pp

319-333
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Figure VI 14 China: indices of relative
prices, 1980-1988
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There was a significant decline in the velocity of money
between 1978 and the mid-1980s, reflecting a change in the
structure of the demand for money. While the precise reasons
for this are not clear, the major factors behind it could have
been involuntary savings due to excess demand, the moneti-
zation process and a possible change in the structure of sav-
ings due to increasing transitory household incomes and in
the marginal propensity to save from permanent income.®
Price reforms in 1988 and the resultant price increases al-
tered the inflationary expectations of consumers while inter-
est rates were not adjusted in tandem. Savings were therefore
drawn down drastically for hoarding.

The latest round of stabilization since late 1988 relies on
greater utilization of interest rates and recognition of the
need to deal with expectations of rising inflation. Interest
rates on long-term bank deposits were increased above the
rate of inflation and indexed to yield a positive real rate. In-
terest rates on loans to enterprises and reserve requirements
were also raised. More traditional methods, including the
compulsory purchase of government bonds out of current

wage earnings of urban workers, are also employed. This is
reinforced by the postponement of price reform. Neverthe-
less, the setting of bank credit ceilings is stili the primary
method employed to restrict investment growth. This has
also contracted the supply of working capital as well as of
funds for agricultural procurement and has indirectly
squeezed bonuses, resulting in slower growth in wages.
Therefore, there is persistent pressure to raise the ceiling or
to make exceptions,

The decentralization of the fiscal system since reform has
shifted the share of resources directly controlled by the cen-
tre to local governments and firms. The total tax revenues of
the central budget as a proportion of gross national product
(GNP) declined from 34 per cent in 1978 to under 20 per
cent in 1988. There was no commensurate decline in central
expenditures. The result has been persistent but, on average,
small budget deficits since 1978.% In 1979 and 1980 and
between 1983 and 1987, the entire deficit or a substantial
pottion of it was financed by money creation, with inflation-
ary consequences. In contrast, in periods of stabilization, in

& Naughton, op. cit; A. Feltenstein and I Ha, “Measurement of repressed inflation in China: the lack of coordination betweea monetary
alicy and }?ricc controls™ (Washington, D .C., World Bank, 1989); Y. Qian, “Urban and rural household saving in China™, fnternational

gdonerary
85 The largest wese in 1979 and 1980, constituting 5.2

Uund Staff Papers, No. 4 (1988), pp 592-627; Szapary, op. cit.
r cent and 3.8 per cent, respectively, of GNP The size of the deficit dropped and

remained around | 5 per cent through the carly 19805 and had increased to 2.4 per cent by 1988!
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Figure VL 15, China: money supply and
credit growth, 1978-1989
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1981-1982 and 1988-1989 for example, deficit-financing re-
lied on the issuance of bonds.

Since reform, the structure of expenditures has shifted in
favour of subsidies to urban households and enterprises at the
expense of centrally financed investment {o control the
budget imbalance (see figure VI 16) This has slowed down
much-needed infrastructural development as these invest-
ments declined from 44 per cent of expenditures in 1978 to
26 per cent in 1988, The rise in the share of consumption
subsidies was dominant through 1984 as the Government
preserved teal consumption of the urban population in the
face of price increases. Since 1983, there has been a rever-
sion to greater decontrol of consumer prices and less of a
commitment to substantial consumption growth.

At the same time, the patiern of “extensive” investment
financed directly and indirectly by the central budget has
persisted among enterprises, as have other management inef-
ficiencies. The financial losses incurred by some enterprises
from the price increases since 1985, resulting from the re-
duction of planning in production and wholesale prices and
very rapid growth in demand, necessitated significant in-
creases in the amount of subsidics paid to firms . Thus, in the
face of decentralized decision-making and ineffective
macro-cconomic policy, the distributional priorities under-
lying the new development strategy have benn only partially

attained to date. Consumption growth was rapid until the
mid-1980s but has slowed significantly since then. At the
same time, rapid economic growth was achieved with fewer
efficiency gains than had been hoped for and much less price
stability than desired.

The current stabilization programmie in place since late
1988 is the third major attempt at slowing economic growth
and price increases during the last decade. To stem soaring
inflation, the 1988 price reforms have been postponed until
after the fiscal imbalance has been significantly reduced
through contractionary macro-economic policies. However,
the econormic system in which these policies are being imple-
mented is littie changed from that of 1985, so that the prob-
lems encountered then can be expected to resurface. That is,
cxpansionary tendencies are generated by a partially decen-
tralized system with distorted price and incentive systems,
while the fiscal and monetary institutions necessary for indi-
rect macro-economic management are stifl undeveloped.

The pace of economic reform has slowed progressively
with the indefinite postponement of price reform in late
1988 It came to a virtual standstill with the change in leader-
ship in June 1989. Policy makers equated the need for eco-
nomic stabilization with increased emphasis on
centralization rather than further reform. A return to govern-
ment monopoly in the distribution and pricing of certain

149



Figure VI 16.  China: composition of
government expenditure, 1978-1988
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goods, such as agricultural inputs and some durable con-
sumer goods, was considered an important means of control-
ing inflation and improving supply. With the subsequent
change in leadership, the shift towards recentralization be-

came more pronounced. This has led to postponement of

further reform, particularly in pricing, credit allocation, la-
bour and wage policies, enterprise autonomy, the distribu-
tion system and ownership rights.

There is perhaps one major change in the macro-economic
priorities that may result in greater resoluteness in slowing
down the economy: the importance of controfling inflation is
now seen as outweighing the pursuit of rapid economic
growth. The distributional effect has been the erosion of real
income and consumption growth, with the impact greatest
on state employees and pensioners. An integral component
of current stabilization policies, however, will have to be a
continuation of low consumption growth, particularly if in-
vestment growth cannot be effectively controlled.

The contractionary macro-economic policies have so far
generated some positive results. Output growth in 1989 de-
clined markedly to 3.9 per cent while inflation had moder-
ated significantly to under 10 per cent by the second half of
the year. The retrenchment in investment has been much
sharper in terms of central budget outlays for infrastructure

and investment in collective and private sectors relative to the
state sector. Real urban wages and rural incomes declined.
Unemployment has also worsened significantly in both ur-
ban and rural areas. As a result of earlier hoarding, higher
interest rates and a reduction in real income, consumption
growth has declined drastically, the velume of retail sales
shrinking by 8 per cent for the year as a whole. Inventory
accumulation in the commercial sector has exacerbated the
problem of liquidity shortage. Excess demand in intermedi-
ate goods as well as in certain foodstuffs, in contrast, has not
changed fundamentally.

For 1990, the Government is continuing with moderate
aggrepate output growth, with priorities still in agriculture
and state industries producing energy and key intermediate
goods. Money supply and credit growth are targeted to be
maintained at the 1989 levels, but are scheduled to be much
higher during the first half of the year to avert a recession.
The latest focus of macro policy is on the trade-off between
stabilization and economic growth, which may influence the
monetary stance later in 1990. Income and employment poli-
cies will be loosened to stem the continued decline in real
urban income. The promised increases in wages, even for
redundant urban workers, and pensions will continue to pro-
pel excess demand, whose eradication will therefore be more
difficult than it would otherwise have been.
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Infiationary pressures and perestroika in
the Soviet Union

Whether inflation could occur in the Soviet Union and, if
it has ocurred, to what extent, are two questions that have
been discussed for decades. The first question raises a more
philosophical range of issues; the second focuses primarily
on more practical matters. For many years, it was argued that
inflation did not exist as macro-economic management
through detailed central planning was held to succeed in
maintaining balance, if not instantaneously at least through
subsequent planning periods. This position was burtressed
by statistical measurements, mostly of an ad fioc nature, un-
derlining the stability of wholesale and retail prices over the
long haul.

From time to time, these fixed administrative prices were
revised, some being lowered and others raised, but a pro-
nounced upward trend was rarely discernible either from of-
ficial statistical releases or more academic research in the
Soviet Union.* Both stances have been heavily criticized in
the western literature about Soviet economic development
almost from the beginning of central planning in the late
1920s. Since glasnost and perestroika, very probing ques-
tions about inflation have been raised also in the Soviet Un-
ion by academic researchers, government officials and the
public at large.©

Unfortunately, there is as yet no consensus on the precise
measure of inflation in the Soviet Union, when it was most
intense, and the chief institutional and policy mechanisms by
which it was driven, controlled or suppressed. But there is by
now ample evidence, although not so far uniformly en-
dorsed, to refute earlier claims about the avowed success
with stabilization under orthodox central planning.

Obtaining reliable quantitative indicators and cogent ex-
planations of causalities are by no means tasks resolved by
consulting official statistical releases. For one thing, there is
still no official retail price index.® Moreover, implicit defia-
tors, such as are embodied in official aggrepate output indi-

cators or the pational accounts, have come under sharp
criticism from Soviet observers. There is now broad agree-
ment that official measures have not quite come up to par.
The least controversy exists about the fact that greater atten-
tion ought to be paid to measuring qualitative changes in
products and distinguishing more rigorously between genu-
ine improvements and purely nominal ones that in fact con-
ceal price hikes. There is greater controversy over other
methodelogical features of empirical measurements whose
treatment (for example, the insertion of new products in sta-
tistical series) leaves much to be desired. Furthermore, there
is growing recognition that in “‘shortage™ economies, such
as the Soviet one, no measure of inflation; short of it being
built up from detailed micro-economic observations about
prices and many other indicators that influence economic
behaviour, can adequately reflect imbalances in the econ-
omy.®

Owing in part to the unsatisfactory nature of official mea-
surements’ and the growing public concern about inflation,
various Soviet organs and private researchers have begun to
release their own estimates, which vary considerably 7' BEsti-
mates for 1989, for example, range from the near-official 2
per cent to over 10 per cent.™ The more optimistic estimates
are usually prepared on the basis of official statistical re-
leases This presumes that reliable consumer price indices
can be computed from a stable pattern of consumption, irre-
spective of the palpable structural shifts in consumer beha-
viour and sizeable changes in the quality and availability of
goods and services—a strong assumption given the bulging
imbalances since perestroika. The higher estimates take into
account changes in a wider pattern of consumer prices, re-
flecting the more rapidly escalating prices for new products
and in co-operative markets, as well as changes in the pattern
of consumption and in the quality of goods and services be-
ing sampled . Though official measures of open price infla-
tion in 1989 came to about 2 per cent, imputations of price
movements that would have been required to equilibrate mar-
kets have yielded an offical inclusive rate of 7.5 per cent.™

66 For a perceptive note on e reason for this. see Anders Aslund, Gorbachev's struggle for economic reforms (London. Pinter. 1989), pp 3-8
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For two recent Soviet aralyses of inflation under centrad planning and beyond, see Yury Yakovels. “Inflyatsionnaya volna: prichiny, sledstvia,
protivodeystvie™, Hoprosy ekonomiki (Moscow), No. 9 (1989), ﬂ) 26-33, and Ruslan Grinberg, *Inllyatsia v solsialisticheskikh stranakh:
zakonomernost i osobennosti”, Mprosy ekonomiki (Moscow}, No 9 (1989), p.‘67.—76 Simitarly critical questions h:_we been _fc-cxulmr)Ed
in the western literature  For two recent inquirics with usefud references, see Viadimir G Treml, “Perestroika und Soviel statistics™, Sovier
Economy. No 1 (1988), pp 65-94; and “Dr Vanous's ‘Dark side of glasnost” revisited” . Comparative Economic Sindies. No 4 (1989), pp
95-109.

In November 1989, the Supreme Soviet instructed the State Conunitiee for Sttistics in conjunction with the State Conunittec on Prices to
devise during the first quarter of 1990 a system for caleulating reliable price and inflation indices (sec Prave (Mascow), 29 November 1989
pp- I and 3)

This issue is intertwined with the modelling and simulation of economies in fundamentally chronic disequilibriem For a recent review ol the
many issues invoived, see Christopher Davis and Waojciech Charemza, “Introduction to models of disequilibrivm and shortage in centrally
planned economies™, in Models of Disequilibrium and Shoriage in Centrafly Planned Economies. Christopher Davis and Wajciech
Charemza, eds {(Loadon and New York, Chapman and Hall. 1989}, pp 3.25

Price statistics are now considered to be one of the least reliable statistical measures collected, compited and disseminated by the official
statistical authoritics, especially Goskomsiar or the State Committee on Statistics (see Ekonamicheskie nadd (Moscow), No. 6 (1989}, pp
64-72). For a broader assessment of problems with Soviet statistics, see G N Zoteev, O printsipakh perestroiki statistiki natsionalnogo
dokhodu 85SR", E G Yasin.Perestrotka i stnivtika ', and “Krugly stof redakesii ' Ekonomika { muicmaticheskie metody {Moscow), No 5
{198%)

Many important indicators are presented in the Suv':clfprcss rather c::rclcs.'ﬂly, therchy further compﬁcalimiz' indeperdent assessmest For
cxample, the increase in moncy in circulation for the first three quarters of 1989 relative 1o the corrcs!?om lnlf g)crmd ol the preceding year was
reported at 17 per cent in one authoritative source {Ekonomicheskava Gazera (Moscow), No 44 (1989). p 18}, but at 33 per cent in another
source (Literamrnaya gazera {Moscow), No 48 (1989).p )

The latier is from M Panovaand Y Yakutin, "Muery chrezvychainye. no neobkhodimye™, Ekononiicheskava gazeta (Moscow), No 47
{1989),p 9

See V1. Kirichenko, * Trudnye shagi ckonomiki™, Pravitel stvenny vestnik (Moscow), No 4 (1990}, p 3 Such an official measure was
unheard of even s recently as @ yedr ago
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‘Whatever the precise magnitude of inflation may in the end
turn out to have been, there is at this stage little dispute that,
during the past 20 years or so, the growth in the Soviet popu-
lation’s monetary income has been sharply eroded through
inflation of one kind or another Likewise, there is now
broad agreement that the intensity of inflation has fluctuated
over time, partly related to Soviet domestic and trade per-
formances but also to macro-economic policy stances. It is
worth stressing, though, that fiat price revisions, as in 1967
and 1982 (see figures V1.2 and VI 17), appear to be the key
contributor to the upward price drift. The core missing factor
in these measures, given the fixed-price régime in most
years, is the degree of repressed inflation, which has mani-
fested itself in all the forms discusséd earlier But there has
also been monetized inflation that has not so far been ade-
quately measured . Both have markedly undermined the pur-
chasing power of the rouble and hence jolted the confidence
of the population in the Soviet currency In addition, there
have been more intricate repercussions on the trade-off be-
tween leisure and effective work effort,

Except for Albania, the Democratic People’s Republic of
Korea and Mongolia, the Soviet economy was arguably the
muost orthodox planned economy at the outset of perestroika.
Certainly, various modifications to the traditional planning
system had earlier been envisaged and partly pursued.™ Al-
though especially the so-called Kosygin reform of 1965—the
archetype of administrative decentralization—aimed at de-
volving greater autonomy upon enterprises, whose activities
would be geared to the profit motive as well as by other pa-
rameters, and lower-level planning organs, it was generally
highly conservative as far as price reform was concerned. It
sought to recentralize the mechanism of price-setting, after
the devolution upon the regional planning offices, and to in-
troduce price revisions  Letting prices reflect market forces
and linking them with external trade prices were not even
considered at the time. At best, the authorities aimed at re-
setting fiat prices so that they would better reflect average
input cosis for the branch as a whole. Retail prices for food
and light manufactures were reset in late [966 and new
wholesale prices were introduced in July 1967. But soon
thereafter, recentralization occurred because of disenchant-
ment with the reform

More recent attempts to restructure the Soviet econouuy
include the industrial reorganization introduced in 1973 and
the effort of mid-1979 to revive key elements of the 1965
reforms. Neither envisaged a loosening of the price régime,

although changes were introduced at one point or another.
Especially the 1979 reform and its emphasis on profit as a
central performance criterion of enterprise autonomy gave
rise to concern about prices. But both were half-hearted at-
empts at streamlining the output structure and failed to make
major changes in the official role of prices in micro-eco-
nomic decision-making.

Inasmuch as profit depends on input and output prices, and
for a firm the former were more difficuit to control than the
latter, a favoured way of concealing price increases tacitly

encouraged with the 1979 reform was the introduction of

ostensibly new products at higher prices, Because the imple-
mentation of price revisions and price-setting regulations fa-
voured “new"” products, the gencral level of retail prices was
affected by enterprise behaviour. Though measurement re-
mained inadequate, the retail price index by 1980 was per-
haps four points above the level observed in either 1970 or
1975; a similar increase occurred in the next five years (see
figure VI 2) 7 Price increases since then have been around
2-3 percent a year. As noted, however, these data coatinue to
be contested in the professional literature. But there is no
dispute about the fact that essential consumer goods and
services continue to be heavily subsidized from the central
budget.” In 1988, this amounted to 91.5 billion roubles or
the equivalent of 20 per cent of budget expenditure. These

subsidies are contributing to substantial budget deficits, of

the order of 90 billion roubles or 10 per cent of GDP in 1989
alone,™ and to a rising national debt.™

As a result, when the Soviet leadership decided to embark
on peresiroika in 1986 and subscquently to pursue radical
reform with determination, its starting conditions were by
and large the institutions and instruments of central planning
in physical detail. These had been compounded by lax mone-
tary and fiscal policies, including the legacy of unbalanced
growth since the mid-1970s

Soviet imbalances exemplify the three types of imbalances
discussed in the first section of this chapter. Policy makers
have now to come to grips with a substantial monetary over-
hang inherited from undisciplined economic policies pur-
sued especially since the 1970s. This inherited imbalance
has since been augmented by major errors in formulating and
implementing macro-economic policics, some of which
could have been avoided.™ One such decision has been the
anti-alcohol campaign launched in 1985, which forcefully
reduced output in part through the wanton destruction of the

T4 For a broad review of Soviet reform attenipts and their results, see Ed A Hewent, Reforming the Seniet Econe mv—Equality versus Efficiency
(Washington, DC. The Brookings Institution, 1988), especially pp 221-302

7S For details, see Gertsude E Schraeder, ™ The 1966-67 industrial price reform: a study in complications ™, Seviet Studies. No 4 (1969), pp

462477

VK Senchagov, “Anutomiz tseny ", Kommenist {Moscow), No 16 (1989), pp 12-27

77
in 1987 (Yakovets, ep. cit , p 32}

T8 1t s to be slashed to 60 hillion roubles in 1990
0

The redistributive role of the budget bas increased enormously 1 accaunted for 55 per cent of aational income utilized in 1970 but 74 per cent

Earlicr, a deficit of roughly 100 bittion roubles or 1 per cent of GDP had been expected (Y. Borozdin, ~Ekonomicheskaya refornia i

tovarno-denczhnye otnoshenia™, Yprosy ekonomiki (Moscow), Nao 9 (1989, p. 17), The domestic debt because of borrowing in the Soviet
Union was reporied to be 400 billion roubles in 1989 (S. Dzarasov, “Reforma 1 rubl”, Plunovoe khosyaisve (Moscow), No. 12 (1989), p.
27}, But there has been growing concern about the proper definition of national debt

#0

The precise size of the overhang is a matter of dispute. It encompasses part (perhaps §50 biltion roubles) of the population’s savings deposits;

art of the holdings of enterprises that can be turned into cash, perhaps through surreptious transictions with co-operatives; and “hot money”
in the second economy. This involves billions of roubles but there is no agreement on precisely how niany Combined, however, the overhang
amounts to at least the annual value of retail trade {400 biilion roubles in [1989)
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Figure VI I7. USSR:
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capital stock in vineyards and distilleries. Because of this
cut-back, the government budget lost a substantial amount of
revenue, estimated at around 40 billion roubles, for which no
substitute was found. Moreover, moonshining took a major
leap forward, thereby diverting a substantial amount of fiscal
revenues to the second economy and leading to an increase in
the amount of **hot money™. Furthermore, this development
could proceed only by laying claim to subsiantial foreign cur-
rency resources 1o finance imports. Many Soviet economists
now feel that these resources could have been better allocated
to procuring durabie consumer goods or foodstuffs in great
demand.

Inexperience with steering an economy in transition, let
alone a more market-oriented economy, has resulted in
macro-cconomic policies that are not capable of maintaining
current balance, far less correcting imbalances inherited
from past mismanagement . Furthermore, little progress has
been made with rectifying distorted relative prices. If any-
thing, the disarray in relative wholesale and retail prices has

been compounded by the rational reaction of decentralized
units to an irrational economic situation.

The characterization of current Soviet reform as one that
aims at market relations is not really warranted as yet * So-
viet decision makers appear to envision essentially maintain-
ing a considerable degree of central policy control, including
control through planning channels.” But they want micro-
economic tasks to be discharged by decentralized units that
are not complelely free to decide upon input and output pro-
files, that cannot choose sources of supply of primary and
intermediate inputs and how best to dispose of final prod-
ucts, and that have little control over price formation. At the
same ti~ .z, the aim of policy is to integrate the Soviet econ-
omy more fully into the global economic framework with-
out, however, automatically linking domestic with external
prices as this might undermine the desired degree of domes-
tic pricing and policy autonomy

Pursuing decentralization in the absence of a competitive
environment and efficient and flexible prices, including ex-

84 For a discussion of the ambivalence on this issue. see A Bachurin, * Kakoy rynok nam nuzhen”, Planovog Mhiozyaistvo (Moscow), No 1

{1990), pp. 42-31

B2 Ewven with the most recent rcforn_m]mi_(m of the ubtimate objectives of the reform policies, it xs aol very clear whether full marketization, for
example in Poland or Viet Nam. is being envisaged for the near term But the policy debate in the Soviet Union has been changing rapidly

these past months



change rates, supported by a fully operative network of inter-
mediating financial institutions and adequate instruments
can be risky and counterproductive. The experience with

perestroika to date has amply underlined these dangers, if

only because the partial loosening up of the enterprise deci-
sion-making sphere enacted in early 1988 resulted in inex-
pensive goods and services becoming scarce and prices
going up. Given the constraints on enterprise behaviour and
the highly monopolistic nature of economic structures, in-
cluding very limited import competition, this is precisely the
kind of profit-maximization response from micro-economic
units that should have been anticipated: firms with any de-
gree of freedom at all utilized the decentralization opportu-
nity to move into high-profit activities and to pass on profit
increases to workers as wages, rather than envisage the more
arduous task of boosting factor productivity and output. This
stance was actually supported by inadequate monetary and
fiscal policies. The latter owe much to persistent government
deficits partly financed by issuing money.

