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Events in the last year have shown how quickly the pace of econom-
ic growth can turn around in a few countries and then, through trade
and financial linkages, affect the economic prospects of large parts of
the world economy.

The economic slowdown in the United States since early 2001 has
been much more pronounced and widespread than most analysts expect-
ed. And it has radiated out to a large number of countries, both devel-
oped and developing, in particular those that rely heavily on the export
of high-technology products.

Indeed, the World Economic and Social Survey 2001 shows that
just as the benefits of globalization can be spread widely and quickly
when the business cycle is on the upswing, so the transmission of
adverse shocks can be very rapid, dramatically altering, in a very short
time, the outlook for sustainable growth throughout the world economy.

Part 11 of the Survey examines the question of vulnerability. Some
countries feel that their economic fortunes are hostage to the interplay
of impersonal market forces. Some are frequent victims of natural dis-
asters, such as floods and earthquakes. Many others, such as landlocked
nations or countries with economies in transition, face more specific
obstacles to full engagement in world financial and trade relations. But
whatever the reason for their vulnerability, the danger is all too real
that their development efforts will be significantly set back.

The poor and vulnerable of our world must not be relegated to the
margins or made to suffer from the risk-taking of others. The United
Nations and its specialized agencies are continuing their efforts to
ensure that globalization works for all people. The World Economic
and Social Survey 2001 suggests that this and other important devel-
opment goals will be met only with greater global solidarity. I heartily
endorse that conclusion and commend to the widest possible readership
the analysis and information presented in this volume.

- -

KOFI A. ANNAN

Secretary-General
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Part one of the present edition of the World Economic and Social Survey
chronicles how the very positive developments in output and international
trade, with reasonably buoyant levels of international finance for emerging
markets for the first half of 2000, turned into retrenchment. The ongoing down-
turn in the business cycle in developed countries has been unusual in a number
of respects, when contrasted with previous downturns in the post-war period. It
has arrived at a time of a protracted upturn with, towards the end, still sizeable
productivity gains with low inflation and low levels of unemployment particu-
larly in North America and to some degree in Western Europe as well. The sub-
stantial slowdown in levels of economic activity in the world’s major
economies, which threatens to continue well into the second part of 2001, has
been dragging growth prospects of many developing countries and economies
in transition.

The slowdown in the pace of economic activity in major developed
economies, largely on account of excess investments and product inventories in
manufacturing, has shrunk their import demand, thus compressing the oppor-
tunities for export from developing countries and economies in transition. The
pace of growth in world trade in 2001 is expected to be less than half that
recorded in 2000, with at best a slight improvement anticipated for 2002.

The initial downturn has been concentrated in information and communica-
tion technologies (ICT) product-related sectors, gradually spreading into user
sectors as well. This has been exerting particularly pronounced effects on devel-
oping countries with a significant presence in markets for ICT products and ser-
vices. The impact on countries in East Asia is especially pronounced. The down-
turn has worsened conditions in financial markets, making foreign investors
more cautious than they were once the recovery from the 1997-1998 crises had
got under way. This has restricted the ability of many developing countries and
economies in transition to finance their imports and, indeed, their broader devel-
opment needs. This factor has affected a number of economies, particularly in
Latin America. Most African countries are less affected by the ongoing adjust-
ments in the world economy, though they remain vulnerable to downturns in
commodity prices, which might be pronounced if the current adjustments were
to take longer and spread further than currently appears on the horizon. Oil-
exporting countries continue to benefit from high oil prices, though the reduc-
tion in export volumes is weakening the stimulus these countries received dur-
ing the strong performances of 1999-2000. As the Western European economy
weakens so does the outlook for most economies in transition.

Since early 2001, monetary policy has been loosened in virtually all devel-
oped countries, in some cases by an appreciable margin. Its impact on invest-
ment and consumption behaviour has so far been constrained, however, given
the nature of the ongoing business cycle. Financial markets remain jittery and
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real interest rates, particularly at the longer end of the maturity spectrum, have
remained high.

Looking ahead, the short-term outlook is for the present downturn to be
modest, that is to say, there will be no recession in any major economy—except
perhaps Japan, but for its very own adjustment circumstances. Once excess
investments will have been written off and inventories worked down, a recov-
ery is expected to get under way, perhaps towards the end of the year, going
into 2002. The economic recovery should, once again, result in significant out-
put growth, though a strong upturn in real trade volumes is likely to take some-
what longer to materialize.

However, given the imbalances in the world economy, inter alia, in trade and
current accounts, and the related tasks confronting policy makers throughout
the world, significant downside risks remain. The economic outlook is there-
fore for prudence, caution and alertness, rather than for a great deal of opti-
mism or unwarranted pessimism.

In recent years, part two of the Survey has examined an aspect of globaliza-
tion. This will be a major unifying theme of our Department’s work in the years
ahead. This year we have sought to examine the relationship between vulnera-
bility and globalization. Many individuals in different countries are vulnerable
to the effects of an economic downturn and certain countries, especially small
island economies, are vulnerable to the economic disruption caused by envi-
ronmental and ecological factors such as flooding, hurricanes and drought.
Part two of the Survey looks at some examples of vulnerability in the context
of globalization, with the discussions focusing on: how the liberalization of
financial markets can bring benefits to individual countries, but only if a prop-
er regulatory framework has been put in place beforehand; how trade shocks
can be absorbed and whether their possibility reduces the potential gains from
trade; how three small landlocked transition economies survived the shocks
arising from the collapse of the centrally planned system; and how a country
can cope with a recurrent and, to some extent predictable, natural disaster—
flooding. The insights from these chapters should help the international com-
munity as it confronts the issues of vulnerability and globalization. I would
particularly like to thank Professor Jagdish Bhagwati, who is the Department’s
adviser on globalization, for his intellectual guidance of this work.

‘\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 2001 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:

ACC Administrative Committee on Coordination
ACIS Advanced Cargo Information System (UNCTAD)
AIDS acquired immunodeficiency syndrome

ASEAN Association of Southeast Asian Nations
ASYCUDA  Automated System for Customs Data (UNCTAD)

BIS Bank for International Settlements (Basel)
bpd barrels per day

bps basis paints

BSEC Black Sea Economic Cooperation

BSFF Buffer Stock Financing Facility (IMF)

N

D S 0 C

CAC
CAEC
CCFF

CCL

CET

CFA

CFF

c.if.

CIS

CMEA
COMTRADE
CPI

CRED

DAC
DRAM
EAP
EBRD
ECA
ECB
ECE
ECLAC

ECM

ECO
ECOWAS
EFF

EMU
ENSO
EPZ
ESAF

EU
EURIBOR
FAO

FDI
f.0.h.
FTAA
GATT
GDP

A L S URV EY 2 0 0 1

collective action clause
Central Asian Economic Community
Compensatory and Contingency Financing
Facility (IMF)
Contingent Credit Line (IMF)
common external tariff
Communauté financiere africaine
Compensatory Financing Facility (IMF)
cost, insurance and freight
Commonwealth of Independent States
Council for Mutual Economic Assistance
United Nations External Trade Statistics Database
consumer price index
Centre for Research on the Epidemiology
of Disasters (Belgium)
Development Assistance Committee (of OECD)
dynamic random-access memory
Enhanced Access Policy (IMF)
European Bank for Reconstruction and Development
Economic Commission for Africa
European Central Bank
Economic Commission for Europe
Economic Commission for Latin America
and the Caribbean
External Contingency Mechanism (IMF)
Economic Cooperation Organization
Economic Community of West African States
Extended Fund Facility (IMF)
European Economic and Monetary Union
El Nifio/Southern Oscillation
export-processing zone
Enhanced Structural Adjustment Facility (IMF)
European Union
Euro Interbank Offered Rate
Food and Agriculture Organization of the
United Nations
foreign direct investment
free on board
Free Trade Area of the Americas
General Agreement on Tariffs and Trade
gross domestic product



GIEWS

GNP
GSP
GST
GUUAM

GWP
HICP
HIPC
HIV

ICP

ICT

IDA
IEA

IFC

ILO

IMF
INTRASTAT
IPCC
IPO
ISDR
M&A
mdu
MERCOSUR
MFN
NAFTA
Nasdaq

NBER
NCAR

NMP
NPL
NTBs
0DA
OECD

OFDA
OPEC

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

gross national product

Generalized System of Preferences

goods and services tax

alignment of Georgia, Ukraine, Uzbekistan,
Azerbaijan and Republic of Moldova

gross world product

Harmonized Index of Consumer Prices

heavily indebted poor countries

human immunodeficiency virus

International Comparison Project

information and communication technologies

International Development Association

International Energy Agency

International Finance Corporation (World Bank)

International Labour Organization

International Monetary Fund

system of data collection for intra-EU trade

Intergovernmental Panel on Climate Change

initial public offering

International Strategy for Disaster Reduction

mergers and acquisitions

million dozen units

Southern Cone Common Market

most-favoured nation

North American Free Trade Agreement

National Assaciation of Securities Dealers
Automated Quotations System

National Bureau of Economic Research
(Cambridge, Massachusetts)

National Center for Atmospheric Research
(Boulder, Colorado)

net material product

non-performing loan

non-tariff barriers to trade

official development assistance

Organisation for Economic Cooperation
and Development

Office of United States Foreign Disaster Assistance

Organization of the Petroleum Exporting Countries

pb

ppp

PRGF
Project LINK

PRSCs
PRSP

QOR

SAF
SDRs
SEZ

SFF
SITC
SMEs
SOE

SRF

STD

STF

TNC
TRACECA
UNCTAD

UNDP
UN/DESA

UNEP
UNFPA
UNICEF
UNU
VAT
VER
WAEMU
WFP
WHO
WIDER

WMO

per barrel

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 Support Credits (World Bank)

Poverty Reduction Strategy Paper (IMF and
World Bank)

quantitative restriction

Structural Adjustment Facility (IMF)

special drawing rights (IMF)

special economic zone

Supplementary Financing Facility (IMF)

Standard International Trade Classification

small and medium-sized enterprises

State-owned enterprise

Supplemental Reserve Facility (IMF)

sexually transmitted disease

Systemic Transformation Facility (IMF)

transnational corporation

Transcaucasus transportation corridor

United Nations Conference on Trade
and Development

United Nations Development Programme

Department of Economic and Sacial Affairs of the
United Nations Secretariat

United Nations Environment Programme
United Nations Population Fund

United Nations Children's Fund

United Nations University

value-added tax

voluntary export restraint

West African Economic and Monetary Union
World Food Programme

World Health Organization

World Institute for Development
Economics Research

World Meteorological Organization
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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 Jamahariya, 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), Irag, 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 Democratic
Republic, Lesotho, Liberia, Madagascar, Malawi, Maldives,
Mali, Mauritania, Mozambique, Myanmar, Nepal, Niger,
Rwanda, Samoa, Sao Tome and Principe, Senegal, 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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With recovery from the 1997-1998 international financial crises still
incomplete, the world economy is experiencing another setback in the form
of a significant decline in the growth of global output and trade. While the
previous global economic slowdown was set off by financial turmoil in
some developing countries and economies in transition, this one started
with a retrenchment in economic activity in the developed economies, par-
ticularly the United States of America, during the second half of 2000. The
slowdown, which initially emerged in only a few economies, has since
broadened and intensified. Although the spillover effects to and among
developing countries and economies in transition have so far been less than
the contagion witnessed during the 1997-1998 crises, the short-term
growth of these countries, as well as their longer-term development, is
already being adversely affected.

Earlier forecasts pointed to a slowdown in global economic growth for
the second half of 2000, but the rapidity, breadth and depth of the declines
had not been envisaged. From over 4 per cent in 2000, the growth of gross
world product (GWP) is expected to slow to about 2V per cent in 2001 (see
table 1.1), in contrast to the 3V per cent that was forecast in the previous
United Nations assessment of the economic situation in the world econo-
my." The expansion of international trade is also expected to decelerate, to
5V per cent in 2001 from about 12 per cent in 2000. Only a slight improve-
ment is anticipated for 2002, with the growth of GWP at about 3 per cent
and of world trade at some 6% per cent.

While there are a number of further downside risks, the probability of
a global recession is not considered to be high. The policy responses in
major developed economies since the beginning of 2001, including reduc-
tions in interest rates and fiscal stimuli, have produced cautious optimism
that the slowdown in global growth will end by late 2001. Moreover, since
inflation worldwide is benign, and the fiscal position in many major
economies has been improved, there is room for further policy stimulus if
the situation deteriorates more than anticipated. In addition to arresting
the growing spillovers from the slowdown as promptly as possible, policy
makers also have to address the risks posed by the large external imbal-
ances among nations that have accumulated over the past decade. More
generally, there remains a need for further reform of the global trading
system and the international financial architecture in order to facilitate
development by securing less volatile and more balanced world economic
growth in the long run.
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GROWTH OF WORLD OUTPUT AND TRADE, 1992-2002

Annual percentage change

1992 1993 1994 1995 1996 1997 1998 1999 | 2000= | 2001> | 20020
World outpute 1.8 14 3.0 2.7 32 35 22 29 41 24 3
of which:
Developed economies 1.7 0.9 2.8 2.3 2.7 3.0 2.5 28 3.6 1.9 2%
Economies in transition -11.8 6.7 -1.2 -0.6 0.1 22 -0.7 3.0 6.1 36 4
Developing economies 48 5.2 5.6 5.0 5.7 5.4 1.6 35 5.7 4.1 5
World trade 5.7 46 105 8.6 55 9.2 33 5.2 12.3 5.5 6/
Memorandum items:
World
Number of countries with rising
per capita output 74 68 100 110 122 122 104 102 123 127
Number of countries in sample 140 145 145 145 145 145 145 145 145 145
Developing economies
Number of countries with rising
per capita output 57 54 65 73 81 71 62 58 73 79
Number of countries in sample 95 95 95 95 95 95 95 95 95 95
World output growth with
PPP-based weightstd 2.1 1.9 39 35 39 41 26 3.3 47 3.0

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

Note: Two dots (..) indicate that data are not available.

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

in 1995 prices and exchange rates.

4 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.

EVOLUTION OF THE CURRENT ECONOMIC SLOWDOWN

The current weakness of the world economy stems from several interrelated
developments in the past year; these factors will also be the main determinants
of global economic growth in the short term.

The cycle of monetary policy

The slowdown was triggered by escalating monetary tightening in major
developed economies, particularly the United States. In the late 1990s, the
economy of the United States was growing at a pace that policy makers per-
ceived to be unsustainable, as indicated by an increasingly tight labour mar-
ket, growing external deficits, negative household savings, and high levels of
private sector debt. It was widely feared that, if left unattended, these pres-
sures would result in an acceleration in inflation, followed by a rapid deceler-
ation in growth. In mid-1999, the United States Federal Reserve began to



tighten monetary policy with the aim of moderating demand in order to pre-
empt a resurgence of inflation and engineer a “soft landing”. Central banks in
most other developed economies followed the same course and, globally,
interest rates were raised by 150 to 200 basis points (bps) within a year.
Monetary policy in most developed economies maintained this stance until at
least the end of 2000 and in the euro zone, until May 2001.

As more signs of a sharper-than-desired slowdown emerged in the beginning
of 2001, many developed countries started to ease monetary policy by reducing
policy interest rates. As with the earlier tightening, the Federal Reserve led this
adjustment, with five cuts in interest rates, totalling 250 bps, in the first five
months of the year. The ongoing monetary easing in more and more developed
economies should moderate the slowdown in the global economy. However, the
lag between a reduction in interest rates and its effects on the economy is nor-
mally at least six months, suggesting that a recovery is unlikely to occur before
the second half of 2001.

The collapse in global equity markets

The majority of world equity markets registered substantial losses in 2000 and
during the first quarter of 2001. By March 2001, the United States National
Association of Securities Dealers Automated Quotations System (Nasdaq)
index, which is heavily weighted by technology shares, had fallen by more
than 65 per cent from its peak a year earlier. The downturn also spread to
broader United States stock indices, to most other developed country stock
markets and to many smaller equity markets, with many Asian emerging mar-
ket countries suffering the most.

The declining values in global equity markets had an adverse impact on con-
sumer and investment sentiment, leading to reduced consumption and corpo-
rate investment. There had previously been fears of a large correction in equi-
ty prices and its consequences, particularly in the United States where equity
prices had risen rapidly for a number of years. The nature and magnitude of the
negative wealth effect on consumers and the adverse consequences for business
investment since mid-2000 have been similar to earlier simulations of the con-
sequences of a collapse of major equity markets for world economic growth.2
The deceleration in business investment in the United States has, however, been
even sharper than the magnitudes earlier simulated.

The collapse in the value of technology stocks has also reduced the avail-
ability of funding for business investment, in particular initial public offerings
(IPOs) for technology companies. The supply of venture capital funds for start-
up companies has contracted rapidly, in part because the decline in equity val-
ues has inhibited the recycling of funds, but also because investors have
become more risk-averse.

Strains have also built up in other financial markets. Corporate borrowing
tightened in the second half of 2000, as yield spreads in bond markets rose and
banks raised their standards for business loans, particularly in the United
States. Yield spreads for external borrowing by developing countries also
widened markedly. International bond issuances by major developing countries
and economies in transition faltered in the last quarter of 2000, falling to their
lowest level since the 1995 crisis in Mexico. However, this was largely because

2

See, for example, World Economic and Social
Survey, 1999 (United Nations publication, Sales
No. E.99.11.C.1), box 1.2
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of the economic and political turmoil in Argentina and Turkey. For other devel-
oping countries, the financial “contagion” effects have been limited, largely
because many of these borrowers are perceived by lenders as being less risky
than previously, having reduced their short-term external debt and expanded
their foreign exchange reserves since the 1997-1998 crisis. The more flexible
exchange-rate regimes adopted over the past two years by many of these
economies have also made them less vulnerable to speculative attacks.

Consolidation in the technology sector

For the United States and many other developed economies, investment in
the information and communication technologies (ICT) sector grew at 30-40
per cent annually in the late 1990s and was the driving force for their strong
overall economic performance. Particularly through trade, it was also the
major impetus for economic recovery in several developing countries and
economies in transition. In the United States, the economy-wide diffusion of
ICT contributed to a rise in productivity growth; in other developed
economies, the effect to date has been less because their ICT-investment
surge started later.

The ICT revolution appears to be in a period of consolidation. The develop-
ment of new applications for existing technologies has lagged the pace of ICT
capacity-building in recent years and a number of ICT-based businesses have
failed to meet original high expectations. For example, many e-retailing busi-
nesses either have gone out of business, are on the brink of bankruptcy or are
struggling for survival. As a result, investment spending on ICT in the United
States was almost flat in late 2000 and early 2001.

However, some analysts argue that the slow development of new ICT appli-
cations, especially for consumers, and the unsatisfactory e-business results
were due to inadequate investment in some dimensions of ICT: in particular,
the lack of bandwidth, or speed of telecommunications over networks, has been
seen as a bottleneck that is curbing new applications for consumers and busi-
nesses. The technology for broadband transmission is available, but it needs to
be built into the infrastructure; this requires more investment spending than
most telecommunication service providers can currently mobilize because of
their debt from heavy investment spending over the past decade.

ICT will continue to be a driving force for the global economy in the medi-
um to long run, but the duration of the current adjustment and consolidation in
the ICT sector in major developed economies is unknown. The advent of the
ICT-based “new economy” does not imply that the behaviour of investment in
ICT differs from the pro-cyclical nature of business investment in general and
therefore does not imply that the business cycle is extinct.

New features of the business cycle

For the past few decades, recessions in the United States were consistently
preceded by a surge in inflation as imbalances built up during the upswing led
to price pressures. The current slowdown in the United States was not preced-
ed by a major increase in prices because inflation was muted by productivity
growth, generally declining prices for most commodities other than oil, the
strengthening of the dollar and the growing trade deficit.



At the same time, some analysts believe that the advent of the “new econo-
my” has reduced the links among growth, inflation and the policy response that
characterized previous business cycles. This is because the “new economy” has
been fostered by the dynamics of corporate profit, the availability of credit, and
investment spending, making these factors the key determinants of the new busi-
ness cycle. During the boom period until the first half of 2000, corporate prof-
its in the United States grew on average at a double-digit annual pace, invest-
ment finance was readily available on good terms and business confidence was
high. A number of years of rapid growth in new technology sectors prompted a
widespread belief that the trend could continue and the number of investors and
the quantity of investment in these sectors grew very rapidly.

Correspondingly, the factors behind the slowdown were the interrelated
decline in corporate profits, the tightening of credit conditions, and the
decrease in investment spending. As a result of the excessive, or imbalanced,
investment in the leading sectors, expected profits failed to materialize. The
tightening of monetary policy (as a result of fears of overheating and in an
effort to curb asset inflation) and the collapse in equity prices caused credit
conditions to deteriorate. This combination of factors, rather than an accelera-
tion in core inflation, caused business confidence to decline and brought the
investment boom to an end, precipitating the slowdown.

The recent experience suggests that the shift from “boom” to “bust” may be
much faster in the present environment than in the conventional cycle. Firms
may take aggressive actions to restore profits by reducing labour inputs, trim-
ming inventories and cutting capital spending, causing other firms and eco-
nomic agents to lower their expectations about future earnings. Fragile stock
markets are also likely to decline further in response to the worsening earnings’
projections, causing a broader deterioration in consumer and business senti-
ment and tightening conditions in credit markets. The initial slowdown in man-
ufacturing (a “supply” shock) is thus magnified and spread to both consumer
and business spending, becoming a “demand” shock that exacerbates the initial
slowdown.

At the same time, the prevailing tight labour market in the United States and
improved inventory controls in manufacturing may cause the duration of the
slowdown to be shorter than in previous cycles. Because of the costs of re-hir-
ing, employers may opt in the first instance for reduced working hours rather
than outright lay-offs if they expect the downturn to be short-lived. Similarly,
with the exception of the excesses associated with the technology bubble, the
application of new technologies probably means that inventories are smaller
than in earlier cycles, especially in manufacturing. Both features suggest that
the duration of the downturn will be shorter than usual.

Looking further ahead, however, the recovery may not be as rapid as the
downturn because, once lost, business confidence may not improve as quickly
as it deteriorated. This is partly because it is likely to take some time to adjust
to the excess capacity that has been created by the high rate of investment in
the technology sectors. On the other hand, this excess investment has been con-
centrated in only a few sectors and investment by “old economy” firms should
continue to respond in the conventional manner.

Some analysts have questioned the effectiveness of monetary policy in these
circumstances. Reductions in interest rates and the consequential easing in
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credit conditions are unlikely to have an impact on investment in the technolo-
gy sectors until perceptions about future profits have improved, although they
may have some beneficial effects on investment in other sectors and should
also bolster consumption expenditure. At the same time, the consequences of
lower nominal interest rates in a period of low and stable inflation may differ
from the pattern followed when inflation was high and volatile. In the latter cir-
cumstances, changes in monetary policy have a direct effect on inflation and
inflationary expectations and therefore on the real interest rate and the level of
investment. In an environment of low and stable inflation, monetary policy is
less important as a determinant of the real interest rate and may have less
impact on business and consumer confidence. In either event, its effectiveness
as a policy instrument would be reduced.

The virtuous circles that characterized the transmission mechanisms both
within and between the real and financial sectors during the upswing phase of
the “new economy” are now better understood. However, there is less clarity
about these interactions—and particularly the lags involved—during a down-
turn. The rapid downturn is widely expected to be short-lived and followed by
a commensurately speedy recovery, but the possibilities of either a more
extended or a deeper slowdown or a slower recovery cannot be ruled out (see
below). Moreover, just as elements of the “old economy” continue to coexist
with the “new economy”, so elements of the old business cycle will comple-
ment the features that characterize the new cycle. It is this intersection of the
old and the new that gives rise to the unusual degree of uncertainty about short-
term prospects and complicates the task of policy makers.

The role of higher oil prices

Since early 2000, prices of oil have been higher than for several years and
these increased prices have been gradually feeding into the world economy by
lowering consumer welfare in oil-importing countries and reducing the profits
of non-oil sectors. In September 2000, the price of oil reached nearly 40 dol-
lars per barrel (pb), its highest level in a decade. Every sharp rise in oil prices
since the early 1970s (such as in 1973-1974, 1979-1980 and 1990-1991) that
was sustained for a period of 6 to 12 months has triggered a significant slow-
down in growth, or even a recession, in many developed economies because of
the sudden downward shift in consumer and business sentiment. This may be a
factor in the present slowdown and, on this occasion, may be more widespread
because of the higher oil-intensity of output in developing countries and
economies in transition.

Although oil prices have softened since the beginning of 2001, two cuts in
production quotas by the Organization of the Petroleum Exporting Countries
(OPEC) in early 2001 reduced the likelihood of a substantial fall in oil prices,
something that otherwise might have provided support to global economic
growth.

Deceleration in crisis-affected economies

Even without the above factors, global growth was expected to decelerate in
2001 because a moderation in growth was anticipated for many developing
countries and economies in transition that were recovering from the financial



crises of 1997-1998. In particular, the double-digit annual rate of growth
achieved by many of the crisis-affected countries between 1999 and mid-2000
was not expected to be sustained. Reflationary policies were not expected to
be continued and the strong impetus from external demand since early 1999
was forecast to diminish. Policy makers and observers hoped that the deceler-
ation in growth could be stabilized at a sustainable rate.

The slowdown in the major developed economies since late 2000 has, how-
ever, exacerbated the slowdown in these economies. Many of them remain frag-
ile: domestic recovery is not on firm ground, post-crisis financial restructuring
has proceeded slowly, and the corporate sector is still overly indebted.
Although less vulnerable to external financial shocks than a few years ago,
many developing countries and economies in transition remain subject to exter-
nal demand shocks when their exports have to compete in markets of major
developed economies that are undergoing a substantial slowdown.

Other factors

In addition to the above, other, more regional and local, factors have exerted
adverse effects on some economies. Several countries have suffered from
severe earthquakes and droughts. Escalated military conflicts and political tur-
moil in some regions and within some countries have substantially impeded
economic activity and reduced incomes for the countries involved. The out-
break at epidemic levels of bovine spongiform encephalopathy (informally
known as mad cow disease) and that of foot-and-mouth disease in Western
Europe have been sizeable supply-shocks for some economies and continue to
pose a threat for international trade and tourism. Finally, the energy shortages
that have developed in Brazil and in California, an economically important
region of the United States, may have a measurable negative impact on growth
in those countries.

PROSPECTS FOR THE GLOBAL ECONOMY

The short-term outlook for the global economy depends to a large extent on
the path of the recovery in the developed countries, most particularly the
United States. It also depends on the consequent developments in international
markets and on the ability of developing countries and economies in transition
to absorb the resulting negative external shocks. The vulnerability of these
economies to the weaker external conditions depends not only on how closely
they are linked to the major economies, but also on the robustness of their
domestic economic structures and the soundness of their economic policies.
Many developing countries and economies in transition adjusted their policies
in the first half of 2001 to strengthen domestic demand and this should miti-
gate the adverse external impulses to some extent.

The international economic environment

Along with the downturn in the growth of global output, the international eco-
nomic environment has deteriorated since late 2000, particularly for many
developing countries and economies in transition. The main features of the
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worsening in international economic conditions, however, differ from those
during the 1997-1998 international financial crises.

The degeneration of the international economic environment for many
developing countries and economies in transition in 1997-1998 was character-
ized by a sudden and contagious outflow of foreign capital, placing these
economies in a balance-of-payments liquidity crisis. These countries initially
faced mainly an external financial shock; the other negative developments—
such as slower growth of international trade, lower commodity prices, devalued
currencies, and worsened terms of trade—were a fallout from the initial finan-
cial shock.

In contrast, the most important element in this slowdown has been the exter-
nal shock to real demand as a result of the sharp deceleration in international
trade led largely by the retrenchment in the import demand of the United
States. International trade, rather than international financial flows, has been
the main channel transmitting the slowdown in the United States to the rest of
the world. While there has also been some impact through other international
linkages, such as stagnating private capital flows, rising risk premiums on
external financing for some developing countries, and softening commodity
prices, the magnitude and scope of these effects have been much less than in
the previous global slowdown. The highly correlated simultaneous sell-off in
equity markets worldwide during 2000 and early 2001, however, was more
severe than in 1997-1998.

In the near-term outlook, the growth of international trade is expected to
decline sharply. The import demand of the United States, which had grown at
a double-digit pace for the past few years and served as a driving force for the
recovery of many developing countries from the 1997-1998 crises, registered a
significant decline in the first quarter of 2001. As a result, many economies that
have close trade connections to the United States, such as those in the Americas
and South-East Asia, face a slowdown in their export demand.

Weakening world demand has led to lower prices for many primary com-
modities. Although a replay of the sharp deflation in the prices of almost all
commodities during the 1997-1998 crises is not likely, the prices of many non-
fuel commodities, particularly agricultural products, are still lower than before
the Asian crisis. Commodity-exporting developing countries face the problems
of both a downward trend in commodity prices in the long run and high volatil-
ity in the short run. Many small, low-income economies face not only the prob-
lem of mitigating the short-run volatility in international commodity markets
but also the challenge of diversifying their product mix in a period of increas-
ingly specialized global production.

In addition to the deterioration in the international trading environment,
the large trade imbalances across major countries, especially the large trade
and current-account deficits of the United States, pose a challenge for policy
makers. Over the past decade, unbalanced growth among the world’s major
economies has led to a continuous increase in these external deficits, which
reached about $450 billion, or 4.5 per cent of the United States gross domes-
tic product (GDP), in 2000. Despite the decline in import demand of the
United States since mid-2000, these deficits are expected to remain high. An
abrupt reversal of these deficits would have major deflationary consequences
for the world economy and would involve substantial changes in the



exchange rates among major currencies (see the last section of the present
chapter and box I.1).

Instability in exchange rates has increased since late 2000, with many cur-
rencies depreciating against the United States dollar. However, the scale of
these devaluations has been less than during the previous round of crises.
Among the major currencies, the United States dollar has once again appreci-
ated markedly vis-a-vis the Japanese yen and the euro, in spite of the slowdown
in the United States economy, its lower interest rates, and its large trade deficit.
As indicated above, the short-term prospects for the world economy are criti-
cally dependent on how and when the dollar will reverse its trend of apprecia-
tion and the reduction in its external deficits will finally begin.

For many developing countries and economies in transition, the trend
towards polarized exchange-rate regimes (either a fully floating rate or a fixed
peg or similar arrangement, such as a currency board system) continues.
Countries with intermediate regimes are facing more pressures, with Turkey as
the country most recently forced to abandon its crawling peg. There is no gen-
eral optimal rule for the selection of an exchange-rate regime, particularly for
developing countries and economies in transition, as the trade-off between the
stability and flexibility of an exchange-rate regime is always inextricably
linked to other domestic policies and to the institutional framework, both of
which are specific to individual economies. It remains to be seen which regime
will fare better in the current global slowdown.

The global slowdown has also been accompanied by worsening external
financing conditions for developing and transition economies. Net private cap-
ital flows to emerging markets have stagnated at levels that are lower than those
prior to the Asian crisis. While foreign direct investment (FDI) flows have
remained stable, they continue to be concentrated in relatively few developing
economies. Meanwhile, risk premiums on funds raised in international capital
markets by developing countries and economies in transition have increased
since the second half of 2000, although they vary from country to country as
international investors pay increasing attention to differences in economic con-
ditions among economies. The monetary easing in major developed countries
should improve conditions for external financing by developing countries and
economies in transition, but external funds for these economies will remain
limited in relation to their needs.

The slowdown in global economic growth

From 3.6 per cent in 2000, aggregate GDP growth for the developed
economies is expected to decelerate to 1.9 per cent in 2001, followed by a
rebound to 2Y2 per cent in 2002 (see table 1.2). Although the slowdown in the
United States has been the most pronounced within this group, a general
weakening became more prominent in many other developed economies in
early 2001.

A recession (that is to say, a decline in GDP for two consecutive quarters) is
not expected in the United States, but growth for 2001 is forecast to be only 1.8
per cent, compared with 5 per cent in 2000, with a recovery in 2002 to 3 per
cent. The deceleration in the United States in the second half of 2000 was
extraordinary: growth of GDP dropped from 5.6 per cent in the second quarter
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Table I.2.
DEVELOPED ECONOMIES: RATES OF GROWTH OF REAL GDP, 1998-2002

Annual percentage changes

1998 1999 20000 2001¢ 2002¢
Developed economies 2.5 2.8 3.6 1.9 2%
United States of America 44 472 5.0 1.8 3
Canada 3.6 45 47 28 3%
Japan -1 0.8 1.7 0.7 1%
EU-15d 28 24 33 26 3
EU-12¢ 217 24 34 27 3

Source: UN/DESA, based on International Monetary Fund (IMF), International Financial Statistics.

a  (alculated as a weighted average of individual country growth rates of gross domestic product (GDP), where
weights are based on GDP in 1995 prices and exchange rates.

Partly estimated.

Forecast.

Member States of the European Union (EU).

Euro zone countries.
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of that year to 1 per cent in the fourth quarter. The monetary easing since the
beginning of 2001 is expected to support a rebound in late 2001, while tax
reductions are expected to provide some stimulus to growth in 2002.

The Japanese economy is also having a dampening effect on the outlook for
the developed economies. It grew 1.7 per cent in 2000, but indicators point to
a slowdown in a broad range of economic activities since the beginning of
2001. GDP is expected to grow by less than 1 per cent in 2001, and only mar-
ginally higher in 2002. Household demand, depressed by unfavourable employ-
ment and income conditions, remains the weakest sector in the economy. The
negative wealth effects of the decade-long deflation in equity and property
prices have also curbed consumer spending. At the same time, structural prob-
lems (including the mounting volume of non-performing loans in the financial
sector, excess capacity in the corporate sector, and the large government debt)
continue to bear negatively on other components of aggregate demand.

