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The number of those in absolute poverty in the world remains virtually
unchanged from what it was decades ago. Some countries have achieved
successful development over a short period of time, but they are far too few in
number. Meanwhile, the richer countries have continued to make steady
progress, contributing to an ever-widening gap between these precincts of
prosperity and the rest of the world. The poorest countries and the poorest

peoples appear stuck in what might be termed a "poverty trap".

In June 2000, at the twenty-fourth special session of the United
Nations General Assembly, Member States committed themselves to halving the
proportion of the world's population living in extreme poverty by 2015. While
reducing poverty has always been an international development objective, this
is the first time there has been a universally agreed, time-bound goal. Of
course, setting targets is one thing and reaching them is quite another. Both

national and international authorities will have to improve on their record.

At the international level, some of the necessary actions are more
widely recognized and within our grasp. It is agreed, for example, that the
external debt of the poorest countries should be reduced to a sustainable level
or, in some cases, eliminated altogether. The poor must also have access to
world markets, meaning that tariffs and other measures that erect obstacles to
participation should be removed. And if poor countries are to develop the
capacity to take advantage of the new opportunities that such actions should

make available, they will continue to need official development assistance.

Above all, however, poor countries and poor people must place
themselves in a position to seize the opportunities that will improve their
prospects. There is no single, guaranteed way for them to achieve the poverty
reduction goal that has been set for 2015, but it will be difficult if not
impossible for them to do so unless they also raise their rate of economic

growth. There are different ways of doing this, and countries need to decide on
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their own development strategies in the light of their own national traditions,
circumstances and resources. But the experience of the past 50 years suggests
some key paths to follow. Part two of the World Economic and Social Survey
2000 examines some of these areas, ranging from agriculture and governance
to education and information technology, and provides examples of countries

that have been able to escape some of the traps in which they had been mired.

The world has the resources to reduce and eliminate poverty. But we
need to know how to achieve this goal. The present Survey, like its
predecessors, examines theories and experiences of development as part of a
continuing effort to enhance international understanding of this vital
endeavour. It is my sincere hope that such an understanding will translate into

real, positive change in the lives of the poor.

Py L4
KOFI A. ANNAN

Secretary-General
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Part one of the present edition of the World Economic and Social Survey
chronicles a remarkable recovery in the world economy after the crisis years
1997-1999. Although, possibly fortuitously, the volume of international
financial flows has not returned to its pre-crisis level, international financial
markets are again displaying a sense of calm. International trade has also largely
recovered from the setback it suffered following the financial crises. Although
the losses incurred during 1997-1999 can never be made up, rates of economic
growth in most countries, most notably in the crisis countries, have recovered or
are in the process of recovering. For those directly affected, however, many of
the social consequences of the crisis persist, with unemployment and poverty
levels remaining higher than they were a few years ago.

The short-term forecast in this Survey is for continued, and increasingly
widespread, economic growth. However, the recovery has been accompanied
by the development of a number of macroeconomic tensions at the global level.
These pose a potential threat to the short-term stability and growth of the world
economy as a whole and have to be addressed by policy makers. At the same
time, the international community should continue its work to meet the new
needs that became apparent during the crisis, notably updating the international
financial architecture to ensure that it meets present-day requirements and is
better able to deal with future financial crises.

Looking further ahead, there is a widespread view that we are on the cusp of
a new period of prosperity for many, heralded by the revolution in information
and communications technologies. This revolution offers new possibilities for
tackling some age-old problems, including that of extreme poverty. At the same
time, there is concern that this revolution may widen the “digital divide” and
may leave behind those whose lives we have committed ourselves to
improving. Despite the present increases in global economic growth, for
example, many of the poorest countries are still achieving only modest
results—their growth continues to fall far short of what is required to achieve

meaningful development.
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Such a situation is inconsistent with the recent pledge—highlighted by the
Secretary-General in his preface—to reduce by half the proportion of people
living in extreme poverty in the next 15 years. The challenge is for the majority
of the poorer countries to break out of their “poverty trap” by finding a path to
sustained and sustainable development—a path that has proved so elusive to so
many countries for so long.

Part two of the Survey examines a number of critical points on this path.
Some of these points, such as the need to achieve progress in agriculture, used
to have a key role in development policies but have suffered relative neglect
over the years. Others, such as the role of education and technology, have
always been in the agenda but the results achieved have been mixed and many
lessons have been learned. Yet other dimensions, such as the role of
institutions, have come to the forefront only recently. The objective of Part two
is to identify some of the actions that countries can take to start a period of
rapid and sustained growth so that living standards may increase appreciably
over a relatively short period of time.

World Economic and Social Survey 2000 was prepared by the Development
Policy Analysis Division of the Department of Economic and Social Affairs,
drawing on the continued cooperation of the regional commissions of the
United Nations, the United Nations Conference on Trade and Development, the

International Monetary Fund and the World Bank.

‘\J\\'\/\;'\ E’%W

Nitin Desai
Under-Secretary-General
for 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 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, 1990/91.

- Use of a hyphen (-) between years, for example, 1990-1991,
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 2000 are rounded
to the nearest quarter of a percentage point.

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

The following abbreviations have been used:

AIDS acquired immunodeficiency syndrome
AMC asset management corporation
ASEAN Association of Southeast Asian Nations
BIS Bank for International Settlements (Basel)
bpd barrels per day
CCFF Compensatory and Contingency Financing
Facility (IMF)
CGIAR Consultative Group on International
Agricultural Research
CIS Commonwealth of Independent States
COMTRADE United Nations External Trade Statistics Database
CPI consumer price index
DAC Development Assistance Committee (of OECD)
DNA deoxyribonucleic acid
EAP Enhanced Access Policy (IMF)
EBRD European Bank for Reconstruction and Development
ECA Economic Commission for Africa

D S 0 C

ECB
ECE
ECLAC

EDF
EFF
EMU
EPZ
ERM I

ESAF
ESCB
EU
Euribor
FAOQ

FDI
f.0.b.
GATT
GDP
GIEWS

GNP
GWP
HICP
HIPC
HIV

IBRD

ICP

ICT

IDA

IFC

ILO

IMF
INTRASTAT
IPO

IRRI

IT

ITC

M&A

MDI
MERCOSUR
MFN

MIGA

A L S URV EY 20

European Central Bank

Economic Commission for Europe
Economic Commission for Latin America
and the Caribbean

European Development Fund

Extended Fund Facility (IMF)

European Economic and Monetary Union
export-processing zone

new exchange-rate mechanism of the
European Monetary System

Enhanced Structural Adjustment Facility (IMF)
European System of Central Banks
European Union

Euro Interbank Offered Rate

Food and Agriculture Qrganization of the
United Nations

foreign direct investment

free on board

General Agreement on Tariffs and Trade
gross domestic product

Global Information and Early Warning System
for Food and Agriculture (FAQ)

gross national product

gross world product

Harmonized Index of Consumer Prices
heavily indebted poor countries

human immunodeficiency virus

International Bank for Reconstruction

and Development

International Comparison Project
information and communications technology
International Development Association
International Finance Corporation (World Bank)
International Labour Organization
International Monetary Fund

system of data collection for intra-EU trade
initial public offering

International Rice Research Institute
information technology

investment trust company

mergers and acquisitions

multilateral development institution
Southern Cone Common Market
most-favoured nation

Multilateral Investment Guarantee Agency
(World Bank)



NAFTA
Nasdaq

NASSCOM

NATO
NBER

NPL
NPV
O0DA
OECD

OPEC

PC

PNTR

ppp

PRGF
Project LINK

PRSP

R&D
SAF
SDRs

North American Free Trade Agreement

National Association of Securities Dealers
Automated Quotations System

National Assaciation of Software and

Service Companies

North Atlantic Treaty Association

National Bureau of Economic Research
(Cambridge, Massachusetts)

non-performing loan

net present value

official development assistance

Organisation for Economic Cooperation

and Development

Organization of the Petroleum Exporting Countries
personal computer

permanent normal trading relations

purchasing power parity

Poverty Reduction and Growth Facility (IMF)
international collaborative research group for
econometric modelling, coordinated jointly by the
Development Policy Analysis Division of the United
Nations Secretariat, and the University of Toronto
Poverty Reduction Strategy Paper (IMF and
World Bank)

research and development

Structural Adjustment Facility (IMF)

special drawing rights (IMF)

SFF
SITC
SMEs
SOE
SRF

STF
TNC
TRIMS
TRIPS
UNAIDS

UNCTAD
UN/DESA

UNDP
UNFPA
UNICEF
UNU
VAT
WHO
WIDER

Y2K

Supplementary Financing Facility (IMF)
Standard International Trade Classification
small and medium-sized enterprises
State-owned enterprise

Supplemental Reserve Facility (IMF)
Systemic Transformation Facility (IMF)
transnational corporation

trade-related investment measures
trade-related aspects of intellectual property rights
Joint United Nations Programme on Human
Immunodeficiency

Virus/Acquired Immunodeficiency
Syndrome (HIV/AIDS)

United Nations Conference on Trade

and Development

Department of Economic and Social Affairs of the
United Nations Secretariat

United Nations Development Programme
United Nations Population Fund

United Nations Children's Fund

United Nations University

value-added tax

World Health Organization

World Institute for Development
Economics Research

year 2000 date conversion problem

of computers
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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 con-

cerning 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 groupings
and sub-groupings have been used::

Developed economies (developed market economies):

Europe, excluding the European transition economies
Canada and the United States of America
Japan, Australia and New Zealand.

Major developed economies (the Group of Seven):

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

Eurapean Union:

Austria, Belgium, Denmark, Finland, France, Germany, Greece,

Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain,

Sweden, United Kingdom of Great Britain and Northern Ireland.
Economies in transition:

Central and Eastern European transition economies (CEETEs,
sometimes contracted to “Eastern Europe”):

Albania, Bulgaria, Czech Republic, Hungary, Poland, Romania,
Slovakia and successor States of the Socialist Federal
Republic of Yugoslavia, namely, Bosnia and Herzegovina,
Croatia, Slovenia, the former Yugoslav Republic of
Macedonia, Yugoslavia.

Baltic States
Estonia, Latvia and Lithuania.

Commonwealth of Independent States (CIS)

Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan,
Kyrgyzstan, Republic of Moldova, Russian Federation,
Tajikistan, Turkmenistan, Ukraine, Uzbekistan.

Developing economies:
Africa

Asia and the Pacific (excluding Japan, Australia, New Zealand
and the member States of CIS in Asia)

Latin America and the Caribbean.
Sub-groupings of Asia and the Pacific:

Western Asia plus Islamic Republic of Iran (commonly
contracted to “Western Asia”):

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

a  Names and composition of geographical areas follow those of "Standard country or
area codes for statistical use" (ST/ESA/STAT/SER.M/49/Rev.3), with one exception,
namely, Western Asia, which in the Survey includes the Islamic Republic of Iran
(owing to the large role of the petroleum sector in its economy) and excludes the
transition economies of the region. Also, "Eastern Europe", as used in this Survey,
is a contraction of "Central and Eastern Europe"; thus the composition of the region
designated by the term differs from that of the strictly geographical grouping

Eastern and Southern Asia:

All other developing economies in Asia and the Pacific
(including China, unless listed separately). This group has in
some cases been subdivided into:

China

South Asia: Bangladesh, India, Nepal, Pakistan, Sri Lanka
East Asia: All other developing economies in Asia and the
Pacific.
Sub-grouping of Africa:
Sub-Saharan Africa, excluding Nigeria and South Africa
(commonly contracted to "sub-Saharan Africa"):
All of Africa except Algeria, Egypt, Libyan Arab Jamahiriya,
Morocco, Nigeria, South Africa, Tunisia.

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

Net-creditor countries:
Brunei Darussalam, Kuwait, Libyan Arab Jamahiriya, Oman,
Qatar, Saudi Arabia, Singapore, Taiwan Province of China,
United Arab Emirates.

Net-debtor countries:
All other developing countries.

Fuel-exporting countries:

Algeria, Angola, Bahrain, Bolivia, Brunei Darussalam,
Cameroon, Colombia, Congo, Ecuador, Egypt, Gabon, Indonesia,
Iran (Islamic Republic of), Iraq, Kuwait, Libyan Arab Jamahiriya,
Mexico, Nigeria, Oman, Qatar, Saudi Arabia, Syrian Arab
Republic, Trinidad and Tobago, United Arab Emirates,
Venezuela, Viet Nam.

Fuel-importing countries:
All other developing countries.

Least developed countries:

Afghanistan, Angola, Bangladesh, Benin, Bhutan, Burkina Faso,
Burundi, Cambodia, Cape Verde, Central African Republic, Chad,
Comoros, Democratic Republic of the Congo (formerly Zaire),
Djibouti, Equatorial Guinea, Eritrea, Ethiopia, Gambia, Guinea,
Guinea-Bissau, Haiti, Kiribati, Lao People’s Demacratic
Republic, Lesotho, Liberia, Madagascar, Malawi, Maldives,
Mali, Mauritania, Mozambique, Myanmar, Nepal, Niger,
Rwanda, Samoa, Sao Tome and Principe, Sierra Leone,
Solomon Islands, Somalia, Sudan, Togo, Tuvalu, Uganda, United
Republic of Tanzania, Vanuatu, Yemen, Zambia.

The designation of country groups in the text and the tables is
intended solely for statistical or analytical convenience and does
not necessarily express a judgement about the stage reached by a
particular country or area in the development process.
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THE WORLD
ECONOMY
IN 2000

Following the widespread economic setbacks in 1997-1998, the healing
process in the global economy gathered momentum in the course of 1999
and is expected to broaden and deepen in the near future. The expansion
in 2000 is likely to be even more dynamic than in the last two quarters of
1999, in which case growth in the global economy would return to the lev-
els attained in the mid-1990s. As then, the current outlook is for this rate
of growth to be sustained over the next few years. However, some macro-
economic imbalances that have developed as part of the recovery pose a
potential threat to this favourable outlook and need to be addressed.
Moreover, while widespread, the improved prospects are not universal.
Continued efforts need to be made at all levels to ensure that the benefits
of revitalized growth penetrate to all countries and individuals.
Information and communications technologies (ICTs) can contribute to
these efforts but spreading their benefits to where they are most needed
will require conducive national policies and international support.

THE IMPROVING INTERNATIONAL ENVIRONMENT

Growth of gross world product (GWP) is expected to accelerate from 2.7
per cent in 1999 to 3% per cent in 2000, this figure being the highest since
1996 (see table I.1). Global trade, which had been sluggish as a result of the
financial crises and the concomitant economic slowdown, began to recover in
the second half of 1999. Growth of world exports is forecast to be about 8 per
cent per year in 2000-2001, compared with 4.8 per cent in 1999 and even less
in 1998.

For countries and regions with spare production capacity in expanding sec-
tors, demand for their exports from countries with buoyant domestic absorption
levels has provided a crucial impetus to their recovery. Other countries, notably
those that remain heavily dependent on non-fuel commodity exports, have been
largely bypassed by the recovery in world trade.

International trade was severely depressed during 1997-1998 as a result of
the fallout of the international financial crises. Many economies in transition
and developing countries were forced to cut their imports substantially because
the sudden deterioration in external financing conditions made it imperative to
reduce external deficits. In addition, steep currency devaluations made imports
more expensive for domestic consumers, inducing a cutback in domestic
demand as well as a shift in demand towards domestic products. As a result, the
impact of the financial crises on the economy of some crisis countries, begin-




Table I.1.
GROWTH OF WORLD OUTPUT AND TRADE, 1981-2000
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ning with Thailand, was transmitted to other countries, in the first instance in
East and South-East Asia, via trade and other international linkages. The initial
cuts in import demand by the crisis countries reduced exports, incomes and
hence import demand elsewhere, adversely affecting international commodity
prices and thus setting off a vicious circle. The more interdependent the world
economy becomes, the larger these multiplier effects will tend to be. As a
result, world trade declined more and for a longer period than world output dur-
ing the downturn.

When world output started to recover in early 1999, international trade did
not respond immediately. It lagged until the second half of 1999. For many cri-
sis-affected economies, exports were one important factor driving their eco-
nomic recovery. Their import demand did not pick up immediately because of
the large slack in domestic capacity, devalued currencies and rebuilding of for-
eign reserves, but eventually this multiplier effect turned into a virtuous circle.
With the recovery in world output solidifying, the benefits of reinforcing

Annual percentage change

1981-
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999= | 20000
Waorld outpute 29 1.1 19 1.3 30 2.7 36 34 19 2.7 3%
of which:
Developed economies 3.0 1.1 1.8 0.8 2.7 2.3 32 3.0 2.1 2.6 3
Economies in transition 1.8 -8. -116 -6.7 -1.1 -0.6 0.0 2.3 -0.6 2.1 3%
Developing economies 2.3 29 48 52 5.6 5.0 5.7 54 15 34 Y
World traded 45 43 5.7 46 10.5 8.6 55 9.2 3.3 48 8
Memorandum items:
Waorld
Number of countries with rising
per capita output 72 76 67 99 109 120 122 100 101 125
Number of countries in sample 129 140 145 145 145 145 145 145 145 145
Developing economies
Number of countries with rising
per capita output 57 59 51 64 72 80 78 58 58 75
Number of countries in sample 93 95 95 95 95 95 95 95 95 95
World output growth with
PPP-based weightse 30 11 20 1.8 38 35 4.1 42 24 33 4%

Source: Department of Economic and Social Affairs of the United Nations Secretariat (UN/DESA).

a  Partly estimated.

b Forecast, based in part on Project LINK.
Calculated as a weighted average of individual country growth rates of gross domestic product (GDP), where weights are based on GDP

c

d
e

in 1995 prices and exchange rates.

Average of the growth rates of the volume of exports and imports for historical data. Only volume of exports data are used for estimate and forecast.
Employing an alternative scheme for weighting national growth rates of GDP, based on purchasing power parity (PPP) conversions of
national currency GDP into international dollars (see introduction to annex statistical tables).



demand through trade and other commercial links should be reaped by an
increasing number of countries and regions. It should also, in addition to the
impetus emanating from strong export performances, provide the wherewithal
for domestic consumption and investment to sustain growth.

This salutary multiplier effect through trade expansion is being reinforced
by the bottoming out of most non-fuel commodity prices. Fuel prices, howev-
er, have risen steeply and are expected to remain comparatively high in 2000
(see chap. II).

Access to international financing is improving for a growing number of
emerging market economies. Net private capital flows to emerging markets in
1999 barely increased from the low levels of 1998, when flows contracted to
less than half of their pre-crisis peak, but have been recovering modestly since
mid-1999. As international investor sentiment towards emerging markets con-
tinues to improve, net private flows to these countries are projected to increase
in 2000. This will be driven chiefly by foreign direct investment (FDI),
strengthened portfolio equity flows, and a moderate rebound in non-bank lend-
ing (see chap. II). In 1999, emerging market economies registered another large
outflow of commercial bank lending and this is likely to continue in 2000 as
financial institutions in the former crisis countries reduce their liabilities to for-
eign banks. Net official flows are also expected to decline, as most countries
that were deeply affected by the financial crises are repaying the emergency
assistance they secured at that time.

Along with the stabilization of most emerging financial markets and
improved investor sentiment, risk premiums for these economies have fallen
since mid-1999, as indicated by the decline of the interest-rate spreads between
emerging market sovereign bonds and United States Treasury bonds (see
chap. II). For most emerging market economies in Asia, the spreads in sec-
ondary markets have now returned to the levels observed prior to the default of
the Russian Federation in August 1998. Those for Latin American borrowers
have also fallen, though they remain well above the pre-crisis levels. For the
Russian Federation, however, spreads continue to be at a punitive level, but are
expected to decline in the near term.

Despite the anticipated upturn in capital flows, external financing will
remain a major factor restraining the sustainability of strong economic growth
in the medium to long run in most emerging market economies. While there is
expected to be a further narrowing of interest-rate spreads in 2000, any major
perturbation in financial markets of developed countries, such as marked cor-
rections in stock markets or significant increases in interest rates, could
adversely affect investor sentiment towards emerging markets. This would
again widen the spreads and affect, possibly in major ways, the volume, com-
position and direction of capital flows to emerging market economies.

Despite these various improvements in the international environment, many
countries have yet to participate in the recovery or see their pace of economic
expansion return to pre-crisis levels. Growth patterns among country groups
and within each of those broad groups remained divergent in 1999.
Furthermore, while all developed countries recorded gains in their per capita
gross domestic product (GDP) in 1999, the number of developing countries that
recorded falling per capita output remained at 37 (out of the 95 regularly mon-
itored) (see table 1.2). However, the proportion of the population living in
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developing countries that experienced positive per capita growth rose from
about 74 per cent in 1998 to some 78 per cent in 1999.

Sustained growth of per capita output of 3 per cent per annum is postulated
as the minimum necessary to enable developing countries to make a significant
reduction in poverty over the long run. The number of developing countries that
achieved this benchmark declined from 24 in 1998 to 21 in 1999 and the pro-
portion of the developing-country population in this category dropped in 1999
to 58 per cent from 61 per cent in 1998. Some middle-income countries in
South-East Asia joined the group, while the number from Africa, especially
sub-Saharan Africa, fell. The number of developing countries that failed to
increase per capita GDP by 3 per cent in 1999 and the share of the population
affected remained large. Moreover, only a modest improvement seems to be in

DEVELOPING COUNTRIES: GROWTH OF PER CAPITA GDP BY REGION, 1997-2000

Number of Growth of GDP per capita
countries Decline in GDP per capita exceeding 3 per cent
monitored 1997 1998 19992 20000 1997 1998 1999= 20000
Frequency of high and low growth
of per capita output
(number of countries)
Developing countries 95 17 37 37 20 33 24 21 29
of which:
Latin America 24 2 8 12 4 8 5 7
Africa 38 8 13 12 7 10 11 6 10
Eastern and Southern Asia 18 3 9 2 1 12 8 1
Western Asia 15 4 7 " 8 3 2 2 1
Memorandum items:
Least developed countries 40 8 16 16 14 10 9 5 8
Sub-Saharan Africa 31 5 10 9 6 8 8 4 7
Percentage of population
Developing countries 95 94 25.7 219 74 70.7 61.0 58.0 63.3
of which:
Latin America 24 2.0 55.1 65.0 53 376 226 5.8 276
Africa 38 223 48.1 35.7 224 18.9 25.0 15.7 25.6
Eastern and Southern Asia 18 6.8 13.6 6.7 0.0 909 79.3 80.3 82.6
Western Asia 15 18.5 52.3 86.8 59.6 36.9 15.8 9.7 94
Memorandum items:
Least developed countries 40 11.3 328 329 29.6 305 33.0 243 422
Sub-Saharan Africa 31 23.1 42.4 40.0 28.9 14.8 18.9 9.6 19.6

Source: UN/DESA, including population estimates and projections from World Population Prospects: The 1998 Revision vol. |, Comprehensive Tables (United Nations publica-

tion, Sales No. E.99.XII1.9).

a  Preliminary estimates
b Forecast, based in part on Project LINK.



the offing over the near term. The number of such countries and the proportion
of the population of developing countries achieving this benchmark are expect-
ed to rise only to 29 and 63 per cent, respectively, in 2000. Meanwhile, the
number of countries that are forecast not to increase per capita GDP in 2000
will drop, but only to 20, with the share of the population thus affected remain-
ing at about 7 per cent. Almost half the countries monitored, accounting for
about 30 per cent of the population of the developing world, will increase per
capita output by less than 3 per cent. On these expectations, despite the rela-
tively optimistic outlook for the world economyj, it is unlikely that there will be
a major dent in poverty in most developing countries in the near future.

SOURCES OF STRENGTH OF THE EXPANSION

The current strength of the global economy has various origins. Some are
cyclical in nature, and will fade in the near term as the business cycle pro-
gresses through its upturn. Others reside in changing foundations for econom-
ic development in the world economy, and are therefore more durable and
potent over the longer term, offering the potential for higher global growth in
the medium run.

One major cyclical factor has been the rapid economic recovery in many of
the developing countries and economies in transition that were most adversely
affected by the 1997-1998 financial crises. Their economic recession bottomed
out or stagnation was halted in the course of 1999. The rapidity and intensity
of the early phases of the recovery in a number of the crisis countries were sur-
prising, given the widely held feeling in the international community and the
countries concerned that the financial crises had led them into a deep trough.

The strong economic performance of the United States of America over
nearly a decade has been another major factor behind the strengthening global
economy. Overall demand in the United States has been driven primarily by
domestic consumption and investment and so has exerted a positive pull on
external demand for a number of other countries. Although the “new economy”
(see below) may have raised its sustainable rate of growth, the United States is
unlikely to be able to continue providing an external stimulus of the magnitude
of recent years over the medium term.

An important long-term force behind the current global economic expan-
sion, and particularly that of the United States, has been the diffusion in depth
as well as in breadth of the new ICTs. Driven by accelerating innovations in
these sectors, including personal computers (PCs), the Internet and telecom-
munications, many economies have seen a marked rise in investment spending
in ICT-related equipment and software. To date only the United States, which
is at the cutting edge in many ICT sectors, has produced macroeconomic sta-
tistics that illustrate persuasively the significant impact of the ICT revolution
on productivity. This has given rise to a number of questions centering around
the creation of a “new economy”; notably concerning the sustainability of
strong productivity growth; and the potential for spreading the new economy to
other economies, which might dramatically change the landscape for the
strength of economic activity in the global economy as a whole. These issues
are addressed in the annex to the present chapter.
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World Economic and Social Survey, 1999 (United
Nations publication, Sales No. E.99.1.C.1); and
Department of Economic and Social Affairs of the
United Nations Secretariat and United Nations
Conference on Trade and Development (UNCTAD),
“World economic situation and prospects, 2000”
(New York, 2000), mimeograph.

World economic growth

Major world economic trends have not diverged significantly from those
projected in the last two overviews by the United Nations Secretariat.!
However, three differences need to be stressed. First, monetary tightening in
many developed economies has been stronger and faster than anticipated. This
stems from the acceleration in growth in the United States and from the fact
that central banks of other developed countries felt the need to match, at least
to some extent, the increases in interest rates that the Federal Reserve (Fed) had
introduced as a result. Second, the prices of oil increased to levels that were
significantly higher than foreseen. Third, the impact of the year 2000 date con-
version problem of computers (Y2K) was much less than generally expected.

The developed economies have been leading the current global economic
upturn. Growth in GDP for this group is expected to be 3 per cent in 2000, up
from 2.6 per cent in 1999. A common feature among these economies has been
the acceleration of investment spending in ICT sectors and on ICT hardware
and software in many other sectors. This component of demand has increas-
ingly become the most dynamic driving force of the upswing in these
economies, most spectacularly in the United States.

The economic performance of the United States over the past few years has
been unprecedented in its recent history. In April 2000, the upswing extended
its record for the longest period of continued economic expansion—109
months in a row. It is not only the length but also the strength of the current
expansion in the United States, with low inflation and low unemployment, that
has been confounding both observers and policy makers. Of particular surprise
were the acceleration of GDP growth to an annualized rate of 7.3 per cent dur-
ing the fourth quarter of 1999 and another strong performance (5.4 per cent at
an annual pace) in the first quarter of 2000. As of May 2000, none of the con-
ventional signs of a maturing business cycle were discernible on the horizon of
this “ageing” cycle.

The prevailing tight labour market and the tightening of monetary policy in
the United States, together with accumulating external imbalances that need to
be contained, are setting limits to the continuation of this rapid growth. No sig-
nificant signs are pointing to an imminent and sharp downturn in the economy,
however. On present policies, the pace of the country’s GDP growth is antici-
pated to be 4 per cent in 2000 and 3% per cent the year after.

Many other developed economies are also expected to experience growth in
2000-2001 of above 3 per cent. In the euro zone and in the broader European
Union (EU) area, economic expansion has been gathering momentum since the
second half of 1999, driven by exports and strengthening domestic demand,
after pronounced weakness in late 1998 and early 1999. Strong external
demand for EU is expected to continue in view of the broadening worldwide
recovery and because exports from the members of the monetary union are
enjoying a competitive edge owing to the weakening of the euro against the US
dollar. Growth in other European developed economies is also robust.

In contrast, the Japanese economy remains sluggish, as the Government’s
large-scale stimulatory spending of the past several years has thus far failed to
put either private consumption or investment demand on a self-sustained path.
Despite a burst of optimism in the early part of the year, Japan recorded a
recovery of only 0.3 per cent for 1999 as a whole, following the 2.5 per cent



contraction the preceding year. Its GDP is expected to expand only by 1 per
cent in 2000 and by 2 per cent the following year. This subdued outlook owes
a lot to the uncertainties stemming from the pace and depth of the ongoing cor-
porate restructuring, although the overhang of the large and increasing public
debt has also been clouding the horizon.

The economic outlook for most developing economies has become more
optimistic. Progress in domestic economic reforms, though varying from coun-
try to country, and the improved international environment, notably less
unfavourable commodity prices and more stable global financial markets, have
been instrumental in improving the outlook. After two years of slowdown, GDP
growth for the group is expected to increase from 3.4 per cent in 1999 to 5%
per cent for 2000 and 5%z per cent for 2001, back to the rates of the pre-crisis
period (see table A.4). Importantly from both a domestic and a global perspec-
tive, the two largest developing economies and those containing the largest
number of the world’s poor, China and India, have been growing at 6 to 7 per
cent and are expected to sustain such growth in 2000 and 2001.

Growth for South and East Asian developing economies is expected to reach
some 6%z per cent in 2000-2001, compared with 6.2 per cent in 1999. Most cri-
sis-affected East Asian economies have been recovering at a robust pace, with
the Republic of Korea leading the group at a record 10.7 per cent in 1999.
Other economies in the region performed well too, with only Indonesia yet to
embark upon a strong recovery path; this may come to pass in 2000, after vir-
tual stagnation in 1999.

The strength and pace of these recoveries stem from stimulatory domestic
policies and improvements in international trade. As the recovery in these
economies exhausts the slack in production capacity generated during the
crises, the pace of growth is likely to moderate. While external demand is
expected to remain buoyant in the years ahead, macroeconomic policy stimu-
lus cannot be continued indefinitely and further expansion in these countries
depends crucially on investment in infrastructure and education and by the pri-
vate sector. Some of these economies are positioning themselves to benefit
from the ICT revolution, especially in semiconductors and broader computer
hardware and software. The technological gaps in these economies, as com-
pared with the leading developed economies, should provide an impetus to
investment and thus to economic buoyancy for some time to come.

A rebound in Latin America and the Caribbean is anticipated in 2000-2001.
After virtual stagnation in 1999, GDP is expected to register 3% per cent
growth in 2000, with a further acceleration to 4% per cent in 2001. The slow-
down in 1999 stemmed from the recession that several countries had experi-
enced in the first half of the year. These recessionary experiences had varying
origins, including the crisis in Brazil early in the year, the contraction of
intraregional and other trade because of lack of demand and weakness in non-
fuel commodity prices, the tightening of financing conditions, and necessary
temporary restrictive domestic policy responses. The region’s performance,
though dismal for many economies, particularly in South America, was better
than earlier feared because Brazil managed to avoid a widely expected sharp
contraction and Mexico and most of the Central American and Caribbean coun-
tries grew relatively strongly.
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With stronger growth and improved external financing conditions for Latin
America, exports and investment are expected to set the pace of growth in the
region. However, high levels of unemployment and tight credit in several
economies may hold down growth in domestic demand. Fiscal retrenchment,
political uncertainties and social unrest in some economies are also likely to
restrain growth.

Prospects for economies in Africa and Western Asia have improved in gen-
eral, but economic performances were highly divergent. While net fuel export-
ing economies in these regions benefited from the surge in oil prices, countries
producing non-oil commodities faced less favourable conditions. Even for the
oil-producing economies, the strong rebound in the prices of oil in 1999 bene-
fited in the first instance fiscal revenue and external balances; it made much
less of a direct contribution to real GDP growth, in part because of reduced oil
production. Despite an anticipated moderation in the prices of oil towards the
end of 2000 and into 2001 (see chap. II), growth in Western Asia is forecast to
accelerate from the 0.5 per cent recorded in 1999 to 4 per cent in 2000 and to
4% per cent in 2001.

After slow growth in 1998-1999, GDP for Africa is expected to increase by
4Y4 per cent in 2000 and 4Y2 per cent in 2001; this is also the forecast for sub-
Saharan Africa (excluding South Africa), suggesting an improvement of some
1V2 per cent per year in per capita GDP in that subregion, although country per-
formances remain highly differentiated.