Perhaps most blatant has been the lack of financial disci-
pline of the nominally decentralized banks. Because of easy
money available to them from the central bank, firms have
not at all been restrained in keeping with economic rational-
ity, the desired outcome of macro-economic policy or the
intrinsic input-output constellation of the firm in question.
Until recent stabilization measures, the issuing of money was
not actively discouraged. In 1989, it was expected that
money in circulation would exceed the supply of goods and
services by 18 billion roubles, representing about 5 per cent
of the value of retail trade. An effort is being made to com-
press this addition to an already substantial monetary over-
hang to about 10 billion roubles in 1990. This substantial
increase in the money supply is one of the endemic sources
of pressure exacerbating market imbalances.

After nearly five years of perestroika with growing im-
balances, the Soviet leadership now appears determined to
tackle at the source of the crises that are choking the Soviet
economy in general and the consumer in particular Cer-
tainly, the Government earlier tried to implement measures
to curb inflation and stabilize the economic situation to some
degree, but made no sizeable impact. There is now broad
agreement that something bold needs fo be done soon. But
what precisely should be done, and how quickly stabilization
should be pursued as a necessary prelude to making headway
with genuine decentralization are key issues of the ongoing
reform dialogue that figure prominently on the policy
agenda,

With a rapidly worsening econormic situation in 1989, es-
pecially in key consumer markets, there was little alternative
but to seck substantial stabilization. In late 1989, Deputy
Prime Minister Leonid Abalkin submitted a proposal to
complement perestroika. 1t included a fairly detailed stabili-
zation programme until the end of 1990 as a foundation for
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moving swiftly ahead with reform. The post-stabilization
part of the programme consists of thiee stages: the start-up of
genuine reform during 1991-1992, the comprehensive intro-
duction of the new system during the following three years
and the full realization of the programme and making it com-
pletely operational during the second half of the 1990s.

The stabilization package had three components. First, it
envisaged a deficit-reduction programme, a tight-money
policy, a far-reaching effort to improve the supply of con-
sumer goods and services and a range of measures to gradn-
ally reduce the monetary overhang. The second component
would be provided by cementing in the legislative bases for
new economic measures by adopting laws and regulations on
the banking system, economic stabilization through macro-
economic policy and anti-monopoly measures. The final set
of measures aimed at re-establishing social stability, includ-
ing regaining grass-roots support for and belief in the Gov-
ernment’s ability to cope with the prevailing crises.

Part and parcel of the stabilization effort would be the
elimination of loss-making firms in the course of 1590 by
transferring assets. This could take virtually any form other
than outright privatization. The forms envisaged included
leasing, management contracts and conversion into co-oper-
atives or joint-stock companies. This was intended as a pre-
requisite for launching new wholesale prices in 1990 and
genuine wholesale trading, as opposed to the overwhelming
use of state orders "

This moderately ambitious programme could have helped
to rectify the most egregious imbalances in the Soviet econ-
omy, but it failed to elicit the support of parliamentary or-
gans, which were unusually disputatious. Only a much less
radical set of measures was approved, aimed at protecting
real incomes, state enterprises and spreading the adjustment
of relative prices over a longer period of time. In its resolu-
tion of 20 November 1989,% the Supreme Soviet adopted a
package of anti-inflationary measures that included tempo-
rary suspension of some paragraphs of the USSR law relating
to setting contract prices for basic foodstuffs and certain noa-
food goods in wide use as well as foreign trade in consumer
goods and basic raw materials for their production. At the
same time, the Government implemented some measures to
prevent the removal of cheap products in great demand from
production and a hidden increase in prices for “new prod-
ucts™,* both aimed at stabilizing consumer markets. Fur-
thermore, the programme seeks to spread stabilization over a
multi-year period, and the Government has drawn up lists of
essential products whose prices cannot be changed at the
present time. Moreover, measures are being discussed to
compensate some strata of the population for the erosion of
fixed incomes. Finally, bold measures were taken to bolster
production and destocking of consumer goods, including
goods from the military sector, and increase the sale of
houses and apartments.

For more details on the role of state orders as intended by perestroika and as actually practised, see Hbrld Economic Swrvey, 1988 (United

Nations publication, Sales No E.88.11 C I}, pp. 109-117; and Horld Economic Survey. 1989 (Uniled Nations publication, Sales No

ESOIC1).pp 21-25

85 Reproduced in Pravda (Moscow), 29 November 1989, pp 1 and 3
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At the same time, the Congress of People’s Deputies de-
cided that the Government should accelerate the implemen-
tation of radical reform, set in train measures for financial
recovery, stabilize money circulation and satisty consumer
demand during the period 1990-1992. Also during that per-
iod new methods of macro-econemic management should be
devised. In addition, the role of commercial lending should
be enhanced and guided by monetary policy, Furthermore,
during 1990, draft laws on ownership, including ownership
of land, on the autonomy of republics and regions (oblast),
on the banking sector, on regulating investment activity, on
employment and on related reform matters should be final-
ized. The Congress also authorized the Government to initi-
ate measures to stabilize the prices of essential consumer
goods and protect real incomes of special groups in 1990,

In sum, there has been a broad debate on how to reform the
Soviet economy since the inception of glasnost, especially
with the constitution of new parliamentary organs since
1987. There is now a muainstream view that genuine eco-
nomic reform with balanced macro-economic policies will
take at least a decade. Such reform may be constructed in two
phases, during which an interconnected system of pragmatic
measures will need to be instituted to improve the efficiency
of the Soviet economy and ensure its integration in the world

economy. The preparatory stage of urgent economic stabili-
zation measures, which will take at least until 1992, should
get the economy out of the doldrums. The conditions neces-
sary for changing relative prices to reflect underlying scarci-
ties should be put in place by enacting measures to counter
the monetary overhang, largely by increasing the supply of
goods and services and widening the range of assets that
households and firms can hold. Price reform is now planned
to be carried out gradually, starting with wholesale and pro-
curement prices from 1991 onwards; retail prices are to be
dealt with later.

Before this genuine reform can be fully addressed, how-
ever, it will be necessary to resolve the food problem, the
budget deficit and the worsening situation in consumer mar-
kets, and indeed to ensure more balanced économic develop-
ment through stringent fiscal and monetary policies. Further
integration in global trade should be pursued to facilitate the
necessary structural change in the Soviet economy which
may, in time, yield increased exports of mapufactures.
Greater efficiency in imported capital goods may mean that
consumer goods can be imported to supply domestic mar-
kets. To this end, new regulations giving firms greater auton-
omy in foreign currency matters are to be introduced in
1991

Conclusions

This analysis of the origin and propagation of inflation in
reforming planned economies, has demonstrated that there
are essentially three broad factors that need to be distin-
puished: inherited imbalances, inadequate macro-economic
policy co-ordination during the transition phase and the need
1o reset relative prices so that they reflect underlying scarci-
ties. These factors are the key determinants of excess de-
mand spilling over into price pressures and'‘monetizing”
itself when market adjustments are permitted. To minimize
the adverse effects of pursuing radical economic reform, the
policy response to each of these factors should be custom-
made.

Inherited imbalances need to be tackled through means
other than the fine-tuning of economic instruments. Their
compression or elimination requires extraordinary mea-
sures, such as confiscatory monetary reform, the creation of
new financial assets for private agents, the sale of addition-
ally earmarked goods and services, the mobilization of for-
eign exchange at or near its shadow cost for filling gaps in
domestic retail markets, the sale of statc-owned or social
property or other steps that help to mop up excess liquidity in
circulation.

In contrast, rectifying current macro-economic im-
balances should be the objective of putting in place proper
monetary and fiscal policies, including the institutional and
instrumental infrastructure through which such policies can
be implemented in an orderly way, Inasmuch as these mecha-
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nisms in planned economies are underdeveloped, it will be
necessary during the transition to experiment with new poli-
cies and their institutions and instruments in order to fine-
tune the macro-econotnics of the transition and eventually of
the market-oriented economy. Under some circumstances, it
may be necessary to adopt comparatively tight macro-eco-
nomic policies, if only to avoid an inflationary spiral

The evidence on the methodology of reform and stabiliza-
tion as well as the examination of the experience with infla-
tion shows how important the connection between reform
and open inflation is. The latter is an inevitable consequence
of policies that aim at adjusting relative prices in line with
underlying relative costs. To the degree that this is the statis-
tical result of a once-and-for-all correction of relative prices,
especially the upward adjustment of prices for key consumer
goods and services, the rise in prices is not necessarily
alarming. Without reliable guides on trade-offs to micro-ec-
onomic choice, market orientation wiil remain elusive or
dysfunctional. Policy makers should primarily be concerned
with mitigating the adverse income effects, particularly for
the poorest layers of society, of such inflation and ensuring
that competition proceeds with minimal abuses. This may
call for revised aggregate price and income policies in sup-
port of a social safety net for those strata of society most
adversely affected by price shifts. This is required simply to
cushion against severe losses in real income levels as prices
of essential poods and services, traditionally subsidized un-
der central planning, are bound to rise disproportionately.



‘The monetization of imbalances accumulated at the time of
physical planning (so-called repressed inflation) com-
pounded by persistent imbalances during the transition from
traditional planning to a more market-oriented mode of deci-
sion-making are worrisome, They not only erode purchasing
power and wealth, but also undermine key features of stabil-
ity in socialist economies. Rather than revert to administra-
tive decision-making, the concern at the policy level about
inflation should be addressed through proper macro-eco-
nomic policy measures.

As a result, guestions about the consistency of system re-
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form and the compression of inflation, the design of reforms
and unexpected domestic and external events that exacerbate
inflation, the sequencing of reform measures and the steady
fine-tuning of macro-economic policy stances have to be fur-
ther explored. Although a fully dovetailed programme can-
not be designed ab initio, reform blueprints so far have only
inadequately sought to come to grips with these interrelated
technical features. Fine-tuning of policy during the imple-
mentation process could be geared towards tackling those
issues so that they do not detract attention from the main
purpose of the reform.




Chapter VII

EXTERNAL ECONOMIC FACTORS AND SOCIAL
CONDITIONS IN DEVELOPING COUNTRIES

The economic and social progress that took place in the
1970s came to a halt in many developing countries during the
1980s. In others, particularly in South and East Asia, eco-
nomic growth accelerated, the relative number of the abso-
lute poor decreased and social indicators showed solid
improvements.

The reasons for the change in trends, and particularly for
the diversity of situations, have been analysed extensively in
a number of studies and reports of the United Nations sys-
tem, international institutions, individual Goveraments and
academic institutes. In previous issues of the World Eco-
nomic Survey, national and international causes of the varia-
tions in the rate of economic growih in different groups of
countries have been analysed.' In many countries rigid eco-
nomic and social structures inhibited rapid adaptation to the
changed enviromment of the late 19705 and early 19805 ina
Jarge number of countries, the magnitude of the shocks—

escalation of interest rates and a major drop in the prices of

commodity exports—overwhelmed adjustment pro-
grammes. In others, the difficulties stemmed mostly from
the inability to expand agricultural-in particular food—pro-
duction. Finally, in several countries, prolonged armed con-
flicts adversely affected economic activities and diverted a
considerable amount of resources from development.

The link between changes in gross domestic product or
national income and social indicators is tenuous, particularly
in the short-term. Institutional changes, targeted policies for
certain social services or to improve nutrition, and measures

to make income distribution less unequal can have a much
greater impact on social welfare and social progress than an
acceleration in output expansion. Yet, two propositions re-
main valid. First, in the medium- to long-term, improve-
ments in social conditions require a growing economy.
Secondly, in developing countries with rigid economic struc-
tures and no mechanisms to buffer large segments of the pop-
ulation from an abrupt worsening of the economic situation,
the impact of an adverse shock to the economy can be very
painful. In the 1980s, natural disasters such as droughts and
floods further strained the capacity of several economies.

The terms of trade during the 1980s worsened for primary
commodity exporters. This had a direct effect on real re-
source availability Moreover, in many countries net credit
flows dwindled considerably and, for some, became nega-
tive. The persistence of high real interest rates during the
1980s also adversely affected borrowers,

The changed international econoic environment made
the need for adjustment inescapable The objectives of ad-
justrent are 1o restore the balance-of-payments position, and
especially to change economic structures so as to regain
growth momentum, but its short-term effects can be very
harsh. Yet, adjustment cannot be avoided when general eco-
nomic conditions have changed and weakened a country’s
economic position. The alternative is a further weakening.
The challenge is to design policies to restore sustained
growth without having to pay a high social cost.

Declining per capita incomes during the 1980s

About two thirds of the developing countries experienced a
decrease in their per capita income in the period 1980-1989.
In more than half of these countries, the decline was more
than 10 per cent, and in two out of five it exceeded 20 per
cent (see table VII. 1).? The magnitude of the decline and the
number of countries affected by it are without precedent in
the post-war period. The consequences of falling incomes
have often been devastating: standards of living have deterio-
rated; nutritional conditions have worsened; revenues from
excise taxes and direct taxes have been negatively affected,
limiting the scope of Governments for compensatory mea-
sures; and investments have fallen, thus reducing the poten-
tial for growth in the medium- to long-term.

Less than one fifth (16 out of 84) of the developing coun-
tries experienced growth in per capita income of 1 per cenlor

more. The population of those countries represents roughly
two thirds of the population of developing countries. Indeed,
populous countries, such as China, India and Pakistan,
achieved per capita income increases exceeding 20 per cent
between 1980 and 1989 In all three countries, per capita
income growth was faster in the 1980s than in previous dec-
ades.

In the case of the enetgy-cxporting countries, which are
mostly in the group that experienced a per capita income loss
exceeding 35 per cent, two factors were responsible for the
major declines in income: in the first half of the 1980s, ex-
port volumes declined as the oil demand of industrial coun-
tries declined; in the second half, international oil prices
plummeted Actually, the changes in per capita income of
individual countries were neither smooth nor simultaneous.

U See, for example, Borld Economic Survey 1986 (United Nations publication, Sales No £ 86.11.C. 1), Ch%lﬂ (section on diversity of experi-

ence in developing countries); World Economic Survey, 1987 (United Nations publication, Sales No E 8

C 1. chap. VHI (The

fast-growing devel oj)ing countries of the 1980s); Horld Economic Survey, 1988 (United Nations publication. Sales No. £ 88 11 C.1), chap

VI (Growth and a Y
Nations pubiication, Sajes No. E 89 I C.1), chaps. H (section on
meat and the net transfer of resources from developing countries).

[

justment in small and medinm-sized developi:ﬁ; countries during the 1980s); and World Econoniic Survey, 1989 (United
developing countsies: the growing dichotomy) asd VIIE{Economic adjust-

The table is based on a sample of 84 developing couniries. Most of the developing countries which are not in the sample are small,

low-income cotntries The avatlable data for the fatter, although incomplete, suggest that ia the large majority of them per capita income also

declined considerably in the 1980-1989 period
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Table VII.1.

Real per capita income, 1980-1989°

Decline Tncrease
(1) @ 3) ) (5) {6 ) 8
More than 35% 26-35% 10-20% Less thun (0% Less than 0% 10-20% 20-35%  Morcthan 35%
Net energy importers
El Salvador Argentinat Central African Rep Burkina Faso® Bangladesh Gambia India China
Ivary Coast Chad Costa Rica Comoros Brazil MNepal Maita Cyprus
Liberia Guatemala Ethiopia Malawi Burundi Pakistan Haong Kong
Maduagascar Hait Ghana Rwanda Chile SriLanks  Rep. of Korea
Nicaragua Honduras Kenva Yugoslavia® Colombia Turkey Singapore
Sudan Mozambique Lesotho Zimbabwe Dominican Rep © Thailgnd
Togo Niger Mali [srael
Zambia United Rep. Muauritania Morocco
of Tinzania  Panama Paraguay*

Uganda Philippines Senegal

Sterra Leone

Somalia

Urugnay

Zaire

Net energy exporters
Bolivia Algeria Mexico Cameroon Indonesia Oman
Gubon Angola Egypt Malaysia
Irag Congo Syriun Arab Rep
Kuwait Ecuador Tunisia
Libyan Arab Iran
Jamahiriya
Nigeria
Peru
Qutar
Saudi Arabia
United Arab
Emirates

Venezuela

Source: Department of International Econemic and Social Affairs of the United Nations Secretariat, based on data from ECLAC, IMF, UNCTAD, and

the Wortd Bank

@ Per capita income corresponds 1o per capita GDP adjusted for changes in terms of trade and net factor puyments. The sample consists of 84 devel-
oping countries or areas for which data are available Those represent 94 4 per cent of the total population in the developing countries in 1985 For
columas (1) through (8), the respective percentages of the total sample population are 6.9,5.8,7.9,3.7,9 4, 5.8, 27 1 and 33 5 per cent

b Those countries classified as severely indebted, according to World Bank, World Delbs Tables, 1989-90, are italicized.

¢ Not significantly different from 0

For many countries, particularly oil importers, the decline in
per capita income was more acute in the early 1980s, while
for oil exporters, the decline was more abrupt in the second
half of the decade.

In countries with rising per capita income, social condi-
tions generally improved in the 1980s. In most of them, sub-
stantial pains were achieved in agricultural production,
suggesting that both rural and urban populations benefited.
The share of the absolute poor in total population, moreover,
diminished considerably in those countries. In countries
with declining per capita income, on the other hand, living
standards worsened, and the progress observed in social in-
dicators in the previous decade slowed down considerably or
was reversed. The number of people living in absolute pov-
erty rose substantially, and it became more difficult to in-
crease social expenditures to compensate for falling
incomes.® None the less, despite smaller fiscal budgets,

some Governments redirected expenditures to increase the
protection of vulnerable population groups.*

The debt problem compounded the difficulties of many
countries with stagnant or falling per capita income. As
shown in table VII. 1, among energy importers, falling per
capita incomes were in most cases accompanied by severe
external indebtedness in the 1980s. Several countries started
to transfer financial resources abroad, as discussed in chap-
ter IV,

In sub-Saharan Africa, declining per capita incomes have
been accompanied by a relentless fall in per capita foud pro-
duction. Only in a few countries did food production growth
match population increases, as shown in chapter IX.

The crisis has been of an urban nature in Latin America: a
major slowdown in manufacturing production was accompa-
nied by increasing urban unemployment, and a substantial

3 See United Nations, “International co-operation for the ermdication of poverty in deveioping countries™, (A/44/467), Table t
4 For exampie, Botswana, Costa Rica, Chile and Zimbabwe. See United Nations Development Programae, Human Development Report. 1990

{Oxford, Oxford University Press, 19980)
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fall in real wages was experienced in the public sector.® Per
capita food production in the region was generally main-
tained at previous levels, but the rate of increase in manufac-

turing value-added slowed from 6 per cent in the 1970s to
only 1 per cent in the 1980s.°

Transmission channels and impact of external factors on
the social sitnation

The relationship between a changed international eco-
nomic eavironment and internal conditions depends on sev-
eral factors. The structure of the economy and government
policies play a major role. The perception of policy makers
and private economiic agents about whether external changes
are of a permanent or a transitory nature is also important.
The belief that problems are only transitory can lead to inac-
tion or delayed actions, which may become very costly in the
future.

Typically, before the 1980s, a fall in export prices resulted
in domestic adjustment accoriipanied by compensatory fi-
nancing. The length and intensity of adjustment depended on
initial conditions, the policies adopted and the point in time
at which export prices began to recover. The process was
usually accompanied by a slowdown in growth—in a few
cases contraction—and sorme fall in investments. Initially, a

reduction in imports as a consequence of falling terms of

trade affected manufacturing output. Investments compris-
ing imported machinery and equipment were also adverscly
affected.

The 1980s f2]] in national income, usuatly larger than out-
put (see table VII.2), had pervasive cffects that reduced op-
portunities for social progress. It diminished the room for
manoeuvre on the fiscal front as revenues from direct taxes
and excise taxes fetl. This problem has been compounded as
a result of the ways in which trade changes have also affected
government revenues. This is because a fall in export earn-
ings reduces export taxes, which often represent a large share
of fiscal revenues. A decline in imports has similar effects,
as import tariffs also constitute a significant portion of gov-
ernment revenues. Another factor leading to fiscal strains

was the rise in international interest rates

The resource constraint is only one of the factors determin-
ing whether basic social programmes are slashed more than
proportionately as a share of total budgetary cutbacks. Given
the fungibility of governments expenditures, decisions re-
garding the level of social services are determined by policy
considerations, as well as by the budget constraint. As shown
in table VI.3, Governments throughout the developing
world have in most cases sought to preserve social expendi-
tures at existing per capita levels and, if necessary, to reallo-
cate resources from other functional areas

The data cover only the period 1980-1985. Therefore, they
do not reflect the deterioration that took place in many coun-
tries in the period 1986-1989. Even so, some of the findings
are disturbing (see table VII.3) In sub-Saharan Africa, the
low levels of expenditure per student in primary education
remained stagnant, while per capita expenditure in health
declined by about 10 per cent between 1980 and 1985, In
Latin America and the Caribbean there was a corresponding
falt of 10 per cent and 5 per cent, respectively, during the
same period.

The strain in fiscal resources and foreign exchange also
had an impact on other programmes. Subsidies, particularly
food subsidies. were adversely affected in some countries.
Housing programmes and other social investments were re-
duced. Foreign exchange restrictions often led to a decrease
in imports of school materials, medicines and, in several
cases, even food, despite increasing demands.

The immediate impact of these changes on social indica-
tors such as school enrolment, hiteracy rates, infant mortal-

Table VIL.2 Growth of output and per capita income, 1981-198%

(1980 = 100)
Population Per capila pross
{millions) demestic produoct Per capita income?
1985 1980 19889 1980 198G

Beveloping countries 3655 100 112 100 107
{Excluding China) (2595) {10 98) (100) {93)
Africa 523 100 80 100 T
Latin America 403 100 a0 190 85
Mediterrancan 74 106 ild 100 113
South and East Asia 2546 100 158 100 153
West Asia 108 100 64 100 ki

Source: Department of Interpational Economic and Social Affuirs of the Unbted Nations Secretariat

4 Per capita gross domestic product adjusted {for changes interss of trade and net factor payments

5 For example, the decline in real wages in the central Government between 1980 and 1989 exceeded 25 per ceat in countries such as Bolivia,

Guatemalz, Mexico, Peru and Venezuela.

