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PREFACE

Global economic growth in 1988 confounded expectations. Not ordy was the expansion of world output larger than
expected, but international trade and investments grew vigorously. However, this expansion failed to spread to many
developing countries, particularly those in Africa and Latin America, which continued to stagnate or to grow very
slowly. The World Economic Survey 1989 reviews these trends and analyses their implications for the different regions of
the world, including those that barely benefited from these positive developments.

The question remains whether the more favourable features of 1988, as well as the structural changes that have taken
place in this decade, will provide the basis for more lasting achievements and, in particular, whether all econonties,
developing and developed, will eventuaily achieve sustained non-inflationary growth. Although domestic efforts will
remain essential to this end, policies of international economic co-operation should make a critical contribution, as
argued in chapter {.

Chapter II discusses production trends in the various regions of the world and the outlook for the world economy in the
short term. Special attention is devoted to describing the diversity of the economic situation in developing countries, the
longevity of the expansion in Western industrial countries, unemployment in those countries—including that of
wormen—and the reform process in socialist countries. Recent trends in international trade and commercial policies,
including the emergence of new blocs, are discussed in chapter HI. Chapter [V studies the main developments in interna-
tional finance and reviews financial flows among developed countries and related policy interventions . Special emphasis
is given to assessing efforts to solve the debt crisis, the social and political costs of which are still mounting.

The continuing fluctuations in world energy prices, the changing structure of the oil industry and the link vetween fuel
consumption and environmental change are discusssed in chapter V. Chapter VI studies the efforts being made during a
period of rapid economic and political reform to achieve closer integration among socialist countries within the context of
the Council for Mutual Economic Assistance. Chapter VII analyses the reasons for the persistently high interest rates in
internationat markets and the divergence in those rates among major industrial countries.

The Economic and Social Council, in its decision 1988/160, requested the Secretary-General to continue to monitor the
net transfer of resources from developing to developed countries and to devote a separate chapter of the World Economic
Survey 1989 to an analysis of this issue. Accordingly, in chapler V111, recent trends in net financial flows from developing
countries and their effects on domestic economies and, in particular, on investments and structural adjustment efforts are
assessed.

Three special issues are discussed in the final portion of the Survey The first has been included in accordance with
Economic and Social Council resclution 1988/49, in which the Council called upon the Secretary-General to devote a
separate section in the World Economic Survey to the economic aspects of the situation of women and their contribution to
economic development, taking into account, inrer alia, their participation in the evolution of labour markets. The second
responds to Economic and Social Councit resolution 1988/75, in which the Council requested the Secretary-General to
prepare a survey of the mechanisms and means currently available within the United Nations system for the early
indentification, analysis and monitoring of world economic developments and to inchude it in the World Economic Survey
1989. The third is a brief review of demographic indicators, with tables containing information for individuai countries
up to 1950

As in previous years, the World Economic Survey 1989 has benefited greatly from the surveys of the regional commis-
sions and the analyses and studies of the United Nations Conference on Trade and Development, the International
Monetary Fund, the World Bank, the General Agreement on Tariffs and Trade and other international institutions. It is
our hope that the 1989 Survey will be of use to the public, to academic institutions and to the world community at large
and, in particular, that it wilk assist the Economic and Social Council in its work of analysing current developments with a
view to promoting a common understanding on how to improve econemic and social conditions for all people throughout
the world

W

—Tn -
Rafeeuddin Ahmed
Under-Secretary-General for
International Economic and Social Affairs
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EXPLANATORY NOTES

Symbols of United Nations documents are composed of capital letters combined with figures.

The following symbols have been used in the tables throughout the report:

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

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

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

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

A full stop (.) is used to indicate decimals.

A slash (/) between years indicates a crop year or financial year, for example, 1987/88.

Use of a hyphen (-) between years, for example, 1986-1988, signifies the full period involved, including the begin-

ning 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 1989 and 1990 are rounded to the nearest half of a percentage point.

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

The following abbreviations have been used:

ASEAN
boe
CACM
c.if.
CMEA
COMIBOL
CPI
ECE
ECU
EEC
EFTA
ESAF
ESCAP
FAO
f.o.b.
fte.
GATT
GCMB
GDP
GEMS
GNP
GSTP
Habitat
IAEA
IBRD
IDA
IDF
ILO
IMF
INSTRAW
kWh
LAFTA
LIBOR
LNG

Association of South-East Asian Nations

Barrel of ¢il equivalent

Central American Common Market

Cost, insurance, freight

Council for Mutual Economic Assistance

Corporacidn Minera de Bolivia

Consumer price index

Economic Commission for Europe

European currency unit

European Economic Community

European Free Trade Association

Enhanced Structural Adjustment Facility

Economic and Social Commission for Asia and the Pacific
Food and Agriculture Organization of the United Nations
Free on board

Foreign trade corporation

General Agreement on Tariffs and Trade

Ghana Cocoa Marketing Board

Gross domestic product

Global Environmental Monitoring System

Gross national product

Global System of Trade Preferences

United Nations Centre for Human Settlements (Habitat)
International Atomic Energy Agency

International Bank for Reconstruction and Development
International Development Association

International debt facility

International Labour Organization

International Monetary Fund

International Research and Training Institute for the Advancement of Women
Kilowatt hour

Latin American Free Trade Association

London interbank offered rate

Liquefied natural gas



mbd Million barrels per day

mboed Million barrels of oil equivalent per day

MEFA Multifibre Arrangement

MW Megawatt

OECD Organisation for Economic Co-operation and Development

OPEC Organization of the Petroleum Exporting Countries

PAMSCAD  Programme of Actions to Mitigate the Social Costs of Adjustment of the Government of
Ghana

ppm Parts per million

PPP Purchasing power parity

SAF Structural Adjustment Facility

SDR Special drawing rights

UIp Uncovered interest parity

UNCTAD United Nations Conference on Trade and Development

UNEP United Nations Environment Programme

UNICEF United Nations Children’s Fund

UNIDO United Nations Industrial Development Organization

WHO ‘World Health Organization

WIDER World Institute for Development Economics Research of the United Nations University

WIrPO World Intellectual Property Organization

WMO World Meteorological Organization

The designations employed and the presentation of the material in this publication do not imply the expression of any
opinion whatsover on the part of the United Nations Secretariat concerning the legal status of any country, territory, city
or area or of its authorities, or concerning the delimitation of its frontiers or boundaries.

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

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

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

Developing countries:

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

Capital-surplus countries: Brunei Darussalam, Iran (Islamic Republic of), Iraq, Kuwait, Libyan Arab Jamahi-

riya, Qatar, Sandi Arabia, United Arab Emirates
Deficit countries (or capital-importing countries), subdivided into the following two subgroups:

Orher net energy exporters {or Algeria, Angola, Bahrain, Bolivia, Cameroon, Congo, Ecuador, Egypt, Gabon, Indo-

deficit energy exporters): nesia, Malaysia, Mexico, Nigeria, Oman, Peru, Syrian Arab Republic, Trinidad and
‘Tobago, Tunisia, Venezuela.
Net energy importers: All other developing countries.

The designations of country groups in the text and the tables are intended solely for statistical or analytical conven-
ience and do not necessarily express a judgement about the stage reached by a particular country or area in the develop-
ment process.



Chapter 1

THE STATE OF THE WORLD ECONOMY

Short-term prospects

In 1988, the output of the world economy grew by about
4.3 per cent, considerably more than in 1987 (3.3 per cent),
and world trade increased by 8.3 per cent, which was faster
than it had since the early 1970s. Total world population
probably increased at 1.7 per cent, so that output per head
increased by 2.6 per cent. For most of the 1980s, the gross
world product has grown more slowly than in the 1960s and
1970s. There was a spurt in 1984 but only in 1988 did it
regain the rhythm of the 1970s.

In 1989, this rapid expansion is likely to give way to more
maderate increases in world output and trade. The measures
taken to contain inflationary pressures in the industrialized
countries in late 1988 and early 1989, and more cautious
attitudes on the part of investors and consumers in the big
industrial countries are slowing the growth of aggregate de-
mand. Growth in the world economy is thus expected to
stacken from more than 4 to 3.5 per cent in 1989 and to stay
at about that level in 1990

As has been the case throughout the 1980s, the fastest
growing economies in 1988 were in Asia, where a great
many countries, including China and India, showed per cap-
ita growth rates considerably higher than those in the old
industrialized countries. In much of Africa and Latin Amer-
ica, on the other hand, per capita income was declining in-
stead of growing. Many of the poorest countries were get-

ting poorer or standing still, so the gap between them and the
richest countries was widening. Average per capita income
in the industriai countries is about 50 times that of the least
developed countries, and the annual increase alone in the
richer countries is about as large as the whole annual per
capita income in the poorest countries, which is of the order
of $300.

The most probable short-term scenario for 1989 and 1990
is one of a modest slow-down in output and a gradual decel-
eration of inflation in major industrial countries beginning in
1990 (see chapter H). The risk is that a sudden change in
expectations in international financial markets may put an
even heavier burden on monetary policy to counteract de-
stabilizing price or exchange rate movements, which might
make for an abrupt contraction.

Such a scenario, with an adverse change in world trade
and a rise in interest rates, would make adjustment efforts
much more difficult. Many heavily indebted countries in-
creased their exports swiftly as international demand for
manufactures and industrial raw materials expanded in
1988. Nonetheless, debt service ratios rose since interest
rates went up in international financial markets. The net {i-
nancial transfer from developing countries increased and it
is likely to rise further in the course of 1989 as average inter-
est rates exceed 1988 levels

The changing structure of the world economy

The challenges faced by policy makers at the present time
are very different from those of a decade ago. The econo-
mies of the world have become more tightly linked through
the globalization of financial markets, and the role and even
the character of the main players in the world economy have
changed

Among the large economies, the United States has re-
tained its predominance, but its persistent external deficit
has led to a shift in policy preoccupations. Japan has become
a major supplier of international finance, and in the second
half of the 1980s has moved from a heavily export-led
growth pattern to one of rapidly growing domestic expendi-
ture. The European Communities have become the scene of
great structural change in preparation for the steps toward
closer integration by 1992, The Soviet Union, as well ag
other Eastern European countries, have initiated a process
of reforms to decentralize economic decisions and deepen

commercial, financial, and technological interchange with
other industrial countries, China, which started a process of
reforms in the rural economy in the late 1970s, has doubled
per capita incomes and tripled exports and imports in the
19805, and has turned to reforming its industrial structures.
In these socialist countries, economic reform has alse had
far-reaching political consequences. A few smaller Asian
countries have been able to increase exports of manufactures
so rapidly that they have built trade surpluses large enough
to have an impact on the world economy. India and Pakistan
still have vast poverty problems but their economic growth
in the 1980s has been fast. Much of Latin America and Af-
rica, on the other hand, presents a picture of severe eco-
ROMIC Stress

Allin all, the world economy has changed dramatically in
the course of the 1980s, and approaches to international eco-
nomic policy issues must evolve accordingly.

World-wide adjustment in the 1980s

Overcoming stagflation was the main objective of eco-
nomic policies in the major industrial economies at the start
of the decade . Much attention was given to the reduction of

structural rigidities, and there were widespread efforts to
resist rising fiscal pressure and [imit the role of fiscal policy
in demand management. The shift towards greater reliance



on monetary policy led to an increase in real interest rates,
This tock place at a time of rapid technological progress,
swift changes in patterns of comparative advantage, and an
accelerated relocation of industrial production world-wide.
As a consequence, the fortunes of many countries in the
wotld, whether developed or developing, changed quite
suddenly.