Recent developments in the Baltic region, Central and Eastern Europe, and
the Commonwealth of Independent States (CIS) have also been positive, under-
pinning a moderately optimistic outlook for the group. Growth is expected to
be 3% per cent in 2000, compared with 2.1 per cent for 1999. A firm recovery
is under way in the Baltic and the Central European economies, boosted by
increased exports, rising investment, and more foreign capital inflows.
Conditions in the South-eastern European countries remain subdued, however.
For the group as a whole, GDP growth is expected to accelerate from 1.2 per
cent in 1999 to 4 per cent in 2000 and to 4%z per cent in 2001.

The macroeconomic performance of the Russian Federation in 1999 turned
out to be better than anticipated throughout much of 1999, thanks to increasing
oil revenues and the competitive advantage domestic producers enjoyed from
the steep rouble devaluation in August 1998. The country is expected to con-
tinue to grow in the near term, with an acceleration to 4 per cent in 2000-2001
from the 3.2 per cent in 1999 (see table A.3). This should continue to yield
favourable spillovers for the neighbouring countries that still depend on the
Russian Federation for much of their external demand. Broadening the recent
and anticipated performance of the Russian Federation into a recovery that
would be sustainable over the longer haul remains, however, critically depen-
dent on the country’s undertaking a range of incisive structural reforms.
Bringing about such reforms poses a formidable challenge in and of itself, but
the policy makers’ task is even more complex since considerable political and
social challenges will need to be addressed while waiting for the reforms to
yield benefits in terms of rising incomes and sustained growth.



Inflation remains under control

In spite of the acceleration in the pace of output growth and the sharp rise in
oil prices, inflation worldwide remained under control in 1999. The short-run
inflation outlook continues to be benign, in spite of some slight acceleration in
late 1999 and early 2000. Inflation trends across countries are far from uni-
form, however.

For developed economies, the disinflation observed in the past decade seems
to be over. Most countries in this group came close to price stability in 1998-
1999, but have since seen a slight increase in inflation rates (see table A.8).
While the headline inflation indices in some of these economies started to rise
notably at the beginning of 2000, mainly because of the surge in energy prices,
the core inflation indices, which exclude the prices of food and energy,
remained subdued. This suggests that so far there has not been a pass-through
of the increases in energy prices into the prices of other goods and services.
With oil prices’ having softened somewhat, pressures to reflect the increases in
oil prices, notably in negotiating wages, have been weakening. However, if
subsequent wage negotiations and price adjustments result in redress for the
fall in real incomes and profits caused by higher energy prices, there might be
an appreciable impetus to inflation.

Many factors that worked together in the past to keep inflation at bay in
developed economies are expected to remain operative, at least for the next few
years. These factors include disciplined fiscal policy, increased international
competition, and vigilant monetary policy. Tight labour markets in some
economies, especially in the United Kingdom of Great Britain and Northern
Ireland and North America, have gradually elicited somewhat higher inflation-
ary pressures in the form of increases in nominal wages in some sectors.
However, improved productivity resulting from further technological progress
is likely to hold unit labour costs in check, thus keeping a lid on inflation. As
a result, inflation rates in most developed economies are expected to move up
only slightly, from below 2 per cent in 1999 to above 2 per cent in 2000-2001,
but are expected to remain below 3 per cent in all countries.

Such forecast inflation rates do not seem to pose a major threat to econom-
ic stability. Nevertheless, although the reaction function of monetary authori-
ties in major countries is not spelled out in their publicly disclosed rules, infla-
tion rates are nearing the point for policy action. In a number of countries, the
monetary authorities took pre-emptive action in late 1999 and early 2000 to
avert any marked uptick in inflation. To date, however, the acceleration of
inflation is largely an expectation rather than something visible in reported
inflation indices.

Inflation is expected to decline further in many developing countries and
economies in transition in 2000. Economies with double-digit inflation rates in
1999, such as the Russian Federation, Turkey and a few Latin American coun-
tries, are expected to compress inflation. For developing countries as a whole,
however, inflation is expected to rise slightly in 2000 from the 7 per cent esti-
mated for 1999, largely on account of further price-level adjustments in Latin
America and the Caribbean, as well as in Western Asia (see table A.10). On the
other hand, inflation in economies in transition should revert back to 1998 lev-
els—about 20 per cent on average (see table A.9). Inflation in the CIS countries
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2 The spring special session of the Council of the
European Union (Lisbon, 23 and 24 March 2000)
paid attention to policies to create jobs and
upgrade labour quality.

more than tripled in 1999 on account of slippage in several States but should
fall to about one third that level in 2000.

Many emerging market economies succeeded in reducing inflation in 1999.
This was especially pronounced in Asia, where inflation fell significantly in
many economies on account of excess capacity, international competition and,
in some cases, appreciation of the currencies that had been sharply devalued
during the crises. Many Asian economies registered near-zero inflation in
1999. With slack capacities’ becoming exhausted, in many emerging market
economies further economic expansion is likely to increase inflationary pres-
sures in some cases, although inflation is not expected to be a major problem
in these countries in the near term.

In a few economies, mainly Argentina, China, Hong Kong Special
Administrative Region (SAR) of China, and Japan, weak effective demand
caused mild deflation in 1999. This has shown some sign of easing, especially
since the beginning of 2000, as a result of reflationary policies and the pickup
in the pace of economic activity.

Improving employment prospects

Global labour markets have improved, although less rapidly than global out-
put because demand for labour usually rises with a lag after economic expan-
sion takes hold. The outlook suggests, on the whole, continued improvement in
employment, although there are sharp contrasts in labour markets in various
countries and among regional groups.

In the United States, unemployment has fallen to levels not seen since the
late 1960s (see table A.7). In contrast, given its nearly stagnant economy,
unemployment in Japan has continued to increase. More lay-offs appear
inevitable if the needed financial-sector and corporate restructuring continues.

In Western Europe, there has been some steady improvement in unemploy-
ment and further gains are expected. By the end of 1999, unemployment in the
euro area dropped below 10 per cent for the first time since 1992. Expectations
in the European Commission are that EU will create 4 million new jobs during
2000-2001, which would reduce unemployment from 16.3 million at the end of
1999 to 14.4 million at the end of 2001. Nevertheless, unemployment in
Western Europe is likely to remain above 8 per cent for several years. The com-
paratively small improvement suggested by these numbers underlines that the
cyclical improvement under way cannot solve the structural problems charac-
terizing European labour markets. Labour-market reforms should therefore
continue to rank high in the policy agenda. Progress over the medium term
seems feasible, given recent policy commitments.?

The crisis-induced rise in unemployment in developing countries and
economies in transition has finally peaked in some cases and started to fall in
others. In Asian developing economies, the strong expansion is expected to
reduce unemployment further in 2000-2001. Nevertheless, unemployment rates
in the crisis-hit economies remain well above their pre-crisis levels. In Latin
America, unemployment in some countries is still rising, while levels of unem-
ployment in the formal sector in Africa continue to be substantial. Continuing
corporate restructuring is expected to dampen the improvement in employment
in the near term.



In China, lay-offs of workers from State-owned enterprises (SOEs) rose in
1999, resulting in a net cumulative total of 6.5 million such individuals who
have not found official re-employment. Further restructuring of SOEs remains
a high policy priority in modernizing the Chinese economy; accession to the
World Trade Organization will strengthen this need. Further substantial shed-
ding of labour by SOEs must therefore be expected.

With intensifying international competition in ICT sectors in particular, a
shortage of skilled labour has become a common structural problem for both
developed and developing economies. Several developed countries have
recently loosened their immigration policies by introducing (as in Germany
and the United States), or by contemplating the introduction of (as in the
United Kingdom), special temporary immigration quotas for ICT specialists.
These moves will encourage brain drain from the developing countries, fur-
ther reducing their already scarce supply of skilled labour and slowing the
pace at which these countries can narrow their technological gap relative to
developed economies.

THE POLICY ENVIRONMENT IN 1999-2000

Macroeconomic policy measures have been crucial in stimulating recovery
from the recent international financial crises and in deepening and broadening
that recovery to include a growing number of countries. As many economies
are now entering an expansionary phase, the role of macroeconomic policy will
be to maintain an appropriate pace of output growth, while keeping inflation
within a safe range. At the same time, policy makers worldwide are facing
many new challenges resulting from increased global economic integration,
rapid technological innovation, and economic restructuring.

In certain developed economies, the combination of strong output growth
with low inflation and unemployment suggests a decoupling of the links that
have traditionally prevailed among those variables when the economic cycle
matures and slack capacity begins to be exhausted. This decoupling is most
pronounced in the United States and has given rise to the concept of the new
economy (see annex).

In many emerging market economies, the international financial crises of the
late 1990s prompted changes in the institutional framework for economic pol-
icy. Examples are the changes in exchange-rate regimes, the improvements in
the rules and instruments for monetary policy, and the reforms of banking and
financial systems. These and other changes have altered the channels through
which financial policies affect real economic sectors.

Monetary policy

There has been a shift in the monetary policy of the central banks in many
developed economies since mid-1999. Led by the United States Federal
Reserve, most of these central banks started to reverse the easing of policy that
they had implemented at the height of the financial crisis, and have since tight-
ened monetary conditions further. By April 2000, the United States Federal
Reserve had raised interest rates five times for a total of 125 basis points. The
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However, a monetary policy announcement in mid-
April 2000 suggested that the near-zero interest-
rate policy might be abandoned before the end of
2000 (see Financial Times, 13 April 2000, p. 4).
This possibility was strengthened by a discussion
of monetary policy by the governor of the Bank of
Japan (see Financial Times, 19 May 2000, p. 1).

However, the 1990s have been a period of disin-
flation throughout most of the world economy. It
is therefore not necessarily the case that direct
inflation-targeting has been responsible for the
success in controlling inflation, nor that the previ-
ous practices would have failed under such cir-
cumstances
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central banks of most other developed economies also raised rates, from 75 to
125 basis points, over the same period.

Core inflation rates in these economies have edged up only slightly so that
most tightening so far has been pre-emptive. Nevertheless, further rises in
interest rates are likely, according to the policy statements of many central
banks. In the forecast presented here, it is assumed that there will be further
rises in interest rates in the year 2000 of 50 basis points for the United States,
75 basis points for the euro area, and 50 to 75 basis points for other developed
economies except Japan. Japan is an exception among these countries because,
in the light of the hesitant Japanese economic recovery, it is assumed there will
be no tightening for the rest of 2000 of the near-zero interest rates that the cen-
tral bank has maintained since early 1999.3

As a practical framework for monetary policy, several developed countries
have adopted the practice of inflation-targeting since the early 1990s. The
developed economies that have embraced this policy framework, usually after
failures in targeting either money supply or the exchange rate, have in general
been successful, as their inflation has remained fairly stable in the last decade.*
More recently, a number of developing countries have adopted inflation-target-
ing, despite a number of questions regarding its effectiveness, particularly for
countries undergoing structural and institutional changes, and its costs and
benefits (see box I.1).

In contrast to the monetary tightening in most developed economies, inter-
est rates in many developing countries and economies in transition have
remained virtually unchanged in 1999 and early 2000, although some of these
economies have lowered their policy interest rates from the high levels adopt-
ed in the early stages of the crisis. This suggests a decoupling of nominal inter-
est rates in the developed and developing countries. There are various reasons
for this: the lagged growth cycle in many emerging market economies; the for-
mer high levels of interest rates in some of these countries, especially in real
terms; the greater, though still limited, degree of independence gained for mon-
etary policy in the many countries that have embraced floating exchange-rate
regimes; and the improved international and domestic financial conditions in
many countries.

In the forecast for 2000, no substantial changes in interest rates are expect-
ed for most developing countries and economies in transition. A few Asian
economies that are recovering at a strong pace, such as Hong Kong SAR (also
because of its adherence to a rather rigid currency board), the Republic of
Korea and Singapore, are expected to enact small increases in interest rates,
while some Latin American economies are likely to cut their high interest rates
to underpin the gathering momentum of their recovery. Rising external imbal-
ances in a number of economies in transition, especially those most advanced
with their structural transformation, limit the ability of policy makers to reduce
their high interest rates for fear that their economies overheat. In contrast, the
CIS economies that are expected to reduce their inflation rates markedly should
be able to bring down nominal interest rates.



In the past decade, a number of central banks in developed market economies have
adopted “inflation-targeting” as a monetary policy regime. More recently, it has been
suggested that those developing countries and economies in transition that shifted from
fixed exchange-rate regimes to floating regimes—thereby forgoing the fixed exchange
rate as the anchor for monetary policy—should adopt inflation-targeting as their new
monetary policy regime. A few have done so, fuelling a debate on the subject.

There is a broad agreement that low inflation is good for growth and equity in the
long run. The aim of inflation-targeting is to contain inflationary expectations and
enhance accountability regarding monetary policy by setting a numerical target for the
inflation rate over the medium term. The effectiveness of inflation-targeting in achieving
these objectives depends on the nature of the disturbance to the economy. In the case
of a demand shock, inflation-targeting acts like an automatic stabilizer because the
shock pushes bath prices and output in the same direction and the action taken to sta-
bilize inflation will also be appropriate for output. This underlines the importance of
responding symmetrically to expected deviations from the inflation target.

The policy responses to supply shocks are more problematic. A negative supply shock
will lead to higher prices but lower output. Under such circumstances, a deflationary pol-
icy aimed at slowing inflation would exacerbate the negative output effect. As a result,
the objectives should be to accommodate the initial effects of supply shocks to some
degree and to minimize the feed-through into expectations and wage and pricing behav-
iour. To some extent, this can be accomplished by slowing the rate of convergence to the
inflation target, thereby smoothing the contractionary effects of policy on output. In addi-
tion, the design of the policy framework can be tailored to further smooth the output
effects. Finally, the credibility of the policy stance can help. If the public’s long-run infla-
tion expectations are firmly anchored to the inflation target, any deviations will be
viewed as temporary, so that the feed-through should be minimal.

In practice, inflation-targeting embodies five key elements: (a) the public announce-
ment of a numerical target for inflation and the time-horizon over which it must be
achieved; (b) an institutional commitment to price stability as the primary goal of mone-
tary policy; (c) reliance on a variety of types of information, not only monetary aggregates
or the exchange rate, for deciding on policy; (d) increased communication with the pub-
lic and the markets about the plans, objectives and decisions of the monetary authori-
ties; and (e) accountability of the central bank for attaining its inflation objective. Within
this framework, a number of practical issues need to be addressed.

First, a reference price index must be chosen, either a headline inflation figure, such
as the consumer price index (CPI), or some measure that reflects the trend in inflation by
excluding volatile items, particularly those that are subject to supply shocks (such as
food and energy).2

Second, the authorities need to select either a point or a range target. A range leaves
some flexibility in responding and it communicates to the public that there is some
uncertainty of control. It does not necessarily reduce the probability of falling outside the
range, however, and this could affect credibility if economic agents believe a range to be
more credible than a point target. The choice of values for either the point target or the
end points of the range involves a trade-off between the benefits of low inflation and the

a

INFLATION-TARGETING

If the selected index is unfamiliar to the public,
policy makers may need to furnish an explanation.
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Box I.1 (continued)

dangers of inadvertent deflation. Most central banks that use inflation-targeting allow
for an inflation measurement bias of about 1 per cent and for a safety margin, resulting
in a central target of between 1 and 3 per cent and a range of about 2 percentage points.

Third, determining the time-horizon for reaching the target is crucial. A short horizon
places most weight on the inflation objective, while a medium-term horizon conveys con-
cern for other policy objectives. A sequence of short- to medium-term inflation targets,
in addition to a long-term target, would communicate to the public that the central bank
will exercise its discretion in dealing with exceptional circumstances, but that there is a
precise time path for bringing inflation to the long-term goal.

Fourth, guidelines on possible escape clauses need to be elaborated. These might
take the form of a contingent target or range that could be used when dealing with, for
example, a supply shock (such as a deterioration in the terms of trade).

Finally, under exceptional circumstances, it might be possible to change the specifi-
cation of the goal, such as the variable targeted (perhaps by excluding some additional
items), the span of the range, or the numerical target. This possibility needs to be care-
fully weighed against the potential loss of credibility; how it would then be carried out
and under whose authority will depend on the degree of independence of the central
bank.

An inflation-targeting framework is not universally appropriate and the circum-
stances of individual countries need to be carefully considered. First, inflation-targeting
requires that the central bank enjoy a minimal degree of independence in conducting
monetary policy, at least in choosing its instruments. Second, monetary policy must be
independent of fiscal policy and the latter must also be conducted responsibly.
Monetizing fiscal deficits should be precluded.

Moreover, the country must be willing and able to subordinate all other macroeco-
nomic policy goals to that of stable inflation. This implies a flexible exchange-rate
regime in order to ensure that there is not an exchange-rate goal that conflicts with the
inflation goal. It is therefore crucial that the economy be able to withstand exchange-
rate shocks. This is not the case for countries with large external debts denominated in
foreign currency, for example.

Introducing inflation-targeting also needs appropriate starting conditions. The most
crucial is the state of inflation because it gives an indication of the stability of the over-
all economy. Gaining credibility is an important objective so that it is important to start
inflation-targeting at a time and in a state when initial success can realistically be
expected. If inflation is initially high, control is difficult and there is a likelihood of fail-
ing to achieve the target. Success is more likely when inflation is already low or declin-
ing. Without such success, the credibility of the monetary authorities will be rapidly
eroded and not easily regained. In countries undergoing major structural change, relative
prices necessarily have to change and it may be especially difficult to establish a realis-
tic inflation target and meet it under those conditions.

Inflation-targeting is a demanding monetary policy framework. It may be suitable only
for some developing countries and economies in transition, and then only after consid-
erable preparatory work.




Fiscal policy

As a result of the strengthened economic growth since mid-1999, there have
been notable cyclical improvements in fiscal balances in many developed
economies, as well as in several developing countries and economies in transi-
tion. The large government surplus in the United States has continued to rise,
reaching over $150 billion in 1999. In several other developed economies, fis-
cal deficits have declined or have switched from deficit into surplus. The bud-
get deficit in almost every EU member is now below the threshold of 3 per cent
of GDP specified in the Stability and Growth Pact. For most of these countries,
the need of Governments to borrow is shrinking, entailing major changes in the
structure of bond markets in some cases.

By contrast, the recession of 1998, the present nearly stagnant economy and
the large amounts of government stimulus spending over two years have led to
huge budget deficits in Japan (nearing 10 per cent of GDP in 1999). After
implementation of the late 1999 supplementary budget, Japan’s public debt is
expected to be the highest in terms of GDP—some 130 per cent—of any devel-
oped country.

In the forecast, fiscal policy in most developed economies is expected to
remain restrained. Tax cuts have been proposed or already approved in the
2000-2001 budgets for a number of these countries, but the fiscal positions of
most Governments are expected to improve further as the economic expansion
strengthens. In Japan, taking into account the package approved at the end of
1999 for implementation mainly in early 2000, fiscal policy is likely to be
slightly stimulatory in 2000-2001.

Fiscal positions in many developing countries and economies in transition
have also improved to varying degrees for a number of reasons. The surge in
oil prices has brought windfalls to government revenues of many oil-produc-
ing economies. The strong recovery in many of the crisis-affected countries,
particularly in Asia, has compressed the large budget deficits that were a con-
comitant of the fiscal stimuli introduced to counter the calamity. In several
developing countries and economies in transition with high levels of public
debt, lower interest rates have reduced government interest payments.
Nevertheless, fiscal balances in the majority of developing countries and
economies in transition remain in deficit, in a number of cases above 5 per
cent of GDP. Fiscal consolidation is expected for most of these economies in
2000-2001.

Exchange-rate developments

The exchange rates of most currencies were relatively stable over the course
of 1999 and early 2000. Although no sharp fluctuations in foreign exchange
markets are assumed in the forecast, the risk of a larger-than-expected weak-
ening of the United States dollar against other major currencies remains, given
the massive external deficit and the possibility of a major fall in equity prices
in the United States.

The euro depreciated 25 per cent against the United States dollar in the 16
months following its debut in 1999. This depreciation was partially in response
to the sizeable differentials in GDP growth rates and in interest rates between
the United States and the euro area; it was also a result of the appreciation of
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equity markets in the United States relative to those elsewhere, which in turn
partially reflected expected growth differentials. With the pace of economic
expansion in the euro area picking up, a mild recovery of the euro over the
course of 2000-2001 is expected.

The exchange rate between the Japanese yen and the United States dollar
has also been driven to some extent by the even larger growth differential
between the two countries. The yen initially strengthened against the United
States dollar during 1999 when the expectation of a recovery in Japan was high.
It then retreated towards the end of the year when the Japanese economy
recorded two quarters of decline, reversing earlier expectations. In the forecast,
the yen is expected to hold its level against the dollar, consistent with the mod-
est growth projected for Japan and the rising interest rate differentials in favour
of the United States dollar.

After the large devaluations and the volatility in the currencies of many
emerging market economies between mid-1997 and early 1999, many of these
exchange rates stabilized. While a few currencies in Asia and Latin America,
most spectacularly the won (Republic of Korea), have since appreciated some-
what, most have stayed at or near the lows incurred as a result of the devalua-
tions.

As a contrast to such developments, the Russian rouble, the Kazakh tenge,
the Ukrainian hryvnia and the currencies of several other economies in transi-
tion have continued to drift downward. Exceptions to this downward trend are
offered by countries that have adopted a rigid exchange-rate regime, such as a
currency board, or undertaken, as in the case of Latvia, emulation of the rules
of the currency board. Several of these arrangements came under pressure fol-
lowing the fallout of the Russian crisis, but all countries adhered to their cur-
rency board-type arrangements, if sometimes at the cost of larger domestic
adjustments than might otherwise have been required.

While some emerging market economies are continuing to use fixed
exchange-rate systems, many have moved to floating regimes, or have been
forced to do so by financial crises. The selection of an exchange-rate regime
should not be seen as separate from the policy framework and the structural
adjustment needs of any given economy, however. Those that have changed to
floating rates have more freedom in conducting their monetary policy than
economies that continue to adhere to fixed exchange rates, but have forgone
their nominal anchor for monetary policy. In order to maintain low inflation
and a stable exchange rate, some emerging market economies with a floating
exchange-rate regime have adopted inflation-targeting as their monetary frame-
work (see above).

RISKS AND OPPORTUNITIES IN THE CURRENT SITUATION

Particularly with the possibility of a continuation and broadening of the
benefits of the new economy, the underlying outlook for economic growth at
the aggregate and regional levels is optimistic. Nevertheless, several caveats
need to be taken into account. First of all, the economic recovery in crisis-hit
countries and the prolonged growth cycle in some developed countries are
accompanied by a legacy of large fiscal and current-account imbalances in
many economies. These imbalances need to be lowered and, in some coun-



tries, reversed in the medium to longer run. The most critical are the massive
trade deficit of the United States and the substantial fiscal deficits in Japan
and several emerging market economies. In the former case, the United States
is steadily increasing its foreign liabilities, already the highest in the world.
In the case of Japan, the fiscal deficits are raising domestic public debt
which, in turn, is the highest among developed countries. These two deficits
(as well as fiscal imbalances elsewhere) should shrink as economic expansion
continues and becomes more widespread. In the meantime, these imbalances
pose a potential threat because a crisis of confidence in either would disrupt
financial markets, reduce growth in the United States and Japanese
economies and have a wide array of ripple effects that would be to the detri-
ment of the world economy as a whole.

The trade imbalance in the United States reached about $350 billion in 1999,
some 4 per cent of GDP, and has been growing since. Japan and Western
Europe, on the other hand, have large trade surpluses. These imbalances have
developed over the past several years mainly as a result of the widening differ-
entials in growth rates across countries, owing notably to the strong perfor-
mance of the United States. The latter also gave rise to a strong United States
dollar, large increases in equity prices in the United States and large capital
inflows (which financed the country’s trade deficit).

A shock could reverse this virtuous interaction. The economic recovery in
emerging markets, the higher growth in Europe or a further fall in prices in
United States equity markets could reduce the inflows of capital to the United
States, putting pressure on the exchange rate, the trade deficit or both. A depre-
ciation of the dollar would, after a lag, contribute to the correction of the trade
deficit, but it would also have inflationary effects and would probably be coun-
tered by a rise in official interest rates. This would further reduce growth in the
United States which, coupled with the correction of the trade balance, would
have a negative effect on the rest of the world economy.

A slowdown in the United States, particularly if accompanied by a depreci-
ation of the dollar, would be especially critical for Japan where policy makers
already face a dilemma. There is a need to cut the large government deficit but
the recovery in the private sector, both in consumption and in investment, con-
tinues to be fragile. More fiscal stimulus might be necessary to increase private
demand, but would place even greater stress on financial markets.

Although the high rates of growth in the United States have not yet resulted
in any tangible acceleration in inflation, a second potential difficulty is the pos-
sibility that the surge in growth in late 1999 and early 2000 may have finally
pushed the economy beyond its non-inflationary potential. There are signs that
the labour market is tight, raising the possibility of wage increases and subse-
quent pressures on prices. In addition, wealth effects of the large increases in
the prices of United States equities has contributed to the rapid—and poten-
tially inflationary—increase in consumption.

As indicated above, the Federal Reserve has already taken pre-emptive
action to counter the perceived inflationary threat but there is a possibility of
further monetary tightening. In addition, the concern of policy makers in
almost all other developed countries has also shifted to the possibility of an
acceleration in inflation, with the result that they, too, are likely to continue
monetary tightening. This is the first time in over a decade that all the major
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The impact of a correction in equity markets in
the United States and other major developed mar-
kets was discussed in the World Economic and
Sacial Survey, 1999, box 1.2.

central banks will be moving simultaneously in the direction of tightening
monetary policy. The coordinated cuts in interest rates in late 1998 proved
effective in avoiding a further deterioration in the global economy at that time,
but the global consequences of a move in the opposite direction are untested
under the prevailing macroeconomic environment where a number of largely
intangible factors, such as investor confidence, play such a critical role. The
perennial difficulty of judging when policy action is necessary is compounded
by the advent of the new economy which casts doubt on the validity of some of
the criteria used previously. There is a possibility that, in aggregate, the author-
ities may inadvertently adopt an excessively restrictive stance, with negative
consequences for the world economy at large.

The high prices of equities in the United States continue to be another
source of vulnerability. There has been considerable volatility in equity mar-
kets in the United States since the highs registered in early March 2000. This
instability might reflect only the profound changes in the structure of equity
markets that have taken place in recent years but it could also be a harbinger
of a further fall in prices. If there is such a further correction in stock prices,
the wealth effects on consumption, the decrease in investment, the interna-
tional contagion, and the other possible repercussions would send not only
the United States economy but the global economy as a whole to a much
lower rate of growth.5

There is also the possibility of a supply-side shock. Oil prices have remained
volatile and have risen again since the initial drop following the Organization
of the Petroleum Exporting Countries (OPEC) agreement to increase quotas
(see chap. II). If the prices of over $30 per barrel observed in early 2000 were
to return and persist, they could pose various threats to economic growth
throughout the world. An oil-price induced acceleration in inflation in devel-
oped market economies would probably prompt further increases in interest
rates, slowing growth in these countries. This would have negative conse-
quences for the rest of the world, similar to what happened in the global eco-
nomic slowdown at the beginning of the 1980s.

Another concern is that the strong economic recovery in many crisis-hit
economies has to some extent deflected attention from the structural problems
that, at the height of the crises, were emphasized as key causes. Policy makers
have more recently allocated diminishing attention to resolving these structur-
al problems, as well as those that resulted from the crises. Thanks to these
economies’ recovery, some of the problems caused by the crises—high unem-
ployment, large budget deficits, and debt problems in the private sector—have
been alleviated. However, these cyclical gains are not a substitute for the
restructuring of, for example, the still fragile financial and corporate sectors in
many of these economies.

Finally, the world economy continues to face the systemic threat that the
reform of the world financial architecture is incomplete. There has been con-
siderable progress in enhancing transparency, strengthening regulatory activ-
ities and improving internal financial controls within firms. However, there
has been less success in ensuring that international public and private actors
will be able to handle the next financial crisis when it occurs. The present
optimistic outlook should not be allowed to dilute efforts to remove this
sword of Damocles.



On the other hand, there could be an upside to the forecast. If the wave of
benefits from ICT was to spread itself more widely among developed and
emerging market economies, the benefits that the United States economy has
recently reported would cumulate and help to sustain a faster pace of econom-
ic expansion in the short to medium run. In order to accelerate growth and
reduce poverty and unemployment, higher levels of investment, both domestic
and foreign, are required. The improved economic environment, particularly if
reinforced by continued economic reforms, should facilitate higher investment,
while the ICT revolution offers opportunities for investment productivity that
should raise both overall economic growth and personal well-being in devel-
oping countries.

National Governments and the international community should focus on the
potential of the “new economy” to raise productivity levels in developing coun-
tries and economies in transition. The virtuous circle in the United States has
involved a growth-oriented process of adjustment from the “old economy” to
the “new economy”, whereby the population at large has benefited, albeit not
equally. The objective should be to emulate this virtuous circle elsewhere. For
this, sound pro-growth domestic policies that encourage the private sector to
seize the opportunities offered by ICT are indispensable.

However, historical experience shows that market forces by themselves are
unlikely to distribute the benefits from global economic integration and tech-
nological innovation equitably across nations or among different groups with-
in countries. Globalization and the ICT revolution have provided many coun-
tries with more opportunities to raise incomes and living standards but they are
also among the factors that have led to growing inequality both domestically
and internationally, with the group of poorest countries being further margin-
alized. Many countries not yet affected by the ICT revolution may find it diffi-
cult to catch up if they have to rely solely on their own resources. Drawing
again on the experience of the United States, one consequence of its faster
growth has been increased public revenues which give the Government the
opportunity to address the needs of those who are otherwise excluded.
Similarly, at the global level, sound domestic policies need to be complement-
ed by enhanced global action, particularly increased technological and resource
transfer from developed economies to developing countries and the poorer
economies in transition, if the potentially divisive effects of ICT and the new
economy are to be avoided.6

For a detailed programme of proposed actions at
the national and international levels and by the
United Nations system, see the report of the
Secretary-General (E/2000/52) on development
and international cooperation in the twenty-first
century: the role of information technology in the
context of a knowledge-based global economy.
Further suggestions are contained in Poverty
amidst Riches: The Need for Change (report of the
Committee for Development Policy on its second
session) (United Nations publication, Sales No
E.00.11.A.4). The report of the Committee is issued
as Official Records of the Economic and Social
Council, 2000, Supplement No. 13 (E/2000/33)
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Although the World Economic and Social Survey
traditionally has not included forecasts for the fol-
lowing year, the forecasts of Project LINK also
consistently underestimated the growth in the
United States economy in this period. However,
referring to the second half of the 1990s, the
World Economic and Social Survey 1994 (United
Nations publication, Sales No. E.94.11.C.1 and cor-
rigendum) stated (chap. I; subsect. entitled
“Outlook for the world economy: the second half
of the 1990s") that changes in the world econom-
ic landscape pointed to a combination of forces
that had rarely been present since the early 1970s;
that in the developed market economies economic
policies were more balanced; that fiscal consoli-
dation rather than benign neglect of fiscal deficits
was the preferred approach; that financial rehabil-
itation had run its course, and the financial health
of business and households had largely been
restored; and that accumulated technological
changes and the fact that business confidence
was still improving pointed to further increases in
gross fixed capital formation, making it less likely
that supply bottlenecks would soon emerge to
slow down the recovery. The 1994 Survey postu-
lated that growth could emulate that of the period
1983-1989 when the United States economy had
grown by an average close to 4 per cent.

Source: International Monetary Fund (IMF), World
Economic Outlook (various issues); Organisation for
Economic Cooperation and Development (OECD),
Economic Outlook (various issues).
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ANNEX

EMERGENCE OF THE “NEW ECONOMY”

After the recovery from the recession of the early 1990s, the prevailing view
was that the United States economy would return to its traditional medium- to
long-term average rate of growth of between 2 and 2.5 per cent. It was thought
that growth above this rate would trigger inflation, partly because of capacity
constraints and wage pressures, and could not be sustained.

Contrary to these expectations, in the second half of the 1990s the United
States economy has consistently expanded faster than this previously assumed
non-inflationary growth rate (see table A.2) yet inflation has decelerated (see
table A.8), reaching one of the lowest rates in the past 30 years. In addition, the
unemployment rate has declined steadily to almost 4 per cent (see table A.7).

During this period, forecasts persistently underestimated the rate of growth
in the United States (see annex figure I.1), suggesting that there have been
changes in the functioning of the economy that are not fully understood.2 These
new mechanisms have been referred to as the “new economy”.