& See United Nations Economic Commission for Latin America and the Caribbean, ~ Prefiminary overview of the Latin Americin economy,

1989 (LC/G 1536)
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Tabie VIL3.

Government public expenditure in primary education

and health care, 1980 and 1985*

Heulth per

Primary education capita, as
perstudent as Primary education percentage Health per
Country groups percentage of per student. in of GDP per capita, in
developing countries GDP per capita 1980 doliars capita 980 dollars
1980 1985 1980 1983 1980 1983 1980 1985
North Alfrica 12 i3 {69 183 1.3 14 He 13
Sub-Saharaa Africa 17 ig 64 64 1 8 17 4 8
South Asia 8 il 21 13 09 12 3 5
East Asian newily
industrialized economies 10 4 197 374 03 03 8 11
Other East Asia 8 9 &9 a5 il 11 5 6
West Asiu 4 8 318 08 2.3 il 118 156
Mediterranean 7 6 a1 83 35 43 175 141
Western Hemisphere kS 9 190 171 19 20 39 37
Total 19 11 97 94 i1 12 7 7

Sererce: Department of International Economic and Social Alfairs of the United Nations Secretariat, based on UNESCO. IMF and the World Bank

* Country group averages are weighted by population

ity, life expectancy and calorie consumption is rather
teruous, with the exception of the last variable, whose varia-
tions have a direct link to per capita income and food subsi-
dies or other food aid policies of Governments. In most
countries, even in many that have experienced a considerable
fall in per capita income, school enrolment and literacy rates
have increased, infant mortality has been reduced and life
expectancy has risen. However, there has been a slowdown
in the gains achieved in such indicators during the previous
decade, and even retrogression in some cases (see table
VIL 4),

As can be seen from the trends in several social indicators,
Asia appears to have experienced gains in all of the social
indicators examined. In Latin America, on the other hand,
infant mortality rates rose marginally and net school enrol-
ments stagnated in the second half of the decade. The trends
in Africa are also disturbing, as net school enrolment de-
creased in 1987 when compared to 1980, and by mid-decade
the daily calorie supply as a percentage of requirements re-
mained at the same inadequate level of 1980,

The improvements in social indicators in the 1980s, when
they occurred, were partly the consequence of past policies,
including investments in schools and sanitation, literacy
campaigns and health education. If the social infrastructure
siarts to erode and special programmes are cut, social indica-
tors may not reflect a deterioration for several years because
of the time lags involved, Similarly, although the number of
teachers, nurses,paramedics and doctors hired for govern-
ment programmes has rarely been reduced, their pay has
been slashed in a large number of countries. The issue then is
whether teachers and nurses, faced with a fall in real wages
of the order of 20 - 30 per cent, which has been typical in
many countries, can provide the same quality of service as
before

Secondly, some of the continuing progress in certain social
indicators was due to the fact that certain improvements oc-
curred independently of falls in income For instance, im-
provements in literacy and education, leading 1o new
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understanding of heaith care, sanitation, school attendance
and the like, often began during the years when incomes
were rising but, because accumulated or acquired knowl-
edge is not lost when incomes fzll, the effects continued in
times of recession and were relatively independent of income
level. Such has been the case, for example, with the returns
on female literacy, consisting of reduced child mortality, im-
proved household nutrition and lower school dropout rates.

Thirdly, technological advances in inexpensive treatments
for diarrhoeal dehydration and the expansion of immuniza-
tion programmes in many poor countries have made possible
large improvements in mortality indicators, as has foreign
aid in food grants during times of famine. However, changes
in social indicators at the country level often hide considera-
ble disparities between groups, with some of the most vul-
nerable segments of the population often being especially
hard hit. In some localities there have been major setbacks in
social conditions, including significant increases in infant
morbidity and mortality.

As discussed, the effect of dwindling revenues and the out-
ward transfer of resources on public sector wages has been
more directly evident in severely indebted countries. Faced
with severe budgetary constraints, Governments in such
countries opted for wage restraint: delaying wage increases
in inflationary settings or even reducing wages in a few
cases, rather than effecting a massive retrenchment. There
have also been indirect effects, which extend to the private
sector wage bill. Given the leadership role that the public
sector exercises in wage determination in developing coun-
tries, in particular through statutory minimum wage setting,
average private sector wages also fell significantly in most of
the countries concerned. These aspects of public sector and
private formal sector wages and employment are discussed at
length further on.

It can be expected that in a climate of falling wages, the
functional income distribution will shift. This was particu-
larly so in the case of heavily indebted countries. The need of
Governments or the private seclor o increase outward trans-




fers and increase their operating surplus has contributed to
growing functional inequality. The shift in the 1980s in net
resource transfers in most of the heavily indebted countries,
for example,necessitated heavy domestic borrowing in na-
tional financial markets (the placement of government secu-
rities with financial intermediaries), which raised real
interest rates and expanded the share of financial profits in
the economy. The share of operating surplus in the factor
payments of heavily indebted countries was often due to eco-
nomic agents placing their profils or savings in short-term,
high-yielding financial instruments tied to Governments’

servicing requirements on their twin domestic and external
debts. As a result, as shown in table VIL.5, wages fell and
operating surplus increased more in a sample of heavily in-
debted countries than for the sample as a whole. By 1985,
the operating surplus in the sample of heavily indebted Latin
American countries ranged from 39 1o 68 per cent of GDP,
with a mean of 52 per cent. The shift in net resource transfers
during the 1980s appears to have contributed to a shift in the
functional distribution of income away from labour towards
owners of capital and savers ’

Table VI 4. Trends in Social Indicators, 1970-1987¢

Regions Social indicators
1970 1980 1985 5‘)871 1970 1980 1985 1987
Iafant mortafity rate Under-5 mortality rae
{deaths per thousand live births) (dwiths per thowsand live births)
Africa 140 3 1IR3 108 ¢ 132 8 230 6 198 4 181.3 168 4
Asin 971 743 650 580 149 ¢ 1240 98 | 80 i
L atin America 800 592 312 514 1162 241 725 691
Lift exprectaney at birth Lireracy raeh
Africa 44 8 48 9 510 531 6.4 43 46 i 462
Asiil 54.7 395 617 642 430 556 607 63 8
Latin America 65 643 66 | 670 75 781 812 841
Duaily calorie supply as
Net school enrotiment® percentage of requirements
Africa 48 6 550 572 34 4 932 973 973
Asia 675 817 790 879 99 4 2 114 1
Latin Americit 87 792 832 832 102 6 069 18 3

Source: Depastment of International Economic and Social Atlairs of

the United Nations Scerctariat. based on United Nations. World Population

Prospects. 1988, Population Studies, No  106; UNESCO. Statistical Yearbook, 1989 (Paris. 1989): UNESCO. " Basic education and Hiteracy (mimeo.
1990): UNICEF, The State of the World s Children. 1989 and 1990 (Oxfurd, Oxford University Press. 1989 and 1090 FAD. F40 Produciion Yearbook.

JG88. vol 42 (Rome. 1989); and other sourves

# Unweighted average of natioral dara

b Denotes rates of Hteracy among both sexes, aged 15+ (in percentages),

¢ The net errolment is a ratio indicating the proportion of pelmary school students earodled in classes corresposding to their age group

Table VI1.5 Real growth in factor payments’

(1980 = 100)

Sample 1580 1983 Change per carner®
Heavily indebied Latin American
cousntries (8)
Wages 100 88 74
Operating surples 100 104 G2
All developing countries (3d)
Wages 100 108 95
Operating surplus 100 103 91

Source. Department of Inernational Economic amd Soctel Affairs of the United Nations Secretariaf. bised on
National Acconnts Statistivs: Main Ageregates and Detailee Tables, 1986 (United Nations publiciion. Sales No

E 89 XVIE 7). puarts 1 end 11

& Unweighted averages for & sample of eight L atin American countries. forming part of & 1otal of 34 developing
countries for which data were available. Figures adjusted to constant 1980 United States dollars

b Adjusted factor payment figures for 1985 per income earner. based on a rate of lahour force growth of 13 6 per
cent for Latin Americi ad 12 8 per cent for alf developing countries during 1980- 1985 Sce 1.0, Horld Labour

Report. 1989, vol 4 (Geneva, 1989). tuble A |

T he dats on functional income distribution. while indicating that wage carnees have fost in absolute amd refative terms. does not necessarily
suppest that the rich s a group became richer. The operating surpius in the period grew far less than poputation. indicating thit both groups
were worse off in absolute tesms. {1 must be noted. however, thist income seeruing to ownees of capital in national accounts might underesti-
matte actual income reccived by this group as the retugn v flight capital is not geacratly caprured in such accounts)
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The fall in urban wages and shifts in rural poverty

Countries adjusting to severe external shocks generally ex-
perienced a substantial fall in urban wages and incomes.
Real wage rates declined over the total urban economy of
most African and Latin American countries, and fell more in
countries formerly characterized by a combination of high
wage premiums in the formal sector and growing urban un-
empioyment levels. ¥ From all appearances, in fact, wage re-
duction has been the primary vehicle for reducing domestic
absorption utilized by countries that need to allocate part of
their national income to servicing their external debt. The
immediate impact of such income policies on social indica-
tors such as mortality, nutrition and literacy rates, however,
has been small. This was partly because reduced real govern-
ment wages did not fall on the most vulnerable groups. Typi-
cally, between | and 5 per cent of the Jabour force in the
bottom three deciles of the income distribution were em-
ployed in 1985 in the government and parastatal sectors of
severely indebted countries.®

The decisions affecting wages in the public sector in the
past decade have generally been influenced by the severe
budgetary constraints and countervailing pressures from var-
ious interests—public sector employees maintaining of in-
creasing their real wages, members of the non-public sector
labour force obtaining public sector jobs and other claimants
on public expenditure. In the resulting trade-offs, a tacit
agreement would seem to have been reached with public sec-
tor workers, by which lay offs would be avoided so long as
wages were allowed to erode, usually by delaying wage in-
creases in inflationary settings. This accommodation has
suited many Governments sensitive to the political effects of
retrenchment, as in cases where a rise in unemployment has
generally been viewed by the population as the result of gov-
ernment-imposed austerity measures. At the same time,
Governments have generally allowed public sector employ-
ment to continue expanding at rates comparable to the overall
growth of the urban labour force, thus helping to keep unem-
ployment and underemployment from reaching even higher
levels. As indicated below, however, budgetary limits se-
verely reduced this absorptive capacity in some countries
during the second half of the 1980s.

In Latin American countries, the government wage bill
declined from 32 per cent of central government expenditure
in 1980 to0 30 per cent in 1986, while interest payment obliga-
tions rose as a share of government expenditure from 7.7 per
cent in 1980 to 27.3 per cent in 1986.'" In sub-Saharan Af-
rica, the wage bill remained at 28 per cent of total govern-
ment expenditure in 1980 and 1985, although deciines in

trade-related revenues forced many Governments during the
second half of the decade to contain public service employ-
ment growth with freezes on hiring and lay-offs of temporary
staff. " It should be noted that in both regions real central
government expenditures fell considerably in per capita
terms in the period 1980-1986.

Declines in real wages helped offset the drain of employ-
ment expansion on the government wage bill. As shown in
table VIL 6, employment levels in the public sector of a sam-
ple of seven heavily indebted Latin American countries was
32 per cent higher in 1987 than in 1980, while total labour
earnings were 10 per cent lower, and average wages were 32
per cent lower. In sub-Saharan Africa, the increase in the
number of public employees was 8 per cent and the decrease
in average pay was 30 per cent for the years 1980 and 1985.7
The net effect of such trends on income distribution has not
been all negative in the sense that high unemployment ievels
were mitigated by continued labour absorption practices and
opposition to retrenchments, and because the fall in public
wages reduced the differentials between the formal and in-
formal sectors of the economy. However, these achievements
have had a severe cost for long-serving public sector work-
ers, who have experienced a substantial erosion of their fiv-
ing standards.

Statutory minimura wages and public sector pay scales
have traditionally had an indicative effect on wage and salary
setting in the private sector.” This effect, however, became
less significant in the 1980s in countries with sharp cuts in
real public sector wages and salaries. Although average
wages and salaries also fell in the private sector, table VII.6&
shows that they generally declined less than in the public
sector. However, in adjusting to the external shocks and re-
duced consumption demand in the domestic economy, pri-
vate firms in both Africa and Latin America moved quickly
to shed redundant workers, with retrenchment levels reach-
ing especially high levels in circumstances where wages
proved rigid downward. During 1983-1984, for example,
when imports were reduced by 40 per cent, firms in Latin
America laid off 6 per cent of their workers, thus contribut-
ing directly to the rise in unemployment and poverty that
occurred in the crisis years. This resulted in a more unequal
distribution of the income loss than occurred in the public
sector labour force.

As a consequence of this one-time sharp reduction in the
aumber of workers employed in the private formal sector, by
1985, 8 per cent less of the urbar labour force was employed

8 See, for exzxm[lic._ G. Rodgers, ed.. Trends in Urban Poverty and Labour Market Access (Geneva, 1.0, 1988); 1LO, World Labour Re-

port, {989, vo

4., (Geneva, 1989); various studies from the 11O World Employment Programme Working Paper Series; and 1P Lachaud,

“L’Analyse du marché du travail urbain en Afrique” (Geneva, 1987 Institut international d études sociales.

¥ In ¥eru, for example, the figare was 3.5 per cent; in Cote d'Ivoire, | 6

during adjustment: a case study of Peru®’, LSMS Working Paper, No.

er cent. See, P Glewwe and D de Tray, “The poor in Latin America
6 (World Bank, July 1989); and P. Glewwe and

de Tray, " The poor

during adsustnent: a case study of Cole d'Ivoire™, LSMS Working Paper No. 47 {(World Bunk, April 1988)

W See IMF, Governmient Finance Statistics Yearbook, 1988 (Washington, D C | 1988)

1 Freezes on hirings were adopted in Benin, the Gambia. Mauritania, Sierra Leone, Somalia and the United Republic of Tanzania Lay-offs of
temporary staff took place in the Congo, Cdte d'Ivoire, Ghana, Nigeria, Rwanda and Somalia

1980

# It should be pointed out, however, that the decline in rea] wages in sub-Saharan Africa pre-dates the economic downturn which occurred afier

'} The prominence of this role is particularly evident in sany African countries where the public sector is respansible for 50 per cent or more of

otal wage employment




Table VIL6. Employment and labour earnings
by seginent, for Latin America and Africa

{1980 = 100}
Latin America? Sub-Saharan Africa
Segment 1985 1987 1985
Public sector
Number of workers 124 132 108
Average Inbour earnings 79 68 70
Total labour earnings 99 90 76
Private sector
Nunber of workers 98 103 84
Average lsbour earnings 93 85
Totat [abour earnings 91 88
Informal seclor
Number of workers i41 156 138
Average lnbour earnings 67 59
Total labour earnings 95 92
Agriculture
Number of workers 116 113
Average labour earnings Y 77
‘Totat libour earnings 9t 87
Minimum wage 85 86 80

Source: Departmest of International Economic and Social Affairs of the United Nations Secretariat, based on
PREALC, Evolwion of the lubour market during 1980-1987 (Santiago, 1988); ILO, African Emplovment Report.

1988 (Addis Ababa, 1989); und other sources

¢ Based on official data for Argentina, Brazil, Chite, Colombiu, Costs Rica, Mexico and Venczucka

in private firms than in 1980." Moreover, during the moder-
ate economic upturn of the second half of the decade, which
enabled firms 1o increase the use of their existing plant ca-
pacity, Latin American companies showed little sign of re-
storing previous job levels.”” By 1987, in fact, employment
levels were only 3.3 per cent above the 1980 levels for large
firms of Latin America '® Similarly, in sub-Saharan Africa
declines in labour costs have not been sufficient to reverse &
trend of declining wage employment in the private sector, as
shown in table VII 6, the reason being the continuing decel-
eration of economic growth in the region.

The stagnation of recruitment opportunities in the formal
sector of Africa and Latin America has contributed to high
unemployment rates among youth, particularly young
women and secondary school graduates. As a result of this,
many young people have become increasingly discouraged
about their prospeets for occupational advancement and up-
ward social mobility in technical, bureaucratic and profes-
sional careers ' This is particularly a problem in much of
Afriea, where unemployment among young people averages
about three times the already high overall unemployment
rate, and where policies guaranteeing employment in the

I PREALC, Ajuste ¥ Denda Social wn Enfoque Estructural (Santiago, 1987)

15 Sep ELO, Borfd Labour Repor, 1989 1able 1 9

public sector to secondary school and university graduates
have in many cases had to be abandoned. '*

There has also been evidence that many young persons
wish to emigrate, particularly those who are more dynamic
and have a university education. To the extent that many of
them were successful in finding opportunities abroad, coun-
tries lost valuable human resources at a time when they could
least afford to.

Because of retrenchments, lower wages and reduced op-
portunities for employment in the modern sector, the supply
of labour in the informal sector rose rapidly during the
1980s. The data are particularly weak in this respect,” but
from table VIL.6 it appears that—the sector being supply-
driven—Iabour absorption was greater than for the urban
economy as a whole and earnings per worker fell more than
in the formal sector. In times of rapid inflation, however, the
self-employed were generally able to adjust their market-de-
termined prices upwards continuously with inflation more
effectively than could workers whose incomes were admin-
istered. In some instances, moreover, there is encouraging,
fragmentary evidence that new opportunities have emerged

16 PREALC, Evolurion of the Labour Marker during 1980-87 (Santiago, 1988)

7 See, for example, D. Ghatand C. chin de Alcamtara, " The crisis of the 1980s in Africa, Latin America and the Cartbbeuan: cconomic
impuct, social chunge and political implications”, UNRISD Biscussion Paper No 7 (Geneva, Juiy 1989); and G Rama. “Latin American
youth between development and crisis™, CEPAL Review. No. 29 (August 1986, pp 1738

I8 Automatic hiring of school graduates has been discontinued in Benin, the Central African Republic, the Congo, Guinea, Mali, Rwanda,

Somalia and the Sudan See ILO, World Labouwr Report. 1989 . p 49
Estimutes of informal sector employment are typically based on ad floc surveys and, (o oblain an idea of the overall magnitude. on restdual

calculations
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for substituting informal for formal production of simple,
everyday consumer goods ™

Reduced subsidies on wage goods such as kerosene and
urban transport, expanded excise taxes and increased
charges for schooling and health care, have reduced the con-
sumption capacity of low-income urban groups. In particu-
lar, many of the urban poor in Africa and Latin America have
been negatively affected by increases in food staple prices
relative lo the general index. This has beer a particular prob-
lem in African cities, where food price increases have been
fueled by the impact of growing costs and reduced availabil-
ity of food imports due to currency devaluation or quantita-
tive controls under conditions of limited foreign exchange
The reduction or abolishment of subsidies and price controls
on basic food staples in many African and Latin American
cities has further reduced urban consumption wages. Hoard-
ing and speculative practices, encouraged by rising infiation,
have also increased real food prices. With food accounting
for 60 per cent or more of the household budgets of urban
low-income groups, such food price increases further
squeeze the capacity of these households to pay for shelter,
clothing and other necessities. The fact that under-consump-
tion of food and malnutrition have grown in urban arcas of
Africa and Latin America, in the latter region often despite
an adequate supply of food, makes it clear that food insecu-
rity is as much a matter of inadequate effective demand as it
is of supply.

In general, compared with urban wages and self-employ-
ment earnings, incomes in the rural areas of sub-Saharan
Africa appear to have fallen less. Subsistence production
helped cushion the spread effect of the economic crisis for
much of the rural population. In many cases, however, other
shocks, such as the drought of 19831985 and civil strife
between ethnic groups, immpoverished many rural households
and turned others into refugees. Also, where per capita agri-
cuitural output fell sharply, many producers saw their in-
comes decline. In some cases, moreover, the rural poor in
sub-Saharan Africa may have suffered more than their in-
comes suggest. For instance, it is normal for such groups to
rely on personal savings, remittances and, if need be, on
borrowing from relatives, kin or village support systems to
help smooth consumption and buffer their standard of living
from income fluctuations caused by the ups and downs of
seasonality. Mutual support arrangements and networks,
however, have come under growing stress as family kinship
and village groups become less able to help one another, and

20 Seq 11O, Borld Labour Report. 1989 .

Revigw. vol 5, No. 2 (June 1987), p. 181

especially to help their poorest members Given the deterio-
ration in urban wages and the high unemployment that has
occurred, remittances from urban kin often diminished also
and became more sporadic. Rising inflation, furthermore, in
many instances decimated the savings of rural households
that obtain the bulk of their annual income in one instalment
at harvest time and hold a relatively high proportion of their
assets in cash form between payments in order to smooth
consumption.

Offsetting these falls in incomes, however, was the fact
that many small farmers have benefited from higher prices
and improved internal terms of trade with their countries’
urban sector {see table VII.7), On the whole, as a resuit,
rural incomes generally stagnated while urban incomes
fell *' In the United Republic of Tanzania, for example, real
farm incomes are estimated to have risen slightly during
1980-1984, while urban wages declined by 50 per cent * In
Cote d’lvoire, urban wages fell while rural incomes stag-
nated, with the ratio of urban 1o rural wages dropping from
3.5to 1in 1980 to about 2 to 1 * In some countries, as a
result, out-migration from rural areas declined and some de-
gree of reverse migration occurred. In Nigeria, for instance,
a4 24 per cent increase in the rural labour force took place in
the mid-1980s as a result of retrenched urban workers re-
turning to the farms of their kin, and because out-migration
declined as word about the lack of work in urban areas
spread throughout rural communities.” Similarly, in Ghana
three fifths of all internal migrants in the country during
1982-1987 are reported to have been migrants leaving Accra
and returning to the rural areas ™

In Latin America, as a whole, the gap between rural and
urban incomes—iike income differentials within the rural
sector itself—generally remained very wide. Rural-urban in-
equality was reduced somewhat in a few countries such as
Costa Rica and Venezuela, where landownership is not so
concentrated.” However, income differentials between ur-
ban and rural areas generally remained much larger than in
sub-Saharan Africa—8.6 to 1 in Brazil and 6.3 to 1 in Mex~
ico.” As shown in table VII.7, moreover, domestic terms of
trade between agriculture and industry experienced a shift
against agriculture in the 1980s. Thus, despite increased ag-
ricultural output and productivity, real wages in agriculture
in 1987 were 23 per cent below their 1980 levels (see table
VII.6), and demand for labour declined as o result of labour-
saving technologies adopted in the sector during the 1970s.%
The combination of reduced wages and less demand for agri-

See V Jamal and }. Weeks, “The wanishing rurat-urban gap in sub-Seharan Africa”, Iernarional Labour Review, vol 123, No 3 (1988).
** L. Demery and T, Addison, *Food insecurity and adjustment policies in sub-Saharan Africa: A review of the evidence™ . Development Policy

¥ L Demeryand T Addison, *The alleviation of poverty under structusal adjustment”, (Washington, D.C , Worid Bank 1987),p 2
3 D. Laland H. Myint, “The political economy of poverty, equity and growth: Indonesia and Nigeria™ {Unpublished World Bank report, Sepl

1988), pp 215-220.