The capacity to adapt and adjust to new conditions varied
greatly. In old industrialized countries, the range of indus-
tries is wide and the economic capacity to adjust the struc-
ture of production is very great, but closing down old indus-
tries and adjusting real income levels has social costs for
many and often runs into political resistance to adjustment.
In the many developing countries whose export revenues
depend on a few primary commodities, the economic capac-
ity to adjust is more restricted, and changes in terms of trade
are usually greater, so that adjustment may involve very
large cuts in real income, the responsibility for which is eas-
ily projected on the Government or on international institu-
tions. The countries that adjusted most quickly were those
which were flexible enough to gear their economies to new
oppertunities in world markets: their capacity to adjust and
their development success sprang from the same sources.

Fluctuations in oil prices were an important source of
shocks in the 1980s. The escalation of energy prices in 1980-
1981 produced reactions in key policies of most countries.
Later, the collapse of oil prices in 1986 caused havoc in
many oil exporting countries where revenues were halved
and per capita incomes fell by one third . The structure of oil
markets has changed, as new suppliers have entered the
market, but substantial reserves exist in only a few coun-
tries, and prices in energy markets remain unstable.

In the second half of the 1980s, new relations among the
superpowers measurably improved the international politi-
cai climate. The partial dismantling of nuclear forces and a
gradual reduction in conventional forces has been accompa-
nied by the end or mitigation of local conflicts which were
extremely costly both in terms of loss of life and material
destruction. These advances in political co-operation have
not yet been greatly reflected in enhanced economic co-op-
eration, but they already have important economic implica-
tions. They provide policy makers and investors with new
prospects and new opportunities, The opportunity to reduce
defence expenditures and redirect resources to human devel-
opment has been long awaited, and by 1989 it seemed to
have arrived.

Internationalization of markets

The new and largely market based exchange rate and in-
terest rate régimes are changing the character and scope of
financial policies. Governments as well as private ageats
have more room for manoeuvte as the pool of credit and the
diversity of financial instruments has widened. On the other
hand, risks have increased as actual costs of international
capital fluctuate greatly with changes in exchange rates and
with developments in international money centres. For
those developing countries that participated in the new inter-
national financial environment and contracted substantial
debts, the experience proved costly when creditors with-
drew after the Mexican debt crisis of 1982,

The shift from demand management towards supply-side
policies has led countries all over the world to undertake
extensive deregulation and rely more heavily on the market.
Industrial countries liberalized capital markets and tried to
slow down the increase in public spending. Similar policies
were followed in many developing countries, many of which
also privatized public sector activities, particularly parasta-
tals engaged in trade and industry. In socialist countries, de-
centralization and devolution of decision-making power to
enterprises has come to be seen as ways to improve produc-
tivity.

Increasingly the role of the Government in the economic
field is perceived as one of enabling enterprise to thrive.

Enlarging the economic freedom of individuals is seen as a
way of promoting entrepreneurship. There is a growing rec-
ognition of the contribution of women in economic and so-
cial life, and institutions and policies are being changed in
order to facilitate their greater participation.

Participation by countries in the multilateral system also
increased during the 1980s, as new members entered the
General Agreement on Tariffs and Trade (GATT), the Inter-
national Monetary Fund (IMF), and the World Bank. Sev-
eral creditor countries joined regional development banks,
Gradually, the mnitilateral system is becoming truly univer-
sal. The large socialist economies which presently are not
participating in GATT or in the Bretton Woods institutions
have indicated their desire to do so in the future,

On the other hand many countries feel excluded from the
Group of Five co-ordination process and some of them per-
cetve it to be contiary to their interest. There is also consid-
erable concern that the realization of a unified internal mar-
ket in the European Economic Community and the creation
of other trading blocs might lead to inward-looking and pro-
tectionist postures, But if the past is any guide, the increase
in trade intensity observed in all countries, the formation of
such blocs need not result in increased protectionism (see
chapters IIl and VI},

Unsettled issues

While there has been great progress in many areas, seri-
ous problems remain. The instability in the key parameters
of the world economy — interest rates, exchange rates, en-
ergy prices—still persists. There are as yet few indications

that the world economy will be more predictable or less un-
stable in the coming decade, raising concerns among several
countries over prospects for increased international eco-
nomic security. The external debt and the widespread unem-




ployment in countries of all income levels have not yet found
a solution. Nor has the risk of a new energy shock been
removed: there are no indications of a rapprochemenr be-
tween consumers and producers. In the late 1970s, con-
surers were trying to engage producers in a dialogue on
price stabilization. Today, some of the large producers have

suggested that such a dialogue might be helpful, but they
have found no echo among consumers. The concerns about
global warming and the need to hold back the consumption
of fossil fuels might give a new impetus to the search for a
dialogue of this kind (see chapter VY.

Global patterns of trade and finance

The pattern of trade balances that emerged among the
three largest economies of the world in the early 1980s has
not been fundamentally modified. In 1989, the trade deficit
of the United States will be about the same as in 1986 and
well above that of 1983-1985, and the same will be true of the
trade surpluses of the Federal Republic of Germany and Ja-
pan.

These trade deficits and surpluses have their counterparts
in financial flows. The causal relationship between the trade
side and the financial side is not self-evident, and there are
different ways of interpreting the prevailing situation.

For many years, the United States trade deficits and the
accompanying increases in United States borrowing and in-
debtedness have been termed ‘“‘unsustainable”, but they
have lasted and remain very large by historical standards.
Two different concerns have prompted this description. One
arises from the dynamics of continued borrowing and the
rising interest burden on the foreign debt which, as in all
indebted countries, makes the debt service burden rise very
fast when the interest rate is higher than the rate of growth of
exports. The other concern arises from the financing of the
deficit, and the worries that the United States might have to
raise interest rates to attract funds and that eventually the
confidence of foreign investors might erode, with the conse-
quence of a great upheaval in the international economy.

However, the capacity of international capital markets has
been greatly enlarged in recent years, and the rise in real
interest rates was in large part a result of the reliance on
monetary rather than fiscal policy to contain inflation. There
are even those who argue that the inflow of foreign capital is
the cause of the trade deficit rather than the other way
around. It does not seem likely that the financial markets
will in the near term impose an end to United States borrow-
ing. But ‘“‘unsustainability” can also mean that policy
makers come to the conclusion that a trend must be arrested
because it is contrary to the public interest.

In this sense there would seem to be both national and
international reasons to seek to reverse the trends of the
1980s. In a global view it is an anomaly that the richest coun-
try in the world is absorbing a large part of the savings of
other countries instead of contributing to the flow of capital
to the rest of the world, as it used to do. In the medium to
long term, an adjustment is likely to come about. However,
given the magnitude of the deficit— 35 per cent of exports in
tate 1988 and early 1989—and the size of the United States in
the world economy, it is in no couniry’s interest that this
adjustment is so sharp as to be disruptive.

A redirection of surplus savings in the world economy
towards the vast needs for infrastructure investments in de-
veloping countries is a very great challenge for the years
ahead. It calls for reforms in those couniries themselves as
well as a greater capacity to channel funds to them.

The debt crisis and the transfer problem

So far, virtually none of the countries with serious debt-
servicing problems in 1982-1983 have managed to sestore a
workable balance of payments position, let alone their cre-
ditworthiness. They have not regained their capacity to in-
crease mmvestment on the basis of their own resources (see
chapter VII}. After years of efforts to improve their trade
balance at a heavy social and economic cost, adjustment fa-
tigue is setting in. Even countries that have produced large
trade surpluses seem more vulnerable today than at the onset
of the debt crisis.

For many countries, the crisis has its roots in the 1970s.
For others, it was a consequence of the energy shocks in the
early 1980s. But a chief reason for the simultaneous eruption
of the crisis in 50 many developing countries in the early
1980s was the unexpected deterioration in terms of trade and
the high real interest rates.

Initially the debt problem was seen by many as a liquidity
problem. It was expected that a reasonable dose of adjust-
ment and a gradual return to normal commodity prices and

interest tates would solve the problem for most countries.
But primary commodity prices remained depressed and real
interest rates remained high. In the second half of 1985, the
initiative taken by the then Secretary of the Treasury of the
United States cast the solution in terms of renewed growth,
counting on increased resources from commercial banks and
multilateral institutions. However, it was soon apparent that
additional private finance was not forthcoming. The multila-
teraj institutions responded to the call but were not in a posi-
tion to supply much additional finance. By 1988, IMF, the
World Bank and the Inter-American Development Bank
{IDB) were absorbing net financial resources from countries
with debt-servicing difficulties. The maturity of their loan
cycle coincided with the difficulties of most of those coun-
tries.

New initiatives were taken in June 1988, at the Toronto
Summit of the Group of Seven, which addressed the debt
probiems of low-income countries, most of which are in
sub-Saharan Africa, and agreed on more lenient reschedul-



ing of their debts in the Paris Club. In the autumn of 1988,
the Governments of Japan and France put forward new ini-
tiatives to deal with the debts of the middle-income countries
in Latin America and elsewhwere, and in early 1989 the
United States made important proposals in the same direc-
tionr. The common feature of these initiatives was the new
role attached to debt reduction as one part of the approach to
the debt problems. But large questions remain about the
mechanisms to implement debt reduction, the appropriate

magnitude of it, and the time frame (see chapter [V). There
will have to be a great deal of learning by doing, but delay in
tackling the problem would be costly.

The economic and social costs of drawn-out stagnation

have in several cases led to political upheavals and loss of

human lives The rate of investment in the countries with
debt-servicing difficulties remains well below that in 1980.
The transfer probiem resuiting from the debt crisis of the
1980s will be a burdensome legacy for the 1990s.

The positive signals

For many countries the 1980s have been years of frustra-
tion or even tragedy, but for others they have been years of
great success. The reasons for these differences are com-
plex, but they have spurred much rethinking and revision of
policies and approaches to development throughout the
world. Two observations may be in place:

First, the successful growth experiences in countries of
great diversity obviously deserves great attention. Most of
them have put heavy emphasis on the development of their
human resources. The role of people themselves in making
development come about stands cut more sharply today, and
along with it a development agenda that puts human needs
and resources at the top, with all that this implies in terms of
nutrition, education, health, shelter and technology. Partici-
pation—of men and women-in economic and political life

is coming to be seen as an essential dimension of develop-
ment, and the large numbers of the desperately poor are be-
ginning to be regarded as a resource to be developed rather
than as a burden.

Second, the intensification of world communication has
contributed to the extraordinary growth of the network of
private citizens and nongovernmental organizations in coun-
tries throughout the world who are actively engaged in inter-
national development on all fronts. Their contributions to
new and experimental approaches on a human scale, their
insistent support of human rights, and their vigilance in mat-
ters of global environmental hazards have created a vibrant
international development constituency in which the peoples
of the world speak directly both to one another and to their
Governments and to the intergovernmental organizations,

The economic and social policy agenda

The domestic and international policies that seem called
for at the present time in order to revive growth and develop-
ment where it is faltering and to consclidate the gains that
have been made in other areas add up to an agenda which has
changed greatly in the course of the 1980s. New issues have
come to the fore and, as emphasized earlier, both theory and
practice have changed in such important fields as macro-
economic policy-making and development.