Compared with Japan and the United States, many developed economies in
Europe initially remained relatively resilient with respect to the slowdown,
but signs of further weakening emerged as 2001 progressed. After registering
3.4 per cent in 2000, growth in the euro zone economies is expected to mod-
erate to 2.7 per cent in 2001, before recovering to about 3 per cent in 2002.
Weaker external demand, particularly on account of the United States slow-
down, the earlier increases in oil prices and depressed equity values in these
economies, continues to exert a negative impact. Tax cuts in many of these
countries are expected to provide some support for economic growth and the
European Central Bank (ECB) reduced its policy interest rate by 25 bps in
May 2001, the first easing after the previous cycle of tightening. The extent of
the deceleration in GDP growth is expected to vary considerably among coun-
tries, with the result that the convergence in growth rates and in other macro-
economic magnitudes observed over the past few years in the euro zone is
likely to be reversed.



A moderation in growth is also taking place in other European economies,
such as Denmark, Sweden and Switzerland. GDP growth for 2001 in these
countries is anticipated to be significantly below the achievements of 2000 as
their exports are expected to slow significantly, not only because of lower
growth elsewhere but also because of the appreciation of their currencies
against the euro. The impacts of the external slowdown on the United Kingdom
of Great Britain and Northern Ireland and of the appreciation of its currency
vis-a-vis the euro were not significant in early 2001, but a broader-based decel-
eration in growth over the course of 2001 is unavoidable.

There was also a slowdown in Australia and Canada and, to a lesser extent,
in New Zealand in early 2001. Declining investment spending in the former
two economies led the slowdown. Monetary policy in both countries was eased
rapidly, and a tax reduction in Canada is expected to provide additional support
for domestic demand.

The outlook for the group of the economies in transition points to growth’s
slowing from 6.1 per cent in 2000 to about 3.6 per cent in 2001 and to a figure
only slightly higher in 2002 (see table 1.3). Most of the driving forces behind
the strength of the past year have either faded or been reversed. The weakening
external environment does not bode well for many of these economies.

In 2000, the economies of the Commonwealth of Independent States (CIS)
experienced its best collective economic performance since the beginning of the
transition. For the first time in a decade, all the CIS countries registered positive
growth, mainly as a result of higher prices of oil and gas and the depreciated
Russian rouble. With the prices of oil expected to soften and the effects of the
rouble devaluation fading, growth for the region is expected to fall from 7.9 per
cent in 2000 to about 3.7 per cent in 2001. Meanwhile, structural reforms in the
region remain challenging and the outcome is uncertain.

Table 1.3.
ECONOMIES IN TRANSITION: RATES OF GROWTH OF REAL GDP, 1998-2002

Annual percentage changes

1998 1999 20000 2001¢ 2002¢

Economies in transition -0.7 3.0 6.1 36 4
Central and Eastern Europe 2.5 14 40 35 3%
Baltic States 46 -1.7 5.0 48 5%
Commonwealth of

Independent States 237 47 79 37 4

of which:

Russian Federation -4.9 54 8.3 35 4

Source: UN/DESA and Economic Commission for Europe (ECE).

a  (alculated as a weighted average of individual country growth rates of gross domestic product (GDP), where
weights are based on GDP in 1995 prices and exchange rates.
Partly estimated.

¢ Forecast, based in part on Project LINK.
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The performance of the three Baltic economies and Central and Eastern
Europe in 2000 was driven largely by strong external demand from the
European developed economies and the Russian Federation. As external demand
from Western Europe is expected to moderate, growth in these economies will
need to rely more on domestic demand. GDP growth for Central and Eastern
Europe is expected to be about 32-3% per cent for 2001-2002 and for the Baltic
countries, 5 per cent. The easing of monetary policy and progress with econom-
ic restructuring are likely to boost investment gradually.

The economic performance of many developing economies in 2000 was
encouraging, as 73 out of 95 developing countries that are regularly monitored
by the United Nations Secretariat recorded rising per capita GDP, compared
with 58 in 1999 (see table 1.4). As a result, the proportion of the population liv-
ing in countries that experienced declining per capita output shrank to 7.4 per

DEVELOPING COUNTRIES: GROWTH OF PER CAPITA GDP BY REGION, 1998-2001

Number of Growth of GDP per capita
countries Decline in GDP per capita exceeding 3 per cent
monitored 1998 1999 2000 2001b 1998 1999 20002 2001®
Frequency of high and low growth
of per capita output
(number of countries)
Developing countries 95 33 37 22 16 29 23 31 29
of which:
Latin America 24 12 6 7 6 6
Africa 38 11 15 11 6 12 5 7 11
Eastern and Southern Asia 18 2 1 7 10 13
Western Asia 15 5 8 3 3 3 2 5 5
Memorandum items:
Least developed countries 40 14 15 13 12 1 5 7 9
Sub-Saharan Africa 31 8 13 10 6 3 5 8
Percentage of population
Developing countries 95 23.1 20.7 7.4 59 63.2 61.9 67.7 60.7
of which:
Latin America 24 55.5 69.0 11.8 16.7 24.3 25.2 26.4 7.1
Africa 38 44.9 38.6 34.0 13.3 275 14.3 9.0 21.6
Eastern and Southern Asia 18 135 6.6 0.2 0.0 81.0 82.6 90.1 82.2
Western Asia 15 14.5 50.0 10.9 37.8 16.6 9.9 40.8 116
Memorandum items:
Least developed countries 40 29.7 309 306 17.8 43.0 319 392 50.7
Sub-Saharan Africa 31 39.4 45.8 47.2 19.4 21.7 6.4 115 26.0

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

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

a  Partly estimated.
b Forecast, based in part on Project LINK.



cent, with a dramatic improvement in Latin America and Western Asia. In
2000, 31 countries achieved at least 3 per cent growth in per capita GDP, as
compared with 23 in the previous year. Encouragingly, some sub-Saharan
African least developed countries recorded a rise in per capita GDP of more
than 3 per cent in 2000. Nevertheless, almost half the population in sub-
Saharan Africa live in countries that suffered a fall in GDP per capita in 2000.

The outlook for many developing economies deteriorated in the first half of
2001, albeit to varying degrees. The transmission of the slowdown in developed
economies to developing countries is occurring through several channels, such
as reduced exports, weakening commodity prices, stagnant capital inflows and
tighter credit conditions in international and local capital markets. For the
developing countries as a whole, GDP growth is expected to slow from 5.7 per
cent in 2000 to 4.1 per cent in 2001, followed by a rebound to 5% per cent in
2002 (see table 1.5).

Among developing countries, aggregate GDP growth in Africa is expect-
ed to accelerate from just over 3 per cent in 2000 to about 4% per cent in
2001-2002, in spite of the adverse external environment. Even without sig-
nificant further negative shocks from any of the exogenous circumstances
discussed earlier, however, this growth rate will not be sufficient to reduce
poverty by a significant margin in the short term, compounding the challenge
for the longer term.

Table I.5.
DEVELOPING COUNTRIES: RATES OF GROWTH OF REAL GDP, 1998-2002

Annual percentage change?

1998 1999 20000 2001¢ 2002¢
Developing countriesd 1.6 35 5.7 41 5%
of which:
Latin America and
the Caribbean 2.0 04 38 31 4%
Africa 3.0 2.7 3.1 43 4%
Western Asia 4.1 0.8 5.7 2.6 4
Eastern and Southern Asia 05 6.3 7.3 5.1 6
Region excluding China -2.3 59 6.9 4.1 5%
of which:
East Asia -4.6 59 7.3 3.7 5
South Asia 5.3 59 58 54 6%
China 7.8 7.1 8.0 7.3 %
Sub-Saharan Africa
(excluding Nigeria
and South Africa) 3.4 2.1 25 33 4
Least developed countries 3.8 35 44 44 4%

Source: UN/DESA.

a  (Calculated as a weighted average of individual country growth rates of gross domestic product (GDP),
where weights are based on GDP in 1995 prices and exchange rates.

b Partly estimated.

¢ Forecast, based in part on Project LINK.

4 Covering countries that account for 98 per cent of the population of all developing countries.
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The economic performance of most African countries is highly dependent on
two non-economic and one exogenous factor: weather conditions, political sta-
bility within a country or subregion and international prices of commodities.
Growth rates have diverged significantly among countries in the region as the
impact of these factors varies from country to country. Economic activity in a
number of African countries was disrupted by military conflicts and political
instability in 2000. There have since been renewed hopes for resolving or
improving some regional conflicts, such as the war between Ethiopia and
Eritrea, and the civil wars in the Democratic Republic of the Congo and Sierra
Leone. The economic outlook for South Africa, the largest economy in sub-
Saharan Africa, has also improved noticeably.

In 2000, the higher oil prices benefited oil-exporting economies in the region
and these countries are expected to continue to sustain investment and con-
sumption in 2001. On the other hand, the higher import bill for oil, declining
prices of such agricultural commodities as coffee and cocoa, and unfavourable
weather conditions, both flooding and drought, led to lower growth for many
other economies in the region. With the moderate decrease in oil prices and
some improvement in a number of commodity markets, economic prospects in
some of the oil-importing countries should improve in 2001.

The rapid recovery of many economies in Eastern and Southern Asia in
1999 and most of 2000 was halted abruptly by the sudden slowdown of the
United States economy. Aggregate GDP growth for this group (excluding
China) is expected to decelerate from 6.9 per cent in 2000 to 4.1 per cent in
2001, followed by an improvement to 5%2 per cent in 2002.

Because many economies of this region are highly integrated in the interna-
tional economy, they are vulnerable to the current external demand shock, as
reflected in the fall in export growth of several East Asian economies from an
annual rate of over 20 per cent in the first half of 2000 to a single-digit rate in
the first quarter of 2001. As a result, industrial production in these economies,
particularly ICT-related production, has registered an absolute decline or no
growth. Furthermore, lower stock market prices, rising unemployment in man-
ufacturing, and weakening consumer confidence are expected to curb private
consumption in many Asian economies.

The outlook for China and India is more positive. GDP growth in China is
expected to be resilient, though moderating from 8 per cent in 2000 to 7.3 per
cent in 2001. Strengthening domestic demand, supported by more accom-
modative macroeconomic policies, will offset the expected slowdown in
exports. India is expected to maintain a rate of growth of around 6 per cent,
as the anticipated rebound in agricultural output from the unfavourable con-
ditions in the last growing cycle is expected to offset the slowdown in ICT-
related sectors.

Elsewhere in the region, growth in 2001 is expected to moderate by 1-2 per-
centage points for such economies as Bangladesh, Nepal, Pakistan and Sri
Lanka. The deceleration has various causes, ranging from the expected decline
in exports, to dampened rural income as a result of crop failure in the previous
growing year, to continued political instability.

After recovery in 2000, economic growth in Latin America and the
Caribbean is expected to slow from 3.8 per cent in 2000 to 3.1 per cent in
2001, but to rebound to 4%2 per cent in 2002. The region is facing worsening



external conditions: exports to the United States provided strong support for
the region’s recovery in 2000, but are anticipated to slow substantially; private
capital inflows are expected to decline; widening yield spreads on the region’s
debt are raising the cost of international borrowing; and the international prices
of many commodities that the region exports are softening. Growth in a num-
ber of economies, such as Mexico and several countries in Central America and
the Caribbean, is expected to decelerate sharply because of their close trade
linkages with the United States. Other countries, such as Brazil, that have
improved their economic fundamentals and whose exports are less dependent
on the United States, are expected to be much less affected. A few economies,
such as Ecuador and Venezuela, may be able to continue, or even to accelerate,
their recovery. The major uncertainties and the downside risks within the
region continue to be concentrated on Argentina, where market confidence is
low while economic agents await policy measures to resolve the problems
posed by the country’s unsustainable public debt and to revive domestic pri-
vate-sector demand.

Economic growth for many countries in Western Asia is forecast to slow
after a strong performance in 2000 due to the higher oil prices. GDP is expect-
ed to increase by 2.6 per cent in 2001, down from 5.7 per cent in 2000, but to
rise by 4 per cent in 2002. The surge in oil prices in 2000 was a major benefit
to the oil-exporting economies in the region and led to increases in government
spending, business investment, and private consumption. However, despite the
cuts in production quotas by OPEC members, oil prices are expected to soften
in 2001 because of the slowdown in global demand. The combination of lower
prices and policies to reduce production will lead to lower oil revenues for
these economies.

Growth for the oil-importing countries in the region was mediocre in 2000.
The escalating conflicts in the region, especially between Israel and the
Palestinian Authority, have not only caused considerable losses for the
economies directly involved, but have also negatively affected neighbouring
economies. The short-term outlook for Turkey has deteriorated since November
2000 because of two financial shocks; these led to severe losses in the banking
sector, and forced the floating of the exchange rate, which depreciated sharply.

Benign inflation outlook

No major acceleration in inflation is forecast for 2001. The slowdown in eco-
nomic growth worldwide is expected to create spare capacity and to remove
some of the inflationary pressures that built up previously. Prices of non-oil
commodities and high-technology goods have declined owing to the slow-
down, and the loosening of labour markets is likely to curb wage growth.
Inflation expectations, as measured by inflation-indexed securities in financial
markets, have also moved lower. “Headline” inflation rates in many countries
may, however, increase in the near term as the pass-through to other economic
activities of the higher energy prices that have prevailed since 2000 is likely to
continue. There may also be increases in inflation in economies that have
recently experienced currency depreciation.

In many developed economies, headline inflation rates have risen since the
second half of 2000. Most of these economies, except Japan, registered annual
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inflation rates in the range of 3 to 4 per cent in 2000, about 1 percentage point
higher than in 1999; the same pace continued in the first quarter of 2001.
Higher oil prices, rising food prices, and the upward drift in unit labour costs
were the main causes for the rise in inflation in these countries. In addition,
weakening currencies exacerbated the situation in many cases, especially
where currencies depreciated against the United States dollar. The rise in
“core” inflation (that is to say, excluding products with volatile prices, such as
energy and food, and removing changes in taxes on goods and services from
the computation) has so far been milder than the change in headline inflation.
Annual inflation rates for most developed economies are expected to drop
below 3 per cent by the end of 2001 as a result of weakening demand and soft-
ening oil prices. As oil prices soften, the driving force that made headline infla-
tion diverge from core inflation will also peter out. In Japan, deflation has been
a major policy concern for the past several years. Mild deflation is expected to
continue for some time, despite the shift in monetary policy towards a refla-
tionary bias.

Inflation rates in developing countries and economies in transition are like-
ly to remain largely unchanged, but some divergent trends have come to the
surface. In economies where inflation rates had been high in the past few years
and where stabilization of inflation remains a key policy objective, such as a
number of countries in Latin America and members of the Commonwealth of
Independent States (CIS), disinflation continued during 2000 and into early
2001. On the other hand, many economies in Eastern and Southern Asia and in
the Central and Eastern European and Baltic regions experienced a moderate
rise in inflation rates for reasons comparable with those in many developed
economies—higher oil prices and, in several cases, weaker currencies. There
was also an increase in inflation in some African economies. Sounder macro-
economic management and continuation with structural reforms, aimed in par-
ticular at improving economic efficiency, are expected to reduce inflation rates
further in high-inflation developing countries and economies in transition and
to assist in maintaining control over inflation elsewhere.

Mixed employment situation

The global slowdown has weakened global labour markets which, in many
developing countries and economies in transition, were only beginning to
recover from the 1997-1998 setback. In many economies, the initial slowdown
in manufacturing is transmitted to the household sector through labour mar-
kets. The response in labour markets usually lags the movement in output, but
the flexibility of labour markets in many economies has improved in recent
years owing to structural reforms. As a result, lay-offs in several countries
have increased rapidly along with the slowdown in the growth of output, espe-
cially in manufacturing. Nevertheless, the employment situation still varies
across countries and regions, depending on the flexibility of labour markets
and on economic structures, and especially on the importance of exporting
sectors and of manufacturing.

In the United States, the tight labour market has started to loosen with the
implementation of many previously announced lay-offs and the unemployment
rate is expected to rise to about 5 per cent over the course of 2001. The unem-



ployment rate is also expected to rise in Australia and Canada. In contrast,
recent improvements in Western Europe are not expected to be reversed signif-
icantly. The average unemployment rate in the European Union (EU) dropped
by more than 1 percentage point in 2000 to below 9 per cent. It is expected to
decline further in 2001, but at a slower pace. The growth in employment in
many Western European economies has resulted not only from the strong
growth of output, but also from longer-term structural improvements in labour
markets enacted by several of these countries. The outlook for employment in
Japan remains gloomy in the short run because of ongoing corporate restruc-
turing and fragile overall economic growth.

The employment situation in economies in transition and developing coun-
tries varies considerably. Unemployment rates in the Russian Federation,
Central and Eastern Europe and other economies in transition remain, on aver-
age, very high. However, for the first time in many years, there was a marked
decline in the Russian Federation’s unemployment rate in 2000. In Asia, the
unemployment rate continued to fall in line with the recovery in economic
growth for most of 2000. Data for subsequent quarters, however, indicate a
mild reversal of that trend in a number of Asian economies, owing to weaken-
ing industrial production and exports. The unemployment rate in several
economies at the centre of the 1997-1998 crises, especially Indonesia, contin-
ues to be higher than before those events. In China, the large number of lay-
offs from the State sector remains a concern. Unemployment rates are high in
most Latin American countries. While a few Latin American economies, such
as Brazil, Chile and Venezuela, lowered their rate of unemployment slightly in
the course of 2000, rates in other countries, where they were already at double-
digit levels, increased. The worst situation prevails in Africa: urban unemploy-
ment rates are in the range of 15 to 20 per cent or higher, and under- and unem-
ployment are a major cause of poverty and related problems.

Macroeconomic policy developments

Since the beginning of 2001, the stance of macroeconomic policy in many
economies has become more stimulatory: led by reductions totalling 250 bps
in the United States, more and more central banks have been lowering interest
rates and many Governments have reduced taxes or increased expenditure.
The accommodative policy environment is expected to be maintained in 2001
in an effort to secure and sustain a recovery in global economic growth.

Monetary policy makers in many economies have been very active, in the
sense that they have made frequent adjustments in policy interest rates in an
attempt to fine-tune the pace of economic activity. This was in part a conse-
quence of the increasingly complicated environment for national policy-mak-
ing, resulting from rapid technological and financial innovation, and intensify-
ing global economic integration. The new cycle of policy-easing has only just
begun, but avoiding unnecessary swings in policy will remain a challenge for
central banks.

In the outlook, further monetary easing is expected in most developed
economies, although most of the interest-rate cuts by the major central banks
have probably already been made. Despite the general easing trend, the policy
stance varies among major central banks, reflecting the differences in monetary
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policy regimes. The ECB had reduced interest rates by only 25 bps by the end
of May 2001, as compared with the several cuts by other major central banks.
This is mainly because the sole goal of the ECB is to keep inflation in the euro
area within a range of zero to 2 per cent and the headline inflation rate in the
area exceeded the upper band of this range. In contrast, the Bank of Japan has
introduced some unorthodox measures, including shifting the target of mone-
tary operations from the overnight interest rate to the Central Bank’s quantity
of liquid assets; using the consumer price index (CPI) as a major guideline for
the duration of the new monetary easing, with the goal of reaching a stable CPI
exceeding zero inflation; and increasing its outright purchases of long-term
government bonds to ensure a smooth supply of liquidity.

The monetary policy stance in developing countries and economies in tran-
sition has varied. Central banks in a large number of these economies (includ-
ing Chile, Hong Kong Special Administrative Region (SAR) of China, India,
Poland, the Republic of Korea and Taiwan Province of China) started to ease
policy as more signs pointed to weakening growth in these economies. More
such action is expected if the current deceleration continues. However, interest
rates are still relatively high in many of these economies, notably in Central
and Eastern Europe and Latin America, because inflationary pressure, macro-
economic imbalances and the potential for devaluation limit the central banks’
room for manoeuvre in reducing them. More generally, the strength of the
United States dollar vis-a-vis their currencies has limited the capacity of many
other developing countries and economies in transition to reduce interest rates.

Fiscal policy in most developed economies is expected to be moderately
relaxed in 2001 as a result of tax reductions or increases in government spend-
ing, or both. A majority of developed economies, Japan being an exception,
registered a budget surplus in 2000. Fiscal policy has since been revised so that
it can play a more active role in countering the economic slowdown. Several
developed economies have cut taxes or adopted tax reforms in which tax cuts
are one component. Other developed countries are planning to follow suit.
Fiscal surpluses are expected to diminish in most developed economies during
2001-2002: the growth of revenue will decelerate (or become negative) because
of tax cuts and the slowdown in economic activity, and expenditure will rise,
either because of increases in discretionary spending or as a result of automat-
ic stabilizers, or both. Meanwhile, the large government deficit in Japan is
expected to continue in 2001-2002.

Most developing countries and economies in transition have fiscal deficits,
although a number reduced the shortfall in 2000, either by raising revenues, as in
oil-exporting economies, or through expenditure cuts, as in several Latin
American countries. The economic slowdown, however, is expected to worsen
the deficits in many of these economies in 2001, leaving their policy makers only
limited room for expansionary fiscal measures to counter the slowdown.
Moreover, large fiscal deficits and high public debt-to-GDP ratios have been pos-
ing a threat to macroeconomic stability in several of these economies, as shown
by the financial crises in Argentina and Turkey in late 2000 and early 2001.



UNCERTAINTIES AND DOWNSIDE RISKS

The outlook discussed above is based on the expectation of a “V-shaped”
recovery in the United States; that is to say, in the same way that the slow-
down took hold very quickly and then intensified rapidly, it is expected
that there will be a correspondingly rapid acceleration in growth starting in
the second half of 2002. This should allow global economic growth to
return to its long-run pace of about 3 per cent in 2002. However, there are
substantial uncertainties and several downside risks that might lead to a
less attractive outcome.

The biggest risk for the global economic outlook is a deeper and longer
slowdown than anticipated in the United States, with larger spillovers to the
rest of the world through sharp adjustments in its current-account deficit. The
European economies would then be unlikely to maintain the forecast degree of
buoyancy. It would also be more difficult for Japan to address its lingering
structural problems, thus worsening the pessimism that its economic situation
and political uncertainties have been imparting to economic agents. At the
same time, external constraints would confine the room for stimulating
domestic demand in the majority of developing countries and economies in
transition. Collectively, these events would have wider repercussions on eco-
nomic growth in the near term for the world as a whole, but especially for
many developing countries.

The large trade and current-account deficits of the United States continue to
pose a major risk. As indicated above, these reached 4.5 per cent of GDP in
2000, aggravating concerns about their sustainability and the consequences of
any drastic reversal, especially given the domestic slowdown and the shape it
has taken. There is no precise indication of what level of current-account
deficit is sustainable, but experience suggests two propositions. The first is that
a reversal in the current account of developed economies typically starts when
that external deficit reaches about 5 per cent of GDP. The second is that the
nature of the reversal is a combination of slowing domestic economic growth
and a significant depreciation of the exchange rate.

The sustainability of the prevailing trade and current-account deficits in the
United States depends, to a large extent, on the ability of the private and pub-
lic sectors to continue borrowing abroad, either through formal capital mar-
kets or by accumulating dollar revenues. The total foreign debt owed by
United States agents, as measured by the country’s net foreign investment
position, is about 20 per cent of GDP. It therefore remains well below the ratio
of 40-50 per cent, and in some cases even more, that several developed
economies reached in the 1990s. However, the share of the output of the
United States that is traded is only about 25 per cent of GDP and its exports
of goods and services are less than 12 per cent of GDP, so that its foreign debt
is about 80 per cent of its tradable GDP and about double that figure as a pro-
portion of export earnings. These magnitudes suggest that the external deficits
may not be as sustainable as other indicators suggest and may need to be com-
pressed in the near future.

This could be accomplished either through cuts in domestic absorption,
notably investment, or through a rise in domestic savings (since the current-
account deficit mirrors the difference between saving and investment). The
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3 Project LINK is an international collaborative
research group for econometric modelling, coordi-
nated jointly by the Development Policy Analysis
Division of the United Nations Secretariat and the
University of Toronto.

adjustment could be a smooth process or an abrupt reversal, involving a sharp
devaluation of the dollar with respect to major currencies and a marked reduc-
tion, or even a reversal, of capital inflows.

Model simulations, utilizing the LINK modelling system,? were carried out
to study different possibilities for reducing the deficit. Among them, a pes-
simistic variant assumes that the adjustment will be accomplished mainly by
correcting the private sector’s saving-investment imbalance through reductions
in domestic absorption in the United States (see box I.1). Such a compression
over the period 2001-2002 would have significant deflationary effects not only
on the United States and the developed countries, but also on many developing
countries. Reflecting their integration with the United States economy, the
developing countries of Latin America and South and East Asia would be
among those disproportionately adversely affected.

The results imply that the larger part of rebalancing the private-sector sav-
ing-investment gap in the United States would be accomplished by cutting
investment and the smaller part by raising the saving rate. This is probably the
worst case that most observers would consider plausible. However, even this
case involves only a 15 per cent depreciation of the effective exchange rate for
the dollar. A model could not adequately capture the consequences of a larger
depreciation of the dollar against major currencies or of possible turmoil in
financial markets, but the adverse consequences would be considerably greater.

Through international linkages, the United States adjustment would have a
significant deflationary impact on the global economy. Total world trade would
shrink considerably, the trade surpluses of Japan and the economies of EU
would be cut sharply (in part because of the appreciation of their currencies in
terms of the dollar) and the combined trade balance of developing countries
would deteriorate substantially. The outcome would be a decline in global
growth of about 1.7 percentage points from the baseline over two years, equiv-
alent to a loss of output of some $600 billion. The reduction in investment that
this involves not only implies a decline in domestic demand in the period con-
cerned, but also results in a smaller capital stock for the longer run. An adjust-
ment of this nature therefore lowers output and income growth in the long run,
as well as in the short run.



A DOWNSIDE
SCENARIO

a  For complete information on this simulation, see
Pingfan Hong, “Global implications of the adjust-
ment in the United States trade deficit”,
Department of Economic and Social Affairs
Discussion Paper, No.17 (ST/ESA/2001/DP.17),
http://www.un.org/esa/papers.htm.

The simulation of a reduction in the United States trade deficit by more
than $200 billion over two years is mainly induced by compressing import demand;
this declines by $224 billion as a result of a drop in consumption by 5.7 per cent and
a decrease in private investment by 14 per cent (see table). The scenario implies a
loss of gross domestic product (GDP) in the United States by about 4.6 per cent over
two years, with a sizeable impact on the country’s other macroeconomic aggregates
and a pronounced deflationary effect on the global economy.2

World exports would be reduced by more than $300 billion, or 4 per cent,
from the baseline. The trade surpluses of the European Union (EU) and Japan would
be compressed by $47 billion and $31 billion, respectively. The adverse impacts on
developing countries would result from a drop of $75 billion in their collective trade
balance, with the largest impact being on countries in South-East Asia and Latin
America. Measured relative to GDP, the cost to the global economy of this scenario
would be $600 billion, or 1.7 percentage points from the baseline over two years.

MAIN RESULTS OF A SIMULATION OF A $200 BILLION
REVERSAL OF THE UNITED STATES TRADE DEFICIT

Change from the baseline over two years
Billions of dollars Percentage

United States of America

Trade balance +206

Imports -224

GDP -4.6

Consumption 5.7

Private investment -14

Effective exchange rate -15

Unemployment rate +2a

Inflation rate -2.7a
World trade -307 -4
Trade balances

Canada -39

European Union -47

Japan -31

Developing economies -75

Latin America -30
Eastern and Southern Asia -25

GDP

World -1.7

Developed economies -1.8

Percentage points -1.6

a  Percentage points.







THE INTERNATIONAL
ECONOMY

The international economic environment, which has a critical bearing
on the prospects of the majority of the world’s economies, was shaped in
2000 and the first half of 2001 mainly by changes in real demand in the
world’s largest economies, rather than, as in 1997-1998, by the financial
misfortunes of a small number of developing and transition economies.

International trade continued to play an important role in the recovery
from the 1997-1998 financial crises for most of 2000. However, the same
trade linkages are also globalizing the slowdown that began in the last part
of 2000. The evolving deceleration in the economic growth and import
demand of the developed economies, both led largely by the retrenchment
in the United States of America, is having an adverse impact on their trad-
ing partners. These initial negative effects are being multiplied through
trade to a widening circle of developing countries and economies in transi-
tion. The resulting setback will be compounded by the consequent contin-
ued weakness in the international prices of commodities that are of partic-
ular interest to many of these countries.

Net financial flows to developing countries declined in 2000, in part
because less emergency financing was required to salvage countries in finan-
cial crises. On the other hand, the terms and conditions of external financ-
ing for developing countries and economies in transition seeking funding in
global capital markets worsened towards the end of 2000 and into 2001 as a
result of three main factors: the build-up of strains in financial markets in
major developed economies, including the plunge in equity markets; the vul-
nerability of borrowing countries to the global economic slowdown; and per-
sisting uncertainties regarding Argentina and Turkey, which made interna-
tional investors generally more cautious and risk-averse. These factors
increased the difficulties that many developing countries and economies in
transition encounter in financing their development.

On the other hand, many developing countries and economies in transi-
tion have rebuilt their foreign reserves, adopted more flexible exchange-
rate regimes and reduced their short-term external debt, making them bet-
ter able to adjust to external real shocks and less susceptible to financial
contagion. At the same time, the large imbalances in trade and current
accounts across countries, especially the unsustainable deficits of the
United States, continue to pose broader and largely unknown downside
risks to the world economy.

Increased global economic integration and the more volatile nature of
international economic activities in recent years have posed challenges for
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the global trading system and the international financial system. Despite
progress, both require further improvements in order to reduce volatility
and vulnerability in the short run and to promote the sustainable develop-
ment of all countries and peoples in the longer run. In the short term, more
official international financial assistance needs to be provided to develop-
ing countries and economies in transition for their development and pover-
ty reduction efforts. The decrease in the ratio of official development assis-
tance (ODA) to gross national product (GNP) of members of the
Development Assistance Committee (DAC) of the Organization for
Economic Cooperation and Development (OECD) in 2000 needs to be
reversed with immediate effect. At the same time, the increased momentum
gained by the Enhanced Heavily Indebted Poor Countries (Enhanced
HIPC) Initiative at the end of 2000 needs to be maintained so that the ini-
tiative can be fully implemented as soon as possible.

Action should also be continued on longer-term issues. Consensus needs
to be reached on launching a new round of global negotiations to further
reduce trade barriers, especially those impeding exports from developing
countries to developed economies. At the same time, the pace of reform of
the international financial architecture needs to be sustained. In both
areas, efforts at the international level can usefully be complemented by
integration within regional and subregional groupings. Actions on all these
fronts, as well as several others, are indispensable if the international com-
munity is to achieve the goals it set itself in the United Nations Millennium
Declaration.’

WIDE SWINGS IN GROWTH OF INTERNATIONAL TRADE

The strong momentum that international trade developed in 1999 lasted
throughout much of 2000 and lifted world trade growth from 5.2 per cent in
1999 to 12.3 per cent in 2000. Growth of world trade is expected to decline
sharply to 5%z per cent in 2001, with at best a slightly better performance (6%2
per cent) in 2002 (see table I.1).

Increased global integration after 1990 lifted the ratio of the growth of world
export volume to the growth of gross world product (GWP) to a range of 2.5-3
from an average below 2 in the 1970s and 1980s. The increased role of transna-
tional corporations (TNCs), with their trade-intensive strategies of globally
integrating production, distribution and services, contributes a large part of the
explanation for this increased trade propensity of growth. However, with the
source of the current slowdown being a fall in demand centred on the United
States, the major home country for TNCs, the trade propensity of growth is
expected to decline from about 3 in 2000 to 2.3 in 2001and 2.1 in 2002.

Strong expansion in 2000

World trade expanded briskly for 2000 as a whole, in spite of the deceleration
in growth during the last quarter of the year. World exports increased by 12.1
per cent in volume and 12.3 per cent in value when measured in current dol-
lars (see table II.1). The strong growth of global trade had three major
sources. First, buoyant import demand prevailed in developed economies, par-



Table I1.1.
WORLD TRADE VOLUMES, 1999-2001

Annual percentage rate of growth

Exports Imports
1999 20002 2001k 1999 20002 2001k
World 5.1 12.1 5% 5.3 12.5 5%
Developed economies 44 10.8 Y 6.1 11.0 4%
of which:
North America 6.4 10.6 4 10.4 15.6 3
Western Europe 39 11.0 6% 34 9.2 6
Japan 2.7 11.0 1 9.5 6.3 1%
Economies in transition 40 13.0 7 -6.0 15.0 8
Central and Eastern Europe and Baltic States 7.0 20.0 10 5.0 15.0 9
CIS 2.0 7.0 4 -28.0 14.0 7
Developing countries 7.2 15.0 5% 4.0 16.3 1%
Latin America and the Caribbean 6.6 11.6 7 -6.9 9.3 10%
Africa 2.1 25 3 15 5.7 4%
Western Asia 0.6 9.7 % 2.3 14.5 %
Eastern and Southern Asia 10.0 17.0 6% 6.9 18.6 8
China 1.4 26.0 7% 18.6 334 9%
Memorandum items:
Fuel exporters 1.5 17.6 Y 0.4 12.0 1%
Non fuel exporters 7.1 134 5% 10.3 9.0 4%

Source: United Nations.

a  Partly estimated.
b Forecast, based in part on Project LINK.

ticularly the United States where double-digit import growth was powered by
the strong United States dollar and robust domestic demand. Second, there
was a surge in import demand in many developing countries and economies in
transition as they overcame the constraints that the 1997-1998 financial crises
had imposed on their import levels. Finally, import demand from oil-exporting
countries increased sharply on the strength of higher oil revenues—resulting
from a combination of increased oil exports, higher oil prices, and the strength
of the United States dollar (in which oil prices are denominated). These
impulses were the major factors behind the strength in global trade in 2000 for
nearly all groups of countries.