23 See United States House of Representatives “Structural adjustment in Afica insiptus from the experiences of Ghana and Senegal ™ (Washiag-

ton, D.C., March 1989),p &

0. Altimir, “Povc:‘t:}', inceme distribution and child welfare in Latin America: a comparison of pre- and post-recession data™, World Develop-
(

ment, vol. 12, No. 3 (March 1984}, p 280

¥ A. Maddison and others, *The political economy of poverty, equity and growth in Brazil and Mexico™ {Unpublished consultant report, World

Bank, July 1989), p. 75

¥ See A. de Janvray, E. Saffulet and L. Wileox, ~Rurai fabour in Latin America™, World Employiment Programme Research Waorking Paper

WEP 10-6 WP 79 (Geneva, [986)




Table VIi.7. Domestic terms of trade between agriculture
and industry, 1980-1987°

Region (sample size) 1980 1981 1982 1983 1984 1985 1986 1987
Sub-Saharan Africa (30) 100 103 113 i13 112 112 17 123
Latin America (14) 100 97 93 96 o0 89 102 94

Source: Department of International Economic and Sacial Affuirs of the United Natiens Secrctariat, based on World

Bank, World Tables. 1988-89

2 Terms of trade arc unweighted and calcuiated using agriculture and industry sectoral GDP deflators as proxies of

producer prices

cultural labour has induced many landless workers to settle
in towns and secondary cities, where they are engaged in
seasonal and temporary work in both the urban and agricul-
tural sectors =’

In sum, with earnings in the rural areas of Latin America
and Africa faHing for some groups and stagnating or increas-
ing for others, the available evidence suggests that greater
segmentation and differention of rural incomes is the main
trend in the rural sectors of those two regions. For the hard-

core poor, any fall in income or consumption is a matter of
grave concern since they have so little to spare, At the same
time, it is evident that the income position of urban workers,
in relative terms, deteriorated more than that of other socio-
economic groups. In other words, urban workers more than
any other group bore the brunt of the economic crisis of the
1980s. Taken together, the net effect of the changes in the
urban and rural sectors has been a downward equalization of
incomes.

Conclusions

Living conditions in Africa and Latin America declined
persistently in the 1980s, in contrast to the progress achieved
in much of the Asian region Poverty likewise increased in
Africa and Latin America, while declining in Asia. Revers-
ing those trends in the two negatively affected regions will be
a major challenge during the present decade.

Adverse terms of trade and increasing resource outflows
have reduced the level of domestic resources available to im-
prove the situation in sub-Saharan Africa and Latin Amer-
ica, Wage earners sacrificed the most in making available the
surplus needed to make payments on the external debt. Of all
social groups, in fact, urban wage earners and the self-em-
ployed in the informal sector were hit the hardest by the eco-
nomic crisis, in relative terms . Education as a correlate of
income became less manifestly evident as a result. Indeed,
well-educated youth lost hope of gaining access to good ca-
reers and upward mobility and, instead, were disproportion-
ately represented among the unemployed The
under-utilization of this human capital represents a loss for
future growth and stability.

The situation of the non-urban poor has been more ambig-
uous. In the rural areas of sub-Saharan Africa, for example,
some groups benefited as producer prices increased, thus
somewhat redressing the traditional inequity between rural
and wrban areas. Others, particularly those in areas where
food production siagnated or fell, found it increasingly diffi-
cult to elude the damages inflicted on them by the prolonged
crisis, as systems of mutual assistance became frayed . The
rising cost of wage goods, in particular food, further
squeezed the consumption of the poor who were not self-
sufficient in food production, Government-targeted transfers
helped, but were generally more effective in middle-income

¥ See ILO, * Temporary labour in Latin America” {Geneva, 1986)
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countries with pockets of poverty; in low-income countries
where at Jeast half the population was in dire need, they were
clearly insufficient.

Social indicatoss generally performed better than incomes
during the past decade, but some stalled and others revessed
direction in Africa and Latin America. As stores of human
capital built up in the past depreciate and go unreplaced, the
future could be marked by a further erosion in the social and
economic conditions represented by those indicators.

In circumstances where living conditions have declined
visibly for most of the population, Governments have been
criticized by their citizens for trying to meet their external
obligations at the cost of allowing the domestic social situa-
tion to erode. Likewise, as the distance between the rich and
the rest of the population widened, instances of ostentatious
consumption made possible by wealth held in foreign ac-
counts became a contentious issue, fostering further discon-
tent and tension among social groups.

With poverty and, in some cases, income distribution both
worsening in countries negatively affected by conditions in
the international economy, the task of Governments has be-
come enormous. Poverty is:a major concern, bearing on
much, if not most, of the population in countries with low
living standards. Meeting the basic human needs of the poor
is a concrete, specific objective that can be attained with eco-
nomic growth, appropriate government interventions and
foreign assistance. Under present conditions, however, with
a return to economic development and long-term develop-
ment in part dependent on a stronger human resource base,
the lack of attention to adding to human as well as other
capital during the past decade is likely to defer the day when



poverty can be alleviated and social well-being improved external factors deteriorate any further, social conditions are
through sustained economtic growth. bound to decline. The problems of high interest rates, exter-
nal debt and trade in primary commodities thus remain is-

ms of t ¢ ni increase i ; . .
More stable terms of trade and a meaningful increase in sues of central importance on the international agenda.

net financial transfers are also essential if developing coun-
tries are to achieve sustained economic growth. Should those
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Chapter VIII

SOME FACTORS UNDERLYING THE PROLONGED EXPANSION OF
THE MAJOR DEVELOPED MARKET ECONOMIES

Despite instability in financial markets and large trade im-
balances, the developed market economies have been experi-
encing a prolonged expansion of output cenired on the
relatively strong performance of the major countries of the
group. In terms of economic activity and inflation, the per-
jod since the 1981-1982 recession compares well with the
preceding decade, if not with the 1960s. The eight years of
recovery, accompanied by moderate inflation and declining
unemployment, though delayed in Western Europe, have en-
couraged the belief that these countries are now on a track
where, barring domestic or external shocks, they can look
forward to continuing moderate expansion interrupted by no
more than, at worst, moderate cyclical downturns. If so, the
world economy could be more stable and dynamic in the
1990s than it was in the 1980s

The present chapter identifies several reasons for the pro-
longed expansion, focusing on the performance of the seven
Iargest market cconomies, namely, Canada, France, the Fed-
eral Republic of Germany, ltaly, Japan, the United Kingdom
of Great Britain and Northern Ireland and the United States
of America. In asking whether the reasons for their expan-

sion are likely to remain valid for the near future, the chapter
aims to shed some light on the solidity of the grounds for the
present optimism.

The expansion has so far fallen roughly into two phases
(see table VIII.1). In the first phase, from 1983 to 1985,
there was vigorous cconomic growth in North America
while the performance of Western European countries—with
the exception of the United Kingdom—was weak. In the sec-
ond phase, from 1986 to 1989, the pace slowed somewhat in
North America, while it picked up in Western Europe. Japan
maintained a more even rate of expansion through both
phases, though as in Western Europe, its initial recovery
lagged behind that of North America.

While policies, institutional conditions and the course of
economic events have all accounted for the prolonged expan-
sion, it is of particular interest to disentangle the influence of
each from the others. Never an easy thing to do, this is espe-
cially hard for the 1980s because of the sea change in ap-
proaches to economic policy that took place around the turn
of the decade.

The abatement of inflation

One change in policy priorities that has stamped the 1980s
was the decision by key industrial countries not to tolerate
any longer the high inflation rates of the late 1970s. This set
in motion the worst recession of the post-War era and pro-
voked the crisis in Jow-income commodity-exporting coun-
tries and heavily-indebted countries from which they still
suffer. But it did correct the inflationary difficulties of the
developed market economies and sct the stage for their new
growth path.

indeed, without the abatement of price inflation, it is
doubtful whether the long post-1982 recovery would have
taken place. The accelerating pace of price increases in the
late 1970s generated widespread concern that inflation was
slipping out of control. It threatened to exacerbate tensions
among income groups, to distort prices, to shorten time hori-
zons and, more generally, to undermine confidence in the
stability of the economic environment within which the plan-
ning of production and investment occurs. However, price
increases moderated in the early 1980s and, although a few
still express dissatisfaction with price performance, as long
as inflation is kept at the rates of recent years, it is not seen to
pose a threat to economic growth.

Since the recession of 1982, overall price increases as
measured by the GDP deflator have fallen to an annual rate
which--for the seven countries as a whole—has remained
continuously below 5 per cent (see table A.3) Individual
countries have accommodated themselves to somewhat dif-
ferent rates. Over the past several years, these have fluctu-
ated within the range of 3 to 5 per cent in the United States
and Canada, 3.5 to 7 per cent in the United Kingdom, zero to
3 per cent in the Federal Republic of Germany, and zero to 2
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per cent in Japan. In France and Italy—partly because of
their linkage with price trends in the Federal Republic of
Germany through the European Monetary System--rates of
inflation have progressively failen in the 1980s until they av-
eraged some 3 and 6 per cent, respectively, over the last three
years. While countries have thus differed in their acceptance
of inflation, all have recorded lengthy gains in output with-
out—at least until very recently—experiencing any signifi-
cart acceleration in prices.

There are three main reasons why countries have been able
to lower the rate of inflation in the post-1982 years. These
are the effectiveness of monetary policy, the weakness of oil
and other commodity prices and changes that have affected
wage-setting behaviour.

It was monetary policy that stopped the accelerating infla-
tion of the late 1970s and early 1980s. In the United States,
monetary policy was redirected towards firm control of the
money supply, allowing interest rates to rise sharply and out-
put and employment to fall. With a similarly restrictive mon-
etary policy being pursued in other countries—and generally
backed up by fiscal restraint—recession became general.
The success of this policy was that it broke inflationary ex-
pectations. With unemployment and bankruptcies rising
steeply, few doubted the serious intent of the monetary au-
thorities to bring down the rate of inflation. Having gained
such credibility, monetary policy has served effectively
throughout the post-1982 recovery to dampen any threatened
revival of high inflationary expectations Thus, the substan-
tial easing of monetary policy in later years did not provoke
any recrudescence of inflationary expectations, while it sup-
ported the continuation of growth that took place after 1986.



Figure VIIL.1  Commodity import prices of developed
market econonties, 1970-1989
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Note. Non-fuel index is proxied by wartd index of commodity export prices,
excluding crude oil

Table VI.I. Growth of real GDP of seven major
market econornies, 1961-1989

{Average annual percentage change)

1961-1973  1974-1979 1980-1982 1983-1985 1986-1989

Canada 34 42 06 4.8 38
Fraace 54 28 1.8 1.3 2.8
Germany, Federal Republic of 44 23 0.3 21 30
italy 53 37 1.8 23 32
Jupan 96 36 37 413 43
United Kingdom 32 I35 -0.6 31 37
United States 40 24 -0 1 49 35
Group of Seven 55 18 1t 39 je

Sorrce: Duta of OECD (includes Unted Nations estimates for [989)

Noze: The periods 1961-1973, 19741979 aad the period beginning in [980 are divided st downturns in
standurdized internationat economic cycles, as per OECD, Historical Statistics, 1960-1987 (Paris,

1588) The period beginning in 1983 marks the first part of the recovery phase of the present cyele, while
the period beginning in 1986 is the most recent phase, The average growth rise for the group is the
weighted average of individual country growth rates . For purposes of the present chapter the weighiing
scheme of OECD is followed, namety, 1987 GDP at {987 exchange rates

168




The task of preveating the revival of inflation was consid-
erably eased by the weakness in oil and other commodity
markets (see figure VIIL.1) As adjustments to the high oil
prices of the late 1970s took place both in global consump-
‘tion and in global production, the pricing policy of the OPEC
countries was abandoned and oil prices dectined dramati-
cally in the middle of the decade. Prices of indusirial materi-
als also fell back sharply, at least until 1987 Among the
principal reasons were substantial additions to productive
capacity at the end of the 1970s, the stow recovery of indus-
trial production in Western Europe—the principal importing
area—and competition from technologically new substi-
tutes Thus, with conunodity and energy still accounting for
a significant proportion of national expenditure, a fall in
their prices provided a downward pressure on the general
price level.

For individual countries, the picture has been complicated
by the fluctuations in their exchange rates. In the first half of
the 1980s when the dollar was appreciating, Western Euro-
pean countries and Japan were faced with rising domestic
prices for imports, which intensified their reluctance to relax
the restrictive macro-economic policies that they had

_adopted. Conversely, in the second half of the decade, doltar
depreciation served to lessen their concerns about stimulat-
ing domestic demand. The effects on price levels of the wide
swings in currency values, however, have been asymmetrical
as dollar depreciation has not exerted any sizeable upward
pressure on domestic prices in the United States. This seems
mainly explained by the smaller size of the foreign trade sec-
tor in the United States compared with most other countries
But even in sectors in which imports are a large share of
consumption (or 100 per cent, such as video cassette re-
corders), there seems to have been an unusual degree of
stickiness in the United States prices Exporters of such
goods to the United States appear to have preferred w “price
to market”, holding dollar prices as stable as they can for
reasons of long-run competitive strategy and letling profit
margins absorb the exchange rate fluctuation.'

The third major set of factors dampening price inflation in
the 1980s includes those affecting wage setting In the
1970s, a significant force sustaining inflation was the wn-
dency for wages to rise not only in response i price in-
creases, but aiso in anticipation of them. This was
exacerbated by the long-term stow-down in productivity
growth that began in the early 1970s (see box VIII 1) Inthe
1960s, wage earners had become accustomed (o wage seltle-

ments that entailed substantial gains in real wages, and they
continued to expect such gains in the 1970s although these
could no longer be paid for out of the much diminished pro-
ductivity growth For the countries heavily dependent on
foreign trade, the sharply worsened terms of trade following
from increases in commodity prices cut into real income and
aggravated the problem The result was substantial pressure
for higher nominal wages which—in an accommodating
monetary environment—was effective, making for a lack of
responsiveness of real wages to slowing productivity growth.
Indeed, labour markets came to be characterized as rigid.

The origins of the rigidities in fabour markets were com-
plex. Stemming from the earlier post-War concern with full
employment, a high social value had been placed throughout
the preceding decades on protection of the job sccurity and
earnings of workers. This led to an accumulation of labour
legislation, collective bargaining arrangements and labour
management practices which, whatever their other benefits,
together introduced numerous rigidities into the functioning
of labour markets and into wage determination The focus
was on protection of the employed worker and not on the
labour force as a whole. This contributed to the stagfla-
tionary phenomenon—most acutely evident in the late
1970s—of wages increasing concurrently with rising unem-
ployment.” It posed a dilemma for macro-economic policies
since maay came to fear that, despite the presence of unem-
ployment and underutilized capacity, the pursuit of expan-
sionary policies would not evoke greater output but would be
largely dissipated in higher wages and prices

In the years since 1982, there has been a considerable
moderation in the upward trend of wages Nominal wage
rates have generally advanced at a much slower pace and, in
contrast (o the 1970s when real earnings outstripped the
gains in labour productivity in some countries, the growth of
real earnings in all of the [arger countries has fallen short of
productivity growth (see table VII1 2}.

Behind the change in wage behaviour iies a number of fac-
tors. The sharply higher unemployment engendered by the
severe recession of 1981- 1982 substantially altered the nego-
tiating balance between employers and employees. and the
inability of managements to pass on price increases in the
face of weak demand added to the resistance to wage de-
mands. The openacss of markets, the consequent competi-
tion from imports and the option of “outsourcing”
production 1o countries with lower wage costs were other

1 indeed. there is evidence that profits on export to the United States rose to abrormaity high levels in the period of the strong dollar amd were
mlum:nﬁ to more normal levels On this and other controversies. see Peter Hooper and Catherine Magn, Exchange rate pass-ihrough in the

1980s: 1

e case of U S, impents of manvfactures™ and " Cornments and discussion™, Brookings Papers on Econpmic Activiry. No {1989}

pp 297-337 and Paul Krugssan. Exchange Raie Insiabiiity {Cambridge, Mass ., MIT Press. 1989}

"~

For some eommentators. wage rigidity does much 1o explain the Bigher feveds of unemployment that prevailed during the 1980y in Western

Eurcpean countries compared with the United States. This view drrws support from neo-classicnl theory which argues that il non-cycleal
upemployment excerds a modest amownt of friviional unem foyment . it must be caused by the overpricing of lahowr relutive to uther prodic-

tive fictors The reality. however, is more complex. Unemployment in the Federal Republic of Germany, for example, hizas been continugousdy
higher than in the Uniled States. but there s evidence that wages ure not more rigid A comparison of wige bebiviour in he Federu! Republiv

of Germany and he Uniled States during the first hatf of the 1980s found it read wages responded stinilarly o changes in anemploynient in

both countries while nominsl wages responded more weakly o price inere

ases in the Federat Republic of Germany Bian in the United States

Part of the reason for the higher unemployment probably lay in a lower level of aggrepate demind selative fo produclive capagity However. o
compiicate matiers further, it should also be woted that flexibility in wages among employed warkers can also coexist with the presence of
other labour market rigidities—such as vccupativnal or geographical immobilitics—thast cin pive gise to unemployiment (see Linda A Bell.
“Wage rigidity in West Germany: il comparison with L1S experience”, Federal Reserve Bank of New York, Querrerly Review tautumn

1986}, pp . 11-21; also. for a discussion of the couses of unemployient
publication, Saies No E 87 11 C 1. chap VI
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Box VIIL1. Revival in productivity growth?

One general concern about the performance of the devel-
oped market economies in both the 1970s and the 1980s has
been the slow-down in the growth of productivity. Output
can be increased by the application of more labour or capital
to production; but what is more important for the growth of
output in the long run is the effect of technical progress on
the productivity of these factors. If there is a slow-down in
the growth of total factor productivity—measured as that part
of the increase in output that cannot be explained by the ap-
plication of more Iabour or capital—it means that improve-
ment in levels of living will also slow down.

The deceleration in the growth of productivity since the
early 1970s has been sharp. The increase in total factor pro-
ductivity in the seven major market economies as a group fell
to an annual rate of 0.8 per cent in their business sectors
during the peried 1974-1979. From 1961 1o 1973 it had aver-
aged 3.2 per cent. From 1980 to 1988, it recovered only
medestly, averaging 1.0 per cent per annum (sce table).

The deceleration in the 1970s was particularly severe in
the continental European countries and Japan where very
high rates of growth in productivity had been achieved in the
19505 and 1960s. The very high rates arose from the recov-
ery of these countries from war damage and—probably
much more important—by the catching up of their technol-
ogy with the level already attained in the United States. By
contrast, the growth of productivity in the United States—the
country at the technological frontier--was no greater in the
1950s and 1960s than it had been in earlier decades.”

But even given the narrowing technological gap, what is
striking about the decline is that it beset all the industrial
countries—including the United States—and that i began to
do so around the same time, Several studies have been car-
ried out to quantify the effects of relevant factors on the slow-
- down in measured productivity growth ® Some of the factors,
such as the costs of pollution control or a deterioration in
educational and skill levels or obsolete managerial styles,”
have been specific to particular countries; and not all factors
are easily measurable for inclusion in quantified analysis
Two causes, however, can be identified which appear to have
affected most, if not all, countries. One relates to a slowing
down in the rate of capital accumulation. The other derives
from the effect on capacity utilization of large shifis in rela-
tive prices in certain key markets and of shortfalls in aggre-
gate demand induced by policies to counter inflation.

For many economists, the slower rate of growth of the
capital stock during the 1970s and early 1980s—which was
evident in most of the larger industrial countries—appears a

Total factor productivity of seven major
market economies, 1961-1988°

{Average annual rate of growth)

Canada 20 07 03
France 39 17 135
Germany, Federal Republic of 27 20 0.7
[taly 46 22 10
Japan 64 18 1.8
United Kingdom 2.2 0.5 19
United States 1.6 -0 4 0.4
Group of Sevea 32 08 1.0

Sonrce:  OECD, Economic Outlook, No 46 {December 1989), table
39

* Defined as a weighted average of the growth of productivity of labour
and capital in the business sector (weights in each period are shares in
output of labour and capital) Total for group is the average of
individual country data, weighted by 1987 GDP a1 1987 exchange
rates

significant reason for lower productivity growth. Not all
productivity improvemenis are embodied in new plant and
equipment, but the possibilities for technical innovation
through improvements in skills or other means are sooner or
later exhausted without complementary investments, More-
over, if the capital stock had been heavily used on a sustained
basis, it would have stimulated the search for ways to in-
crease output through innovation and investment. But with
idle capacity and low investrent rates, this feedback effect
on innovation was lost,

This ties in with the effect of relative price movements and
changes in macro-economic conditions on growth of produc-
tivity. One consequence of higher energy prices in the 1970s
and early 19805 was to render some of the capital stock un-
econotic to operate. And the resort by industrial countries
in the 1980s to tight monetary policies left rates of capacity
utilization below normal trends which also had adverse im-
plications for productivity. Although sharing in the tight
monetary policy approach, the United States was different.
Owing to its fiscal policy stimulus, it experienced strongly
rising domestic demand in the earlier 1980s. But because the
exchange rate was overvalued, capacity in manufacturing in-
dustry was still underutilized by the mid-1980s. In other
words, the combination of severe instability in particular
markets and macro-economic conditions stamped much of
the 1970s and 1980s with periods of capacity underutiliza-
tion, which depressed productivity,
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Expenditure on research and development of seven
major market econmies, 1965-1985

Percentoage of GDP

oo W 1976

% 1065
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!