The distinction between domestic and international poli-
cies has become increasingly blurred Domestic policies in
the key currency countries affect conditions in the whole
world economy, Domestic policies in developing countries
are of deep concern to their creditors. Conflicts between
domestic and external objectives have been sharpened. In
countries with open access to international credit markets
monetary policies called for to control inflation may affect
exchange rates in an unwanted direction. In countries with
debt-servicing difficulties, rapid external adjustment tends
to be at the expense of investment and domestic price stabil-

1ty

On the other hand, there is, as the debt crisis has demon-
strated, an essential complementarity between domestic eco-
nomic management and international support. One of the
reasons for the lack of progress in reaching lasting solutions
to the problems of countries with serious debt-servicing dif-
ficulties is the vicious spiral of worsening economic condi-
tions, mounting political tension and short-term emergency

policies in the debtor countries, and loss of confidence on
the part of creditors or donors of all kinds. The repeated
rounds of rescheduling call for a very great negotiating ef-
fort to put together short-term packages without much hope
that they will not have to be repeated very scon. In them-
selves, they impose a heavy cost on both debtors and credi-
tors.

The problems raised by the debt crisis are not primarily
technical. They arise from the need of simultaneously im-
proving domestic policies and rebuilding the mutval confi-
dence on which credit and aid relationships rest. Govern-
ments have great responsibilities for taking a long view of
the consequences of the prolongation of the stultifying dead-
lock that still prevails, and in this sense the generalized debt
crisis is essentially a political problem.

The acceptance in 1988 of the admissibility of reductions
of debt or debt service widens the menu of debt renegotia-
tions, but perhaps not as much as one might believe. A spe-
cial institutional facility for debt conversion might be called
for. However, discussions about new arrangements or facili-
ties for debt rearrangement, however interesting, have no
significance unless there is a genuine intention to tackle the
debt crisis—in which case they might well turn out to be
unnecessary. The debt crisis can be overcome, but only by
the efforts and co-operation of all parties involved, and not
by mutual reproaches.




One of the functions originally attributed fo the systemn of
international financial co-operation was to provide buffers
in order to cushion the impact of external shocks on its mem-
bers. These shocks have increased in magnitude, but the ca-
pacity of IMF and other agencies to cushion them has de-
creased in relation to the growth of the world economy. The
destabilization of the world economy from the shocks in the
early 1980s raises the question whether the original objec-
tive is to be abandoned. If it is to be retained, the resources
of IMF should be enlarged and the distinction between auto-
matic compensatory support and that which is subject to
conditionality should be upheld.

In international trade negotiations, the ongoing talks have
tackled new and important issues which will remain on the
table well beyond the Uruguay Round. The liberalization of
agricultural trade and the formulation of régimes for trade in
services and for intellectual property will be on the interna-
tional agenda for many years to come. With the emergence
of stronger trading blocs, it remains essential that the rules
of the game be respected and that access to markets, particu-
larly of exports from developing countries, is not hampered.
Overall efforts towards liberalization shouid continue The
decision recently taken to set up a policy review mechanism
in GATT is a welcome step and should be strictly adhered to.

The least developed countries, not necessarily restricted
to those so formally designated but in the sense of the weak-
est in the world community, have in the course of the 1980s
come to stand out as posing the most difficult problems of
international development. Their sitvation has for the most
part not improved but worsened further. Many of them are
already alarmingly dependent on external aid, but nonethe-
less need more to make up for their losses of commedity
export earnings and to support the necessary reorientation
of their development strategies. Donor countries who are
contributing signally less than others to the international de-
velopment effort should reconsider their capacity of in-

creased support to their bilateral aid programmes as well as
to the multilateral ones.

In the course of the adjustments in recent years, govern-
ment spending on education and health have been cut back,
ofien sharply, with troubling conseguences not only for
present living conditions but for future development pros-
pects. As a reaction, there is a new consensus on the need to
see people as the principal resource and potential of a coun-
try and not as a burden. The translation of this understanding
into programmes and policies is only beginning, and it puts
social issues high on the agenda for development co-opera-
tion.

The ambitious reform programmes in countries moving
away from central planning to more flexible forms of eco-
nomic organization raises the question of transitional ar-
rangements to facilitate international trade and investment
between them and other countries. The eventual objective
ought to be the universalization of the international agencies
for monetary, financial and commercial co-operation, but it
is clear that this cannot be achieved in the near term. Here
too is a new and challenging addition to the international
agenda.

The special session of the General Assembly which has
been convoked in the spring of 1990 provides the members
of the United Nations with an opportunity to take stock of
the many new features of the world economic and social
situation and to seek agreement on the principles that should
puide their co-operation in the years to come. This would lay
the foundations for the elaboration and adoption later in
1990 of an International Development Strategy which would
meet the demand for a realistic and genuine agreement on
the commitments and responsibilities for a joint attack on the
vast problems of poverty, development and ecological
threats that beset the planet. In the meantime, the revitaliza-
tion of growth in those economies that have been stagnant or
have regressed in the 1980s remains the most urgent chal-
lenge.






Chapter II

GLOBAL ECONOMIC TRENDS AND PROSPECTS

Recent developments

Global economic growth in 1988 confounded expecta-
tions. Whereas a stow-down was widely anticipated at the
beginning of the year, growth of output accelerated from 3.3
per cent in 1987 to 4.3 per cent in 1988 (see table IT.1). This
high rate of global growth reflected the strong performance
of the world’s largest economies, which outweighed the
lower rates of growth in many of the smaller countries.

Led by the largest members of the group, the developed
market economies expanded output by more than 4 per cent
in 1988, the highest rate of growth since the post-recession
expansion in 1984 The Soviet Union grew faster than the
previous year, while the other centrally planned economies
of Burope roughly maintained their rate of growth.

The growth rates of developing countries have taken on an
increasingly regional pattern. In South-East Asia, high
growth continues unabated: even if they decline in the next
few years, rates of growth in this region are expected to
remain above those of other developing regions for the fore-
seeable future. The rapidity and longevity of growth in these
countries is unprecedented in modern development experi-
ence.

The world’s two most populous countries also attained
high rates of growth in 1988. Output in both China and India
grew by over & per cent, implying a tangible increase in

average living standards for some 40 per cent of the world’s
population, which comprise the overwhelming majority of
the world's poorest. China has achieved rapid growth conti-
nously since 1982, but was intended to slow down in 1988.
India’s rapid acceleration in 1988 was to some extent a pro-
cess of catching up following the drought-induced slow-
down in 1987, but previous experience suggested that the
adverse effects of the drought would be more prolonged.
Instead, there is now evidence in India, as in China for some
time, of overheating, manifested in higher inflation and a
deteriorating external position. The rest of Asia grew at a
more moderate rate in 1988 but, with a few exceptions, im-
proved on performance in 1987,

The experience of most of Asia contrasts with the continu-
ing difficulties in Africa and Latin America. In the latter
region, there was a small increase in per capita output in
1987, but this was reversed in 1988, In Africa, there was an
increase in the growth of output int 1988, but per capita out-
put continued to decline.

The stagnation in these two regions is particularly disturb-
ing in view of the fact that the international economic envi-
ronment was more favourable in 1988. In addition to vigor-
ous growth in the rest of the werld, there was a strong expan-
sion of world trade and few new and hostile external

Tuble I1 1. Growth of population and output by region, 1981-1990
Gross
Population  domestic Rate of change of gross
growth product domestic product
rale 1985 {Annual percentage)
Population  1985-1990  (Billions
1985 (Aanual of 1980 1981-
(Miliions) percentage)  dollars) 1985 1986 1987 19882 19884 19900
World 4 837 16 . 27 33 33 473 35 34
Developed market economies 789 06 7640 2.2 27 30 4.1 28 26
North America 264 09 2 Bo6 24 25 30 39 22 25
Western Europe 353 gz 3467 i3 26 26 36 8 2.4
Developed Asiz 121 03 i 060 36 25 40 54 42 32
Centraliy plaaned economies of Europe® 394 08 33 43 26 40 37 35
Developing countries 2595 23 2217 15 25 27 33 35 45
Western hemisphere 405 22 822 1.0 36 25 07 05 35
West Asia 108 32 343 -0 8 0.1 -13 14 25 35
South and East Asia | 486 19 606 48 55 55 94 65 60
Africa 523 31 305 -09 -2.1 09 24 2.5 30
Mediterranean 74 16 14} 29 5.6 37 36 30 4.5
China® 1060 12 9.4 74 93 114 100 %0

Sonrce: Drepariment of International Economic and Secial Affairs of the United Nations Secretariat. Data on population and population growth rates are those
published by the Depaziment in World Demographic Estimates and Projeciions, 1950-2025 (United Nations publication, Sales No E 86 XH1.3).

a Preliminary estimales

b Forecast, based on Project LINK and Secretariat estimates  For the groups of developing countries, estimates are rounded to the nearest half percentage poimt

C Net material product; data for 19851988 are government estimates



Figure IL.1  Rate of growth of per capita GDP of developing countries
by region, 1971-1980 and 1981-1988
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economic developments. However, the growth of world
trade had different effects on the various groups of develop-
ing countries. The newly industrializing countries, particu-
larly those in Asia but also some in Latin America, were able
to increase exports, in some cases considerably. Less diver-
sified economies had less success: in several African coun-
tries, export revenues fell in 1988. In Latin America, several
countries achieved large increases in both the volume and
value of exports but were unable to translate these gains into
enhanced growth.

During the 1970s, all regions enjoyed rates of growth in
per capita output broadly similar to that of South and East
Agsia in the 1980s (see figure I1.1}. In the 1980s, Asia has not
only increased its rate of growth of output, but has also had a
lower rate of growth of population than the other two re-
gions, with the result that the divergence in rates of growth
of output per capita is even greater than that of total output,
This phenomenon has been characteristic of most of the
present decade and is becoming increasingly entrenched.

Many are inclined to interpret this situation in simplistic
terms. Some will say that the success of many developing
countries demonstrates that the key to development lies in
the right kind of domestic policies. Others will point to the
enormous and adverse external shocks imposed on many
countries and argue that the international economic environ-
ment is at fault.

The controversy about the relative roles of domestic poh‘
cies of developing countries and of developed countries in
maintaining a stable and favourable environment for growth

and development has put its stamp on deliberations in the
United Nations for decades. Any atiemnpt to analyse and un-
derstand the process of international development must con-
clude that domestic development effort and a favourable in-
ternational economic environment are both essential, and
that there is also a natural interaction between them. On the
one hand, Governments in control of their development pro-
cess have easier access to external support. On the other
hand, Governments of countries that have received particu-
larly harsh external shocks may not be in a position to retain
or reassume control of their development.