The nature of the new economy

The new economy is the fusion of primarily three simultaneous phenome-
na—rapid technological progress in the computer and communications indus-
tries, the internationalization of the United States economy, and changes in the

Annex figure 1.1.
FORECAST AND ACTUAL GROWTH OF UNITED STATES OF AMERICA GDP, 1996-1999

5 Annual percentage change
|:| IMF forecast, previous May - OECD forecast, previous June - Actual
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financial environment. This new economic environment has encouraged and
enabled economic agents to invest in the new technologies, causing them to be
disseminated rapidly. The interaction among investment, growth, employment
and inflation has been radically altered as a result. Since 1993, gross domestic
private investment in the United States has increased faster than gross domes-
tic product (GDP), and business investment in information technology has
increased even faster.

Investment in new computer and communication technologies has affected
both internal processes and external interactions in small and large enterprises.
New technologies are being introduced at decreasing costs, with the prices of
computers and communications falling continuously. The Internet is providing
immediate access to vast arrays of information and knowledge, enabling busi-
nessmen, households and workers to make better decisions. Information on
prices and sources of supply has reduced the need for intermediaries and
improved the choices for buyers. The costs of inventories and administration
have fallen." Employees at all levels have been displaced, freeing large num-
bers of workers for new activities.

The internationalization of the economy of the United States—as well as
of that of most countries—as a result of improved communications, declin-
ing transport costs, trade liberalization, and global financial integration has
stimulated a wide range of economic activities and changed the internation-
al division of labour in many industries. In many firms, operations tradi-
tionally performed in situ are increasingly being subcontracted abroad.
Internationalization has intensified competition, making price increases and
the emergence of inflationary pressures less likely. Entrepreneurs’ improved
access to information on input and product markets applies not only to their
own country but also to firms abroad. As a result, flexibility has increased
and wage and other cost pressures have subsided.

Changes in the domestic financial system have been critical in enabling
both domestic and foreign firms and entrepreneurs to mobilize capital for
investment in the United States. The extensive application of ICT in the finan-
cial sector has reduced the costs and speed of financial intermediation.
Commercial banks and non-bank financial institutions have diversified their
operations and introduced a wide range of new financial instruments.
Securitization and the increased marketability of many financial assets have
played a key role in this process. These changes have facilitated and reduced
the cost of the channelling of domestic and external funds to new-economy
activities.c From the borrower’s point of view, the result is less reliance on
debt-financing and greater use of equity. In particular, even young pioneering
companies are able to mobilize venture capital at very low costs and make ini-
tial public offerings (IPOs).d In addition, the favourable prospects have attract-
ed large amounts of foreign direct investment (FDI) into the United States. As
a result of the overall surge in investment, the rate of growth of productivity
in the second half of the 1990s is now estimated to have been more than dou-
ble the average of the previous 20 years.

By the end of the 1990s, the inventory-to-sales
ratio of non-farm business had fallen to well
below the average of the 1980s and previous
decades (see Economic Report of the President,
February 2000, p. 115).

Venture capital increased more than 10-fold
between 1991 and 1999, while the number of
companies receiving such funds more than tripled
(The Wall Street Journal, 22 February 2000, p.
C18). Dozens of corporations in the field of infor-
matics that did not exist 10 years ago or whose
capitalization was less than $10 million now have
a capitalization in excess of $20 billion, in some
cases exceeding $50 billion.

For a description of the United States venture
capital industry, see World Economic and Social
Survey 1999 (United Nations publication, Sales
No. E.99.11.C.1), chap. VIII, subsect. entitled “The
United States of America model”.
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e See World Economic and Social Survey, 1996
(United Nations publication, Sales No. E.96.11.C.1
and Corr.1), chap. IV, sect. entitled "Investment
and productivity measurement: the United States
of America and the ‘Solow Paradox".

f Although ICT has been identified as the major dri-
ving force for the recent rise in productivity
growth, capital deepening, meaning more capital
per worker, and improvements in the quality of
labour, through education and on-the-job training,
have also contributed.

Source: United States Department of Labor, Bureau
of Labor Statistics.

Note: Data for “Before revision” for 1995-1999 are
the three-year average for 1995-1997.

Productivity growth as the key

The proof of the new economy depends in large measure on whether there
has been an increase in productivity. This has been a controversial issue, in part
because it is inherently difficult to measure productivity.

For two decades prior to 1995, compared with the 1950s and 1960s, the
emergence of the ICT revolution coincided with a slowdown in economy-wide
productivity growth in the United States. Three explanations were given for
this paradox.¢ First, measurement errors, such as failure to adjust for improve-
ments in the quality of output, may have resulted in an underestimation of pro-
ductivity growth prior. Second, the computer sector was initially small in rela-
tion to the overall economy, so that its productivity gains were dwarfed by
other activities whose productivity growth remained sluggish. Third, it takes a
long time for workers to be trained and firms to be restructured, as well as to
build up a critical mass of ICT throughout the economy, before its beneficial
effects can be fully realized.

The most recent revision in the official statistics for the United States,
which corrected some measurement errors, resulted in upward changes in
past data on labour productivity (see annex figure 1.2). More importantly, the
data show that productivity growth since the mid-1990s has accelerated to
about 2.5 per cent, double the rate observed over the previous two decades.
Some studies have shown that total factor productivity (the gains in growth
that cannot be explained by changes in factor inputs) has also risen since
1995 to 1.2 per cent per year, triple the 0.4 per cent average for the previous
two decades.! Moreover, it is argued that official statistics continue to under-

Annex figure 1.2.
PRODUCTIVITY GROWTH IN THE UNITED STATES
OF AMERICA, 1960-1999

Average annual percentage change

35 |- - Before revision - Revision in 1999

1960-1964 1965-1969 1970-1974 1976-1979 1980-1984 1985-1989 1990-1994 1995-1999



state productivity growth in many service industries dependent on advanced
technology, notably ICT.

Stock markets and the new economy: a virtuous circle or a bubble?

The debate about the new economy has also focused on the booming stock
markets in the United States and in other developed economies. During 1995-
1999, stock markets in the United States, as measured by the performance of
the Standard and Poors 500 index (the S&P 500) deflated by the consumer
price index (CPI), registered an average annual real return of 24 per cent, dou-
ble the average over the last century. Moreover, returns on technology stocks,
as measured by the National Association of Securities Dealers, Automated
Quotations System (NASDAQ) composite index, were triple the rate of return
obtained in broad equity markets in 1998-1999; the rate of return for Internet
stocks was more than quadruple the NASDAQ average. Although the prices of
many technology stocks fell significantly after March 2000, all these indices
remained high at the end of April.

The booming stock markets have been closely interrelated with rapid ICT
innovations and the strong performance of the real economy, yielding a virtu-
ous circle. Many ICT companies have been able to raise large amounts of cap-
ital for further expansion because of the dynamic stock markets, while strong
equity appreciation has added to economic growth through the wealth effect on
consumption demand. Many households have felt comfortable about spending
most of their current incomes, relying on the increases in prices of their assets
(shares and real estate) for their savings. In addition to sound economic condi-
tions, the appreciation of equity markets has also been driven by high expecta-
tions about future profits in ICT sectors.

Traditional valuation benchmarks suggest that high share prices represent a
growing “bubble” in stock markets, but the new-economy paradigm points to
alternative explanations. One of these is that there has been a decline in the
equity premium—the margin by which the implied rate of return on equity
exceeds the rate of return on risk-free securities, such as government bonds,
over a comparable period of time. One reason for this is the more propitious
political and economic environment, with the end of the cold war and the long
virtuous circle of economic growth. A second reason for the lower risk premi-
um is that, by providing more encompassing and more timely information at
lower cost, the ICT revolution has reduced uncertainties in many decision-mak-
ing processes throughout the economy and has therefore reduced the financial
risks faced by entrepreneurs and others. This has correspondingly reduced the
risk premium that investors require in order to opt for equity rather than risk-
free financial instruments.

Another explanation offered for the high equity prices is that they reflect the
value of the intangible capital created by the ICT revolution. In an increasing-
ly knowledge-based economy, this intangible capital (which includes intellec-
tual property, managerial capacity and investment in human capital) should be
added to the valuation of physical capital assets. According to this argument,
traditional yardsticks for valuing equities, such as the price-to-book value,
became less relevant for many ICT companies because of their high ratio of
knowledge capital to physical capital.
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Whether a jump in share valuations reflects an improvement in economic
fundamentals or a bubble can be resolved only once the bubble bursts.
Moreover, bubbles can coexist, for a considerable period of time, with sound
underlying economic conditions. A substantial fall in equity prices would have
negative short-run consequences for the world economy (see above) but the
longer-term benefits of the structural changes associated with the new econo-
my are expected to continue.

A growth opportunity for other countries?

The fundamental structural changes of recent years seem likely to sustain
the new economy in the United States over the medium term. Computer-based
processes, business use of the Internet and Internet-related businesses continue
to spread. Firms, in general, enjoy sound financial positions and profit levels
are facilitating further investment so that productivity increases in the medium
term seem likely to maintain the levels of the past eight years. Overall, there-
fore, the United States economy appears capable of sustaining non-inflationary
growth of the order of 3 to 3.5 per cent per annum over the medium term. This
is a full percentage point—equivalent to $100 billion annually—more than
many, until recently, considered feasible.

With growing international economic interdependence, the major forces dri-
ving the strong economic performance of the United States should mutatis
mutandis be relevant to the rest of the world. The global economy would gain
considerably if the productivity gains of the United States also became charac-
teristic of other countries. There are growing signs that the foundations for
such a course are being laid in a growing number of developed countries out-
side the United States. Stronger foundations for embracing the ICT revolution
can also be expected in a growing number of developing economies—in the
first instance, those in the vanguard of ICT production and exports. Expanding
global economic integration provides a force for such emulation, particularly
for the more advanced developing countries. This may presage the formation of
a new global economic era, which should provide opportunities for sustaining
strong growth throughout most of the world economy for some time into the
future.

Signs of the rapid diffusion of the ICT revolution to other economies have
been coming to the fore. Developed economies other than the United States
have been bolstering their investment spending on ICT hardware and software,
although in terms of its strength and depth, this investment lags appreciably
behind that of the United States (see annex figure 1.3). Some Western European
economies are already at the cutting edge in certain ICT sectors (such as wire-
less communication technology) and some developing countries have been
experiencing an ICT boom in certain sectors. For example, India’s computer
software industry has been growing 50 to 60 per cent annually in recent years
and both the stock of personal computers owned by households and the num-
ber of Internet users in China doubled in 1998 and again in 1999. More and
more countries are launching special high-tech zones. A few economies in Asia
have already become the largest manufacturing centres for some categories of
ICT hardware. While these were initially set up to service export markets,
increasingly this capacity is being utilized to strengthen ICT production for
diffusion to other segments of the domestic economies in these countries.



Annex figure 1.3.
INVESTMENT SPENDING ON ICT IN DEVELOPED
COUNTRIES, 1996 AND 1999
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The experience of the United States suggests why the rise in ICT outlays has
apparently not yet affected productivity elsewhere. First, ICT investments in
other economies, although growing rapidly, remain comparatively small. For
example, computer expenditure per capita in major EU countries is much lower
than in the United States. The experience of the United States suggests that the
ICT proportion of the capital stock has to reach a critical mass before it begins
to impart an appreciable impetus to productivity. This is partially because the
benefits of ICT depend on the size of the network that can be accessed as a
result of that investment, a phenomenon well known from the spread of, for
example, telephones and railways.

Other countries also lag in software and ICT services and cannot match the
United States in technological inventions resulting from its high level of spend-
ing on research and development (R&D). They also have to overcome such
institutional constraints as less liquid and deep financial markets, less devel-
oped venture capital networks, less flexible corporate structures and a higher
degree of government regulation in certain areas (such as telecommunications).
The United States has also shown itself to have a more flexible and efficient
labour market which has contributed to the smooth introduction of the new
technologies. Despite these constraints, growing international economic inter-
dependence should result in the diffusion of the forces that have propelled pro-
ductivity growth in the United States. However, in the absence of concerted
actions by Governments, the gains to other countries will take time and are
likely to be less dramatic, given the sizeable technological gaps that remain.

Sources: International Data Corporation;
5 Business Week, January 2000.
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THE INTERNATIONAL
ECONOMY

Along with the recovery in world output growth in 1999, international
trade strengthened, although with some lag. International trade grew slow-
ly during the first half of the year, with significant declines in some regions
as many economies, especially in Asia and Latin America but also among
the economies in transition, continued their post-crisis adjustment by cut-
ting import demand. As the recovery progressed and economic activity in
more and more economies began to rise, international trade revived rather
strongly in the second half of 1999. The present outlook is for the growth
in international trade to continue to rise in 2000-2001.

Primary commodity markets are also strengthening. As a result of the
earlier economic contractions, prices of major commodities, expressed in
United States dollars, dropped in early 1999 to their lowest levels in
decades. This contributed to holding down inflation in most developed
economies and was favourable to other commodity-importing countries,
but it had a deleterious impact on the foreign exchange earnings of export-
ing economies and on their ability to finance imports. After the first quar-
ter of 1999, however, prices for many primary commodities stabilized or
started to recover, especially those for petroleum and related energy prod-
ucts. A rebound in prices for some industrial metals and minerals started
later in the year. Nevertheless, prices of most non-oil commodities
remained below their average for 1998.

Petroleum prices are expected to remain firm in the near term, and any
increases in the next two years are likely to be moderate in comparison
with those of 1999 and early 2000. However, a continuing recovery in
prices of other primary commodities, especially industrial metals, is
expected in 2000-2001 as a result of the strengthening world economy.
Despite the recovery, the general level of commodity prices is likely to
remain low when placed in a longer-term perspective.

Capital flows into emerging economies dropped sharply during the
1997-1998 financial crisis, with net private capital flows contracting in
1998 to one third of their 1996 level. Investor confidence has been gradu-
ally restored since the Brazil crisis at the beginning of 1999, but net private
capital flows to these countries have remained depressed, with no increase
estimated for 1999. However, investor sentiment towards emerging mar-
kets has continued to improve into 2000, and a moderate increase in pri-
vate flows is expected for 2000-2001. As the need for emergency financing
abated in 1999, net official lending declined sharply from the surge in
1998, and no substantial increase is foreseen in official flows in 2000.
Overall, a restrained external financing environment is expected for most
developing countries and economies in transition in 2000 and 2001.
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Source: United Nations, based on data of United
Nations Statistics Division, Economic Commission for
Europe (ECE), Economic Commission for Latin America
and the Caribbean (ECLAC) and International
Monetary Fund (IMF).

a Preliminary estimate

THE REVIVAL IN INTERNATIONAL TRADE

International trade recovered during 1999 from the widespread and abrupt
slowdown of 1998 and became one of the more dynamic features of the world
economy as it entered 2000. Trade growth early in 1999 remained slow but an
accelerating recovery in Asia and continued rapid growth in North America
increased trade values and volumes during the second half of the year, and this
momentum carried over into and accelerated in early 2000. Although the recent
rebound in trade has been spread across many countries and regions, contrast-
ing increases in export supply and import demand at the national level left large
and growing trade imbalances in some countries, while reducing or eliminating
external deficits and surpluses in other countries. These changes in nominal
trade balances were partially induced by significant changes in exchange rates
and in relative prices of traded goods.

Preliminary estimates place the total value of world merchandise trade in
1999 at over $5,500 billion when measured in current prices and exchange
rates, a 4.6 per cent increase over 1998 (see table II.1). However, because of
the sharp fall in the prices of many internationally traded goods in 1998 and
1999, particularly of manufactures and non-oil primary commodities, world
trade value in 1999 was only 2% per cent higher than the level recorded two
years earlier for 1997. Much of this increase may be attributed to soaring prices
for petroleum during the year. The current expansion in the total value of world
merchandise trade is therefore considerably slower than earlier in the decade
when rates of increase on the order of 15 and 20 per cent in a single year were
recorded, and, with the exception of trade in petroleum, it is associated with
increases in trade quantum rather than trade prices (see table A.13).

The volume of world merchandise trade increased in 1999 considerably
faster than in 1998. Export volume rose by 4.8 per cent measured in United
States dollar weights as compared with 3.6 per cent in 1998. The pace tended
not only to quicken over the course of the year, but also to considerably exceed
the rate of increase in gross world product (GWP) by the end of the year.
Reflecting the accelerating expansion of world merchandise trade volume, the
ratio of world trade growth to world output growth rose.

Table I1.1.
TOTAL WORLD TRADE AND AVERAGE WORLD TRADE PRICES, 1997-1999a

1997 1998 19992
Annual percentage change

Growth of world trade value 3.2 -2.3 4.6
Growth of world trade volume 9.2 3.3 5.6

World trade prices in United States dollars
All goods -6.0 -5.6 -1.0

of which:

Agricultural commodities 1.4 -10.4 -4.9
Raw materials and ores -1.4 -9.9 -1.9
Mineral fuels -7.9 -334 40.0
Manufactures -6.1 -2.8 2.4




Measured in United States dollars, the world trade price level in 1999 con-
tinued its decline both in absolute terms and compared with the level of domes-
tic prices in many countries, although at a slower rate than in recent years.
After falling 6 per cent in 1997 and 5%z per cent in 1998, average world trade
prices for all goods measured in United States dollars fell another 1 per cent in
1999 as an increase in prices for mineral fuels offset further declines in prices
of non-fuel commodities and manufactures. The price declines of non-fuel
commodities exported by developing countries in 1999, especially those for
agricultural commodities, eroded gains made by many developing countries in
terms of the volume of their exports sent to world markets. In contrast, oil
prices surged during 1999 and led to large earnings gains by fuel exporters on
a reduced volume of exports.

Low domestic rates of inflation in goods-producing industries and decreas-
es in prices of computing and telecommunications equipment led to a decline
in the average dollar price of manufactured goods exported by developed coun-
tries. In the case of Western Europe, dollar-denominated prices of manufac-
tured and other goods exported by these countries were also affected by a
weakening of the euro and some other European currencies vis-a-vis the dollar.
In this regard, the continuing decline in the euro, which lost one quarter of its
initial value by mid-2000, not only dampened import demand through higher
import prices expressed in domestic currencies but also began to exert pressure
on inflation in Europe. On the other hand, the falling level of prices on inter-
national markets encouraged import demand in those countries with stable or
rising exchange rates to the United States dollar.

The value of trade in commercial services also regained momentum in 1999
after waning in 1998. On the basis of preliminary data, the value of trade in
commercial services increased at a rate of about 1%2 per cent in 1999 to exceed
$1,300 billion, after having stagnated in 1998. Transport services are estimat-
ed to have risen at a rate less than the average for all commercial services while
international travel and other services increased about twice as fast as the aver-
age rate. The faster pace of increase in commercial services trade was centred
in North America and Asia. In contrast, services trade in Western Europe, Latin
America and the economies in transition languished or shrank during the year.

A strong rebound in developing-country trade

The value of exports from developing countries rose 8.3 per cent in 1999
from the severely depressed levels of 1998. This strong recovery in exports
more than reversed the decline in export value registered in 1998, when devel-
oping-country exports fell 6%2 per cent, and accounted for over 60 per cent of
the increment in the total value of world exports in 1999 (see figure I1.1). The
economies in transition also recorded an increase in the value of their exports
in 1999 that more than offset the decline recorded for 1998, whereas the devel-
oped economies increased the value of their trade in both 1998 and 1999,
although at a slower rate in 1999 than either the developing countries or the
economies in transition.

For all developing countries taken together, over 80 per cent of the increase
in export value was accounted for by an increase in export volume rather than
export price. However, in a significant exception, the largest relative increase
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Figure IL1.
INCREMENT IN VALUE OF WORLD EXPORTS BY MAJOR ECONOMIC REGION,
1997 TO 1998 AND 1998 TO 1999
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in the value of exports from developing countries in 1999 was recorded by
petroleum-exporting countries in Western Asia, where large price increases
more than offset a reduction in export quantum to raise the total value of
exports by more than one quarter compared with 1998. Similarly, in Africa, the
increase in export value significantly outpaced the increase in volume. For
other developing countries, the percentage increases in export volume often
exceeded percentage increases in export value, reflecting declines in the aver-
age prices they received for their exports.

Over 70 per cent of the value of world imports was accounted for by demand
originating in the developed market economies (see figure I1.2), where imports
into North America and Japan grew at a pace of 11.8 per cent and 8.3 per cent,
respectively, in 1999.

The United States of America, in particular, continued to provide a major
stimulus to the world economy as its foreign demand increased by almost 13
per cent from 1998 to 1999. In contrast, the increase in import value by the
slower-growing economies of Western Europe was less than 2V2 per cent.

For all developed market economies taken as a group, the average price of
imported goods fell 1 per cent in 1999 as the increase in oil prices was offset
by further decreases in the average price of non-fuel commodities and manu-
factured goods. Average export prices of these countries declined even faster,
by 2.3 per cent, leading to a terms-of-trade loss. Consequently, given the
increase in their volume, the purchasing power of developed market economy



Figure I1.2.
INCREMENT IN VALUE OF WORLD IMPORTS BY MAJOR ECONOMIC REGION,
1997 TO 1998 AND 1998 TO 1999
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exports on world markets rose only modestly in 1999 and their merchandise
trade deficit turned negative as a result of a strong increase in import demand.

The economies in transition recorded a surplus on their merchandise trade
account in 1999, with a gain in export value and a lower value of imports. The
reduction in import value was centred in the Commonwealth of Independent
States (CIS), where both the value and volume of imports declined by more
than 20 per cent. Increases in prices of oil and gas exported by these countries
led to a sharp rise in the value of their exports, despite a 6 per cent decline in
export volume. In the case of Central and Eastern Europe, export value and vol-
umes stagnated in 1999 while imports grew modestly.

The developing countries contributed significantly to the growth of world
import demand in 1999. At almost 6 per cent in value terms, imports into devel-
oping countries rose faster than the world average and accounted for 30 per
cent of the increment in world import demand in 1999. Import demand was
especially strong in China and South and East Asia, where the value and vol-
ume of both exports and imports increased rapidly during the year. In the case
of China, import growth was particularly rapid, reaching almost 19 per cent in
value and volume terms. While exports were the driving force in the recovery
of many crisis-affected countries in 1999, import demand in those countries did
not pick up until later in the year because of a large slack in domestic produc-
tion capacity, higher relative import costs due to depreciated currencies, and
the need to rebuild depleted foreign currency reserves.

Source: United Nations, based on data of the United
Nations Statistics Division, ECE, ECLAC and IMF.



E

Cc 0O NOMI C AN D S 0 C I AL S URV EY 2 0 0 0

Contrasts in trade expansion among and within main world regions

The expansion in exports and imports and adjustments to external balances
in 1999 tended to be distributed widely across the world but unevenly in value
and volume terms and over individual countries and different kinds of traded
goods. Relative price and income effects from the crises and changes in exter-
nal-financing conditions were mostly unfavourable for import demand in many
emerging market economies, but favourable for many developed economies,
particularly the United States. The sharp changes in prices of traded goods and
contrasts in rates of economic growth gave rise to differences in rates of trade
expansion measured in nominal and real terms and trade expansion rates of
more rapidly growing countries and other countries.

Export receipts of all developed economies rose in 1999 by 2 per cent on a
volume increase of 4.3 per cent. However, export value rose appreciably faster
in Canada and supported an improvement in growth performance in 1999. In
Australia, Japan, New Zealand, and the United States, export value increased
more modestly, whereas the dollar merchandise trade receipts of major
European economies declined in response to the euro’s depreciating value and
sluggish growth.

Export volumes of the developed market economies, on the other hand,
increased at a relatively uniform rate among these countries as a falling inter-
national price level discouraged increases in exports from developed countries
with stable currencies, while the declining euro made European goods cheaper
on world markets, promoting demand for their exports. Although modest as an
average for the year as a whole, the pickup in export value and volume of these
countries as 1999 progressed represented a reversal of a declining trend and
strengthened the nascent recovery under way in many of these countries.

Strong import demand by some developed market economies in 1999,
notably the United States, turned the net balance of merchandise trade of this
group of countries from surplus to deficit. Moreover, reflecting differences in
their economic cycles and growth potential, the contrasts in import trends
among these countries were even more marked than those of exports as
import values and volumes grew at double-digit rates in North America, rose
more modestly in Japan and Oceania, and stagnated or rose only slowly in
Western Europe.

The United States benefited from large capital inflows that allowed it to
finance its growing external deficit. Merchandise imports into Japan rose
strongly in volume terms during the second half of 1999, especially consider-
ing the slow growth in its economic activity, as its currency strengthened on
foreign exchange markets. These increases in external demand helped support
recovery in Asia. In the case of Western Europe, a decline in the growth of its
trade was recorded for 1999 but a recovery of trade started in the second half
of the year and continued into 2000.

Slow growth in Western Europe, the 1998 rouble devaluation, and a reces-
sion and abrupt drop in imports into the Russian Federation depressed the
value and volume of trade of the economies in transition in 1999. Much of the
shrinkage in trade activity was centred in CIS, where imports fell precipi-
tously, owing largely to the contraction in the Russian Federation’s imports
by one fifth in 1999. For the year as a whole, total imports of CIS countries
fell by a third; only Turkmenistan and Uzbekistan escaped the contraction in



imports. Export value remained at the reduced levels of 1998. Some countries
heavily dependent on exports to the Russian Federation—Belarus,
Kazakhstan, the Republic of Moldova and Ukraine—found the value of their
exports reduced by as much as one half or more. Although exports of CIS
countries to non-CIS countries increased, low world prices for most non-fuel
commodities limited the growth of export revenues in 1999. Notable excep-
tions were Azerbaijan and Turkmenistan, which nearly doubled the value of
their exports of oil and natural gas.

In Central and Eastern Europe, trade was sluggish in value and volume terms
in 1999, especially during the first half of the year as external commerce was
negatively affected by decreased demand from Western Europe. In addition,
trade within the region was adversely affected by changes in exchange rates
and by increased protectionism, particularly in the agricultural and food sec-
tors. Nevertheless, trade showed some positive real growth as it gradually
recovered by the end of 1999. Despite these factors, there was a rapid expan-
sion of both exports and imports by the Czech Republic and, especially,
Hungary, where the volume of exports rose by more than 20 per cent in 1999.
However, trade slowed or declined significantly in Poland, Slovakia and
Slovenia, particularly because of the high proportion of low value added goods
in their exports. Trade routes in South-eastern Europe remained partially
blocked in the aftermath of the Kosovo conflict, which affected not only mer-
chandise trade but also the tourism industry.

Import demand was restrained by the weak state of economic activity and
aggregate demand in the region as well as external financing constraints,
although it did pick up at the end of 1999. The sharp contraction of imports and
less significant reduction in exports swung the trade account of these countries
strongly towards balance in 1999. Price changes on world markets also moved
in favour of these countries, and in consequence their terms of trade improved
in 1999 and are likely to improve further in 2000 with a recovery in prices of
primary commodities. The revival of trade is expected to continue through
2000, following the upturn in Western Europe, although exports may be damp-
ened by a continuing appreciation of currencies.

In the case of developing countries, the contrasts in trade developments in
1999 were marked in several respects. First, trade values expanded rapidly in
1999 after having plummeted in 1998. Second, there were significant differ-
ences in trade trends between the developing countries as a group and the
developed market economies as a group. Third, there were notable divergences
in trade trends within the group of developing countries owing to divergent
price, volume and exchange-rate developments.

Taken together, the aggregate value of exports from all developing countries
reached $1,665 billion in 1999, rising at a rate four times faster than that of the
developed market economies to account for over 30 per cent of world export
value in that year. The export volume of developing countries also increased
more rapidly than that of the developed economies, rising at an average rate of
6.8 per cent during the year. Despite the upturn, the pace of export growth in
1999 was slower than earlier in the decade.

The value of imports into all developing countries rose 5.8 per cent in 1999,
about the same rate as that for the developed market economies, to exceed
$1,550 billion and account for 28 per cent of world import value. This was in
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marked contrast to the decline of 10 per cent registered in 1998. In volume
terms, imports increased 6.4 per cent, a rate slower than that for the developed
economies, but nonetheless a reversal of the 4 per cent decline of the previous
year. The more rapid increase in the aggregate for developing-country export
value over its corresponding import value led to an increased surplus on its
trade account in 1999.

Most of the more than 8 per cent increase in the value of exports by devel-
oping countries in 1999 was attributable to the upsurge in prices of fuels enter-
ing international trade. Because of the large weight of oil in its exports, the
group of net energy exporting countries registered an increase of 14%2 per cent
in export receipts during the year, despite a much slower increase in export vol-
ume. Similarly, exports from Africa increased almost 13 per cent per cent in
value in 1999, largely because of a strong rise in exports from the petroleum-
exporting economies of the region. Although the average terms of trade of ener-
gy-exporting countries improved significantly in 1999, the improvement did
not fully make good losses suffered in 1997-1998 when oil prices had declined.

In Latin America, poor trade performance contributed to the worst annual
production performance in a decade. For Latin American countries other than
Mexico, export values fell and export volumes increased only 2 per cent in
1999, while merchandise imports dropped 142 per cent in value terms and 12
per cent in volume terms. Trade among the four Southern Cone Common
Market (MERCOSUR) members fell by one quarter, and trade within the
Andean Community fell even more, contributing to the stagnation and reduced
output of the region. In contrast, exports of Mexico and several Central
American and Caribbean countries, which consist mainly of manufactured
goods directed towards the North American market, increased at double-digit
rates in both value and volume. Imports into Mexico, in contrast to other Latin
American countries, also increased rapidly.

In terms of volume, the most vigorous export growth among the developing
countries was in Asia, where strong import demand from the major developed
countries and a resumption in regional trade increased export volumes sub-
stantially. Export volumes and values of five emerging-market exporters
(Indonesia, the Republic of Korea, Malaysia, the Philippines and Thailand) are
estimated to have increased by 112 per cent and 92 per cent, respectively, in
1999. The rapid rate of export volume increases in these countries follows even
faster expansions in export volumes recorded for 1997 and 1998. Although
slower for other countries in Asia, export values and volumes for the region as
a whole are estimated to have increased in 1999 by 7 per cent and 10 per cent,
respectively. The rise in export value in Asia in 1999 more than offset the
decline in export revenue sustained in 1998. Import values and volumes in Asia
also rose rapidly in 1999, responding to the recovery in domestic economic
activity as well as increased purchasing power on world markets owing to the
rapid expansion of export volume and an appreciation in currency values.
Current-account surpluses narrowed in some countries but remained sizeable.

China started 1999 with its external sector continuing to be under pressure,
as the value of exports declined sharply during the first half of the year.
However, since mid-1999, exports have rebounded remarkably, as a result of
the recovery in world demand and an increase in the rate of tax rebate on
exports. For the year as a whole, the total value of exports increased by over 6



per cent, led by exports of machinery and electric goods, which increased by
15 per cent. Import value rose 18 per cent. Much of the increase recorded in
import value was attributable to a successful crackdown on smuggling activi-
ties, as reflected in a doubling in tariff revenues. As a result of the rapid
increase in imports, China’s officially recorded trade surplus declined by more
than $10 billion to $29 billion.

Among the group of least developed countries, oil exporters such as Angola
and Yemen benefited from sharply higher oil prices whereas non-oil primary
commodity exporters, such as Cameroon, Cote d’Ivoire and Togo, experienced
little change in or lower values for their exports. Manufactures exporting coun-
tries, such as Bangladesh, Haiti and Myanmar, recorded increases in export val-
ues and volumes. For all least developed countries, merchandise export receipts
are estimated to have risen 10 per cent in 1999 on a volume increase of 8%z per-
cent. Import values and volumes are estimated to have risen about 7%2 per cent.

A further acceleration of world trade growth is foreseen

World trade growth is forecast to continue to rise and expand the volume of
trade at a rate in excess of 8 per cent in 2000 and 7%z per cent in 2001. The
increase in trade of the developed market economies is seen as widespread and
substantial, with export and import volumes rising at 8 per cent and 9 per cent
in 2000, respectively. In the case of the United States, import demand is expect-
ed to remain strong in 2000 but to slacken in 2001, while exports expand vig-
orously. In Europe, both exports and imports are likely to grow at an apprecia-
bly higher rate than in 1999. In this regard, the expected recovery in trade in
Western Europe is particularly important since it offsets the still high but even-
tually slowing trade growth in North America and Japan.