The volume of imports, as well as that of exports, for developed economies
rose by 11 per cent. The United States continued to lead the group with growth
of 15 per cent in import demand, maintaining the annual double-digit growth
of imports it had achieved for most of the past decade. That stemmed to a large
extent from the differentials in gross domestic product (GDP) growth between
the United States and other major economies: during 1991-2000, the United
States registered an average annual rate of GDP growth of 3.3 per cent com-
pared with the 1.3 per cent recorded by Japan and the 2 per cent recorded by
the European Union (EU). During the same period, the appreciation of the
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China's imports as reported grew by more than 30
per cent, owing in some degree to the
Government's efforts to suppress smuggling and
to bring that trade into the formal economy.

United States dollar and the rising propensity to consume by households also
contributed to the strong import demand of the United States. Exports from the
United States, on the other hand, grew less rapidly for most of the 1990s. In
2000, however, the volume of United States exports grew 10.6 per cent, chiefly
on account of strong demand from the rapidly recovering economies in South-
East Asia.

Imports by European developed economies in 2000 grew by 9.2 per cent—
nearly three times the 1999 pace. This owed much to the acceleration in eco-
nomic activity in major European countries. The weakness of the euro, espe-
cially against the dollar, dampened import demand for products from outside
the euro area, but it bolstered the growth of export volume of the euro area by
11 per cent in 2000 (compared with growth of 3.9 per cent in 1999).

Despite fragile overall economic growth, imports into Japan grew by 6.3 per
cent in 2000, driven mainly by increased demand for information and commu-
nication technologies (ICT)-related products. Japan’s exports, on the other
hand, rose by about 11 per cent, well above the 2.7 per cent recorded in 1999,
partly owing to the strong economic recovery in other Asian economies.

Import demand from economies in transition rebounded strongly in 2000
too, with the volume of imports for the group increasing by 15 per cent, com-
pared with a decline of 6 per cent in 1999. Increased revenues from higher oil
prices and rising volumes of oil exports bolstered the purchasing power of the
Russian Federation and of a few other economies in the Commonwealth of
Independent States (CIS), enabling them to raise their import demand. The CIS
volume of imports rose by 14 per cent in 2000, reversing large successive
declines in 1998 and 1999 induced by the devaluations of the rouble and other
CIS currencies. Exports of CIS rebounded by 7 per cent from near-stagnant lev-
els in the previous three years.

The Central and Eastern European and Baltic economies also registered
strong growth in both imports and exports. The performance of exporting sec-
tors in many countries was particularly vigorous. Exports increased by 20 per
cent in real terms, owing mainly to increased import demand from Western
European economies. With the rising integration of selected sectors of these
economies into the global economic strategies of TNCs, foreign-owned firms
in these economies played an instrumental role in promoting these countries’
trade, inter alia, through intra-industry trade.

Both imports and exports of many developing countries also registered
strong growth in 2000—16.3 per cent and 15 per cent, respectively, for the
group as a whole. Terms-of-trade changes were mostly related to the upturn in
energy prices: the terms of trade for most oil exporters improved, but they dete-
riorated for many oil importers. Particularly hard hit were oil-importing devel-
oping countries that also depend for most of their export revenues on agricul-
tural products, whose prices continued to decline during 2000.

Leading the trade performance of developing countries as a group were sev-
eral economies in East and South Asia, as well as China2, whose international
trade expanded by more than 20 per cent in real terms, driven in particular by
the stronger-than-expected economic recovery from the 1997-1998 financial
crises in the area. Imports of Latin America and the Caribbean grew by 9.3 per
cent in 2000 following the sharp contraction in 1999, while exports surged by
11.6 per cent. Many economies in Western Asia also registered robust growth



in their international trade, boosted mainly by high prices of oil during 2000,
allowing for stronger growth of import than of export volumes.

A notable exception among developing countries was Africa, whose trade
growth was barely one fifth of the pace for the world as a whole. Export growth
remained especially mediocre but import volume surged by 5.7 per cent, near-
ly four times the rate in 1999. The annual growth of Africa’s exports, particu-
larly those of sub-Saharan Africa, has lagged that of world trade by about 2
percentage points on average throughout the last decade. As Africa’s share in
world markets continued to decline, many countries in the region became fur-
ther marginalized, failing to participate in the acceleration of global economic
integration that has occurred since the early 1990s to the same degree as many
other developing countries.

Many factors are responsible for the loss of market share of Africa in world
trade. Some are intrinsic to the low level of economic development of these
countries, as their exports consist largely of primary commodities for which
world demand has grown generally much more slowly than GWP. Second, in
spite of some progress over the years, domestic policies in many of these
economies have failed to improve the efficiency and competitiveness of export
sectors and to foster closer linkages between them and the domestic economy.
There were also problems with the “market institutions” that support participa-
tion in global trade, ranging from inadequate transportation and communica-
tion infrastructures, to poor export promotion and financing facilities.
Furthermore, import restrictions in many economies, especially developed
economies, tend to be comparatively high for the products, including agricul-
tural and other labour-intensive goods, that many African countries can advan-
tageously export. Unless these long-term problems are tackled on a sustainable
basis and eventually removed, Africa’s trade growth will not match that of the
rest of the world and the region will continue to be excluded from the most
dynamic components of global economic integration.

Notwithstanding the strong and widespread expansion in world trade in
2000, the large trade imbalances among major economic groups persisted. The
trade deficit of the United States deteriorated to $450 billion at the end of 2000,
up from $340 billion in 1999 (see table A.20). Japan continued to register a
sizeable external surplus in 2000, in contrast with the large external deficits of
Australia and New Zealand, while Europe’s current account deteriorated
notably because of the increased oil bill.

Owing to the higher prices of oil during 2000, the shifts in trade and current-
account balances were sharply in favour of oil-exporting developing countries,
but disadvantaged oil-importing developing countries. The trade balance for
oil-exporting developing countries increased by about $100 billion in 2000,
whereas that of many oil-importing developing economies in Asia deteriorated
for two reasons: the higher prices of oil and the increased oil demand as these
economies recovered. The trade balances of many Latin American economies
improved in 2000, but current-account deficits remained high relative to GDP
for several of the large economies.

For the economies in transition, a large increase in the external surplus of
CIS, especially of the Russian Federation, contrasted markedly with the gener-
al deterioration in external deficits for most Central and Eastern European
economies. Several major economies in this group had deficits of about 5 per
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cent of GDP in 2000. The Baltic countries other than Lithuania, however, expe-
rienced a substantial improvement in their current accounts in 2000, although
they still recorded deficits.

Poorer prospects for 2001-2002

The strength of global trade began to peter out in late 2000 and the outlook for
2001-2002 is for significantly weaker growth. The economic downturn in the
developed economies is critical because it is expected to cause the growth of
their import volume to drop to almost 4%2 per cent in 2001.

The marked deceleration in the growth of imports of the United States, a
drop of more than 10 percentage points to only some 3 per cent in 2001, will
be a major drag on the expansion in world trade. Measured in United States
dollars, the country’s share in global trade was about one fifth in 2000 so that
this will have severe consequences for the rest of the world. The impact on
individual countries and regions will depend on the importance of trade in their
economies and on the share of exports to the United States in their total trade
(see table I1.2).

The slowdown in the trade of most European developed economies is likely
to be less pronounced, with growth of import demand expected to moderate to
about 6 per cent in 2001 and the growth of exports to be slightly higher.
Internal demand is likely to support trade expansion: the deceleration will be
due largely to external shocks. However, weakness in aggregate growth in
Western Europe may make the trade downturn more endogenous as time goes
by and may affect the expansion of intraregional trade, which accounts for
more than 60 per cent of Western Europe’s total trade.

The growth of import demand of other developed economies is expected to
decelerate to varying degrees. The contraction is likely to be most significant
for Canada, with growth dropping from 12 per cent in 2000 to 1 per cent in
2001, largely on account of the substantial share of intra-industry trade

Table 11.2.
EXPORTS TO THE UNITED STATES OF AMERICA AS
A SHARE OF TOTAL TRADE BY MAIN ORIGIN, 1999

Percentage of United States dollar values in 2000

World 18.8
European Union 94
Canada 87.4
Japan 29.7
Economies in transition 59

Eastern Europe 45
Developing countries 26.9
Latin America and the Caribbean 53.3
Africa 16.3
Western Asia 15.7
Eastern and Southern Asia (including China) 23.1

Source: Table A.14.



between Canada and the United States. The deceleration in the growth of
imports by the United States from Canada will simultaneously induce a slow-
down in Canadian imports from the United States. Growth in the volume of
Japanese imports is also expected to slow markedly, to about %2 per cent in
2001, because of weakening domestic demand and the depreciation of the yen.

The growth of import demand of most developing economies is also expect-
ed to slow to about 7 per cent in 2001, or less than half the rate recorded for
2000. Since this rate remains above the average for global imports, these coun-
tries will on balance be supportive of world economic activity in 2001. In gen-
eral, import growth of many oil-exporting developing economies is expected to
decelerate less, as the increased revenues from the higher oil prices in 2000 and
2001 continue to support import demand. Import growth in other developing
economies, however, is expected to ease more pronouncedly.

Because the United States is the destination for more than a quarter of their
overall exports, growth of exports from developing countries is expected to
slow to about 52 per cent in 2001. Across the sub-groups, export growth of
Eastern and Southern Asia is expected to drop to 6% per cent in 2001. Other
groups are expected to see their growth of exports lowered by 3 to 5 percent-
age points below 2000 levels. However, several developing countries (notably
the Republic of Korea, Taiwan Province of China and Thailand) will have even
greater decelerations in their export growth because a large share of their
exports consists of ICT-related products. Latin America is expected to experi-
ence a moderation in export growth to 7 per cent in 2001.

For many developing economies with a large share of so-called processing
trade, including China, Mexico and other countries in Asia and Latin America,
both their exports and imports are likely to decelerate significantly in the cur-
rent global downturn. The processing trade depends directly on business
prospects within the TNCs that contract for or directly manage such trade.
When their export orders become less buoyant, imports of parts and materials
also suffer. A contraction in the volume of processing trade may not have a
comparable impact on GDP growth, however, since value added in the trade
tends to be low. However, unemployment would rise and could have negative
indirect effects on GDP growth.

The direct impact of the downturn in the United States is expected to be lim-
ited for both exports from and imports by most economies in transition, espe-
cially the Baltic and Central and Eastern European economies.

A significant upturn or downturn in the global economy usually involves
an adjustment in external balances across countries. The current downturn
could signal the beginning of the adjustment in the United States trade
deficit, the significance of which depends on the magnitude of the adjustment
and the manner in which it is brought about (see box I.1). As the total value
of imports of the United States is about one third larger than the value of its
exports, exports need to grow much faster than imports over many years to
correct the deficit.

For the developed economies as a group, a small improvement in the exter-
nal balance is expected in 2001, but some deterioration is expected for almost
all developing economies. The surplus of the Russian Federation is forecast to
decline somewhat in 2001, while deficits for the Baltic and Central and Eastern
European economies are expected to remain at about the same level as in 2000.
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Source: Middle East Economic Survey, http://www.
mees.com/Energy Tables/basket.htm. Accessed on
26 June 2001,

SOFTENING COMMODITY PRICES

During the 1997-1998 international financial crises, prices of most commodi-
ties reached their lowest levels in decades. Since then, prices have recovered
somewhat, but with sharp divergences in trends among commodities. Prices of
oil recovered fully from their 1997-1998 decline by 2000, and were sustained
at increased levels for more than a year, but prices of metals and minerals had
recaptured only about half their earlier losses by the end of the year and prices
of many agricultural commodities remained near the low levels reached during
the crises.

The weak state of global economic activity is expected, on average, to exert
downward pressure on commodity prices. There has been some softening in
prices since the onset of the downturn, notably for metals and oil, but the proba-
bility of a replay of the deep deflation in a broad range of commodity prices that
was experienced during the Asian financial crisis is not considered to be high.

Fuel prices

Prices for many fuel products were under upward pressure in the course of
2000 and remained high in early 2001. One major contributor to this was the
management of supplies, notably oil and gas, whose prices are interrelated.
Prices of oil have been unusually volatile for awhile. After soaring from a
trough of $10 per barrel (pb) in February 1999 and touching $38 pb during
September 2000, oil prices declined to an average of $28 pb in the first quarter
of 2001 (see figure II.1) and are expected to moderate to about $25 pb by the
end of 2001.

Figure I1.1.
OIL PRICES, 1999-2001 (OPEC BASKET)

Dollars per barrel
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The high volatility of the prices of oil since early 1999 has been caused by
many factors. First, on a number of occasions, the expectations of agents con-
cerned about world demand for oil diverged from actual changes in oil markets.
Adjustments in supply that, with hindsight, should not have taken place, played
a considerable role. Enhanced Organization of the Petroleum Exporting
Countries (OPEC) control over marginal supply in the short run was another
factor. This was made possible in part by other factors not directly under the
control of the cartel’s members, such as low inventories and the inelasticity of
supply with respect to sudden changes in demand. Third, there was consider-
able mismatch in inventories, in terms of both composition and location.
Finally, the replenishment of inventories has been discouraged by the fact that
prices for oil to be delivered in the more distant future have been persistently
lower than those for delivery in the near future; this has added to pressures on
current prices.

These factors remain crucial for the course of oil prices in the near term.
After a solid recovery during 1999 and the first three quarters of 2000, growth
of world oil demand fell short of expectations in the last quarter of 2000 as a
result of a milder-than-expected weather in Europe and Asia, the slowdown of
the United States economy, and the weaker-than-anticipated demand for oil in
several South-East Asian economies. Low inventories in the developed
economies also contributed to the spike in prices in 1999 and 2000. In early
2001, stocks in the developed economies remained low by the standards of past
decades, potentially leading to volatile prices.

Supply adjustment, especially on account of OPEC intervention, is the dom-
inant factor behind prices, at least in the short run. Following the declared aim
to maintain prices within a target range of between $22 and $28 pb from March
2000, OPEC increased production quotas four times in 2000 in attempts to
lower prices to within the target range. Several other oil producers, including
Mexico, Norway and the Russian Federation, geared their production and
exports with a view to assisting OPEC’s price stabilization efforts. These col-
lective effects came to bear on the market only by the end of 2000. Confronted
with softening oil prices at the beginning of 2001, OPEC cut production quo-
tas twice in the first quarter, reversing two thirds of the increments agreed dur-
ing the previous year.

Factors other than the direct impact of the global cyclical downturn make it
hazardous to predict oil prices. It is unclear whether all members of OPEC will
comply with their agreed output quotas as well under downward price pres-
sures as they did when there were upward price pressures. In the latter case,
only a few countries had the spare capacity required to increase output in an
effort to contain the upward price movement. With downward pressure on
prices, however, a growing number of countries will have to lower production,
and will thus gain spare capacity and lose revenues. OPEC members facing
heavy debt burdens, rapid population growth, and stagnant domestic economies
may be especially tempted to breach the agreed limits in an effort to maintain
their oil revenues. Second, non-OPEC production and export capacity continue
to rise, generally among smaller producers who seek to maximize their export
revenues rather than join OPEC’s price maintenance strategy. Third, the vol-
ume of Iraqi exports is uncertain. Finally, expectations among economic agents
about the depth and the duration of the global economic downturn influence
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market participants’ behaviour, notably in the volume and composition of
petroleum and products kept in reserve.

In the longer run, if present oil prices are sustained for some time, explo-
ration and supply in non-OPEC countries are expected to expand. On present
knowledge (see table A.18), however, the volumes likely to be brought to inter-
national markets from non-OPEC sources will remain small compared with
global demand, as most proved reserves are held by OPEC countries. As the
world economy is expected to recover in 2002 and beyond, demand for oil may
once again outgrow supply.

Non-fuel commodities

Prices for other commodities reacted differently from those for fuels to the
upswing during most of 2000 and the deceleration in demand since the latter
part of 2000.

Food and beverages

Although prices of food commodities increased by an average of 6 per cent in
2000, the price index is still 25 per cent below that of 1996 (see figure 11.2)
because of successive declines over four years (see table A.17). The recovery
in 2000 was partly due to production cutbacks for many of these commodities
over the past few years in response to the erosion of prices. It was, however,
also driven by increases in demand, notably from a number of oil-exporting
countries, economies in transition, and developing countries in Asia. The price
recovery, however, was far from homogeneous among the commodities in this
category. Prices of some commodities, such as those for bananas and sugar,
have rebounded significantly, while others, such as those for maize and rice,
have continued to decline.

Prices of food commodities are expected to continue a slow recovery. The
income elasticity for most commodities in this group is low, and so overall
demand is not likely to be affected to the full extent of the slowdown in global
growth. Also, adverse developments in food supplies in developed market
economies in Europe are having an impact on supply, placing upward pressure
on prices of some products (see chap. III).

Among food commodities, sugar prices rose 30 per cent in 2000 from the
14-year low in 1999. The recovery was due to an increase of import demand in
such countries as the Russian Federation, as well as reduced production in
Brazil on account of drought. While sugar prices remained firm in early 2001,
high stocks make further increases unlikely. Similar developments explain
banana prices: there was increased demand from such countries as China and
Japan and Central and Eastern European countries and a decline in production
in several Latin American countries due to adverse weather conditions. Banana
prices are expected to continue to rise over the next two years, as growers are
cutting back production because of increased costs and low returns.

Prices of grains, which had declined steadily since 1996, registered a mixed
trend in 2000: prices of maize and rice continued to fall, while prices of soy-
beans and wheat recovered somewhat. Declining maize prices were largely due
to the record crop in the United States. Rice prices dropped to their lowest level
in almost two decades, as the price slide continued in Thailand, the largest rice
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Figure I1.2.
NON-FUEL COMMODITY PRICES, 1994-2000
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Source: UNCTAD, Monthly Commadity Price Bulletin
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"Press release: Quarterly Bulletin of Cocoa

Statistics”  (London, International
Organization, 15 February 2001,
www.icco.org/press/010215press).

Cocoa

http://

exporter. In contrast, wheat prices recovered moderately in 2000, owing to
increased demand from oil-exporting countries and weaker-than-anticipated
production in Canada and the United States. Prices of grains are expected to
recover slowly as the adjustment in production and stocks over the past few
years creates a closer match to world demand.

Prices of major beverages, especially coffee and cocoa, registered another
year of large declines in 2000. Weaker demand and increased production led to
large stock accumulations, resulting in a substantial drop in coffee prices for
the third year in a row. With a continued decline in the first quarter of 2001,
coffee prices were 50 per cent lower than their peaks of 1997. Oversupply is
due to increased production in such countries as Ethiopia, Mexico, Uganda and
Viet Nam, and favourable weather conditions in 2000, except in Brazil. Despite
the export-retention plan launched by the Association of Coffee Producing
Countries (ACPC) to prevent further price erosion, persistently high production
in the presence of sizeable inventories is bound to prevent any significant
recovery in coffee prices in the near term.

Cocoa prices also suffered from restrained demand and increased produc-
tion. Excess cocoa production was reported as a record 3 million tons in 2000,3
mainly owing to the expanded production of Ghana and Nigeria and in spite of
reduced output in Cote d’Ivoire, the world’s largest exporter. An increase in
cocoa prices is also unlikely in 2001, given current production levels and the
expected recovery in the supply from Cdéte d’Ivoire.

Prices of tea recovered slightly in 2000, after a four-year decline. Demand
for tea has been increasing, particularly from such countries as Iraq, the
Russian Federation, Saudi Arabia and the United Arab Emirates. According to
the International Tea Committee, however, the trend in global production of tea
is firmly upward, suggesting a limited further recovery in tea prices.

Prices of vegetable oil seeds and oils continued their decline in 2000,
although prices for some commodities in the group appeared to be stabilizing
in late 2000 and early 2001. Prices of palm and soybean oil have dropped by
50 per cent since 1998, leaving the price index for the group at its lowest level
in decades. Palm oil production, for example, has doubled over the past decade.
While prices are expected on average to fall further, prices of commodities
such as copra and groundnut oil may start to stabilize owing to increased con-
sumption (in response to lower prices) and output adjustments.

Agricultural raw materials

Prices of this category recovered moderately in 2000 but stalled in late 2000.
Further softening in prices of these commodities is expected, at least until the
latter part of 2001.

Prices of cotton and rubber, while having risen by about 10 per cent in 2000,
remain 40 to 50 per cent off the peaks reached in 1997. The recovery in cotton
prices was due largely to reduced stockholding and production in China and to
the expectation of lower crops in India and Pakistan, offsetting an increase in
production from Brazil. A further slight increase in cotton prices is possible
because of continued excess demand in the near term, but expanded planting in
such countries as Argentina, Australia and the United States is likely to fill up
the gap in the medium to long run.



Metals and minerals

Prices of base metals have paced the evolution of global industrial production.
The recovery in prices begun in early 1999 continued in the first half of 2000.
Since then, however, prices have been softening along with the downturn in
global industrial production. The price index for this group recovered 13 per
cent in 2000, led by prices of aluminium, copper and nickel, with the latter
jumping by 40 per cent. Prices of other commodities in the group, such as
gold and silver, have been relatively stable.

The recovery of metal prices during 1999-2000 was driven not only by the
pickup in demand, especially from Asia, but also by supply problems and pro-
duction cutbacks. For example, the surge in nickel prices was due partly to the
increase in steel production, which uses nickel as an alloying admixture; delays
in bringing new capacities on-stream; and the rundown in inventories.
Meanwhile, energy-related supply constraints in the production of aluminium
and copper, resulting from the high prices of energy, also provided price sup-
port. Prices are expected to remain volatile in the near term as stocks of many
of these commodities are low. The demand for these commodities is highly cor-
related with the fluctuations in a few manufacturing sectors and, after a decline
in the first half of 2001, prices of metals and minerals are expected to firm
when the recovery in manufacturing in the major economies gets under way
later in 2001.

DEVELOPMENTS IN MULTILATERAL TRADE NEGOTIATIONS
AND THE WORLD TRADE ORGANIZATION

Despite the wide and frequent swings in the dynamics of global trade during
the past several years, few signs of any major aggravation of protectionism
have come to the fore. The progress made with trade liberalization during the
1990s, including the implementation of the agreements reached during the
Uruguay Round,* of multilateral trade negotiations remains largely intact.
Efforts are being made to build further upon these achievements.

Towards a new multilateral round of trade negotiations?

Since the impasse at the Third Ministerial Conference of the World Trade
Organization in Seattle in November-December 1999, various calls for recon-
sidering the intended inauguration of a new round of trade negotiations have
been made. Acting upon these calls has been complicated by a range of objec-
tions by both proponents and opponents of a new round. Most Governments
opposed to a new round are not against embarking on new multilateral trade
negotiations per se, but rather insist that all countries, and especially the
developed economies, honour in full their previous commitments, particularly
those made during the Uruguay Round as “best efforts” to bolster market
access. Proponents of a new round among World Trade Organization member
Governments now recognize that, in order to include the developing countries,
they will have to present more than a tentative agenda that largely revolves
around new issues, such as those tabled at Seattle.

Views on what the new round should tackle remain divided among broad
country groups; the divergence is particularly pronounced between developed

See Legal Instruments Embodying the Results of
the Uruguay Round of Multilateral Trade
Negotiations, done at Marrakesh on 15 April 1994
(GATT secretariat publication, Sales No.
GATT/1994.7).
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"EU and candidate countries: joint declaration on
WTO issues at ministerial meeting in Ljubljana"
(Ljubljana, European Commission, 12 May 2001,
http://europa.int/comm/trade/whats new/enlarg
.htm), pp. 1 and 2.

This commitment was first agreed upon at the first
Ministerial Conference of the World Trade
Organization held at Singapore in 1996, but imple-
mentation of the Integrated Framework for Trade-
related Technical Assistance, including for Human
and Institutional Capacity-building, to Support
Least Developed Countries in their Trade and
Trade-related Activities (WT/LDC/HL/1/Rev.1),
has fallen short of expectations.
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and developing countries. Some developed countries have proposed that nego-
tiations focus on trade liberalization in new domains and that such issues as
labour standards, human rights, and protection of the environment be
addressed. There has been an extensive debate in the international community
on whether the latter three issues should be taken up in the context of trade
negotiations, either in a new round or even within the World Trade
Organization at all.

In contrast, many developing countries continue to be primarily concerned
about effective market access for traditional goods and services, both as
promised in earlier rounds and in terms of possibilities for a new round. Their
priority for negotiations is the removal of barriers to market access in devel-
oped countries for products in which developing countries have a comparative
advantage, notably agricultural and labour-intensive products.

EU has affirmed that the new round “must be directed at strengthening
access to markets, at developing and strengthening the rules and disciplines of
the World Trade Organization and at promoting a better integration of develop-
ing countries into the Multilateral Trading System”. The objective of “a new
round should be to increase transparency and predictability in trade relations,
to reduce the risk of protectionism and unilateralism and to respond to the
rapidly integrating international economic environment.”s EU also deemed it
important to strengthen the technical and institutional capacity of the develop-
ing countries, including the least developed countries, through World Trade
Organization cooperation schemes with the goal of enhancing their capacity to
participate in multilateral trade negotiations.6

Implementation of the agreements reached at the Uruguay Round since the
mid-1990s, together with many unilateral trade liberalization measures, has
reduced barriers to international trade. Nevertheless, the multilateral trading sys-
tem is far from complete, and the range of unfinished business continues to be
very wide as significant impediments to trade remain. Among the most heavily
protected products are those of greatest interest to many developing economies,
especially the least developed countries. These products include agriculture, tex-
tiles, clothing, footwear and many other labour-intensive manufactures.

Unfinished business from the Uruguay Round

Since the Seattle Conference at the end of 1999, some progress has been made
in advancing outstanding issues, notably those left over from the Uruguay
Round, in particular trade in agricultural products and services. Progress has
also been booked on other issues, including those that figured in Seattle, and
countries that oppose a new round have insisted that some of the above-cited
topics be dealt with on a priority basis. There is some optimism, notably on the
part of the United States and the European Commission, that the next World
Trade Organization Ministerial Conference in Qatar could launch a new round.

Agriculture trade

Commenced in March 2000, the first phase of the deliberations on agriculture,
as called for under the Uruguay Round agreements, was successfully conclud-
ed in March 2001, at which time all parties agreed on a work programme for
the second phase. An unprecedented number of Governments participated



actively in the first phase, with 125 World Trade Organization members, out of
140, submitting negotiating proposals. Most proposals were submitted within
the context of the Agreement on Agriculture, reached during the Uruguay
Round. That Agreement aimed at the continuation of the reform of trade in
agricultural products by enacting progressively more substantial reductions in
agricultural support and protection. The new proposals cover many issues in
such areas as market access, export competition, and domestic support. Many
of these proposals also include some related topics not directly pertaining to
trade as such, including the environment, food safety, sustainable rural devel-
opment, poverty alleviation, and consumer protection.

The special concerns of the least developed countries and net food-import-
ing developing countries have been raised in many proposals from developing
countries, as well as in some of those tabled by developed countries. For exam-
ple, the joint proposal of the World Trade Organization’s African Group stress-
es that trade reform should ensure market access that allows for competition on
a commercial basis for all agricultural products originating in developing coun-
tries.” It also endorses efforts to level the playing field in the international trad-
ing system, taking into account different structural constraints among coun-
tries. The Group proposes that developed countries provide tariff-free and
quota-free market access for exports from the least developed countries.8 It also
suggests an agricultural safeguard mechanism for developing countries, as a
form of special and differential treatment. The Group urges that many special
concerns of least developed countries and net food-importing developing coun-
tries (such as food aid, accession to financing facilities, and technical and
financial assistance aimed at the improvement of agricultural productivity and
infrastructure) be fully addressed during the negotiations.

At the Third United Nations Conference on the Least Developed Countries
(Brussels, 14-20 May 2001), there was general agreement among all developed
countries to expand the “Everything but Arms” initiative of EU.? This was part
and parcel of broader initiatives in support of the least developed countries’
development efforts because often the impediments to exports from LDCs com-
prise not only lack of market access but also weak domestic supply and the
absence of effective trade-promotion institutions.

Given the wide range of interests and the complexity of many of the issues,
the second phase of the negotiations on agricultural trade is expected to be dif-
ficult. The work programme includes further in-depth elaboration of all the
proposals, with focus in the short run on such issues as tariffs, export subsidies,
export credits, State-trading enterprises, food security, food safety, and rural
development.

Trade in services

The post-Uruguay Round negotiations on these issues have gathered momen-
tum since being formally launched at the beginning of 2000. The adoption of
the negotiating guidelines and procedures by the World Trade Organization
Council for Trade in Services (Services Council) in March 2001 marked a
move forward from the “rules-making” phase, during which new rules for ser-
vices on subsidies, safeguards and government procurement had been negoti-
ated, to the “request and offer” phase, during which facilitating further market
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"WTO African Group: Joint Proposal on the
Negotiations on Agriculture” (World Trade
Organization, G/AG/NG/W/142, March 2001).

The European Union (EU) has recently endorsed
the position whereby least developed countries
will have free access to the single European mar-
ket for all goods but armaments. For some prod-
ucts, however, some transition regimes have been
put in place; but by 2006, there should be full
access.

"EU succeeds in promoting market access in
favour of LDCs" (Brussels, European Commission,
21 May 2001, http://europa.int/comm/trade/miti
devel/ldcmkacc.htm), p. 1.
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10 The fact that the member States are resorting to

multilaterally agreed dispute settlement mecha-
nisms, in lieu of resorting to bilateral negotia-
tions, can be considered progress in itself.

The net transfer of financial resources comprises
the net capital inflow less the net outflow of
investment income; it finances the balance of
trade in goods and services and net private out-
ward transfers (largely workers'remittances).

access will be negotiated. Some 40 members had submitted about 70 propos-
als in the year following adoption of guidelines.

The newly adopted guidelines stress that the ongoing negotiations should
aim at increasing the participation of developing countries. They emphasize
that there should be flexibility for individual developing countries, with prior-
ity granted to the least developed countries; they also call for consideration to
be given to the needs of small and medium-sized service suppliers, particular-
ly those of developing countries.

Requests for accession

During 2000, the World Trade Organization General Council approved the
accession of several new members, although 28, including China and the
Russian Federation, continue to negotiate for accession. A key issue in design-
ing the format for accession to the World Trade Organization by developing
countries, especially the least developed countries and economies in transi-
tion, is whether there can be “special and differential” treatment for them or
for sub-groups of them. There are concerns that new applicants are called
upon to accept higher levels of obligations than existing members.

Dispute settlement

Despite the differences with regard to the agenda for a new round of global
trade negotiations, efforts to build upon the present multilateral trading system
have continued. One example has been the progress in solving disputes among
trading partners, even though nearly 100 cases were pending under the World
Trade Organization’s provisions in early 2001.1 In April 2001, there was a
resolution of the long-standing dispute between the United States and some
Latin American economies, on the one hand, and the European Commission,
on the other hand, centring around the latter’s banana regime (see box II.1).
This dispute had dampened cooperation between the United States and EU,
inter alia, on resolving other problems of the multilateral trading system and
on a number of related issues of bilateral and multilateral interest. That dis-
pute is now on its way to full settlement.

GLOBAL FINANCIAL FLOWS

Reflecting developments in international trade, there was a sharp rise in the
net outward transfer of financial resources’ from developing countries as a
group in 2000 (see table II.3). The net outward transfer from countries in
Eastern and Southern Asia moderated significantly, as robust economic recov-
ery strengthened import growth and their repayments of bank loans bottomed
out. At the same time, the net inward transfer of financial resources to Latin
America, which had dwindled in 1999 in the aftermath of the macroeconomic
adjustment to the financial crisis in Brazil, was reversed in 2000, owing to
substantial growth in oil-related export earnings, as well as restricted access to
credit in Argentina late in the year. There was a swing to a large outward net
transfer from Western Asia in 2000, reflecting the rise in oil export revenues,
which substantially exceeded the increase in import demand. The net inward
transfer of resources to Africa as a whole was also reversed in 2000, owing to



In April 2001, the Government of the United States of America and the European
Commission reached an agreement to resolve their dispute over the latter’s import
regime for bananas. This was subsequently extended to Ecuador, the other major
party in the dispute with the European Commission. Formal disputes were also
lodged under the World Trade Organization's rules by Guatemala and Honduras, in
one case, and Mexico, in another. A settlement with these countries, as well as an
arrangement with Costa Rica and Venezuela, has not yet been reported.

The dispute between the European Union (EU) and, chiefly, the United States,
which was acting on behalf of its companies with interests in banana production
and trade, began with the establishment of the single European market in 1993,
which called for eliminating internal barriers to market access among member
countries. As a result, EU decided to adopt a single regime for banana imports.2
Although it removed barriers within EU, the new regime benefited EU’s African,
Caribbean and Pacific partners and erected new barriers to other banana exporters,
mainly from Latin America, including United States companies. Both sides negoti-
ated for several years to secure relief for the aggrieved parties without finding a
mutually satisfactory solution.

Following this failure, the United States and four Latin American countries
(Ecuador, Guatemala, Honduras and Mexico) filed a case against EU’s banana
regime with the World Trade Organization in May 1997.» Utilizing its dispute set-
tlement mechanism, a World Trade Organization panel adjudicated EU's regime to
be illegal, notably according to the provisions of the General Agreement on Tariffs
and Trade (GATT)e for the non-discriminatory administration under the various Lomé
agreements of quantitative restrictions (article XIll). The grounds for this judgement
were that EU had reserved a share of its market for bananas for imports from its
African, Caribbean and Pacific partners by issuing licences that did not completely
eliminate discrimination vis-a-vis agents from other countries.

In 1998, EU proposed some changes to this regime, but the World Trade
Organization rejected them. In view of EU’s continued non-compliance with the orig-
inal findings, in April 1999 the World Trade Organization authorized the United
States to impose trade sanctions with an annual value of $191 million. The United
States implemented this by levying a 100 per cent duty on a number of products
from members of EU, excluding Denmark and the Netherlands. Its sanction regime,
however, had been put in place as of March 1999, before the WTO's authorization
to levy extra tariffs was issued.