At the same time, external shocks, particularly the up-
heavals to which the world economy has been subjected dur-
ing the 1970s and 1980s, act as an incentive to adjust domes-
tic policies to the new environment. Economic adjustment,
restructuring and reform have been applied to an ever wider
range of activities in an increasing number of countries, de-
veloped and developing, over the past decade. The nature
and extent of the economic changes under way vary widely
among countries: different countries have adopted different
types of measures at different times with different horizons.
Nevertheless, the broad objectives have been similar,
namely, to raise economic efficiency, inter alia, by improv-
ing the functioning of markets and access to them. Some of
these 1mpmvements nents in efficiency are now being reflected in
enhanced economic growth; others have yet to pay such div-
idends; and still others are giving rise to doubts about their
efficacy. The challenge to national Governments and the in-
ternational community in the 1990s will be to identify and
consolidate beneficial changes while sidestepping dogma
and discontinuing those of doubtful merit.



Developed market economies: unexpected strength in 1988

The economic upswing in the developed market econo-
mies entered a record-breaking seventh year in 1988, bely-
ing forecasts that the collapse in equity prices in October
1987 presaged a slow-down in real economic growth in the
following year. All the developed market economies experi-
enced more rapid growth than was expected. In 20 of these
22 economies, the rate of growth was as high as or higher
than in 1987, the exceptions being Ireland and the Nether-
lands. The seven largest economies grew faster on average
than the smaller members of the group (see table A.1): all
the former increased output by 3.5 per cent or more,
whereas only three of the 15 members of the latter group did
50.

This growth has to be seen against the background of the
less encouraging outlook that prevailed at the end of 1987
Prospects were considered likely to be adversely affected by
a number of factors with different time horizons. From a
long-term perspective, there was an emerging view that the
higher rates of economic growth that had prevailed during
the 1960s and early 1970s might have been an aberration and
that the *‘natural” long-term rate of growth of the world
economy might be the lower rate experienced in the first half
of the 1980s.

A more immediate concern was that the large imbalances
among and within the developed market economies might
have negative consequences for economic growth. Such an
outcome was feared for a number of reasons. First, it was
thought that a failure to correct the United States’ current
account deficit might result in, or require, an increase in
interest rates in the United States, to the detriment of growth
in that economy and also in the rest of the world. On the
other hand, there was fear that any direct attempt to correct
the United States’ trade deficit, for example by reducing im-
ports, would also slow world trade and the world economy
generally. Finally, it was feared that reduction in the United
States' fiscal deficit would reduce overall growth in that
country and have similarly adverse effects on the world
economy as a whole.

Superimposed on these structural concerns, the short-
term outlook in early 1988 was darkened by the sharp world-
wide decline in prices on equity markets that had taken place
in October 1987. It was widely believed that this would have
a negative effect on the real sectors of the economies con-
cerned, in part because the paper loss of wealth by equity-
holders would bring about a decline in consumption but also
because a loss of confidence by the business sector would
reduce investment.

These various fears regarding the developed market econ-
omies proved to be unfounded: some of the anticipated
events did not materialize and those that did failed to have
the negative effects that were feared Long-term and me-
dium-term factors are among those that have sustained the
continuing expansion (see box I1.1). From a short-term per-
spective, the rise in interest rates since mid-1988 has not
been a consequence of the United States’ continuing trade

deficit, but rather the result of rapid growth. There have
been some measures to control United States imports but
world trade nevertheless grew at its fastest rate of the decade
in 1988 (see chap. III}. There was some reduction in the
United States budget deficit, but the economy was still able
{0 increase its rate of growth compared to 1987. Even the
global collapse in equity prices had few discernible negative
macro-economic effects.

The unexpectedly high growth attained by the developed
market economies in 1988, despite these anticipated diffi-
culties, can be ascribed in part to government economic pol-
icy, both short-term and medium-term and as applied by
countries both individually and collectively. From a short-
term perspective, the international economic policy co-ordi-
nation that has been taking place among the major industrial
countries since 1985 has contributed to the avoidance of the
possible adverse developments identified earlier. In particu-
far, the collective response in late 1987 and early 1988 to the
disturbances in both equity and foreign exchange markets
helped to counter their potential negative consequences.

Most components of demand contributed to the accelera-
tion of growth in 1988, but investment and exports played a
disproportionately large role in comparison with recent
years (see figure 11.2). As a consequence of the former,
there was a vigorous expansion of industrial output in sev-
eral countries. The rapid growth of exports was not only a
source of growth, but also a result of it, since growth stimu-
lates international purchases.

Most of the developed market economies benefited from
the decline in oil prices in 1988 They were affected only
marginally by the increase in non-fuel commodity prices and
by changes in exchange rates and thus improved their terms
of trade for the third consecutive year (see table A.5). Even
those European countries that were adversely affected by a
decrease in international oil prices increased output more
than on previous such occasions: the United Kingdom was
second only to Japan in overall growth, while Norway, al-
though remaining well below average, reversed the decline
in GDP in 1987. For the developed market economies as a
group, their low rates of population growth, coupled with
the favourable movement in their terms of trade, meant that
per capita incomes increased by about 3.5 per cent in 1988,

The United States continued to be among the fastest grow-
ing of the developed market economies, with output expand-
ing by 3.9 per cent compared to 3 4 per cent in 1987. Busi-
ness investment has been an important source of the recent
growth, prompted by the pressure on capacity created by the
steady increases in demand over the past several years. On
the other hand, the latter part of 1988 brought a drought
which is estimated to have reduced GDP for the year by as
much as one percentage point and to have been responsible
for some of the acceleration in inflation in the latter part of
1988 and early 1989 This development prompted policy
makers to raise interest rates by two percentage points, al-
beit in stages.



BoxIL 1

Even from an ex post perspective, short-term factors seem
insufficient to explain the unexpectedly robust growth dis-
played by the developed market economies since late 1987,
particularly since it follows a historically long period of
peace time expansion. This suggests that longer-term factors
have also been at play, These include exogenous factors,
structural changes within and between economies and na-
tional and international policy measures

A major exogenous influence on growth during the 1980s
has been technological progress. The lead time between in-
novation and mass market penetration has been drastically
cut, as exemplified in the first half of the 1980s by video-
cassette recorders and in the latter half by facsimile ma-
chines. These new products buoy consumption and thereby
serve as a stimulus to investment. At the same time, new
technologies act as a direct encouragement to investment by
making production technologies obsolete. Firms ignore
such technological advances at their peril since improved
comununications and the globalization of markets have given
more vigour and a new dimension to competition in most
industries.

Structural changes in the developed market economies
have been another factor dampening fluctuations in growth
during the 1980s. In the past, inventory investment was very
volatile and produced cyclical movements. The inventory
cycle now seems less important than previously. This is par-
tially because new technologies (computerized inventory
control systems, more efficient communications and faster
transportation) have enabled manufacturing companies to
reduce stocks of raw materials and intermediate inputs {as in
the “‘just-in-time" approach) . In addition, raw materials and
semi-processed goods account for a smaller proportion of
value-added in output, further reducing the importance of
inventories of intermediate goods.

There has also been a trend towards lower inventories of
finished products. The rapidity of change in both technology
and consumer tastes means that products quickly become
obsolete, which discourages the holding of inventories.
Moreover, as with inputs, modern inventory systems allow
both manufacturers and distributors to maintain lower
stocks without the danger of running out of merchandise.
Finally, the high interest rates of the 1980s (see chap. VII)
have raised the cost of inventories, The relative importance
of inventories in the developed market economies has also
fallen because of the increase in the importance of the serv-
ice sector. This sector is less inventory-intensive than manu-
facturing because its final outputs are not susceptibie to stor-
age, but have to be produced as the demand arises.

The corollary of the relative decline in the importance of
inventories has been an increase in other, more stable ele-
ments of aggregate demand. Government consumption, as
opposed to public investment, rather than introducing or

Reasons for the prolonged expansion

compounding fluctuations in an economy, is frequently used

as a counter-cyclical device. The weight of this element of

national expenditure has also increased over time in many
countries,* adding a further element of stability to aggregate
demand. Private consumption expenditure also tends to be
more stable than investment demand in most countries and
has risen as a share of GDP in the developed market econo-
mies as a group.® Moreover, there has been an increase in the
stability of private consumption because transfer payments,
which fluctuate less than earned income, have become a
larger proportion of total incorne, itself the major determi-
nant of private consumption.

An important source of the sustained growth in the devel-
oped market economies over the past several years has been
the increase in consumer demand, also brought about in part
by some structural changes. One is a trend towards lower
personal savings rate in some of the developed market econ-
omies, especially the United States {see figure VIL.3). Of the
many explanations advanced for this secular decline,® the
apparent increase in consumer confidence is both a cause
and an effect of the longevity of the current expansion
Higher levels of income and larger personal stocks of accu-
mulated assets (increasingly in the form of real estate and
often arising from inheritances) mean that economic set-
backs are unlikely to impose the personal hardship that they
did in the past. The “safety nets” in place in the developed
market economies reinforce this personal ecopomic secu-
rity. Confidence in the expansion has been reinforced by the
disavowal of many Governments of any new restrictive fis-
cal measures, suggesting to consumers that existing levels of
income are unlikely to be reduced.

The trend towards higher personal consumption ratios has
also been facilitated by government policy towards domestic
consurner credit markets and financial innovation. The re-
laxation of restrictions on borrowing and the introduction of
numerous gew consumer credit instruments in several de-
veloped market econories have resulted in the rapid growth
of consumer credit, particularly in the form of credit card
debt and housing-related borrowing. Sustained confidence
in the economic outlook has been one of the factors encour-
aging consumers to take advantage of the new opportunities
to incur Jarger amounts of debt. This stimulus to consump-
tion may be fading in some countries as households reach the
limit of their debt-carrying capacity and Governments also
become concerned about the possible repercussions of high
levels of consumer indebtedness.® On the other hand, coun-
tries with lower levels of personal indebtedness and higher
household savings rates {notably the Federal Republic of
Germany and Japan) might continue to receive a stimulus to
consumption from this source.

Prior to late 1985, domestic expenditure in the United
States was an important engine of growth in the world econ-
omy. The subseguent shifts in global demand and in interna-

2 The share of government consumption expenditure in the GDP of the developed market cconomies as & group increased from an average of 167

per cent in 1974-1979 to 17 3 per cent in 1980-1986.

b The increase was from 60.3 o 61 7 per cent of GDP between 1974-1979 and 1980-1986
¢ Sacial security transfers increased from 12.4 to 13 6 per cent of the GDP of the developed market economies between 1974-1979 and 1980-1986.
d See, for example, L Summers and C Carroll, ““Why is US national saviags so iow?”, Brookings Papers on Economic Activiry, 987
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tional trade, brought about by the realignment of the ex-
change rates of the major currencies, have been additional
factors sustaining short-terni growth and also providing a
basis for medium-term growth by stimulating business in-
vestment. The avoidance of a recession between 1985 and
1989 has been possible largely because the United States
economy has not slowed to the extent anticipated, while
other economies, most notably Japan, have reacted to the
change in relative international prices more positively and
rapidly than was expected. Japan has assumed the earlier
role of the United States, with domestic demand growing by
4 per cent, 5.1 per cent and an estimated 7.5 per cent in
1986, 1987 and 1988, respectively. As with the United States
in the earlier period, part of this increase in domestic de-
mand has been channelled into imports, which grew by 9 per
cent in 1986, a further 9 per cent in 1987 and 18 per cent in
1988. This, in tarn, has induced growth in partner countries.