The growth of trade values and volumes of developing countries is also
expected to accelerate and rise even faster than for the developed countries in
2000. A sharp turnaround in imports into Latin America is expected, from a
decline in 1999 to double-digit growth in 2000, as these economies recover
from the region’s recent stagnation. A marked pickup in trade of African
economies is also expected. In this regard, legislation approved by the United
States Congress in May 2000, which was designed to improve trade and invest-
ment opportunities between the United States and African and Caribbean coun-
tries, should provide some boost to beneficiaries, especially in the production
and export of manufactured goods for the United States market. Similarly, the
post-Lomé Convention Partnership Agreement between the European Union
(EU) and the African, Caribbean and Pacific Group of States (ACP Group)
should improve the trade prospects of over 71 developing countries in those
regions (see box II.1). In Western Asia, the recent drop in export volumes is
forecast to be reversed in 2001 as import growth elsewhere continues. Finally,
trade in Asia, which had started to recover in 1999 and is now expanding rapid-
ly, is forecast to continue to accelerate, with exports and imports of many Asian
economies expected to rise at double-digit rates in both 2000 and 2001.

In the case of the economies in transition, faster economic growth in
Western Europe, improved competitiveness due to the rouble devaluation and
strengthening commodity prices should allow the purchasing power of their
exports to rise faster than their volume, and the volume of imports to increase
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Box IL.1.

THE POST-LOME CONVENTION
PARTNERSHIP AGREEMENT
BETWEEN THE AFRICAN,
CARIBBEAN AND PACIFIC
STATES AND THE EUROPEAN
COMMUNITY AND ITS
MEMBER STATES

a  Document A/AC.176/7.

b The text of the Partnership Agreement can be
found at the European Commission’s development
web site (http://www.europa.eu.int/comm/deve-
lopment/cotonou/agreement_en.htm), July 2000.

¢ Complete text contained in The Courier, No. 120
(March-April 1990)

After 18 months of difficult negotiations, the European Union (EU) and the African,
Caribbean and Pacific States Group (ACP Group) of countries reached agreement in
February 2000 on a successor arrangement to the Lomé Conventiona. The agreement
sets out a framework for a new 20-year partnership between EU and the ACP Group.
The framework covers an overall development strategy for ACP Group countries in
partnership with EU, economic and trade agreements, and a political dimension that
incorporates agreed principles on governance, respect for human rights and the rule of
law, as well as a wide range of other social, political, administrative and operational
issues of concern to both parties.

The new agreement preserves many benefits of previous Lomé Conventions but
introduces key elements in an EU development assistance strategy that reflect, inter
alia, the changing composition of EU, changes in broad objectives of EU programmes
of development assistance as set out in the Maastricht Treaty on European Union,
changes in global political alliances since the end of the cold war, and changes
brought about by increased globalization and trading arrangements under World Trade
Organization (WTO) rules.

The Lomé IV Conventione which expired on 29 February 2000 covered 71 ACP Group
countries that had benefited from official development assistance from EU and pref-
erential trading arrangements with EU markets. The first agreement (Lomé 1), initiated
in 1975 with 46 former colonies of European countries, incorporated preferential trad-
ing arrangements that had existed at the time under previous conventions. The trade
preferences included free access to EU markets for exports of industrial goods and
preferential access for agricultural exports, which were governed by provisions of the
EU Common Agricultural Policy. Separate protocols for various commodities granted
duty-free access to the EU market under quota limitations. In 1994, the trade regime
under the Lomé Convention obtained a General Agreement on Tariffs and Trade (GATT)
waiver that provided exemptions from the general principle of most favoured nation
(MFN) treatment among World Trade Organization partners.

These trade preferences, however, have eroded over the years as a result of sev-
eral factors: global trade liberalization under the Uruguay Round of multilateral trade
negotiations, EU enlargement (with new members competing for some of the same
markets as ACP Group suppliers), an increasing number of free trade area agreements
between EU and non-ACP Group developing countries, and other preferential arrange-
ments granted to non-ACP Group suppliers of commodities such as bananas and
sugar. Moreover, during the 25 years of the Lomé Convention, ACP Group countries
steadily lost market share in EU countries to rapidly growing developing countries in
Asia and Latin America. In 1976, ACP Group countries accounted for 6.7 per cent of
EU imports but that share fell to 3 per cent in 1998. The poor performance of ACP
Group exports has been attributed mainly to lack of diversification towards high-value
manufactured goods (10 commodities constitute the bulk of ACP Group exports to EU)
and provisions of the EU’s Common Agricultural Policy that limit exports of agricul-
tural commodities with respect to which ACP Group countries are thought to have a
comparative advantage.

The Lomé Conventions also provided programmes of financial assistance through
the European Development Fund (EDF), which is financed by voluntary contributions
from EU member States. A new EDF is negotiated at five-year intervals to determine




the amount of funds to be committed and the various instruments and protocols
through which the funds are disbursed. Contributions to EDF have declined in the past
decade in part because of the preference of some donor countries for bilateral devel-
opment assistance programmes. Financial assistance was also provided through the
STABEX (a system for stabilizing export earnings from agricultural commodities) and
SYSMIN (a special financing facility for mining products) schemes that make available
short-term financial assistance to ACP Group countries as compensation for losses in
export earnings as a result of volatile swings in commodity prices.

The broad outlines of the new Partnership Agreement were first proposed by EU in
a document published and circulated for comment in 1996¢. The main proposals sought
to achieve a significant restructuring of Lomé Convention arrangements. Poverty alle-
viation would become the main objective of EU development cooperation and least
developed countries would be the principal beneficiaries of EU development assis-
tance. More aid would be targeted to transition economies in Eastern and Central
Europe, Asian least developed countries and poor developing countries in other
regions, regardless of past colonial ties to EU member States. Recipient countries
would be differentiated according to their level of development so that, for example,
specific instruments of EU assistance would be structured to match the absorptive
capacity of the country. In addition, some countries would be “graduated” from finan-
cial assistance and trade preferences according to their degree of social and econom-
ic development.

EU development assistance would also increasingly be linked to economic perfor-
mance criteria and the recipient country’s progress in meeting political and social
development objectives—as indicated by progress towards the establishment of
democratic institutions, improvements in human rights, good governance, and other
social and political reforms. Trade preference agreements under previous Lomé
Conventions would be restructured to conform to multilateral trade liberalization pro-
visions of the Uruguay Round of multilateral trade negotiations and World Trade
Organization rules. Bilateral trade preferences between the EU and ACP Group coun-
tries would be phased out, except for special arrangements that would be made for
the benefit of least developed countries. EU trade preferences would be granted
through regional trade and development groups, through which current ACP Group
members would derive trade and market access privileges similar to the Lomé
Conventions arrangements.

ACP Group countries accepted most EU proposals for reform, even though there
were significant differences on a number of issues. The ACP Group fought vigorously
to preserve the special character of the group in legally binding arrangements with EU.
It supported the inclusion of other countries as long as the financial assistance pack-
age was increased to maintain established funding levels. The ACP Group also argued
for preservation of the trade and market access privileges of the Lomé Convention as
well as the broadening and deepening of the financial assistance package to provide
more funds for private sector investment. The ACP Group also expressed support for
principles of good governance and respect for human rights and the rule of law, but
petitioned for a more efficient administration of the disbursal of EDF funds and other
financial assistance. In particular, it argued for less conditionality—especially those
characterized as political conditionalities—in the granting of development assistance

Box I1.1 (continued)
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Box II.1 (continued)

and for more active participation by recipient countries in the design and implementa-
tion of development projects funded under provisions of the Lomé Convention.

The new ACP-EU Partnership Agreement has maintained the overall structure and
objectives of the previous Lomé Conventions with several innovations. The 20-year
agreement provides for an overall review and new financial protocol at 5-year inter-
vals. Financial resources committed to the arrangement amount to just under euro 25
billion for the period 2000-2007, comprising euro 13.5 billion of new allocations in the
ninth EDF through 2005, euro 9.5 billion of funds left over from previous Lomé
Conventions, which will be managed by the ninth EDF, and euro 1.7 billion allocated to
the European Investment Bank for loans to ACP Group countries. Three main compo-
nents of the agreement—a political dimension, a comprehensive development strate-
gy, and economic and trade agreements—contain most of the innovations and
changes from previous Conventions.

The political dimension aims at establishing basic principles of respect for human
rights, democratic principles and the rule of law and good governance in the relation-
ships between EU and ACP Group States, as negotiated and agreed by bath parties.

The development strategy centres on poverty reduction as the main objective of EU
development assistance to ACP Group States. Development assistance, furthermore,
will be more closely aligned with international commitments of donor countries, with
greater coherence in the bilateral assistance programmes of EU member States and
more active participation of local policy makers in the design and implementation of
reform programmes. A new feature in the agreement provides for more active and
inclusive participation of civil society and non-State actors in all aspects of develop-
ment cooperation between EU and ACP States. This is expected to strengthen cooper-
ation in areas such as human rights, governance, labour and environmental issues,
peace-building and conflict resolution according to specific circumstances in each
country.

Economic and trade agreements preserve trade preferences and commodity proto-
cols for an eight-year period ending on 1 January 2008, after which non-least devel-
oped countries in the ACP Group are expected to enter into new trading arrangements
with EU. Most of these countries are expected to enter into World Trade Organization-
compatible free trade area agreements with EU, within geographically based regional
economic groupings, during a 12-year transitional period. A separate trade protocol
will grant duty-free access to EU markets for essentially all imports from all 48 least
developed countries by 2005. The STABEX and SYSMIN compensatory financing
schemes are abandoned in the new agreement.

The new partnership agreement falls short of sweeping proposals for a compre-
hensive restructuring of the Lomé Convention but nevertheless reflects the objective
of modernizing, streamlining and updating EU’s development assistance activities
along the lines first proposed in 1996. The ACP Group was generally satisfied with the
agreement, particularly in the preservation of the ACP Group as a recognized legal
entity, in the allocation for financial assistance (and promised new arrangements to
ensure more rapid disbursement of allocated funds) and in the provision for transi-
tional arrangements that would give countries mare time to adapt to globalization and
the requirements of the international trading system.




at rates approaching 10 per cent a year. In support of this trend, by early 2000,
CIS exports, especially those to the Russian Federation, were on the way to
recovery and imports are expected to pick up gradually over the year. The gen-
eral upturn in trade, particularly in export value, should also help eliminate the
aggregate trade deficit of this group of countries with the rest of the world.

Fundamental conditions suggest that income, price and exchange-rate
effects currently at work will be sufficient to reduce and eventually eliminate
the large imbalances that now characterize the external accounts of many coun-
tries. However, contractionary policies, in the form of either an overly aggres-
sive monetary tightening or new restrictions on trade, could markedly change
the environment for growth. For this reason, it is important that, along with
efforts to sustain the global recovery, trade liberalization should continue.
However, the sustained impasse encountered at the Third Ministerial
Conference of the World Trade Organization held in Seattle in November-
December 1999 with respect to convening a new round of multilateral trade
negotiations points to the depth and breadth of the disagreements among
nations and various interest groups on how to liberalize further broad areas of
economic activity, particularly service sectors. Nonetheless, an open world
economy is an essential component of the recovery process, without which nei-
ther economic stability nor economic advance can be ensured.

RISING PRICES IN INTERNATIONAL COMMODITY MARKETS

Although commodity prices continued to be negatively affected in 1999 by
the downturn in demand in the wake of the Asian financial crisis, conditions in
many markets stabilized during the year and the broad decline in prices that
had characterized many world commodity markets since 1997 began to slow. In
the case of petroleum, it was strikingly reversed during the year. On average,
real prices in non-oil commodity markets dropped another 12 per cent in 1999
on top of the 11 per cent decline registered in 1998 (see table A.17). The fall-
off in average prices for 1999 as a whole was widespread over all non-oil com-
modity groups, encompassing steep declines in prices for many agricultural
products and fertilizers, but less extensive reductions in the case of metals and
minerals; in a few exceptional cases, prices for some individual commodities,
such as timber, rose steadily during 1999. Even though the unit value of man-
ufactures exported by developed economies declined, the fall in nominal com-
modity prices was such that the reduction in the real price of non-fuel primary
commodities on world markets in 1999, measured in terms of the quantity of
manufactures that one dollar of primary commodities can purchase, was the
largest observed in many years.

In many commodity markets, the rate of price decline slowed during the year
as the upturn in world economic activity gave renewed strength to demand at a
time of cutbacks in production by major commodity producers, particularly
those in the metals and minerals sectors. In this regard, the higher rate of indus-
trial activity in manufacturing-oriented economies in Asia, with a consequent
increase in their raw materials intake, helped lift demand in 1999. By year-end,
price indices for a broad array of commodities were higher than they had been
earlier in the year, although still below average levels of 1998.
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In the case of the petroleum market, the recovery in prices during 1999 was
the strongest in many years. Growing world demand, combined with produc-
tion cutbacks by major producers, led to significant imbalances between sup-
ply and demand, lower stocks and a tripling in price between February 1999
and March 2000. Industry stocks worldwide were lower at the end of 1999 than
at any time in the past decade, and this contributed to increased volatility in
petroleum prices and exacerbated the market’s susceptibility to supply disrup-
tions and demand spikes.

In the early months of 2000, few commodity markets were stable in dollar
terms: prices for petroleum continued to rise and those for minerals and metals
rose and fell, while tropical beverage and some food prices declined, some-
times by significant percentages. Higher world economic growth and reduced
surpluses in some markets are expected to support a broad-based recovery in
non-fuel commodity prices through 2000 and into 2001. Similarly, the prospect
of a sustained increase in crude oil demand in a strengthening world economy
points to firm prices in oil markets for 2000 with perhaps some easing later in
the year.

A strengthening of non-fuel commodity markets

Among the major categories of non-fuel primary commodities, agricultural
prices experienced the sharpest drop in 1999. In the case of food and tropical
beverages, prices of most food products dropped considerably faster in 1999
than they had in 1998 owing to supply gluts, large stocks and weak demand,
although the pace of the decline tended to slow during the year (see figure 11.3).
Hardest hit was the price of sugar. The coincidence of global production is
reaching record levels, the emergence of Brazil as the dominant low-cost
exporter, and a fall in demand from the Russian Federation, the world’s largest
importer of sugar, and from major Asian importers combined to bring about a
30 per cent drop in prices. Sugar price increases in 2000 are likely to be mod-
erate unless this year’s crops are affected by adverse weather conditions.

Similarly, prices for cereals such as maize, wheat and rice declined steadily
on international markets over the course of the year but rose somewhat at the
beginning of 2000, partly in response to increasing signs of drought in key
growing areas. World consumption of cereals is likely to increase only slowly,
however. Given sizeable stocks, ample exportable supplies are likely to be
available. Average prices for vegetables, fruits, dairy products and sugar also
dropped in 1999 and during the early months of 2000. The only main category
of food commodities to experience an increase in price was meat, where prices
continued to rise through the first quarter of 2000.

In the case of tropical beverages, prices fell by 21 per cent on average in
1999, reflecting an overall depression of prices for cocoa, coffee and tea.
Owing to a large surplus supply, cocoa prices declined by a further one third in
1999, reaching a new low in December. Mainly owing to beneficial weather
conditions, crops in the major West African producer countries—Cameroon,
Cote d’Ivoire, Ghana, and Nigeria—and in Indonesia, the third-largest produc-
er, are expected to increase significantly in the 1999/00 season. Thus, prices are
expected to stay low in 2000 despite a modest recovery in demand. The coffee
market in 1999 was characterized by oversupply and volatile and falling prices.



Figure 11.3.
NON-FUEL COMMODITY PRICES, 1993-1999
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The drop in prices was temporarily halted by fears of drought in Brazil’s cof-
fee region in the last quarter of 1999. However, as weather conditions and pro-
duction prospects in Asia and Africa improved, prices fell in the first quarter of
2000. Output in the 1999/00 season is expected to increase in most major pro-
ducer countries, and prices are therefore unlikely to recover in 2000, in spite of
a recent agreement among major coffee producers to withhold surpluses from
global markets.

Prices for a broad array of vegetable oilseeds and oils commodities, with the
exception of soybeans, fell at an accelerating rate in 1999. This more than
reversed the gains recorded in 1998, with an average price decline of over 20
per cent for 1999 as a whole. Owing to abundant supplies and increased pro-
duction, further drops in average prices for copra, groundnut, coconut and palm
kernel oil were also recorded in the first quarter of 2000, amid continued
month-to-month price volatility.

In the major category of agricultural raw materials, comprising such
items as crude rubber, cork and wood, pulp and waste paper, textile fibres and
other materials, average prices fell by 10 per cent in 1999. Cotton and natural
rubber were among the hardest hit. In spite of a decrease in output, cotton
prices dropped over 20 per cent in 1999, partly because of a fall in world
demand. This decline adversely affected the balance of payments of several
major developing-country producers, in particular several West African coun-
tries as well as Turkmenistan and Uzbekistan. Reflecting changed conditions
in the market, cotton prices rose 15 per cent in the first quarter of 2000 com-
pared with the last quarter of 1999. For the 2000/01 season, with the excep-
tion of the United States, all major producers are expected to reduce output,
while consumption should increase. As a result, cotton prices should improve
in the coming season.

As consumption of natural rubber in Asia accounts for over half of total
world demand, the price of rubber saw a sharp decline following the Asian
financial crisis. Continued weak demand, record production and high stocks
generated a fall in rubber prices of 15 per cent in 1999, sending prices to a 24-
year low. In addition, the International Natural Rubber Agreement (INRA), the
world’s last surviving commodities pact outside the oil industry, was termi-
nated in October 1999. The breakdown of the agreement came as a conse-
quence of decisions first by Malaysia and then by Thailand, which together
produce about 45 per cent of the world’s natural rubber, to leave the agree-
ment. The demise of the International Natural Rubber Organization (INRO)
reflected fundamental differences over the objectives of the agreement, with
Malaysia and Thailand arguing that the group should seek to set world rubber
prices, rather than aim for stability in the market. Malaysia and Thailand sub-
sequently agreed to coordinate their sales in an effort to influence prices. The
INRO stockpile of 140,000 tons of rubber will be liquidated over a period of
three years.

Poor weather conditions in South-East Asia in the second half of 1999 and
the first quarter of 2000 have contributed to a recent spike in rubber prices.
Several factors, including firmer demand from the automobile industry, high-
er prices for a competing product (petroleum), and a seasonal fall in supplies,
have also combined to push up the price of rubber in the early months of
2000. Slower production growth and increased demand in 2000 should sus-



tain the recovery in rubber prices. However, there is uncertainty regarding
how the liquidation of INRO’s stockpile may affect the market. Some of the
stockpile is likely to be kept off the market under the agreement between
Malaysia and Thailand.

The main exception to the bleak performance of agricultural raw materials
in 1999 was tropical timber. Prices of tropical sawnwood and plywood
increased by over 17 per cent in 1999. Improved demand prospects and tight
supplies from major producers due to adverse weather conditions and environ-
mental concerns are expected to sustain high prices in 2000.

In the major category of metals and minerals, average prices fell 1.8 per
cent in 1999. However, this fall masks a strong recovery through the year. After
falling since the end of 1997, metals and minerals prices reached a low in
March 1999 and then rose 20 per cent during the remainder of the year. Prices
for base metals such as aluminium and copper, each of which accounts for
about 5 per cent of primary commodity trade, staged a strong advance over the
course of 1999 and into the first quarter of 2000. Nickel had the sharpest recov-
ery, with a 60 per cent increase from March 1999 to December 1999 compared
with about a 30 per cent rise for prices of aluminium and copper during the
same period. Although the rise was smaller in percentage terms, prices for iron
ore, tin and zinc also increased between the first quarter of 1999 and the first
quarter of 2000.

The recovery in prices of base metal and minerals during the last three quar-
ters of 1999 was sparked by production cuts, the rebound of demand in Asia,
and expectations of higher growth in the world economy. However, inventories
of a number of metals remain high, thus restraining overall price pressures.
Also, in the case of copper, significant new capacity is coming on stream in
main producing countries such as Australia, Chile and Indonesia. On the
demand side, prices for metals and minerals have been supported by strong
growth in manufacturing sectors, particularly the automotive sector, in Asia
and the United States, and to some extent in Western Europe.

The recent recovery in non-fuel commodity prices is expected to continue
through 2000 into 2001 as more rapid world economic growth and production
cutbacks contribute to tighter market conditions. In the early months of 2000,
prices of metals and minerals continued to increase on expectations of higher
demand from a rising level of world industrial activity. Prices of aluminium,
copper and nickel have been rising and those for palladium, platinum and
rhodium have soared. For the year as a whole, metal prices are expected to be
5 to 10 per cent higher in 2000 than in 1999.

Sales of gold dampen precious metals markets

Price movements of precious metals were volatile but largely unchanged on
average, with gold prices at about the same level in the first quarter of 2000 as
they had been a year earlier and silver prices somewhat lower. In the gold mar-
ket, prices increased following the announcement of an agreement of 15
European central banks in September 1999 to limit gold sales over the next five
years, except for already decided sales. The central banks also stated that gold
would remain an important element of global monetary reserves.
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In the first quarter of 2000, the International Monetary Fund (IMF) com-
pleted planned sales of 13 million ounces of gold as part of an agreement to
fund IMF’s share of the Highly Indebted Poor Countries (HIPC) Initiative. The
sales were conducted with Brazil and Mexico through off-market transactions,
which allowed IMF to revalue the gold without affecting its market price. Net
proceeds from the revaluation were invested to generate income for the HIPC
Initiative (see below).

Despite gains in the second half of 1999, gold prices fell back in March
2000 from highs because of weak fundamentals caused by actual and prospec-
tive sales from central banks and forward sales by producers. If, as expected,
demand picks up in 2000 and the agreement of European central banks to
restrict their sales holds, there should be a modest increase in gold prices later
this year. However, a reversal of the long-term decline in prices of precious
metals seems unlikely.

A strong rebound in oil prices

The recovery in primary commodity prices in 1999 was greatest in the case
of petroleum. In contrast to the situation in 1997 and 1998, when increased
supplies and a sharp downturn in global demand led to an oil price decline,
growing world demand in 1999 and producer cutbacks worsened
supply/demand imbalances in the market and placed upward pressures on
prices. In the changed environment, oil prices staged a remarkable recovery in
1999 that continued into 2000 as the price of a barrel of oil rose from a low of
$10.40 in December 1998 to a high of well over $30 a barrel in March 2000,
its highest level in nominal terms since the early 1980s. In real terms, oil prices
remain lower than in the early 1980s (see figure 11.4). The oil price rise of 1999
led to significant changes in the terms of trade and consequent net transfer of
resources between oil-producing and-consuming countries (see box I1.2).

The strengthening of oil markets began with an agreement in March 1999
among petroleum producers to reduce production which was maintained
throughout the year and into 2000. Several other factors also tended to restrict
any increase in production. On the supply side, low oil prices in 1997 and 1998
had led to sharp reductions in expenditures on maintenance and development,
and many marginal wells were shut down in high-cost production areas. These
developments left many oil producers, in particular non- Organization of the
Petroleum Exporting Countries (OPEC) producers, with little spare capacity to
meet the strong rise in demand in 1999. On the demand side, the effects of the
financial crisis were more short-lived than expected. Oil demand in Asia rose
by almost 5 per cent in 1999, reflecting the economic recovery taking place in
the region. Strong growth in North America also contributed to demand.
Because demand outpaced production, in spite of rapid price increases inven-
tories shrank precipitously.

At the start of 2000, petroleum prices remained at about $25-30 per barrel
owing to reduced inventories and continued compliance by members of OPEC
with their agreement to limit production. At its annual meeting in late March
2000, OPEC, with the exception of the Islamic Republic of Iran, agreed to
reverse some of the production cutbacks initiated at its March 1999 meeting.
Following this agreement, a number of non-OPEC suppliers also announced



Figure Il.4.
REAL AND NOMINAL OIL PRICES, 1973-2000 (OPEC crude oil basket)
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additional increases in their production. These increases in supply are expected
to help close the gap between supply and demand. Despite the recent changes in
quotas, however, prices are likely to remain strong over the next few months, as
inventories will need to be replenished and the net gain in output, under the quo-
tas, will not suffice to reduce current prices by a substantial margin.

FINANCIAL FLOWS TO DEVELOPING AND TRANSITION
ECONOMIES AND MAIN POLICY DEVELOPMENTS

Net financial inflows to developing and transition economies in 1999
remained well below the levels of the pre-crisis 1990s, owing to subdued pri-
vate flows and a sharp decline in official financing. By late 1999, however,
investor sentiment towards emerging markets improved significantly, based on
substantially stronger economic performance and improved external balances
of a growing number of countries. As a result, the cost of external credit fell
substantially and the flow of credit to emerging market economies began to
rebound. Equity investment flows recovered strongly during the year and into
early 2000. Aggregate private financial flows to these countries can be expect-
ed to increase further in 2000, owing to increased international lending and
purchases of equity shares in developing-country firms. Nevertheless, private
financial flows will remain substantially below those prior to the Asian finan-
cial crisis. They will be vulnerable if global interest rates rise more than
expected in the baseline forecast or if there are large and sustained price reduc-

Sources: Middle East Survey, United States
Department of Commerce, Bureau of Economic
Analysis and United Nations Secretariat.
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Box I1.2.

OIL PRICES AND THE TRANSFER
OF RESOURCES BETWEEN
COUNTRIES

a  QECD, Economic Outlook (December 1999).

Large changes in oil prices imply a substantial transfer of resources between oil-import-
ing countries and oil-exporting countries. For the majority of the larger oil-exporting devel-
oping countries, revenues from the petroleum sector constitute their dominant source of
both export and budget revenues. As a result of the slump in oil markets in 1997 and 1998,
most oil-exporting developing countries incurred fiscal and current-account imbalances,
and were compelled to reduce government expenditures and undertake other fiscal adjust-
ments to reduce already high budget deficits. Although the hike in oil prices relieves some
of the pressure that these countries face in terms of internal demands on their budgets and
external pressures on their balance of payments, the increase in revenues is not likely to
allow a large accumulation of financial reserves as it did in the 1970s and 1980s. Therefore
these countries need to pursue continued structural reforms to diversify their domestic
economies (see chap. IIl).

For the oil-importing countries, the increase in oil prices represents a negative shift in
their terms of trade with adverse effects on inflation, the trade balance and real output.
However, the magnitude of the effects is quite different for developing as compared with
developed oil-importing economies.

In the case of Organisation for Economic Cooperation and Development (OECD)
economies, it is estimated that a $10 increase in oil prices in 2000 would lead to a drop in
output of 0.2-0.5 per cent of the gross domestic product (GDP) of oil-importing member
countries? . Although significant, the impact is several times lower than that following the
oil price shocks of the 1970s because of the reduced effect of an increase in oil prices on
the domestic price level. The extent to which oil price rises feed into inflation and interest
rates in the developed economies depends on how oil price increases pass through the cost
structure of the economy. A sustained rise in oil prices that feeds through into consumer
prices and wages is likely to trigger a tightening of monetary policy in order to restore price
stability (see chap.l). In the United States, for example, higher oil prices in 1999 caused
“headline” inflation (consumer price index (CPI)) to rise from a rate of 1.6 per cent in 1998
to 2.2 per cent in 1999. However, developments in the core CPI, which excludes food and
energy prices, indicate that there has not thus far been a significant pass-through of rising
energy prices to the rest of the United States economy. In EU, even though most economies
are operating below capacity, real wages tend to be less flexible, and high oil prices could
have a more significant impact on consumer prices and possibly result in an increase in
interest rates.

However, oil dependence has fallen in developed economies since the 1970s (see fig-
ure), and the adverse effects of an oil price hike on output and inflation have consequent-
ly decreased in relative terms. The fall in oil consumption per unit of output is due to exten-
sive substitution of oil by other energy sources, increased energy efficiency in production,
in particular in the manufacturing sector, and lower energy intensity because growth has
shifted towards the service sector.

For a number of reasons, the adverse effects of oil price increases are likely to be more
severe in oil-importing developing countries. First, in most developing countries, oil con-
sumption per unit of output has increased more than for developed economies, and the rel-
ative effect on developing countries’ import bills of an ail price hike is therefore larger than
for developed economies. On average, oil-importing developing countries use more than
twice as much oil to produce one unit of output as do more economically advanced coun-
tries. Robust GDP growth, reliance on expansion of energy-intensive manufacturing to spur
growth, urbanization, the replacement of non-commercial energy sources by modern fuels,
and a substantial increase in motor vehicle ownership have contributed to the rapid rise in
oil demand in the developing world. Moreover, the same factors may imply that the scope




for substituting oil for other energy sources, in both the short term and the long term, is
smaller in developing countries than in developed economies. In addition, developing coun-
tries have relatively fewer financial and technological capabilities to develop and invest in
alternative energy sources and energy-efficient production processes.

To the extent that oil demand is more insensitive to price increases than other kinds of
imported goods and that additional external finance for more expensive oil imports is not
available, a sharp increase in oil prices reduces non-oil imports. Oil-importing developing
countries are therefore likely to experience balance-of-payments problems and can be
required to cut spending and reduce imports. Moreover, if higher oil prices are followed by
rising international interest rates, debt-servicing costs could increase significantly in coun-
tries with a large stock of floating-rate external debt. Limited foreign exchange reserves
and access to external short-term finance mean that even temporary oil price hikes can
have significant negative effects in these countries.

Increases in ail prices are likely to hit poorer segments of the developing countries in par-
ticular, as increases in energy costs tend to raise the price of other essential goods, such as
food, transport and fuel. This would also be the case in oil-exporting developing countries to
the extent that incomes are unequal and petroleum products are not subsidized.

The vulnerability of individual countries depends on how dominant ail is as an energy
source and the extent to which other energy sources can be substituted for oil in the short-
to-medium term. In East Asia, the Republic of Korea, the Philippines and Thailand are heav-
ily dependent upon oil imports, and would be particularly hard hit by oil price increases. A
sustained hike in oil prices could delay economic recovery and create inflationary pressures
in these countries.

SELECTED COUNTRIES: OIL CONSUMPTION PER UNIT OF OUTPUT, 1983-1997
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Box I1.2 (continued)

Source: Energy Balances of OECD and non-OECD
Countries, OECD 1999 edition.

a The fifteen member countries of the European
Union (EU).
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T See "Communiqué of the International Monetary
and Financial Committee of the Board of
Governors of the International Monetary Fund",
Washington, D.C., 16 April 2000 (/MF Survey, vol.
29, No. 8, 24 April 2000, pp. 119-123.)

tions in stock markets in developed countries. In addition, no substantial
rebound is foreseen in official flows; notably, official development assistance
(ODA) is expected to remain at depressed levels overall. Moreover, countries
that were on the sidelines as regards financial flows before the crisis largely
remained so in 1999 and no significant change is foreseen in 2000.

Private financial flows

International investor sentiment began in 1999 at a nadir, as Brazil could no
longer prevent the real’s devaluation. After that, sentiment began to improve,
although a high credit risk continued to be assigned to emerging market coun-
tries for most of the year, albeit with the exception of a number of East and
South-East Asian countries, where recovery from financial crisis began to take
hold. In Latin America, the political uncertainties associated with elections in
a number of countries and the still nascent improvement in performance in a
number of economies in the region contributed to the perception of relatively
high risk. The lingering effects of the Russian debt crisis also deterred finan-
cial flows to some of the transition economies and some of them lost access to
international capital markets.

Default or concerted restructuring of international bond payments in 1999
by Ecuador, Pakistan, Romania and Ukraine heightened bond holders’ concern
about the risk of holding sovereign bonds of emerging economies in general. In
the minds of investors, these developments were coupled with ongoing inter-
national discussions that had raised the expectation that private creditors would
be expected to contribute more heavily to the resolution of international finan-
cial crises. One dimension of this is the continued movement to include claus-
es in sovereign bond contracts that would make it easier to restructure the inter-
est and principal payments in crisis situations. These measures have met with
widespread opposition from private creditors.

By the end of the year, it became evident that the individual cases of
rescheduling of sovereign bonds would be resolved. In addition, the April 2000
meeting of the International Monetary and Financial Committee (IMF) agreed
that participation of private creditors in debt crisis resolution where IMF assis-
tance was involved would be decided on a “case-by-case” basis rather than by
any new rule-based procedures.! The successful restructuring in February of the
commercial bank debt that the Russian Federation had inherited from the for-
mer Union of Soviet Socialist Republics also contributed to the reduced per-
ception of riskiness of emerging market debt.

This change in market sentiment was reflected in a sharp decline between
the second half of 1999 and early 2000 in the spread or difference between the
yield on bonds of developing and transition economies and that of the standard
risk-free benchmark, United States Treasury bonds (see figure 11.5). This was
mirrored in the successive improvements in risk ratings on sovereign debt of a
number of emerging economies in different regions. By early 2000, sovereign
debts of a number of these countries had regained “investment grade” ratings,
giving their Governments access to the group of institutional investors that are
restricted to placing funds in bonds having such ratings.