Owing to the failure to reach some form of agreement based on the historical
distribution of import licences, the European Commission proposed in October 2000
that a transitional tariff quota system, meaning a regime with low tariffs for trans-
actions within the quotas and higher tariffs otherwise, be managed on a “first
come, first served” basis. After adopting this, the European Commission made clear
that it remained open to further proposals and negotiations.

The new transitional regime was scheduled to take effect in July 2001 and will
turn into a tariff-only system by January 2006. During the transition period, bananas
will be imported into EU through import licences distributed on the basis of past

TOWARDS A RESOLUTION OF
THE DISPUTE CONCERNING
THE EUROPEAN UNION’S
BANANA REGIME

The import regime consisted of (a) a tariff quota
of 2 million tons (raised in 1994 to 2.1 million
and in 1995 to 2.2 million tons, following the
banana framework agreement, and an additional
tariff quota of 353,000 tons also introduced in
1995 for Latin American countries and non-tradi-
tional African, Caribbean and Pacific exporters);
(b) quantities allocated to traditional African,
Caribbean and Pacific banana suppliers totalling
857,700 tons at zero duty; and (c) a quota duty of
75 euros per ton for Latin American countries
and zero duty for African, Caribbean and Pacific
countries.

“Trade representative welcomes appellate victo-
ry in WTO banana dispute: sees broader benefits
for U.S. trade” (Washington, D.C., Office of the
United States Trade Representative, 9
September 1997), p. 1.

GATT secretariat publication, Sales No.
GATT/1986-4 (Geneva, July 1986).
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trade and the United States will suspend sanctions currently imposed on some EU
exports. As part of this free-standing agreement, the United States will support
EU’s request for a waiver of World Trade Organization rules in order to allow EU to
reserve a fixed quantity of bananas exclusively for its African, Caribbean and Pacific
partners during the transition regime.

This agreement is fully compatible with World Trade Organization rules. It offers
EU's African, Caribbean and Pacific partners, notably those of Africa and the
Caribbean, a transition phase of nearly five years to adjust to more open global
competition for EU’s banana market. It is likely eventually to allow the non-tradi-
tional exporters of bananas among the African, Caribbean and Pacific countries to
secure a larger market share since they will be able to compete on an equal basis
in EU, especially once the tariff-only regime comes into effect in 2006.

By late April 2001, a similar agreement was reached between EU and Ecuador, the
largest exporter of bananas among the developing countries. It is expected that this
will be extended to the three other Latin American countries that joined in the World
Trade Organization case and the two other banana exporters mentioned earlier.

The new regime will also enhance the exporting opportunities for Ecuadorian
and other Latin American exporters of bananas into EU, since it abolishes the lat-
ter's import allocation on a country quota basis. Inasmuch as countries can now
compete for a market share in EU, non-traditional banana exporters to EU can cap-
ture part of that market relying on their inherent comparative advantage. This is
likely to hold in particular once the transitional period regime will have been
replaced by a tariff-only system by 2006.

Table I1.3.

NET TRANSFER OF FINANCIAL RESOURCES TO DEVELOPING COUNTRIES, 1993-2000

Billions of dollars

1993 1994 1995 1996 1997 1998 1999 20002
Developing countries 66.2 34.3 39.9 18.5 5.7 -35.2 -11.2 -169.8
Africa 25 5.1 6.0 5.1 -3.3 17.0 6.3 -145
Sub-Saharan (excluding
Nigeria and South Africa) 19.2 3.7 10.1 12.2 12.9 13.1 16.4 15.8
Eastern and Southern Asia 10.0 19 229 246 -28.1 -127.7 -125.8 -102.9
Latin America 14.7 18.1 -1.6 -1.3 20.8 42.0 79 -1.6
Western Asia 39.0 9.2 12.6 0.2 49 335 0.4 -50.8
Memorandum item:
Heavily indebted poor
countries (HIPC) 13.0 10.7 11.8 1.9 13.6 16.5 12.8 92

Source: UN/DESA, based on International Monetary Fund (IMF), World Economic Outlook, May 2001, and IMF, Balance of Payments Statistics, various issues.

a  Preliminary estimate.



the higher capacity to pay for imports out of export earnings for several large
oil-exporting countries. Inward resource transfers to oil-importing African
countries to finance their trade deficits continued in 2000, while the net trans-
fer to the heavily indebted poor countries (HIPC) was the smallest in the past
several years.

These developments were mirrored in the subdued net financial flows to
developing countries in 2000 (see figure II.3). Both private and official flows
declined in the aggregate in 2000. Net private financial flows are expected to
increase at best only slightly in 2001, dampened by the global economic slow-
down and continued uncertainty. Total official financial flows are expected to
rise in 2001, largely owing to commitments under the International Monetary
Fund (IMF)-led assistance programmes to Argentina and Turkey. ODA
declined in 2000 and prospects for a resumption of increases are uncertain.

Private financial flows

The low level of net private financial flows to developing countries and
economies in transition in 2000 reflected persisting investor aversion to risk in
these countries. Financial flows were concentrated in a small number of large
developing countries (such as Brazil, China and, until its crisis, Turkey),
amplifying the concentration observed since 1997.

Participants in global financial markets became more cautious in the second
half of 2000. The tightening of monetary policy in developed countries raised
interest rates, and thus the returns on alternative placements of funds in low-
risk instruments. Increasing concerns about the overvaluation of equity prices,
especially of ICT companies, exacerbated risk aversion. As investors sought to
rebalance their overall risk exposure, they reduced demand for a wide range of
high-risk investments, including emerging-market securities.

Figure I1.3.
NET FINANCIAL FLOWS TO DEVELOPING
AND TRANSITION ECONOMIES, 1990-2000

Billions of dollars
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Source: International Monetary Fund, World
Economic Outlook Database (online), May 2001.

a |ncluding portfolio debt and equity flows.
b Including short- and long-term bank lending. It may
include some official flows owing to data limitations.
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12 Global Development Finance, 2001: Building
Coalitions for Effective Development Finance,
Analysis and Summary Tables (Washington, D.C.,
World Bank, 2001), p. 45.

Source: Data of J.P. Morgan Co., New York

The result was a significant widening in the “spread” between the yield on
emerging market bonds and that on the standard risk-free benchmark instru-
ment, United States Treasury bonds. This was particularly visible in the spreads
on Asian bonds (see figure I11.4) and on the bonds of a number of countries in
Latin America (such as Argentina, owing to deepening financial concerns;
Brazil, as a result of spillover from Argentina; and Peru, owing to political
developments). However, this trend was not universal. For example, spreads on
bonds of the Russian Federation benefited from the successful restructuring of
private debt, the improvement in macroeconomic performance, and the
increase in export revenues on account of higher fuel prices.

At the end of 2000, overall investor sentiment towards emerging markets
improved somewhat. As a result, investment in emerging market bonds rose
into the beginning of 2001. However, with increasing evidence of a spreading
economic slowdown, international investor confidence weakened again during
the first quarter of 2001, in spite of the continued easing of international inter-
est rates.

Investors closely monitored the evolving economic crises in Argentina and
Turkey and the solutions under discussion (see chap. III). The new programmes
will benefit from international financial assistance packages led by IMF. The
latter’s commitment has helped to bolster investor confidence in both countries.

Influenced by persisting uncertainty about the two reform programmes, as
well as about global economic conditions, bond spreads for emerging market
economies in April 2001 remained relatively high. Thus, despite the easing of
base interest rates on non-risky credits, owing to policy easing in the major
economies, the average cost to developing countries and economies in transi-
tion of borrowing on international capital markets increased from their levels
in early 2000, both for new bonds and for commercial bank loans.2

Figure I1.4.

YIELD SPREADS ON EMERGING MARKET BONDS,
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Nevertheless, there has not been a recurrence to date of the large-scale conta-
gion with massive capital flight that occurred during the 1997-1998 interna-
tional crises.

Private credit flows

There was a substantial net outflow of private credit from developing coun-
tries and economies in transition in 2000 (see figure II.3). This continued a
trend set in motion in 1997 by the financial crises in several of these
economies. One consequence has been a decline in the debt-to-GDP ratio and
the share of short-term debt in the total debt of these countries as a group.

Net repayments to international commercial banks accounted for a large part
of the net outflow, especially in East Asian countries. Net flows of bank credit
to countries in other regions, such as Argentina, Brazil and Turkey, were sub-
dued although these countries saw a rise in new syndicated loans in 2000,
mainly for telecommunications, oil and energy projects. However, the volume
of new loans plummeted in early 2001, and the net retrenchment in interna-
tional bank lending to the developing countries and economies in transition is
expected to continue.

The net flow of non-bank credit to developing countries and economies in
transition was basically unchanged in 2000 and gross bond issuance matched
1999 levels.1® Latin American countries—with Argentina, Brazil and Mexico in
the lead—dominated gross bond issuance, which was concentrated in the early
part of the year. Activity dwindled to a very low level by the last quarter, as such
countries as Argentina and Turkey dropped out of the primary market. There
was a rebound in bond issuance in early 2001, mainly by Latin American coun-
tries, as spreads on emerging market bonds narrowed. Asian countries have gen-
erally been relatively inactive as their demand for external credit remained low.
With the exception of a number of large privatized companies, corporations in
the region are still in the process of reducing their leverage. Smaller net flows
of non-bank credit are expected in 2001 as international investors remain risk-
averse and financial uncertainties keep the cost of funds high.

Portfolio and direct equity investment flows
Foreign direct investment (FDI) continued to be the mainstay of private
financial flows to emerging market economies in 2000, albeit at a slightly
reduced level.’s Investment for cross-border mergers and acquisitions levelled
off while investment in “greenfield” projects continued to stagnate, owing to
persisting excess capacity in many developing countries. The share of global
direct investment flows going to developing countries continued to decline: it
fell to 17 per cent in 2000, in marked contrast to the high of about 37 per
cent in 1997.16

The small decline in net FDI flows was the combined result of the end of a
wave of asset sales in crisis-affected Asian countries, particularly the Republic
of Korea and Thailand, and continued strong flows to countries undertaking
large-scale privatization, such as Brazil, Peru and Poland. Overall direct invest-
ment flows to Africa declined in 2000. FDI flows to the region have been con-
centrated in a small number of countries, such as Egypt, South Africa and the
United Republic of Tanzania, with substantial privatization programmes, par-
ticularly in natural resource and infrastructure sectors. In Asia and Latin

18 Emerging Market Financing: Quarterly Report on
Developments and Prospects (Washington, D.C.,
International Monetary Fund, 10 May 2001), p. 13.

4 BIS Quarterly Review (Basle, Bank for
International Settlements, March 2001), p. 29;
and Emerging Market Financing: Quarterly Report
on Developments and Prospects ..., p. 9.

15 For further details on FDI, see UNCTAD, World
Investment Report, 2001 (United Nations publica-
tion, Sales No. E.01.11.D.12).

16 UNCTAD FDI/TNC database.
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Global Development Finance, 2001 ..., p. 40.

America, the top 10 recipients of FDI flows accounted for 74 per cent of the
total in 2000. Only 2.5 per cent of total FDI flowing to developing countries
went to the least developed countries, and it was concentrated in the resource-
based sectors of a small number of countries.!”

Direct investment flows are expected to remain basically unchanged in
2001, with investment in privatization projects moderating. Investment for
other activities is not anticipated to strengthen significantly, given the deterio-
rating international economic environment. A notable exception could be an
increase in investment flows to China in anticipation of its accession to the
World Trade Organization, possibly later this year.

There was a small increase in the net flow of portfolio equity investment to
developing countries and economies in transition for 2000 as a whole but the
strong rise in prices of emerging-market stocks ended in the second half of
2000 and there was a retreat by international investors. Declines in portfolio
equity investment flows became widespread, with the sharpest fall in several
Asian economies. In the few countries with a substantial increase in net invest-
ment flows, such as Brazil and China, the main impetus came from the inter-
national placement of equity issues of large State companies in the ICT and
energy sectors.

Weakness in equity markets in emerging economies has generally paralleled
price declines in equity markets of developed economies, as the downward
revision of the earnings prospects of stocks in the ICT sector in particular
spread to similar stocks in emerging markets. The effect was more pronounced
in Asian and Latin American markets that had a high share of these stocks.
Compounding this was the growing concern about the vulnerability of devel-
oping countries to the global economic slowdown. Global stock prices contin-
ued to decline in the first quarter of 2001 as pessimism about the global econ-
omy outweighed the effect of monetary easing.

Official finance for development

Most of the changes in total official financial flows to the developing coun-
tries and economies in transition in the past two years reflected the abatement
of the financial emergencies of the late 1990s. While this is a positive sign,
the continuation of reduced levels of development assistance is a highly nega-
tive aspect.

International Monetary Fund and the World Bank

For the second year in a row, there was a net flow of funds to IMF from the
developing countries totalling $6.7 billion in 2000 (see table A.23), chiefly on
account of repayments of earlier loans to Argentina, Brazil, Mexico and
Venezuela. There was also a net flow of funds from the economies in transi-
tion because of repayments by the Russian Federation, Ukraine and
Uzbekistan (see table A.24).

Fund commitments to the developing countries, however, rose, from $13.0
billion in 1999 to $22.1 billion in 2000, chiefly on account of a standby facil-
ity for Argentina in support of its 2000-2002 economic adjustment programme.
Commitments to the economies in transition fell from $5.6 billion in 1999 to
only $0.3 billion in 2000. The Republic of Moldova received almost half of



these commitments in the form of a loan from the Poverty Reduction and
Growth Facility (PRGF).

IMF has been undertaking a major review of its operations and policies. In
early 2001, the Executive Board approved a streamlining of the conditionalities
in IMF assistance programmes in response to criticisms that the Fund had
allowed the policy conditions associated with its programmes to expand
beyond what was required. As an interim arrangement now in effect, conditions
for loans are restricted to measures deemed “critical” (as opposed to “impor-
tant” or “relevant”) to the achievement of the objectives of the adjustment pro-
gramme. The number of formal conditions associated with steps leading to a
structural reform are also being reduced. The new approach focuses the role of
IMF on policies within the core areas of its mandate and expertise, and relies
more on other institutions, such as the World Bank and regional development
banks, to address programme aspects outside these core areas.

IMF instituted a number of changes in November 2000 with regard to the
policy of making substantial liquidity available to pre-qualifying countries
threatened by contagion from financial crisis in other countries. Some of the
terms and conditions of the Contingent Credit Line (CCL) were changed to
encourage countries to use the facility. These modifications include lowering
the surcharge over the standard loan rate and reducing commitment fees paid
upon securing the facility. The release of the first disbursement of committed
resources is also to be made more automatic to a qualified country affected by
contagion. Thus far, no country has applied for a CCL under either the original
or the enhanced terms.

Parallel to IMF, the World Bank is making efforts to streamline, focus and
prioritize its loan conditionalities, including use of the Poverty Reduction
Support Credits (PRSCs), a facility available to the low-income countries that
implement reforms outlined in their Poverty Reduction Strategy Papers
(PRSPs). The Bank and Fund are also working to clarify the respective roles of
the PRSC and the PRGF.

IMF and the World Bank continue to seek to bolster the capacity of devel-
oping countries and economies in transition to improve their financial sectors
so that these countries will prospectively be better able to withstand financial
shocks. A major effort has been the Fund/Bank cooperation on Financial Sector
Assessment Programmes and the associated Reports on Observance of
Standards and Codes. To strengthen its work in this area, IMF has created a
new International Capital Markets Department. This is intended to deepen the
Fund’s understanding of the workings of capital markets, as well as strengthen
its capacity to address systemic issues and provide early warning of potential
stress in financial markets.

Other multilateral development institutions

Total resources committed by other multilateral development institutions
declined in 2000 for the second year in a row, by about 10 per cent in dollar
terms (about 8 per cent measured in constant prices and exchange rates), to
$42 billion (see table A.27). The decrease mainly reflects the end of the emer-
gency surge in lending operations by the multilateral banks in the aftermath of
the Asian financial crises, particularly non-concessional loans to middle-
income countries. However, lower loan volumes were also the result of the
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18 QOne factor in the decline in ODA in 2000 is defin-
itional: DAC no longer classifies assistance to
certain countries or territories as ODA. The coun-
tries and territories that have been excluded are
Aruba; French Polynesia; Gibraltar; the Republic
of Korea; the Libyan Arab Jamahiriya; Macao;
China; the Netherlands Antilles; New Caledonia;
the Northern Mariana Islands; and the British
Virgin Islands. The effect of this reclassification is
most apparent in the ODA of France.

gradual downsizing of the operations for which the loans were made. There
has also been a shift from large infrastructure projects towards smaller pro-
jects in support of institution-building and human development. There was a
slight increase in International Development Association (IDA) lending. The
average size of IDA loans, like the non-concessional ones, was smaller in
2000 than in 1999.

There were some positive developments in 2000 regarding concessional
resources for the major multilateral financial institutions. At the Asian
Development Bank, negotiations have been under way for concessional fund-
ing for 2001-2004 through the eighth replenishment of the Asian Development
Fund (ADF VIII). Donors agreed on a $5.6 billion replenishment, an increase
of almost 10 per cent over the seventh replenishment (ADF VII). The first
meeting, in February 2001, to discuss the thirteenth replenishment of IDA
resources (IDA 13) got off to a positive start when broad agreement on some
issues, such as those pertaining to IDA eligibility, was reached.

Contributions to the core and regular resources for the programmes of the
operational agencies of the United Nations system declined slightly in 2000.
Contributions to the United Nations Development Programme (UNDP) record-
ed another year of decline, but there was a rise in the financing provided to the
United Nations Children’s Fund (UNICEF). World Food Programme (WFP)
resource commitments rose, while those of the United Nations Population Fund
(UNFPA) fell by almost a third.

On the other hand, in one important area of concern, prospects for heightened
international financial cooperation to fight human immunodeficiency
virus/acquired immunodeficiency syndrome (HIV/AIDS) improved in the first
half of 2001, when the call by the Secretary-General and others to mobilize
resources for a united Global Fund to Fight AIDS, Malaria and Tuberculosis
began to receive a sympathetic hearing. The total amount of resources necessary
to combat HIV/AIDS effectively has been estimated at $7 billion to $10 billion
per year. The trust fund is envisioned to be a key tool to help meet some of the
large increase in outlays the Secretary-General has called for. It is therefore
being constructed to be flexible enough to accept contributions by Governments,
the private sector and individuals. If it materializes, part of the $7 billion to $10
billion is likely to be spent via traditional bilateral methods, as the Global Fund
is intended to house only a small portion of the total financial effort.

Official development assistance

After two consecutive years of increases, ODA from the DAC member coun-
tries fell from $56.4 billion in 1999 to $53.1 billion in 2000, a decline of 6 per
cent in nominal terms or 1.6 per cent if the effects of inflation and exchange-
rate changes are removed'® (see table II.4). Coupled with the relatively strong
economic growth in the OECD countries in 2000, there was a fallback of ODA
as a share of the DAC members’ combined GNP to 0.22 per cent in 2000 from
0.24 per cent in 1999, far below the target of 0.7 per cent of GNP called for in
various United Nations forums.

A major factor behind the fall in ODA in 2000 was that the aid of the largest
donor, Japan, contracted by almost 18 per cent in 2000, largely as a result of
the end of the exceptional contributions to the Asian Development Bank in the



Table 11.4.
OFFICIAL DEVELOPMENT ASSISTANCE (ODA) OF THE MEMBER COUNTRIES
OF THE DEVELOPMENT ASSISTANCE COMMITTEE (DAC), 2000

0DA
(millions of Real change,
United States ODA/GNPe 1999 to 20000
dollars) (percentage) (percentage)
Australia 995 0.27 9.3
Austria 461 0.25 -0.1
Belgium 812 0.36 217
Canada 1722 0.25 -2.2
Denmark 1664 1.06 7.3
Finland 37 0.31 0.1
France 4221 0.33 -139
Germany 5034 0.27 59
Greece 216 0.19 28.7
Ireland 239 0.30 7.3
[taly 1368 0.13 -14.3
Japan 13 062 0.27 -17.9
Luxembourg 116 0.70 9.1
Netherlands 3075 0.82 10
New Zealand 116 0.26 -0.4
Norway 1264 0.80 -9.6
Portugal 261 0.26 6.7
Spain 1321 0.24 8.3
Sweden 1813 0.81 22.3
Switzerland 888 0.34 0.1
United Kingdom 4 458 0.31 35.6
United States 9581 0.10 2.7
Total DAC 53 058 0.22 -1.6
Average country effort (unweighted) . 0.39
Memorandum items:
EU countries combined 25431 0.33 6.4
European Commission 4876 - 12.6

wake of the Asian financial crises. Fiscal austerity has also become a factor
affecting the outlook for Japan’s ODA.

On the other hand, aid from the United Kingdom of Great Britain and
Northern Ireland jumped by almost 36 per cent in real terms, more than com-
pensating for the 11 per cent fall in its ODA in 1999. Belgium, Greece, the
Netherlands and Sweden also recorded strong increases in ODA in 2000.
Germany and the United States increased their aid as well, while that of Canada
fell slightly. Luxembourg joined the ranks of DAC countries that attained or
exceeded the ODA target of 0.7 per cent of donor GNP. The others were
Denmark, whose ratio reached a high of 1.06 per cent, the Netherlands,
Norway and Sweden.

The prospects for total ODA flows remain uncertain. Among the major
donors, the United States is expected to record only a modest rise in ODA in
the next few years. For some other DAC members, however, prospects are more

Source: Organisation for Economic Cooperation and
Development, news release, OECD On-line, Paris, 23
April 2001.

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 ODA/GNP
ratios.

b Taking account of both inflation and exchange-rate
movements.
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19 For a detailed analysis of the effects of debt relief
on selected debt indicators of the 22 countries,
see the report to the Development Committee
(Joint Ministerial Committee of the Board of
Governors of the Bank and the Fund on the
Transfer of Real Resources to Developing
Countries), "Heavily indebted poor countries
(HIPC): progress report" (Washington, D.C.,
International Monetary Fund, 19 April 2001)

20 |bid., table 15.

encouraging. ODA from the United Kingdom is on a rising trend. Belgium and
Canada (despite a slight fall in the latter’s ODA) have announced increases for
the medium term. Such outstanding performers as Denmark, Luxembourg, the
Netherlands and Norway are expected to remain among the DAC’s most gen-
erous contributors of ODA.

An increase in ODA is widely recognized as indispensable if the United
Nations Millennium Declaration goals are to be achieved. At present, national
ODA efforts, measured as the ratio of ODA to GNP of the donor country, remain
highly uneven. Increasing the ODA of donor countries with a low ODA effort is
one of the main financing challenges facing the international community today.

The international treatment of excessive debt burdens

The international community has continued to address the debt difficulties of
low- and middle-income countries, with separate approaches for the problems
of each group.

Of the 41 heavily indebted poor countries (HIPC), the Executive Board of
IMF and the Board of Executive Directors of the World Bank had approved
debt reduction programmes for 22 countries under the Enhanced HIPC
Initiative by 31 December 2000, triggering the requisite commitments of all the
relevant creditors. Following this “decision point”, interim relief is given, but
full relief is granted only later, at the “completion point”. Only Uganda had
reached that point by the end of April 2001.

The 22 countries will receive about $34 billion of debt relief when their pro-
grammes are completed, accounting for two thirds of the international expen-
diture required for the initiative when applied to all eligible countries.
Combined with traditional debt relief and additional bilateral debt forgiveness,
total debt-service relief is estimated at $53 billion. The debt relief committed
under the Enhanced HIPC Initiative will halve the outstanding debt stock of the
22 countries, reducing it by $20.3 billion in net present value terms. Debt-ser-
vice payments will be reduced by about a third. Debt as a proportion of exports
of these countries will decline to an average of 126 per cent which, although
high, is about half the level that prevailed prior to debt relief and is compara-
ble with that of other developing countries.®

Although the implementation of the Enhanced HIPC Initiative gained
momentum in late 2000—half of the 22 countries received approval in
December—there remain obstacles to bringing other eligible countries to the
decision point and all of them, other than Uganda, to the completion point. One
concern is the low level of funding of the HIPC Trust Fund. Paid-in bilateral
contributions, for instance, totalled 37 per cent of the pledged amount at the end
of March 2001.20 IMF’s commitments to the initiative are expected to be covered
by about $800 million from its off-market gold sales in 1999. Donor countries
and the institutions themselves provide funding to cover the reduction in ser-
vicing obligations on debt to the World Bank and regional development banks,
and this has been arranged largely on a “pay-as-you-go” basis. It is therefore
critical for the smooth operation of the HIPC debt-relief process that the neces-
sary funds be contributed to the HIPC Trust Fund on a timely basis.

The prompt disbursement of debt relief to countries that have reached the
decision point also needs to be assured. Difficulties can arise because commit-



ments to cover the agreed programmes in full are needed before the pro-
grammes start. In particular, difficulties in arranging relief by relatively small
creditors can hold up implementation. Such delays were the case for Honduras
and Nicaragua, which received HIPC assistance from IMF only in March 2001,
although the decision point had been reached in December 2000.

In addition, about a dozen countries that are eligible for the HIPC initiative
are experiencing problems that impede their ability to initiate a programme of
debt relief. These countries either are involved in or have recently emerged
from domestic or cross-border armed conflict, while some other countries are
encountering governance problems. An IMF programme for emergency post-
conflict assistance can accelerate these countries’ progress in qualifying for
debt relief. There is broad agreement that the HIPC Initiative is flexible enough
to accommodate the special conditions of these countries by taking into
account other factors, such as their track record in macroeconomic policy and
institutional development, in respect of qualifying them for the HIPC
Initiative.?!

As part of the strengthening of the HIPC programme, the international com-
munity required that countries prepare PRSPs with the participation of all rel-
evant stakeholders in a country. In order to expedite the qualification process
for debt relief, interim PRSPs, which require less detail and are easier to com-
plete, were introduced in 2000. Flexibility can also be exercised in implement-
ing the HIPC framework by giving credit to a country’s track record in sound
macroeconomic policies and institutional reforms so as to facilitate the
progress of qualified countries to the completion point.

The aim of the Enhanced HIPC Initiative is to reduce the debt-servicing bur-
den of participating countries to a sustainable level. There have been, however,
questions about the validity of the assumptions used to set the target for post-
HIPC debt levels, such as the projections of exports and government revenues
upon which the calculations of external debt sustainability are based.22 There is
a possibility that an individual country that has received debt relief could fall
back into an unsustainable debt situation if there were a significant and pro-
tracted decline in export revenues or increase in import costs. Additional assis-
tance needs to be provided to cover such contingencies.

There is broad agreement that debt relief under the Enhanced HIPC
Initiative needs to be complemented by other resources to help the beneficia-
ries accelerate the pace of feasible growth and reduce poverty, while maintain-
ing debt sustainability. So as not to divert resources from financing for devel-
opment, debt relief needs to be complemented by increased ODA, mainly in the
form of grants and highly concessional loans.

Involvement of the private sector in debt
crisis resolution and prevention

Since the 1997-1998 international financial crises, there has been growing
consensus in the international community that private creditors should con-
tribute more to the resolution of debt crises in emerging market economies.
Sometimes a country faces a large short-term financing requirement, but pri-
vate markets are unwilling to lend, or its debt burden becomes unsustainable
and requires restructuring. It has been recognized that, in such cases, the

21

2

As at March 2001, the countries that were deemed
for HIPC Initiative purposes to be involved in armed
conflict were Angola, Burundi, the Central African
Republic, the Congo, the Democratic Republic of
the Congo, Guinea-Bissau, Myanmar, Rwanda,
Sierra Leone, Somalia and the Sudan. Ethiopia
emerged from an armed conflict situation after
having signed an agreement to end hostilities on
18 June 2000. See also "Communiqué of the joint
session-International Monetary and Financial
Committee and Development Committee"
(Washington, D.C., International Monetary Fund,
29 April 2001), para. 10.

See "The challenge of maintaining long-term
external debt sustainability" (Washington, D.C.,
International Monetary Fund and World Bank, 20
April 2001), executive summary, p. 1.
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"Resolving and preventing financial crises: the
role of the private sector" (Washington, D.C.,
International Monetary Fund, 26 March 2001,
http://www.imf.org/external/np/exr/ib2001), p. 9.

country’s private creditors should be brought together to reach a collective
agreement to limit their demands for immediate repayment and to bring about
the orderly restructuring of the country’s debt obligations.

Beyond this general understanding, however, there is not much clarity.
“Clear rules” on how to involve the private sector are not in sight. Some ana-
lysts prefer “constructive ambiguity” so that creditors better appreciate the
uncertainty of a bailout and will therefore be more careful in extending loans.
In addition, it is not clear how to overcome the “collective action” problem
(where each individual creditor knows the debtor does not have enough funds
to service all its creditors, and so has an incentive to collect on its loan before
funds run out). If the creditors can be brought together, they will realize that
they have a better chance of collecting at least some of their loans if they work
together rather than at cross purposes. With the greater use of bond financing
and the consequent increase in the number of creditors, this problem has
become more cumbersome than when a small number of banks arranged large
syndicated loans.

Recent debt crises suggest that both the official sector and private creditors
have drawn lessons from the crises of 1997-1998, but major challenges remain.
There were three instances of comprehensive restructuring of sovereign debt
owed to private creditors in 2000: in Ecuador, the first country to default on
Brady bonds, in Pakistan and in Ukraine. The success of the restructurings may
reflect several factors. In all cases, there was extensive interaction with credi-
tors, the importance of which is now much better understood by most debtors.
The bonds of Ecuador and Pakistan were rather narrowly held, which made it
easier to establish close collaborative contacts with bond holders. In contrast,
Ukraine’s case was more complex because mobilizing the numerous individual
bond holders in Western Europe required a massive public relations effort. All
the restructuring bids were characterized by their comprehensiveness as
opposed to a more piecemeal approach. For instance, Ecuador included in the
restructuring proposal all $6.65 billion of its existing Brady and other interna-
tional bonds, insisting that there would be no side deals with particular groups
of creditors. This might have provided one additional incentive for the credi-
tors to participate.

All three countries restructured their international bonds with the endorse-
ment of IMF, which made it clear that private sector involvement would be nec-
essary. The creditors also realized that the external positions of the crisis coun-
tries were unsustainable and that their losses could have been much bigger
without the restructuring agreement; for example, there was a danger of default
by both Pakistan and Ukraine.

Also, the bonds of Pakistan and Ukraine contained collective action clauses
(CAC). By specifying a requisite majority (as opposed to unanimity) in order
to change the terms of the bond, these clauses may facilitate restructuring.
They were activated for Ukraine, but not for Pakistan. According to IMF, CAC
might have helped to facilitate the restructuring, but only at the margin.? In
Ecuador’s restructuring, “exit consents” were used, by which a simple majori-
ty of bond holders could change those terms of a bond not directly related to
the repayment schedule in such a way as to encourage bond holders’ agreement
and avoid litigation.



Despite these success stories, agreeing on general procedures to address the
collective action problem remains a major challenge, as illustrated by the
Peruvian case. A single, small holder of Peruvian bonds, instead of taking part
in Peru’s Brady plan debt restructuring in the 1990s, sued Peru for full payment
of the face value of the debt. In June 2000, the bond holder secured a restrain-
ing order in a United States court on Peruvian official assets, making the coun-
try temporarily unable to pay interest on its Brady bonds. In order to avoid
being forced into default, Peru paid the full amount in September 2000 to get
the restraining order lifted, allowing it to make interest payments to the other
bond holders. An appropriate set of contractual obligations would have forced
the recalcitrant creditor—in this case, a speculative investor—to participate in
the collective agreement.
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ANNEX

REGIONAL INTEGRATION: RECENT DEVELOPMENTS
IN WEST AFRICA AND LATIN AMERICA

Regional trading arrangements have continued to increase. In 2000, an estimat-
ed 20 new preferential trading agreements were at various stages of delibera-
tion. Movements to strengthen or revise existing regional trading arrangements,
as illustrated by the Economic Community of West African States (ECOWAS)
and the Southern Cone Common Market (MERCOSUR) in Latin America (see
below), have also been launched. Some broader common features can be
extracted from these recent developments in regional bloc formation.

First, traditional forms of regional blocs, such as a customs union or free
trade area, which focus narrowly on regional trade, seem to have become inad-
equate for the purpose of enabling the participants to address the latest aspects
of global economic integration. Many existing regional trading blocs have there-
fore made efforts to extend their trade arrangements to encompass a broader
agenda of economic integration, including financial and monetary linkages,
movement of factors of production, and macroeconomic policy coordination.

Second, the leadership of many existing regional arrangements has sought to
enlarge them by co-opting additional members or merging with other trading
blocs. However, the process of forming larger regional trading blocs is com-
plex, often because of asymmetries between an existing bloc and potential new
members.

Finally, the evidence from recent developments on whether regional blocs
individually or collectively constitute “building blocs” or “stumbling blocs” in
the process of global multilateralism remains unclear. Seen as building blocs,
regional integration arrangements are a prelude to broader global integration,
serving, in time, to enhance the multilateral trading system. In contrast, when
seen as stumbling blocs, regional trading arrangements undermine the multi-
lateral system and inhibit its further development.

Regional trading arrangements, by definition, discriminate against non-
members. However, a number of these arrangements have enabled many devel-
oped countries, such as the members of EU, to lower their trade impediments
over time, even if for some sectors, notably agriculture, the discrimination
remains welfare-reducing. Such arrangements have also allowed many devel-
oping countries to phase in their integration into global markets more gradual-
ly than the abrupt acceptance of the global rules of the game would have per-
mitted. This may have allowed them to enter the global economic framework
better prepared for competition, inter alia, in higher value added products, than
would otherwise have been the case.

Economic integration in West Africa

In the course of 2000, ECOWAS launched several initiatives to reinvigorate
cooperation among its member countries and to extend the areas of coopera-
tion beyond trade and related activities.