Another consequence of the realignment of exchange rates
has been the rapid increase in Japanese foreign direct invest-
ment (see chap. III). This investment has been prompted by
two considerations: first, the efforts of Japanese companies
to replace and augment exports by producing within former
export markets, and, secondly, the fact that foreign assets
became cheaper in terms of yen. Fears of protectionist
measures (such as voluntary export restraints and local con-
tent requirements) and their escalation have reinforced the
first of these considerations. Although an increasing propor-
tion is being allocated to developing coundries in Asia, the
majority of Japanese direct investment is in other developed
market economies . In particular, the prospect of a united
European market in 1992 has promoted foreign investment
in that region, not only by }apan but also by countries from
within Europe and by North America.

Micro-economic policy measures have also sustained
growth through structural, so-called ‘‘supply-side”, re-
forms. Foremost among these have been the tax reforms that
have been undertaken in several of the developed market
economies since the carly 1980s. These have had the effect
of increasing the share of profits in GNP in several countries
and have acted as an incentive to the business sector, in par-
ticular to investment. The trend towards deregulation has
also provided increased opportunities {and increased risks)
for investment. In many countries, deregulation of the finan-
cial sector, including the reduction in restrictions on interna-
tional financial transfers, has facilitated capital investment
by making financial resources more readily available. This
has been the case with both small companies requiring lim-
ited amounts of seed capital and large companies requiring
huge sums to finance industrial restructuring.

The deregulation, liberalization and innovation in interna-
tional capital markets has also facilitated the switching of
growth poles from the United States to Japan. The result of
these developments in financial markets has been that, as
fong as confidence is maintained, the private sector has been
willing to finance current account imbalances of a magni-
tude that would be beyond the reach of public authorities.
Despite the dollar’s position as a reserve currency, it seems

unlikely that the United States would have been able to fi-
nance its large and prolonged current account deficit if inter-
national capital markets did not exist in their present form.,
The same applies, by and large, to the deficits of other coun-
tries (such as Australia and the United Kingdom at the end of
1988). With less responsive private capital markets, each of
these Governments wonid have been required to adopt re-
strictive policy measures in order to restore external im-
balance. Experience indicates that corrective measures such
as these may not only reduce demand directly but also
prompt a loss of private sector confidence and reinforce any
economic slow-down. The existence of both policy and in-
stitutional mechanisms which have allowed the avoidance of
stich action by Governments on any significant scale over
the past several years has been an important factor explain-
ing the continued expansion.

The lower rate of inflation that has been a primary policy
objective in the developed market economies since the early
1980s has also contributed to the sustained growth of the
period, as it did in the expansion from 1961 to 1969. The
average annual rate of change of consumer prices has been
5.5 per cent between 1982 and 1988 (see table A 3) com-
pared to 8.5 per cent during the 1970s, when growth was
more erratic.

Lower inflation is conducive to growth in part because it
reduces the costs of the resource misallocation that results
from infiation-induced inaccuracies in relative prices. Low
inflation also facilitates growth because it is usually associ-
ated with lower and more stable interest rates. Although real
interest rates remain high (see chap. VII), nominal interest
rates have declined fairly steadily during the 1980s, with the
rate of inflation. Although investment would be still higher
with lower real rates of interest, interest-sensitive compo-
nents of demand, notably business iavestment and private
housing, have been stronger and more stable than was the
case in the 1970s.

Tight monetary policy, especially in the early years of the
decade, takes a large part of the responsibility for the low
inflation of the developed muarket economies i the middle
and later 1980s . Policy measures have not only reduced in-
flation but have had an important psychological effect be-
cause economic agents have become convinced of the deter-
mination of Governments to hold inflation in check. This
enhanced credibility and confidence in economic policy has
reduced inflationary expectations, thereby sustaining low
inflation.

Although monetary policy has played a major role in re-
ducing inflation, it has been reinforced by a mumber of other
factors. In Western Europe low rates of capacity utilization
and high unemployment have reduced the scope for price
and wage increases Deregulation and globalization have in-
creased competition and have acted as a further anti-infla-
tionary force. Finally, the decline in international commod-
ity prices until 1987, particularly the intermittent collapses
in oil prices, have reduced the costs of raw materials and
energy and helped hold inflation in the developed market
econoinies in check.

¢ Tt remains to be seen, for example, whether the consumer debt burden will exacerbate any future slow-down in economic activity as decreases in
income force heavily-indebted houscholds to reduce consumption by a disproportionately large amount
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Figure 11.2. Contributions to changes in real
GNP/GDP of the developed market economies, 1985-1988

(Percentage)

Frivate consumption -
Public expenditure -
Housing

Private investment -
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Exports -
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1966 to 1987 average

Source: Organisation for Eeonomic Co-operation and Development, Economic Cutlook, various issues.

Japan continues to be the most vigorous of the developed
market economies, with output increasing by about 5.7 per
cent in 1988, Both the magnitude and the changing composi-
tion of this growth were surprising. It was widely expected
that Japan would be unable to increase domestic demand
sufficiently to offset the decline in export volume that was
anticipated as a result of the appreciation of its currency.
However, stimulated by fiscal relaxation and the terms-of-
trade benefits of currency appreciation on income, domestic
demand in Japan has increased faster than in any other devel-
oped market economy over the past two years and has more
than offset the net decline in foreign demand. An unprece-
dentedly high proportion of the increase in domestic demand
has been directed towards purchasing imported industrial
inputs, such as components and machine tools, as well as
finished manufactured consumer goods. An increasing pro-
portion of these imports originates in the newly industrializ-
ing countries in South-East Asia. This has been an important
source of growth in those economies which, in turn, have
relied heavily on Japan for the investment goods required to
enhance their manufacturing capacity.

It was hoped that the Federal Republic of Germany, as the
other major surplus country, would also switch demand
from the export to the domestic sector, but domestic demand
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in the Federal Republic of Germany grew more slowly than
in Japan, while its exports have remained vigorous. The in-
vestment boom in Europe provides part of the explanation
for the sustained increase in the volume of exports by the
Federal Republic of Germany. The Federal Republic of Ger-
many is an important source of capital goods in Europe and
its exports benefit from surges in investment such as that in
1988, It seems likely that the stimulus provided to invest-
ment in the region by the prospect of a unified market in
1992 will continue and this component of the exports of the
Federal Republic of Germany will remain vigorous. As a
result, its surplus is likely to be increasingly with its partners
in Western Europe and correspondingly less with the United
States.

Canada and the United Kingdom continued to grow faster
than the average, but both began to show signs of overheat-
ing. In both countries, excess demand caused inflation to
increase in the latter part of 1988 and early 1989 and also
resulted in a sizeable current account deficit in 1988. Both
Governments have adopted restrictive monetary measures,
particularly in the United Kingdom where shott-term inter-
est rates rose more than four percentage points during 1988,

France and Italy both grew faster than in 1987 but more
slowly than the other large economies, and neither encoun-




Figure I1.3. Infernational interest
rates, 1980-1988

{Percentage)
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Figure 1.4 Real effective exchange rates of the Federal Republic
of Germany, Japan and the United States, 1982-1988
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tered the pressures manifested in Canada and the United
Kingdom. The smaller industrial economies displayed more
mixed results than the seven largest, but the majority did
better than in 1987, Greece staged a sizeable turnaround fol-
lowing virtual stagnation in 1986 and 1987, while Denmark
and New Zealand showed less dramatic signs of emerging
from their recent recessions. The faster-growing economies
in this group included Australia, Portugal and Spain. The
former benefited from higher prices for its raw materials,
but this was insufficient to offset the increased demand for
imports and Australia became another of the developed mar-
ket economies with a large current account deficit in 1988.
In Portugal and Spain, growth has been fostered by their
joining the European Economic Community (EEC) and the
prospecis of a unified market in much of Western Europe in
1992 There has been a surge of foreign investment in these
countries as firms respond to their lower wage costs and
establish facilities intended to service the new market.

Growth caused employment in the developed market
economies to rise in 1988-—by over 2 per cent in the United
States, almost 2 per cent in Japan but less than 1 per cent in
Europe, Within this last group of countries, Spain’s growth
caused employment to increase by over 2 per cent, whereas
total employment in France fell, despite the accelerated pace
of economic activity.

The growth of employment exceeded the growth of the
labour force in most countries in 1988, causing unemploy-
ment rates to continue their previous decline (see table A .2},
The general decrease in unemployment did little to change
the prevailing differences among regions Unemployment in
the large economies in Europe continues to be high by his-
torical standards, while in Japan it remains low. In both
Canada and the United States, unemployment has decreased
steadily for the past several years, reaching its lowest level
of the decade in the United States in early 1989 Only in the
United Kingdom since the end of 1986 has a similar trend
been apparent in Europe

External imbalances: justifiable complacency?

There was only modest adjustment of the imbalances
among the developed market economies in 1988, The trade
and current account surpluses of the Federal Republic of
Germany and Japan combined remained largely unchanged
in absolute amount. There was a 20 per cent improvement in
the United States trade deficit, but it was partially offset by a
deterioration in its balance on invisibles (see tables IT1.3 and
A.8). However, the growth of both output and trade meant
that these surpluses and deficits diminished in relative
terms.

The trade and current accounts of some o1 e owner aevel-
oped market economies have deteriorated rapidly as a result
of the recent build-up of domestic demand. Australia, Can-
ada, #ortugal and the United Kingdom are encountering un-
precedented deficits in their trade balances (see table III. 3)
Belgium, the Netherlands and Switzerland had current ac-
count surpluses that exceeded 2 per cent of their GDP in
1988, but were relatively small in absolute amount.
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The evolution of the external imbalances in 1988 was de-
termined by the nature and pattern of global growth and by
certain policy actions. Early in 1988, both the magnitude
and composition of economic activity in the United States
appeared to be consistent with a growth-oriented narrowing
of the imbalances, with the main sources of expansion being
higher capital investment and, most importantly, increased
exports. The latter was initially thought to be the long-
awaited response to the depreciation of the dollar that had
commenced more than two years earlier and it stirred the
hope of 2 steady narrowing of the trade deficit. However, the
strength of United States exports faded as the year pro-
gressed, while imports remained robust. Nevertheless, by
the end of 1988, the imbalance issue appeared to be of lesser
concern to Governments, which instead turned their atten-
tion to the reappearance of inflationary pressures.

Inflation in the developed market economies as a group
for the whole of 1988 was only slightly higher than in 1987
{see table A 3), but was increasing in a number of countries
towards the end of the year and in early 1989 In several
countries, this prompted Governments to raise interest rates
and by the end of 1988 average short-term interest rates in
the leading industrial economies were, on average, some
two percentage points higher than a year previously (see fig-
ure [1.3).