Figure I1.5.
YIELD SPREADS ON EMERGING MARKET BONDS, JANUARY 1998 TO MARCH 2000
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Private credit

Private credit flows to emerging economies peaked prior to the onset of the
Asian crisis. Funds began to be withdrawn and new credits largely dried up for
crisis countries, except as part of concerted debt restructuring exercises. By
1999, there were large net payments to foreign banks owing to the continued
withdrawal of short-term credit, few new medium- and long-term loan com-
mitments and substantial loan repayments (see table I1.2). The low level of new
bank lending was due, on the one hand, to weak demand for loans, particular-
ly by Asian countries, and on the other hand, to lower willingness of banks to
lend. In the light of crisis experiences, international banks reduced their expo-
sure to emerging markets as a group. Lending is expected to pick up in 2000,
albeit slowly, as economic and financial conditions improve.

Bond issuance by emerging markets in 1999 remained largely at the low
level of 1998. It was depressed by high spreads demanded by the market for
most countries and outright unwillingness to take up prospective new bond
issues of a number of countries. However, the significant improvement in cred-
it ratings after the last quarter of 1999 buoyed bond issuance. The increase was
concentrated in Latin America, where a number of countries with large exter-
nal deficits shifted to bond financing as an alternative to increasingly scarce
bank credit. On the other hand, large external account surpluses in a number of
Asian countries limited the demand for foreign funds, while facilitating repay-
ments by countries such as the Republic of Korea and Thailand. If strengthen-
ing economic recovery and favourable credit conditions are sustained, further

Source: Data of J.P. Margan Co., New York.
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Table 11.2.
NET FINANCIAL FLOWS TO DEVELOPING AND TRANSITION ECONOMIES, 1990-1999

Billions of dollars

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
Developing and transition economies
Total net flows 66.9 144.9 1338 189.3 139.7 2386 216.3 1711 119.8 83.5
Net private capital flows 438 1104 112.6 1721 136.3 226.9 215.9 147.6 751 80.5
Net direct investment 18.5 31.6 354 59.5 84.0 92.6 113.2 138.6 143.3 149.8
Net portfolio investmenta 15.7 27.1 56.1 84.4 109.6 36.9 778 52.9 8.5 23.3
Other private flows? 9.5 51.7 211 28.3 -57.3 97.4 249 -43.9 -76.7 925
Net official flows 23.1 345 21.2 17.2 34 11.8 0.4 235 447 30
Eastern and Southern Asia
Total net flows 255 458 311 65.9 74.3 1115 107.8 20.2 -14.9 -28.0
Net private capital flows 19.8 349 20.8 57.4 63.6 104.9 104.1 -14 -42.6 271
Net direct investment 9.2 14.5 15.7 339 471 46.6 53.1 55.5 58.3 49.9
Net portfolio investmenta 24 1.2 9.0 218 11.8 14.2 12.9 35 -17.9 -5.6
Other private flows? 13.1 19.2 -39 1.7 47 441 38.1 -60.3 -82.9 -71.3
Net official flows 5.6 10.9 10.3 8.5 10.7 6.5 37 21.6 27.7 09
Latin America and the Caribbean
Total net flows 17.3 26.8 53.8 67.3 458 61.3 67.5 81.9 76.1 57.7
Net private capital flows 13.7 24.1 55.6 66.8 494 53.2 722 85.5 70.0 54.1
Net direct investment 6.7 11.3 139 13.4 23.1 24.7 395 53.1 56.1 63.6
Net portfalio investmenta 17.5 14.7 304 44.0 66.7 3.0 41.0 19.2 14.7 10.6
Other private flows®? -10.5 2.0 11.4 9.4 -40.4 255 -8.4 132 08 -20.1
Net official flows 36 2.7 -18 05 -3.6 8.1 -4.7 -3.6 6.1 36
Africac
Total net flows 6.7 9.7 6.4 45 10.6 18.2 12.0 15.4 14.1 16.4
Net private capital flows -4.6 2.0 -4.0 1.8 29 10.9 75 16.7 1.5 14.8
Net direct investment 1.2 2.1 0.6 1.9 2.3 22 48 74 5.2 96
Net portfolio investmenta -1.2 0.4 1.9 1.0 2.0 1.4 1.3 37 43 44
Other private flows? -4.6 -0.5 -6.4 47 1.4 7.3 1.4 5.6 2.0 09
Net official flows 11.3 7.7 10.4 6.3 7.7 7.3 46 1.4 25 1.6
Middle East and Europee
Total net flows 6.6 68.7 36.7 31.0 149 12.8 14.1 23.2 21.4 25.3
Net private capital flows 12.6 64.9 38.0 28.7 16.0 139 15.2 24.0 22.0 27.1
Net direct investment 1.7 1.3 1.1 43 6.1 5.5 2.1 29 2.7 33
Net portfolio investmenta 1.8 10.8 149 8.8 9.0 5.0 35 5.0 0.2 10.2
Other private flows®? 9.1 52.8 22.0 15.7 08 3.3 9.6 16.0 19.1 135
Net official flows 6.0 38 -1.3 2.3 -11 -1.2 -11 -0.7 05 -18
Economies in transition
Total net flows 10.8 -6.1 59 20.6 -5.8 35.0 149 304 23.2 12.1
Net private capital flows 22 -15.4 2.3 21.0 45 44.0 17.0 228 14.2 11.6
Net direct investment -0.3 24 42 6.0 5.4 13.7 13.7 19.7 21.0 235
Net portfalio investmenta 0.0 0.0 0.1 8.7 20.0 133 19.2 215 12 37
Other private flows®? 25 7.7 2.0 6.3 -21.0 17.1 -15.8 -18.5 -14.0 -15.6
Net official flows 8.6 9.3 36 0.4 -10.3 9.0 2.1 76 9.0 0.6

Source: International Monetary Fund, World Economic Outlook Database, 2000.

a  |ncluding portfolio debt and equity flows.
b Including primary short- and long-term bank lending. It may include some official flows owing to data limitations.
¢ International Monetary Fund country groupings differ from those of the World Economic and Social Survey.



improvement in access to bond markets by emerging markets in 2000 can be
expected.

Portfolio equity investment

Portfolio equity investment rebounded in 1999, after the plunge in 1997 and
1998, but flows remained much below the peak preceding the Asian financial
crisis. Portfolio investment was driven by the improvement in economic per-
formance and rising stock prices in emerging markets, including those affected
by financial crisis. Stock prices in emerging markets rose by an average of over
60 per cent in 1999 in United States dollar terms?, with large increases late in
the year and into 2000. Asian countries received the largest increase in net port-
folio equity flows in 1999, while there was also a rebound in flows to Latin
American countries as well as to South Africa. However, large price corrections
at the beginning of the second quarter of 2000 in the stock markets of devel-
oped countries spread to stock markets of developing and transition economies.

Direct investment

Direct investment continues to be the largest net source of external private
capital for developing and transition economies. In 1999, net flows of direct
investment to developing and transition economies continued to increase,
although at a much slower pace of growth than in the early 1990s (see table
I1.2). Direct investment’s resilience in the face of sharp contractions of other
private sources has been a stabilizing factor in financial flows to these
economies since the onset of the financial crisis in 1997.

Investment by companies of developed countries has been abetted by sharp
appreciation of stock prices in developed countries in the last two years, which
facilitated their own fund-raising. At the same time, financial and corporate
restructuring and privatization in developing and transition economies gener-
ated new opportunities for investment, many of which took the form of cross-
border mergers and acquisitions. In contrast to the early 1990s, there was lit-
tle investment in “greenfield” projects, owing to excess capacity in many
industries.

The inflow of direct investment to developing economies in 1999 increased
by 15 per cent (see table I1.3)3. Investment inflows to Latin America increased
by over 30 per cent in 1999, signifying the strongest growth among all devel-
oping regions. In spite of currency devaluation and overall uncertainty, direct
investment inflows to Brazil increased substantially on the strength of privati-
zation receipts, as was the case also in Argentina. In addition, cross-border
mergers and acquisitions of companies contributed to the investment flow.
Investment flows to Mexico were bolstered by trading opportunities with the
economies of the United States and Canada within the context of the North
American Free Trade Agreement (NAFTA). Inflows into Mexico are expected
to remain strong, boosted as well by the recent signing of a free trade agree-
ment with EU. Strong economic recovery in Brazil is expected to provide
impetus for direct investment in a number of its sectors, while investment in
privatizations moderates.

Direct investment inflows to Asia held steady in 1999, as reduced invest-
ment in China was offset by an increase or continued strength in flows to some
of the crisis-afflicted countries, such as the Republic of Korea and Thailand.

As measured by the International Finance
Corporation Investable Price Index (see
International Finance Corporation, Emerging
Market Factbook 1999 (Washington, D.C., 1999),
pp. iii and 90-93).

The discussion of inflows of direct investment in
1999 is based on data from the United Nations
Conference on Trade and Development (UNCTAD),
unless otherwise indicated (see TAD/INF/2834,
TAD/INF/2835 and TAD/INF/2837).
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Source: Information supplied by the United Nations
Conference on Trade and Development (UNCTAD)
(data differ from those in table 1.2, which are the net
effect of domestic and foreign inflows and outflows).

a Estimate.

4 See World Bank, Global Development Finance
2000: Analysis and Summary Tables (Washington,
D.C., 2000), pp. 211 and 219.

Table 11.3.
INFLOWS OF FOREIGN DIRECT INVESTMENT TO DEVELOPING
AND TRANSITION ECONOMIES, 1996-1999

Billions of dollars

1996 1997 1998 1999

Developing countries 137 170 17 196
Africa 6 8 9 10
Asia 84 93 87 89
South and East Asia 80 88 83 84
Western Asia 4 5 4 5a
Latin America 46 68 73 97
Economies in transition 15 21 22 22
Eastern Europe 13 18 19 20
Central Asia 2 3 3 22

There was substantial growth in investment in Singapore and Taiwan Province
of China as well. Large-scale financial and corporate restructuring and liberal-
ization of foreign investment regulations in the Republic of Korea and Thailand
provided new opportunities for cross-border mergers and acquisitions. The
slower rate of investment flows to China reflected the prospect of a lower
growth rate of the economy in the medium term, the slow pace of liberalization
of foreign investment and, to a lesser extent, the lingering effect of the Asian
financial crisis on regional investors. An increase in flows to China is expect-
ed in 2000, however, with improved outlook for economic growth and
prospects for accession to the World Trade Organization.

Direct investment inflows to Africa rose substantially in 1999, although
most of the increase was directed to South Africa. Other sub-Saharan countries,
such as Ghana, Mozambique and Nigeria, also registered an increase in flows,
as did some of the northern African countries?. The main impulse to the growth
in direct investment was privatization, reinforced by an improving climate for
foreign investors. Although investment continued to be concentrated in the nat-
ural resource sectors, there was some indication of diversification into infra-
structure, telecommunication and transportation.

Foreign direct investment (FDI) in the transition economies was also
resilient in the aftermath of the Russian financial crisis (see table I1.3). The
continued strong flows of investment into the countries of Eastern Europe were
the result of large privatization receipts in countries, such as the Czech
Republic and Poland. In addition, the expectation of accession of Eastern
European countries to EU attracted substantial flows of direct investment from
Western Europe.

Official finance for development

Official financial flows to the developing and transition economies declined
sharply in 1999 from the surge in 1998, as the need for emergency financial
assistance abated. Moreover, with strengthening economic recovery and



improved access to private finance by a number of crisis-affected countries, net
repayments of official loans increased. The most dramatic reversal occurred in
the financing flows of IMF, the primary source of crisis assistance.

International Monetary Fund

IMF shifted from being a net provider of $14 billion to developing countries
in 1998 to a net recipient of $9 billion from those countries in 1999 (see annex
table A.19). There was a similar swing in financial flows to transition
economies, with a net outflow of $6 billion from IMF in 1998 reversing to a net
inflow of $4 billion in 1999 (table A.20). These changes also reflected other
factors, such as the delays in disbursements of funds for programmes in the
Russian Federation and Indonesia and the substantial repayment of prior loans
made to the Republic of Korea.

Progress in financial stabilization also led to a sharp drop in new lending to
developing countries in 1999. After reaching a high of $38 billion in 1997, total
IMF loan commitments to the developing countries fell below $30 billion in
1998 and reached only $13 billion in 1999. Lending commitments to transition
economies, however, reached $5.6 billion in 1999, the third year in a row of
significant increase. The bulk was for a standby facility for the Russian
Federation in support of its 1999-2000 economic reform programme.

Other multilateral funding

Total concessional and non-concessional resources committed by multilater-
al development institutions (MDIs) declined sharply from $62 billion in 1998
to $47 billion in 1999, or by 24 per cent in constant prices (see table A.23). The
decrease was mainly the result of an end to special lending programmes for a
number of countries that had fallen into financial crisis. Non-concessional
lending by the World Bank dropped by 44 per cent. This was primarily because
the large loans extended to Indonesia, Mexico, the Russian Federation and
Thailand in support of restructuring of their financial and public sectors were
not repeated in 1999. Resource commitments by the International Development
Association (IDA), the concessional lending arm of the World Bank, fell by
more than a fifth, reflecting a significant cutback in lending to countries in
Africa and South Asia. Approvals by the International Finance Corporation
(IFC), the private sector facility of the World Bank, decreased by more than 20
per cent in 1999, as they continued a downward trend that had begun in 1997.
Lending commitments by the regional development banks, except the European
Bank for Reconstruction and Development (EBRD), also declined.

Total lending and operational programmes in any one year mostly reflect
changes in demand for funds; but over the medium run, the resources that the
international community is prepared to make available to the multilateral insti-
tutions for on-lending are crucial. Negotiations for the seventh replenishment
of the Asian Development Fund, the Asian Development Bank’s concessional
lending arm, began in late 1999 and are scheduled to be completed this year;
initial discussions concerning the general capital increase of the Asian
Development Bank are also set to begin soon. In response to the sharp reduc-
tions in the concessional resources of the Inter-American Development Bank,
the borrowing member countries agreed to transfer, over time, to the Fund for
Special Operations (FSO), the Bank’s concessional lending window, some $2.4
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5 Core resources are contributions to the general
funds of United Nations funds and programmes
that can be spent on mandated programme activ-
ities, including administrative purposes, based on
the approval of their respective Executive Boards
They can be supplemented by non-core resources
which are contributions by donors for use in activ-
ities that they specify.

billion of their own funds held by the Inter-American Development Bank to
enable the continuance of the concessional lending and technical cooperation
programme for the lower-income Latin American countries.

At the African Development Bank, concessional commitment levels contin-
ued to fall sharply owing to the delay in the effectivity of ADF VIII, the Bank’s
replenishment of its concessional resources for the lending period 1999-2001.
Although ADF VIII was agreed in January 1999, the minimum required sub-
scription deposits were reached only in November 1999, resulting in almost a
year’s wait for the funding for projects under the facility.

EBRD appears to have weathered its crisis in 1999. The combination of
good operating results and continued budgetary discipline as well as a large
reduction in provisioning charges connected with the Russian economic tur-
moil has enabled the Bank to turn a profit for the year.

The Council of Governors of the Multilateral Investment Guarantee Agency
(MIGA), an arm of the World Bank that insures foreign direct investors against
political and related risks, approved a $1 billion funding package in September
1999 that will double the capital base of the agency and permit a substantial
increase in insurance and guarantees.

The outlook for the programmes of the operational agencies of the United
Nations remains uncertain since contributions of core or regular resources are
on the decline®. At the United Nations Development Programme (UNDP), for
example, core resources have fallen annually since 1995. At the United Nations
Children’s Fund (UNICEF), contributions to core resources have stagnated, in
real terms, since 1990. United Nations Population Fund (UNFPA) core
resources increased in 1995 after the International Conference on Population
and Development in Cairo; they have been declining since but countries have
recently pledged increased contributions following the five-year review and
appraisal of the outcome of the Conference held in June-July 1999.

Official development assistance

Net flows of ODA in 1999 from member States of the Development
Assistance Committee (DAC) of OECD increased $3.9 billion or 5 per cent in
real terms in 1999, the second year of aid growth since the five years of con-
traction, 1992-1997. The ratio of ODA to gross national product (GNP), how-
ever, was virtually unchanged, estimated at 0.24 per cent in 1999 (see table
I1.4). A large portion of the increase in ODA was due to special assistance from
Japan to countries affected by the Asian financial crisis and the international
effort to assist refugees from Kosovo. ODA flows from Italy and the United
Kingdom of Great Britain and Northern Ireland fell appreciably owing mainly
to the timing of deposits to international financial institutions. Only four coun-
tries (Denmark, the Netherlands, Norway and Sweden) reached the United
Nations ODA target of 0.7 per cent of GNP.

Aid flows have reflected tightening donor budgets, owing in part to donor
concerns about the effectiveness of aid in raising economic growth and reduc-
ing poverty in a number of recipient countries. Donors have sought to improve
the effectiveness of their own management and coordination of aid, and to help
recipient countries strengthen their capacity for design and implementation of
development policy and thus increase their “ownership” of aid programmes.
With a number of major DAC donors continuing to limit their aid budgets,
prospects for a sustained increase in ODA have not improved and the reinvig-
oration of ODA flows remains a challenge.



Table I1.4.
OFFICIAL DEVELOPMENT ASSISTANCE (ODA) OF THE MEMBER COUNTRIES
OF THE DEVELOPMENT ASSISTANCE COMMITTEE (DAC), 1999

0DA Real per-
(millions ODA/GNP centage,
of dollars) (percentage)? 1998 to 19990

Australia 981 0.26 -16
Austria 482 0.24 9.6
Belgium 753 0.30 -11.6
Canada 1721 0.28 0.2
Denmark 1724 1.00 2.7
Finland 402 0.32 49
France 5494 0.38 -05
Germany 5478 0.26 1.4
Greece 260 0.21 46.3
Ireland 241 0.31 228
[taly 1750 0.15 -20.8
Japan 15302 0.35 26.2
Luxembourg 115 0.64 59
Netherlands 3134 0.79 6.1
New Zealand 134 0.27 41
Norway 1370 0.91 05
Portugal 274 0.25 8.1
Spain 1347 0.23 -0.8
Sweden 1643 0.70 8.1
Switzerland 976 0.35 11.9
United Kingdom 3279 0.23 -15.6
United States 9135 0.10 25
Total DAC 55993 0.24 49
Average country effort (unweighted) . 0.39
Memorandum items:

EU countries combined 26 376 0.31 -2.0

European Commission 5198 . 49

Official debt relief for heavily indebted poor countries (HIPC)

The seven major industrialized countries agreed at their summit at Cologne
in June 1999 to enhance debt relief provided within the framework of the HIPC
Initiative, recognizing the need for “faster, deeper and broader debt relief for
the poorest countries that demonstrate a commitment to reform and poverty
alleviation.”’® A few months later, in September 1999, the necessary modifica-
tions to the HIPC initiative were endorsed by the Interim and Development
Committees at the annual meetings of the World Bank and IMF.

The enhanced HIPC programme speeds relief through more interim assis-
tance between the “decision” and “completion” points of the debt-reduction
process.” It also expedites the relief accorded at the completion point by intro-
ducing “floating completion points”, as a way of accelerating the process when

Source: Organisation for Economic Cooperation and
Development, press release PAC/COM/News (2000)
44, 12 May 2000.

a DAC members are progressively introducing the new
System of National Accounts. This is leading to slight
upward revisions of gross national product (GNP), and
corresponding falls in reported official development
assistance (ODA)/GNP ratios.

b Taking account of both inflation and exchange-rate
movements.

6 See Group of Seven (G7) statement at the Kéln
Economic Summit, 18 June 1999.

7 For a definition of the terms "decision point" and
"completion point", see "Debt initiative for the
heavily-indebted poor countries  (HIPCs)",
International Monetary Fund, 7 April 2000, avail-
able at: http://www.imf.org/external/np/hipc
hipc.htm#mods.
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The target debt-to-export ratio has been reduced
to 150 per cent from 200-250 per cent and the
debt-to-fiscal revenue ratio has been reduced to
250 per cent from 280 per cent.

The thresholds with respect to qualifying for HIPC
relief have been lowered from 40 to 30 per cent for
the export-to-GDP ratio and from 20 to 15 per cent
for the revenue-to-GDP ratio (see "Debt relief for
low-income countries: the Enhanced HIPC
Initiative", International Monetary Fund, Pamphlet
Series, No. 51, 1999, available at:
http://www.imf.org/external/pubs/ft/pam

pamb1/contents.htm).

The net present value of debt is the sum of all
future debt-service obligations on existing debt,
discounted at the market interest rate.

These were Ethiopia and Guinea-Bissau under the
original framework and Guinea, Honduras and
Nicaragua under the enhanced framework (see
http://www.worldbank.org/hipc/progress-to-
date/progress-to-date.html). Also, in view of
exceptional circumstances, Paris Club bilateral
creditors decided in March 2000 to suspend
Mozambique's debt repayments to allow the coun-
try to start rebuilding in the wake of torrential rains
and devastating floods.

Excluding Ghana, which has not requested assis-
tance, Liberia, Somalia and the Sudan.

See: http://www.worldbank.org/hipc/progress-to-
date/HIPCTF_041800.pdf
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the set of reform commitments are rapidly fulfilled. Previously, three years
were required before according relief. In addition, the programme deepens debt
relief by lowering the level of debt deemed to be sustainable.? It will also base
calculations of required debt relief on data available at the decision point rather
than on projections at the decision point of what is expected to obtain later at
the completion point. It was estimated that the external debt of the HIPC coun-
tries would decline by about 60 per cent of its 1997 value as a result of full
application of the debt-relief mechanisms available under the Enhanced HIPC
Initiative. Finally, it also introduces new targets, so as to raise the number of
countries participating from 29 to 36.9

Implementation of the Enhanced HIPC Initiative has been slower than
expected when the programme was adopted, as it has taken time to put the
improvements in place. By April 2000, debt-relief agreements had been put
in place for only five countries (Bolivia, Mauritania, Mozambique, Uganda
and the United Republic of Tanzania), totalling about $4.4 billion in debt
relief in net present value (NPV) terms'0. This fell short of expectations when
the enhanced HIPC Initiative had been adopted, namely, that up to 11 coun-
tries would have benefited from the initiative by that date. Indeed, by April
2000, the Executive Board of IMF and the Board of Executive Directors of
the World Bank had reviewed eligibility under the HIPC Initiative for only 16
countries, although preliminary eligibility had also been reviewed for an
additional 5 countries.!

Most of the debt reduction is similar in nature to a purchase of outstanding
loans by a refinancing agency which then forgives some or all of the claims and
reschedules the rest. One requirement for faster implementation was sufficient
funding. As a result of the enhanced provisions, the cost of the HIPC Initiative
is likely to more than double to about $28 billion in NPV terms for the 32 coun-
tries currently expected to qualify, out of the 36 potentially participating in the
Initiative2. Funding arrangements have been complicated by the large number
of involved multilateral institutions and bilateral creditors. IMF’s contribution
($2.3 billion in NPV terms) is to be financed largely by the transfer of invest-
ment income on profits from off-market gold sales completed in April 2000.
The contributions of the World Bank ($6.3 billion in NPV terms) and of region-
al development banks and other multilateral creditors ($5.5 billion in NPV
terms) are to be financed largely through bilateral contributions to the HIPC
Trust Fund managed by the World Bank. By April 2000, the HIPC Trust Fund
had obtained only about $2.4 billion in bilateral contributions and pledges from
about 20 countries.™

As part of the enhanced debt-relief effort, Paris Club creditors have agreed
to increase debt reduction in NPV terms by up to 90 per cent, and more in indi-
vidual cases, if needed, on loans originally made on commercial terms. They
will also provide additional relief on ODA claims. Other official and commer-
cial creditors are expected to provide debt relief for HIPCs comparable with
that offered by Paris Club members. However, a number of HIPCs have
encountered difficulties in obtaining sufficient debt relief from bilateral credi-
tors that do not participate in the Paris Club, including other developing coun-
tries. On the other hand, all members of the Group of Seven have pledged to
write off 100 per cent of eligible debt owed to them by HIPCs. Nevertheless, a
stronger effort by the international community to provide the requisite financ-
ing is required if the programme is to succeed.



In the light of these developments, some observers have expressed concern
about the HIPC programme. One concern is that official debt relief will be
financed through a diversion of development assistance, leaving HIPC coun-
tries still starved for development resources. It has also been argued that even
the recent enhancements have not deepened debt relief sufficiently to allow
Governments to meet the social and development needs in their countries.
Some non-governmental organizations have demanded more radical action
from the creditors so that debtor countries can pay less than 10 per cent of gov-
ernment revenues in debt service.

The report of the Secretary-General to the Millennium Assembly of the United
Nations entitled “We the peoples: the role of the United Nations in the twenty-
first century” has thus proposed new steps for handling the debt problem’s. These
include immediate cancellation of the debts owed by countries that have suffered
major conflicts or natural disasters, expanding the number of countries in the
HIPC Initiative by allowing them to qualify on grounds of poverty alone, pegging
maximum debt repayments at a fixed percentage of foreign exchange earnings,
and establishing a debt arbitration process to better balance the interests of cred-
itors and sovereign debtors and introduce greater discipline in their relations,
while speeding resolution of the debt situation.

Finally, the international community sought assurances that resources freed
from debt servicing would be applied to poverty reduction programmes. The
mechanism introduced to this end requires that HIPC countries have poverty
eradication strategies formalized in “poverty reduction strategy papers”
approved by the Board of Executive Directors of the Bank and the Executive
Board of the Fund.

The new international focus on poverty
eradication in low-income countries

Frustrated by the slow progress in poverty eradication in most developing
regions, international attention has focused on poverty during much of the
1990s, as reflected in the agreements adopted at United Nations conferences,
particularly the World Summit for Social Development held in 1995%. In this
spirit, the World Bank and IMF agreed in September 1999 to collaborate on a
new anti-poverty initiative in their assistance programmes for low-income
countries. The approach calls for the development of Poverty Reduction
Strategy Papers (PRSPs) by those countries. With the assistance of the Bank
and Fund, Governments would establish poverty reduction programmes and
targets within the context of a broad framework of international development
goals, building on a foundation of sound macroeconomic and structural poli-
cies. To promote national ownership of policy design, the strategies are to be
developed through a broad participatory process, including civil society. The
involvement of key donors is also encouraged with an eye to better aligning
their assistance programmes with these strategies.

The PRSPs are to be required for concessional borrowing from IMF and the
World Bank, in particular through the renamed Poverty Reduction and Growth
Facility (PRGF) (formerly the Enhanced Structural Adjustment Facility
(ESAF)) and IDA, respectively. They are to be required, in the first instance,
from HIPC countries, although the desire not to delay HIPC agreements entails
interim PRSPs adopted through foreshortened processes.

14 See "Outcome of the IMF/World Bank September
1999 Annual Meetings: implications for poverty
reduction and debt relief", Oxfam Policy Paper,
October 1999, available at: http://www.oxfam.
org.uk/policy/papers/wbimf.htm

15 See document A/54/2000, paras. 178-188.

16 See the Copenhagen Declaration on Social
Development and the Programme of Action of the
World Summit for Social Development, Report of
the World Summit for Social Development,
Copenhagen, 6-12 May 1995, (United Nations
publication, Sales No. E 96. IV.8), chap. |, resolu-
tion 1, annexes | and Il)
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The resource requirements for developing PRSPs call for a major commit-
ment of time of government officials and the political process, and also repre-
sent a challenge to the institutional capacity of many of these countries. It is
also a challenge to donor coordination, programmatic as well as in terms of
resource mobilization. Thus, the Bank and the Fund established at the 2000
spring meetings, a joint implementation committee to facilitate effective imple-
mentation of both the Enhanced HIPC Initiative and the PRSPs.

Reform of the Bretton Woods institutions

There has been growing debate about reform of the main pillars of the sys-
tem of multilateral financial cooperation, the Bretton Woods institutions. Some
have claimed that in recent years IMF had overreached itself when it introduced
broad institutional reform policies into negotiated agreements supported by IMF
lending and, more recently, when it called for policy dialogues on social issues
in low-income countries, in particular concerning poverty reduction.

Some critics have argued that the Fund should focus on its original func-
tions, which encompass surveillance of core macroeconomic issues and inter-
national financial developments, with a view to effecting crisis prevention and,
when the need arises, crisis management. A major aim of some participants in
the current debate is thus to refocus IMF in order to better support member
countries in their efforts to regain and maintain macroeconomic and financial
stability, as well as to promote the stability of the world monetary system as a
whole. In the view of the critics, the World Bank, in turn, would then focus
more sharply on the support of economic development and poverty reduction in
developing and transition economies in the context of globalization. Moreover,
specialization on the part of IMF and the World Bank according to their respec-
tive major competencies, and cooperation without duplication are thought to be
important in improving their efficiency.

Along with clearer delineation of responsibilities, the current debate high-
lights the salience of governance to the continued credibility and effectiveness
of both institutions. There is thus broad agreement on the need for transparen-
cy in the operations of the Bretton Woods institutions. In response, both IMF
and the World Bank have launched several initiatives aimed at providing the
public with more information. It is recognized, however, that further steps
should be taken to make the presentation of information about their financial
operations clearer and more understandable to the public. In addition, there is
growing concern that the degree of representation in the Bretton Woods insti-
tutions does not adequately reflect the growing economic role of developing
and transition economies in the global economy.

This, moreover, is only part of the debate that has engaged the international
community. On the one hand, the international financial architecture encom-
passes a larger set of institutions than the Bretton Woods institutions, includ-
ing, for example, the committees affiliated with the Bank for International
Settlements that deal with standards of national prudential regulation of finan-
cial institutions. On the other hand, the various bodies differ considerably in
their degree of representativeness. There is also a concern about adequate sen-
sitivity to distinct needs and constraints on individual countries. Clearly, the
beginning of the new century is a time for deep consideration of the future of
international monetary and financial cooperation.
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THE CURRENT SITUATION
IN THE WORLD’S
ECONOMIES

The global economy is emerging from the financial crisis that occurred
in 1997-1998. The rate of growth of world output accelerated in 1999 and
is expected to increase further in 2000 as countries strengthen their recov-
eries. In all country groupings—developed countries, developing countries
and economies in transition—economic growth in 1999 was faster than in
1998. In several ways, 1999 was a year of surprises, most of them positive.

The recovery of developing countries and economies in transition hard
hit by currency and financial crises has been faster than anticipated.
Economic growth returned to the East Asian countries and the Brazilian
and Russian recessions turned out to be surprisingly shorter than antici-
pated; recovery from the social consequences of the crisis will take some
time, however. Growth in both developing countries and economies in tran-
sition is expected to increase further in 2000, with the former returning to
rates of growth observed before the crises and all countries in the latter
group expected to record positive growth for the first time since transition
started. The anticipated strengthening of world demand, some recovery in
financial inflows, and the stabilization of commodity prices in 2000 will
contribute to the improvement for developing and transition economies,
but higher interest rates will partially offset these positive aspects.

The continuation of the economic expansion in the United States of
America was again important in sustaining international trade and exter-
nal demand for a number of other economies. Fast growth in the United
States, however, has been accompanied by an increasing trade deficit and
has raised concerns about the overheating of the economy. As a result,
there has been a tightening of monetary policy, with other market
economies following suit. Notwithstanding this, the United States is expect-
ed to have another strong performance in 2000. Prospects are also positive
for Western Europe due to the recovery of exports and buoyant domestic
demand brought about by lower unemployment and increased consumer
confidence. On the other hand, the Japanese economy recorded only mod-
est growth in 1999, despite substantial fiscal stimulus, and its growth will
remain sluggish in 2000.

DEVELOPED ECONOMIES

Gross domestic product (GDP) growth accelerated in the developed
economies in 1999, supported by the continued strong performance of the
United States economy and a better—albeit erratic—performance of Japan’s.
In the former, growth is primarily attributable to the dynamism of the private
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sector, including strong consumer demand and fast business investment growth,
whereas public spending is a major underlying factor in the latter. In Europe,
economic growth was weak in the beginning of the year owing to the lingering
effects of the Asian crisis, which curtailed demand for European exports, while
domestic consumption remained robust. Among the large European economies,
Germany and Italy were particularly hard hit. As international trade rebounded
during the year, economic activity picked up in Europe, but only a few
economies were able to improve upon their 1998 economic performance.
Elsewhere, Canada and Australia recorded strong growth, and the economy of
New Zealand recovered from the recession of 1998 (see table A.2).