////

France Germany,
Fed. Rep.
of

Canada®

Source: Data of QECD
*Data for 1965 not avaiiable

There are certain signs that productivity growth in the
1990s might be stronger than it has been since the 1970s
slow-down. First, as the table shows, the trend in the United
Kingdom and the United States in the 1980s was already an
improvement over the 1970s. Secondly, some of the mea-
sured productivity growth slow-down seems related to a shift
in the composition of cutput towards services, which usually
shows a low growth of productivity, itself possibly in part a
measurcment problem. When one looks at the growth of to-
tal factor productivity in, say, manufacturing alone, the
1980s recovery is stronger than the table shows for the
United Kingdom and the United States and rises rather than
stagnates in Japan.® On the other hand, the relationships
shown in the table for overall productivity are not reversea

The annual rate of increase in value added per hour of work

ILaly

.....

Jupan

for the other countries when the focus is restricted to manu-
facturing.

More directly encouraging signs that apply to all the seven
countries are the recent pick-up in private non-residential
fixed investment (see table VIIL.6) and generally higher
spending on research and development in the 1980s com-
pared to the 1970s (see figure). The critical condition for
turning research results into productivity enhancements
through investment is the promise of significant and stable
economic growth Barring a derailing of growth through
macro-economic difficulties in handling unforeseen shocks
and disturbances, that promise should be realized.

was 2 6 per cent, which was the sume as the average rate belween 1913 and

1950 . See Angus Muddison, Phases of Capitalist Development {Oxford, Oxford University Press, 1982)

Brookings Institution, 1979 and later updates) and ] W. Kendrick,

In thie case of the United States, see Michael Dertouzos, Richard Les

ter,

See, in particular, Edward F Denison, Accvunring for Slower Ecanomic Growth: the United States in the 1970's (Washington, D C,
*International comparisons of recent productivity trends™, in Contem-
porary Econamic Problems, W. Fethner, ed , (Washington, D C ., American Enterprise Institwe, 1981).

Robert Solow and others, Made in America: Regaining the

Productive Edge, Report of the MIT Commiission on Industrial Productivity (Cambridge, Mass , MIT Press, 1989)

versus 2 0 (sec A Steven Englander and Axel Mittelstadt,
down™", OECD Economic Studies, No 10 (spring 1988), p 20).

From 1980 10 1985, total factor productivity was estimated to have risen 1.9
per cent overall; similarly, in the United States the two growth rates were 2.

er cent a year in United Kingdom manufucturing, against 1
per cend versus zero change, and in Japan it was 4 5 per cent

*“Fotal factor productivity: macroeconomic and structural aspects of the slow-

17




Table VIII.2. Real labour cost and productivity in the business
sector of seven major market economies, 1974-1088

(Average annual percentage change)

Real labour cost

Productivity

per employee of labour
1974-1979 19801988 1974-1979 1980-1988

Canada i3 P2 15 15
France 35 P2 30 24
Germany, Federal Republic of 2.8 7 34 19
Haly 31 05 30 16
Japan 4.0 26 3z 31
United Kingdom 12 1.2 15 16
United States 01 03 0.0 0.9
Group of Seven 23 15 17 18

Seurce: Departrment of International Economic and Social Affairs of the United Nations Secretariat,

based on data of OECD

Note: Real labour cost is defined as compensation per empioyee in the business sector deflated by the
GDP implicit price deflator (as a proxy for prices in the “business sector™); productivity is defined as
output per person employed in the business sector Total for group is the average for each country,

weighted by 1987 GDP at 1987 exchange rates.

factors. The increase in the number of women and part-time
workers in the employed labour force has probably also
played some role.” So, too, have shifts in demand away from
the older “'sunset” industries—where labour has generaily
been more highly organized—to the service industries and
the “high tech” industries.

There have also been several governmental initiatives
These have mainly focused on training and retraining
schemes or relocation schemes intended to improve the
match between the demand for and the supply of skills. Some
Governments—e.g., France, the United Kingdom and the
United States—have also sought to make wages more flexible
by encouraging various experimental schemes to make
profits pait of the wage package. Legislative action directly
affecting wage bargaining, however, has been very limited.
The legislation of the United Kingdom concerning trade un-
ion elections and strike action has been the exception, and
most tegislation has been restricted to such specific matters
as minimum wage rates.*

The combined effect of these changes has been to lessen
the degree to which an expansion of aggregate demand in the
presence of appreciable unemployment and capacity under-
utilization would be dissipated in higher prices and wages. In
the mid-1980s, for example, it was guite widely believed
among economists that if the rate of unemployment in the
United States fell below 6 per cent, the economy would be
faced with an acceleration in the rate of inflation; but though
unemployment began to slip below that level in late 1987 and

averaged only 5.2 per cent in 1989, the 1989 pick-up in infla-
tion was mild.

How durable is the low inflation environment?

For primary commaodities in general, the prospects are that
prices will remain relatively stable in the medium term. But
with present rates of growth in energy consumption and with
the limits of productive capacity already being reached in
production, transportation, transformation and distribution,
energy prices are expected to come under increasing upward
pressure (see chap. V). On the other hand, the conditions
surrounding demand and supply in the food markets appear
unlikely to change so sharply as to destabilize prices. Short-
ages couid certainly develop in markets for specific raw ma-
terials because of lengthy lags in the response of productive
capacity to increases in demand but sharp rises in their prices
would by themselves have quite limited effects on the general
price level. It is not possible to be as sanguine about ex-
change rates, however. While exchange rates may well not
repeat the very wide swing that they performed in the 1980s,
the possibility remains—as discussed in another section - of
large destabilizing movements.

Apart from possible shocks from commeodity-~gspecially
energy--of foreign exchange markets, the course of prices
will depend heavily on the future performance of wages. If
the present signs of a recovery in the growth of productivity,
as noted in box VIII.1, are more than transient, larger non-
inflationary increases in real wages would become possible,

3 Part-time employment has grown as & share of total emrgoyment in the 1980s in each of the major industrial countries except Italy, where it

reenains about 5 per cent; in the others, it mnges from
labour force has also grown in the 1980s, reaching 50 10

cr cent in France to 22 per cent in the United Kingdom. Female participation in the
per cent of the female population in recent years, although growth in the 1980s

was margingl comgarcd to the rapid growth in the [970s. (Japan was an exception, as its mie was almost unchanged since 1970 ) For addi-

tional detzils, see

brld Economic Survey 1989 (United Nations publication, Saics No E 89 I C.1), pp. 15-19 and 191-201

4 Sce 1LQ, Mbrld Labour Report 1989 (Geneva: ILO, 1989}, pp. 12-15 and OECD, Econonties in Transition: Structural Adjustnent in OECD

Courtries (Paris, 1989), chap. 2
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Fipure VIII.2  Growth of real private consumption expenditure of
seven major market cconomies as a group, 1974-1989

Annual perventage change
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Source: Duta of OECD

easing the tensions that surround wage determination. On
the other hand, the welcome trend towards lower unemploy-
ment ievels means a return to tighter labour markets which
could intensify wage pressures. On this score, the crucial
determinant of the inflationary environment of the 1990s

1982

H
1984 1986 1988

may well be whether changes in institutional and other con-
ditions in labour markets over the 1980s have much en-
hanced the degree of wage flexibility so that wage pressures
respond relatively quickly to demand constraints when im-
posed by monstary authorities.

The buoyancy of househoid spending

It is common in economic analysis to look to changes in
investment, trade, the government’s budgetary situation and
monetary conditions to explain macro-economic cycles and
medium-term growth trends. But in the Group of Seven in-
dustrial countries in the 1980s a special focus is needed on
household expenditures. Household spending on consumer
goods and services has done much to set the pace of the post-
1982 expansion. For the seven larger developed market
economies as a group, the rise in private consumption ex-
penditure has been both more stable and longer sustained
than in the last major cyclical recovery in the 1970s (sce
figure VIIL.2). Among individual countries, this has most
certainly been true of the United States. In the Federal Re-
public of Germany and Japan, however, the pace of growthin
consumption expenditure during the earlier years of the post-
1982 recovery was less than what they had experienced in the
post-1975 revival.

Houschold spending has been buoyant for several reasons.
An important one has been the widespread shift in fiscal pol-

icy towards lower rates of tax on private incomes. In the
United States it was in response to the substantial tax cuts
introduced by the Economic Recovery Act of 1981 that con-
sumnption expenditure assumed its leading role in propelling
the economy out of the 1981-1982 recession. In other coun-
tries, tax cuts have been mostly concentrated in the second
half of the decade. In the Federal Republic of Germany and
particularly in Japan,’ reductions in income taxes were ef-
fected in 1987 and 1988, helping to sustain the overall buoy-
ancy in conswmption expenditure at a time when it was
slackening somewhat in the United States.

Consumption expenditure also benefited from the weak-
ness in world food prices, and more especially, from the
sharp decline in energy prices in mid-decade. These raised
real incomes, especially in Canada and the United States
where the oil price decline was passed through to consumers
in lower gasoline prices.® But besides changes in tax policies
and in relative prices, consumer spending has also been
buoyed up through most of the 1980s by what seems to have

5 Japan's fiseni reform in 19RR was the most significant since 1950 (see OECD Economic Surveys: Japan (Paris, 1989). chap i)

6 [n other countries. the price windfall was mainly captured by Governments in hipher tax revenues (see World Economic Strvey 1989
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Table VIII.3  Net household saving of seven major
market economies, 1974-1989

(Percentage of disposable household income)

1974- 1980~  1983-

1979 1982 1985 1986 1987 1988  198%s
Canada 122 157 14 5 1.3 97 94 107
France® 194 17 6 14.8 132 115 12.4 123
Germay, Federal Repubic of 13.3 13.0 11.2 122 12.3 126 12.5
Ttalyb 294 269 254 237 221 227 225
Tapan 21.7 7.6 16.1 16.4 15.1 152 16.8
United Kingdom? s 12.9 103 75 6.2 44 4.2
United States 80 73 54 4.2 33 43 54
Group of Sevent I 4 i3.1 [12 103 93 938 106

Source: Data of OED, Economic Qutlook, No. 46 (December 1989),

& OECD estimates

b Gross saving

¢ Weighted average of the saving shares of each country, weights being 1987 GDP at 1987 exchange

rates.

been a widespread decline in the share of current income that
households save

The decline in household saving

After the end of the 1970s, rates of household saving in the
larger, developed market economies began to decline irregu-
larly, and from 1982 until the past year or so they mostly fell
quite steadily (see table VII1.3). The United States saving
decline had begun earlier and by 1981, inadequate personal
saving had already been identified as a problem.® The 1981
United States tax reform was in part a policy response in that
it reduced taxation of non-wage income and offered a series
of direct saving incentives. Despite these and other induce-
ments such as urusually high real interest rates, the United
States saving rate continued to fall, as it did elsewhere. It
appeared that these encouragements were being over-
whelmed by other developments.

Several hypotheses have been offered to explain the phe-
nomenan. One was that during the period of increasing infla-
tion, households had to increase their monetary savings if
they wanted to maintain a given real value of cash balances
held for precautionary reasons, As inflation slowed, this
need was reduced and saving could fall. However, this ap-
pears to have been at best a partial influence, as rates of
household saving as a proportion of income have fallen in
some countries below the levels of earlier decades when in-
flation was relatively low.

1t has also been thought that demographic changes may
have exerted some influence. One factor in a number of
countries has been the relatively high rate of family forma-
tion taking place since the late 1970s, as the “baby boom”
generation of the earlier post-War years reached adulthood.
‘T'his generated a strong demand for housing and buoyant ex-
penditure on related consumer durables. Another factor
working in the same direction in its effect on aggregate
household saving is the increasing share of the elderly in the
total population. Since people tend to borrow most in the
stage of the life cycle when they are in young families, and to
save little in their retirement years, these trends at both ends
of the adult population spectrum tended to reduce overall
household saving.

However, when the young families were themselves chil-
dren, they were a dependent population that had to be sup-
ported from the incomes of the economically active
population. As may be seen in table VII1.4, there has been a
substantial decline in the youth dependency ratio in each of
the seven countries from the 1970s to the 1980s, and this
would tend to raise the average household saving rate. On the
other hand, the elderly are also a dependent population, if
less directly on their own families than in generations past
and more through reliance on social security and other forms
of income transfers. But while the ratio of the elderly depen-
dent population has been growing, it has not yet grown as
fast as the youth dependency ratio has been falling. In short,
the net effect of demographic changes on saving is ambigu-

7 Household saving is conventionally defined as the deferment of consumption expenditure. But the definition of consumption may be overly

broad. For examnple, purchase of 2 house is considered investment, while purchase of an automobile, which, like a house yields services over a
reclassified as investment, not only do overall savings appear higher,
ut the drop in savings rates in the 19805 appears smaller; in particular, the 30 Fé:r cent dectine in the United States houschold savings rate

Eeriod of years, is considered consumption. If purchases of durables are

from the 1974-1979 period 1o the post-1983
Martine Durand, John Falion and
1989, table A3).

riod becomes instead a drop of
ter Hoeller, **Saving trends and behaviour in OECD countries™, OECD Borking Papers, No. 67 (June

per cent {based on data and estimates of Andrew Dean,

8 ’Slce..’for example, Dogald Cox, * The decline in personal saving ™, Federal Reserve Bank of New York, Quarterly keview (spring 1981), pp.
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Table VII.4. Population dependency ratios of seven
major market economies, 1965-19954

{Per cent of population of working age)

1965 1975 1985 14995

Cannda Aged0-14 566 407 316 297
Aged 65+ 130 131 153 180

Total 606 538 469 477

France Aged0-14 411 382 322 306

Aged65+ 194 215 197 212
Total 60.5 597 519 528

Aped0-14 344 335 224 228
Aged 65+ 182 226 211t 235

Germany, Federal Republic of

Total 326 S61 435 463
laly Aged(-i4 370 380 289 238
Aged65+ 152 189 188 216
Total 522 569 477 464
Japan Aped0-14 382 358 316 252
Aged 65+ g2 116 151 19¢
Fotal 474 474 467 451
United Kingdom Aped0-14 359 372 293 269
Aped 65+ 185 222 230 239
Total 544 594 3523 538
United States Aged (-4 508 391 327 3212
Aged65+ 158 163 1BQ 195
Total 666 554 507 517

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

a  Estimates to 1985; medivm-variant projections for 1995.

ous a priori and while there is some econometric evidence
that changes in the structure of the population have thus far
tended to raise saving rates, the question does not yet seem to
be fully resolved.

Moreover, even though public and private pensions have
become more generous, working people—especially in Eu-
rope and Japan—appear increasingly to have foreseen longer
periods of retirement and therefore have raised their saving
rate during their working years.” One result is that already
the elderly account for an increasing proportion of interest
income of households. In the United States, in particular,
evidence from income tax returns is that individuals over 65
years of age received 53 per cent of interest income paid {0
households in 1985, compared to 45 per cent a decade car-
lier Indeed, the very success of households in thus building
up their interest earning assets may be one reason personal
saving did not increase in the United States in the early 1980s
when interest rates rose to high real levels. That is, the higher
interest income received by the elderly was scen by them as
in the nature of a windfall that could be spent, as there was no
strong incentive to add it to their savings, especially as infla-
tion seemed to have been brought under controf. "

Apart from these influences, one large economic change at
work over the past decade has been the strong rise in wealth
relative to income. House prices and land values have gener-
ally been rising faster than income, and prices of equity
shares rose remarkably in the 1980s from their long-de-
pressed fevels in the 1970s. Also, with interest rates gener-
ally lower than at the outset of the [980s, bond prices rose.
The effect of this gain in wealth has been to encourage house-
holds to increase their spending out of current income of, in
other words, to reduce their rates of saving

Households whose saving turned negative—whose ex-
penditures exceeded their income—generally did not liqui-
date their assets, but borrowed more. In this, they have been
aided in the 1980s by the deregulation of {inancial markets,
which increased competition in lending to consumers and
abetted the development of new f{inancial instruments The
United States has been a centre of this innovation; e.g.,
home-equity lines of credit—revolving credit accounts
granted on the collateral of equity held in a house-~rose from
nothing at the start of the decade to $75 billion at the end of
1988 ' Apart from enjoying certain tax advantages, these
loans tended to be based on the vakuie of the home in a period
of rapidly rising house prices rather than on the borrower’s
earnings Houscholds also began to be able to borrow with-
out any explicit security at all, as in the case of credit card
purchases, an innovation that has spread across the globe.

Indeed, although the ratio of consumer debt to income has
long been higher in the United States than elsewhere, over
the last two decades the ratios in several countries have be-
gun to approximate those in the United States. After a sharp
rise in consumer borrowing in the United Kingdom during
the 1980s, its ratio is now close to that of the United States
In Japan and the Federal Republic of Germany, there was a
strong tendency towards convergence with the United States
during the recovery of the 1970s period as consumer borrow-
ing rose vigorously. Significantly, in both countries, the pace
of growth in real consumption expenditure during that period
was distinctly more than what they experienced during the
early years of the post-1982 recovery. The tendency towards
convergence weakened in the first years of the 1980s, but it
may again be emerging at the present time. "

Yet a further perspective on personal saving and expendi-
ture may be had by looking at household wealth and debt
together in the form of the net worth of households, The ratio
of aggregate net worth of households to their income had
fallen in the late 1960s or carly 1970s in Canada, Japan, the
United Kingdom and the United States but it was rebuilt in
the rest of the 1970s. By the 1980s, households apparently
felt wealthier and thus able to maintain more buoyant coi-
sumption spending .

9 See Barry Bosworth, * International differences in saving ™ {The Brookings Institution, unpublished). prepared for presentation to the annual
meetings of the American: Economics Association, Atlanta, 28 December 1989

10 See Eyian Sheshinksi and Vito Tanzi, “"An explanation of the behaviour of
Burcau of Economic Research, Working Paper Series. No 304G (July 198

gcrsuna] savings in the United States in tecent years”. Nationul
)

{1 By comparison, $135 billion to 5190 bittion in traditional home-equity loans were outstanding at the end of 1988, although the markets for
these $wo instruments were iargely separite, with lower-income households making greater use of the traditionat loans (sec Gienn Canner.
Charles Luckett and Thomas Durkin, “Home equity lending . Federal Reserve Bullerin (May 1989), pp 333-344)

2 Dorolhy B. Christelow, "Converging houschold debt satios of four industrial countries”. Federal Reserve Bank of New York, Giarterly

Review (winter 1987/88), pp 3547

I3 The cycle did not oecur in the Federal Republic of Germany Data on France and Italy were unavaitable (ias per Faflon and Hoelier . chirt H}



Table VIII.5.  Growth of financial wealth of households
in the Untted States, 1974-1987

{Average annual percentage change)

Level
in 1987
1974 1980- 1983- (billieny
1979 1582 1987 of dollars)
Financial wealth 11169
Nominasl increase I 3 10 4 813
Additions 53 4 4 46
Real increase? 18 0.4 46
Debt 2935
Nominal increase 109 76 L6
Additions 1§ 6 76 1LY
Real increases 22 -2 1 80
Net financial wealth 8235
Nominal increase 104 I3 7.0
Additions 19 33 21
Real increases 17 12 15

Source; Depariment of Inteenational Economic and Social Affairs of the United Nutions Secretaring,
based on data of OECD Finuncial Accounts of OECD Countries. 1988 No 2, (Paris, 1989)

&  Nominal increase defiated by the change in the consumer price index

Moreover, the process of the rebuilding of wealth may have
worked in a way that was especially likely to stimulate
spending, at least this is what the case of the United States,
shown in table VIIL.5, seems o suggest. United States
houscholds added an average 3 per cent a year to their wealth
in the 1970s period depicted in the table, but saw their real
wealth actually rise less than 2 per cent a year because of the
high rate of inflation. In the current expansion, in contrast, a
somewhat smaller rate of addition to household wealth has
produced an equal increase in real wealth; that is, the infla-
tion rate was offset by the capital gain on the nominal value of
the stock of household financial assets

It was noted above that financial innovations served o en-
courage higher levels of consumer borrowing. But United
States households also had other reasons to use greater
amounts of debt to finance their purchases . Tn the high-infla-
tion 1970s, borrowing that raised the nominal debt by 11 per

cent a year on average nevertheless raised the real stock of

debt by only 2 per cent a year. Indeed, when the rate of bos-
rowing slowed in the recessionary carly 1980s, the high in-
flation rate reduced the real stock of indebtedness In the
current expansion, households appear to have returned to a
rate of borrowing that raises their indebtedness at an cquiva-
lent rate to that of the 1970s. but now it produces a much
larger increase in the real debt level. None the less, because
the stock of assets is so much larger than the stock of debt,
and is still growing, even with the real level of debt rising 8
per cent a year, the real net financial position of houscholds
grows twice as fast as it did in the 1970s.