Founded in 1975, ECOWAS consists of 15 members: Benin, Burkina Faso,
Cote d’Ivoire, Guinea-Bissau, Mali, the Niger, Senegal and Togo, which are all
members of the West African Economic and Monetary Union (WAEMU)2 and
part of the long-standing Communauté financiere africaine (CFA) franc zone;
and Cape Verde, the Gambia, Ghana, Guinea, Liberia, Nigeria and Sierra
Leone.b

Until recently, there had been limited progress in integrating ECOWAS
countries. At the summit in Lomé (Togo) in December 1999, however, an ambi-
tious initiative was agreed upon to create a single regional market in West
Africa, based on the following principles: a common currency; a common
external tariff; free movement of goods, services, capital and persons; and the
harmonization of economic and financial policies among member States.
ECOWAS is also aiming to increase its capacity to negotiate access to the mar-
kets of developed countries.c

Since the Lomé summit, WAEMU and ECOWAS have undertaken measures
to harmonize their separate trade integration schemes in order to accelerate the
creation of a West African common market. As of 1 January 2000, a common
external tariff (CET) has been in place in WAEMU, while the other members
of ECOWAS are currently working towards the introduction of their own CET.
The ultimate goal is to create a single CET for the whole of ECOWAS.
Furthermore, six of the seven countries that are not members of WAEMU have
embarked on a fast-track approach towards setting up a monetary zone along-
side WAEMU by 2003. Once in place, it is hoped that this new undertaking can
be merged with WAEMU in 2004 to form a single ECOWAS monetary zone,
though one member—Cape Verde—will remain outside any such arrange-
ments, at least initially.

The impact of ECOWAS integration on regional trade
Trade integration in ECOWAS aims to promote a more efficient pattern of pro-
duction, distribution and consumption based on comparative advantages. It
also seeks to overcome some of the limitations of small domestic markets, so
as to allow economic agents to reap economies of scale and to stimulate more
diverse consumption and production structures.d

The direct benefits of trade integration in West Africa should not, however,
be overstated. Intraregional trade in ECOWAS is generally low, as many West
African countries have a comparative advantage in the production of similar
goods, often limited to a few primary commodities that are exported mainly to
developed countries. The larger share of their trade is with the developed coun-
tries,e reflecting both the composition of their exports and their dependence on
developed countries for imports of manufactured products, especially capital
goods. The direct gains from additional trade and broader economic coopera-
tion following the creation of a customs union are thus likely to be small.

Moreover, the creation of a customs union may bring additional costs for
some countries. For example, countries that rely for their fiscal revenues on
import tariffs may find it difficult to replace those revenues with other taxation
instruments. Moreover, competition in a larger market may temporarily idle
resources. The most significant potential drawback arises when a customs union
leads to replacement of cheap imports from outside the union by more expen-
sive imports from within. This is one form of trade diversion, costly to the coun-

The Treaty establishing the West African
Economic and Monetary Union was signed in
1994. In it, the signatories committed themselves
to extending their long-standing integration in
monetary affairs to the whole economic sphere.

Before its withdrawal from ECOWAS in 2000,
Mauritania belonged to this second group.

This is particularly relevant after the signing of the
Cotonou agreement, as regional economic areas
will be the relevant entity with which EU hence-
forth negotiates economic partnership agreements
(see World Economic and Social Survey, 2000
(United Nations publication, Sales No. E.00.11.C.1),
box I1.1). For the text of the Cotonou agreement,
see  http://www.europa.eu.int/comm/develop-
ment/cotonou/agreement _en.htm.

Alexander J. Yeats, "What can be expected from
African regional trade arrangements?", Policy
Research Working Paper, No. 2004 (Washington,
D.C., World Bank, November 1998).

Intraregional trade in ECOWAS accounts for
about 11 per cent, while trade with EU accounts
for more than 40 per cent.
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try concerned. If, on the other hand, joining the customs union leads to the
replacement of high-cost domestic production by cheaper imports from within
the customs union—one form of trade creation—then the country gains. The net
effect will be positive if the gains from trade creation accruing through changes
in production, consumption or terms of trade, and possibly all three, exceed the
costs of trade diversion. The effects for the various ECOWAS countries will
depend on the formulation of the common commercial policy. In general, the
lower the external trade barriers for the customs union, the less trade diversion
there will be and the more beneficial regional integration will be.

Regional economic integration may also promote a clustering of economic
activities, thereby enhancing the advantage of having a headstart in a specific
location. In West Africa, for example, economic centres that have already
attracted a critical mass of industry, such as Abidjan and Dakar, have started
to develop business networks and the forward and backward linkages that tend
to lock related manufacturing activities into those locations. Such regional
trade integration may benefit members more unevenly than multilateral trade
liberalization.

Even though the direct trade effects may be limited, regional trade integra-
tion may have indirect benefits. First, the customs union may allow for more
effective participation of ECOWAS in multilateral trade negotiations, in partic-
ular in achieving increased market access in developed countries. Second, EU’s
record shows that trade integration at the regional level can make it easier for
national Governments to override or to forestall the emergence of domestic
groups opposed to trade reforms. Third, regional trade integration is often one
element in a package of policy measures with positive mutual synergies. In
ECOWAS, trade integration forms part of a wider agenda for overall economic
integration. Its merits, therefore, cannot be assessed in isolation. Finally, since
the initiative is promoted by the member States, rather than imposed from the
outside, such synergies are more likely to materialize, allowing for the firmer
anchoring of reforms in national policy-making processes.

If trade diversion can be held to a minimum, the dismantling of regional bar-
riers to trade is also likely to entail trade gains that are not directly related to the
reduction of intra-group tariffs or the establishment of a CET. Regional cooper-
ation to improve, for example, the communication and transportation infra-
structure, which is of very poor quality and a significant impediment to growth
in regional trade, would support this process. Furthermore, these gains can
increase over time as specialization according to comparative advantage pro-
ceeds across the region in a dynamic process. As indicated above, the conven-
tional static gains attainable by the removal, either simultaneously or over time,
of customs duties, for example, are unlikely to be significant for these countries,
but their principal aim, given their ambition to foster catch-up modernization,
should be to reap dynamic gains from trade and broader cooperation.

More importantly, the process of regional trade integration, when well
designed and purposefully implemented, is not necessarily incompatible with
multilateral trade liberalization. At the very least, it should be seen as a com-
plement to rather than a substitute for multilateral trade liberalization along the
lines of most-favoured-nation principle. The ECOWAS countries are likely to
achieve a higher return on their comparative advantages through multilateral
trade liberalization and increased access for their exports to markets in devel-



oped countries than from regional trade integration in the short to medium run.
Increased trade integration with advanced industrialized countries through
multilateral channels is also likely to foster better transfer of technology, as
well as to generate greater assistance in locking in economic and political
reforms, than is regional integration alone.

The benefits and costs of a monetary union for ECOWAS

The expected gains from the creation of a monetary union in West Africa are
chiefly lower and more stable inflation, enhanced credibility of monetary poli-
cy, a more stable macroeconomic environment, lower real interest rates, and
reduced transaction costs. These gains are conducive to investment, trade and
economic expansion. Furthermore, the ECOWAS members view monetary
union as necessary to realize the full benefits of a common market in the
region. At issue is whether these gains would be large enough to offset the
costs of giving up monetary policy and the exchange rate as policy instru-
ments in individual countries. More specifically, two questions need to be
answered: (a) will the union facilitate real adjustment to country-specific
shocks in the absence of the exchange rate as a policy instrument? and (b) will
the institutions of the monetary union and the commitment of the members be
strong enough to secure the benefits of such a union?

The conditions under which a group of countries benefit from giving up
their own monetary policy’ and creating a monetary union have been widely
discussed.s The benefits of a monetary union will be larger if: the countries are
primarily affected by common shocks; real adjustment to asymmetric shocks is
facilitated by flexible prices and wages, or mobility of labour among partici-
pating countries; there is a high level of intraregional trade that increases the
gains of integration; there is a mechanism for fiscal transfers at the regional
level to counter asymmetric shocks; and the credibility of monetary policy out-
side the monetary union is low, rendering the exchange rate a less potent poli-
cy instrument.

ECOWAS fares better with respect to some of these criteria than others. On
the positive side, mobility of labour across some of the ECOWAS countries is
significant. Also, wages and prices are relatively flexible, in particular in the
informal sectors of these economies. Thus, real adjustment to asymmetric
shocks can be facilitated through changes in relative factor and product prices
and movement of labour, rather than by modifying exchange rates. In addition,
the credibility of monetary policy is low in many of the members of ECOWAS
that are not members of WAEMU, so that the gain from the improved credibil-
ity associated with a monetary union could to some degree compensate for the
loss of the exchange rate as a policy instrument.

On other scores, however, abandoning the exchange rate as an instrument for
facilitating adjustment to shocks would involve costs. First, ECOWAS coun-
tries are generally vulnerable to asymmetric shocks because their production
structures are quite varied." For example, as a major oil exporter, Nigeria,
which accounts for 40 per cent of the group’s gross domestic product (GDP),
is generally affected by different shocks than those experienced by the oil-
importing ECOWAS countries. Second, as intraregional trade will remain lim-
ited for the foreseeable future, gains from trade will be small and are unlikely
to outweigh potential adjustment costs arising from asymmetric shocks. Third,

The members of WAEMU do not have an inde-
pendent monetary policy, given their fixed
exchange-rate link to the French franc until 1998
and since then to the euro.

The seminal article on optimum currency areas is
Robert A. Mundell, "A theory of optimum curren-
cy areas”, The American Economic Review, vol.
51, No. 4 (November 1961), pp. 509-517.

Paul Masson and Catherine Pattillo, "Monetary
union in West Africa (ECOWAS)", Occasional
Paper, No. 204 (Washington, D.C., International
Monetary Fund, February 2001).
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"Exchange rate regimes in an increasingly inte-
grated world economy”, Occasional Paper, No.
193 (Washington, D.C., International Monetary
Fund, August 2000).

there is no mechanism for fiscal transfers between the member States to cush-
ion and spread the adjustment costs of asymmetric shocks. Finally, the level of
political integration and the commitment to the institutions and policies of the
monetary union are thus far limited.

A successful monetary union requires investment in institutions that ensure
the irrevocability of the fixed exchange rates, until a common currency is adopt-
ed, and that facilitate the conduct of a single monetary policy. Generally, it is
necessary both to reduce the scope for individual Governments to breach the
rules and to make exit from the union costly. More specifically, a necessary con-
dition for a viable single monetary policy in ECOWAS is the establishment of a
central bank for the region that has a clear mandate for conducting monetary pol-
icy, is free from pressures to finance government deficits, and can act decisively
according to agreed upon criteria for the conduct of monetary policy.

The choice of monetary policy regime and monetary anchor for an eventual
common currency in ECOWAS has yet to be decided. A decision will be need-
ed no later than when the monetary union is expanded beyond the present
WAEMU arrangements. Tying in the broader monetary union to the euro with
a link through the French Treasury, as under the present CFA regime, may not
be optimal for the monetary union or desirable for the French Treasury, or it
may be neither optimal for the one nor desirable for the other. At that stage,
various options need to be contemplated.

The issue of monetary policy regimes for developing countries has been
widely discussed in recent years,i and there is no consensus on what constitutes
the optimal monetary policy regime for a currency area such as ECOWAS.
Because of the limited integration of the ECOWAS economies with interna-
tional financial markets, ECOWAS is likely to have a range of options for man-
aging its external exchange rate (although internal exchange rates will be fixed
after the agreed upon transition period). For example, the new common cur-
rency could establish a hard peg to the euro. This would preserve the long-
standing link of many countries in ECOWAS to the French franc and, since
1999, to the euro. This has enabled them to import, since 1999, the euro zone’s
monetary policy credibility and to ensure exchange-rate stability for more than
half of the trade of ECOWAS members. The euro zone and ECOWAS are,
exposed however, to different types of external shock. A peg to the euro implies
that ECOWAS could be forced to accommodate negative external shocks by
means of a recession rather than through relaxing its monetary policy, if the
prevailing degree of product and factor price flexibility and labour migration
turned out to be insufficient.

Another option is to adopt an inflation-targeting regime, in which case the
exchange rate could accommodate some of the external shocks these countries
are likely to sustain. Such a regime is demanding, in the sense that it requires
strong political and institutional commitments. It also needs a stable relation-
ship between monetary instruments and inflation, one that can be projected
quantitatively in a credible manner. Otherwise the transparency, hence the
credibility, of the monetary policy would suffer.

These countries could also establish an intermediate regime with a fixed but
adjustable, crawling or managed exchange-rate peg. Such a regime would be
less demanding in terms of the required institutions and the guidelines for oper-
ating such a monetary union. As several experiences of developing countries



have demonstrated, such regimes are prone to instability, particularly if the cur-
rency area is highly integrated with international capital markets and its domes-
tic supervisory institutions and prudential regulations are underdeveloped. This
issue will become more relevant when the ECOWAS area is more integrated
into the global economy.

In addition choosing a monetary regime, a well-functioning monetary union
requires consistency between the single monetary policy and the fiscal policies
pursued by individual member States. The creation of a monetary union does not
in itself ensure this. The experience of the European Economic and Monetary
Union (EMU) indicates that a rule-based approach to fiscal policy can promote
fiscal prudence. This involves limits on debts and deficits, a prohibition against
monetary bailouts, mechanisms for macroeconomic surveillance, peer reviews,
and a strong political commitment to the institutions created.

It has been recognized by ECOWAS that the harmonization of economic and
fiscal policies is a necessary condition for fully reaping the benefits of a com-
mon market and a monetary union. In April 2000, the six ECOWAS countries
aiming to create a secondary monetary zone adopted a set of convergence crite-
ria to be achieved by the end of 2003. Members of WAEMU have had in place
convergence criteria, and have thus conducted mutual surveillance of economic
policies, for a number of years. The two sets of convergence criteria are similar,
and include limits on inflation, fiscal deficits, government debt, central bank
financing of fiscal deficits, and international reserves (see annex table II.1). The
WAEMU countries, partly reflecting their longer history of cooperation and
mutual surveillance, are generally much closer to meeting their convergence cri-
teria than the ECOWAS countries that are not members of WAEMU.

The experience of EMU indicates that the building of new institutions, the
ensuring of effective governance therein, the technical preparations involved,
and the achievement of convergence criteria are complex and time-consuming.

Annex table I1.1.
MACROECONOMIC INDICATORS FOR WAEMU MEMBERS
IN RELATION TO CONVERGENCE CRITERIA

Position in 1999
Basic fiscal Inflation External
finance (as (annual public debt
percentage percentage as percentage
of GDP) rate) of GDP)
WAEMU 05 0.2 99.2
Benin 3.6 0.3 58.3
Burkina Faso -0.5 -1 66.5
Cote d'lvoire -15 0.8 115
Guinea-Bissau -95 2.1 4116
Mali 16 1.1 97.6
Niger -5.2 -2.3 113.9
Senegal 1.8 0.8 74.4
Togo -1.7 0 126.7
Convergence criteria for end-2002 >0 <3 <70

Source: Commission of WAEMU.



Source: IMF staff estimates.

a Excluding grants
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The timetable for creating the monetary union in ECOWAS is ambitious and
requires that countries adjust to a set of convergence criteria within a short
period of time, leading to a number of concerns. First, the record of imple-
menting agreed measures among the ECOWAS countries is mixed. This casts
doubt on the timetable’s realism. Second, some countries, such as Ghana and
Nigeria, the key participants in the second monetary union, have a long way yet
to go to meet several of convergence criteria (see annex table II.2). Third, a
number of crucial decisions have still to be made, such as the choice of a com-
mon currency, the choice of monetary anchor, handling of the WAEMU’s peg
to the euro, and managing its link to the French Treasury and to the other half
of the CFA zone. Finally, the conflict and tension in several ECOWAS coun-
tries undermine their ability to undertake monetary integration on this scale.

In summary, increased coordination of fiscal and monetary policies in
ECOWAS, in particular for the members not belonging to WAEMU, would pro-
mote a more stable macroeconomic environment, conducive to investment and
trade. The current push for integration is also seen as complementing the coop-
eration within ECOWAS in security and political matters. These benefits, how-
ever, are not dependent upon the immediate realization of a monetary union.
The latter requires not only the will, but also the ability, to undertake the nec-
essary adjustments and to fulfil the relevant conditions. A hastily constructed
and poorly devised monetary union could easily falter and undermine the over-
all effort of regional integration. In the longer term, however, with a solid com-
mitment to the integration initiative and its institutions, a monetary union could
deliver the benefits the ECOWAS countries are hoping to reap.

New challenges for the Southern Cone
Common Market (MERCOSUR)

As a regional integration project in South America’s Southern Cone, The
Southern Cone Common Market (MERCOSUR) has been under pressure from

Annex table I1.2.
MACROECONOMIC INDICATORS FOR COUNTRIES IN THE SECOND
MONETARY ZONE IN RELATION TO CONVERGENCE CRITERIA

Position at end-1999
Overall Gross Central bank
fiscal Inflation official advances
deficit (annual reserves (as percentage
(as percentage percentage (in months of tax
of GDP)a rate) of imports revenue
Gambia 438 17 5.7 32
Ghana 8.2 13.8 15 8.2
Guinea 5.1 46 26 29.6
Liberia 04 40 0 0
Nigeria 7.7 6.6 45 55
Sierra Leone 14.9 341 2.0 70.9
Convergence criteria for
End-2002 <5h <10 >3 -
End-2003 <4 <5h >6 <10




growing economic disparity among its members, including heterogeneous
exchange-rate regimes; divergent macroeconomic performances; and disagree-
ment on the degree of common external protection, both on average and in
terms of its distribution, including its CET. Some of these factors have threat-
ened the survival of MERCOSUR since late 2000. The bloc has also been con-
fronted with the challenge emanating from the forthcoming negotiations
around the establishment of the Free Trade Area of the Americas (FTAA).

Created in 1991 by Argentina, Brazil, Paraguay and Uruguay, with Chile and
Bolivia later becoming associate members, MERCOSUR has as its primary
objective to establish a common market for goods and services (which will ulti-
mately be extended to factors of production as well); to coordinate macroeco-
nomic policies; and to harmonize national legislations. With intraregional cus-
toms duties having been gradually eliminated during 1991-1994, a CET was
introduced in 1995 and the customs union came into existence.

Until recently, intra-bloc trade had boomed after the establishment of MER-
COSUR on account of the removal of intra-group tariffs and again after the
introduction of the CET: the value of exports in United States dollars within the
area grew at an average rate of 16 per cent during 1990-1999, compared with 4
per cent for extra-bloc exports. As a result, the share of intra-group exports in
total exports increased from about 10 per cent in 1990 to 25 per cent in 1998.
It receded in 1999 because of the economic slowdown in major countries and
some of the other difficulties cited, but rebounded somewhat in 2000.

Divergences in interests among the members, especially between Argentina
and Brazil, the two largest, have been mounting since Brazil’s currency crisis
in 1999. The depreciation and floating of the real boosted Brazil’s competi-
tiveness vis-a-vis Argentina. In order to enhance the competitive position of its
industrial sector, in March 2001 Argentina suspended the application of the
CET by eliminating tariffs on imports of capital goods and raising those for
consumer goods. Furthermore, the divergent interests of the members and asso-
ciate members have been compounded by Chile’s decision to negotiate a bilat-
eral trade agreement with the United States; the occurrence of several trade dis-
putes in recent years, notably between Argentina and Brazil; and slow progress
in resolving such issues as the elimination of non-tariff barriers, the enactment
of dispute settlement mechanisms, and the adoption of anti-dumping rules.
Some of the challenges facing economic integration in MERCOSUR derive,
however, from the way in which the preferential arrangement was set up and
the manner in which it has been governed.

Since its inception in 1995, MERCOSUR’s CET has remained incomplete.
First, many products in such categories as capital goods and technology are not
subject to the CET, leaving individual members with the discretion to set their
own external tariffs for such products. Second, some other economic activities,
such as the automotive sector, have been excluded from the customs union, in
the sense that tariffs and non-tariff barriers have not been eliminated among the
members. Third, Argentina’s action to suspend the CET has further jeopardized
the customs union.

The problems of MERCOSUR’s CET are closely linked to a disagreement
among its member States regarding the degree of protection for certain goods,
notably capital equipment. Argentina, Paraguay and Uruguay favour lower pro-
tection for capital goods from outside the bloc and tend to see a high CET as
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an impediment to enhancing the efficiency and competitiveness of their
economies. Brazil, which has a relatively developed capital goods sector,
favours higher protection as a means of consolidating its role as a supplier of
machinery and equipment for the area. With fairly high external protection, the
entire conundrum of trade diversion in MERCOSUR, hence the benefits of the
regional bloc to its members, becomes evident.i

Despite some recent progress, including an agreement for free intra-bloc
trade for the automotive sector by 2006, many problems of MERCOSUR’s
CET remain to be tackled in order for the members to reap the potential bene-
fits of regional integration. These can be seen as accruing from expanded mar-
kets, a reduction in the dependence of some of these countries on commodity
exports through greater production diversification for the region, and a reduc-
tion in the area’s vulnerability to external shocks. This potential, however, can
be fully realized only if the members succeed in meeting the above-cited chal-
lenges head-on.

Macroeconomic policy coordination

Over the last decade, the members of MERCOSUR adopted different
approaches in respect of addressing various external shocks. Domestic eco-
nomic problems have led to heterogeneous exchange-rate regimes in the bloc:
Argentina has maintained its currency board—an extreme form of a fixed
exchange-rate regime, which was adopted in 1991; Brazil abandoned the
exchange-rate policy of the so-called real plan—a crawling band exchange-
rate regime, combined with other policy commitments such as fiscal consoli-
dation and structural reforms, which was implemented in 1994—and let its
currency float in early 1999; and the other two members and two associate
members have four different exchange-rate regimes, ranging from free float-
ing since 1999 (Chile) and managed floating (Paraguay) to a crawling peg
(Bolivia) and a crawling band (Uruguay). As a result, real exchange rates
among the members have fluctuated widely, causing misaligned relative pur-
chasing powers among the members. The direct consequence of the increased
volatility and the misalignment of exchange rates, as well as the recessions in
some countries in 1999 and 2000, has been a sharp reduction in intra-bloc
trade: it contracted by 25 per cent in 1999.k At the same time, macroeconomic
performances among the members have also diverged (see chap. III).

Recognizing these problems, MERCOSUR countries have improved the
coordination of their macroeconomic policies. In June 2000, the Ministers of
Finance of MERCOSUR, as well as those of Bolivia and Chile, recommitted
themselves at the Buenos Aires summit to fiscal solvency and monetary stabil-
ity; agreed on the establishment of common macroeconomic targets and a con-
vergence mechanism!; and created a Macroeconomic Monitoring Group
(MMG) entrusted with establishing a set of harmonized economic indicators
and with monitoring compliance with agreed targets.

Subsequently, at the Florianépolis (Brazil) summit in December 2000, the
Presidents of the member States adopted a concrete set of targets and a mech-
anism for facilitating macroeconomic convergence. The year 2001 will be a
transitional period, during which country-specific targets will be jointly
announced. For later years, member States committed themselves to achieving
the following common targets™: inflation below 5 per cent per year during



2002-2005; the increase in the stock of net debt of the consolidated public sec-
tor not to exceed 3 per cent of GDP from 2002 on; and the stock of net debt of
the consolidated public sector not to exceed 40 per cent of GDP by 2010.
Transitional regimes have been granted to Brazil (for the variation of public
debt target) and Paraguay (for the inflation target).

A member that misses a target for a given year is required to submit to the
next MMG meeting a set of macroeconomic and possibly structural measures
for converging to the agreed path in the course of the next year. Once a coun-
try has submitted a set of measures, the MMG will evaluate them and submit
its opinion to the meetings of ministers and presidents of central banks of
MERCOSUR.

In the long run, convergence in inflation rates and fiscal deficits can provide
the necessary conditions for narrowing variations in exchange rates among the
members and increasing economic stability in the area. Furthermore, if mone-
tary integration is considered to be an implied long-run goal of the integration
process in the region, the macroeconomic convergence agreements currently in
place could provide an essential stepping stone.

MERCOSUR and the Free Trade Area of the Americas (FTAA)

At the third Summit of the Americas held in Québec (Canada) in April 2001,
the heads of State of the western hemisphere committed themselves to com-
pleting negotiations for FTAA by 1 January 2005. Participants will be able to
negotiate either independently or as a trade bloc. The latter will be the option
for the members of MERCOSUR, as well as for those of the Andean
Community and of the Caribbean Community.

Negotiating as a bloc may grant MERCOSUR countries greater bargaining
power in the deliberations on certain issues of common interest to them, such
as non-tariff barriers, agricultural subsidies, anti-dumping regulations, and the
treatment of environmental and labour regulations. Moreover, if MERCOSUR
can act effectively as a bloc, its role in the negotiations as a leader of the sub-
continent is likely to be enhanced.

It is still unclear, however, whether MERCOSUR members will eventually
opt for bilateral negotiations with the United States, following the example of
Chile, which in November 2000 announced negotiations for a bilateral trade
agreement with the United States based on the characteristics of the North
American Free Trade Agreement (NAFTA). Chile has already signed bilateral
agreements with the two other NAFTA partners—Canada and Mexico. Its deci-
sion to opt out of MERCOSUR’s common stance in the FTAA negotiations
reflects the country’s preference for a more open, lower-protection approach
than is currently the case in MERCOSUR.

Finally, MERCOSUR also needs to make progress with non-tariff barriers,
anti-dumping rules, and dispute settlement mechanisms. As recent sectoral dis-
putes between Argentina and Brazil have underlined, solutions are all too fre-
quently found through ad hoc bilateral agreements reached at the highest polit-
ical level, rather than by invoking established rules and regulations. The
absence of clear ex ante rules and of an independent institutional structure to
guarantee their enforcement needs to be remedied soon if integration is to
progress.
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THE CURRENT SITUATION
IN THE WORLD’S
ECONOMIES

The world economy grew by 4.1 per cent in 2000, supported by 12.3 per
cent growth in international trade. Economic growth accelerated in all
country groupings analysed by the present Survey, but the performance of
the group of economies in transition was particularly striking. These
economies grew on average faster than the developing countries, which
themselves sustained a robust rate of growth in 2000.

As anticipated, the fast pace of growth could not be sustained owing to
pressures from imbalances and other fragilities in some key economies.
Additionally, higher oil prices ignited fears of an acceleration in inflation,
leading monetary authorities to tighten credit conditions. As a result,
world growth started to decelerate by the end of 2000, led by the sharp
slowdown of the economy of the United States of America and its negative
impact on those economies largely exposed to United States markets.

The outlook for 2001 is cautious, as the world economy will not be able
to count on one of the major factors that contributed to the fast resump-
tion of growth after the Asian crisis, namely, United States import demand.
Meanwhile, the Japanese economy remains weak, while domestic demand
conditions are not yet strong enough to sustain fast growth in the near
term in countries affected by the recent financial crises of 1997-1998.

DEVELOPED ECONOMIES

The growth of gross domestic product (GDP) in the developed economies con-
tinued to accelerate and reached 3.6 per cent in 2000, the fastest rate in a
decade. The economic performance of the North American economies was
particularly strong, driven by the robustness of their domestic demand, partic-
ularly of private investment. In Western Europe, growth was similarly sus-
tained by domestic demand as lower unemployment kept consumer confidence
high, while the fast growth of external demand was also a positive factor. GDP
growth in Japan—albeit faster than in 1999—remained sluggish in 2000 and
largely supported by fiscal stimulus, although private investment recovered
somewhat.

Inflation accelerated in the developed countries in 2000 owing to the higher
oil prices whose impact on consumer price inflation was aggravated in some
countries by currency depreciation and some other adverse exogenous shocks.
The increase in inflation was, however, modest. Central banks tightened their
policy stance and raised interest rates. Japan was the exception among devel-
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oped economies as the country witnessed its second consecutive year of defla-
tion and monetary conditions remained loose.

Most developed countries experienced an improvement in their fiscal posi-
tion and employment situation owing to faster growth. Japan is, once again, an
exception with its large budget deficit and mushrooming public debt and its
unemployment remaining at record high rates.

Since late 2000, the United States economy has been showing signs of weak-
ness and has decelerated sharply. Growth of GDP is anticipated to slow marked-
ly in 2001. Growth will moderate in Western Europe, but the region is expected
to maintain momentum in 2001 owing to the strength of its domestic demand.
Prospects are not encouraging for the Japanese economy. Severe structural prob-
lems yet to be addressed present serious downside risks to the modest growth
forecast for Japan in 2001. In all, the developed economies are expected to
decelerate and their average GDP growth will be below 2 per cent in 2001.

North America: preventing a recession

After a long period of robust growth, North America experienced a slowdown
in mid-2000 that continued and intensified into 2001, particularly in the
United States. Although both the United States and Canada eased their mone-
tary policies substantially in early 2001, further stimulus is needed to halt the
eroding consumer and business confidence, as well as to contain the spreading
of the downturn in manufacturing to other sectors.

A significant moderation became noticeable in the United States in the sec-
ond half of 2000 (see table I11.1), led by a sharp deceleration in business invest-
ment, especially in information and communication technologies (ICT) (see
figure III.1). The momentum of the downturn increased at the beginning of
2001, as firms cut capital spending further. As discussed in chapter I, the main
factors behind the downturn are the tightening monetary policy from mid-1999
to mid-2000, the considerable drop in equity prices (particularly of technology
stocks), higher oil prices, and the emergence of excess capacity in some sectors
of the economy, especially ICT.

These factors led to a significant squeezing of corporate profits. In the last
quarter of 2000, corporate profits declined by about 10 per cent, having grown
at double-digit rates during prior years. As indicated in chapter I, a vicious cir-
cle has developed among corporate profits, capital spending, stock markets,
and consumer and business sentiments in the economy. In order to restore prof-
its, firms cut capital spending, shed inventory, and laid off labour. Reacting,
more firms lowered their earnings projections, leading to a further decline in
stock markets, and broadening the deterioration in consumer and business con-
fidence. As a result, the initial slowdown in the ICT sector was spread and
amplified to other sectors.

The slowdown in Canada appeared later than that in the United States.
Average corporate earnings were still rising in the second half of 2000, while
growth of personal disposable income accelerated in the fourth quarter to an
annual pace of 6.4 per cent, the highest since 1990. With the deepening slow-
down in the United States economy, however, a deceleration in business capi-
tal spending, a decline in industrial capacity utilization, slack in the goods
market, and a sharp downturn in employment emerged in Canada at the begin-
ning of 2001.
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Table III.1.
MAJOR INDUSTRIALIZED COUNTRIES: QUARTERLY INDICATORS, 1999-2000

1999 quarter 2000 quarter
| ‘ I i ‘ IV | ‘ I i ‘ v

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

Canada 48 33 6.5 5.1 5.1 47 49 26
France 28 36 41 44 26 2.7 32 30
Germany 3.2 0.4 36 36 41 49 1.2 08
[taly 1.9 2.3 30 38 4.1 1.1 19 33
Japan 19 6.3 -0.3 -5.8 10.0 0.9 2.4 3.0
United Kingdom 1.8 26 5.2 33 1.8 36 35 14
United States 35 25 5.7 8.3 48 56 22 1.0
Major developed economies 29 32 37 33 56 37 1.2 1.8
Euro zone 3.2 2.0 41 4.1 3.6 32 2.0 2.8

Unemployment rateb
percentage of total labour force)

Canada 79 78 76 7.0 6.8 6.7 6.9 6.9
France 1.7 1.5 11.2 10.8 10.2 9.8 9.6 9.3
Germany 8.8 8.7 8.8 8.7 8.5 8.4 8.3 8.2
[taly 11.6 1.4 11.3 1.1 1.4 10.8 10.1 10.0
Japan 46 47 47 46 48 47 46 48
United Kingdom 6.4 6.1 6.0 59 5.8 55 5.4 5.4
United States 43 43 42 4.1 40 40 40 40
Major developed economies 6.3 6.2 6.2 6.0 59 5.8 5.7 5.7
Euro zone 10.3 10.0 99 9.7 9.4 9.2 9.0 8.8

Growth of consumer pricese
(percentage change from preceding quarter)

Canada 0.8 44 29 1.3 22 35 39 27
France 0.1 24 -0.3 1.7 2.3 2.3 1.3 1.7
Germany 0.1 22 1.7 -0.1 35 15 34 09
[taly 1.4 2.3 1.8 2.7 25 29 2.4 29
Japan -39 1.3 1.2 0.0 2.7 1.1 -1.0 0.7
United Kingdom 1.7 43 0.3 3.0 16 7.7 0.6 25
United States 16 39 25 25 40 43 32 22
Major developed economies -0.3 29 1.1 15 1.8 3.1 1.8 1.7
Euro zone 12 2.7 12 12 2.7 19 34 2.7

Source: UN/DESA, based on data of IMF, International Financial Statistics; 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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Source: United States Bureau of Economic Analysis,
Gross Domestic Product: First Quarter 2001 (Advance),
table 1.
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UNITED STATES OF AMERICA: ANNUAL RATE OF GROWTH OF REAL
GDP AND SELECTED COMPONENTS, FIRST QUARTER 1999-

FIRST QUARTER 2001
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Current economic situation and the outlook

A recovery in the region will depend on many factors, including the effective-
ness of macroeconomic policy and a restoration of consumer and business
confidence, particularly in the United States economy. Views are split on the
outlook for the United States, with three different stylized paths: “V”, “U” and
“L”, that is to say, a recovery of the economy as quickly as it went down, a
slow recovery, and a situation where the economy will grow slowly at best,
respectively.

Macroeconomic policies have become supportive of growth in the
economies of both the United States and Canada most recently. As the down-
turn accelerated at the beginning of 2001, it became apparent that the risks for
the economy had turned from a situation of exuberant demand to one of weak-
ness. The United States Federal Reserve Bank (Fed) thus rapidly adjusted its
policy stance, cutting interest rates four times in the first four months of the
year by a total of 200 (basis points) bps (see figure I11.2). In the same period,
the Bank of Canada cut interest rates by a total of 100 bps. Given the contin-
ued deterioration in economic conditions, further monetary easing is expected
for both economies in 2001.