A positive feature in the economic performance of developed economies in
1999 was the decline of unemployment, within an environment of benign infla-
tion and strengthened fiscal positions, with Japan being a notable exception.
On the other hand, the external imbalances among the major economies per-
sisted as the United States current-account deficit increased during the year and
the United States economy continued to attract large volumes of international
financial resources.

Despite the recent tightening of monetary conditions, the outlook for 2000-
2001 for this group of countries is positive. The United States economy is
expected to have another strong performance in 2000. Economic growth will
pick up in Europe as exports respond to the improved international environ-
ment and the positive impact on employment and incomes will fuel consump-
tion and investment. Conversely, economic growth will remain modest in
Japan, owing to continued uncertainties over the restructuring of the economy
and its negative impact on consumer confidence and domestic demand.

North America: the longest expansion

The economic performance of North America continued to be extraordinary
in 1999, as output rose more than 4 per cent, inflation remained subdued, and
unemployment declined during the year in both Canada and the United States.
While continuing with the ongoing pre-emptive tightening of monetary policy
could eventually slow the current expansion in the United States, there are cur-
rently no significant signs pointing to an abrupt slowdown in these two
economies. However, inflationary pressures appear to be gradually building up
and the trade deficit has reached record highs.

The economy of Canada registered robust growth in 1999, with output
increasing 4.2 per cent, the unemployment rate having dropped to 7 per cent by
the end of the year—its lowest level in two decades—and inflation remaining
under 2 per cent. While increases in consumption and government expenditure
have been moderate, investment spending and inventory accumulation have
been strong. The buoyancy of external demand, particularly from the United
States, has also been an important force driving the economy, resulting in a
large merchandise trade surplus. In the short- and medium-term outlooks, eco-
nomic growth for the Canadian economy is expected to be about 3Y2-4 per cent.

In March 2000, the United States set a new record for the longest period of
economic expansion in its history, with real economic activity rising for 108
consecutive months. It is not only the length but also the strength of the ongo-
ing expansion that is notable, as the increase in GDP accelerated to an annual
rate of 7.3 per cent during the last quarter of 1999 and core inflation remained
tame (see table III.1). Nonetheless, the rapid pace of output growth has tight-
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Table III.1.
MAJOR INDUSTRIALIZED COUNTRIES: QUARTERLY INDICATORS, 1998-1999

1998 quarter 1999 quarter
| I Il v I I Il v

Growth of gross domestic product?
(percentage change in seasonally adjusted data from preceding quarter)

Canada 3.1 1.4 1.7 48 4.1 3.1 47 46
France 38 35 1.8 2.7 1.8 34 39 36
Germany 41 0.0 1.2 0.8 24 0.4 36 27
Italy -1.9 2.0 2.4 -1.8 1.3 2.2 3.1 1.7
Japan -4.6 0.8 -4.8 2.0 6.3 39 -39 6.4
United Kingdom 1.9 1.9 1.9 0.0 1.5 3.0 41 33
United States 6.7 2.1 38 59 37 1.9 5.7 7.3
Total 24 1.2 0.9 20 38 24 26 24

Unemployment rateb
(percentage of total labour force)

Canada 8.6 8.4 8.3 8.0 79 78 76 7.0
France 11.9 11.7 1.7 11.6 1.7 11.2 11.2 10.8
Germany 9.8 9.5 9.2 9.2 8.8 9.1 8.7 8.7
Italy 11.8 11.9 11.9 11.8 11.6 114 11.2 1.1
Japan 37 41 42 44 46 47 47 47
United Kingdom 6.4 6.3 6.3 6.3 6.3 6.1 6.0 59
United States 46 44 45 44 43 43 42 4.1
Total 6.4 6.3 6.4 6.3 6.3 6.3 6.1 6.0

Growth of consumer pricese
(percentage change from preceding quarter)

Canada 2.1 1.2 0.3 0.7 08 44 29 1.3
France 0.4 19 -0.9 -0.1 0.1 2.4 -0.3 1.7
Germany 09 19 1.1 14 0.3 22 17 -0.2
[taly 28 1.8 13 1.0 1.4 2.3 1.8 2.7
Japan -16 2.0 2.2 40 -39 13 -1.2 0.0
United Kingdom 13 76 13 18 1.7 43 0.3 3.0
United States 1.1 22 1.6 14 1.6 39 25 25
Total 05 2.3 0.3 1.6 0.3 29 1.1 15

Source: UN/DESA, based on data of International Monetary Fund (IMF), Organisation for Economic Cooperation and Development (OECD) and national authorities.

a  Expressed at annual rate (total is weighted average with weights being annual GDP valued at 1995 prices and exchange rates).
b Seasonally adjusted data as standardized by OECD.
¢ Expressed at annual rate.
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ened the labour market. So far, however, productivity increases and interna-
tional competition have restricted the scope for significant price increases.

Productivity growth has been accelerating in the United States in recent
years. In 1999, labour productivity rose over 3 per cent, with a surge of 6.9 per
cent in the fourth quarter, much higher than the average 12 per cent annual
gain recorded over the past two decades. While productivity growth has long
been strong in the computer-hardware sector, the recent pickup has been broad-
based. Higher productivity growth implies a higher potential rate of non-infla-
tionary total output growth; this is now estimated to be on the order of 3%2-4
per cent a year, much higher than the 22 per cent that has traditionally been
assumed.

The sustained period of economic growth in the United States during the
1990s has in many respects differed significantly from previous business
cycles, leading some observers to believe that the United States has trans-
formed itself into a “new economy”. In this view, higher productivity growth is
seen as mainly attributable to the information technology revolution, as well as
to other factors such as capital deepening and improvements in labour quality
(see chap. I). These factors are not likely to fade in the short and medium term,
leading to an optimistic assessment of the sustainable pace of productivity
growth of some 2'2-3 per cent per year. A caveat is that past productivity
growth has tended to be pro-cyclical.

In the current expansion, consumption has been increasing rapidly owing to
real wage gains, high consumer confidence and a strong appreciation in equity
markets and real estate over several years. After an increase of 5%z per cent in
1999, strong consumer demand is expected to continue in 2000-2001. Over the
medium term, the saving rate is expected to return to normal levels (4 to 6 per
cent) whereas the strong employment gains and capital gains are expected to
moderate. Thus, a slowdown in consumption demand is anticipated, as the sav-
ing rate is likely to recover.

Business investment has also been growing rapidly, particularly spending on
information-processing hardware and software. Investment in equipment and
software rose by 12 per cent in 1999; of this, spending on computing and relat-
ed peripheral equipment was up about 40 per cent. Because information tech-
nology innovation continues at a rapid pace, investment in this area is expect-
ed to remain strong. In contrast, other investment outlays are seen as likely to
decelerate in response to higher interest rates, excess capacity and a sluggish
rise in profits in traditional economic sectors.

The rapid pace of output growth has, however, tightened the labour market
in the United States. The unemployment rate fell to 4 per cent by the end of the
year, while real wages increased for the fifth year in a row. The consumer price
index (CPI) rose by 2.2 per cent, which was greater than the 1.6 per cent
increase in 1998. Nonetheless, it has been argued that the sharp rebound in the
price of oil was the main factor leading to the more rapid rise in prices. The
core CPI, which excludes food and energy prices, signals that there has not thus
far been a significant pass-through of oil prices to the rest of the economy.
Inflation remained benign in 1999 owing to rising productivity, increased glob-
al competition, disciplined fiscal policy and the strong dollar. With these fac-
tors remaining in place, inflation, which was on a rise in the first few months
of 2000, is expected to remain under control in the medium term.
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Fiscal policy in the United States has in general been restrained, as govern-
ment spending has been rising at a rate slower than the growth of GDP and gov-
ernment revenue. As a result, the surplus in government accounts is estimated
at $150 billion in 1999, up from $58 billion in 1998. The federal budget plan
released in February 2000 showed an increase in spending of 2%z per cent dur-
ing fiscal 2001, lower than the projected GDP growth rate. Unless major
changes in taxation are enacted, the strength of the economy will continue to
bolster tax revenues. Consequently, the federal surplus is expected to rise fur-
ther, reaching over $200 billion per year over the course of the next few years.
Similarly, the Canadian economy has been in a solid fiscal position, with the
public budget in surplus for the third consecutive year (see figure III.1) at an
estimated Can$ 8 billion for fiscal 1999.

The large budget surplus in the United States has generated a number of pro-
posals on the possible use of these funds. Three alternatives have been con-
templated: lower taxation, increased spending and the retirement of govern-
ment debt. While political groups have placed different emphasis on these pro-
posals, the United States Administration in its budget plan for fiscal 2001
envisages a modest tax reduction, with most of the projected surplus being used
to reduce the federal public debt.1

Canada, on the other hand, has opted for a different approach in its use of
the budget surplus. The two-year budget for 2000-2001, released in February
2000, marks a transition in fiscal strategy from the stabilization programme of
the mid-1990s to one that addresses problems in the tax system by focusing
almost exclusively on tax reduction. Emphasis was thus shifted from the expen-

Figure lIL.1.
SELECTED DEVELOPED MARKET ECONOMIES: GENERAL GOVERNMENT
BALANCES, 1995-1999
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1 Additionally, owing to the public budget surplus,
the United States Treasury has announced plans
to reduce the availability of long-term bonds. As a
result, yields on long-term securities declined, at
times falling below those on short-term instru-
ments. Such an inverted Treasury yield curve has
often suggested an economic recession, but in
this case it indicated an expected shortage of
long-term paper.

Source: UN/DESA, based on IMF and national
sources.

Note: United States data refer to central government
fiscal balance on a budget basis.
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Sources: European Central Bank, Bank of England
and Federal Reserve Board.

diture to the revenue side of the budget. Additionally, the Government will con-
tinue to use—as it did in 1997 and 1998—some of the surplus to pay down the
public debt. As a result of these operations and the projected balanced budgets,
the ratio of government debt to GDP is expected to decline to 55 per cent in fis-
cal 2001, well below its high of 71 per cent in 1995.

One consequence of the notable performance of the United States economy
has been the growth of imbalances that may not be sustainable in the medium
term. The deficit on current account, for example, reached a record high of over
4 per cent of GDP, more than $300 billion in 1999, and widened further during
the early months of 2000. Valuations in equity markets have risen much faster
than the improvement in economic fundamentals appears to warrant and, in
spite of recent drops, remain at levels that are exceptionally high by any tradi-
tional benchmark. The propensity of households to save out of current income
has declined to below zero. Households on average now rely on capital gains
from equity markets and real estate to finance present and future spending
needs. Finally, that both the household and corporate sectors have been bor-
rowing well beyond historical norms has led to record levels of private sector
debt.

The challenge before policy makers is to avoid a sharp downturn in the
economy. The Federal Reserve has adopted a pre-emptive approach and raised
interest rates six times, for a total of 175 basis points, in the period between
mid-1999 and May 2000 (see figure III. 2). These increases more than reversed
the three reductions made in the fall of 1998 in response to the international
financial crisis.

Figure 111.2.
SELECTED DEVELOPED ECONOMIES: SHORT-TERM INTEREST RATES,
JANUARY 1999-MAY 2000 (Annual rates, end of period)
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Interest rates were also raised in Canada, but only by 125 basis points so far.
To date, the inflation rate has been around the mid-point of the target band of
1-3 per cent set by the authorities. However, at the current strong pace of
growth, spare capacity is likely to be reduced substantially in 2000-2001.
Furthermore, the recent rebound of international prices of many commodities
produced and exported by Canada is a source of stimulus both to Canada’s eco-
nomic activity and to its general price level. Therefore, inflationary pressures
may build up, requiring further increases in interest rates in 2000.

Although the economy of the United States is expected to continue its
expansion during 2000 and 2001, there are several downside risks. A large and
sudden decline in equity markets, for example, could depress consumer
demand and lead to lower growth. Alternatively, over tightening by the Federal
Reserve could trigger a downturn in spending and production. On the other
hand, the United States economy may continue to grow at its current robust
pace for the foreseeable future. Technological innovation and globalization
may continue to support an expansion of the new economy and offset, if not
eliminate, any cyclical downturn in the traditional economic sectors.

Asia and the Pacific: Japan still fragile

Following a steep recession in 1998, when real output dropped by 2.5 per-
cent, the economy of Japan grew very slowly in 1999, recording only a 0.3 per
cent increase in GDP, as weak domestic demand continued to constrain eco-
nomic activity. In 2000 and 2001, GDP is forecast to rise 1 per cent and 2 per
cent, respectively, but the economic situation and prospects for Japan continue
to be fragile.

The economy began in 1999 with an unexpected spurt in economic activity,
attributed mainly to substantial increases in public spending that had formed
part of a stimulus package implemented in 1998. However, the package failed
to elicit a sustained increase in demand from the private sector, and the upturn
in economic activity sputtered before the economy contracted and slipped back
into recession during the second half of the year (see figure I11.3).

Weak private consumption has been a major depressing factor, as indicated
by the falling retail sales for 36 months in a row by March 2000. Its origin lies
in the continued deterioration in employment and incomes. The unemployment
rate reached almost 5 per cent of the workforce in mid-1999, the highest level
since post-war stabilization, and the ratio of job offers to job applicants
declined to its lowest level in decades. Although both indicators improved mar-
ginally at the beginning of 2000, such gains may not be sustained in the short
run. Wages and compensation of employees have been on a declining trend
since 1998. While part of the unemployment might be cyclical, structural prob-
lems also exist, as high-skilled workers particularly in the information and
communications technology (ICT) sectors are in short supply. Corporate
restructuring, aimed at cutting redundant employees, reducing debt and elimi-
nating idle capacity, is expected to continue to exert pressure on employment
and income in the short run. The outlook for a recovery in private consumption
therefore remains gloomy.

Business investment, which had been on a sharp downward trend since
1997, finally started to rebound in mid-1999, led by investment in ICT. These

S

ECONGOMIES @



@WORLD ECONUOMIC A N D S 0 C I AL S URV EY 2 0 00

Source: Economic Planning Agency of Japan.

Figure 111.3.
JAPAN: QUARTERLY RATES OF REAL GDP GROWTH, 1997-1999
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two sectors are booming, with robust growth of production, increased new job
offerings, and rising stock prices. Investment spending on ICT is low in Japan,
in comparison with other developed economies, leading to optimism that a
rapidly growing ICT sector could drive the rest of the economy onto a path of
sustained recovery. Although many traditional sectors still have excess capaci-
ty, industrial production has been on an upward trend and is expected to remain
firm. Investment in those sectors is also expected to increase as a result of a
continued improvement in financing conditions and in the profitability of
firms, along with further progress in corporate restructuring. Investment in
housing, on the other hand, is forecast to remain stagnant.

In general, the external sector has been favourable to economic growth since
mid-1999, when international trade started to recover from the 1997-1998
financial crisis. With the recovery of many crisis-hit Asian countries and strong
economic growth in the United States, exports from Japan have been increas-
ing. At the same time, imports have been trending upward, especially capital
goods and related ICT goods. The appreciation of the yen during the second
half of 1999 generated some concerns about possible downward pressures on
exports, but since the beginning of 2000 the yen has depreciated to levels that
are considered to be less unfavourable for export competitiveness.

Japan experienced mild price deflation in 1999, with a decline in the CPI of
0.3 per cent during the year. While weak domestic demand has contributed to
this trend, efficiency improvements on the supply side stemming from the ICT
revolution have also been important. Given the degree of slack in the economy,
inflation is expected to remain tame.
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Policy measures have played an active role in attempts to revive the econo-
my. The Bank of Japan, now formally independent, has held the inter-bank
overnight interest rate to near zero since early 1999, while the Government has
extended credit lines, especially to small- and medium-sized firms, in order to
further relax credit conditions. Private financial institutions remain cautious,
but major banks are gradually becoming more active lenders. However, credit
demand of private firms remains stagnant, as many firms continue to restruc-
ture their balance sheets by reducing debt. The accommodative monetary poli-
cy is expected to continue in 2000.

Several fiscal stimulus packages were implemented in the 1990s, but their
effectiveness was limited. In order to generate a strong and sustained recovery
in November 1999, the Government unveiled another new and long-awaited
stimulus package totalling 18 trillion yen ($170 billion). The package includes
spending on infrastructure projects, such as a highway network and an infor-
mation-telecommunications network. It also contains an allocation for loans to
small- and medium-sized enterprises (SMEs), and measures for job creation,
employment stability, and housing finance. Direct government spending on
infrastructure, at about 6.8 trillion yen ($65 billion), is forecast to boost GDP
growth by 1Y2 per cent in 2000.

Fiscal expansion in Japan appears to have reached its limit, as the govern-
ment deficit is now estimated to be about 8 per cent of GDP (see figure III.1).
The additional bond issue of around 6 trillion yen required to finance the latest
package is likely to push the ratio of public debt to GDP to the highest level
among developed economies. This is expected to complicate debt management,
a fact which has already generated some concern in international financial mar-
kets. Other downside risks include high uncertainty about the short-term effects
of the ongoing corporate restructuring on production capacity and employment,
and therefore on aggregate demand. Similarly, the problem of bad loans,
though improving, still remains an obstacle to any sustained business recovery.

Elsewhere in the region, Australia and New Zealand recorded more positive,
though distinct, performances in 1999: Australia sustained another year of
above-trend growth and New Zealand achieved a modest recovery from its mild
recession. This divergence in growth trajectories is expected to narrow sub-
stantially in 2000, with Australia’s GDP increasing by 3 per cent and New
Zealand’s by 42 per cent.

The year 1999 marked the eighth year of continuous GDP growth in
Australia. Household demand has been surprisingly vigorous, fuelled by
income gains from rapid employment growth, wealth effects from asset appre-
ciation, and easy credit. These conditions facilitated a strong expansion of con-
sumption and spending on housing. Gross household debt has been rising, but
from a rather low base, so that household balance sheets remain sound.
Business sentiment continued to improve during 1999, following declines dur-
ing the Asian financial crisis. Corporate profits rose by 11 per cent, as sales and
production registered solid increases in both manufacturing and services.
However, the growth of total business investment decelerated, largely because
of a decline in investment in the mining and quarrying sector, and a slowdown
in construction. On the other hand, investment in equipment and software,
especially ICT, grew strongly. Recent surveys of consumer and business senti-
ment point to continued strong domestic demand, leading to an optimistic out-
look for growth in 2000-2001.
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Economic activity in New Zealand, on the other hand, exhibited consider-
able volatility during the past two years. A modest recovery started in mid-
1998 but was interrupted by a dip of 0.3 per cent in GDP in the second quarter
of 1999. However, the economy bounced back strongly in the second half of
1999, supported by rising exports, a turnaround in consumption expenditure,
and a strong pickup in agricultural production.

Reflecting its stronger and more stable growth, the labour market in
Australia in 1999 was tighter than that in New Zealand. Inflation remained at
about 1%2 per cent for 1999 as a whole in both economies, but observed infla-
tion rates and inflation expectations edged up modestly in the second half of
the year. Although forecasts for inflation point to some increase in 2000, rates
are expected to remain below the 3 per cent inflation target set by the central
banks of these countries.

With regard to economic policy, the stimulative effects of the low interest
rates maintained by the Reserve Bank of Australia since the Asian crisis have
contributed to offsetting global deflationary forces. The monetary policy of the
Reserve Bank of New Zealand was also accommodative during most of 1999.
However, since mid-November 1999, both central banks have raised policy
interest rates. By May 2000, both the Reserve Bank of Australia and the
Reserve Bank of New Zealand had increased interest rates, by 125 and 175
basis points, respectively, and further tightening is likely.

Government budgets are in surplus for both economies. In Australia, tax rev-
enues are expected to fall somewhat in 2000-2001, as a new 10 per cent Goods
and Services Tax (GST) will be effective in July 2000 in association with an
abolition of the Wholesale Sales Tax and cuts in income taxes. In New Zealand,
fiscal policy is likely to remain neutral in 2000-2001.

Both Australia and New Zealand have widening current-account deficits.
These both amounted to about 6 per cent of GDP in 1999 and do not appear to
be sustainable at their current level. While strong import demand was the main
reason for the large deficit in Australia, in the case of New Zealand the deteri-
oration in its terms of trade was a contributing factor. Additionally, both coun-
tries also experienced a sluggish export demand in the early months of 1999.
While the external imbalance needs to be addressed, a sharp correction could
present a major downside risk to these countries’ outlook.

Western Europe: faster growth and lower unemployment

The current expansion in Western Europe, which started in the second half
of 1999, is accelerating and is expected to yield growth of about 3 per cent in
2000, after registering 2.3 per cent in 1999. The continuing effects from the
East Asian and Russian crises had depressed export growth, leading to a sharp
decline in the manufacturing sector; strong consumption growth provided a
cushion, however. With the pickup in world economic activity in the second
half of 1999, exports recovered sharply and manufacturing rebounded. Earlier
concerns over the fragility of the recoveries in Germany and Italy have been
mostly allayed, as recent indicators point to sustained, though moderate,
growth. Thus, the region will complete a full recovery from the weak growth
experienced in the first half of 1999. Strong performances are expected in
France, Spain and the United Kingdom of Great Britain and Northern Ireland
in 2000, while some of the smaller economies in the region will continue to
grow briskly (see table A.2).
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One of the most positive factors in the region in 1999 and in the near-term
outlook has been the performance of consumption expenditure. This had been
a major constraint on growth during the 1990s. Strong employment growth—
coupled with moderate wage gains, very low rates of inflation, and tax relief in
some countries—boosted disposable income. In the course of 1999, consumer
confidence subsided from the record highs registered at the beginning of the
year, but then had moved up sharply at the end of the year and, in early 2000,
hit new highs. This, together with the favourable overall growth profile, should
lead to continuing strong consumption demand in 2000.

Growth of investment remained weak at the beginning of 1999, but recov-
ered in the second quarter, showing moderate strength for the rest of the year.
The outlook for 2000 is positive. Accelerating growth, notably of exports, cou-
pled with increasing rates of capacity utilization should be highly supportive.
In addition, despite the recent rise in short-term interest rates and the gradual
rise envisaged in the future, real short-term rates are still low and should pro-
vide further stimulus.

Exports picked up strongly in the second half of 1999 and are expected to
further strengthen in 2000 and 2001. Foreign demand is buoyant, from North
America in particular, but also from Asia, and the broad recovery across Europe
is generating increased intra-European trade. In addition, the continuing weak-
ness of the euro has boosted export competitiveness. Continued strong perfor-
mance is anticipated for 2000, with some moderation in 2001 owing to the prob-
able strengthening of the euro and less robust foreign demand. Imports were
also affected by the slowdown at the beginning of 1999, but were supported by
strong consumption growth. They have since strengthened in line with the
recovery. As a result, net trade represented a negative contribution to growth at
the beginning of 1999, but this changed in the second quarter as export growth
accelerated; it is expected to be a positive impetus to growth in 2000.

Industrial production, particularly manufacturing, was hit hard by the crisis
but accelerated in the second half of the year in line with the recovery in
exports. Industrial confidence, which had weakened substantially at the begin-
ning of 1999, recovered in the second quarter of the year and has since
improved in parallel with strong consumer confidence. Recent production data
yield a mixed picture, though they may be revised upward, as initial estimates
tend to miss a large proportion of smaller firms. Other indicators of industrial
activity, such as order books in the manufacturing sector and capacity utiliza-
tion, continue to indicate considerable strength in the first quarter of 2000.

The inflation situation has turned around. At the beginning of 1999, there
were concerns about deflation stemming from the slowdown in activity, the sig-
nificant drop in oil prices over the course of 1998, and general weakness in
non-oil commodity prices. Moderate wage behaviour was a contributing factor
as well. For the euro area, the Harmonized Index of Consumer Prices (HICP)
was at or below 1 per cent in the first two quarters of 1999, a period when
industrial producer prices fell. All this occurred despite the potential inflation-
ary impulse stemming from the substantial depreciation of the euro against the
United States dollar. However, the situation shifted with the rebound in oil
prices and the increase in non-oil commodity prices, which, in combination
with the growing weakness of the euro (see box III.1) and the strengthening of
economic activity, have raised inflation concerns. Producer prices stopped
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Box II1.1.

THE EURO: DEVELOPMENTS
IN 1999 AND EARLY 2000

Source: European Central Bank, Monthly Bulletin,
May 2000.

The new European currency, the euro, began life on 1 January 1999, with 11
participating members in the monetary union: Austria, Belgium, France, Germany,
Finland, Ireland, Italy, Luxembourg, the Netherlands, Spain and Portugal. Two
countries, Denmark and Greece, entered into the new exchange-rate mechanism
of the European Monetary System, ERM II, whereby they pegged their respective
currencies to the euro; Greece has since revalued its currency in preparation for
entry into the European Economic and Monetary Union (EMU). The other mem-
bers of the European Union (EU), Sweden and the United Kingdom of Great
Britain and Northern Ireland, continued to allow their currencies to float.

The euro opened strongly against the United States dollar at 1.17, but
towards the end of January it began to slip and, over the year, it depreciated
substantially, dipping below the psychologically important level of parity with
the United States dollar at the end of January 2000. It then continued to weak-
en (see figure) and in May dropped below $0.90 to the euro.

This depreciation is mostly a reflection of the strength of the United States
economy, in contrast to the slower growth in the euro area, particularly in
Germany and Italy. Optimism about the prospects of the United States new econ-
omy has led to a surge in direct investment by European firms in United States
companies as the former try to diversify their activities and secure increased
profits and faster growth. A related factor is that the advanced cyclical position
of the United States economy has led to substantial yield differentials vis-a-vis
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the euro area. Since mid-1999, the Federal Reserve (Fed) has been aggressively
tightening rates, with the ECB tending to lag behind (see figure). Since the dis-
parity in growth is forecast to reverse in favour of the euro area, its currency is
expected to appreciate moderately in the medium term.

The euro, however, has also been losing grounds vis-a-vis other major curren-
cies, such as the Japanese yen and, surprisingly, the pound sterling. In the case
of sterling, the resilience of the United Kingdom economy following the Asian
crisis, in contrast to the slow recovery of the euro area, may have led market par-
ticipants to believe that the favourable yield differentials vis-a-vis the euro area
would persist well into the future. However, in the forecasts presented here, the
euro is expected to appreciate against the sterling, albeit at a slower rate than
previously anticipated, as United Kingdom growth slows and growth in the euro
area picks up. The depreciation of the pound vis-a-vis the United States dollar in
May 2000 may signal the beginning of that process.

The fact that the ECB and the new institutional arrangements for policy-mak-
ing in the euro area have yet to gain full credibility may also have weighed
against the euro. There have been questions as to what role the currency plays
in policy considerations and how unified the ECB is in its views toward this role.
Other more general issues of credibility may also be involved, such as the com-
mitment of member States to structural reform.

Despite the depreciation of the euro, there were also signs of confidence in
the new currency, most notably in the increasing acceptance of the euro as cur-
rency of denomination for international issuance of bonds and notes. Net new
issuances of international securities denominated in euros reached the equiva-
lent of $552 billion in 1999, compared with $470 billion denominated in United
States dollars. Qverall, about 50 per cent of the net issuance in international
debt markets were euro-denominated in 1999, compared with about 33 per cent
in 1998 for all the currencies replaced by the euro. Although a large share of net
issues denominated in euro is attributed to Europeans, residents outside the
euro area also increased their net issuance in euros in 1999, but by a smaller
amount.a
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Box III.1 (continued)

a

Bank for International Settlements (BIS), BIS
Quarterly Review, February 2000.

falling in July of 1999 and have increased in the last few months, reflecting
their sensitivity to the oil price rise, while in February 2000 the HICP rose 2
per cent, the stated maximum bound for inflation of the European Central Bank
(ECB). However, core inflation, excluding energy, is estimated to be closer to
1 per cent. As the effects of the oil price shock feed through the system, HICP
inflation is expected to gradually decline to about 1.5 per cent.

A number of structural factors also point to downward pressures on prices in
the medium term; these include the intensifying competition from restructuring
and deregulation, which has been given added impetus by the start of the
European Economic and Monetary Union (EMU). For example, in Germany,
the deregulation of the electricity sector resulted in a substantial drop in ener-
gy prices. Worries over the current round of wage negotiations have receded
since the IG-Metall Workers in Germany accepted moderate wage claims. For
its part, the new currency zone has unleashed forces stemming from increased
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Initial estimates by the European Commission
suggest that employment grew by 1.4 per cent in
the euro area in 1999 (European Commission,
Spring 2000: Economic Forecasts 1999-2001
(April 2000))

price transparency that should continue to put downward pressure on prices. In
addition, the expected recovery in the euro towards the end of 2000 and into
2001 will put downward pressure on import prices.

Employment growth in Western Europe was steady throughout 19992 and
unemployment declined. In 1999, the annual average unemployment rate for
the European Union (EU) dipped below 10 per cent for the first time since
1993. However, average annual rates of unemployment ranged from almost 16
per cent in Spain to about 2.5 per cent in Luxembourg (see table A.7). As eco-
nomic activity continues to expand, unemployment should continue to drift
downward. However, since the problem is mostly structural, labour-market
reforms are still high in the agenda. The current environment of higher growth
provides an opportunity to facilitate appropriate structural reforms.

On 1 January 1999, euro-area countries launched a new currency (see box
III.1), their new European Central Bank (ECB), which together with the 11
national central banks forms the European System of Central Banks (ESCB),
and a new policy regime. The Maastricht Treaty on European Union set out
price stability as the primary goal of monetary policy, and the ECB made this
operational in a series of steps. The announced policy contained two pillars: a
money target and an inflation target. This led to some confusion and debate as
to whether the monetary policy of the ECB was one of inflation-targeting (see
box I.1) or a hybrid policy. Currently in Western Europe, Sweden, Switzerland
and the United Kingdom use inflation-targeting as the basis of their monetary
policy. Denmark and Greece target their exchange rates against the euro. In the
case of Denmark, with monetary policy devoted to the role of targeting the
exchange rate, fiscal policy has been actively used to stabilize inflation.
Norway has had policy similar to that of Denmark, but, with the gyrations in
the world oil market, it has been very difficult to maintain stability against the
euro, and so it has moved in the direction of inflation-targeting.

The year 1999 was a challenging one for the ECB, inasmuch as it had to deal
first with an economic slowdown and then with a recovery in member countries
at a time when its governing council was new and there were a multitude of
data problems. The interest rate for the euro area had been established at 3 per
cent when the currency was launched in January 1999. The ECB’s first action
was to lower rates to 2.5 per cent in March 1999 but then, as growth began to
recover, it raised them back to 3 per cent in November. Since then rates have
been raised three times, each time by 25 basis points, with the repurchase rate
(its main policy instrument) thus having been brought to 3.75 per cent by May
2000 (see figure II1.2). This tightening can be viewed, for the most part, as an
effort to bring short-term rates to a more neutral level after the deflationary
danger of the early part of 1999 had passed and euro-area growth had firmed.

A new challenge has emerged as inflation measured by the reference price
index reached the upper bound of the ECB’s declared price target of 2.0 per
cent in January 2000. Thus, the question of further tightening emerges.
However, there are a number of issues that argue for a measured response.
First, as mentioned above, the spike in inflation is predominantly due to the
rise in oil prices, and represents the classic case of a supply shock. In such a
case, an aggressive policy tightening could have large negative output and
employment consequences. Instead, policy can be more gradualist by accom-
modating the first-round effects of the shock but trying to minimize the sec-
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ond-round effects, namely, the feed-through into prices and wages. Other fac-
tors also argue for a more gradualist approach. Despite the strengthening of
economic activity, the prevailing strong competitive pressures, together with
the assumption of a slowly appreciating euro, should help to contain price
pressures.

In the United Kingdom, the Monetary Policy Committee (MPC) also faces
a difficult situation. Inflation remains under control, being well below the
Bank of England’s mandated target of 2.5 per cent. However, output growth in
1999, while slowing marginally in the fourth quarter, is estimated to have been
above trend with attendant expected inflation problems in the medium term. In
addition, the British currency has appreciated vis-a-vis the currencies of the
United Kingdom’s major trade partners.? While the strong currency has been a
powerful check on inflation, the situation could turn around if the currency
starts to depreciate in the medium term, as expected by most observers.
However, raising interest rates may give rise to further appreciation of the cur-
rency. It also risks further damaging the manufacturing sector, which has been
very adversely affected by the combination of tight monetary conditions and a
strong currency. These risks have been key concerns for the Bank of England.
Citing the above-trend growth in the second half of 1999, but also the expec-
tation of sustained depreciation of the currency over the medium term, the
Bank of England raised its short-term interest rate, by 100 basis points start-
ing in September 1999, and most recently to a level of 6.0 per cent in February
2000 (see figure II1.2).