Governments have resorted almost exclusively to mone-
tary policy to control inflation. Most of them have discarded
fiscal policy as an instrument of economic management. In
part, this is because monetary policy is believed to be faster-
acting and more selective. In addition, the prevailing politi-
cal objective among the Governments of the developed mar-
ket economies has been to reduce taxes whenever possible.
This general trend in fiscal policy has contributed to the con-
tinued expansion in these countries, but it has also muted the
role of fiscal policy in the event of an excessively rapid
build-up of economic activity In the case of the United
States, the magnitude of the fiscal deficit has contributed to
the current account deficit and has had an impact on global
interest rates {see chap. VID)

Heavier reliance on monetary policy as an instrument of
demand management has been facilitated by the liberaliza-
tion of capital markets. In the less versatile domestic and
international capital markets that existed prior to the 1980s,
excess domestic demand would have been reflected in an
increase in inflation within the country concerned and
downward pressure on its exchange rate. Such develop-
menis would, in turn, probably have elicited a restrictive
monetary and fiscal response from the authorities, dampen-
ing domestic demand and 1elieving the pressure on the ex-
change rate. In the 1980s, reliance on monetary policy to
restrain demand manifests itself in higher domestic interest
rates which, combined with the increased availability and
mobility of international finance, attract capital inflows.
These inflows can finance current account deficits which
formerly would have been implausible, or at least unsustain-
able at the prevailing exchange rate. Excess demand is thus
channelled into imports, rather than inflation. However, the
differential in international interest rates may produce an



appreciation of the exchange rate, rather than the deprecia-
tion that would be desirable to encourage the economy move
towards current accoun! balance over the longer term. In-
deed, in addition to using interest rates for domestic policy
purposes, Governments are simulianeously using them as
part of their efforts to influence exchange rates. On occa-
sion, these domestic and international policy objectives may
not be consistent.

in 1988, this conflict applied in the case of the United
States. The successive increases in short-term interest rates
in the United States in late 1988 and early 1989, while tend-
ing to dampen inflation, complicated the correction of the
country’s external imbalance in two ways. First, the United
States’ recent transition to net foreign debtor status means
that higher interest rates have a deleterious effect on net in-
vestment income; in 1988, the country recorded a net deficit
on such flows for the first time in recent economic history
{see chap. IV and table A 8) Secondly, higher interest rates
in the United States prompted an appreciation of the dolla:
vis-a-vis the deutsche mark and the yen during 1988 and
early 1989 (see figure 11.4.)

Although fairly small, this appreciation was contrary to
the declared objectives of the Group of Seven and there was
official intervention to halt the rise on a number of occa-
sions. The strong demand for the dollar, however, tended to
allay the fears that the United States deficit posed a threat 1o
stability in financial markets.

Developments in labour markets in the 1980s

Unemployment has been a pervasive and continuing prob-
lem in many developed market economies since the early
1980s, but it is not shared equally among countiies or among
the different segments of the population. Unemployment has
now reached its lowest level of the decade in the United
States and has held comparatively steady at a low level in
Japan, but in most of Western Europe it continues to be
higher than at the beginning of the decade Nevertheless,
there seems to be less prenccupation with the problem than a
few years ago. One reason for this may be that the continued
economic expansion has resulted in some decline in unem-
ployment and steady increases in employment in most devel-
oped market economies since 1984 Unempioyment on aver-
age reached & peak of 8.6 per cent in developed market econ-
omies in 1983; in 1988 it stood at 6.8 per cent.

In a broad view of an economy, those who work generate
incomes which produce a demand for poods and services
and for people to produce them. There is no immediately
obvious reason why there should have to be more unemploy-
ment than that sometimes described as “frictional” . Such
unemployment is that accounted for by the waiting time and
the search process involved as job seekers canvas available
job offers and employers interview them This process is

1 United Nations publication, Sales No ER71E C 1, chap VIl
o
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inherent to the working of the labour market and is one rea-
son why the first approaches to employment policy have al-
ways involved attempts to assist employers and job appli-
cants in getting the right person ir the right place.

Unemployment on a large scale poses different problems.
it is still not seen the same way by all those who study it and
the policies proposed to deal with it have always been con-
troversial. However, in the 1960s there emerged a consensus
with two basic components. Regional and iocal employment
problems would have to be dealt with by special measures.
Overail unemployment problems, on the other hand, were
considered to arise from fluctuations in business investment,
which Governments were expected to counter by adjusting
fiscal and monetary policies in order to maintain a level of
demand that would ensure full employment These ideas
were based on assumptions of an economy which, while far
from closed, could still resolve its domestic problems first,

One of the important changes in labour markets in indus-
trial countries in the 1980s is that this approach has been
generally abandoned, as markets have opened up. Govern-
ment spending to stimulate domestic employment was found
to produce balance-of-payments crises and the issues of na-
tional empioyment came to be seen in terms of competitive
real wages and technological growth.

The employment policy dilemmas facing industrial coun-
tries were examined in the World Economic Survey 1987
The factors that influenced the demand and supply for la-
bour were also discussed, including the explanation that un-
employment breeds unemployment (or “‘hysteresis™).* The
following provides further information on some aspects of
the 1987 analysis

Changes in the labour force

If the labour force suddenly grows much faster than the
rest of the economy, it is not unreasonable to expect that the
problems of absorbing it will produce higher unemploy-
ment. Between 1960 and [975, the population aged 15 to 24
rose by somie 29 million in the developed market economies,
while the increase from 1975 to 1990 will be only 6 million
With a slower growth of population in this age group, youth
unemployment in most developed market econories is de-
creasing (see table I1.2}.

Young people generally have much higher unemployment
rates than older workers, in both good times and bad, so that
changes in the proportion of younger job seekers affect
overall unemployment rates. For the United States, it has
been estimated that the increasing share of younger people in
the labour force raised the overall unemployment rate by (.3
percentage points in the 1970s, while the decreasing propor-
tion of younger workers has reduced it by 0.4 or 0.5 percent-

2 For a more recent discussion of Bysteresis, focusing on the Federal Republic of Germany and the United Kingdom, see fAF Surver. vol 17, Na



Table I1.2.  Youth' unemployment in selected
developed market economies, 1982-1988

{(Percentage of youth labour force)

1982 1983 1984 1985 1986 1987 1988
Norgth America
Canada 88 199 17¢ 165 152 137 115
United States i7.0 16.4 133 130 127 117 105
Europe
Finiand 31 324 18 298 M4 280 280
France? 19.0 197 244 256 234 230 24 .0
Germany, Fedema! Republic of* 95 10.7 99 9.5 84 79 73
Italy 280 30.5 29 39 345 55 378
Norway 48 1 4.9 400 41.8 452 467 540
Spaind 367 87 4.4 44.7 43.1 389 370
Sweden 16 80 6.0 58 56 432 40
United Kingdome 23.1 234 21 218 208 174 14.8
Developed Asia
Australiaf 129 179 16.1 143 145 14.6 13.9
Japan 4.4 45 4.9 48 32 52 50

Source: OECD, Employment Outlook 1988 (Paris, September 1988).

# Generally aged 15t024

b Data refer fo March of each year. Conseripts are included in the youth labour force.
© Data refer to the registered unemployed at the end of September of each year.

d Data refer to the last quarter of each year

€ Data refer to July of each year and are based on registrations in 1982 and claimants from 1983 on The data for 1983
and later include non-claimant school-leavers registered at Career Offices

{ Data refer to August of each year

age points in the 1980s.* Moreover, youth participation rates
in many developed market economies are expected to de-
cline between 1987 and 2000, partly reflecting a trend to-
wards increased education.’

The counterpart of the fall in fertility rates in developed
market economies since the mid-1960s is the aging of the
populations of these countries and of the work-force (see
Special Issues, sect. IH below). The population of working
age (15-65 years) will be shrinking in some European coun-
tries and Japan by the end of the century. They will also have
an older work-force. By 2020, about 43 per cent of the
working population in the seven largest industrialized coun-
tries will be aged 45 or over, compared with 30 per cent in
1988, In contrast with youth, participation rates for the 55-
64 age group are expected to rise in some countries as a
result of insufficient retirement income, better health and
cultural changes.*

Another trend on the supply side of the labour market has
been the inflow of women into the labour market. The male
participation rate dropped between 1973 and 1987 in all de-
veloped market economies for which data are available; it is

expected to fall further by the year 2000, but the female
participation rate has risen and is expected to continue to do
so (see box 11.2).

Some effects of employment policies and structural
change

Employment- and income-creating programmes have suf-
fered from the curtailment of government spending. At the
same time, unemployment compensation from fiscal budg-
ets has increased and remains high in many countries. Un-
employment compensation, including various other income
maintenance payments to the unemployed, is the largest sin-
gle category of labour market expenditure in developed mar-
ket economies. Its relative magnitude partly reflects the na-
tional unemployement rate. In 1987, for example, Belgium,
Denmark, Ireland, the Netherlands and Spain spent between
2.5 and 3.5 per cent of their respective GDPs on unemploy-
ment benefits; all, except Denmark, had especially high un-
employment and all, except Spain, also stand out as leading
spenders—after Sweden—on measures to help the jobless
get work. Such measures include employment services and

3 LynnE Browne, “The labour force, unemployment rates, and wage pressures”, New England Economic Review, Federal Reserve Bank of

Boston, January/February 1989

4 A participation rate is defined as the share of the labour force of a specific age in the total population of that age.

5 OECD, Employment Outlook 1988 (Paris, September 1988), p. 40
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Table I1.3.

Unemployment rates in the developed market economies,

by sex, 1983, 1985 and 1987

{Percentage)
Females i Males

1983 1985 1587 1983 1985 1987
Australia 9.9 8.0 83 9.9 78 75
Belgium i79 177 17.4 81 73 7.0
Canada 11.6 10.7 94 121 10.3 8.5
Denmark 101 9.2 80 “ 6.1 33
Finland 52 4.6 44 5.8 55 5%
France k1 129 137 6.6 8.6 8.6
Germany, Federal Republic of 9.3 95 9.3 6.7 6.6 6.3
Greece 17 1.7 3] 58 5.6 5.1
Ircland 150 19.7 221 42 171 181
Japan 27 27 28 27 27 28
Luxembourg 47 4.4 23 27 22 3
Netherlands 14.0 2.3 122 111 9.2 17
Mew Zealand " . 4.3 . 39
Norway 3.9 32 27 33 22 18
Portugal 127 12.1 2.0 52 68 4.9
Spain 213 258 279 165 198 15.6
Sweden 37 2.9 1.9 35 2.8 1.9
United Kingdom 98 109 9.6 L9 1.8 10.8
United States 92 74 62 8.9 7.0 6.2

Source. OECD, Employment Outlopk: 1988 (Paris, September 1988)

administration, labour market training of adults, special
youth measures, direct job-creation and employment subsi-
dies, as well as special measures for the disabled.

It is noteworthy that European countries with generous
unemployment insurance systems (such as Belgium, France,
the Federal Republic of Germany, the Netherlands and the
United Kingdom) have suffered larger and more persistent
increases in unemployment during the 1980s than the United
States. There is also evidence of a positive relation between
the level of such benefits and the length of time recipients
remain unemployed. According to one estimate, an increase
in the potential duration of benefit from six months to one
year will increase the average period of unemployment by
four to five weeks; an increase from six months to two years
is predicted to generate a 13- to 16-week increase in the du-
ration of unemployment *

it is also interesting to note that, in the 1980s, employiment
has grown most in the industrial countries where productiv-
ity and real wages grew the least. Real wages and productiv-
ity have grown slowly in Canada, Norway, Sweden and the
United States during the 1970s and 1980s, while employ-
ment has grown markedly. By contrast, wages and produc-
tivity grew rapidly in Belgium, Spain and the United King-
dom, but there was little expansion in employment.