Fiscal policies are stimulatory as well. In addition to a $1.3 trillion tax cut
over the next 10 years, increased federal spending has been set for fiscal year
2001 in the United States. Meanwhile, spending of State and local governments
has increased as a result of earlier revenue gains. In Canada, a new round of tax
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Figure I11.2.
EURO ZONE AND UNITED STATES OF AMERICA:
POLICY INTEREST RATES, JANUARY 1999-APRIL 2001
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Source: United States Federal Reserve Bank and

1999 2000 2001 European Central Bank.

cuts was set in Budget 2000 and enacted in January 2001. The Five-Year Tax
Reduction Plan will total about 100 billion Canadian dollars, including cutting
tax rates for personal and corporate incomes, and reducing the capital gain-
inclusion rate.

Growth for the first two quarters of 2001 is expected to be flat in the United
States, followed by a rebound by the end of 2001. The GDP of the United
States is expected to grow at 134 per cent in 2001 and 3 per cent in 2002, while
that of Canada is expected to grow by 2% per cent in 2001, and 3% per cent in
2002 (see table A.2)

Business investment has been the most volatile component of aggregate
demand and it has decelerated rapidly. Capital spending on ICT has been
reduced, as many firms have to consolidate excess capacity and to reduce
inventory. Growth of investment in equipment and software is expected to slow
from 13 per cent in 2000 to about 2 per cent in 2001 for the United States and
a decline on a similar scale is expected for Canada.

In contrast, consumption spending has held up relatively well in both
economies. While the growth of private consumption in the United States
slowed from 5 per cent in 1998-1999 to 2.2 per cent in the fourth quarter of
2000, it is expected to be about 2.5 per cent in 2001-2002. Consumer sentiment
and the performance of stock markets are the two key interlinked factors that
may imply some risks for further weakening of consumer spending, at least in
the short run. In the United States, the fall in equity markets cost households
nearly 2 per cent of their net worth in 2000, the first decline in net wealth in a
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1 See World Economic Situation and Prospects,
2007 (United Nations publication, Sales No.
E.01.11.C.2), pp. 6-8.

2 For example, productivity growth registered only
1.6 per cent in the first quarter of 2000 when GDP
grew by about 5 per cent. Since 1995, there have
been two quarters when productivity registered a
decline: the first quarter of 1995 (-0.8 per cent)
and the third quarter of 1996 (-0.1 per cent).

decade. Additionally, with the wealth effects from the large equity appreciation
in the early years being reversed, the saving rate is expected to rise, leading to
a lower propensity to consume out of current income.

In Canada, consumer spending remained buoyant at the beginning of 2001,
after 4 per cent growth in 2000. The tax cut in January 2001 (see above) might
provide some support, but a slowdown in private consumption is expected over
the year as the spillover effects from weakening exports and a softening labour
market reach the household sector.

On the supply side, both economies registered solid productivity growth in
2000. In the United States, productivity growth slowed. United States produc-
tivity growth dropped from an annual rate of 3.4 per cent in the third quarter to
2.2 per cent in the fourth quarter of 2000. Nevertheless, compared with the
sharp deceleration in output, productivity growth has been holding up well,
indicating that the ICT-driven productivity shift in the late 1990s was structur-
al rather than cyclical. Productivity growth is expected to remain above 2 per
cent for 2001, although it may be weak in the near term.

In the first quarter of 2001, the productivity of the non-farm business sector
declined by 0.1 per cent in the United States. This added to the recent debate
on whether the rise in productivity growth in the 1990s had reflected a struc-
tural improvement or only cyclical changes in productivity growth.! A review
of the statistical data of the past few decades shows that quarterly productivity
growth can be very volatile. This is particularly the case in periods when out-
put fluctuates widely, as adjustments in the labour force (hours of all persons,
which is used as the denominator for calculating productivity) usually move
more slowly than output.2 Therefore, given the latest decline in the growth of
output, a dip in productivity growth in a couple of quarters should not be taken
as a change in the trend. Even with the decline in the first quarter of the year,
productivity still grew by 2.8 per cent when measured year over year.

Despite the slowdown, the United States labour market remained tight in
2000. Non-farm payroll employment increased by about 1.5 per cent in 2000,
with employment creation in the service sector offsetting job reduction in man-
ufacturing. Since the beginning of 2001, however, an increasing number of
firms, especially many large ICT corporations, have announced plans for sub-
stantial lay-offs. As a result, the unemployment rate, which stood at 4.2 per
cent at the beginning of 2001, is expected to rise to about 43 per cent by the
end of the year. In Canada, labour-market statistics recorded the first decline in
full-time jobs at the beginning of 2001 in four years, and the unemployment
rate is expected to rise to 7 per cent in 2001 from 6.8 per cent in 2000.

Inflation increased in 2000 for both economies, mainly owing to higher
energy prices (see table A.8). The upward pressure continued in early 2001,
especially in the United States. In spite of some pass-through effects from ener-
gy prices, inflation in other sectors remained moderate in general. The rises in
labour productivity, increased international competition, and a rapid expansion
of capacity in manufacturing restricted the ability of firms to raise prices.
Meanwhile, inflation expectations remain low and stable, and the rise in unem-
ployment is expected to ease the wage pressure that built up in early 2001,
especially in the United States. The inflation outlook for 2001 remains benign
for the region, with the consumer price index (CPI) expected to rise less than 3
per cent and the increase in the core CPI remaining below 2Y2 per cent for the
United States and about 2 per cent for Canada.
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The external sector of both economies registered strong growth in 2000.
However, trade has decelerated sharply since the last quarter of 2000, with
United States export demand contracting in real terms. The impact of the down-
turn in the United States on Canadian exports became apparent in the first of
quarter of 2001, but more severe effects are expected later in the year. The
growth of trade is expected to slow down substantially for both economies in
2001, to 3-4 per cent for both exports and imports in the United States, and an
even lower rate for Canada.

The trade deficit of the United States reached nearly $450 billion (4.5 per
cent of GDP) by the end of 2000. There is growing concern about the sustain-
ability of the deficit and the risks of a sudden reversal (see chap. I). The deficit
is expected to fall in the next few years, but only modestly. In contrast, Canada
registered a trade surplus of over $30 billion in 2000 (equivalent to 4 per cent
of GDP), but this is expected to moderate in 2001-2002.

The United States dollar continued to appreciate against most major curren-
cies in 2000 (see table A.12) and in early 2001. Meanwhile, the Canadian dol-
lar was on a weakening trend in 2000 until the fourth quarter. It is expected to
remain relatively stable vis-a-vis the United States dollar in 2001.

Western Europe: how immune to the United States deceleration?

Growth in Western Europe in 2000 was the best in a decade. This marked a
strong rebound from 1999, fairly balanced between domestic and foreign
demand. Aggregate GDP of the 15 members of the European Union (EU-15)
grew by 3.3 per cent in 2000 after 2.4 per cent in 1999. Mirroring other devel-
oped economies, growth is expected to decelerate to 22 per cent in 2001 (see
table A.2), owing primarily to external demand conditions, but also to the lin-
gering effects of the increase in oil prices. Additionally, the region has been
subjected to a number of adverse developments in the agricultural sector,
where the outbreak of livestock diseases has resulted in mass slaughter of
farm animals. This has pushed up food prices and also had substantial indirect
effects on the rest of the economy owing to transportation problems and loss
of tourism revenue. The region’s robust domestic demand, however, is expect-
ed to soften the effects of these negative shocks on overall GDP growth.
Boosted by the expected pickup of world demand in the second half of 2001,
aggregate GDP of EU is expected to grow by 3 per cent in 2002.

One of the main uncertainties in the region’s current outlook revolves
around the extent, duration and impact of the United States slowdown, which
may be amplified if economic conditions deteriorate further in Japan, and con-
tagion spreads to other parts of the world. For Europe, four possible transmis-
sion channels stand out: trade, through both direct and indirect effects; the
earnings of European companies with a large United States exposure; consumer
and business confidence; and the behavior of the euro. The overall impact will
also depend on the whether domestic demand retains its current strength.

While growth in 2000 as a whole was robust, the quarterly pattern revealed
some stresses from both external and internal shocks as the economy slowed
in the second half of the year (see table III.1). Private consumption decelerat-
ed sharply as sustained higher energy prices impacted on real incomes.
Nevertheless, consumption should provide a cushion to growth in 2001. Tax
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cuts implemented in many countries in early 2001, continuing employment
growth, and moderate gains in wages together with declining inflation, as well
as the dissipation of the effects of the higher oil prices, should raise dispos-
able incomes. Continuing strength in consumer confidence argues for stable
saving rates.

Growth of fixed capital formation was volatile during 2000, with the second
half of the year slower than the first, as the positive effects of buoyant demand
and relaxed financing conditions early in the year gave way to increasingly
restrictive monetary policy and a less favourable external environment.
Investment growth is expected to remain low in the first half of 2001. Despite
the anticipated loosening of monetary policy, financing conditions may not
ease substantially in the immediate future. Firms with a strong international
presence have already seen a marked deterioration in their balance sheets,
which affects their ability to raise capital. The telecommunications sector in
particular, in which Western Europe plays a leading role, has been hard hit
owing to the large amounts of debt incurred in financing the acquisition of
third-generation mobile phone licences, as well as the impact of ICT as the
focus of the current slowdown in world demand. Finally, in a number of coun-
tries, investment behaviour is tightly linked to export performance. Investment
spending, however, is expected to pick up in the second half of 2001 into 2002
with the anticipated recovery in world growth, the easing of financing condi-
tions, and high levels of capacity utilization in many countries.

Exports grew by 11 per cent in the region as a whole (see table A.13) and
were the other driving force behind the strong performance in 2000. Despite
the slowing of external demand in the latter half of the year, export growth
accelerated in the last two quarters of 2000, boosted by the further weakening
of the euro. This strong performance carried over to the beginning of 2001. It
is expected to be affected by the movements in world demand since then, with
a marked slowdown in the first half of 2001, a modest recovery in the second
half, and a strengthening into 2002. A moderate appreciation of the euro is
expected and will lead to some loss in competitiveness, but the currency would
remain highly competitive.

The extent of the vulnerability to the United States slowdown is a matter of
considerable debate. Western Europe, particularly the euro zone, is a relatively
closed trading area, but there are differing levels of exposure for the countries in
the region. The share of EU-15 trade to the United States is about 9 per cent (see
table A.14), but for a number of countries the exposure is higher—close to 15 per
cent in the case of the United Kingdom of Great Britain and Northern Ireland and
10 per cent for Germany. Given that these are the largest economies in the region,
there may be significant second-round effects for the region as a whole.

Imports also grew at double-digit rates in 2000, supported by robust domes-
tic demand. This dampened the positive contribution of net exports to overall
GDP growth. Import demand is expected to slow in 2001 in line with the
movements in domestic demand, but to be boosted moderately by the expect-
ed euro appreciation, so that the contribution of net exports to growth will nar-
row significantly.

Growth performances were more uniform in 2000 than in prior years, with
no major outliers on the downside. A number of the smaller
economies—Belgium, Finland, Greece, Luxembourg, the Netherlands and
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Spain—grew above 4 per cent, while Ireland recorded another remarkable per-
formance with GDP growing by almost 11 per cent (see table A.2). In contrast
to the recent past, all of the large economies grew by 3 per cent or slightly
above 3 per cent in 2000.

France’s growth exceeded 3 per cent for the third year in a row. Much of this
can be attributed to the continued strength of domestic demand, whose roots lie
in the turnaround in the labour market during the 1990s, with solid employment
growth and a significant drop in the rate of unemployment. Structural reforms
initiated in the 1990s, including large-scale cuts in payroll taxes that targeted
unskilled workers, have increased labour-market flexibility. The development
of part-time, temporary and fixed-term contracts have led to a much more job-
intensive growth pattern. Paradoxically, the structure of labour contracts under
the 35-hour workweek regulations has also, at least in the short run, increased
flexibility in labour markets. Owing to the robustness of domestic demand,
France is expected to ride out the current slowdown relatively painlessly.

In 2000, the German economy experienced a remarkable rebound from 1999
and its best performance since 1990 (see table A.2). Strong export growth,
which also boosted investment in equipment, was the principal driving force
and responded well to the robust world demand and the low value of the euro.
Growth was also supported by supply-side measures of tax reforms, a decrease
in unit labour costs, and low real interest rates. On the negative side, private
consumption proved especially sensitive to the oil price increase, and invest-
ment in construction shrank further owing to overcapacity. Germany’s depen-
dence on trade and the weakness of its domestic demand are a major reason
why growth is expected to decelerate substantially in 2001.

The external environment is similarly relevant for the Italian economy and
raises risks during the current slowdown. During the East Asian crisis, the drop
in export demand affected GDP growth significantly, in part because domestic
demand was extremely weak. Conversely, domestic demand was robust in 2000
and is expected to slow only moderately in 2001, cushioning the impact of
falling exports.

Growth in the United Kingdom in 2000 was characterized by robust private
consumption growth and a resilience of exports that was surprising given the
continuing strength of the currency (see table A.12). The low level of unem-
ployment and moderate wage gains supported consumption. The latter also
benefited from wealth effects stemming from the sustained high prices in the
real estate market. The United Kingdom economy is expected to slow in 2001
owing to the deterioration in external demand and the impact from continuing
problems with livestock diseases. Domestic demand, on the other hand, is
expected to maintain solid, boosted by increased government spending.

Faster GDP growth and country-specific factors contributed to lower unem-
ployment in the region. Countries that have pursued labour-market reforms (for
example, France) have achieved high rates of employment growth and lower
rates of unemployment. The improvement in employment created a virtuous
circle. It led to strong consumer demand and, in turn, to increased demand for
labour. The region’s unemployment rate was below 9 per cent by the end of
2000 (see table A.7). Much of this improvement has been in the service sector,
with employment growing by more than 2.5 per cent on an annual basis; indus-
trial sector employment has been less dynamic. Even though the rate of decline
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in unemployment slowed in the second half of 2000 and there was some dete-
rioration in some countries in early 2001, unemployment should continue to
fall over the medium term.

Inflation has been a policy concern since mid-2000. In the euro zone, the
annual increase in the Harmonized Index of Consumer Prices (HICP), which is
the operational target for the European Central Bank (ECB), rose above 2 per
cent in June 2000 and has remained above this upper bound of the target range
(see figure II1.3). The acceleration was due mainly to external impulses over
the course of 2000, primarily the increase in oil prices. Additionally, the
decline of the euro during the year, which boosted import prices in general,
amplified the increase in the euro-denominated price of oil. The effect of these
impulses could be clearly seen in the behaviour of producer prices, but core
inflation (which excludes the prices of energy, food, alcohol and tobacco and
therefore captures the more fundamental trend in inflation) was much lower,
indicating that the pass-through from these impulses had been limited. Wage
pressures remained moderate.

Since the end of 2000, oil prices have moderated and the euro, while remain-
ing weak, has not depreciated further, although in both cases there has been
significant volatility. The effects of the earlier external impulses have been dis-
sipating as they gradually feed through the system, and producer price inflation
has decelerated since the third quarter of 2000. The HICP, however, moderated
only slightly, largely owing to increases in food prices, particularly for meat.
Core inflation, however, has continued gradually to increase during the first
quarter of 2001 (see figure II1.3).

Figure 111.3.
EURO ZONE: SELECTED PRICE INDICES, JANUARY 1999-MARCH 2001
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Nevertheless, diminishing inflationary pressures are forecast for the near
term. Energy prices are expected to decline further during 2001, and the euro
to appreciate. Inflationary pressures will be further subdued by the anticipated
moderation in growth. Finally, there should be sufficient room for some mod-
erate upward movement in wages, owing to increased productivity, although
there is no expectation of aggressive wage claims. Thus the rate of change of
the HICP is expected to move below 2 per cent towards the end of 2001 and to
decelerate further in 2002.

There is, however, significant dispersion across countries in the inflation
picture. Inflation has been low in France and Germany, but well above the 2 per
cent target in Finland, Greece, Ireland, the Netherlands, Portugal and Spain
(see table A.8). This is less of a problem in Greece, Portugal and Spain, where
relatively high rates of inflation are a by-product of catching up to EU average
levels of productivity. However, it is a concern for Ireland as the country enters
the later stages of the catching-up process, and the inflationary pressure has
more to do with cyclical pressures, as is the case in the Netherlands.

Fiscal balances continued to improve in 2000 owing to robust economic
growth. Most countries achieved their target of fiscal balance, even though the
policy stance was slightly expansionary. Fiscal policy in 2001 will continue to
be mildly expansionary across Western Europe. Most countries are aiming to
reduce taxes as a part of supply side-structural reforms. Tax cuts, however, are
not taking place in the context of reduced expenditures. In terms of the budget
goals outlined in the Stability and Growth Pact, seven euro-zone countries had
not achieved budget balance in 1999, while eight had debt-to-GDP ratios
greater than 60 per cent. According to the most recent stability programmes
submitted by member States, it will not be until 2004 that all countries will
have achieved budget balance, with three still registering debt-to-GDP ratios
significantly above 60 per cent.

In contrast with fiscal policy, monetary policy tightened in 2000. In the
course of the year, the ECB raised interest rates six times for a cumulative 175
bps, bringing the short-term policy interest rate to 4.75 per cent, where it
remained from October 2000 until early May 2001 (see figure II1.2). This sus-
tained tightening aimed at moving policy first to a more neutral stance, as
growth rebounded following the East Asian crises, and then to a more restric-
tive stance as growth firmed and inflation began to inch up. With the slowdown
in external demand and the slowing of activities in the euro zone itself, there
was mounting pressure for a loosening of policy. With the substantial easing by
the Fed and rate cuts elsewhere in Europe, the ECB was, until early May, the
only major central bank not to have submitted.

The outlook indicates diminishing inflationary pressures, on the strength of
falling oil prices, an appreciation of the euro, and moderating growth. In addi-
tion, the growth in the broad money supply (M3), the first pillar of the ECB’s
monetary policy, which has run well above its reference value of 4.5 per cent
since the beginning of monetary union, has moderated substantially over the
past year and is expected to move below the reference value in the near future.

The short-term evidence, however, is less compelling. The HICP remains
above its upper target limit of 2 per cent, with no clear downward direction in
the past few months of 2001. As noted above, core inflation continued to move
upward, and there was no sign of a convincing turnaround in the value of the
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euro. Furthermore, the ECB is aware that, as a new institution, it needs to build
a track record of success in controlling inflation. There might therefore be a
perceived risk in lowering policy interest rates prior to having clear signs of
decelerating inflation.

Nevertheless, there is also an element of risk in not easing soon. The pre-
ponderance of the economic risks is to the downside, in the nature both of the
United States slowdown and of its impact on the euro-zone economy. With a V-
shaped recovery in the United States, growth in Europe is expected to slow
only moderately; but if the United States was to have a U-shaped recovery, the
impact on Europe could be much larger. The trade effects would be more sub-
stantial, with the possibilities of more serious second-round effects from asym-
metric impacts. Stock markets would also be further depressed and their impact
on consumer and business confidence is unknown. While the wealth effect of
stock markets on consumer behaviour, for example, is typically estimated to be
far less significant in Europe then in the United States, owing to the smaller
share of stocks in household wealth, this share has been rising so its impact
could be greater than expected. There are similar questions as regards the
effects on business investment. Finally, in the event of a U-shaped recovery in
the United States, there would also be the risk that the appreciation of the euro
could occur abruptly as a result of the collapse of the United States dollar, and
this would add significantly to deflationary pressures.

The euro: continued weakness

The euro continued its slide during 2000. Although there were some rallies,
they could not be sustained. The euro reached record lows in September 2000,
which prompted a coordinated Group of Seven (G-7) intervention on the ini-
tiative of the ECB on 22 September. This stabilized the currency for a few
weeks, but shortly thereafter there was renewed downward pressure. The ECB
continued to intervene in foreign exchange markets in November.

The continued weakness of the currency counters all previous predictions
and is increasingly at odds with the fundamental determinants of currency val-
ues. The principal argument for the current strength of the United States dollar
has been based on relative growth differentials between the United States and
the euro zone. Expected returns on investments in the United States have been
more attractive owing to its stronger economic growth. Therefore, Europeans
have invested heavily in the United States to capture the benefits of the faster-
growing economy. It was argued, however, that this behaviour would change as
the United States economy slowed and European growth maintained its pace;
the euro was expected to appreciate as investment flows reversed.

This has been repeatedly delayed as the United States continued to register
stronger than-expected-growth. This changed in the last quarter of 2000 when,
for the first time since the inception of monetary union, the euro zone grew
faster than the United States. Also, the outlook for the United States economy
in the first half of 2001 deteriorated significantly. Accordingly, the euro began
to rebound in December and January, but then stalled and subsequently fell
back. Among the explanations, the principal one was that the Fed’s prompt
action restored confidence that the downturn would be brief, but this reasoning
has become increasingly less convincing. By the second quarter of 2001, inter-
est rate differentials, current and expected growth differentials (at least over the
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next year), inflation differentials, and the relative sizes of the current-account
deficits, were all in favour of the euro, but they produced no sustained upward
movement in the currency.

Nevertheless, the current outlook calls for a gradual appreciation of the euro
towards parity with the United States dollar over the next two years. This is
because the most probable explanation of the euro’s weakness has to do with
confidence. Amid the euphoria of the single currency’s launching, the difficul-
ties of building confidence in the euro and its supporting institutions may have
been overlooked. Central bankers believe that confidence and credibility are
earned over time by building a track record of successful performance; this
may take a long time.

From this point of view, one cause of the current weakness of the euro is a
lack of confidence in the new and evolving institutions. This has caused an
overshooting of the euro’s value relative to medium- and long-term economic
fundamentals. As confidence in the new institutions improves over time, the
overshooting should diminish and the euro should begin to more fully reflect
underlying fundamentals.

Developed Asia and the Pacific: renewed
threat of recession in Japan

After having registered 1.7 per cent GDP growth in 2000, the Japanese econ-
omy is facing the possibility of another contraction. At the beginning of
2001, several indicators signalled a sharp downturn in a broad range of eco-
nomic activities. The outlook for GDP growth is 3 per cent in 2001 and 1%
per cent in 2002. Weakening domestic and external demand, and plummeting
equity values are a drag on the economy in the short run. Meanwhile, struc-
tural problems, such as non-performing loans (NPLs) of the financial sector,
excessive capacity in the corporate sector, and the large government debt,
continue to pose downside risks for the medium- and long-run outlook.
Therefore, policy makers are facing the challenge of devising measures to
prevent the economy from sliding into another recession in the short run, and
yet support structural adjustments.

The performance of the Japanese economy in 2000 was better than in the
previous two years, as the economy continued to recover gradually from the
1998 recession. The recovery, however, was uneven during the year: strong
growth in the first quarter was immediately followed by a deceleration as the
government stimulus package ran out of steam, although another rebound
occurred in the fourth quarter (see table III.1). The recovery was also unbal-
anced across sectors: profits of the corporate sector improved markedly, but
demand of the household sector remained weak; investment in information
technology was strong, while excess capacity prevailed in traditional eco-
nomic sectors.

Business fixed investment, which grew by 4.5 per cent in 2000, was the lead-
ing domestic factor in the recovery. Investment in ICT was particularly strong,
with an increase of about 8 per cent. Business investment is expected to con-
tinue growing as corporate profits improve further; however, its pace will be
curbed by adjustment of excess capacity and reduction of debts of many firms.

Commentators have argued that the growing investment in ICT would even-
tually lift the Japanese economy to a higher growth path, as happened in the
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So far, the ratio of investment in ICT to GDP
stands at about 4 per cent in Japan, behind the
United States by just a few years.

A third of all mortgaged Japanese homes are
estimated to have a negative net equity. In March
2001, the stock market, as measured by the
Nikkei 225 index, fell to its lowest level in 16
years.

United States in the 1990s.3 The accumulation of ICT capital, however, is only
one necessary condition for boosting the productivity and potential GDP
growth of an economy. Many other factors, such as a flexible labour market,
an efficient financial system, and an accommodative regulatory framework,
are equally important. All this suggests that more economic restructuring will
be needed before the Japanese economy can benefit substantially from the ICT
revolution.

Consumer spending in Japan remains weak, with private consumption hav-
ing grown by only 0.5 per cent in 2000. Lacklustre household demand resulted
from several factors, such as unfavourable employment and income conditions,
and the negative wealth effects from a decade-long deflation in real estate and
equity prices.* The outlook for consumer spending remains weak, as no signif-
icant improvement is expected in these underlying forces any time soon.

The general deflationary trend continued in 2000, with both the CPI and the
GDP deflator registering a decline for the second consecutive year. Despite
higher prices of oil, the prices of manufacturing goods and services continued
to decline. Besides weak demand, some supply-side factors—technological
innovation, the streamlining of distribution channels, and increased competi-
tion from deregulation—might have driven prices down. Inflation is not fore-
seen as a problem, but halting and reversing the deflationary spiral remain a
crucial policy challenge.

The unemployment rate reached 4.7 per cent in 2000 (see table A.7). Though
the ratio of job offers to applicants rose moderately by year-end, the mismatch
between labour supply and demand remained considerable: the continued cor-
porate downsizing contrasts with the shortage of high-skilled labour in the ICT
sector. While many obstacles to labour mobility persist, the number of part-
time and temporary workers increased, and the labour market is expected to
become more flexible over time. The outlook for employment in the short run,
however, is not optimistic.

Japan’s foreign trade was very buoyant in 2000, as exports rose by 11 per
cent in real terms and imports increased by nearly 6.3 per cent (see table A.13).
The trade balance, despite a slight deterioration due to higher oil prices,
reached a surplus of $120 billion. Meanwhile, the yen remained relatively sta-
ble against the United States dollar until November 2000, when it began to
depreciate owing to the sharp slowdown in Japanese exports brought on by
weakening economic growth in the United States and elsewhere. Growth of
both exports and imports is expected to slow to 2-3 per cent for 2001-2002.

Policy measures adopted so far have not been effective in revitalizing the
weak economy. Fiscal policy had been expansionary over the past decade
when, on average, one stimulus package was launched per year. These pack-
ages, each at least 10 trillion yen (about $80 billion), often included public
spending on infrastructure projects; loans for small and medium-sized enter-
prises; and financing for job creation, employment stability, and housing. As
each package began to be implemented, GDP growth usually increased for one
or two quarters. Once public spending slowed, however, growth decelerated.
This cyclical pattern was particularly pronounced in 1999-2000.

While these stimulus packages did not lead the economy to sustained recov-
ery, the budget deficit mushroomed and reached about 8 per cent of GDP in
2000. As a result, outstanding government debt has climbed to about 120 per
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cent of GDP, the highest ratio among the major developed economies. As a
result, Japanese sovereign bonds have been downgraded in international capi-
tal markets.

Given the economic downturn at the beginning of 2001, the Government
released another economic package in April. Different from previous pack-
ages, this one focuses on structural reforms, instead of stimulus spending, in
five categories: a financial and industrial revival; structural reform of the secu-
rities market; revitalization of urban areas and increase in land liquidity; job
creation and a safety net; and tax system reform. The package includes some
drastic measures, such as urging banks to write off, within two years, their
NPLs that are considered to be at high risk of failure; promoting corporate
reorganization; limiting banks’ shareholdings in order to reduce the vulnera-
bility of banks to stock market fluctuations; and creating a Bank Equity
Purchasing Corporation (BEPC) to purchase excess shares from banks. While
an increase in financing is expected, for some measures in the package, such
as the revitalization of urban areas, the large budget deficit would limit its
size. More importantly, the inevitable task of fiscal consolidation in the future
will become more formidable.

The traditional monetary policy measures adopted in Japan have not pro-
duced their desired effects either. After maintaining a zero-interest rate policy
for about a year and a half, the Bank of Japan raised the targeted overnight rate
by 25 bps in August 2000—its first monetary tightening in a decade. Since the
beginning of 2001, however, the Central Bank has reversed this action by
reducing interest rates, along with the introduction of a standby lending facili-
ty (“Lombard-type”), through which the Central Bank could extend loans at the
request of financial institutions at the official discount rate and under certain
pre-specified conditions.

As economic conditions deteriorated sharply, some unorthodox monetary
policy measures were taken in March 2001. First, the Central Bank shifted the
target of monetary policy from the overnight interest rate to its current-account
balance on money market operations. With a 25 per cent increase of the Central
Bank’s current-account balance, the stance is equivalent to the zero-interest-
rate policy. Moreover, the Central Bank decided to use the CPI as the guideline
for monetary easing, at least until a sustainable positive annual CPI rate pre-
vailed. However, a formal inflation-targeting framework was not adopted.
Finally, the Central Bank would increase its outright purchases of long-term
government bonds to ensure a smooth supply of liquidity.

Growth prospects of the Japanese economy face considerable downside
risks. In addition to the fallout from the slowdown in the United States, the tur-
moil in Japanese financial markets carries some risks, particularly for the bank-
ing sector. Stocks often collateralize commercial loans and banks are the
largest owners of cross-shareholdings among financial institutions and business
corporations. Therefore, the fall in the stock market in early 2001 might have
pushed many commercial banks, which were already vulnerable became of
large NPLs, into crisis. Moreover, if some large Japanese banks became insol-
vent, the “systemic risk” for the global financial system would rise. The credit
relationship between Japanese banks and other large banks of major developed
economies would be disrupted, causing havoc in the derivatives markets.

GDP growth decelerated in Australia and New Zealand in 2000 (see table
A.2). The slowdown was more pronounced in Australia, particularly in the sec-
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Record tax revenues in the Russian Federation
might in part reflect some legitimization of the
"shadow economy" in 2000. If so, the rate of GDP
growth would be overestimated.

ond half of the year. It reflected the impact of fiscal reforms mainly on con-
struction, with negative labour-market effects, as well as the adverse effects of
higher oil prices and negative wealth effects on domestic demand brought
about by lower or stagnating real estate prices. Domestic factors also con-
strained faster demand growth in New Zealand, as the new Employment
Relations Act and tighter monetary stance delayed new investment, whereas oil
prices took a toll on real disposable incomes and affected confidence. In both
economies, external demand was a major source of growth in 2000. Both coun-
tries benefited from faster growth of international trade, higher commodity
prices, and increased competitiveness brought about by the depreciation of
their currencies. Further deceleration in growth is expected for 2001 owing to
the less favourable international environment.

Inflation accelerated in both countries in 2000 owing to higher oil prices and
depreciated currencies (see table A.8). Year-end headline inflation surpassed
established targets, but core inflation was kept under control and it is expected
to remain stable in 2001. Monetary policy was tightened in 2000. Both
economies increased their policy interest rate by 150 bps, starting in November
1999. These increases, however, were subsequently partially reversed, as infla-
tion expectations abated and the international environment deteriorated.
Nonetheless, the two economies face different inflationary pressures and New
Zealand has been more cautious in its approach. By the end of April 2001, it
had cut interest rates by 50 bps, while Australia had reduced its policy rate by
a total of 125 bps.

Both economies recorded a budget surplus in 2000. Fiscal policy will remain
neutral in New Zealand and mildly expansionary in Australia in anticipation of
upcoming elections. The fiscal balance in both economies is expected to remain
positive, leaving room to manoeuvre in case the international environment
worsens more than expected.

Despite faster export growth, New Zealand’s current-account position is a
source of concern as its deficit, although lower than in 1999, remained about
5.5 per cent of GDP. Australia, on the other hand, registered faster improve-
ment in its current-account balance as its deficit declined to about 3 per cent of
GDP by the end of 2000. The competitive exchange rates in both economies
may help to support further reductions in the current-account gap, if external
demand does not collapse.

ECONOMIES IN TRANSITION

The economies in transition recorded a remarkable recovery in 2000, with
average GDP growth reaching 6.1 per cent from 3.0 per cent in 1999. All
countries of the group had achieved positive growth for the first year since
transition began, with the Commonwealth of Independent States (CIS)
economies, in particular the Russian Federation,5 witnessing a sharp accelera-
tion (see table A.3).

Faster growth in 2000 was attributable to several factors. In the CIS coun-
tries, it was due largely to the benefits of the currency devaluations in the after-
math of the Russian crisis; these encouraged not only exports but also a switch
from imports to domestic supply. The improved prices of oil and gas and other
commodities exported by the region were also a factor. The recovery of the
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Russian market, in turn, was positive for the other CIS economies, as well as
for the Baltic countries. Dynamic international trade elsewhere, particularly
import demand by Western Europe, was also beneficial for countries in Central
and Eastern Europe and the Baltics.

Growth, however, is expected to decelerate in 2001, with the slowdown
anticipated to be more marked in CIS than in the other groups of countries.
Meanwhile, many countries continue to face the challenges of restructuring
their economies and addressing macroeconomic imbalances, with progress
being unsatisfactory in some of them. The deceleration in growth will make the
implementation of these tasks even more difficult.

Central and Eastern Europe: strong
exports, subdued consumption

Economic growth in Central and Eastern Europe accelerated markedly in 2000
and was far stronger than in previous years, owing to the favourable external
environment. Following the strong economic performance of EU, the region’s
major trading partner (see table A.14), GDP grew by 4 per cent in 2000. In
2001, however, the demand for exports from the region will decelerate, fol-
lowing the weakening in the EU. Furthermore, weak equity markets will dis-
courage portfolio and direct investment inflows into the region. GDP growth
is forecast to moderate to 3% per cent in 2001 (see table A.3).

Increased external demand from EU and continuing inflows of foreign direct
investment (FDI) boosted industrial production and exports in 2000. The strong
economic expansion, however, was unevenly distributed among sectors and
reflected a “dual economy” phenomenon, even in economies that have been
most advanced with their transformation. The upswing in external demand
favoured export-oriented sectors, especially those with a substantial FDI pres-
ences, while domestic demand, particularly private consumption, remained
subdued throughout the region. Agriculture— in addition to the weakness of
domestic demand—was adversely affected by harsh weather conditions almost
everywhere in the region. This necessitated imports of foodstuffs, and exerted
upward pressure on food prices.