Consumption and saving in the 1990s

The wealth, demographic and policy changes of the 1980s
that altered savings and consumption patterns are themselves
likely to undergo changes in the 1990s. The demographic
picture 15 already changing in that the overall dependency
ratio is projected to start rising in the 1990s in the four Euro-
pean countries and Japan, as the growth of the aging popula-
tion exceeds that of the population of children. In Canada
and the United States, in contrast, the overall dependency
ratio is not expected to rise before the second decade of the
next century ™

The growth of houschold wealth and, tied to that, con-
sumer debt are also expected to moderate. Of particular im-
portance are house prices since houses generally form an
important part of total assets. In some countries—as, for ex-
ample, the United Kingdom and the United States—the long
rise in house prices appears to have broken and in future
years, house prices may move more closely in step with in-
comes or even decline in relation to them ' Pressures on the
housing market created by the *“‘baby boom” generation are
likely to pass away in the 1990s, and new patterns of social
behaviour such as the increase in numbers of single adult
households may also stabilize. In Japan, where there is a
{arge unsatishied demand for housing, demand is not likely to
abate but the run up in land and housing prices may essen-
tially be over. Indeed, some believe land prices are vulnera-
ble to a collapse not unlike that in the stock market, where
prices of equity shares have fallen by about 25 per cent in the
first three months of the year

4 Secresarint prajections, as published in Horld Papidetion Prospects 1988 (United Nations publication. Sates No, E.88.XIH 7). from which
the dati in table VT 4 are an extract. For savings and budgetary imP!icmiuns for the twenty-first century, see Peter § Heller, “Aging, sav-
£)

ings, and pensions ia the Group of Seven countries™ | IMF Horking

eprer (WP/89/13), 31 January 1989

15 In the United Kingdom, house prices have risen from about three (imes average earnings in 1980 to about five times in 1988, For new buyers,
mortgage payments accordingly take o Jarger bite out of carnings; this has been punting a brake on demand from first time buyers. In the
United States, the demographicaity driven demand for housing is projecied to fall over the next 20 years and | based on the historical relation-
ship between housing demand and house prices, the reaf price of houses is estimated to decline by 3 per cent Ecr anrum (sce N, Grego

Mankiw and David N, West, “The baby beons the baby bust. and the housing market™, National Bureau of

Faper Series, No. 2794 (December 1988))

conomic Research, Horking




As the growth of household wealth slows, consumers and
their creditors may become more cautious in the rate of ex-
pansion of consunter borrowing. It is already a frequently
expressed concern in the United States that, since the rate of
increase in consumer instalment debt has outstripped that of
incomes, households may find a rising burden in servicing
the debt. Also, in a weak housing market, the security pro-
vided lenders of home-equity loans is reduced. This would
not only put a brake on further borrowing but could cause
hardship among poorer households in the event of a reces-
sion which curtailed incomes and employment. Although
this may be a real enough possibility for some overborrowed
households, it is not likely to be a widespread phenomenon.
Over the 1980s, partly as a result of the intensification of
competition in the financial sector, the repayment period for
consumer debt has been considerably stretched out and inter-
est rates have also been reduced. At least in part for these
reasons, the debt-servicing burden as a percentage of per-
sonal disposable income in the United States was about the
same in 1987 (17 per cent) as in 1982 Morcover, a dispro-

portionate share of the debt is owed by higher income groups
and the burden of debt-service payments in relation to in-
comes does not vary much among the different groups.' In
any event, some restraint on borrowing has been introduced
in the United States by the phased elimination of the deduct-
ibility from taxable income of interest payments on con-
sumer debt other than mortgages and home-equity loans.

Together with the demographic changes, these circum-
stances mean that households are less likely to buoy up con-
sumer spending with increased borrowing and are more
likely to restore their rates of saving to something like their
former levels. The net effect of the various trends en each
country scems likely to lead to higher rates of household
saving in the United States and possibly lower rates in the
Federal Republic of Germany and Japan. In themselves,
these developments point to a slower growth of consumer
demand in the 1990s in the United States relative to the 1980s
and possibly a more rapid one in the other countries.

The rebound of fixed, non-residential investment

Private fixed investment in machinery, equipment and
non-residential structures is well known for its volatile beha-
viour. Its contribution to the growth of apgregate demand
varies widely from year to year, usually turning negative
when general cconomic activity weakens However, in the
years since the 1982 recession, fixed investment of the seven
larger developed market economies as a group-though still
volatile~-has yet to turn negative and has grown in most
years by substantial amounts {sce figure V1L 3)

As with consumption expenditure, the overall perforni-
ance has been smoothed out by differences among countries
in the phasing and strength of their recoveries  Investment
spending in the United States rose with particular vigour in
the boom years of 1983 to 1985. But it fell back temporarily
in late 1986 and carly 1987 before regaining its upward mo-
mentum. Investment in Japan did not resume its growth until
1984 and it accelerated substantially only from 1987 on-
ward Among the Western European countries—with the ex-
ception of the United Kingdom—the pattern was much the
same, though the rate of increase in investment remained
distinctly weak. The United Kingdom, like the Uniled
States, experienced a vigorous growth in investment during
both the earlier and later years of the decade (see table
VIIL.6).

The main determinant of business fixed investment is
profit expectations over the life of the investment, and so the
task for analysts of investment behaviour is to decipher the
elements that shape these expectations One is the trend in
sales as seen against installed production capacity Thus, as
capacity utilization in manufacturing industry and services
began to rise during the 1980s, investment in new capacity
for expanded sales appeared increasingly attractive. In those

countries where consumption expenditure grew more slowly
during the first half of the decade. the rising demand for
exports was a partial substitute in some instances. This was
important for Japanese investment during the early years of
the recovery because of its close trade links with the United
States It was less influential in the continental European
countries where exports are more closely geared to intra-
European trade; but the prospect of the unified EEC market
after 1992 began 10 stimulate investment by the second half
of the 1980s

In the competitive environment that has prevailed both
within and across borders, technological advances have
raised the prospective profitability of investment in new ma-
chinery and equipment (or raised the probability of losses
from not investing in an era of more rapid obsolescence).
Much of the struggle among firms to maintain or increase
market share has taken the form of innovations in products or
processes  Areas of particular emphasis have included im-
provements in the quality of products or services and the
introduction of processes atlowing the more rapid adjust-
ment of production and distribution to changing consumer
demands. In the United States and the EEC countries, a sig-
nificant motivation for investment—particularly in the ear-
fier years of the decade—was the rationalization and
modernization of plant and equipment in long-established in-
dustries; this was spurred on by the loss of market shares to
iower cost or higher quality imports Among the EEC coun-
tries, the structure of increased real unit labour costs with
which they emerged from the 1970s was also an incentive to
investment in labour-saving equipment.

The prospective profitability of investrment was aiso raised
by the diminished pressure of wage increases on unit labour

16 Robert Avery, Gregory Ellichausen and Asthur Kennickeli, “Changes in consumer instaliment debt: evidence from the 1983 and 1986 surveys
of consu:mey finances’ . federal Reserve Bullerin (October 1987). pp 761-778
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Figure VIII.3  Growth of real private gross non-residential fixed
investment of seven major market economies, 1974-1989

Annual percentage change
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Table VIII.6. Growth of real private gross non-residential fixed
investment of seven major market economies, [974-1989

(Annual percentage change)

1974-

1979
Canada 68
France -03
Germany, Federal Republic of 1.9
ltaly 1.0
Fapan Ia
United Kingdom 30
United States 35
Group of Seven? 24

1980- 1983-
1982 [985 1986 1987 1088 198%¢
50 13 41 1i1 189 101
05 -07 50 48 104 67
-16 37 43 42 73 112
-24 19 31 13 73 76
52 89 58 80 160 180
-08 B9 06 142 193 70
20 73 -33 39 84 41
03 62 12 64 111 B8

Source: Data of QECD, Economic Outlook, No 46 (Becember 1989).

1 QECD estimates

b Weighted average of the investment growth rates of each country, weights being 1987

GDP at 1987 exchange rates

costs. Indeed, as labour productivity began to rise faster than
the real cost of labour (see again, table VIII,2), unit labour
costs fell. In addition, after-tax profits have gained from re-
ductions in the rate of corporate income tax. Of particular
importance in the case of the United States was the increase
in depreciation allowances introduced in 1981 by the Accel-
erated Cost Recovery System. But while these cost and tax
changes improved profit expectations, their role in encourag-
ing new investment was probably subsidiary.

['78

The influence of another element on the supply side—the
cost of capital—appears uncertain. Major determinants of
the cost of capital are interest rates and the cost of raising
equity funds. Real long-term interest rates reached very high
levels during the early years of the post- 1982 recovery; in the
United States they averaged almost 8 per cent from 1983 to
1985 when investment was increasing with particular vigour.
In the later years of the 1980s real long-term interest rates
have generally fallen and--at least until the 1987 stock mar-




ket crash—-the cost of raising equity capital also fell. Thus,
while investment may have received some stimulus from the
falling cost of funds in the late 1980s, investment first be-
came strong when the cost of funds was still quite high.

This does not mean, however, that the cost of capital failed
to influence investment decisions. One recent study, for in-
stance, found appreciable differences among four of the
larger countries in the cost of capital; and it noted that the
share of fixed investment in GNP has been lower in those
countries where the cost of capital has been higher.'” The
study estimated that the after-tax cost of funds to corpora-
tions in the Federal Republic of Germany and Japan was as
low as 2 per cent compared with some 5 to 6 per cent in the
United Kingdom and the United States. However, as the
study pointed out, differences among countries in the tax
treatment of profits could offset these differences in costs
What finally matters for investment decisions is the pre-tax
rate of profit that has to be earned in order to cover the after-
tax cost of funds. However, when allowance is made for dif-
ferent tax provisions, the generalization that the cost of
capital is higher in the United Kingdom and the United States

still appears valid. What also emerges is that the advantage of

the Federal Republic of Germany and Japan is greater, the
longer the lifetime of the investment project. In projects with
a short lifetime, the cost of funds is less important, and in the
United States the higher depreciation allowance can be suf-
ficient to offset the disadvantage of the higher cost of funds.
Thus, though investment rose moere vigorously in the United
Kingdom and the United States during much of the 1980s
because of demand, the structure of higher capital costs
probably biased its composition away from relatively long-
term projects.

Will the rate of investment be maintained?

It would be very interesting if we could measure the effect
of the various factors Hsted in raising the expected rate of
profit from investment. But expected profits are in their nat-
ure unobservable in economic data, although ex post profits
are available, as are data on the value of the capital stock. The
ratio of the two time series gives a measure of the average
rate of return on capital ' As thus measured, the rate of re-
turn had recovered from levels of the early 1980s and sur-
passed the average of the 1970s period in six of the seven
countries (see table VIII. 7). The exception, Japan, was nev-
ertheless enjoying annual rates of return of 21 per cent or
more. If these average profit rates are more or less main-
tained in the 1990s, the prospect for investment witl continue
to be strong.

Other influences are also at work that may serve to
strengthen investment demand. A positive stimulus on Euro-
pean investment is being generated by the 1992 economic
integration programme of the European Economic Commu-
nity. The successful conclusion of the Uruguay Round of
trade negotiations and an end to the protectionist drift could

York. Quarterfy Review (summer 1989), pp 7-28

from trading assets or from revaluations of inverdories
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Table VIII.7 Rates of return in the business sector of
seven major market economies, 1974-1989

(Profit income as a per cent of capital stock®)

1974- 1980-

1979 1986 1987 1987b 19800
Canada 16.1 174 194 204 205
France 179 161 175 180 183
Germany, Federal Republic of 7.1 163 7.5 189 183
Ialy 196 209 233 234 230
Japan 232 216 219 220 207
United Kingdom 112 117 132 135 138
United States 203 197 226 233 233
Group of seven 19.6 9.0 208 213 211

Source; OECD, Economic Outlook, No. 46 (December 1989), table
50.
©  Profits are derived from national accounts data as value added in
production at factor cost minus compensation of employees {(and
thus profits exclude gains or losses from price changes, but include
some labour income since all the income of self-employed people is
included); capitat stock is deflined as the cumelation of the assets
included in private gross non-residentiat fixed investment minus
retirements (and thus inventories are excluded), evaluated on the
basts of replacement cost

b Estimated for some countrics by OECD

have similar, If more limited and diffused, effects. Further,
with higher levels of spending on research and development
(see again, box VIIL 1), there may be fresh technological
advances to accelerate the rate of investment. It has been
suggested, moreover, that as Japan and the EEC countries
join the United States at the frontier of technological pro-
gress, the pace at which the frontier is pushed back could
accelerate ' Certainly, as the internationalization of corpo-
rations continues to spread and as more corporations develop
cross-border relations with their counterparts elsewhere in
order to gain access to or to develop new technologies, these
will be disseminated and applied more quickly.

It was noted in the preceding section that the locus of dy-
pamic consumer spending may be shifting to Europe and Ja-
pan from the United States. The demand stimulus to
investment spending might thus also be concentrated in these
countries. But if there is more progress in reducing the
United States fiscal deficit, the easing of pressure in the
credit markets may reduce real United States interest rates
and further encourage investment in that country, particu-
larly to increase capacity to export to the more dynamic mar-
kets abroad.

The internationaf transmissien mechanism

The maintenance of a largely open system of international
trade and the more recent emergence of a liberalized interna-
tional capital market have played a critical role in the sus-
tained post-1982 recovery of the countries under review

See Robert N, McCauley and Steven A, Zimmer, ~Explaining international differences in the cost of capital”, Federal Reserve Bank of New
The convention is to measare profils from operations (i e . from value added by enterprises) so the measure exciudes capital gains or losses

See Angus Maddison. Phases of Capitalist Development (Oxford. Oxford University Press, 1982)



here This is not to deny that strong protectionist pressures
were felt in the countries or that there were fears about unre-
stricted capital flows. But for the most part, trade and finan-
cial flows were open and served as efficient mechanisms for
transmitting aggregate demand impulses internationally.”®

The stimulus of rising export demand shifted strongly
among the larger developed market economies between the
earlicr and the later years of the recovery. It was the upsurge
in domestic demand in the United States during the 1983 to
1985 period which, together with the strongly appreciating
dollar, pulled up exports from the other countries and im-
parted some momenturm o the growth of their domestic out-
put. In the larger of these countries, relatively high saving
propensities and lagging domestic investment were tending
to depress domestic economic activity on the one hand, and
on the other, concern about inflation and the high priority
given to containing public expenditure and budget deficits
deterred the authorities from pursuing expansionary mea-
sures. Thus, in the 1983-1985 upswing, the rate of increase

in total demand in the United States outpaced the growth of

total output, while in all the other countries except Italy and
the United Kingdom, the reverse occurred (see figure
VIIL 4).

One consequence for the United States, however, was a
sharply rising trade deficit as both exporting and import-
competing industries suffered from the overvalued dollar
and—directly or indirectly—from the relatively weak expan-
sion in foreign markets. While the deficit was easily fi-
nanced by the inflow of capital from the countries with a
surplus of saving, it intensified domestic protectionist pres-
sures and generated fresh trade tensions among the main
trading partners. The slow growth in income, especially in
the European countries where it was accompanied by high
unemployment rates, also fed protectionist pressures in those
countries.

Meanwhile, the untenable nature of the very large trade
surpluses in the Federal Republic of Germany and Japan and
of the comparable trade deficit in the United States came to
be recognized, and steps were co-ordinated internationally
to adjust policies. These began with the Plaza Accord in Sep-
tember 1985 to encourage the realignment of the dollar and
they were supported later by domestic macro-economic mea-
sures in the leading countries; the latier were designed to
reduce the large but opposite saving-investment imbalances
while preserving the growth of economic activity. The out-

come was a virtually complete reversal in the 1986-1989
years of the relation between domestic demand and output
that was observed in the 1983- 1985 period. As canbe seenin
figure VIII .4, total domestic demand in the later period grew
more slowly than output in the United States while it ex-
ceeded output growth in the Federal Republic of Germany
and Japan—the chief actors of the co-ordinated policy—as
well as in the other four countries.”' It then became the tumn
of domestic economic activity in the United States to be stim-
ulated by an expanding volume of exports ©

The manufacturing sector in these countries seems o have
been particularly sensitive to the shift in demand growth and
the drop in the overvalued dollar. Thus, whereas the United
States was effectively being priced out of its export markets
as the dollar rose in the first part of the 1980s recovery, its
manufactured exports grew sharply after the dollar declined;
that is, not only was the 15 per cent average rate of growth of
the volume of manufactured exports during the period {986-
1989 a credible performance in itself, but it came at a time
when the United States export markets for manufactures
were growing at little more than half that rate (see table
VIL8).

Table VI8  Growth of manufactured exports and of
export markets
of seven major market economies, 1983-1989¢

{Average annual percentage change in volume)

Market Export  Market Export

Canada 57 i4 0 75 45
France 54 29 7.5 42
Gennany, Federal Republic of 59 62 8.0 56
Italy 43 61 77 64
Japan 73 96 6.8 13
United Kingdom 53 53 6.9 58
United States 60 Il 82 14.7
Group of Sevea 66 59 15 64

Source: Departmeat of International Economic and Social Affairs of
the Usnited Nations Secretariat, based on data of OECEH, Economic
Chutlook. various issues

4 Market growth is defined as & weighted average of the growth of
manufactured imports in each exporting country’s national or
regional markets, the weights being the share of manufacturing
trade flow in1981 for years up 1o 1986 and 1985 for years thereafler

1 Muny prolectionist actions were taken, particularly in the increased use of anti-dumping and countervaifing duties and in the more frequent
resort to retaliatory threats or unilateral measures against alleged protectionist activities. None the less, the economies remuined open overntl,
as reflected in the upward trend of import-penctration ratios for manufactures. In the United States, the ratio of imports (o apparent consump-
tion rose from about 9 per cent in 1980 to 13 fpcr cent in 1988 and in the EEC countries from about 10 per cent to 13 per cent Only in Japan

ro

was the increase in penefration si{ij;hi. rising
Trade and Development (see Trade and Development

m S.SEer cent to 6 per cent, according to data compiled by the United Nations Conference on
eport 1989 (United Nations publication, Sales No E.89.11.D 1), chart 4}, Inthe

service sector, too, there kas been a growing interpenetration of markets, as in the tourist and distribution industries, but especially in finance.
With the deregulation of aational capital markets, the dismantling of exchange contrels and the liberatization of establishment rules for foreign
financial instititions . the conditions were laid for the great upsurge in international capital transactions that has marked the {980s

In Haly and the United Kingdom, where the prowth of detnand already exceeded the growth of output in 1983-1985, the degree by which

demand grew faster than outpul increased in 1986-1989 (i e., from a 4 per cent to a 27 per cent excess in Haly and froman B per centto a4l
per cent excess ia the United Kingdom) In both cases, the sharp increase in demand seems to have been generated independently of the

co-ordination exercise

In 1987 the growth rate in United States real GNP accounted for by the increase in real exports of goods and services alone was t.4 per cent

Total real GNP rose by 3.7 per cent. In 1988, exports accounted for 2.1 per cent while total real GNP sose by 4.4 per cent In 1989, 1he

estimaled contribution of exports was 1 4 per cent and the growth of GNP was 3 per cent See OECD, Economic Outlook (Decentber 1989),

lable 26.V




Figure VIIL.4  Growth of aggregate demand and output of seven

major market economies, 1983-1989
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By the same token, the higher yen exchange rate in the
1986-1989 period appears to have been a major reason for
the shaip slow-down in the growth of Japanese manufactured
exports both in absolute terms and relative to the growth of
its markets. In Europe, once the delayed recovery bepan, the
high degree of interconnectedness of the economies of the
EEC countries translated into more rapid growth of their
markets for manufactured exports. However, with the
deutsche mark and the currencies linked to it through the
European Monetary System rising against the dollar, export
growth to the non-EEC area was held back.

Instability in foreign exchange markets

If the period after 1986 thus appeared to be placing the
major market economies on a path of adjustment, it is a slow
one and one that requires continuing United States depen-
dence on foreign capital inflows and the consequent rapid
rise in the external indebtedness of the United States. Despite
dramatic and positive changes in the performance of real ex-

ports and imports, the United States deficit in the balance of

payments on current account, though it contracted in 1988
and 1989, has remained large and is not expected to shrink
rapidly. This is primarily for two reasons. First, since United
States merchandise exports are only some 70 per cent of im-
ports, their growth has to be at a considerably higher rate in
order to outweigh the growth of imports if the merchandise
trade gap is to be narrowed substantially. Secondly, with the
continuous net inflow of capital to finance the current ac-
count deficit each year, investment income payments abroad
keep increasing.

Were investors to curtail sharply their inflow of funds, the
shortfalls of both domestic savings and foreign exchange
earnings would have to be covered by large-scale official in-
flows—as happened in 1987%—or by a sharp fall of the dol-
lar exchange rate and rise in interest rates, which might set in
motion serious trade and financial disruptions.* So far, the
world’s demand for dollar assets has not abated; but since the
dollar is the principal reserve currency of the world, the pos-
sibility that the demand for dollars might slacken renders
exchange rates vulnerable to severe instability.

The United States current account deficit has recently been
about 2.5 per cent of gross national product, while net in-
debtedness stood at 11 per cent in 1988 According to one
slow-adjustment scenario, if the United States current ac-
count deficit net of investment income payments—that is, the
net transfer of financial resources to the United States—con-
tinued at its 1988 level, it could eventually stabilize at about
3.25 per cent of gross national product, and it would raise net
indebtedness to 32 per cent of GNP by the year 2000.* But
even these rates would not be exceptional in themselves.
Other developed market economies have run current account
deficits of 3 per cent or more of GNP for several years and

have carried levels of debt in excess of 40 per cent of GNP
without provoking a crisis of confidence.

Moreover, unlike the United States, which borrows from
foreign investors through the sale of dollar-denominated as-
sets, other countries borrow in foreign currency. Foreign in-
vestors are aware that borrowing countries could encounter a
liquidity problem in servicing their external debt and they
lend only if the policies pursued in these countries seem to
make such risk acceptably small. In the case of United States
debt, however, the risk that foreign investors face is not illi-
quidity; it is the foreign exchange risk that they carry in hold-
ing dollar assets. In a sense, United States external
borrowing is thus less subject to the direct scrutiny and disci-
pline of capital markets and more linked to expectations
about the dollar exchange rate. So long as the differential
between United States and foreign interest rates more than
offsets any loss expected from a deterioration in the ex-
change rate, it remains worthwhile for foreign investors to
purchase dollar-denominated assets. This seemingly gives
the United States a greater measure of latitude in its domestic
policies. However, this may be more appearance than reality
since assessment of the effectiveness of domestic policies in
coniaining the current account deficit within sustainable lim-
its should go far towards moulding exchange rate expecta-
tions,

The sheer size of the United States economy is another
important factor. For the United States to finance a current
account deficit of 3 per cent of gross national product and
also continue its current rate of external lending and invest-
ment, foreign investors have to be willing to add very large
amounts of dollar-dominated assets to their portfolios. Ac-
cording to estimates by OECD, the private sector outside the
United States absorbed about $23.5 billion a year in dollar-
denominated assets from 1975 to 1982. This swelled in the
current recovery period, reaching a peak of $96.3 billion in
1985. In 1987, they took only $8.4 billion and, as noted
above, the dollar was extremely weak that year. Foreign de-
mand for dollar assets can thus be quite volatile and the abil-
ity of the United States economy 1o sustain a large payments
deficit clearly hinges on the size of the foreign demand for
dollar assets. In 1988 and 1989, that demand was sufficient
to absorb the full supply and indeed the strength of the dollar
implied that even more dollar assets would have been taken
had they been available. At the present time, foreign portfo-
lios are growing and the dollar share of those portfolios ap-
pears to be increasing (especially in early 1990 as far as
Japanese investors are concerned). The dollar share, how-
ever, will stop growing at some point as investors cannot but
be aware that the larger the share, the greater the exposure 1o
the exchange rate risk. Thereafter, the growth of the foreign
demand for dollar assets would grow no faster than the
growth of the portfolios themselves, which OECD estimates
to be in the order of 10 per cent a year

2 Spe Bbrld Economic Survey 1988 (United Nations publication, Sales No E B8 I C 1), box IV 3

Internationat Economics, December 1985)
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See OECD, Economic Outlook, No. 46 (December F9893, table 17

2 The classic statement of this scenario is Stephen Marris, Deficits and the Dollar the World Economy at Risk (Washington, D C | Institute for

See Federad Reserve Bank of New York, Seventy-fourth Annual Report (April 1989), p 32
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But exchange rate expectations are potoriously variable
and often incxplicable. The point was amply demonstrated
by the dollar’s weakness in 1987. The most commoen reason
given at the time was growing scepticism about the political
determination {o reduce the United States fiscal deficit. Butit
appeared to be more a matter of a subjective shift in senti-
ment and attitudes among market participants than a change
in objective conditions. Though there was no decisive
change in political intent in 1988, the dollar again strength-
ened. What this suggests is that the doHar exchange rate will
remain highly vulnerable to shifts in expectations so long as
the duration of the current account deficit appears so open
ended

Confidence has been bolstered since the 1985 Plaza Ac-
cord by the co-operation of central banks both in the manage-
ment of interest rate changes and in their intervention in
foreign exchange markets. This has smoothed changes in ex-
change rates and has ensured fairly orderly adjustments, at
least thus far. But for confidence to be maintained, market
analysts will look to see progress in correcting the underly-
ing United States saving-investment imbalance, especially in
the light of the new opportunity to reduce the Government
deficit as part of the **peace dividend”.