Fiscal policy was on the whole mildly expansionary in 1999, as
Governments worried about the slowdown in growth and some of the pressure
for achieving the Maastricht targets had lessened. However the recovery in
growth in the second half of the year actually improved government balances
as tax revenues increased and payments declined. Low interest rates also led to
lower interest payments on debt. This improvement, however, was not reflect-
ed in structural deficits, so there is pressure for further consolidation.
According to the most recent stability programmes submitted to the European
Commission, all member States are committed to achieving specific budget tar-
gets over the next few years. In France and Germany, among others, tax reduc-
tions are envisaged. The negative impact this measure might produce on the
public balance would be offset by cuts and/or tight control of expenditures and
stronger economic growth.

The present outlook is subject to several risks. On the upside, growth could
be higher than anticipated, given the favourable monetary environment and the
potential for strong export growth. Stronger employment growth, which would
raise incomes and fuel consumption expenditure, is also possible. However,
this stronger growth could exacerbate price risks, especially if higher wage
increases were to materialize. A major unknown is how the formation of the
monetary union will affect the dynamics of the wage-bargaining process in key
countries. From the external side, there are significant risks from the future
movement of the euro. On the one hand, any further euro weakness would put
additional upward pressure on inflation and elicit some response by the ECB.
On the other hand, if the United States economy was to slow significantly, par-
ticularly if the United States stock market was to experience a significant cor-
rection, the euro could appreciate dramatically, and this would represent a sig-
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As indicated by the effective exchange rate index
estimated by the Bank of England, as of early
2000, the sterling was close to its highest level
since 1985 (Bank of England, Inflation Report,
May 2000, p. 42)
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nificant negative shock to economic activity in Western Europe. Finally, the
possibility of policy mistakes should not be overlooked, especially given the
new institutional environment.

ECONOMIES IN TRANSITION

Positive economic growth returned to the economies in transition as a group
in 1999 thanks to the unexpectedly quick recovery in the Commonwealth of
Independent States (CIS) countries after the major crisis triggered by the col-
lapse of the Russian rouble in August 1998. The devaluation of the rouble led
to severe import compression by the Russian Federation and this had strong
negative effects on other economies in the region. However, it also prompted
import substitution which was a source of recovery in industrial output and
thereby brought some much-needed dynamism to the Russian economy. The
recovery of commodity prices, especially that of oil, and the strengthening of
international trade were also important factors for the better-than-expected
economic performance of the CIS countries. Elsewhere, growth decelerated in
Central and Eastern Europe owing to a combination of adverse external and
domestic shocks. The Baltic economies, deeply affected by the Russian crisis,
sustained a decline in their GDP as they passed through a severe recession.

Economic growth is expected to accelerate in the economies in transition in
2000, reflecting improved economic performances in Central and Eastern
Europe as well as by the Baltic countries (see table A.3). Consequently, 2000
will be the first year since transformation started that all economies in transi-
tion monitored by the Secretariat will have registered positive GDP growth.
Downside risks, however, remain. Despite progress, some countries of the
region still have to address macroeconomic imbalances and/or carry the burden
of large external debt. Additionally, the fact that implementation of the vast
reform agenda in many countries may be delayed because of the immediate
social costs would have adverse consequences for economic growth in the
future.

Central and Eastern Europe: a mixed recovery

The economies in transition of Central and Eastern Europe continued to per-
form very unevenly in 1999. Economic performance was particularly poor at
the beginning of 1999, when a significant slowdown occurred in almost all
countries of the region. Output and exports grew very slowly in Central Europe
and declined in most economies of South-eastern Europe during the first half
of the year. Industrial output in particular contracted almost everywhere in the
region, with the notable exception of Hungary. Thanks to recovery in the sec-
ond half of 1999, GDP growth for the region as a whole reached 1.4 per cent
in 1999, marking the fourth consecutive year of declining average growth. The
year 2000, however, is expected to reverse this trend as international econom-
ic conditions improve. GDP growth is forecast at 4 per cent in 2000, but it will
remain unevenly distributed across countries.

Both external and domestic factors contributed to the deceleration of growth
in 1999. Among the external factors, the weakened global demand in the after-
math of the Asian and Russian crises in 1997-1998 and the conflict in Kosovo
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adversely affected the region. Since EU accounts for more than 60 per cent of
region’s external trade and the region has limited options for trade reorienta-
tion, slow growth in EU in the first half of 1999 in particular led to lower
exports by most countries. Similarly, the contraction of the Russian and
Ukrainian markets affected Bulgaria and Poland in particular. Additionally, the
conflict in Kosovo imposed a heavy toll on the economic growth of the region,
especially on countries of South-eastern Europe. It disrupted trade, lowered
tourism revenues, delayed foreign direct and portfolio investment and structur-
al reforms, and contributed to raising the cost of external borrowing.

Weaker domestic demand, in many instances due to restrictive policies, also
played a role in the economic slowdown. Tight fiscal and monetary policies
were embraced because domestic absorption in 1997-1998, in some instances
driven by consumption, outpaced domestic production, leading to sizeable cur-
rent-account imbalances (see figure I11.4). External financial constraints during
1999, however, led most economies to reduce their current-account deficits
during the year. Nevertheless, foreign direct investment (FDI) as a source of
financing the current-account gap became more important in 1999, reinforcing
in turn the need to accelerate reforms in these countries so as to attract such
flows. Fiscal deficits deteriorated owing to lower-than-expected revenues, and
government spending had to be cut. Faced with an acute twin-deficit problem,
Romania and Slovakia enacted austerity measures to lower expenditures and
increase revenues. Despite restrictive measures, domestic consumption in both
Hungary and Poland remained buoyant in 1999 and GDP growth in both coun-
tries was slightly over 4 per cent.

Structural problems at the microeconomic level in some countries (especial-
ly in the Czech Republic, Romania and Slovakia) contributed to the region’s
poor economic outcome and will continue to constrain recovery. Lack of
domestic savings, debt-payment arrears in the enterprise sector, increased
fragility of domestic banks due to deterioration of assets, and low business con-
fidence constrained investment activity in 1999.

Gross fixed domestic investment contracted in Croatia, the Czech Republic,
Romania and Slovakia, while it grew modestly in Hungary and Poland.
Investment expanded strongly only in Bulgaria, albeit from a low base, and in
the former Yugoslav Republic of Macedonia. Investment is expected to grow
slowly in 2000. A decline in FDI in the first half of 1999 accompanied low
domestic investment in Central and Eastern Europe. By the end of the year, FDI
inflows had recovered in the Czech Republic and Poland, but they remained
low in Hungary and in Slovakia (see figure II1.4). FDI flows to the region are
closely related to privatization as well as the prospect of accession to EU and
have been playing an important role in financing the current-account deficits
mentioned above.

Inflation fell in most countries of the region during 1999 (see table A.9).
However, in contrast to 1998, when low international commodity prices mod-
erated domestic inflation, disinflation in 1999 resulted mostly from weak
domestic and export demand. In Bosnia and Herzegovina and Bulgaria, the cur-
rency board regime contributed to low inflation as well. Even Albania, in spite
of the inflow of refugees from Kosovo, experienced deflation owing to the
appreciation of the exchange rate brought about by the high volume of human-
itarian assistance and remittances from abroad, as well as spending by forces
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of the North Atlantic Treaty Organization (NATO). On the other hand, inflation
remained high in Romania owing to the combination of lax income policies,
declining output, and the monopolistic pricing by public services. Inflation
accelerated in Yugoslavia after the relaxation of price controls on subsidized
products. With the rise in commodity prices, especially fuels, inflation began
to pick up towards the end of 1999, thus preventing further reductions of inter-
est rates (see below). Hungary had to revise its 1999 inflation forecast upward
during the year, while Poland switched to monetary tightening as a pre-emptive
measure to curb inflationary pressures.

Despite lower inflation, monetary policies were cautious during 1999.
Although interest rates were cut and monetary policy was gradually relaxed in
the first half of the year in the Czech Republic, Hungary and Poland, real
interest rates remained high during most of 1999 and declined at the end of the
year owing to the rise of prices. This was due to the need to keep attracting
foreign finance, the structural problems in the banking sector, and the fiscal
imbalances.

Countries remain committed to a low-inflation environment, as reflected in
the inflation targets established for 2000, which are below those observed in
1999. However, the inflation outlook may not be favourable as international oil
and other commodity prices continue to rise and price deregulation advances as
planned. Many administratively controlled prices will become subject to mar-
ket forces in the Czech Republic and Slovakia in 2000. Further increases are
expected in State-controlled utility prices in Bulgaria and in service prices in
Romania. Monetary policies in 2000 will therefore remain tight throughout the
region. Possible exceptions are the Czech Republic; Hungary, where some
loosening may occur owing to the large inflow of speculative capital; and
Slovakia, where some liquidity is likely to be injected into the banking sector
as unsterilized currency interventions to prevent appreciation of the koruna
continue in 2000.

Economic deceleration combined with continuing restructuring efforts
adversely affected labour markets in 1999. The rate of unemployment
increased in several countries, ranging from 9.4 per cent in the Czech Republic
to 46 per cent in the former Yugoslav Republic of Macedonia (see table A.7).
Unemployment increased markedly in Poland and Slovakia where it was above
18 per cent, and in Bulgaria where the unemployment rate was about 17 per
cent in early March 2000. In these countries, higher unemployment resulted
from the economic slowdown and restructuring of loss-making enterprises.
Labour markets in South-eastern Europe, particularly in the Federal Republic
of Yugoslavia, were adversely affected by the Kosovo conflict. The outlook for
labour markets in 2000 is unfavourable despite the expected acceleration in
growth. Higher unemployment will exert pressure on social security spending,
which may jeopardize budgetary reforms.

Conditions of external financing improved to some extent for the region in
1999, as the terms of borrowing in international capital markets eased.
However, the cost of borrowing remains high for countries such as Bulgaria,
Romania, Slovakia, and most of the successor States of the former Yugoslavia.
The cost of borrowing abroad, however, may fall in 2000 if investors change
the composition of their portfolios in favour of the region. Nonetheless, the
reduction of spreads may be only marginal, leaving all but the economies most
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4 Polish exports to the Russian Federation and
Ukraine have not yet recovered and export perfor-
mance in general remained weak in the first
months of 2000

advanced in their transformation dependent on borrowing from the multilater-
al institutions.

Efforts at reform implementation need to be intensified in the region in order
to remove some of the constraints on growth these countries currently face. For
example, owing to the importance of exports as a source of growth, the
economies of the region that are more advanced in their transformation ( the
Czech Republic, Hungary, Poland, Slovakia and Slovenia) need increasingly to
concentrate their policies on export promotion, on investment in knowledge-
based economic activities, and on bolstering FDI inflows. In the case of
Poland, with a relatively large population, a well-functioning domestic market
can provide its economy with a certain degree of independence from the cycli-
cal movements in Western Europe.4 Accordingly, the business environment of
the country is to be improved in 2000-2001 through the privatization of the
remaining large State-owned enterprises (in telecommunications, the energy
sector and oil refining), the restructuring of the coal and steel industries, and
the continued reform of the welfare sector. Bulgaria and Romania have to
implement a number of economic measures as well. Bulgaria has to accelerate
infrastructure investment in 2000 and proceed with the privatization pro-
gramme agreed with the World Bank. The completion of the agrarian restitu-
tion process and the emergence of a land market, combined with the improved
agricultural infrastructure, will contribute to increase productivity in agricul-
ture. In Romania, reform of the banking sector and loss-making industries is
crucial for economic upturn. Privatization of firms in a wide range of sectors is
expected in 2000. However, the social costs of reforms are large and may pro-
voke civil unrest.

Despite the improvement of consumption demand in the second half of
1999, recovery in 2000 will be export-led. The region is expected to benefit
from the upturn in Western Europe, as already experienced by the Czech
Republic and Hungary in the last quarter of 1999. Increased exports and the
Government’s revitalization programme should strengthen recovery in the
Czech Republic. Hungary is expected to perform well in 2000, despite the vul-
nerability of its public finances and external accounts. GDP growth is expect-
ed to accelerate in Poland in 2000. However, large external imbalance—as the
current-account deficit increased to 7.5 per cent of GDP in 1999 from 4.4 per
cent of GDP in 1998—still remains a serious threat to the economy (see figure
II1.4). Therefore, Poland needs to continue to attract strong inflows of foreign
finance in 2000 to cover its large current-account deficit.

Prospects are less favourable for the other economies of the region. Bulgaria
and Romania, with a wide range of problems in many economic sectors and at
the enterprise level, are expected to experience modest growth in 2000. With
the improvement of the international economic environment, exports will lead
expansion in Bulgaria as growth of domestic demand is constrained by the cur-
rency board regime. In Romania, increased exports will likely offset the output
loss brought about by enterprise restructuring. On the other hand, Yugoslavia is
not expected to benefit from the upturn in international trade, particularly in
EU, as the latter revoked trade preferences in 1998. Additionally, other sanc-
tions limit the country’s access to international finance, while its productive
capacity has not been restored, thus constraining growth.
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The near-term growth outlook for the South-eastern economies also depends
on the reopening of traditional transport routes to Western Europe that have
been partially blocked owing to the military confrontation over Kosovo. Delays
in reconstruction efforts will constrain exports and may discourage FDI flows
into the region, impeding the implementation of policies to establish and
strengthen market institutions. The importance of Western Europe’s role in
assisting these countries in overcoming the economic consequences of the
Kosovo conflict cannot be overemphasized.

Despite support by the international community, the pace of reconstruction
has been slower than anticipated. The Stability Pact for South Eastern Europe,
signed in June 1999, created great expectations but disbursement of financial
assistance has been slow. International donors pledged about $2 billion at the
conference in March 2000 for the affected countries and regions.5 It is still
unclear, however, how much of this will be forthcoming and how quickly.

The possibility of accession to EU will significantly affect economic
prospects of the entire region over the medium-to-long term. The European
Council met on 10 and 11 December 1999 in Helsinki and proposed several
changes in EU’s strategy towards enlargement. One outcome was the abolition
of the distinction between slow- and fast-track negotiations, so that now all 10
candidates from the eastern part of Europe will be actively negotiating for
accession, but each at its own pace. Consequently, there may not be any major
negotiations with Bulgaria and Romania for a number of years. Even for those
most advanced in their negotiations, many sensitive issues remain to be
resolved. In all cases, compliance with EU requirements has opportunity costs,
as resources have to be diverted from other uses.

The outlook for the region in 2000 involves several uncertainties. One
involves the extent of further structural reforms. While essential for accelerat-
ed longer-term growth, such reforms have only limited short-run benefits and
often result in substantial short-term social costs. This makes the implementa-
tion of such reforms subject to broader political considerations. On the exter-
nal front, the most important factor is the strength of EU’s recovery and how it
translates into increased import demand from the region.

Commonwealth of Independent States:
emerging from recession at long last?

The year 1999 brought some surprises for the CIS countries. At the start of
the year it was predicted that, in view of the deepening economic crisis in the
Russian Federation and weakened commodity prices, growth in the CIS
economies as a group would contract by over 3 per cent, following a 3.4 per
cent fall in the region’s output in 1998. Instead, the CIS economies grew by
almost 3 per cent in 1999. Growth is expected to further accelerate in the region
in 2000 (see table A.3).

In the first quarter of 1999, there was a sharp economic contraction in the
Russian Federation as well as in Kazakhstan and Ukraine, the next largest
economies of the region. The Russian Federation, in particular, has been an
important market for several of the economies in the region (see figure II1.5).
Recession in the three large countries imposed a negative shock on the other
economies of the group as intraregional trade collapsed. Countries such as

5
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Much of the money pledged in March 2000
reflects previous commitments.
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Source: IMF, Direction of Trade Statistics.

Belarus and the Republic of Moldova were particularly hard hit. However, the
recovery in oil prices since mid-1999 has triggered a positive chain reaction by
increasing export earnings and reducing pressures on fiscal and external bal-
ances. The large devaluation of the rouble gave a boost to import substitution
in the Russian Federation. As Russian industrial output stopped declining and
then recovered to positive growth, a more positive economic environment was
created in the region in the second half of 1999. However, the prospect of a tan-
gible region-wide improvement in economic performance looked elusive until
the end of 1999. There was a sharp turnaround in industrial production in
Kazakhstan and Ukraine late in 1999 which, as in the case of the Russian
Federation, was largely brought about by import substitution due to the size-
able depreciation of their currencies. The recovery of commodity prices and
export volumes aided the upturn in the other countries.

Paradoxically, the persistent imbalances in the fiscal and external sectors,
which had been the main threat to macroeconomic stability in the region in
recent years, have eased as a result of the dramatic adjustments imposed on the
CIS countries since the latter part of 1998. The sharp worsening of fiscal bal-
ances at the start of 1999, because of the heavy reliance of public revenues on
exports, was forcefully tackled in most countries by additional austerity mea-
sures and renewed efforts to improve revenue collection. Recovery of export
earnings towards the end of 1999 gave a further impetus to reaching more sus-
tainable fiscal positions. As a result, the much-feared monetization of fiscal
deficits did not occur. Structural fiscal balances have improved in most coun-
tries. Especially impressive was the fiscal turnaround in the Russian

Figure ll1.5.
SELECTED ECONOMIES IN TRANSITION: DESTINATION OF
EXPORTS TO THE RUSSIAN FEDERATION, 1997
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Federation, where the federal budget deficit was reduced to 1.7 per cent of
GDP in 1999 from 5 per cent in 1998, mostly owing to improvements in rev-
enue collection.

After the currency devaluations in several countries, inflation surged. It was
subsequently contained by tight monetary policy, except in Belarus, where
annual inflation reached almost 300 per cent in 1999 (see table A.9). The grad-
ual stabilization of exchange rates (except in Belarus, Tajikistan and
Uzbekistan) also contributed to controlling inflation in the region. Although the
annual average inflation rate rose substantially in a number of countries in
1999, region-wide inflationary pressures have receded and most countries have
resumed their pre-crisis trend of lowering inflation.

Owing to the large compression of imports in all countries, external bal-
ances improved in 1999. Especially the unsustainably large current-account
deficits in some of the smaller countries have been substantially reduced. For
instance, the Republic of Moldova’s current-account deficit, which had been as
high as 20 per cent of GDP, contracted to less than 4 per cent of GDP in 1999,
while the large deficits of Kyrgyzstan, Tajikistan and Turkmenistan were sub-
stantially reduced.

The prospects for the region look encouraging, with positive growth for the
second year in a row. The favourable changes in the external environment, both
inside the region and elsewhere, are likely to continue in the medium term. The
three major economies of the region are expected to sustain their recovery; cou-
pled with further firming of commodity prices and increased buoyancy in inter-
national trade, this will support growth in the rest of the region. Average infla-
tion is expected to be about 27 per cent, less than half the 1999 level, while the
current-account deficit will increase slightly owing to the recovery of imports.
In contrast to 1998 and 1999, economic growth in 2000 will also benefit from
the reduced policy uncertainty resulting from the parliamentary and presiden-
tial elections held in key countries in 1999 and early 2000. Nonetheless, the
presence of obsolete industry in the major CIS economies will constrain growth
over the medium term.

The Russian economy has performed well since mid-1999. Industrial pro-
duction has consistently grown at double-digit annual rates over the nine
months into April 2000. More importantly, investment and consumption also
seem to be expanding. For the first time since transition began, investment is
reported to be edging up, and is expected to rise somewhat in 2000. Real dis-
posable income grew by 4.4 per cent in the first two months of 2000, follow-
ing a 15 per cent fall in 1999. Additionally, there are increasing signs of
improved confidence in the economy. For instance, the stock market index has
recovered and ratings for the Russian Federation’s foreign-currency bonds and
bank deposits have been upgraded. More significantly, FDI reached $4.2 billion
in 1999 compared with $3.3 billion in 1998, but it is still below the peak of
$5.3 billion reached in 1997. The Government is currently predicting 4-5 per
cent growth in GDP in 2000, thus providing an ambient regional environment
for other CIS countries.

However, there are some risks to the outlook for the Russian Federation.
Despite the fiscal and current-account improvements in 1999 and early 2000, a
strain on the budget could develop owing to debt-servicing difficulties or
increased spending on the conflict in Chechnya. The scheduled external debt
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repayments for 2000 are estimated at $10.2 billion, despite the February 2000
restructuring of $32 billion of international bonds including a $10.6 billion
write-off, by London Club creditors. However, there remains $42 billion of
official debt. Furthermore, if additional shocks (such as an abrupt fall in oil
prices) were to hit the economy, the recovery could easily be derailed. There is
not enough internal dynamism in the economy, from domestic consumption
and investment, to sustain growth under such circumstances. Impoverishment
is one cause. Another is the still incipient structural reforms, including a bank-
rupt banking sector and weak governance mechanisms. Although the prospects
for political stability have improved, those for renewed reforms remain uncer-
tain, at least until the new Government’s programme is finalized and a credible
implementation plan is adopted.

Kazakhstan’s economic recovery seems to be more robust. GDP growth is
likely to reach 3%z per cent in 2000, and possibly a higher level thereafter,
owing not only to the firming of the prices of its major exports and increased
Russian demand, but also to its continuing reorientation of trade towards
Western markets and its accelerated reform efforts. The record oil exports in
1999 and the anticipation of the oil pipeline connecting the Tengiz and other oil
fields to the Black Sea, which is scheduled to come on stream in October 2001,
will further bolster investment and growth. FDI is expected to accelerate in
2000 and access to international capital markets, which was restored in 1999,
is expected to improve in 2000.

The economic outlook for Ukraine has also improved. Following its slow
recovery in the second half of 1999, industrial production increased by 9.7 per
cent, leading to a 5.6 per cent rise in GDP in the first quarter of 2000 compared
with the same period in 1999. External demand is expected to pick up in 2000,
providing additional support to economic activity. Contrary to earlier fears of
default, Ukraine was able to restructure its external debt and ease its servicing
obligations in 2000. Monetary and fiscal policies are expected to be firm and
inflation and currency depreciation will slow down further in 2000. However,
the limited progress achieved with structural reforms is likely to constrain
growth to about 2 per cent in 2000.

The other CIS economies are expected to improve or maintain their perfor-
mance in 2000, with the possible exception of Belarus and Uzbekistan. For oil
and gas producers, progress in the construction of planned pipelines will help
in sustaining the high growth rates recorded in 1999 as output of the hydrocar-
bon sector and export earnings increase (see box I11.2).

The large structural budgetary imbalances and current-account deficits, cou-
pled with rapidly growing foreign debt, in countries such as Armenia,
Kyrgyzstan and the Republic of Moldova make these economies particularly
vulnerable to adverse shocks. The lack of reforms, especially the slow pace of
structural changes in the economy, is troubling. The extension of loose credit
to unviable enterprises persists and is leading to further accumulation of quasi-
fiscal liabilities in the banking sector in some countries such as Belarus,
Turkmenistan and Uzbekistan, thus rendering their medium-term economic
prospects less promising.
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The hydrocarbon (oil and natural gas) sector forms the bedrock of the economies of
Azerbaijan and Turkmenistan and is assuming increasing importance for Kazakhstana.
The surge in foreign direct investment (FDI) flows into the sector in recent years has
boosted economic performance in these countries and is expected to become the main
engine of growth in the region in the long term.

The hydrocarbon reserves of the Caspian Sea area are estimated to amount to up to
200 billion barrels (of which about 30 billion barrels are proven) of oil reserves and 18
trillion cubic metres (m3) of natural gas, about half of which are proven. Exploitation of
the Caspian Sea hydrocarbon reserves, although they constitute only about 3 per cent of
total world proven reserves for oil and 6 per cent for gas, can bring substantial econom-
ic benefits for the countries concerned. Nonetheless, most of these reserves remain
underexplored and undeveloped. The asymmetric importance of the reserves for the
countries themselves and for the major international oil companies partly explains why,
but there are other factors. Lack of efficient transportation networks connecting the
region to international markets is one. The existing pipelines via the Russian Federation
proved to be unreliable in the past. Moreover, this reliance on the Russian pipelines to
reach export markets makes the producing countries too dependent on a major competi-
tor. The countries have therefore been exploring, with the help of transnational oil com-
panies, a number of plans for building new large-scale export pipelines that would give
them alternative export routes to major markets. The process has been complicated by
strategic and geopolitical interests, as well as by the increased volatility of hydrocarbon
prices in recent years, which affects the profitability of these proposals. However, major
breakthroughs were made in 1999 towards the implementation of some of the most
important plans.

First, an oil pipeline connecting Baku, Azerbaijan’s capital, on the Caspian shore to
the Georgian port of Supsa on the Black Sea was opened in April 1999. The new pipeline
proved critical in maintaining Azerbaijan’s exports when the existing pipeline through
Chechnya experienced problems during the war there. Second, in November 1999,
Azerbaijan, Georgia and Turkey signed agreements on the construction and operation of
a 1,730 kilometre (km) oil pipeline from Baku to the Turkish port of Ceyhan on the
Mediterranean Sea. Finally, these three countries and Turkmenistan signed an agree-
ment on the construction of a 2,000 km gas pipeline from Turkmenistan to the same
Turkish port, 300 km of which would go under the Caspian Sea.

Of critical importance, especially for Azerbaijan, is the timely construction of the oil
pipeline, which is supposed to start in 2001 and be completed in three years. Plans for
increasing oil output and therefore exports from a current 96,000 barrels per day (bpd) to
300,000 bpd in 2003 and 800,000 bpd by 2008, can only be implemented if the pipeline
project proceeds on schedule. The benefits for Azerbaijan from the pipeline are expect-
ed to be substantial. According to some estimates, oil export proceeds will reach $4 bil-
lion by 2005, accounting for 85 per cent of total exports and contributing more than half
of budgetary revenues.

After the resolution of a series of earlier obstacles, prospects for the construction of
the pipeline now look promising; however, adverse developments cannot be ruled out.
According to some commentators, the pipeline requires about 1 million bpd to be finan-
cially viable. It is not clear whether Azerbaijan’s reserves alone will be able to generate
such volume. The pipeline, therefore, may need additional commitments by other sup-
pliers, such as Kazakhstan and Turkmenistan, to be economically viable. However, their
commitment to the proposed pipeline is not yet guaranteed and there are alternative
routes they may use to export their production. For instance, the Russian Federation com-

Box Il1.2.

HYDROCARBON RESOURCES
AND PIPELINES: DREAM OR
REALITY?

a  The share of the hydrocarbon sector in GDP is
about 25 per cent in Azerbaijan, 13 per cent in
Kazakhstan and 40 per cent in Turkmenistan; its
share in exports is almost twice as great.
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Box I11.2 (continued)

pleted a bypass around Chechnya (on the Baku-Novorossiysk line) pipeline in March
2000, thereby improving the reliability of that pipeline. It is also building a link from the
Caspian port of Makhachkala in Dagestan to this line, which would enable Kazakh and
Turkmen exports to bypass Baku. Lastly, the Russian oil company (Lukoil) announced in
March 2000 that it had discovered recoverable large oil reserves in the Russian sector of
the Caspian Sea. This discovery could boost the attractiveness of constructing another
route from Novorossiysk to the Tengiz oilfield in Kazakhstan at the expense of the Baku-
Ceyhan pipeline.

Turning to the gas pipeline, construction is expected to start in 2001 and be complet-
ed by mid-2003. The pipeline will allow Turkmenistan to double its export capacity,
which has been the main constraint on the expansion of the gas sector in the country.
The 31.5 billion m3 capacity pipeline was primarily designed for carrying Turkmen gas to
Turkey, but agreement on large-scale gas shipments and financing has not yet been
reached, and the prospect remains uncertain. First, disagreements between Azerbaijan
and Turkmenistan over sharing the pipeline capacity delayed its implementation for
months as Azerbaijan discovered vast (500 billion m3) offshore gas deposits fields in
early 1999 and became interested in using the pipeline as well. The issue was resolved,
with Azerbaijan agreeing to limit its use of the pipeline to 5 billion m3. Nonetheless,
Turkmenistan’s enthusiasm for the pipeline seems to have abated, possibly owing to the
prospect of heavy transit dependence on a major new competitor, with whom existing
ownership disputes over important fields in the Caspian Sea still remain unresolved.
Furthermore, during the visit of the Russian president to Turkmenistan in May 2000, the
two countries reached an agreement to increase Russian purchase of Turkmen gas by 10
billion m3 per year, starting with 30 billion m3 in 2000 and raising the figure to 50-60 bil-
lion m3 in the next five years. If the deal holds, Turkmenistan will not need such a major
expansion of pipeline capacity in the near future.
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Baltic countries: recovering from the Russian crisis

The impact of the Russian crisis proved to be more severe than expected,
bringing overheating and fast growth in the Baltic countries to a halt. All three
economies slid into sharp recession in early 1999 owing to the sudden fall in
exports of sectors that rely heavily on the Russian market. Both exports and
imports fell by about 12 per cent in 1999, transit earnings shrank, and the ship-
ping sector was adversely affected. Some supply-side factors also contributed.
However, the recession bottomed out by mid-year and the region started recov-
ering in the second half of 1999. The adverse trade shocks and disturbances to
domestic banking systems and stock markets have been successfully overcome,
owing in part to a resumption of export growth. Nevertheless, for the year as a
whole, regional GDP contracted by 2.0 percent.

The strength of the recovery in individual countries has been a function of
the depth and breadth of earlier reforms, as well as of measures adopted in rela-
tion to the crisis. Among the three economies, Estonia is the least dependent on
the Russian market (see figure III.5) and emerged first and fastest from the
recession. Estonian exports benefited from the recovery in Western Europe and
pulled the country out of recession. Latvia’s recovery started in the fourth quar-
ter of 1999, the delay partly reflecting the lack of resilience of its economy, as
structural reforms, particularly privatization of large enterprises, have not yet
been implemented. Moreover, the Latvian banking sector was hard hit by the
Russian crisis owing to its high exposure to the Russian economy. Lithuania,
with its large agricultural sector and heavy reliance on food exports to the
Russian Federation, was the last to start a recovery. Moreover, disruptions of
oil delivery from the Russian Federation to the Mazeikiai refinery, which
accounts for 10 per cent of GDP in Lithuania, resulted in a 30 per cent drop in
the refinery’s output, adversely affecting overall GDP growth in the country.

Economic growth is expected to reach 3% per cent in the region in 2000.
Inflation will be uniformly low, in part because of the Baltic countries’ fixed
exchange-rate regimes. Current-account deficits are expected to be further
reduced, especially for Latvia and Lithuania, where they were about 10 per
cent of GDP in 1999.

The crisis forced the Baltic countries to address their macroeconomic imbal-
ances. The recession led to import curbs, which improved external balances in
Estonia and Lithuania. These had been the main policy concern prior to the cri-
sis. Adjustment has been dramatic in some cases. In Estonia, for example, the
current-account deficit was cut by more than half. The recession led to
increased fiscal deficits. In all three countries, 1999 budgets were based on
fairly optimistic growth forecasts, despite downside risks emanating from the
Russian default of August 1998. By mid-year, all three were facing the need to
cut public expenditures. The worsening of fiscal positions briefly threatened,
especially in Latvia and Lithuania, the sustainability of the fixed exchange-rate
regime. However, Estonia and Latvia in June and Lithuania in October adopt-
ed additional austerity measures and embarked on a tight schedule to eliminate
the fiscal slippages incurred in early 1999. Inflation, which had been declining
over the past few years, was further reduced to low single-digit levels in 1999.

There are some risks to this outlook. Since these countries cannot use the
exchange rate to facilitate adjustment, fiscal discipline and deepening institu-
tional and structural reforms are a prerequisite of continued success. Tough fis-
cal policy remains a major policy challenge in 2000, especially for Lithuania
whose fiscal deficit is estimated to be the largest in the region. However, the
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About 12-15 million tons of Russian oil (about 15
per cent of total oil exports to non-CIS States) are
shipped through Latvia, generating sizeable tran-
sit fees for the country

curtailing of public expenditures envisaged in the 2000 budgets may have some
restraining effect on recovery not only in Lithuania but also in Latvia.
Additionally, these two countries need to accelerate structural reforms. An
additional medium-term concern for the Baltic countries is the poor prospects
for sustaining revenues from the trans-shipment of Russian oil exports. The
recent decision by the Russian Federation to build a new pipeline to the Gulf
of Finland in order to reduce reliance on the existing export routes through the
Baltic States, could have a large negative impact on these economies, especial-
ly on Latvia.6

DEVELOPING COUNTRIES

The economic growth of developing countries accelerated in 1999. A more
benign international economic environment, including the recovery of external
demand and of some commodity prices, particularly fuels, was one of the fac-
tors underlying faster growth in this group of countries in 1999. While external
credit conditions remained tight for most countries, the cost of external bor-
rowing—albeit still high—declined towards the end of 1999, reflecting
improved market sentiment towards some of these economies. For the heavily
indebted poor countries, which have little access to international capital mar-
kets, an enhanced external debt strategy was adopted, but implementation has
been slower than expected.