The reasons for sluggish domestic demand are several. Tight macroeconom-
ic policies adopted when some economies, Hungary and Poland in particular,
faced the risk of overheating in 2000 led to lower consumption and investment
spending. The effects of such policies are still being felt. Other countries,
notably Romania and Slovakia, have experienced high unemployment owing to
enterprise restructuring. Additionally, almost all countries faced a conflict
between fiscal and monetary policies, with central banks resisting monetary
easing in the light of a possible fiscal expansion.

Growth of investment in the region has so far been correlated with FDI
inflows. Most countries have continued to have low domestic savings and
assets of poor quality plagued domestic banks. Bulgaria and Hungary regis-
tered high rates of investment in 2000, owing to the strong investment demand
and monetary loosening. In Poland, however, growth in fixed investment
dropped from 6.5 per cent in the previous year to 3.1 per cent in 2000 on
account of monetary restraint.

Signs of weakening GDP growth were already evident by the end of 2000.
A sharp deceleration in exports and industrial production occurred in the last
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For example, both in the Czech Republic and
Slovakia, growth in 2000 was mainly due to a
small number of foreign-controlled enterprises in
the automotive and electronics industries.



E

C 0O NOMI C AN D S 0 C I AL S URV EY 2 0 0 1

quarter of 2000, not only in the largest economy of the region, Poland, but also
in the best performing one, Hungary. Owing to the weakening external envi-
ronment, domestic demand will have to support growth in 2001 if the momen-
tum is to be maintained. This will present a difficult challenge for macroeco-
nomic policies in the region in view of the subdued domestic demand and the
existing imbalances.

The marked slowdown in Poland in the last quarter of 2000 was due to the
appreciation of the currency, reduced external demand by EU, and weak domes-
tic demand due to very tight monetary policy. Prospects for the Polish economy
are not encouraging until consumption spending recovers. Lower oil and food
prices, however, may stimulate domestic demand. Conversely, Hungary may
continue its strong growth, owing to growing consumer confidence and the rel-
atively small loss of competitiveness in external markets.

Strong FDI inflows and investment-led domestic demand pulled the Czech
Republic out of its three-year recession. Towards the end of 2000, the country
became one of the leading industrial performers of the region, as manufactur-
ing benefited from both the easing of the credit crunch and large FDI inflows.
The Slovak economy, in contrast, performed worse than expected in 2000.
Despite the surge in exports, austerity measures and economic restructuring,
with fragilities in both the enterprise and financial sectors, continued to hold
down domestic demand. Both economies are expected to grow by about 3 per
cent in 2001. Growth in the Czech Republic will also have positive effects on
the Slovak economy, given the strong trade linkages between the two countries.

South-eastern European countries are still introducing incisive, socially dis-
ruptive structural changes. Increased demand for their exports boosted growth
in Bulgaria and ended the three-year recession in Romania. Both countries are
expected to register positive growth in 2001, despite the less favourable exter-
nal environment. The latter will include a loss of competitiveness for Bulgaria
since its economy is tied to the euro and is affected as well by the adverse
impact of the recent financial turmoil in Turkey (see section on Western Asia
below). The devaluation of the Turkish lira implied a loss of competitiveness
for Bulgarian products in Turkish markets, as well as increased competition
from cheaper Turkish exports (especially clothing and textiles) in third mar-
kets. Romania, on the other hand, is in a relatively better position owing to the
devaluation of its currency in 2000.

Strong international trade also benefited the successor States of the former
Yugoslavia, with the exception of the Federal Republic of Yugoslavia, where the
economy, under international sanctions, remained in deep stagnation until late
2000. Despite the partial restoration of regional trade and the revival of the
tourism industry in parts of the Balkans, international assistance remains of cru-
cial importance for this subregion, but has been forthcoming only slowly.

The change of the Government in the Federal Republic of Yugoslavia in
October 2000 and the normalization of the country’s external relations should
be favourable for the region as a whole, by changing investors’ perceptions,
facilitating privatization and stimulating financial inflows. Furthermore, the
revival and gradual improvement of traditional trade routes will promote both
intra- and interregional trade. The lifting of trade sanctions and the provision
of aid will help Yugoslavia to overcome its current economic difficulties.
However, the implementation of a comprehensive programme of economic
reconstruction in Yugoslavia will require inflows of foreign capital on a much
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larger scale than that of the emergency short-term funds, chiefly from official
sources, currently contemplated. The Government faces the difficult task of
dismantling the State-run economy, encouraging private-sector development,
and establishing a legal and institutional framework to make the country attrac-
tive to foreign investors. Additionally, the country faces balance-of-payments
difficulties and has a substantial external debt.

The positive export performance resulted in only a slight improvement in the
employment situation in Central and Eastern Europe. Labour productivity
growth in manufacturing and continuing enterprise restructuring are the main
reasons. There are especially high rates (about 14-20 per cent) of unemploy-
ment in Bulgaria, Poland and Slovakia, as well as in many of the successor
States of the former Yugoslavia. Prospects for a reduction in unemployment in
the medium term are not promising (see table A.7).

Increased export revenues improved the current-account balances of the
region only marginally in 2000, owing to strong import growth (see table
A.21). In Hungary, increased profit repatriation by foreign investors represent-
ed another source of pressure on the current account. In Poland, the current-
account deficit remained high at 6.6 per cent of GDP at the end of 2000.
Despite the tightening of monetary policy, Poland, unlike the other economies
of the region, experienced a domestic demand that remained robust during the
first half of the year, thus sustaining imports, but decelerated sharply towards
the end. FDI inflows have financed the external deficit. Nonetheless, as priva-
tization revenues are expected to decline in 2001, the Polish economy may
become vulnerable if external balances do not improve.

Despite the expected moderation of oil prices and a contraction of imports
due to tight macroeconomic policies, a significant reduction in the current-
account deficit not only for Poland but also for other countries in the region is
unlikely. Expectations are that current-account deficits will be fully covered, as
in the recent past, by FDI inflows. The volume of the latter, however, will
depend not only on the region’s maintaining its attractiveness to foreign
investors but also on economic developments in EU, the largest foreign investor
in Central and Eastern Europe.

Consumer and producer prices increased throughout the region in 2000,
mostly owing to the surge in oil prices and the rebound of food prices (see
tables II1.2 and A.9). The impact of imported inflation was compounded by the
depreciation of the euro against the United States dollar (see section above on
Western Europe) for most countries. Annual inflation of about 45 per cent was
registered in Romania, owing to lax fiscal policies and currency depreciation,
and of about 76 per cent in the Federal Republic of Yugoslavia, where mone-
tary policy remained expansionary in 2000. Elsewhere, official inflation targets
of most countries were overshot: compared with targets of 6-8 per cent, most
economies registered a 10-12 per cent increase in their CPI.

The Czech Republic and Poland have adopted direct inflation-targeting as
the framework for monetary policy. The initial target for the year-end core
inflation rate (excluding administered prices and indirect taxes) in the Czech
Republic for 2000 was increased in August, following external price changes.
The revised target was undershot, and the Central Bank came under criticism
for the poor quality of its inflation forecast. As a result, the Czech Republic
adopted the headline inflation rate as the policy target for 2001. In Poland,
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Table I11.2.
ECONOMIES IN TRANSITION: QUARTERLY INDICATORS, 1999-2000

1999 quarter 2000 quarter
| ‘ I i ‘ v | ‘ I i ‘ v
Rates of growth of gross domestic producta

Belarus 0.7 3.1 2.2 1.2 6.5 2.3 6.4 79
Czech Republic 3.7 -0.8 04 1.0 43 2.1 2.2 39
Hungary 35 39 45 59 6.6 58 45 42
Kazakhstan -14 -39 6.3 15.3 94 11.8 11.0 6.5
Poland 1.6 3.0 5.0 6.2 6.0 5.2 3.3 2.4
Romania -4.5 -4.2 -3.0 -3.2 09 35 1.6 0.0
Russian Federation 2.7 2.2 10.8 10.5 9.0 8.6 8.8 6.8
Ukraine -4.7 -1.6 0.2 31 55 45 5.7 9.0

Growth of consumer pricesa

Belarus 248.4 317 344.9 275.4 212.0 191.0 164.6 108.0
Czech Republic 3.0 22 1.3 2.0 3.6 3.8 40 41
Hungary 95 9.1 10.6 10.8 9.8 92 9.7 10.1
Kazakhstan -0.2 55 11.9 16.1 20.7 10.6 10.1 9.8
Poland 6.2 6.3 74 9.3 10.3 10.1 10.8 9.3
Romania 354 43.3 495 53.1 53.7 444 449 416
Russian Federation 102.6 116.7 98.2 47.4 22.4 20.2 18.6 201
Ukraine 212 254 26.0 18.7 26.9 30.3 317 25.6

Source: IMF, International Financial Statistics; and ECE.

a  Percentage change from the corresponding period of the preceding year.

where headline inflation is targeted, the year-end target was overshot in 2000,
as inflation was driven by external factors (see table II1.2). While it is still too
early to assess the suitability and efficiency of direct inflation-targeting for
economies in transition, the experience of the Czech Republic and Poland high-
lights the difficulties that central banks have in forecasting inflation and using
short-term interest rates as an instrument of monetary policy to address exter-
nal price shocks.

Oil prices are expected to weaken in 2001 and the euro is expected to appre-
ciate (see chap. I). Inflation in the region will decelerate only moderately, how-
ever, as the impact of the improvement in terms of trade will be offset by a rise
in administered prices and relative price adjustments. There are also indica-
tions that producer price inflation is about 2-3 per cent higher than consumer
price inflation, and these pressures will feed into consumer prices. The outlook
for inflation in 2001 depends also on monetary and fiscal policies.

High double-digit inflation is expected in Romania and the Federal Republic
of Yugoslavia again in 2001. In the former, this will be due to the Government’s
limited capacity to finance the deficit in a non-inflationary way. In the latter,
high inflation will reflect the ongoing economic reform measures, such as the
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liberalization of electricity prices, especially in the first months of the year.
Comparatively low inflation is forecast for the Czech Republic, as domestic
credit-induced inflation is subdued and imported inflation is easing.

Accelerated inflation, combined with the uncertainty of fiscal positions in
many countries, undermined attempts to relax monetary policy in 2000. Some
central banks, in particular in Hungary and Slovakia, undertook monetary loos-
ening at the beginning of 2000 in order to discourage speculative capital
inflows. They could not, however, cut interest rates further owing to accelerat-
ing inflation, and the perception of lax fiscal policies, as well as monetary
tightening by the ECB. Many central banks (in particular, in the Czech
Republic, Hungary and Poland) warned about the possibility of monetary tight-
ening if Governments in these countries were to continue to improve their fis-
cal positions by relying only on the cyclical upturn (that is to say, by generat-
ing additional fiscal revenues through faster economic growth without address-
ing expenditure rationalization and other necessary reforms). The Central Bank
of Poland, in particular, took an especially strong stance on monetary policy.
Higher interest rates, however, encouraged speculative capital inflows and
expanded the money supply owing to the Central Bank’s limited ability to ster-
ilize these inflows.

Monetary stances were reversed at the beginning of 2001. The Czech,
Hungarian and Polish Central Banks reduced their key interest rates with the
aim of stimulating domestic demand and promoting exports as growth expecta-
tions deteriorated. This monetary loosening may not be sustainable in 2001,
given the fiscal-monetary dilemma faced by these countries. Furthermore,
lower interest rates do not necessarily lead to increased credit availability—
lending has remained subdued in most of these economies.

Fiscal positions of most Governments of the region remained precarious in
2000, with budget deficits exceeding initial targets, owing to large off-budget
spending (for example, the recapitalization of the banking sector in the Czech
Republic), increased social security payments to offset the social cost of tran-
sition, and the accumulation of tax arrears in some States, including Romania.
Most Governments attempted to use the economic upturn, and the rise in infla-
tion, as well as the proceeds from privatization, to improve public finances and
to meet their deficit targets. Comprehensive structural reforms, in particular of
social security, are still to be implemented however.

Many of the proposed budgets for 2001 rely on optimistic growth and infla-
tion projections. Failure to reduce budget deficits in 2001 will increase the cost
of debt-servicing and compromise progress with inflation. Because several of
these countries have presidential or parliamentary elections in 2001-2002, sig-
nificant fiscal tightening is unlikely. If further monetary tightening was applied
to offset fiscal laxity ahead of elections, it would discourage the private sector.
In the long run, failure to address the problems of public finance will jeopar-
dize macroeconomic stability and increase the vulnerability of these economies
to external shocks.

The policy tasks for Central Europe in 2001 include financial stabilization,
lowering inflation, increasing export competitiveness, and maintaining high
rates of investment. For South-eastern Europe, macroeconomic stabilization
should be accompanied by structural reforms, including the privatization of
enterprise and financial sectors, attracting strategic investors, and implement-
ing infrastructure programmes.
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The main short-term risk to the region emerges from the impact on EU of
any prolonged slowdown of the United States economy. On the domestic side,
problems may arise in some countries from political uncertainties and the
determination with which policy makers will pursue reforms as pressures for
early elections mount. Additional risks emerge from the possibility of renewed
political instability in South-eastern Europe.

Commonwealth of Independent States (CIS)
countries: fast but unsustainable growth

Following the economic upturn that started in mid-1999, GDP growth in the
CIS countries accelerated to 7.9 per cent in 2000—about double the rate antic-
ipated at the beginning of the year. This has been the best performance of the
region since transition started and for the first year in a decade, all countries
in the group experienced positive growth. The slowdown in the world econo-
my, terms-of-trade losses and appreciation in national currencies will bring
overall growth in the region down to 33 per cent in 2001, as improvements in
consumer demand will be insufficient to offset deteriorating exports.
Meanwhile, investment will be constrained by the slow implementation of
structural reforms and the continuing weakness of the financial sectors.

Two major factors drove the strong growth in 2000. First, the real currency
depreciations in 1998-1999 provided significant cost advantages to domestic
producers, at least with respect to most non-CIS markets. This encouraged
import substitution, which continued in 2000. Although real exchange rates in
the major economies of the region (Kazakhstan, the Russian Federation and
Ukraine) appreciated in 2000, they did not return to their pre-crisis levels, thus
keeping domestic production competitive. Region-wide growth in industrial
output, led by the mining and processing of oil and metals, ranged from 2.3 per
cent in the Republic of Moldova to almost 15 per cent in Kazakhstan.
Agricultural production, however, was constrained by severe drought in some
countries, especially Armenia, Georgia and the Republic of Moldova.

Second, higher fuel prices in 2000 and increased buoyancy in international
trade gave a boost to export revenues of producing countries and had strong
ripple effects throughout their economies, leading to increased production,
reduced pressure on fiscal and external balances, and higher profits in the cor-
porate sector. CIS countries are highly dependent on exports of both fuel and
non-fuel commodities (see figure I11.4). The favourable external environment
was therefore a crucial determinant for the acceleration in growth in 2000. The
effect also spilled over to non-fuel commodity exporters, as the strong recov-
ery in the Russian Federation benefited other CIS countries, which had suffered
from the collapse of the Russian market after the rouble devaluation in August
1998. Also, the Russian Administration emphasized improving intraregional
trade, facilitating faster growth of exports into Russian markets. The share of
Russian imports originating in CIS increased from 28 per cent in 1999 to 35 per
cent in 2000.

The positive impact of these two factors gradually waned in 2001 and, in
some countries of the region, expanding domestic demand has been increas-
ingly contributing to GDP growth. Capital investment increased in 2000 in all
CIS countries, except Belarus, with the three largest economies enjoying the
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Figure I1.4.

COMMONWEALTH OF INDEPENDENT STATES (CIS)
COUNTRIES: SHARE OF COMMODITIES
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strongest growth.” In Kazakhstan, for example, investment grew by almost 30
per cent in 2000 owing to the construction work of the Caspian Pipeline
Consortium (CPC), which is linking the Tengiz oilfield to the Russian terminal
at Novorossiysk.8 In the Russian Federation, investment increased by almost 18
per cent in 2000, financed largely from earnings. While estimated capital flight
rose in absolute terms, it decreased as a percentage of total profits. On average,
Russian businessmen chose to channel a larger part of their increased profits
into domestic investment, demonstrating improved confidence in the country’s
economy. Private consumption also increased in Kazakhstan and the Russian
Federation, with real incomes growing in 2000 by 5.3 per cent and 7.2 per cent,
respectively, and wage arrears being substantially decreased.

Despite the second consecutive year of positive growth, the overall GDP
level in the CIS countries is still 16 per cent lower than in 1993 (see figure
III.5) and poverty remains a major social problem. Unemployment in the
region continued to be high, although it was significantly reduced in the
Russian Federation, where it had declined from about 12 per cent in 1999 to
9.7 per cent in 2000. Prospects in this area are not encouraging as growth
decelerates in 2001.

Economic growth began to slow in the Russian Federation in the final quar-
ter of 2000. Despite the strong annual performance (up by 8.3 per cent), indus-
trial production decelerated towards the end of 2000 and was weak in the early
months of 2001. GDP growth decelerated to 4 per cent in the first quarter of
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Source: European Bank for Reconstruction and
Development.

Note: Data for Azerbaijan, Georgia, Kyrgyzstan, the
Russian Federation, Tajikistan and Ukraine refer to
1998.

7 Armenia's capital investment grew by 26 per cent
in 2000, but from a low base.

8 On the economic impact of the Caspian pipelines,
see World Economic and Social Survey, 2000
(United  Nations publication, Sales No.
E.00.1.C.1), box IlI.2.
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Figure l1.5.
COMMONWEALTH OF INDEPENDENT STATES (CIS) COUNTRIES:
INDICES OF GDP, BY COUNTRY, 2000
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2001, as exports slowed. For the year as a whole, growth is expected to be
about 32 per cent. In Ukraine, where most of the economic expansion in 2000
was induced by an export-led increase in metallurgy and heavy equipment pro-
duction, GDP growth remained strong in the first four months of 2001.
However, it might decelerate later in the year because of weaker external
demand and slower structural reforms. Kazakhstan’s GDP growth will deceler-
ate in 2001, but remain strong owing to continued growth in FDI and export
revenues. Despite easing oil prices, Kazakhstan’s export revenues are expected
to rise because its oil exporting capacity will double with the opening of the
CPC pipeline. Georgia and the Republic of Moldova are the only CIS countries
likely to record faster growth in 2001, mostly from a low base.

The external situation remained uneven across the CIS region. All fuel-
exporting countries (Azerbaijan, Kazakhstan, the Russian Federation and
Turkmenistan) enjoyed current-account surpluses in 2000. In some cases, the
improvement in the external balance was dramatic. For instance, Azerbaijan’s
current-account balance moved from a deficit of 15 per cent of GDP in 1999 to
a 2 per cent surplus in 2000. These countries’ external balances are expected to
worsen in 2001, as a result of the deterioration of their terms of trade and pos-
sible cutbacks in export volumes. Conversely, unsustainably large current-
account deficits persisted in some of the smaller, fuel-importing countries (such
as Armenia, Georgia, Kyrgyzstan, the Republic of Moldova and Tajikistan).
These continuously high trade deficits, coupled with heavy external debt bur-
dens, make these countries exceptionally vulnerable to external shocks.
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The export revenues of the Russian Federation grew by about 40 per cent, sur-
passing $100 billion, in 2000, mostly owing to the rise in export prices; export
volume rose by only 10 per cent. Imports increased by 12 per cent in nominal
terms. As a result, the trade surplus more than doubled, reaching $61 billion.
Nonetheless, in the fourth quarter of 2000, the growth of export revenues decel-
erated to about 20 per cent on an annual basis. Conversely, imports grew faster
in late 2000, owing to strengthening domestic demand and continued apprecia-
tion of the rouble. With the anticipated easing of oil prices and further upward
pressure on the rouble, this trend is expected to continue in 2001.

Inflation in the region decreased dramatically in 2000 (see table A.9). The
most impressive drop was recorded in the Russian Federation, where average
annual inflation plummeted from about 86 per cent in 1999 to about 20 per cent
in 2000. Stable exchange rates in most countries (except for Belarus,®
Tajikistan, Turkmenistan and Uzbekistan) were partially responsible for the
lower rates of inflation.

Since the collapse of fixed exchange-rate regimes during the Russian crisis
in 1998, most central banks of the region have been implicitly targeting the
nominal exchange rate. In 2000, Kazakhstan and the Russian Federation were
committed to preventing the currency from appreciating in an attempt to pre-
serve the competitiveness of domestic production. Interventions by the central
banks, aimed at absorbing large, export-related, foreign currency inflows, led
to an expansion of the domestic money supply. In the Russian Federation, some
of this increased liquidity was absorbed by higher demand for money. This was
due to the increased volume of transactions in the expanding economy, a
decline in the proportion of barter exchanges and a dramatic drop in velocity,
indicating greater local confidence in the currency. However, continuing such
interventions without an active sterilization policy risks higher inflation.
Inflation was already accelerating by the end of 2000 (see table II1.2). In the
first quarter of 2001, annual average consumer price inflation continued to rise
and reached 23.8 per cent, up from 20.1 per cent in the last quarter of 2000,
thus pointing to a substantially higher annual rate in 2001 than the 14-16 per
cent forecast by the Government. In such countries as Belarus, Turkmenistan
and Uzbekistan, loans to non-viable enterprises are likely to continue to exert
upward pressure on inflation.

Most countries introduced fiscal austerity measures after the Russian crisis.
The improvement in fiscal balances gained momentum in 2000. Oil-producing
countries, except Azerbaijan, enjoyed fiscal surpluses owing to high export rev-
enues. The Russian fiscal turnaround was the most impressive, as the federal
budget deficit of 1.7 per cent of GDP in 1999 became a 1.3 per cent surplus in
2000, despite continued servicing of external debt. The sustainability of this
improvement, however, is questionable owing to the heavy reliance on public
revenues from commodity exports. Azerbaijan and Kazakhstan have taken steps
to protect their economies against adverse shocks from fluctuations in oil
prices by establishing national stabilization funds supplied from oil revenues
when prices surpass the budgeted level. The Russian Federation recently start-
ed considering such funds as well. In some non-oil exporting countries, includ-
ing Armenia and Georgia, traditionally large fiscal imbalances persisted
because of the failure to improve revenue collection.
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Belarus pegged its currency to the Russian rouble
on 1 January 2001. It is not clear whether this
arrangement is sustainable since it is based on an
assumption that Belarus will be able to secure a
new loan from the Russian Federation; however,
the loan will be forthcoming only if Belarus tight-
ens its monetary policy.
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Furthermore, the substantial external debt-servicing burden of most of the
CIS countries undermines their fiscal position. It is questionable whether the
small economies (such as Armenia, Georgia, Kyrgyzstan, the Republic of
Moldova and Tajikistan) will be able to service their debt. For the Russian
Federation, despite the failure to have rescheduled Soviet-era debt with the
Paris Club in January 2001, total debt repayments due in 2001 (estimated at
slightly above $13 billion) seem manageable, given the large fiscal and exter-
nal surpluses. However, as the country’s fiscal and external balances deterio-
rate later in the year and the growth in fiscal revenues slows, debt-servicing
may become a heavier strain on the budget. The Russian Federation’s external
debt payments will peak in 2003 and might become increasingly difficult to
service in the light of coming parliamentary and presidential elections. For
Ukraine, the recent suspension of multilateral lending could exacerbate the fis-
cal strain in 2001, leading the Government to loosen its monetary policy and
undermining the relative stability of the hryvnia. Overall, the recent fiscal sta-
bilization was mainly a consequence of the favourable external situation rather
than of fiscal reform so that the danger of fiscal imbalances remains and poses
a potential threat to macroeconomic stability in the region. Already CIS coun-
tries’ fiscal positions are expected to worsen in 2001.

The pace of reforms in the CIS region has been slow in 2000 and no sub-
stantial improvement can be expected in 2001. Although the Russian Federation
embarked on a reform programme in mid-2000, little progress has been made in
most areas, except for tax reform. The new Tax Code entered into force on 1
January 2001, but it does not include the most controversial chapter, related to
corporate taxation. The Government and the State Duma are still negotiating
over this issue. Custom reform remains high on the agenda, as it is necessary for
the Russian Federation’s accession to the World Trade Organization. The
Government introduced a new and simplified system of import tariffs in January
2001 and a new Customs Code is to be considered by the Parliament later this
year. However, the country has failed to take advantage of its oil revenues to
reform the banking sector and natural monopolies.

Many structural reforms, especially in the energy sector, are still needed in
Ukraine. However, substantial progress in 2001 seems unlikely owing to per-
sisting political turmoil. Uzbekistan’s economy has been left practically unre-
formed since the collapse of the Soviet Union. The Government’s repeated
reluctance to reform, including the failure to implement an agreement with the
International Monetary Fund (IMF) to introduce a unified exchange rate by the
end of 2000, made the Fund decide to minimize its presence in the country.
This, in turn, is unlikely to encourage foreign investment in the Uzbek econo-
my, which would be crucial in achieving growth and trade diversification.

Baltic Countries: a broadly based recovery

The Baltic economies recovered from the 1999 recession caused by the
Russian crisis and grew by about 5 per cent in 2000. Increased external
demand from EU and the Russian Federation, giving a stimulus to industrial
output, was the major factor behind the strong growth. In 2001, growth is
expected to decelerate, but only to 4% per cent (see table A.3).
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While the recovery was initiated by exports, in the course of 2000 it became
increasingly broadly based, particularly in Estonia and Latvia. Low interest
rates, increased credit availability, and rising real wages supported the acceler-
ation of private consumption and investment in 2000. In Lithuania, however,
domestic demand remained subdued. The country’s recovery was slower than
that of the other Baltic countries owing to its large trade links with the Russian
Federation and the strength of the litas, its currency, which is pegged to the
United States dollar.

On the supply side, surging industrial production, particularly of machinery
and communications equipment, was the basis of GDP growth in Estonia.
Industrial output growth was also robust in Lithuania, despite a sharp contrac-
tion in the second quarter caused by disruptions in deliveries of oil from the
Russian Federation. In Latvia, forestry was the fastest growing sector, reflect-
ing the growth in external demand, as wood and wood products account for
almost one third of Latvian exports. The services sector performed well in the
whole region, owing mainly to the increase in transit freight, mostly oil and oil
products from the Russian Federation.

Despite faster growth, the unemployment situation did not improve,
although employment outcomes were quite diverse. Lithuania has the highest
level of unemployment among the three countries and it continued to rise in
2000 as a result of moderate economic growth and enterprise restructuring.
Latvia’s unemployment fell by almost 1.5 percentage points in 2000, while in
Estonia it remained virtually the same as in 1999 (see table A.7).

Domestic demand is expected to be the major source of growth in 2001.
Investment is expected to pick up in response to further economic restructuring
and improvement of the business climate. Particularly strong acceleration of
investment growth is predicted for Estonia. This is due to the positive outlook
for its Scandinavian neighbours and also increased public and private invest-
ment in the communication and transportation sectors in preparation for inte-
gration into EU. Even in Lithuania, whose growth so far has been driven almost
exclusively by exports, internal demand is expected to edge up in 2001, as
growth spills over from the external sector to the domestic economy, aided by
the further consolidation of Lithuania’s public finances.

Average inflation in the region was only 2.4 per cent in 2000, in part
because of the currency-board arrangements that these countries maintain.
Average inflation is not expected to increase in 2001. In 2000, Estonian and
Latvian international reserves increased, resulting in low interest rates and
credit expansion.

Public finances improved dramatically in 2000, following the austerity mea-
sures to correct the fiscal slippage of early 1999. Among the three economies,
Estonia is the most advanced in consolidating its public finances and is head-
ing for a fiscal surplus in 2001-2002. In the other economies, further fiscal
improvements depend on additional cuts in expenditures and renewed efforts at
increasing tax collection. For Lithuania, the major focus of fiscal policy will be
the implementation of the reform of the social security fund already approved
by the parliament. Further improvement in Latvia’s public finances, given gen-
eral and presidential elections in 2002, seems unlikely.

Privatization has slowed as it entered into the politically sensitive phase of
selling large infrastructure enterprises, mostly in the transportation and energy
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sectors. Constrained by political opposition, privatization in 2001 is likely to
proceed slowly, further impeding FDI. On the other hand, the prospect of
accession to EU by 2004 at the earliest is encouraging further institutional and
structural reforms and greater fiscal discipline.

The current-account deficit increased in Estonia but declined substantially
in Latvia and Lithuania in 2000 owing to the favourable external environment.
In Lithuania, weak domestic demand was also a factor. However, imports will
increase as investment and private consumption accelerate. The regional cur-
rent-account deficit, therefore, is likely to increase in 2001-2002.

A number of contingencies may affect the outlook for these economies. The
major one is related to the depth and duration of the deterioration in the exter-
nal environment. Another stems from the fact that the Russian Federation’s new
oil-exporting terminal in Primorsk is scheduled to be completed at the end of
2001. The fact that this would greatly reduce the Russian Federation’s reliance
on Baltic ports is thus likely to have negative impact on the generation of tran-
sit revenues for these economies.

DEVELOPING ECONOMIES

Developing countries grew by 5.7 per cent in 2000, a performance that match-
es their best annual outcome in the last 10 years (see table A.4). External
demand was a major source of growth for these economies in 2000. External
financing conditions facing this group of countries did not improve, however,
and spread premiums charged on developing countries’ sovereign debt
increased during the year.

East Asia and China, the largest participants in international trade, grew the
fastest among the developing economies in 2000. The external environment was
also a major factor in the economic recovery in Western Asia as higher oil prices
supported demand and investment in the oil-exporting countries of the region.
Latin America and the Caribbean also benefited from the higher oil prices and
faster growth of international trade, while domestic demand in several countries
remained constrained by high unemployment and tight credit availability. Africa
registered the slowest rate of growth among the developing regions, barely
above the rate of population growth. Adverse weather conditions, low prices for
some important commodities exported by the region, political uncertainties, and
limited financial resources inhibited growth in several countries.

Towards the end of 2000, however, economic growth started to decelerate as
international trade cooled and uncertainties regarding prospects for the world
economy increased. Domestic demand in a number of countries, particularly in
East Asia, is still not robust enough to pick up the slack left by external demand
and growth is expected to decelerate to 4 per cent in developing countries as a
whole in 2001. While slower growth will be noticeable in all developing
regions, with the exception of Africa, the deceleration will be relatively sharper
in East Asia (excluding China) and in Western Asia (see table A.4). Conversely,
growth in Africa is anticipated to accelerate somewhat, with favourable weath-
er conditions. Meanwhile, new financial and payments crisis emerged in some
large developing economies, with significant negative implications for growth
in these countries in particular. The possibility of contagion to neighbouring
economies compounds the downside risks to the present forecast.
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Africa: insufficient growth

Africa’s GDP grew barely above 3 per cent in 2000 (see table A.4). This was
the fourth consecutive year that African growth gravitated around a rate of 3
per cent, which was only slightly higher than the rate of population growth in
the continent. Output growth is expected to accelerate to above 4 per cent in
2001. This improvement will be due to the recovery of agricultural output, the
stabilization in the prices of some key African export commodities, and the
relatively high oil revenues that will continue to support consumption and
investment in oil-producing countries. External demand for African exports,
chiefly in EU, will be a contributing factor as well, provided EU realizes the
growth forecast above.

In 2000, economic performance in many African countries was largely influ-
enced by developments in international markets, weather conditions, and polit-
ical factors. With international trade expanding at a robust rate, higher oil and
metal prices and increased external demand were among the positive growth
impulses. Oil-exporting countries supported the region’s performance to a large
extent, as increased oil production and higher prices had a positive impact on
their economies. In the large oil-exporters (Algeria, Angola, the Libyan Arab
Jamabhiriya and Nigeria), GDP growth accelerated owing to increased produc-
tion and investment in the hydrocarbon sector, higher public spending, and
increased private consumption. GDP growth was marginal in Gabon owing to
lower oil output; and in Egypt, which is less dependent on oil revenues, growth
decelerated, to 4 per cent, owing mainly to tight macroeconomic policies.

While GDP growth accelerated in oil-importers as a whole in 2000, individ-
ual economic performance was not uniform. GDP growth decelerated in 12 of
Africa’s 30 oil-importing countries monitored by the Secretariat. Low interna-
tional prices for coffee, cocoa and other agricultural commodities, for example,
depressed export earnings and contributed to slower growth in most West
African countries. Conversely, higher prices for a few minerals and base met-
als contributed to increased export earnings in Zambia and other mineral-
exporting countries. Strong external demand contributed to increased manufac-
turing output in Mauritius where GDP grew by 7 per cent, one of the best per-
formances among the developing economies in 2000. The South African econ-
omy rebounded from weak growth in the first half of the year to record better-
than-expected growth of 3.1 per cent in 2000 (see table A.4).

Africa continues to be vulnerable to weather conditions, as agriculture
remains one of the major economic sectors in most of the continent. In 2000,
adverse weather led to lower-than-anticipated GDP growth. Heavy rains and
flooding caused extensive damage to crops in Madagascar, Mozambique and
South Africa. Similarly, drought led to sharp reductions in agricultural output
in Algeria, Eritrea and Ethiopia (in addition to the disruptions caused by the
war between the latter two countries), Kenya, Morocco for the second consec-
utive year, and Tunisia.

Armed conflicts and political instability continued to disrupt economic
activity in many African countries in 2000. Countries facing conflict situations
have consistently performed rather poorly (see figure I11.6). In some of them,
however, GDP growth was positive but largely sustained by industries operat-
ing in isolation from the rest of the economy, usually in the mining and hydro-
carbon sectors.
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Source: UN/DESA.

a The term “conflict countries” refers to those coun-
tries with a United Nations peacekeeping, peacemak-
ing or peace-building operation in 2000. They were
Angola, the Central Africal Republic, the Democratic
Republic of the Congo, Eritrea, Ethiopia, Guinea-
Bissau, Liberia, Sierra Leone, Somalia and the Sudan.
b Forecast.