Volatility of stock markets

Concern about other financial conditions has also been ex-
pressed, such as bank failures arising from regulatory
changes or the rising level of corporate indebtedness in the
United States {see box VI 2}. Sudden plunges in prices of
the equity shares traded on stock markets have long been
{eared as a possible source of financial panic and economic
disruption. New life has been breathed into the fear by the
severity of recent price declines on Japanese and United
States stock markets. It has been magnified, too, by concern
that with the liberalization of international capital flows and
the technological advances in communications, tremors in
one market can be transmitted to other markets throughout
the world almost instantly. The dark picture can be drawn of
a stock market collapse in one leading country that could
have repercussions not only on stock markets abroad but also
on real economic activity both at home and abroad; the link-
ages run between stock markets, from stock markets to do-
mestic economies, and through international trade to the
economies of other countries

But with the technical improvements of recent years in
communications, it is easy 10 be overimpressed by the extent
to which national stock markets have become more closely
linked. Certainly, the technical changes and--more impor-
tant—the dismantling of exchange controls on capital move-
ments, along with the deregulation of national financial
markets, have extended these links. National markets have
been opened to trading by foreign brokerage houses; and
there is a continuing trend towards diversification of invest-
ment portfolios to inciude the equity stock of several coun-
tries. Macro-economic imbalances between domestic saving
and investment have also enlarged cross-border flows in the

2T For a fuller discussion of these points, see Thom B. Thurston and Ba

{August 1989)

1980s. Still, in relation o the size of domestic eguity mar-
kets, foreign participation remains modest, and the notion
that cross-border activity could by itself transmit a sharp
price decline from one market to markets elsewhere appears
an unsubstantiated fear. Indeed, there is no evidence that the
degree of sympathy in price movements among national mar-
kets has increased since the globalization of markets ook
place. Even in the crash of October 1987, there was little
evidence that cross-border transactions were the transmitter
of price declines. What brought about the concurrent move-
ments was the loss of confidence experienced by investors
elsewhere in response to the unsettling news of the United
States stock market’s collapse * They responded much more
calmly to the subsequent decline in October 1989, largely
because they had learned from the carlicr experience that a
large fall need not spell disaster. The relative quiet in the
world's markets in the first quarter of 1990, as the Tokyo
stock market was undergoing a very major correction in the
prices of what most analysts believe were highly overvalued
shares, is another case in point.

From an aggregate demand viewpoint, the importance of
the volatility in stock markets rests mainly on its effects on
private consumption. It was earlier noted that the large rise
in the price of equity stock in the years after 1982 probably
had an effect in stimulating household consumption expendi-
ture; and sharp drops could be expected 1o do the opposite
The extent to which equity holdings figure in the wealth of
households varies considerably among countries, but in all
major market economies, the dominant components are not
equity stock but real estate, bonds and liquid assets. Still,
economelric investigations of the ““wealth effect” on con-
surnption expenditure find a significant response to fluctua-
tions in equity prices Thus, many expected that the stock
market coliapse of 19 October 1987 would~-especially in the
United States—appreciably reduce domestic consumption
expenditure and—through external linkages—adversely af-
fect output elsewhere. However, real private consumption
expendiwre in the United States decelerated sharply only in
the last quarter of 1987; in subsequent quarters throughout
1988 and into 1989, consumption expenditure resumed its
growth, if somewhat less vigorously than in the early recov-
ery years. The most plausible explanation for the apparently
negligible wealth effect is that households did not regard the
speculative rise in equity prices during 1987 (which the fall
did no more than cancel out) as a permanent gain in wealth
As such, it appears that the response of households to a fal in
equity prices depends upon the general economic situation
within which it takes place and the public’s perception of the
nature of the fall.

The present concern with stock price behaviour was first
spatked by the 1987 crash of the United States stock ex-
changes. Since the end of the Second World War, there have
been three occasions on which prices fell by more than 3.5
per cent in a single day, and all three occasions have occurred
within the past three years. These large price declines can be
regarded as “corrections” made to bring equity prices back

k ] Herman, “Some recent issues and evidence in the behaviour of world
equity markets”. Department of Internationat Economic and Sociat Affairs of the United Nations Secretarinat, Horking Paper Sevies. No {2
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Box VIIL.2. The rising level of corporate indebtedness in the United States

A frequently expressed fear of recent years—especially in
the United States—has been over the rising levels of corpo-
rate indebtedness relative to income. The belief is that the
increased debt burden is likely to make real economic activ-
ity more vulnerable to events that adversely affect the credit
standing of borrowers.

Most of the increase in indebtedness in the United States
can be traced to the wave of corporate mergers and acquisi-
tions that took place during the decade. The debt has been
incurred by corporations or individuals to acquire equity in
other corporations, leading to a net substitution of debt for
equity at the national level. There were comparable waves of
corporate restructuring and realignment in the late 1950s and
early 1960s, in the 1920s and in the early 1900s. How far
they are beneficial is a matter of much controversy. Propo-
nents argue that they stir up lethargic managements, strip
corporations of unprofitable or extraneous activities and en-
hance efficiency. The managements of highly leveraged cor-
porations can indeed be under more external pressure to
adhere in their decisions to the criterion of profitability than
managements subiect only to the weak discipline of annual
shareholders meetings. On the other hand, critics point to the
preoccupation of managements with launching or defending
themselves from financial takeovers rather than with the
business of managing their corporations efficiently and de-
voting enough attention to long-run product and process de-
velopment. The high yield bond market (the “junk” bond
market) has been an innovative means through which numer-
ous acquisitions have been financed and it bas been in this
market that growing doubt about the wisdom of more recent
takeover bids has been expressed.

In evaluating whether the resulting increase in the stock of
corporate debt has threatened corporate solvency in general,
the relevant comparison is with changes in the total value of
assets. When the assets of non-financial corporations are
measured in the standard way at “book value™, what
emerges is that the ratio of debt to assets has risen in the
1980s in the United States, while it has remained stable or

fallen in Canada, the Federal Republic of Germany, Japan
and the United Kingdom (see table).

Book value, however, is generally a sigaificant understate-
ment of the actual value of corporate assets, There is no sim-

Ratio of gross debt to total assets of the corporate
sector in major market economies, 1970-1987

1970 1975 {980 1985 1986 1987
Assets ar book value
Canadn 054 061 059 058 057 057
Germany, Federal Republic 065 065 066 063 062 06
Japan 0BS5S OB 084 081 (8]
United Kingdom 053 03 0533 0533 03
United Stes 049 045 044 048 050 0351
Assets ar market value

Canada 050 058 054 047 045 045
Germany Federal Republicof 072 076 081 071 070 077
Japan 0.8 0.83 084 073 Q63 039
United Kingdom 051 064 063 052 048 048
Uinited Stutes 045 052 050 050 049 031

Source: Bank for Internationad Settlements, Fifry-ninth Annual Report
(June 1989), pp B4-83

a Break in the series.

ple way to measure in practice what the full value of an
enterprise is, including, for example, its value as a going
concern with an established company name and reputation

One solution is to say that the implicit financial market as-
sessment should be used to estimate the value of the assets of
a firm; that is, by the balance-sheet identity, the total value of
assets equals total liabilities plus the value of equity, and the
latter can be measured at market value By that measure, as
the table shows, the debt-to-asset ratio has remained stable in
the United States while in the other countries it has fallen.
This implies that corporations, despite the increase in their
total outstanding debt, are no more prone to the risk of insol-

into line with their fundamental values, and there are several
theories about speculative activity to explain why the correc-
tions were delayed and cumulated instead of being made in
small increments on a daily basis. In addition, part of the
blame has been laid at the door of “programme trading”, an
arbitrage technique that is dependent on the execution of
large-scale transactions without delay, which was made fea-
sible by the computerization of markets. After the crashof 19
October 1987 when the United States stock market fell by 23
per cent, several new trading rules were introduced in an
effort to brake future declines, the most important being the
“circuit breakers”, which suspend trading if prices drop be-
yond stated fimits. The collapse of 13 October 1989, when
prices fell 7 per cent in two hours, was not as severe, but it is
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still an open question whether the price volatility of the past
two and a half years will be dampened down by recent mea-
SUres.

To the degree that the market is intrinsically volatile, it
will be important that its immediate effects be isolated. It
could otherwise threaten the stability of the financial system.
The recent cases when prompt action by monetary authori-
ties made liquid funds readily available to temper the losses
inn asset values iflustrate what is needed. However, when
used this way, control of the money supply is not available as
a tool 1o curtail inflation.

The greatest danger arising from volatile drops in equity
prices is that they could directly diminish business or house-




vency today than they have been during the past 10 1o 15
years." The possibility of a liguidity crisis, however, is an-
other maiter.

It is sometimes noted, by way of reassurance for those con-
cerned about rising corporate indebtedness in the United
States, that the ratio of debt to assets is considerably higher
in Japan and the Federal Republic of Germany. This does not
mean, however, that the risks of default are higher in these
countries. As between the Federal Republic of Germany and
-Japan on the one hand, and Canada, the United Kingdom and
the United States on the other, the differences in leverage
appear to derive largely from institutional characteristics
and, to some extent, from government policies. In the former
countries, financial relations between the investors and the
corporations are often closer; in the Federal Republic of Ger-
many, for example, the banks that lend to corporations may
also be shareholders in the corporations  In addition, lending
is concentrated in the hands of fewer creditors in those coun-
tries and Governments pariicipate more in underwriting
loans to the private sector. The general effect of these fea-
tures is to lessen the default risk because lenders will endeav-
our and be well placed—to keep them solvent ?

However, this does not dismiss all the fears that arise from
the increasing indebtedness of the corporate sector. Indeed,
the burden of servicing United States corporate debt has in-
creased in relation to corporate earnings. © Thus, while insol-
Vency may seem no greater a risk than before, it appears that
there is now a greater danger of corporations facing severe
liquidity problems in the event of a sizeable fall in earnings.
During the depths of the 1981-1982 recession, interest pay-
ments amounted to some 24 per cent of the cash flow of non-

# i the case of Japan, where average share prices plmmesed about

financial corporations, while by 1989 when carnings were
much more buoyant—they absorbed some 31 per cent. For
the most heavily leveraged corporations, default could be the
inescapable consequence of a large downturn in carnings.
One simulation exercise suggested that, if the 1981-1982 re-
cession were to repeat itself, the rate of bankruptcies would
rise to twice the current levels ¢ It should be remembered,
however, that the 1981-1982 recession was particularly se-
vere and was accompanied by exceptionally high interest
rates. Rates of bankruptcy rose, moreover, since the last re-
cession but have fallen since 1987, and in 1989 when interest
rates rose and economic activity slowed, the number of
United States business failures declined by the largest
amount since 1978.°

Under the usual variations in economic parameters, most
corporations should thus be able to operate without distress.
But the vulnerability of large, heavily leveraged corporations
and the exposure of their bank creditors, in particular, pose a
serious risk . An anti-inflationary monetary policy that erred
overmuch on the side of restriction could precipitate a wave
of bankruptcies that might sericusly undermine the financial
sector and general business confidence. There is a strong
need to avoid having to undertake new rescue efforts in the
United States financial sector. Although the full cost to the
United States Government of resolving the crisis in the sav-
ings and loan sector is disputed, common estimates exeeed
$300 billion Financial institutions need to strengthen their
balance sheets, especially those with substantial holdings of
junk bonds, but this takes time Meanwhile, the rise in cor-
porate indebtedness restricts the room for manoeuvre open
to the monetary authorities 10 contain inflation

25 per ceat in the first quarter of 1990, the unusually Tow ratio of gross debs

1o tolat assets of corporations would be expected 1o return to more usual levels

in ghese countrics

This aiso tends 1o reduce the risk premivm incorporated in the interest paid by corporations an their Ioans and helps  lower the

cost of capital

There is a discrepancy between the stability of the debt-to-assets ratic when assets are measured at market value and the increase in the

debt-servicing burden It arises beeause equity prices have been used 1o indicate the masket value of assets and equity prices have risen relative

to corporate carnings

83-125
Pt of Dun and Bradstrees Corporation. New York, March 1990

Ben S. Bernanke and John Y Camapbell. "Is there a corporste debt erisis? ™. Bronkings Papurs on Economic Activire, No

£ (1988). pp

hold confidence. In times of great uncertainty, a fall in stock
market prices could be read as a harbinger of recession,
causing enterprises and households to rein in their spending
as a precautionary measure . In more buoyant and confident

times, both enterprises and houscholds may be more dis-
posed to view stock market gyrations with detached scepti-
cism.

The role of policy

Ten years ago, policy makers looked back on the economice
turmoil of the 1970s and made major reassessments of the
role of policy and the scope {or the public management of
developed market economies. This led several economies,
including the largest ones, to adopt a new and more-or-less
common strategy {or policy in the 1980s. That strategy can
be summarized as initial strict controb of aggregate demand
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{except in the United States}, primacy of monetary policy for
economic managenens, building conlidence in policy inien-
tions by avoiding the “'stop-go™ approach of carlier times,
and emphasis on “supply-side” reforms to increase the flexi-
bility of production and exchange and raise the profitability
of investment {albeit at the expense of reducing labour’s real
income growth} As the discussion in this chapter sougly to




show, the strategy achieved much of its intended purpose in
that, after a sharp recession, inflation was brought down to
acceptable levels and an economic recovery was set in mo-
tion that has continued to the present day But the ambition of
the strategy went further, namely, to so alter the structure of
the economies as to make them more flexible and competi-
tive, less prone to inflationary pressures and less vulnerable
to economic shocks. On these dimensions, the evidence is
not yet in.

Onre unmitigated success of the 1980s strategy has been the
relative stability of prices. This owed much to the tight mon-
etary policies adopted at the outset. They broke the prevail-
ing inflationary expectations and, through sharply increasing
unemployment, altered the negotiating balance in wage set-
tlements. Monetary policy gained a ‘credibility that pre-
served its effectiveness in later years. However, the task of
preserving price stability was much eased throughout the re-
covery years by the weakness of primary commodity prices
and in particular by the fall in energy prices.

Divergences in fiscal policy among the leading countries
have played a fortuitous role in stimulating and sustaining the
post-1982 recovery. In Japan and Western European coun-
tries, high priority was given to the reduction of budget defi-
cits; it was believed that, along with a tight monetary policy,
this would restore business confidence and set off an invest-
ment-induced expansion ** Actually, the initial stimulus to
their recovery came from the export sector as it responded to
rising economic activity in North America. While sharing
the aim of reducing the relative size of government in na-
tional expenditure, policy makers in the United States were
more influenced by the view that lower income taxes would
encourage greater work and effort. The large tax cuts, how-
ever, were not accompanied by reductions in public spend-
ing, and in the recessionary conditions then prevailing, their
effect was to raise private consumption expenditure and set
off a strong upswing in economic activity.

By mid-decade, however, the imbalances that were part
and parcel of the new policies had reached alarming dimen-
sions There was a great deal of concern in the United States
and in other countries about the excessive United States fis-
cal deficit, while concern was also widespread about the un-
sustainable pattern of exchange rates and international
payments imbalances, especially among the Federal Repub-
lic of Germany, Japan and the United States. The payments
problem also raised the spectre that intensifying protectionist
pressures could undermine an already weakened multilateral
trading system.

A new element was therefore added to the policy strategy
of the major economies, namely, to co-ordinate their macro-
economic policy in order to eliminate inconsistencies and
promote convergence of policy aims. This took the form, on
the onc hand, of formal summit meetings and meetings of

finance ministers and central bank governors and, on the
other hand, of close informal discussions and joint interven-
tion in foreign exchange markets. In the United States,
meanwhile, the political stalemate that allowed the budget
deficit to soar past $200 billion in 1985 was also addressed
through the Balanced Budget and Emergency Deficit Con-
trol Act of 1985 (the Gramm-Rudman-Hollings bill}), which
mandated across-the-board budget cuts according to a for-
mula whenever a properly legislated budget at a specified
maximum deficit could not be adopted.

The upshot was that fiscal policy in the United States
edged towards a reduced budget deficit in the second half of
the 1980s, while the Federal Republic of Germany and Japan
relaxed their tight fiscal policies somewhat. Latger changes
were seen in monetary policy, as the money supply grew
more rapidly and interest rates fell in all three countries in
1986, helping to support economic growth which was begin-
ning to slacken. At the same time, the size of the change in
interest rates differed among the countries so that the infla-
tion-adjusted interest rate in the United States fell relative to
that in the Federal Republic of Germany and Japan. This
reduced the incentive to hold dollar assets and thereby low-
ered the demand for dollars and the dollar exchange rate.”

The effect of the policy measures and subsequent amend-
ments agreed at meetings at the Louvre and in Venice in
1987, coupled with the unexpected terms-of-trade gain from
the sharp drop in oil prices in 1986, helped steer economic
growth along the desired low inflation path. Although the
absolute size of the internal and external imbalances were
being corrected very slowly, they came to be seen as less
threatening since GDP was rising steadily. Confidence in the
revised policy strategy was high, especially as various poten-
tial disasters were successfully averted, including the sharp
drop in the private financing of the United States payments
deficit which threatened the collapse of the dollar in 1987
and the plummet of stock prices in markets around the world
in the same year

Policy-making in the [980s, however, may be judged as
less than a complete success. The collapse of Japanese stock
prices this year is seen by some as a belated result of an
unwarranted tripling of stock prices from 1985 to the end of
1989 that—like the soaring real estate market in Japan—sug-
gested there was an excess of liquidity in the economy over
several years. In any event, Japanese interest rates have now
been raised significantly® and are forecast to rise further un-
der the current outlook. Aggregate demand, however, may
not continue as strong as believed before the crash; that is, it
cannot be taken for granted that the sudden stock market
correction will not slow down the Japanese expansion. Pol-
icy makers will perforce be feeling their way in setting
macro-gconomic policy in this new environment.

The decade also ends with limits to the ability of the

2 Budget deficits had risen to substantial levels a5 a percentage of gross national product, and confidence in the effectiveness of fiscal policy as

an expansionary instrument had ebbed. It was believed that fiscal expansion, ¢ au%h it might temporarily raise output, would sooner or later

be dissipated in higher prices and wages. Further, borrowing lo finance budget de

teits would “etowd oul™ private investment

9 Onthe meaning and measurement of such real interest rates and their relationship to exchanpe rates in the major market economies, see Bbrld

Economic Survey 1989, chap. VI

30 For example, by March, various shori-term interest rates were two-thirds to three quarters higher than a year earlier
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United States to tighten monetary policy while prices are
starting to rise more rapidly. The restriction is tied to a cer-
tain fragility of the United States financial system discussed
above. But to say there is less scope for United States mone-
lary policy is not to say that it is impotent, especially if,
unlike in the 1980s, it does not have to work against an exces-
sive fiscal impulse. In other words, fiscal policy might be
used in tandem with monetary policy to contain inflationary
pressures, as through appropriate timing of peace-dividend
deficit reductions. What is of some concern, however, is that
United States inflation seems to be gathering steam while
economic growth is still relatively slow.

During the 1980s, the Federal Republic of Germany was
the anti-inflationary anchor of Europe. Now, however, the
plan for monetary and economic unification with the Ger-
man Democratic Republic will restrict the ability to set mon-
etary conditions during a transition period that surely will
last several years. As it is, inflation is forecast to rise to levels
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that would have been unacceptable a few years ago, although
it is forecast to be accompanied by relatively strong growth
of output (see chap. IT).

The new decade begins with expectations of moderate
overall economic growth and increasing rates of inflation.
But inflation is rising from a low starting point and the com-
itment of the Governments of the major economies to con-
tain it is as strong as ever. Moreover, if the structural changes
sought in the 1980s for labour markets have succeeded in
making wages more flexible, if the growth of productivity is
poised for an increase, if the household saving rate rises in
the United States and falls in the surplus countries, if confi-
dence in the long-run growth of demand sustains investment
rates, if the tightening world energy markets are successfully
managed to avoid any sudden discontinuities in prices and if
wealth holders around the world continue to allocate a large
part of their incomes to dollar assets, then the potency of
macro-economic policy might not have to be fully tested.






Chapter IX

SPECIAL ISSUES
A. SOCIO-ECONOMIC ATTAINMENT OF WOMEN

In the preceding issues of the World Economic Survey, for
1988 and 1989' broad indicators on the socio-economic at-
tainment of women were presented, with particular attention
to the participation of women in economic activity. The
present analysis discusses income distribution, education,
health, nutrition and fertility.” Emphasis is placed on exam-
ining progress made in the access of women to the develop-
ment process and to advances in technology and medical
science.