Growth for developing countries as a whole remained well below the rates
observed earlier in the decade (see table A.4) and economic performances dif-
fered sharply across the several developing regions, with the number of coun-
tries with a decline in per capita GDP remaining at 37. Successful expansion-
ary fiscal and monetary policies contributed to a stronger and broader recovery
than expected in East Asia as countries hit by the financial and currency crises
rebounded again, placing the region among the fastest growing in the world.
South Asia and China also had strong economic performances, thereby provid-
ing an increase in average per capita income in countries accounting for over
half the population of the developing world. In contrast, Africa maintained only
a modest rate of growth, while growth decelerated in West Asia owing to lower
oil output, austere macroeconomic policies, and adverse natural phenomena.
Finally, GDP growth stagnated in Latin America in 1999 owing to a deteriora-
tion in the terms of trade for many economies of the region and the adverse
impact of the Brazilian currency crisis.

The year 2000 should witness a more balanced performance as developing
countries solidify their recoveries and domestic demand conditions improve in
countries that suffered recession in 1999. Differences in growth are expected to
be further reduced in 2001, with the pace of growth over the biennium forecast
to approach pre-crisis levels.

Africa: export-led growth

Africa’s real GDP growth reached 2.8 per cent in 1999, compared with 2.7
per cent in 1998. Growth in 1999 was largely export-driven, attributable main-
ly to a significant increase in the export earnings of the region’s oil-producing
countries as a result of higher oil prices. Additionally, the recovery of demand
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in Asia and Europe for Africa’s exports of industrial raw materials contributed
to growth in other countries of the region, even though prices of many other
commodities remained weak or declined further. Disciplined macroeconomic
policies in a large number of countries contributed to macroeconomic stability,
but domestic demand was generally weak and provided little stimulus to output
growth. GDP growth is expected to accelerate to 4Y4 per cent in 2000 as domes-
tic conditions improve and exports strengthen the recovery under way (see
table A.4).

Unstable political conditions continue to impose a negative impact on
growth as populations are displaced by wars and civil unrest and scarce
resources are diverted from productive uses. Similarly, the human immunode-
ficiency virus/acquired immunodeficiency syndrome (HIV/AIDS) pandemic
affecting the continent is already constraining growth and is anticipated to have
a major adverse impact on the long-term economic prospects of the region (see
box I11.3).

GDP growth accelerated in the majority of the 38 African countries regular-
ly monitored by the Department of Economic and Social Affairs of the United
Nations Secretariat. Three countries (the Democratic Republic of the Congo,
Morocco and Zimbabwe) suffered economic recession in 1999, compared with
six countries in the previous year.” Overall, for the region, per capita GDP
growth increased just marginally in 1999.

The combined GDP of the eight major oil-exporting countries (Algeria,
Angola, Cameroon, the Congo, Egypt, Gabon, the Libyan Arab Jamahiriya and
Nigeria) increased by over a percentage point to about 4 per cent in 1999, even
though the volume of crude petroleum output and exports declined in most
cases. Production declines in Algeria, the Libyan Arab Jamahiriya and Nigeria,
African countries that are members of the Organization of the Petroleum
Exporting Countries (OPEC) were directly related to voluntary cutbacks under
the OPEC quota agreement. In Nigeria, oil output also declined owing to fre-
quent power supply disruptions, fuel shortages and civil unrest in oil-produc-
ing regions. A more encouraging development, however, was the commence-
ment of production and exports of liquefied natural gas from new facilities in
October 1999. This major diversification of the country’s energy sector has
provided a boost to Nigeria’s export earnings.

Oil export revenues had a positive impact on the economy of Cameroon, of
the Congo, Gabon and, notably, of Equatorial Guinea and the Sudan which
recently joined the ranks of Africa’s oil-exporting countries. The Libyan Arab
Jamabhiriya’s economic prospects were additionally improved by the suspen-
sion of United Nations economic sanctions in April 1999 and the resumption of
trade and investment ties with partners in Europe and other African countries.
In Angola, however, increased oil revenues, which were substantial owing to
significant increases in output, benefited the economy only marginally because
of the intensification of the civil war in 1999 and lack of development of the
country’s vast agricultural and mineral resources.

Among oil-importing countries, at least 12 countries in sub-Saharan Africa
registered growth rates of at least 5 per cent, and Botswana and Mozambique
ranked among the fastest-growing developing countries in the world with GDP
growth rates of 9 per cent or higher. Most sub-Saharan African countries ben-
efited from an improved policy environment, low or moderate inflation, and
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The factors underlying recession were country-
specific. The Democratic Republic of the Congo
continued to be immersed in civil conflict.
Morocco suffered a major drought that devastat-
ed its agriculture, while in Zimbabwe fuel short-
ages, high interest rates, severe fiscal imbal-
ances and an overvalued currency constrained
growth.
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Box Il1.3.

ACQUIRED IMMUNODEFICIENCY
SYNDROME (AIDS) IN AFRICA:
AFFECTING THE PRESENT,
ERODING THE FUTURE

a  G.H. Brundtland, “Towards a strategic agenda for
the WHO secretariat”, statement of the Director-
General to the Executive Board at its 105th ses-
sion, Geneva, 24 January 2000 (http://www.who.
int/director-general/speeches/english/
20000124_eb.html).

b Joint United Nations Programme on Human
Immunodeficiency Virus/Acquired Immuno-defi-
ciency Syndrome (HIV/AIDS)/World Health
Organization (UNAIDS/WHO0), “AIDS epidemic
update: December 1999".

¢ United Nations, “The demographic impact of
HIV/AIDS", report on the technical meeting, New
York, 10 November 1998 (ESA/P/WP.152,
February 1999).

4 Infant mortality is also negatively affected owing
to paediatric HIV infection and larger increases in
child mortality are expected among children
above age 1. (United Nations, “The demographic
impact of HIV/AIDS"...).

e |nternational Labour Organization (ILO), Action
against HIV/AIDS in Africa (Geneva, 2000).

f World Bank, Intensifying Action against HIV/AIDS

in Africa: Responding to a Development Crisis,
Washington, D.C. (June 1999).

No region of the world is exempt from the burden of human immunodeficiency
virus/acquired immunodeficiency syndrome (HIV/AIDS), as people infected with the virus
or living with the disease can be found almost everywhere. However, the pandemic
assumes dramatic proportions in sub-Saharan Africa. At the end of 1999, the region had
23.3 million people living with HIV/AIDS. This corresponds to almost 70 per cent of the
world’s population infected with the virus, while the region’s share of the world popula-
tion is only 10 per cent. Qver two thirds of new cases of HIV/AIDS reported in 1999
occurred in the region. AIDS is already the leading cause of death in the region.= Sub-
Saharan Africa has already lost a cumulative 13.7 million people to the disease;! at least
33.5 million more will die during the period 2000-2015.¢

HIV prevalence in sub-Saharan Africa as a whole is estimated at 8 per cent of the
adult population (ages 15 to 49), signalling a rapid spread of the virus in a region ill
equipped to deal with the problem. At the country and local levels, prevalence ratios can
be much higher. Kenya, Malawi, Mozambique, Rwanda and South Africa reported an
adult prevalence ratio above 10 per cent at the end of 1997, while that ratio surpassed
16 per cent in Botswana, Namibia, Zambia and Zimbabwe. Moreover, prevalence rates
between 30 to 50 per cent among pregnant women are not uncommon in some regions
of these countries. Once infected, most people will eventually develop AIDS (usually in
5 to 10 years in sub-Saharan Africa) and die after struggling with, and inevitably losing
to, the disease.

The demographic impact of the disease and the setbacks it causes in terms of hard-
won developmental gains are alarming. Although experts do not expect the population
of affected countries to decline as a result of AIDS, they do project it to be lower than it
would have been in the absence of the disease. Increased mortality due to AIDS (see fig-
ure) has already reduced life expectancy in the region and will continue to reduce it, par-
ticularly in the countries with high HIV prevalence. This is particularly evident in
Botswana, where life expectancy projected for 2000-2005 is over 20 years shorter than
it was in 1985-1990 and 28 years shorter than if AIDS had not affected the country.d As
AIDS often kills when people are in the prime of their productive life, the labour force in
many countries will shrink. In the case of Zimbabwe, the labour force is projected to be
17.5 per cent lower by 2015 than in a non-AIDS scenario.

With the pandemic most directly affecting the labour force and, in its initial stages in
sub-Saharan Africa, the most skilled and educated among them, its impact on the econ-
omy is already being felt, especially in the education and health sectors. Thus, in Malawi
and Zambia, for instance, the fact that about 30 per cent of teachers are infected with
HIV poses tremendous challenges for the development of human capital in these coun-
tries. Elsewhere, the disease has stricken medical personnel, reducing the supply of
trained nurses and doctors. Furthermore, this is taking place at the same time that the
demand for health-care services has increased, thus overwhelming existing health-care
systems. In Cote d'Ivoire, Zambia and Zimbabwe, more than half of hospital admissions
in urban areas are due to AIDS, a situation that tends only to get worse as the disease
follows its course and prevalence rates do not decline. It also diverts resources from
other illnesses and health problems and poses difficult trade-offs for policy makers.

In the agricultural sectar, there has been a reduction in area cultivated and lower
yields in some of the hardest-hit areas, as well as changes in crops produced as house-
holds adjust to the decline in available labour by switching from the more labour-inten-
sive (usually cash) crops to less labour-intensive (subsistence) crops. As the quality and
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quantity of crops fall, the nutritional and health status of affected populations deterio-
rates and food security is threatened.o Links between smallholder sectors and the com-
mercial agricultural sector may lead to production disruptions of agro-processing busi-
nesses. In Kenya, for example, supply disruptions emerged in some sugar cane process-
ing businesses, as a continuous inflow of raw materials could not be maintained.
Farmers succumbing to AIDS were unable to attend to their fields.

AIDS has been eroding the competitiveness of the African economy and imposing
tremendous output losses. Firms face higher costs (and lower profits) owing to increased
payments of medical expenditures, disability and pension benefits, and funeral costs.
Working days are lost and output forgone owing to increased absenteeism and the need
to care for the sick or to travel to attend funerals. Training, recruitment expenditures and
insurance costs are up. Even in countries where the unemployment rate is high, it may
not be easy to replace workers lost to HIV/AIDS. Although this argument usually refers
to skilled labour, which is more difficult to replace, it may also apply to unskilled labour.
If a considerable share of the workforce—even unskilled labour—is inexperienced, pro-
duction levels cannot be maintained.i

There have been attempts at quantifying the macroeconomic impact of AIDS. Apart
from perverse statistical effects by which the rate of growth in gross domestic product
(GDP) per capita may even increase, at least temporarily, as the reduction in population
caused by AIDS is larger than the initial decline in output, some studies do indicate a
lower rate of economic growth. This is due to the disease’s impact on savings (already
low in sub-Saharan Africa), as resources are diverted from investment into caring and
nursing the sick, and on the existing pool of skilled labour. The higher the AIDS preva-

Box I11.3 (continued)

Source: DESA/Population Division.

a Botswana, Kenya, Malawi, Mozambique, Namibia,
Rwanda, South Africa, Zambia and Zimbabwe.

9 See Food and Agricultural Organization of the
United Nations (FAQ), The Effects of HIV/AIDS on
Farming Systems in East Africa, particularly chap. 3
entitled “Results: the effects on small farmers”
(http://www.fao.org/docrep/v4710/V4710E04.htm).

h Gabriel Rugalema,”HIV/AIDS and the commer-
cial agricultural sector in Kenya: impact, vulner-
ability, susceptibility and coping strategies:
summary of findings and recommendations”
(http://www.fao.org/sd/exdirect/exre0026.htm).

i |LO estimates that about 1 in 5 mining workers in
South Africa are infected with HIV (ILO, Action
against AIDS...). See also “Will AIDS kill Africa’s
economy?”, African Business, March 1998
(http://dialspace.dial.pipex.com/icpubs/ab/mar98,
absr0301.htm).
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Box III.3 (continued)

High prevalence rates, in this case, are defined as
8 per cent and above (M. Over, The Macroeconomic
Impact of AIDS in Sub-Saharan Africa
(Washington, D.C., World Bank, June 1992)).

L. Forgy and A. Mwanza, “The economic impact of
AIDS in Zambia”, abstract presented in R.
Loewenson and A. Whiteside, Social and
Economic Issues of HIV/AIDS in Southern Africa,
SAfAIDS QOccasional Papers Series No. 2, March
1997; and G. M. Baltazar and others, “AIDS in
Kenya: background, projections, impact and inter-
ventions”, June 1999 (http:www.arcc.or.ke/
nascop/1999.html).
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lence, the stronger the negative effects on per capita income growth. While AIDS has
been estimated to cost sub-Saharan African countries on average 0.15 per cent per year
of their per capita GDP growth during the period 1990-2025, for countries with high
prevalence rates, per capita growth can be lowered by 0.33 per cent per year.i This is a
considerable loss for countries that barely grew in per capita terms during the past few
years. Other studies indicate worse outcomes. For instance, Zambia's GDP would be 9
per cent lower by 2000 (4 per cent lower in per capita terms) when compared with a non-
AIDS baseline projection. In the case of Kenya, per capita GDP is projected to be 10 per
cent lower by 2005.k

The adverse long-term effects of HIV/AIDS on the economy are too complex to be
quantified. They will be large, however, and will be felt long after the disease has run its
course. The replacement costs of the cohort taken by the disease are formidable.
Additionally, human capital development is being seriously compromised in the region as
children are pulled out of school to help with domestic chores (and/or to save on school
fees), nutritional intakes decline, and assets are depleted to cover medical care and
funeral expenses. Skills are not being transmitted to the younger generation. The stock
of currently available human capital is quickly being depleted by the disease and cannot
be easily replaced. Meanwhile, opportunity costs are high as investment in physical
infrastructure and in productive activities is delayed or permanently curtailed, compro-
mising future growth even further and leading to a larger developmental gap between
sub-Saharan Africa and the rest of the world. Yet this need not be so. Comprehensive
policies need to be put in place and resources mobilized immediately to counteract the
spread and impact of HIV/AIDS. Strong political leadership, information campaigns and
prevention programmes are key elements. Experience elsewhere, as well as in the
region, with Uganda and Senegal being the successful cases so far, has demonstrated
that the spread of the disease can be contained.

slight improvements in domestic and foreign investment. South Africa’s econ-
omy—the largest in the region—regained its momentum after a sluggish per-
formance in 1998 and early 1999 caused by the turbulence of the Asian finan-
cial crisis. Capital flight, depletion of the country’s international reserves, cur-
rency depreciation, high domestic interest rates, and escalating inflation in the
first half of 1999 were halted and reversed as international investors regained
confidence in the economy in response to tight monetary and fiscal policies.
FDI and portfolio capital inflows increased. Exports were the main source of
growth in 1999, and the country recorded an overall surplus on current account
by the end of the second quarter.

Favourable weather and increased agricultural output were the most impor-
tant factors underlying growth in the majority of countries in 1999. Economic
activity related to agriculture in the services and manufacturing sectors also
improved somewhat as a result of the increase in agricultural output.
Agricultural output, however, declined in Ethiopia, Mauritius, Morocco,
Somalia and several other countries because of drought. In both Mauritius and
Morocco, as much as 30 per cent of agricultural production was lost to drought.
Somalia recorded its seventh consecutive year of poor harvests, which com-
bined with civil conflict led to a major food crisis in the south of the country.

Manufacturing output growth remained sluggish in many countries as a
result of low effective demand. Increased competition from lower-cost (and
often, higher-quality) imports also contributed to poor performance of the sec-
tor. In Nigeria, the capacity utilization remained very low at about 34 per cent
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owing to bottlenecks in production schedules caused by frequent power out-
ages and shortages of petroleum products. Similarly, fuel shortages were par-
ticularly acute in Zimbabwe, leading to decreased capacity utilization in the
manufacturing sector. In many countries, the lack of foreign exchange limited
imports of necessary raw materials, equipment, machinery and spare parts,
contributing to the poor performance in the manufacturing sector. Conversely,
manufacturing output in export-processing zones of Mauritius and, to a lesser
extent, Botswana, Madagascar and Namibia showed strong growth in 1999.

African manufacturing is expected to benefit from trade preferences given
by the United States with the approval of the Africa Growth and Opportunity
Act in November 1999. Kenya, Mauritius, South Africa, Zimbabwe and a few
other countries will benefit most from duty-free access to the United States for
exports of clothing, textiles and other manufactured goods.

Among the mineral-producing countries, increased demand for copper, gold
and diamonds benefited producers, although prices, which strengthened slight-
ly during the year from steep declines in 1998, still hovered, on average,
around their historic lows in 1999. In Zambia, delays in the privatization of the
Zambia Consolidated Copper Mines (ZCCM) lowered output in the mining sec-
tor, which accounts for 13 per cent of the country’s GDP, by 15 per cent. The
completion of the sale of 70 per cent of ZCCM'’s assets in January 2000, how-
ever, brings better prospects for Zambia’s copper-mining industry.

Macroeconomic policy in Africa has been largely influenced by commit-
ments of individual countries to targets, goals and implementation of policies
recommended by international financial institutions and donor countries.
Policies of countries under an IMF programme have emphasized tight mone-
tary and fiscal policies to achieve internal and external balances as well as
structural and institutional reforms to improve the investment climate and
encourage private sector growth. As of December 1999, 16 African countries
had programmes with IMF—under either the Enhanced Structural Adjustment
Facility (ESAF) or the Poverty Reduction and Growth Facility (PRGF), which
replaced the ESAF in November 1999 (see chap. II).

Economic reforms efforts were renewed with new Administrations in
Nigeria and South Africa. The new civilian Administration in Nigeria unveiled
a comprehensive set of policy proposals that emphasize a more prominent role
for the private sector in the economic development of the country. The imme-
diate concern of the new Government, however, has been the introduction of
reform policies aimed at combating corruption, waste and mismanagement in
the public sector, the armed forces and the oil industry. Meanwhile, in South
Africa the new Administration reconfirmed the Government’s commitment to
the Growth, Employment and Redistribution (GEAR) macroeconomic strategy,
which emphasizes improved employment creation and delivery of vital social
services to the poor through strong private-sector growth within a framework
of fiscal consolidation by the central Government. The GEAR strategy had
achieved some success in the previous administration in delivering social ser-
vices to the poor but fell far short of its employment-generating objectives. The
unemployment rate in the formal sectors of the economy remains at a dis-
turbingly high level, estimated at 34 per cent.?

Despite austerity efforts, the fiscal position of many African countries
remained fragile in 1999. Fiscal deficits persisted in most oil-exporting coun-

S ECONGOMIES @

Since the 1994 elections, job losses in the formal
sector of the economy have been estimated at
over 500,000 as a result of the reintegration of
the South African economy into world markets,
efficiency gains in mining and manufacturing
operations, and huge cutbacks in public-sector
employment. See Adam Habib and Vishnu
Padayachee, “Economic policy and policy rela-
tions in South Africa’s transition to democracy”,
World Development, vol. 28, No. 2 (2000), pp.
256-258
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9 UEMOA members are: Benin, Burkina Faso, Cote
d'Ivoire, Guinea-Bissau, Mali, the Niger, Senegal
and Togo

10 ECA, Economic Report on Africa 2000: The
Challenge  of  Poverty  Reduction  and
Sustainability, May 1999 (available on the ECA
web site at www.un.org/depts/eca/divis/espd
ecrep99.htm).

tries although some improvements were recorded. Algeria and Egypt main-
tained existing policies of fiscal restraint, while increased oil and gas revenues
and proceeds from privatization provided some room for increased expenditure
on social programmes. The Libyan Arab Jamahiriya, on the other hand,
embarked on an expansionary fiscal policy after the suspension of sanctions.
Increased government expenditures were concentrated on large-scale infra-
structure projects and the acquisition of a wide range of goods and services that
had been unobtainable while the sanctions were in effect.

For the oil-importing countries, continued budget deficits underline the
structural weakness of these countries where the tax base is very narrow and
tax collection inefficient. Integration efforts, in some cases, have led to lower
public revenues. For instance, the adoption of a common tariff structure by
members of the Union économique et monétaire ouest-africaine® (UEMOA)
(West African Economic and Monetary Union) translated into reduced customs
receipts and government revenues.

Consumer price inflation was largely subdued. The average rate of inflation
for the region as a whole in 1999 at 6.9 per cent was only marginally higher
than in 1998. Towards the end of 1999, inflation rates in oil-importing coun-
tries started to accelerate somewhat owing to the higher oil prices. Despite
overall stable and relatively low inflation in the region in 1999, a few countries
experienced double-digit inflation (Ghana, the Libyan Arab Jamahiriya,
Nigeria, the Sudan, the United Republic of Tanzania, Zambia and Zimbabwe)
owing to several factors including food shortages, currency depreciation and
increased money supply.

The economic outlook for the region in 2000 is positive. While growth is
expected to increase in 2000, it will remain below 7 per cent, the rate at which
sub-Saharan African economies need to grow, as estimated by the Economic
Commission for Africa (ECA), in order to halve poverty by 2015.1° In the short
term, growth is expected to accelerate in all oil-exporting countries, mainly
owing to increased oil production, continued firming of oil prices, and rising
FDI in the gas and oil sectors. Gabon is the exception to this trend, as oil out-
put is constrained by depleted oil reserves and exploration expenditures have
been severely curtailed. Most oil-importing economies are also set to expand.
Exports may well benefit from the economic recovery in EU, the region’s
largest market, which in turn will support growth. South Africa might give an
additional stimulus to Africa’s prospects as growth in that country is set to
accelerate, reflecting mainly the recovery of the Asian economies, the contin-
ued strength of the United States economy, and the general easing of domestic
monetary conditions.

Economic prospects for Africa continue, however, to be highly vulnerable to
weather conditions. Floods wreaked havoc in the southern African region in the
aftermath of two tropical storms in February 2000. Botswana, Madagascar,
Mozambique, Namibia, Zambia and Zimbabwe were all affected to some degree
by heavy rains and flood damage, which caused loss of lives, displacement of
large numbers of persons, and extensive damage to crops and infrastructure
throughout the region. Mozambique sustained the most crippling damage and,
as a result, the rate of growth of GDP is expected to decelerate in 2000.
Furthermore, drought continued to affect several areas in eastern Africa during
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the so-called “short-rain” season (November 1999-January 2000), compromis-
ing agricultural growth and leading to severe food shortages in the region.!

Imports are expected to rise. Increased costs of manufactured goods and
high fuel prices will consume a significant share of foreign exchange earnings.
The need for imports to cover losses in flood-damaged countries in southern
Africa and war-torn countries in other areas will further strain the countries’
import capacity. Both trade and current-account balances are projected to
remain in deficit, although in some oil-exporting countries external balances
will continue to improve.

East Asia: broadening the recovery

East Asia witnessed a remarkable recovery in 1999. The aggregate GDP of
the region (excluding China) grew by 5.8 per cent in 1999 after a contraction
of 4.6 per cent in 1998 (see table A.4). All Asian emerging market economies
that had fallen into recession during 1998 resumed growth during the first half
of 1999. Most other countries in the region, which had been less severely
affected by the crisis, performed relatively well. Economic growth in the region
will accelerate to about 6 per cent during 2000-2001 and become more broad-
based. While growth in the Republic of Korea will moderate, it will accelerate
elsewhere in the region, thereby reducing growth disparities across countries.
With the recovery of oil prices, growth will accelerate in Indonesia in 2000 but
its sustainability remains uncertain. Prospects for most other countries in the
region have also improved owing to the accommodative macroeconomic poli-
cy, the progress made in banking restructuring, improved fundamentals, and
the generally favourable external environment.

The recovery of the crisis-hit countries (Indonesia, Malaysia, the Republic
of Korea and Thailand) has been stronger than expected, except for Indonesia.
The timing and strength of the recovery varied across countries but the gap nar-
rowed over time. Indonesia, however, lagged behind other countries, because of
political uncertainties and problems in implementing its adjustment pro-
grammes. It resumed growth in the second quarter of 1999, mainly as a result
of increasing private consumption, but the recovery remained tepid.

The recovery of exports was a major factor underlying the resumption of
growth in Malaysia, the Republic of Korea and Thailand. Although the volume
of exports had started to grow in the second half of 1998, export revenues in
United States dollars began to rise only in the first half of 1999 and soared at
a double-digit pace in most crisis-hit countries during the second half of the
year. Exports were driven by the strong import demand from the major devel-
oped countries, as well as by the resumption of regional trade as domestic
demand picked up in these countries. The uptrend in the world electronics
industry cycle, which had started in the fourth quarter of 1998, combined with
year 2000 date conversion problem of computers (Y2K)-induced demand, was
also a significant factor. Rising exports in turn contributed to the upturn in
domestic production and investment, particularly in the manufacturing sector.
In Indonesia, however, the persistence of acute financing problems constrained
export growth.

The main thrusts for the upturn in domestic demand in the crisis-hit coun-
tries came from inventory adjustment and private consumption. Private con-
sumption began to pick up during 1999 in response to policy stimuli, rising

1"
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FAO/Global Information and Early Warning
System for Food and Agriculture (GIEWS), Africa
Report No 1, April 2000 (http://www.fao.org/
WAICENT/faoinfo/economic/giews/english/eaf

eaf0004/ AF00043.htm)
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When compared with the same period in 1998,
equipment investment in the Republic of Korea
increased by almost 12.9 per cent in the first
quarter of 1999 and expanded further by 37 per
cent in the second quarter.

income and wealth, and improved consumer confidence. Private investment, on
the other hand, remained weak owing to excess capacity, ongoing private sec-
tor restructuring, cautious bank lending, and weak business sentiment. In
Malaysia, the Republic of Korea and Thailand, however, machinery and equip-
ment investment in export-related industries began to increase.'? On the supply
side, growth of industrial output, particularly manufacturing, regained strength
in the second half of 1999 and led the recovery. Countries with a large export-
driven electronics sector experienced the largest output gains. The capacity uti-
lization rate reached 80 per cent in the Republic of Korea and Malaysia in late
1999, as compared with about 65 per cent at the height of the crisis. The con-
struction sector remained weak. The service sector, particularly telecommuni-
cations, trade and tourism, improved in most countries. In Indonesia, on the
other hand, industrial output was unstable and service output declined further,
while agricultural output recovered in the first half of 1999 as weather condi-
tions improved.

The rest of the region exhibited similar trends. An upturn in exports sup-
ported the recovery in 1999, while domestic demand, though strengthening,
reacted more slowly. Growth in Singapore accelerated towards the end of 1999,
led by exports of electronics and chemicals. In line with growing exports,
domestic demand (particularly private consumption) began to recover gradual-
ly. All major sectors, except construction, registered positive growth, with the
manufacturing sector providing the major impetus for recovery. In the
Philippines, as in Indonesia, agricultural output recovered with the return of
normal weather and led the recovery in 1999. Growth in manufacturing output,
however, has been modest, largely because of lacklustre private demand.
Domestic demand gradually recovered in Hong Kong Special Administrative
Region (SAR) of China as labour-market conditions stabilized and equity mar-
kets rebounded. The economy of Taiwan Province of China remained strong
despite damage from the September 1999 earthquake, thanks to surging exports
of personal computers and semiconductors as well as reconstruction efforts.
Though industrial output was robust, overall domestic demand was weak,
owing partly to political uncertainties before the elections and the freeze of
civil servants’ wages after the earthquake.

Domestic demand will play an increasing role in 2000. Private consumption,
supported by rising real disposable income and wealth, and the recovery of
consumer confidence, will gain further momentum and assume a major role as
the inventory cycle fades. Increased domestic demand in turn will set off
favourable multiplier effects through trade in goods and services, thus support-
ing output growth in both industry and service sectors. Imports are expected to
grow faster than exports and will narrow current-account surpluses in many
economies. Rising investor confidence will result in an increase in foreign cap-
ital inflows that will be supportive of imports and investment.

On the supply side, the recovery will continue to be led in 2000 by the
strong upswing in manufacturing sectors, thanks to sustained external demand
and the continuing uptrend in the global electronics cycle, as well as rising
local demand and restocking. However, heavy reliance of these economies on
narrow lines of products, especially in fuelling their exports, makes them vul-
nerable to the global industry cycle.
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Crisis-hit countries had adjusted to the earlier massive withdrawal of private
foreign finance by sharply curtailing imports. This was reversed rapidly in
1999, along with the easing of balance-of-payments constraints in these coun-
tries. Import bills measured in United States dollars increased in most countries
as domestic demand picked up, depleted raw materials were replenished, and
oil prices surged. As a result, current-account surpluses narrowed in some of
these countries but remained sizeable. As investor confidence towards some
countries improved, net foreign capital inflows, particularly for mergers and
acquisitions (M&A), increased markedly.”® This, combined with the current-
account surplus, contributed to a further build-up of foreign reserves. In the
Republic of Korea, for instance, the level of foreign exchange reserves exceed-
ed $80 billion in March 2000, compared with $8.9 billion at the end of 1997.

Reflecting the recovery in production and/or job creation programmes, the
unemployment rate fell in most countries in 1999. In crisis-hit countries, how-
ever, unemployment rates are still well above the pre-crisis levels as lay-offs
from the ongoing corporate restructuring continue. In the Republic of Korea,
the seasonally adjusted unemployment rate fell from the peak of 7.6 per cent in
February 1999 to 4.4 per cent in February 2000. In Indonesia, on the other
hand, unemployment increased further in 1999. In Hong Kong SAR, in the
third quarter of 1999 the unemployment rate reached 6.5 per cent, a figure
which is well above the levels recorded before the crisis (about 2.5 per cent).

Inflation in most countries of the region continued to fall sharply through
mid-1999 from the peak in 1998, despite higher oil prices and rising demand
(see table A.10). Such an outcome reflects excess capacity, competitive pres-
sures and, in a number of countries, improved agricultural production and cur-
rency appreciation. In 2000, inflation is expected to rise moderately in most
countries owing to the lagged effects of expansionary policies and higher com-
modity prices, as well as rising capacity utilization and wages.

Macroeconomic policies in most emerging market economies of the region
remained expansionary in 1999 and fiscal stimulus, together with low interest
rates, was a major contributing factor in the recovery. The strengthened
exchange rates and lower inflation allowed these countries to cut interest rates
and reduce reserve requirements in 1999. In many countries, interest rates fell
below pre-crisis levels, Indonesia being an exception.

Despite lower interest rates, credit conditions remain tight, as banks’ lend-
ing, although somewhat eased in a number of countries, has not returned to the
normal levels yet owing to the new prudential rules and the weak asset base. In
2000, monetary policy is expected to remain accommodative in most countries
of the region. A possible exception is the Republic of Korea, where monetary
policy may be tightened in the second half of the year if inflation accelerates.
Rising inflows of foreign portfolio capital and the appreciation of the won rel-
ative to the yen represent a policy challenge for the monetary authorities of the
Republic of Korea.

Expansionary fiscal policy has played a key role in reviving domestic
demand in these countries through the multiplier effect and, in the case of cri-
sis-hit countries, in facilitating structural adjustment. This resulted in large fis-
cal deficits in most countries of the region (see table III.2). However, fiscal
consolidation in most crisis-hit countries is not expected in 2000 in view of
their need to sustain growth momentum, to continue with restructuring or to
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13 This is particularly the case for the Republic of
Korea and, to a lesser extent, for Thailand.
Indonesia, however, did not share this trend.
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Source: Asian Development Bank, Asian Development
Outlook 2000.

Table IIl.2.
FISCAL BALANCES OF SELECTED ASIAN COUNTRIES, 1996-1999

Percentage of GDP

1996 1997 1998 1999
Indonesia 0.2 0.0 -3.7 2.3
Malaysia 0.7 2.6 -15 -3.8
Republic of Korea 0.3 -15 4.2 2.9
Thailand 24 09 -3.4 -3.0

finance social programmes. However, as the recovery widens, an increasing
number of countries will begin to shift policy towards a more neutral stance so
as to address large public debts and/or to avoid overheating their economies.
The Government of the Republic of Korea, for instance, has already planned to
address its fiscal imbalance in 2000. Other countries began to make their fiscal
policy more neutral in order to tackle the deficit. The Philippines and
Singapore are cases in point. The trend, however, is not uniform across the
region. In Taiwan Province of China, for instance, the government budget will
remain expansionary in 2000 owing to infrastructure