Figure I11.6.
AVERAGE ANNUAL RATE OF GDP GROWTH IN AFRICA
AND CONFLICT-AFFECTED COUNTRIES,? 1985-2001

. Africa Conflict countries

1985-1990 1990-1995 1997 1998 1999 2000 2001

In addition to the countries identified in figure II1.6, Algeria, in 2000, expe-
rienced civil unrest that again undermined investor confidence and lowered pri-
vate consumption. In Cote d’Ivoire, economic difficulties brought about by fur-
ther declines in the prices of tropical beverages were exacerbated by the mili-
tary coup in December 1999, following which external financial assistance was
suspended; GDP contracted by 2.0 per cent in 2000. In Guinea, the escalating
conflicts in the border regions with Liberia and Sierra Leone discouraged
investors and depressed aggregate demand. In Nigeria, religious tensions and
social unrest, combined with stagnation in the non-oil sectors of the economy
and acute shortages of refined petroleum products, kept the rate of growth of
GDP below 3 per cent in 2000.

The recession in Zimbabwe that had started in 1999 deepened in 2000 as
political instability increased and the country became more isolated from offi-
cial sources of finance. The International Monetary Fund (IMF) and donor
countries suspended financial assistance to Zimbabwe because of disagreement
with the Government’s land reform programme. The ensuing lack of foreign
exchange led to shortages of essential imports, large budget deficits, excessive
money supply growth, and sharp increases in both the inflation and unemploy-
ment rates. Zimbabwe’s GDP contracted by an estimated 4 per cent in 2000.
The civil and political disturbances undermined investor confidence in the
entire southern African region and caused substantial capital flight from South
Africa at the beginning of the year. As noted, the South Africa economy recov-
ered its momentum later in the year.
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Some major developments in 2000 renewed hopes for an early resolution of
at least two of the major regional conflicts. First, the end of the war between
Eritrea and Ethiopia improved prospects for a resumption of normal economic
activity in both countries. Second, political developments in the Democratic
Republic of the Congo revived the internationally sponsored peace process and
created a more favourable environment for ending the civil war in that country.

The outlook for 2001 is cautiously favourable. EU is a major importer of
African products (see table A.14) and should sustain some demand growth in
2001. That only a moderate decline in oil prices is expected would mean a con-
tinuation of high export and fiscal revenues which should support investment
and consumption in oil-producing countries. The moderation of oil prices and
the expected stabilization of the prices of some non-fuel commodities should
lead to some improvement in the terms of trade and in the export revenues of
oil-importing countries.

The recovery of agriculture in countries affected by adverse weather condi-
tions in 2000 —particularly Morocco and Tunisia, which are among the largest
economies of the region— should be another positive factor. Furthermore, the
advances in the implementation of the Heavily Indebted Poor Countries (HIPC)
Initiative towards the end of 2000 should relieve balance-of-payments pressure
and support investment and consumption in some countries in the next few
years (see chap. II). Further gains from economic reform should also stimulate
growth in the region.

While improved growth is expected, there are a number of risks to the out-
look. There are low-level political tensions in many countries or subregions. An
upsurge of political instability or violence in a country can depress investors’
and consumers’ confidence and compromise external assistance, with spillover
effects on neighbouring countries. In terms of economic policy, failure to
address structural weaknesses, inter alia, in the stability of power supply and
expenditure management in the public sector, may hamper the recovery in
many countries. Additionally, it is anticipated that commodity prices will sta-
bilize in 2001, but, if the impact of the United States slowdown becomes more
severe than expected or if Europe is affected more than anticipated, commodi-
ty prices are likely to remain depressed or fall even further. Finally, since
weather conditions are unpredictable and yet a chief determinant of economic
performance in many countries in Africa, there is an element of uncertainty to
the forecast.

The annual average inflation rate for the region increased only marginal-
ly in 2000 (see table A.10). Individual country performances, however,
diverged markedly. Most countries that had adopted tight monetary policies
and maintained stable exchange rates were successful in controlling infla-
tionary pressures. Inflation remained low in the Communauté financiere
africaine (CFA) franc zone, for example, despite higher oil prices and the
depreciation of the CFA franc vis-a-vis the United States dollar owing to the
weak euro. The two regional central banks kept inflation rates in this group
of countries below 3 per cent.

Inflation increased, however, in countries that suffered from severe food
shortages, currency depreciations, or large fiscal deficits. In Ghana, for exam-
ple, loose fiscal policy and a deterioration of the country’s terms of trade trig-
gered a large depreciation in 2000, which led to higher inflation. Triple-digit
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inflation persisted in Angola and the Democratic Republic of the Congo as a
result of the collapse of monetary and fiscal control and the disruption of mar-
kets in areas of conflict and instability.

Inflation accelerated in South Africa, particularly in the first half of 2000
owing to higher oil and food prices. Later on, however, inflation moderated,
owing in large measure to the recovery in agriculture and increased domestic
food supplies. Average annual inflation was about the same as in 1999 (see
table A.10). An inflation-targeting framework for monetary policy has commit-
ted South African policy makers to maintaining inflation (growth in the overall
CPI, excluding mortgage interest rate costs) within a range of 3 to 6 per cent.
The expected decline in oil prices should keep inflation at relatively low levels
in most countries, although for the region as a whole, inflation is expected to
accelerate somewhat in 2001.

Many countries in the region maintained their strong commitment to the
implementation of economic reforms and pursued those reforms with the gen-
eral objectives of achieving stable, non-inflationary growth in their money sup-
plies and stable exchange rates. In Egypt, for instance, monetary policy was
tight during early 2000 owing to pressures on the exchange-rate peg vis-a-vis
the United States dollar, which were brought about in part by the appreciation
of the latter in relation to other major currencies. As a result, liquidity in the
financial markets declined and the business sector was hurt. In May 2000, the
Government decided to allow the Egyptian pound to depreciate gradually for
the remainder of the year, with the result that Egypt’s external competitiveness
improved. On 30 January 2001, however, the Government introduced a new
foreign exchange regime. The pound was allowed to fluctuate within a narrow
band (+/- 1 per cent) around the central rate set by the Central Bank. Since
then, liquidity has tightened again.

In South Africa, monetary policy was credited with restoring stability to the
domestic financial sector in the aftermath of the 1998 international financial
crisis. The repurchase rate, which had been adopted as the main instrument of
monetary policy in March 1998, soared following of the Asian crisis, but than
declined steadily from over 25 to 12 per cent by November 1999. A further cut
of 25 bps was adopted in January 2000, but reversed later in the year to contain
the second-round effects on inflationary expectations of higher oil prices and
the lower rand.

Within the framework of the Economic Community of West African States
(ECOWAS), the Gambia, Ghana, Guinea, Liberia, Nigeria and Sierra Leone
decided in April 2000 to establish a monetary zone by end-2003, with the aim
of merging with the West African Economic and Monetary Union (WAEMU) in
2004. However, in both Ghana and Nigeria, the principal sponsors of this ini-
tiative, inflation was higher than in the other West African economies in 2000
owing to loose monetary and fiscal policies. Both countries therefore need to
redirect macroeconomic policy to achieve the convergence necessary for the
establishment of the proposed monetary union (see chap. II, annex).

Fiscal policy was conservative in most oil-importing countries in the region
in 2000. Many countries continued their efforts to bring their fiscal balances
onto a more sustainable trajectory by broadening their tax base, making their
tax systems and tax collection more efficient, and improving expenditure man-
agement in the delivery of public services. The continuing liberalization of
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trade diminishes tariffs as a source of revenue, amplifying the need to mobilize
revenue from other sources.

Exogenous shocks impaired some countries’ ability to consolidate their fiscal
finances. In Morocco, for instance, emergency measures necessitated by the
drought exerted a strain on the State budget in 2000. Assuming normal weather
conditions, the fiscal deficit is likely to decrease significantly in 2001. Budget
deficits also widened in Angola, Kenya, Madagascar, Zimbabwe and other coun-
tries that experienced difficulties in obtaining external financing for budgeted
and emergency expenditures. Despite tight fiscal policies and reforms, many
African countries will depend on the privatization of state assets, as well as
external assistance, to balance their budgets in 2001.

In a departure from its policy in recent years, the Government of South
Africa announced an expansionary fiscal policy in its budget proposals for
2001. The budget contained significant increases, in real terms, in capital
spending and spending on health, education, housing and other social services
over the next three years. Tax cuts for individuals and tax incentives for busi-
nesses were aimed at increasing domestic savings and investment in enterpris-
es that were likely to accelerate private sector job growth. Large proceeds from
future privatizations, a widening of the tax base through improved collection
methods, and savings from public sector reforms were expected to provide
some of the funds to finance the increased spending commitments.

In the oil-exporting countries, increased oil revenues led to the adoption of
expansionary policies but in 2000 most countries sustained improvements in
their fiscal positions. For this group of countries, however, fiscal balances will
deteriorate in 2001 as a high level of spending and investment in the public sec-
tor coincides with lower oil revenues.

Some oil-exporting countries are trying to reduce their budgetary reliance on
oil revenues by broadening their revenue base and insulating budgetary expen-
ditures from variations in oil revenues. As in 2000, if oil exceeds the price of
$19 per barrel (pb) assumed in the budget, Algeria will channel all additional
revenues received to a stabilization fund to support subsequent budgets, should
prices slump. Similarly, in Nigeria, the Government intends to transfer surplus
oil earnings in 2001, based on an assumption of an oil price of $22 pb, into an
Excess Crude Petroleum Reserve Account.

Many countries, especially the countries benefiting from the HIPC
Initiative, have shown a strong commitment to the implementation of structur-
al reforms supported by the international financial institutions. Also, most
North African countries are pursuing structural reform policies such as privati-
zation, foreign direct investment (FDI) promotion and trade liberalization. In
the case of Morocco and Tunisia, the reform effort has been heavily influenced
by these countries’ Association Agreements with EU. However, a number of
other countries, such as Kenya and Zimbabwe, have experienced setbacks in
the implementation of reforms.

East Asia: recovery halted

East Asia (excluding China) grew by 7.3 per cent in 2000. In most countries of
the region, GDP growth was supported by strong external demand. Domestic
demand continued to recover in many countries, particularly in the first half of
the year, but its growth was more muted. The region’s recovery had progressed
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The share of exports to the United States in total
exports of most of these economies exceeds 20
per cent.

The price of the standard 64-megabyte dynamic
random-access memory (DRAM) fell by 60 per
cent in 2000.

In the Republic of Korea, for instance, the unem-
ployment rate reached 4.1 per cent (seasonally
adjusted) in December 2000, almost twice the
pre-crisis level.

See World Economic and Social Survey, 1999
(United  Nations  publication, Sales No.
E.99.1.C.1), chap. IlI, sect. entitled "Asia and the
Pacific: macroeconomic policies: easing the
crunch”.
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briskly from early 1999, but came to a halt in the fourth quarter of 2000,
mainly as a result of the slowdown in the United States.!® The downturn con-
tinued into 2001. The deceleration has been broad but varied across countries.
It was steep in the Republic of Korea and Taiwan Province of China, while a
moderate recovery continued in Indonesia until the end of 2000.

The slowdown in East Asia is expected to continue until the latter half of
2001, when it should reverse if the United States economy rebounds. Aggregate
GDP growth of the region is forecast to decelerate to 3% per cent in 2001, but
to recover to 5 per cent in 2002. Hong Kong Special Administrative Region
(SAR) of China, the Republic of Korea, Malaysia and Singapore, economies
that grew particularly strongly in 2000, will exhibit the sharpest deceleration
(see table A.4).

The rapid downturn of the export boom in the fourth quarter of 2000 was the
primary cause of the slowdown. The rapid cooling of the United States econo-
my, combined with sluggish demand in Japan and the ensuing weakening in
intraregional trade, curtailed growth of exports. Reduced ICT investment in the
United States, and the sharp fall in world semiconductor prices' in particular,
adversely affected exports of electronics, a major item for East Asian countries.

A few adverse factors hindered growth of domestic demand. First, having
already exhibited patchy signs of deceleration in early 2000, domestic demand
was further weakened by the slowing exports late in the year. Second, house-
hold income has been growing slowly, as the unemployment rate, though
improved in many countries in 2000, has not returned to its pre-crisis level;?2
and the jobless rate rose again in early 2001. Third, the negative wealth effects
from the equity and property markets constrained household spending. Equity
markets, which had recovered relatively quickly, did not sustain these gains as
stock prices plunged again in 2000. Finally, the persistence of inadequate cred-
it conditions, higher oil prices, and heightened political uncertainties in 2000
also discouraged consumption and private investment.

On the supply side, the manufacturing sector slowed sharply throughout the
region in the fourth quarter of 2000, primarily in response to slowing exports.
Growth of the service sector was healthy through the third quarter of the year,
led by ICT-related activities and tourism, but was adversely affected thereafter
by the economic slowdown. Agricultural output growth was positive in most
countries, except the Republic of Korea and Thailand where there were
unfavourable weather conditions.

Inflation began to rise modestly in the second half of 2000, owing to higher
fuel prices, increases in administered prices and, in the case of Indonesia, the
Philippines, the Republic of Korea and Thailand, currency depreciation (see
table III.3). The rising trend in inflation continued into early 2001. Except for
Indonesia and the Philippines, where annual inflation was over 6 per cent in
early 2001, softening demand, lower high oil prices, and increased competition
should keep inflation at low levels.

Macroeconomic policies in the region remained broadly accommodative in
2000. Previously, fiscal stimulus had been a major factor contributing to the
recovery of crisis-hit countries’ and fiscal positions deteriorated and the pub-
lic debt increased. In 2000, increases in cyclical revenue resulted in smaller
deficits than had been anticipated. However, an increasing number of countries
made greater use of lower interest rates to support growth from late 2000
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Table I11.3.
MAJOR DEVELOPING COUNTRIES: QUARTERLY INDICATORS, 1999-2000

1999 quarter 2000 quarter
| ‘ I i ‘ IV | ‘ I i ‘ IV

Rates of growth of gross domestic producta

Argentina- 2.7 -5.2 5.1 -0.5 05 0.2 -05 -2.0
Brazil 0.7 -0.2 05 34 3.8 35 5.1 4.4
Chile 2.8 -3.7 -1.8 40 55 6.0 5.6 45
China 8.3 7.6 74 7.1 8.1 8.3 8.2 8.0
Colombia 5.7 -6.8 -36 -1.0 24 34 3.1 2.1
Ecuador 5.4 -71.2 -8.0 -85 2.2 2.0 3.6 6.0
Hong Kong (SAR) -2.9 1.1 43 9.2 141 10.8 10.8 6.8
India 7.2 7.1 6.2 6.0 7.2 6.3 6.5 5.7
Indonesia 4.1 35 2.4 5.0 42 52 44 52
Israel 0.9 2.1 2.2 3.1 6.3 6.3 7.6 3.0
Korea, Republic of 5.4 10.8 12.8 13.0 12.7 9.6 92 46
Malaysia -1.4 5.0 8.6 11.0 11.8 8.4 7.8 6.5
Mexico 1.8 31 43 52 79 76 7.0 5.1
Philippines 16 5.0 3.0 46 3.2 32 46 3.7
Singapore 1.3 6.9 74 1.7 9.8 8.4 10.3 11.0
South Africa 0.8 1.3 2.3 3.1 3.1 3.1 3.2 29
Taiwan Province of China 472 6.4 47 6.4 79 5.4 6.6 4.1
Thailand 0.1 27 7.8 6.5 5.2 6.2 2.8 3.1
Turkey 91 -1.7 -6.0 -3.4 5.4 6.2 8.0 8.3
Venezuela -85 14 43 41 1.1 2.7 34 5.6

Growth of consumer pricesa

Argentina 0.0 1.1 -1.8 -1.8 -13 1.1 0.8 -0.6
Brazil 23 33 55 8.4 79 6.6 76 6.2
Chile 38 39 32 25 32 36 40 46
China -1.4 2.2 -1.2 08 0.1 0.1 0.3 0.4
Colombia 16.7 9.9 9.1 9.6 9.0 10.6 9.4 8.9
Ecuador 45.6 54.6 54.0 53.8 83.2 96.5 104.8 97.3
Hong Kong (SAR) -1.8 -4.0 59 4.1 5.1 -4.4 -2.9 -2.2
India 9.0 7.1 28 05 37 5.3 41 30
Indonesia 55.9 30.9 6.6 1.7 0.6 1.1 5.7 8.8
Israel 73 59 6.0 1.9 15 20 1.0 0.0
Korea, Republic of 0.7 0.6 0.7 1.3 15 1.4 32 29
Malaysia 40 2.7 2.3 2.1 15 1.4 15 1.7
Mexico 18.6 17.9 16.5 13.7 105 95 9.0 8.9
Philippines 10.0 6.8 55 45 30 39 45 59
Singapore 0.7 0.0 0.3 0.5 1.1 0.8 15 2.0
South Africa 8.5 7.3 33 20 28 5.2 6.3 6.2
Taiwan Province of China 0.7 0.1 0.3 0.0 0.9 14 1.1 1.5
Thailand 27 0.4 -1.0 0.1 08 1.6 22 1.6
Turkey 64.4 63.7 64.9 66.1 68.8 61.7 52.7 423
Venezuela 29.1 239 22.2 20.1 18.2 17.1 15.6 14.2

Source: IMF, International Financial Statistics, and national authorities.
a  Percentage change over the same quarter of previous year.



@WORLD ECONUOMIC A N D S 0 C I AL S URV EY 2 0 0 1

14 Rosario G. Manasan, The President's Budget for
2001: Depleted Economic Choices (Philippine
Institute for Development Studies, Discussion
Paper Series, No. 2000-43, November 2000).

15 Ministry of Finance and Economy, Republic of
Korea, Financial Statistics Bulletin, second quar-
ter, 2001, pp. 64-83.

onwards. Indonesia and the Philippines are exceptions to this trend: both coun-
tries raised interest rates in the second half of 2000 amid increased political
uncertainty and pressure on their currencies. The Philippines, however,
reversed these increases starting in December 2000.

Fiscal policy in the region remains expansionary; but with the slowdown,
countries are likely to contemplate additional policy measures in 2001. The
scope for fiscal manoeuvre, however, is limited owing to the increased public
debt. In most countries, increased fiscal expenditures, combined with the large
debt-servicing obligations and the cyclical decline in revenues, will further
aggravate fiscal positions in 2001. The Philippines, in particular, faces the chal-
lenge of dealing simultaneously with a large fiscal deficit and a slowing econ-
omy." Fiscal imbalances may prevent the Thai administration from introducing
sufficient fiscal stimuli to offset the weakening of exports. More imminently,
policy makers will need to address fiscal imbalances as soon as their economies
are back on a recovery track in order to avoid the higher interest rates associ-
ated with the financing of the public debt and their damaging effects on invest-
ment and growth in the longer run.

In Hong Kong SAR, the Basic Law mandates the SAR Government to main-
tain fiscal balance so that fiscal stimulus is feasible only within limits. As in
other countries of the region, fiscal policy was used over the past few years to
mitigate the adverse effects of the Asian financial crises. Public expenditures,
especially for social welfare due to the high unemployment rate, continued to
increase in 2000 and there was a fiscal deficit. This was less than 1 per cent of
GDP and is expected to narrow. Discretion in the Region’s monetary policy is
similarly limited, owing to the currency board. Interest rates usually follow
those in the United States, as the Hong Kong dollar is pegged to the United
States dollar. The monetary easing in the United States is therefore expected to
help reduce interest rates in the Region.

Economic restructuring has continued in most of East Asia. There are
increasing signs that the Democratic People’s Republic of Korea, for instance,
is contemplating reforms, particularly in external trade and foreign investment,
to overcome its economic stagnation (see box III.1). Nonetheless, the process
of restructuring has been relatively more dynamic in those economies affected
by the financial crisis. The financial and corporate sectors still exhibit consid-
erable fragility, which impedes normal lending and therefore investment and
stable growth. Crisis-hit countries are still saddled with sizeable low-quality
loans and profit performance has been poor. Progress in Indonesia and
Thailand has been slower than elsewhere. In all countries, however, corporate
restructuring has lagged behind financial restructuring.

The Republic of Korea is most advanced in the consolidation of the finan-
cial sector, but it still faces problems:’ the share of non-performing loans
(NPLs) is still high and there is a continuing need to strengthen the regulatory
and supervisory frameworks. The Government has initiated a second round of
financial restructuring by creating a financial holding company. It also provid-
ed additional funds of 40 trillion won (about $35 billion) to strengthen the cap-
ital base of banks and to augment the loss provisions of non-bank financial
institutions. In Thailand, NPLs fell from 39 per cent in January 2000 to 18 per
cent by year-end, largely owing to reschedulings and debt transfer to asset-
management companies. The Government has planned to buy up banks’ NPLs
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In the past decade, the Democratic People’s Republic of Korea struggled to over-
come severe economic difficulties. The shocks from the collapse of its trade with
socialist countries in the early 1990s and disastrous floods in the mid-1990s sharply
exacerbated the problems of the already sagging economy, resulting in declining
output for nine consecutive years and acute shortages of food and energy= (see
table). However, these exogenous factors were not the only reasons behind the
country's persistent deterioration. Structural inefficiencies owing to the country’s
centrally planned economic system have also constrained economic growth since
the early 1980s.

A series of reforms have been adopted since the mid-1980s. Reforms in the
external sector were more significant than in the domestic sector, reflecting the
profound changes in external conditions and the Demaocratic People's Republic of
Korea's changing perceptions on the importance of the external sector. The mea-
sures included the extension of industrial associations® in 1985, the transformation
of cooperative farms into State farms in 1994, the improvement of material incen-
tives in team units in 1996, the decentralization of trade management in 1984 and
in the early 1990s, the introduction of joint venture law in 1984, and the establish-
ment of the Rajin-Sunbong free trade zone in 1992.

Despite these reforms, the economy of the Democratic People’s Republic of
Korea remains in a dire situation and faces a daunting task of transition. A major
problem with past reforms is that they were only partial. Furthermore, the measures
adopted were geared mainly to management inefficiencies but did not tackle fun-
damental structural problems or succeed in reversing economic deterioration.

Since September 1998, there have been signs of new thinking about the process
of opening up the economy. The newly introduced measures have included prag-
matic as well as traditional ideological elements, such as labour competition and
self-reliance. The main elements of the new reforms include abolishing the indus-
trial associations, promoting export industries, emphasizing science and technolo-
gy, allowing special economic zones (SEZs) in multiple locations, and the second-
round “Chunrima” movement.c There has been some reversal of earlier decentral-
ization effort but also signs of further opening.

Since 1998, the Democratic People’s Republic of Korea has consolidated central
control in the industrial sector by abolishing industrial associations and strength-

Box table III.1.

c

DEMOCRATIC PEOPLE’S REPUBLIC OF KOREA: REAL GDP AND INTERNATIONAL TRADE, 1989-2000
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ECONOMIC TRANSITION IN THE
DEMOCRATIC PEOPLE’S
REPUBLIC OF KOREA:
DELAYED PASSAGE TO

OPEN MARKET ECONOMY

Bank of Korea, "Recent situation in the
Democratic People's Republic of Korea econo-
my", Research Department, March 2001.

These are giant groups of firms based on vertical
integration and were first introducted in 1973.
They are similar to Kombinat in the former
German Democratic Republic and the Russian
industrial associations.

This is a mass movement originally introduced in
1958. Its method is to increase labour produc-
tivity through the use of non-material incentives.

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
GDPa . -3.7 3 -6 -4.2 2.1 -4.1 -3.6 6.3 -11 6.2 1.3
Exportsb 1.91 1.96 2.01 1.03 1.02 0.84 0.74 0.73 09 0.56 0.52 0.56
Importsb 2.89 2.76 1.7 1.64 1.62 1.27 1.32 1.25 1.27 0.88 0.96 1.41
Trade balanceb -0.98 0.8 0.3 -0.61 0.6 -0.43 -0.58 -0.52 -0.37 -0.32 -0.44 -0.85

Source: Bank of Korea.

a  Annual percentage change.
b~ Billions of dollars.
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ening the authority of the Cabinet. By January 2000, 44 industrial associations had
been dismantled and individual firms had been put under the de facto direct control
of the Cabinet. As the Government was also downsized significantly, however, this
may eventually strengthen accountability by individual firms. Conversely, since
September 2000, the Democratic People’s Republic of Korea has restored more than
20 large industrial associations in heavy industry. This change aimed at reorganiz-
ing factories and firms into industry-based associations, for example, in the metal,
machinery and extractive industries. As a result of these more recent changes, the
Democratic People’s Republic of Korea appears to be positioning itself to deal with
external competition more effectively by letting the associations handle not only
production but also distribution and trade of their products.

In the agricultural sector, farmers were allowed to own simple farming tools and
cattle in 1998. This measure, if it leads to the separation of land ownership and
usage rights, could facilitate the introduction of the household production respon-
sibility system as adopted in China and Viet Nam, particularly in view of the free
disposal of excess production by team units introduced in 1996. There is, however,
one important contrast: there is still no market-oriented reform in the Democratic
People’s Republic of Korea.

Additionally, the Democratic People’s Republic of Korea reformed its trade man-
agement system in late 1998. It sharply reduced the number of trade companies,
which were under the local government, and placed them under the direct control of
the Cabinet. The role of local governments in trade was thus reduced substantially.

In June 2000, a historic summit between the Democratic People's Republic of
Korea and the Republic of Korea took place and a cooperation agreement was
signed. The summit agreement provided additional momentum for the Democratic
People’s Republic of Korea to intensify its economic cooperation with the Republic
of Korea, to improve its relationship with developed countries, and to take bolder
steps towards opening. If its open door policy moves successfully, this may encour-
age the Democratic People’'s Republic of Korea to start market-oriented reforms.
Nonetheless, the measures adopted so far have stressed only opening the econo-
my; in contrast with China and Viet Nam, Democratic People’s Republic of Korea is
still silent about fundamental domestic reform.

The road to reform, however, is a long one and many options can be considered.
Initially, the Democratic People’s Republic of Korea may attempt to use a combina-
tion of the SEZ (or similar arrangements) and economic cooperation with the
Republic of Korea as main instruments to break through its economic impasse,
while remaining cautious about domestic reform. The resources required to finance
this undertaking, however, are beyond the capacity of both economies and will
require external finance. At the beginning, the Republic of Korea can play a limited
but important role.

To facilitate economic cooperation, the Democratic People’s Republic of Korea
and the Republic of Korea agreed in November 2000 on investment guarantees, pro-
tection from double taxation, dispute settlement, and a payments clearance system.
Firms from both economies were already allowed to operate in the Rajin-Sunbong
free trade zone. In some cases, factories of the Democratic People’'s Republic of
Korea were allowed even outside this zone. The prospect for trade between the
Democratic People’s Republic of Korea and the Republic of Korea is favourable in
view of their strong complementarity in respect of resource endowments and
stages of economic development and their common culture.
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Notwithstanding the above, the establishment of SEZs alone—albeit a significant
step forward—is unlikely to put the economy on a sustainable growth track. The SEZ
effort needs to be supported by a consistent and operational market environment for
the entire economy. This will require extensive market-oriented reforms covering the
ownership of means of production; liberalizing prices, trade and the activities of eco-
nomic agents; and establishing the required institutional infrastructure.

These requirements are all closely interrelated and essential for the efficient
functioning of the market system and cannot work well in isolation.d Nevertheless,
their simultaneous implementation is a complex and challenging task. Some of the
necessary measures take more time and cost more than others to put into effect (for
instance, privatization and the creation of banking and tax systems). Their political
and social consequences are also quite diverse. The impacts of reforms of the price
system and of State-owned enterprises (SOEs) on income distribution and employ-
ment are cases in point.

When deciding about which reform path to take, the Democratic People’s
Republic of Korea may draw on the diverse experiences of transition economies, as
well as those of market economies. Two major patterns of transition can be identi-
fied: the radical or “big bang” approach, which began in Poland and was followed
by other transition economies in Europe, including the Czech Republic and the
Russian Federation; and the gradual approach adopted by China. It is likely that the
Democratic People’s Republic of Korea, constrained by its concern about political
security, would choose gradualism, possibly a variant of China's initial model of
economic reforms, if only because this proved that market-oriented reforms could
be compatible with the existing political system. The timing, scope, speed and
sequence of the reform programme will have to be adapted and take into account
the Democratic People’s Republic of Korea's initial conditionse as well as develop-
ments in political and other local factors

Initial conditions differ from those in China in several respects. First, the
Democratic People’s Republic of Korea has less political momentum for reform than
China had in the late 1970s owing to the weight of its political legacy and the latent
competition with the system of the Republic of Korea. Second, the Democratic
People’s Republic of Korea has a smaller share of population in the agricultural sec-
tor than China.t Consequently, this sector would have limited effectiveness as a
leader in the transition, particularly as a source of unlimited cheap labour and as a
generator of domestic saving.s Third, in contrast with China, the Democratic
People’s Republic of Korea's current economic difficulties will make it difficult to
carry out major reform programmes in the near term. Fourth, and in respect of this
it also differs from China, the Democratic People’s Republic of Korea does not have
many expatriates living abroad who would be in a position to mobilize significant
amounts of capital inflow.

In sum, there are increasing signs that the Democratic People’s Republic of Korea
is quickening its pace of opening, although it is still uncertain whether it will embark
on more comprehensive, fundamental domestic economic reforms in the near future.
In any case, the Democratic People’s Republic of Korea's approach will be consistent
with its paramount concern about the security of its political system. However,
efforts at external liberalization, if successful, may trigger more extensive reforms.
This possibility will depend crucially not only on how the Democratic People’s
Republic of Korea perceives the impact of the economic reforms on its socio-politi-
cal system but also on the unfolding security environment in north-eastern Asia.
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Box II1.1 (continued)

d

e

Daniel Gros and Alfred Steinherr, Winds of
Change, (London, Longman, 1995), pp. 90-112.

Jeffrey Sachs, and Wing Thye Woo, "Structural
factors in the economic reform of China, Eastern
Europe and the former Soviet Union", Economic
Policy, vol. 18 (April 1994).

In China, the rural population accounts for 70 per
cent of total population and SOEs account for
only 19 per cent of total employment.

Arthur Lewis, "Economic development with
unlimited supplies of labor", Manchester School
of Economic and Social Studies, vol. 22 No.2
(1954).
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through the new Government-owned Central Asset Management Company
(CAMC). The Government, however, has faced difficulties in setting the dis-
count rate for these purchases in view of the rising fiscal burden, as well as the
possibilities for moral hazard. Progress in Indonesia has been the slowest,
although the NPL ratio in the banking system fell sharply to about 20 per cent
by the end of 2000. This was due largely to the transfer of NPLs from banks to
government agencies, in this case the Indonesian Bank Restructuring Agency
(IBRA). Very few assets have been disposed of. As a result of the massive infu-
sion of public funds in the financial restructuring process, the Indonesian
Government ended up owning about 80 per cent of the banking system’s total
assets, far more than in other countries. Debt-servicing costs arising from bank
restructuring now absorb 40 per cent of public revenues in Indonesia.

Progress in corporate reform has been slow throughout the region. In the
Republic of Korea, the corporate sector is still heavily indebted although the
disposal of commercially non-viable firms is in progress. Nonetheless, further
advances in this area may be constrained by opposition from the labour unions
and the presidential election in December 2002. In Indonesia, corporate
restructuring has been delayed because of debtors’ resistance, political uncer-
tainty, asset-valuation problems, and the weak judicial system. As of June
2000, total corporate debt was estimated at $117 billion, of which 64 per cent
is non-performing; $85 billion was denominated in foreign currency. The
Indonesian corporate sector, therefore, remains vulnerable to changes in inter-
est rates and the exchange rate.

The region’s economic deceleration will be broad-based. By early 2001, it
had engulfed the entire region as exports and domestic demand weakened fur-
ther in the first quarter. The downtrend in exports is expected to continue
through mid-2001 in line with slowing world trade. ICT-related exports are the
hardest hit, but other exports have also declined. The depreciation of currencies
in many countries, except for Hong Kong SAR and Malaysia whose currencies
are pegged to the United States dollar, will provide some support to their
exports. On the other hand, depreciation, if excessive, would undermine the
orderly servicing of these countries’ external debt, fuel inflation, and jeopar-
dize financial stability (see box IIL.2).

The widespread slowdown in domestic demand is expected to continue for
at least the first half of 2001. Private consumption will be constrained by the
collapsed stock prices, slowing real wage increases, rising unemployment, and
lower consumer confidence. Sluggish export growth and limited credit avail-
ability will deter private investment. Unstable currency markets and, in
Indonesia, political uncertainties continue to undermine investor confidence.
Additionally, banks’ reluctance to lend partially offsets the potential positive
impact of lower interest rates on growth. In countries hit by the 1997 crisis,
restructuring will continue to have deflationary short-term effects. It will, how-
ever, facilitate financial intermediation and bolster investor confidence and for-
eign capital inflows, as well as be conducive to more stable growth.
Meanwhile, the proposed policy stimuli in several countries have been moder-
ate owing to the constraints discussed above. They are unlikely to reverse the
trend of slowing growth.

On the supply side, manufacturing output will continue to weaken in line
with slowing exports. Although the slowdown will be particularly sharp in the
ICT sector, other industries will also weaken. Similarly, the performance in the
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The currencies of an increasing number of East Asian countries —first
Indonesia, and later Thailand, the Philippines and the Republic of Korea— began to
depreciate after early 2000. The main causes of these exchange-rate movements
differed among countries.

In the case of Indonesia and the Philippines, political uncertainty was the prime
reason, although the depreciation was also linked to such other factors as the inter-
est differential vis-a-vis the United States economy, as well as the strength of the
dollar relative to the Japanese yen. As the political crisis receded in the
Philippines, the peso stabilized and recovered some of its lost value (see figure). On
the other hand, political uncertainty kept the rupiah weak and unstable. In March
2001, panic dollar buying —out of fear that Bank Indonesia (BI) would impose cap-
ital controls— drove the rupiah to another record low against the United States
dollar. 