The changing structure of the developed market econo-
mies may have implications for the overall level of employ-
ment since expanding industries may be less labour-inten-
sive than those that are shrinking. There is evidence to sug-
gest that increases in output may be generating less
employment than previously. In particular, the increasing
use of computer-driven automation will have an impact on
the demard for labour. Although the evidence supports a
wide range of views concerning the employment effects of
new technology, levels of employment are likely to decline
in the long term, either in terms of the numbers fully em-
ployed or through part-time employment or shorter working
hours.’

Another aspect of structural change in the industrialized
economies is that the demand for labour in expanding indus-
tries does not coincide with the qualifications of those re-
leased by contracting industries. At the same time, a shift in
the structure of economic activity may open up employment
opportunities for individuals who were not employed previ-
ously. The growth of the service sector, for example, parti-
ally explains the increasing role of women in the labour
force.

Although the employment of women has been rising rap-
idly, female unemployment has consistently been higher

6 Lawrence F Katz and Bruce D. Meyer, **The impact of the potential duration of unemployment benefits on the duration of unemployment”’,
National Bureau of Economic Research, Working Paper No. 2741 {October 1988)
7 Raphael Kaplinksy, Micro-electronics and employment revisited: A Review (Geneva, ILO, 1987).
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Table I1.4.

Part-time employment in the developed market economies,
1979, 1983 and 1987

(Percentage)

Part-time employment as a proportion of:

Totai employment

Female empioyment

1979 1983 1987 1979 1983 1987
Australin 155 172 00 4.5 359 392
Belgivm 6.0 8.1 9 4a 16.5 197 22 6¢
Canada i2.5 154 152 233 262 253
Denmark 227 237 2370 463 44 7 41 gn
Finland 6.7 813 81= 106 125 1] 50
France 82 97 11 8 17.0 20.t 232
Germany, Federal Republic of 11.2 126 12 92 276 30.0 29 8
Greece 63 g . 12.% 10.40
Iretand 5 67 620 13.1 15.7 14 20
Ttaly 53 4.6 50 106 94 g 5n
Japan 15.4 16.2 66 278 298 303
Luxembourg 58 6.7 6.6 171 188 15 48
Netherlands 1t 220 25.30 317 505 5520
Norway 22 245 23 1s 433 46 5 43.00
Portugal . . 41 6.6
Sweden 236 24.8 252 460 459 45 1
United Kingdom 164 19§ 21.68 39.0 424 45.00
United States 16 4 18.4 17.3 267 281 26.1

Source: QECD, Employment Qudlook 1988 (Paris, September 1988)

a 1986.
b 1985

than male unemployment in all the developed market econo-
mies except Finland (see table IL.3). One reason for this is
that women are less geographically mobile than men and
hence more likely to be affected by spatial mismatches.

Another trend is the proliferation of part-time employ-
ment, Part-time work is largely a female phenomenon (see
box I1.2). Over the period 1979-1986, it increased as a share
of total employment in every developed market economy
except Italy (where it remained low) and Norway (where it
held roughly steady at a high level) (see table I 4). The in-
creases have been most notable in the Netherlands and the
United Kingdom. The proportion of workers in part-time
employ tends to be high for older workers and teenagers,
both male and female, especially in Canada, Denmark, Nor-
way and the United States. For older people, working part-
time may be a means of overcoming the detrimental effects

of full retirement on a person’s social contacts, self-esteem
and income. For younger workers, part-time employment
may be a way of getting a foothold into the labour market
and of combining work with education.

Measures directed at youth are an important element of
labour market policies in Denmark, France, Ireland, Italy,
Spain and the United Kingdom, where special schemes have
been launched in response to the combination of high youth
unemployment and perceived deficiencies in the educational
systems. Direct job-creation and employment subsidies ac-
count for 0.7 per cent of GDP in Belgium and substantial
expenditures also in Finland, Ireland, Spain, Sweden and
the United Kingdom. The Netherlands and Sweden, mean-
while, devote more than 07 per cent of GDP to special la-
bour market measures for the disabled.

Centrally planned economies: focusing on reform

Growth of output in 1988

The expansion of total output in the centrally planned
economies of Eastern Europe and the USSR reached 4.0 per

cent in 1988 after 2.6 per cent in 1987 (see table I1.1). The
upturn was due mostly to the near doubling of growth in the
Soviet economy.® In Eastern Europe, the change was only
from 3.3 per cent in 1987 to 3.5 per cent in 1988 (see table

8 These data are based on official statistics, However, the growth of total cutput in table EL.5 does not appear consistent with the growth rates in
the two major sectors of industry and agriculture. Questions have also arisen regarding the methadology for the estimation of the price deflator
used to calealate the growth of Soviet cutput in real terms (see, for example, Economic Survey of Europe 1988-1989 (United Nations publica-

tion, Sales No E 8911 E 1), pp 1204122




BoxII 2

In all industrial countries, more and more womer, includ-
ing those who are married, have entered the fabour force In
the United States, for instance, the participation rate for
women aged 25 to 54 who have never been married was
slightly over 80 per cent in 1987 and the rate for married
wornen was 68 per cent. It is obviously difficult for mothers
with young children to take jobs outside the house, but they
are increasingly finding ways of doing it even though few
countries have comprehensive child-care strategies to assist
working mothers. In the United States, more than 55 per
cent of all mothers with children under three years of age
were in the labour market in 1987 Nevertheless, women are
more Jikely than men either to be unemployed or to drop out
of the labour force owing to difficulties finding work.

Many women take pari-time work. Women’s share of
part-time work in 1986-1987 ranged from 61 per cent in
Greece to 93 per cent in Belgium (see table 1). However,
many jobs, particularly in management, are often closed to
part-time workers and promotion prospects are limited In
many countries, part-time work is legally regarded as tem-
porary and employees may have limited entitlement to un-
employment, sickness and other social security benefits, If
unemployment rises, the drop in part-time employment op-
portunities tends to be greater than the drop in full-time em-
ployment offerings and part-time workers become the first
to be made redundant during a recession.

During the 1960s and early 1970s, many Governments
passed legislation making it unlawful to pay women less than
men for the same job, but women’s earnings are far from
parity with men’s {see table 2).

Job opportunities for women are concentrated in particu-
lar industries and in a rather narrow band of occupations and
women are found in relatively low-level positions within
each occupation. Women are highly represented in clerical
jobs and in the service sector, while men are strongly repre-
sented within transport and within the manufacturing sector.
Women have penetrated virtually every occupation in recent
years, but this has not so far produced much convergence in
the overall distribution of male and female employment
across occupations and industries.

It should be noted, however, that women own and run an
increasing number of firms. It is reported that in the United
States women now own 25 per cent of the business firms,
while 30 per cent of all entreprencurs in Finland are women,
25 per cent in Sweden, 20 per cent in France and 21 per cent
in the Federal Republic of Germany. Canadian women own
nearly one enterprise in three and about half the new jobs
created come from these businesses.

Women in the labour force

Table 1. Female share of part-time employment,
1979, 1983 and 1987
{Percentage)

1975 1983 1987
Australia 788 718 82
Belgium 893 84 0 93 3a
Canada 721 713 719
Penrmark 869 84 7 80.10
Finland 747 724 68.4a
France 820 84 6 82 20
Germany. Federal Republic of 516 91 9 90 30
Greece . 617 61.0a
Ireland 712 720 72.6
Italy Gl 4 648 64 20
Japan 69.7 727 73.3
Luxembourg 873 90.0 79 38
Netherlands 825 76.2 75 3b
Norway 768 773 81.50
Portugal . 64 02
Sweden 875 866 859
United Kingdom 928 806 88 74
United States 67 1 66.8 676

Source OECD, Employment Ontiook 1988 (Paris, September 1988)
a 1986

b 1985
Table 2. Ratio of female to male earnings in selected
developed market economies, 1960 and 1980
(Percentage)

Country 1960 1980
Australia 59 75
Canada 50 64
Fraace 64 ba!
Germany, Federal Republic of 65 72
Ttaly 73 83
Japan 46 54
Sweden 72 90
Uinited Kingdom 61 7%
United States 66 66

Source: Adapted from Morley Gunderson, **Male-female wage
differentials and policy responses™, Journal of Economic Literature,
vol 27, No | (March 1989), p 47

& Asteported in Employment Gazette. United Kingdom Department of Employment, voi 97, No [ {January 1989}, p 60.
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Table I1.5 European centrally planned economies:
growth of output, [982-1989

{Annual percentage change)

1982 1983 1084 1985 1986 1087 19884 19840

Total output

Eastern Europe 0t 39 53 37 46 i3 335 45

USSR 39 4.2 29 35 4.1 23 4.4 6.0
industrial output

Eastern Europe i2 44 4.8 41 4.6 35 37 39

USSR 29 42 41 39 49 39 39 40
Agricultural output

Eastern Europe 16 04 70 -1 1 33 -0.9 69 30

USSR 35 62 01 01 33 -0.6 07 77
investment

Eastern Europe 12 47 240 32 71 54 43 .

USSR 35 5.6 19 30 34 56 48 4.2

Source: Depurtment of International Economic and Social Affairs of the United Nations Secretariat, based on

naticnal and international sources

4 Data are based on official statistics (see footnote 8)
b Planned

{1.5}. The strengthening of growth in the Soviet Union was
largely attributable to the improvement in labour productiv-
ity which grew by 5.1 per cent in 1988 compared with 2 4
percent in 1987 and an annual average of 3.2 per cent for the
period 1981-1986. The revival was not, however, evenly dis-
tributed across sectors: industrial output attained the same
rate of growth as in 1987, but the improvement in agricultural
production was only 0.7 per cent,

Growth in Eastern Furope in 1988 varied from a high of
6.2 per cent in Bulgaria to 0.5 per cent in Hungary (see table
A.4). The objective of quantitative growth appears to have
been given lower priority in most of these countries and the
focus of policy deliberations is now on institutional and
structural reforms aimed at improving the quality of eco-
nomic development. Perestroyka in the Soviet Union has
become a powerful catalyst for reformist aspirations in the
majority of East European countries, but the formulation of
reforms has proved to be difficult and implementation re-
mains uneven.

The plans for these economies in 1988 assumed that indus-
trial output and agricultural production would increase by
between .5 and 2.5 per cent, The weather interfered with
these targets and agricultural production grew by only 0.7
per cent in the Soviet Union and fell by 3.8 per cent in the
German Democratic Republic. Agricoltural growth for the
region as a whole was about 0 8 per cent in 1988 Growth of
overall industrial production in the Eastern European econo-
mies in 1988 was less than planned, but better than in 1987,
mostly because of increases in Bulgaria, the German Demo-
cratic Republic and Poland. The overall industrial picture
was marred by the limited availability of energy, the slug-

gishness of construction and slow progress in the conserva-
tion of energy and material inputs. The energy situation,
however, was less tight than in previous years.