A different aspect of the socio-economic attainments of
women concerns their participation in political affairs.”
Around the world, women are participating more actively in
public life, as voters, administrators and members of govern-
ment. This section includes a survey of the political role of
wonlen around the world, with special emphasis on the radi-
cal changes in Eastern Europe

Income distribution

The starting point for an analysis of income distribution is
usually the national accounts. However, it is not possible to
determine from the national accounts the paid, let alone the
unpaid, contribution of women, nor the degree of equality in
the distribution of income and benefits or the distribution of
property and wealth between men and women . The statistics
currently published are generally not disaggregated by gen-
der, and the present concepts and definitions of production
omit the contribution of women to economic activity.”

National accounts statistics usually treat the household as
a single economic unit, whereas many of the inequalities
confronting women arise from their trentment within the
household. Parents tend to provide more opportunities for
education to boys in the expectation that they will provide
economic support for them in their old age. The investment
that the family makes in boys is being paid for, partly, by girls
both in the short term by their present household labour and
in the long term by the consequences of their lack of educa-
tion.

Some houschold surveys in which the economic activities
of individual family members are assessed provide an indica-
tion of the inter-family division of responsibilites and bene-
fits by gender. They also make it possible to make rough
estimates of the value of non-compensated economic activ-
ity. However, it is difficult to translate such results into &
measure of income distribution by gender

The difficulties of assessing women’s contribution to and
rewards from economic activity are especially great in devel-
oping countries. However, labour force statistics reveal

nany important aspects of women's economic roles: their
participation rates, their status as employers and own ac-
count workers, employees or unpaid family workers.

Table IX .1 shows the share of females in the work force.
There is a higher percentage of women in all categories of
employment in the developed than in developing countries,
which reflects the fact that their participation falls within the
market economy and is thus better measured. % A notable fea-
ture of the table is that in each region the female share of
unpaid family workers is higher than the female share of the
other categories. Unpaid women family workers are often a
major part of the work force in agriculture and make a major
contribution to production. However, as much of this work is
in subsistence agriculture, where production does not enter
the monetary economy, it goes unnoticed in national ac-
counts In some countrics, however, attempts have been
made to measure the value of women’s output in subsistence
agriculture. This raises women’s contribution to family in-
comie considerably. In Nepalese villages, for example, the
female contribution to household money income was re-
ported as 22 per cent, but when account was taken of the
value of their subsistence agricultural output, their full eco-
nomic contribution increased to 53 per cent of total house-
hold income.*

Including estimates for the value of subsistence agriculture
production in national accounts does not cover fully the value
of female labour Many other activities undertaken by
women go unaccounted: food processing for household con-
sumption, health care, education and housework.

U World Econontic Survey 1988 (United Nations publivation, Sales Nu E 88 11 C 1) and Borld Economic Survey /989 (United Natioas publica-
tion, Sales No. E 89.11.C. 1} For a full discussion of the role of women in development. see also 1989 Borld Strvay on the Role of stbmen in

Develgpment (United Nations publication, Sales No E 8% 1V 2)

2

The data for this anabysis came largely from the United Nations Women's Indicators and Statistics Data Base for Microcomputers (WISTAT),

Frep:n"ed by the Statistical Office of the United Nations Secretarial in co-operation with UNICEF, 1LO, FAQ, UNESCO, WHO, and the

nter-Parliamentary Union Information on WISTAT miay be obtained from the Office of the Director. Statistical Office

3 The Commission on the Status of Women, at its 1987 session, seleeted inrer alia the issues of equality in political purticipation and
decision-making, under the priority theme “Equality " This decision was subsequently endorsed by the Economic and Social Council in its
resolution 1987/24 of 26 May 1987 As part of its preparations for consideration of the priority theme, the Division for the Advancement of
Women of the Centre for Social Development and Humanitzrian Affairs assernbled data on the incidence of women in decision-making
positions world-wide. (See Commission an the Staus of Women document *Equality: Equatity in political participation and

decision-making: report of the Secretary-General ™ (E/CN 6/1990/2))

4 For fusther details. see “*Development of guidelines on natione] accounts for women's contribution 1o development™ (E/CN 3/1989/17)

5 See World Econamic Survey, 1989, pp 195-196

& Engendering Adiustment for the 19905 Report of a Commaonwealth Expert Group on Women and Struciral Adjusiment (London. Common-
36

wealth Secretanat, 1989). p
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In developing countries, there are substantial differences
between women's labour force participation rates in urban as
opposed to rural areas. Statistics on urban/rural differences
in developing countries are very sparse, however Some are
shown in table IX 2. In four sub-Saharan African countries,
the rate of formal economic activity among rural women was
greater than among urban women, in Latin America and the
European countries the reverse was the case, while in Asia
the picture was less consistent. In the countries with low
rates of formal labour force participation--Afghanistan,
Bangladesh and Pakistan—urban women had a higher rate of
economic activity than rural women and in the other coun-
tries, with the exception of the Philippines, they had a lower
rate.

Access by a woman to paid economic activity does not
mean access 10 an income equal to that of 4 man. Women
tend to be employed in less productive, lower paid sectors
such as subsistence agriculture, personal services and la-
bour-intensive manufacturing. Furthermore, both rural and
urban women frequently find employment in small, family
owned businesses, often as unpaid family workers

Women are on an average paid less than men for similar
work. Table IX.3 gives figures for male and femaie hourly
remuneration rates in the formal non-agricultural sector for
those countries for which there are data. In every case,
women were paid less than men.

It is increasingly recognized that in many developing
countries women who work in the informal sector provide
the main economic support for themselves and their fami-
lies. For many families, women’s income from informal sec-
tor activities is indispensable for survival. This situation is
seldom adequately realized by policy-makers, who continue
to focus on the needs of organized male workers and on ways
to provide employment for men considered to be the main
bread-winners .’

Receiving a market income not only integrates a wornan
more closely into the economy but also increases her inde-
pendence as an economic agent. Her independent income is
of direct relevance to her socio-economic attainment, as paid
remuneration itself frequently determines the distribution of
benefits within the family. In areas where formal female la-
bour force participation is low, such as in South Asia, the
distribution of food and work responsibilities within the
household tends to be more unfavourable to women than in
areas where they are able to obtain an independent income .

in the developed market economies, there is a closer and

more transparent relationship between a woman'’s participa-
tion in economic activity and the income she derives from it.
Legislation has sought to ban earnings differentials based on
gender and to remove restrictions on women's economic in-
dependence. Reforms continue: the United Kingdom of
Great Britain and Northern Ireland, in 1990, ceased treating
a married woman’s income for tax purposes as that of her
husband *

In developed countries, data on labour force participation,
and, where available, on the inter-family distribution of ben-
efits are more reliable and provide some indication of present
trends. Smaller families, more flexible working hours, and
improving child care facilities, have meant that women in
developed countries increasingly continue to work after be-
coming mothers. In the United States of America, for exam-
ple, in 1987 the civilian labour force participation rate for
women between the ages of 25 and 54 who had children un-
der three years was 33 per cent, more than double the rate in
1967.

The relative number of households where the male is the
sole income earner has fallen. In Canada, for instance, the
percentage of husband-wife families in which the husband
was the sole income earner haived in a decade~from 34.7
per cent in 1971 to 16.4 per cent in 1982.° In 1984, it was
calculated that over one third of total family income in hus-
band-wife families came from the wife.'”

Thus, women’s participation in economic activity seems
to be increasing. At the same time, many obstacles still con-
front single mothers with small children, who often make up
the majority of the poor. They need child care assistance and
help in obtaining employment or appropriate training so as to
prevent the increasing *feminization” of poverty in devel-
oped countries.

In Eastern Europe, formal mechanisms to assure women’s
equality in the work force have been in place for a considera-
ble time. However, the high rates of economic activity
among women in these countries were not accompanied by a
more equitable sharing of domestic duties, including that of
queuning for food and other consumer goods, with the result
that women's full-time paid employment was added to their
already considerable domestic work-load. Also, women's
access to high-level decision-making positions in the econ-
omy was constrained by the extent to which they were under-
represented in high-level positions in the party, which
dominated both political and economic activity.

7 The United Nations International Research and Training Institute for the Advencement of Women (INSTRAW), with the co-operation of the
Statisticat Office of the United Nations Secretariat has been working to develop methodotogies and guidelines to improve the measurement of
women's informal activities. For a review ard analysis of new methods and dala to overcome present limitations, see Methods of Measuring
Women's Participation and Production in the Informal Sector: Technical Report Series F, No 46 (United Nations publication, forthcoming),
and Economic Commission for Africa, INSTRAW and the Statistical Office, " Handbook on compilation of statistics on women in the infor-

mil sector in industry, trade and services™ working draft, March 1990,

8 For details of the arrangements, see **Economic progress report * No 206, February 1990 (Londen, Her Maiesty's Treasury)
? Homen in Canada: A Statistical Portrait (Ottawa, Statistics Canada, March [983), p.75.
L Homen in the Workplace: Selected Data (Ottawva, Statistics Canada, March 1987), table F-1, p 74




Table IX.1.

Females in the different emmployment categories,
latest available year

{Percentage)
Employers
and own
Economically account Unpaid family
active? workers Employees workers
Developing countries® 290 mn2 258 355
Africa® 357 291 147 46.3
Asiad 271 2212 257 398
Latin America and
the Caribbeand 263 183 378 98
Developed marked
countries 381 17 443 5 78.5

Source: Department of Internationat Economic and Social Aflairs of the United Nations Sccretariag, based on

Wamen's Indicators and Statistics Data Base for Microcomputers {WISTAT)

# The sample size for the 1otal economically active population is greater than that for the different categorics of the

labour force
b Exciuding China
¢ Based upon 13 countries

¢ Based upen 22 countries.

Table 1X.2. Rates of economic activity among urban and
rural women in selected countries:
1980 census round
{Percentage)
Rates of econemic activity
Urban Rural
Developing countries
Africa
Cimerooa 304 54 4
Cote d'Ivoire 2073 471
Majawi 255 64 8
Maozambique 48 0 91 8
Asta and Pacific
Afphanistan 79 63
Bangladesh 58 43
Indis i2 8 352
Islamic Republic of Iran 02 165
Nepal 2 46 1
Pakistan 414 28
Philippines 326 7
Republic of Korea 30 4 525
Sri Lankn 23 % 26 6
Vanuaty 514 B4 2
I atin America
Aspentina 286 6.7
Brazil 344 87
Ecundor 267 232
Developed market cconomies
Austria 47 8 419
Canuda 539 44 4
Deamark 50 4 46 7
Finland 52 4 430
France 426 139
Greece 236 282
Japun 45 2 520
Sweden 518 3809
Eastern Europe
Buigaria 63 8 5612
Hungary 532 46 6
Poland 541 656

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

Women's Indicators and Statistics Data Base for Microcomputers (WISTAT)
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Education

Equal educational opportunities are essential for all socio-
economic attainments of women . At present, entolment rates
for women are generally lower than for men. Reaching equal
proportions thus requires a faster expansion of female than of
male enrolment, a decision to invest specifically in the edu-
cation of women.

In the developed countries, in 1975 equality at the primary
and secondary levels of education had been achieved By
1987, equality had been achieved also in the third level (see
table 1X.4). During this period, the potential number of stu-
dents rose very slowly—the number of children between 13
and 19 years of age increased by 1.1 per cent between 1970
and 1985—and as a result of the fast increase in enrolment,
the gross enrolment rate for both males and females in the
third level rose from 28 per cent in 1975 to 34 per cent in
1987,

In the developing countries the potential school population
for all levels of education rose rapidly-—the population of
those aged between 5 and 19 rose by 35 per cent between
1970 and 1985.

By 1975, progress towards equality had been made at the
primary level where 44 girls attend school for every 56 boys.
In Latin America, equality in enrolment had been virtually
achieved. At the secondary level, girls were 38 per cent of
enrolment in the developing countries. By 1987, they were
40 per cent. At the third level, the disparities between male
and female enrolment were greater. In 19753, there were 32
female students to 68 male ones and in 1987 there were 37 to
63. The number of those enrolled more than doubled, but
female enrolment rose even faster.

The different regions—Africa, Asia and Latin America—
all show a move to more equality in education and these over-
all regional figures point to a general trend across countries.
For instance, of the group of 97 developed and developing
countries for which data for secondary education were avail-
able for 1970 and 1980, only 11 countries showed a trend
towards greater inequality between those two years. !

Virtually universal enrolment for primary education has
been achieved in Latin America and in many Asian coun-
tries, but not in Africa, where gross earolment at the first
level was only 76 per cent in {98784 per cent for boys and
68 per cent for girls. At the secondary level, gross enrolment
ratios in developing countries in 1987 varied from about 25
per cent in Africa to 55 per cent in Latin America.

Enrolment ratios do not measure the quality ot education
or whether there is any difference between the quality of the
education delivered {o boys and girls. However, the disparity
between the education of girls and boys was recently brought

1T The calculation was:
{f1980/m 1981970/ 1970).

out by the World Conference on Education for All: Meeting
Basic Learning Needs, held in Thailand in March 1990."
Table IX.5 gives some idea of the effects of the disparity. It
shows figures for rates of illiteracy among those between 15
and 24 years of age In the developed countries, the rates of
illiteracy in this age group are normally less than 1 per cent.
In each developing country grouping, the figures are based
upon very limited numbers of countries, but they show con-
siderable illiteracy among young adults who were recently of
school-age—on average, 25 per cent among maies and 40 per
cent among females. In Latin America, rates of illiteracy
were the lowest of the developing country regions, and about
equal for males and females. The significant difference was
to be found between urban areas (about 3 per cent) and rural
areas (over 26per cent). In other groups of developing coun-
tries, raies of illiteracy were considerably higher among
women than among men.

Another measure of bias in an eduocational system is the
percentage of students who actually complete a particular
level of education. When there is pressure within the family
for a student to drop oy, either because of the financial bur-
den or because of a need for extra assistance in economic or
domestic activities, or simply because further education is
not considered worth while, it is usually the female students
who are “‘chosen’ to discontinue their studies.

The effect of this is illustrated in table IX.6, which gives
the percentages, in the 1970 and 1980 census rounds, of
males and females aged between 20 and 24 years who had
entered the secondary level of education or higher, and the
ratio of male to fernale enrolment. The figures thus reflect
the actual educational attainments of men and women who
completed their studies fairly recently. The regional figures
are aggregates of a limited number of countries. This is espe-
cially the case for Africa.

The census figures show that in the developing countries a
greater proportion of young people aged between 20 and 24
had entered secondary school in 1980 than in 1970: nearly

38 per cent of men (24 per cent in 1970) and 26 per cent of

women {13 per cent in [970). In all regions, women were
less disadvantaged than in 1970. In Latin America and the
developed couatries, the ratios of men and wornen who had
entered secondary school were approximately equal. China
had a comparatively high percentage of young people who
had entered secondary school. A group of fast-growing ex-

porters of manufactures in Asia had the most equal ratio of

men to women who had entered secondary studies, which
confirms the general impression that medernization and
rapid economic growth are linked to an educated female pop-
ulation.

There is & correlation between women's educational at-

Where 1980 was the number of female students in a particular country in £980 and 11980 the number of male students. A result of less than

1.0 indicated a trend away from improviag access

12 United Nations Children's Fund, ““World Conlference on education for all: Meeting Basic Learning Needs, Jomtien, Thaifand, 5-9 March

1990" (E/ICEF/1990/L {4)
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Table IX. 3. Wage differentials in non-agricultural activities

Women's wages as percentage of men's

Couniry or area 1970 1980 1986/87
Developed regions
Australiz T4 8on 87
Belgium 69 T4
Crechoslovakii 68 68
Denmark T4 84 82
France® 87 87 80¢
Germany, Fed. Rep. of 69 72 73
Teeland, unskilled wage earners 78 86 an
Japan, employees 54 52
Luxembourg 65 65
Netherlands 78 77
ew Zealand 71 74
Switzerland 63 68 67
United Kingdom 60 70 70¢
Africa
Egypt 61 64
Kenya, employees 80 76
Swaziland, unskiiied wape earners® 69 FE
United Rep of Tanzania, employees 85 92
Asia-Pucific
Cyprus 54 39
Hong Kongd 76 74
Jordan, employees 83 79¢
Republic of Korea . 44 50
Singapore? 03 69¢
Sri Lanka 92 75

Source- Department of Imernationai Economic and Social Affairs of the United Nations Secretariat. based on
Women's Indicators and Statistics Data Base for Microcomputers (WISTAT)

3 Including agriculture. hunting. forestry and fishing

b Bused op hourly wage rate rather than on actual earnings

¢ 1983/84

d Based on daily sage rate rather than on actuai carnings

¢ Incloding agriculiuree, fishing and sea transport

Table IX 4.  Indices for pupils enrolied at different education levels;
percentage of females in total enrolment, and gross enrolment

(1975=100, percentages in parenthesis)

1975 1980 1987
Devetoping countries
Total enrolled HI0 {48.6) 110 50 132 {51 5)
st level 100 {92 8) 11 (94 By 119 (Ve 1)
2ad level 100 {31 [E3] (35 33 166 40 1)
3rd leved 100 4 6) 1483 (57 216 (74)
Females enrolled 160 [CE] 117 (43 8) 135 (45 6)
1stlevel 160 (82 %) 112 (85 3) 122 (90 9y
2nd level 160 (24 2) 136 (28 5 176 (332
3rd level 100 3 144 40 249 (5 6)
Percentage of femitles in enrolment 42 41 43
Lst level 44 44 45
2nd level 38 9 40
Jrd fevel 32 34 37
Developed counsries
Total enrolled 100 (737 9K (73 5) 100 (77 3)
Ist level 100 (a1 0y 96 (101 4) g5 008 8)
2nd ievel 100 (84 0) 9K (B4 4) 160 9t 3)
3rd levet 100 (28 4) 169 (30 3) 118 (34 )
Females enrolled 0 {72 6) 100 (73 5) 102 (77 1)
Ist level 100 (100 9) Gb {101 D) 95 (101 3)
2nd level 100 {84 &) 100 (85 8) HA| (4 6)
3rd level 100 25 4) 118 {24 4) 134 (339
Percentage of females in enrolment 48 44 49
11 Level 49 4y 49
2add level 49 5 50
3rd fevel 44 4R 30
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Table IX 4. (continued)

1975 1980 1987
Africa
Total enrolled 160 (33h 152 (42 4) 186 {44 3)
15t level 100 (64 9 147 (79 3) 169 (76 0)
Znd fevel 100 (150) 175 (23 0) 264 (3t 4)
3rd level 100 (2.5) 170 am 52 43
Fernales enrolied 100 (27.0) 159 (35 5) 199 (37 8)
1st fevel 100 (34.4) 154 (69 2) 183 {68 2)
2nd level 100 (10.4) 187 (i0 9} 240 (2312
3rid level 100 (1.3 178 {19 283 (25
Percentage of females in enrolment 39 41 42
ist tevel 41 43 44
2nd level i1 35 37
3rd level 25 7 20
Asiu
Total enrolled 1006 (30 9) bz (50 8) 124 (517
1st level 100 (98.5} {06 (967 110 (104 3)
2nd level 100 (349 i26 379 156 (420
3sd level 100 4. 135 {5 6) 203 73
Females enrolled 100 437 112 (43 8) 126 [CRI)]
1t level 100 (87 8} 106 (86 4) 113 95 3)
Iad level 100 (27 3 129 (30 5y 163 (34 6}
31d level 100 (28 144 36 245 (3.2)
Percentage of females in enrolment 42 42 42
[s1 level 43 43 4t
204 level 38 g 40
3rd tevel 29 3 35
Latin America
Totat enrolled 100 (58D 120 {63 6) 139 (67 4)
ist fevel 100 (97 Oy 115 (104.8) 127 (107 8)
2nd level 100 {36.6) 139 {(44.9) 180 {3370
3rd fevel 100 (1t 7 133 {13.5) 188 {169
Femaies enrolled 100 572) 121 (62 5) 141 {66 5)
tst tevel 100 (95.5) 113 (103 126 (i05 5)
Ind level 100 (357 144 {45 4) 191 (55 6)
3rd level 160 VR 138 (1§ 7 205 (13 7)
Percentage of females in enrolment 48 49 49
1st devel 49 49 48
2nd level 48 50 51
3rd level 42 43 46

Source. United Nations Educational Scientific and Cultural Organization, Staristical Yearbook 1989 tubles2.4,2 6and 2 10

Table IX.5. Comparison of rates of illiteracy among those
aged 15-24, by gender and by urban and rural areas:
1980 census round

{Percentages)
Foiae Urban Rural
Developing countries

{excluding China)

Male 257 9.7 274

Female 403 13.4 379
Africa

Male 318 157 %6

Fernale 374 379 66 7
Latin America

Male 56 263

Female 61 262
Asia

Male 285 128 Wh

Female 459 I8 6 377
China

Male 48 15 54

Female 179 4.0 20.5

Saurce' Depurtment of International Economic and Social Affaics of the United Nations Secretariat, based on
Woren's Indicators and Statistics Data Base for Microcomputers (WISTAT)

4 The size of the sample for total illiteracy rates was greater than that for the ueban and rural sreas
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tainments and fertility reduction, child survival and nutri-
tion. These consequences are, quite apart from
considerations of equity, a powerful justification for invest-
ment in women’s education at these levels.

At the third level of education, more specific and higher
advanced skills are imparted. Several factors work to im-
prove women’s cnrolment in growing countries: economic
growth makes it possible to afford third level educational
facilities and to break down old customs and practices; Gov-
ernments move owards greater equality in education, and
the labour market calls for more educated women.

There are no criteria for how extensive third-level educa-
tion should be. In the developed countries the ratios of enrol-
ment vary coasiderably: for example, in 1986, the gross
enrolment ratio for men and women at the third level was
223 per cent in the United Kingdom, 32.9 per cent in Nor-
way and 58.2 per cent in Canada," Moreover, third level
education in statistics of the United Nations Educational,
Scientific and Cultural Organization (UNESCO) is divided

into “‘universities and equivalent institutes™ and “other third
level institutes™, such as teacher training colleges or insti-
tutes conferring a professional qualification. While female
enrolment at “other institutes™ is often higher than male en-
rolment, female umive