For the region as a whole, the growth of investment in
1988 was less than in the previous year. There was a more
modest approach to investment planning in 1988. The aver-
age planned rate of growth ranged from a 2.4 per cent de-
cline in Czechoslovakia to about 4 per cent growth in Bul-
garia and Poland. The Soviet Union aimed at investment
growth of 5.7 per cent but reached only 4.8 per cent,

In the foreign trade sector, the rate of growth in the vol-
ume of exports increased after a downturn in 1987 and im-
ports increased in volume after two years of decline.® Bul-
garia, Czechoslovakia and Hungary transformed their trade
deficits of prior years into surpluses. The six Eastern Euro-
pean economies had a surplus of about $1.5 billion in trade
with the developed market economies and a surplus of $4.4
billion with the Soviet Union. The adjustment of the external
sector, as reflected in the increasing trade surpluses, meant
lower availability of resources for domestic purposes. On
the other hand, a liberal import policy in the Soviet Union
turned the foreign trade balance from a small surplus in 1987
to a deficit of $2.7 billion in 1988, but increased the supply
of much needed technology,

After the increase in foreign debt in 1987, the Eastern Eu-
ropean economies were cautious in their international hard
currency borrowing in 1988. The indebtedness of the region
decreased, owing to the strong foreign trade performance.
Romania paid back all its external debt by March 1989, after
a very aggressive export policy. Hungary and Poland also
slowed the growth of their indebtedness.

9 For a detaited analysis of recent trends in the trade of the centrally planned economies, see Economic Survey of Enrope 1988-1989, (United

Nations publication, Sales No E 89.ILE 1), pp 158-165
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Substantial domestic imbalances remain in several of the
centrally planned economies. Accentuated pressures in 1988
resulted in shortages, queues and the extension or introduc-
tion of rationing in some countries. In Hungary and Poland,
there were substantial price increases. A major concern in
all these economies was the restoration of balance in con-
sumer markets, in particular for food.

Continued economic reform

Soviet reforms served to deepen and broaden the scope of
acceptable economic policy changes in other centrally
planned economies in 1988. The common denominator of
these economic reforms has been the emphasis on market
discipline, although the degree to which full-fledged mar-
ket-type mechanisms have been pursued has varied from
country to country.' Bulgaria, Hungary and Poland have
adopted an ambitious approach, coupled with substantial po-
litical change Czechoslovakia has also strengthened its
stance towards reform, but the German Democratic Repub-
lic and Romania have directed their efforts towards improv-
ing existing economic mechanisms.

Enterprise reform

Attempts to decentralize planning and to strengthen the
autonomy of industrial enterprises, through such principies
as self-financing, have been at the core of many Soviet re-
forms. In 1988, 19,000 industrial associations and enter-
prises, employing about 55 per cent of the industrial work-
force and producing about 60 per cent of industrial output,
were operating on the basis of full economic accountability
and self-financing.

The reform provides for an enterprise’s right to determine
its areas of activity and to adapt its production and delivery
plans in accordance with contractual obligations and agree-
ments . It also places enterprises on an equal legal footing in
their relations with government agencies. Enterprise man-
agement has been given wider latitude in deciding on labour
remuneration and in financing the expansion of social serv-
ices from enterprise funds. There has also been greater de-
mocratization of the internal decision-making process.

So far, the measures adopted by the Soviet Government
have had a smaller impact than expected in terms of growth
of output.? Moreover, there have been widely criticized de-
viations from the reform policy. One issue has been the
abuse of planning prerogatives and state orders by the
branch ministries. The reform regulations state that annuai

plans will be independently drawn up and ratified by enter-
prises on the basis of their five-year plans and delivery con-
tracts. According to this reform, the State has to offer a prof-
itable contract when it deems it necessary to develop lines of
production.” Nevertheless, attempts by enterprises to de-
part from output targets assigned by the ministries have been
overruled. Even cases where enterprise management con-
tested state orders in a court of law were stifled by ministries
employing the administrative and economic coercion still at
their disposal."

In addition, infringements by ministries on the self-fi-
nancing status of enterprises remains a common practice.
The self-financing of enterprises implies that the expenses
they incur have to be covered by their own resources and
that income from the sale of surplus fixed capital and other
property belongs to the enterprise in the same way as profits.
This concept is incompatible with restrictions on the enter-
prise’s rights, since these can worsen its financial position
through no fault of its own.

By the end of 1988, it appeared that, while the old mecha-
nisms were no longer in effect, there was still no new, inter-
nally consistent, economic arrangement in its place. This
situation stems from the contradiction between the enter-
prises’ rights of increased autonomy and the fact that central
administrative and planning bodies have retained responsi-
bility for supplying key products to the economy.

Another shortcoming is that reform has not been accom-
panied by more widespread and active competition and is
being carried out within a protected market in which enter-
prises take full advantage of their monopoly position, de-
spite the emphasis in the Law on State Enterprise on their
operating competitively. Such circumstances, permit the in-
flation of producer prices, since enterprises often choose to
comply with the new requirements on self-financing by in-
troducing “new” products, with higher price mark-ups,
rather than by improving the quantity of their output. *

These problems have been taken into account in drawing
up the Soviet plan for 1989, when all sectors are expected to
switch to full economic accountability and self-financing.
Compulsery output guotas have been reduced to less than 60
per cent of output in most large sectors and as low as 25 per
cent in the machine-building complex. '

In response to the stifling of enterprise autonomy, the
long-term leasing of enterprises by employees from state
agencies is being promoted as one of the most promising and

10 For analysis of economic reforms in the ceatrally planned economies, see World Econontic Survey 1988 (United Nations publication, Sales No.

E 88 11 C 1), pp. 93-120.
1 Fzvestiva, 9 December 1988, p 2
12 fvestiva, 3 September 1988, p. 1

13 P Bunich, “Samofinansirovanie: sushchnost', problemy, tendentsii’™, Material no-teknicheskoe snabzhenie, No 4 {April 1988), pp. 20-25

14 Reports to this effect are numerous; for the most vivid, see A Druzenko, *Dvadtsat’ protseatov .

nezavisimosti”, fzvestiva, 15 March 1988,

p. 2; V Krivosheev “Gibel' idej", Izvestiva, 17 June 1988, p 2; and *'Dve nedeli na khozraschete™, Ekonomicheskaya gazera, No. 3 {January

1989), p. 5

15 For a discussion of these problems, see, for example, Sotsialisticheskaya industriva. 11 May 1988 p 3; 3and 4 August 1988, p 2;and 5

January 1989, p 1
16 D Valovoy, “Piramida”, Pravda. 19 September 1988, p 2



effective avenues of reform. Under this arrangement, em-
ployees lease enterprises for 10 to 20 years for an annual fee
to be determined through negotiation. Management has the
final authority for the distribution of enterprise earnings (af-
ter fixed deductions and taxes). Leasing has been in exist-
ence only since the latter hatf of 1988, but is reported to have
increased productivity and efficiency and is being contem-
plated by many industrial managers. The State is giving pri-
ority to the leasing of unprofitable and inefficient enter-
prises.”

The Government is also putting pressure on inefficient
producers. In September 1988, in an effort to reduce the
state deficit, the Soviet Government called for a plan of
action to liquidate loss-making enterprises. This is the first
official recognition of the inevitability of some form of
bankruptcy, which is a necessity if genuine self-financing is
to work.,

‘Wholesale trade is expected gradually to replace the sys-
tem of rationing of investment goods. In 1988, enterprises
were allowed to exchange surplus goods and those produced
above planned output through wholesale distribution cen-
tres. To strengthen contracts, sanctions for non-delivery
were increased. The result was that the volume of wholesale
trade increased fourfold over the previous year.

Another element of the Soviet reforms is the expansion of
co-operatives, with the total number of co-operatives grow-
ing from 3,700 in July 1987 to 48,500 in October 1988.
While total employment in co-operative and individual en-
terprises is still no more than 1 per cent of the total labour
force,™ it is estimated that they have the potential to employ
several million more workers and expand their share of re-
tail turnover to more than 20 per cent in the next few years.

The legal and fiscal regulations of this sector were made
more liberal in 1988, allowing the diversification of co-op-
eratives into additional sectors of the economy. As a result,
when some co-operatives experienced difficulties obtaining
credit, they established co-operative banks. Such banks,
which first appeared in Aupust 1988, are free from most
credit regulation, having beer given the right to set credit
terms mostly as they see fit.

Reform in Poland has similarly focused on the three prin-
ciples of enterprise autonomy, self-management and self-fi-
nancing. The previous subordination of the enterprise is to

be replaced by an equal partnership within a framework of

mutually binding regulations. Workers’ councils, elected by
the work-force, are to obtain decision-making power in their
economic unit, while the enterprise director will retain con-
trol of operations. By enforcing self-financing, profitis to be
the cornerstone of the financial system.

The process of reform in Poland has been erratic because
of the contradiction between the poals of economic growth
and market equilibrium. Thus far, reform has remained
mostly legislation and has had little influence on the behav-
iour of economic entities. The main reason for this is that the
market has not been efficient in aliocating and distributing
resources. State intervention has become more and more
common This has amounted to the reintroduction of the tra-
ditional planning system through individual control meas-
ures and direct regulations. A number of non-price instru-
ments continue to be employed to ensure sufficient re-
sources for priority purposes. Investment continues to be
subject to central controls and to be influenced by policies
aimed at self-sufficiency in key products and by established
trading patterns within the CMEA area. Administrative con-
trol of prices and discretionary individualization of taxes
have remained larpely intact, while the subsidization and
rationing of industrial supplies have not been greatly curbed.

Poland faces a number of constraints to economic liberali-
zation. One is the fact that it has to run a substantial trade
surplus with the convertible currency area to finance its
debt-sérvicing obligations. On the domestic front, because
of price distortions, shortages and the limited usefulness of
financial indicators, administrative intervention has contin-
ued to play an important role in economic management.
Moreover, it has always been intended that certain enter-
prises and sectors {including the energy sector) should be
excluded, wholly or partly, from the reform Finally, the
commitment to other social policy objectives (such as the
desire to limit price increases and to maintain full employ-
ment) has tended to slow the pace at which central controls
have been dismantled. The continued emphasis on the cen-
tral plan suggests that Polish economic reform needs greater
attention if it is to succeed.

Reform in Hungary has included a reduction in central
control, the reduced subsidization of enterprises and an in-
crease in thelr autonomy Appropriate guarantees are pro-
vided by the L.aw on Economic Associations adopted in Oc-
tober 1988 % This is intended to encourage the creation of
enterprises through the private and state issuance of stocks,
to allow limited liability enterprises to be capitalized
through the sale of shares and to increase the number of
limited liability companies in general. Private firms are al-
lowed to employ up to 500 workers, compared with the pre-
vious range of 13 to 25, depending on the nature of the busi-
ness.” The new laws improve the legal status of non-social-
ized enterprises and limit the business risks involved in the
investment of private capital *

In Czechoslovakia, subsidies are being eliminated gradu-
aily and producers are being introduced to the influence of

I7 T Rysina, “Arende”, Ekonomicheskaya gazeta, No. 48 (November 1988), p 5

18 Ekonomicheskaya gazeta, No. 52 (December 1988), p. 4.
19 [vestiya, 26 August 1988, p 1.

20 The full text of the Law was published in Heti Vildggazdasdg (Budapest), 21 December 1988, pp 3-20.

21 Hed Vildgpazdasdg (Budapest), 10 September 1988,

22 Pprivate stock eaterprises can be formed with a minimum capital of 10 miilion foriants, half of it in cash, and can have any combination of domes-
tic (either private or state} and foreign participation. The minimum capital required for limited liability enterprises would be | million forints
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world market prices. Greater efficiency is also being intro-
duced in the labour market. On 1 January 1989, an amend-
ment to the Labour Code was promulgated, which foresees
greater flexibility in changing jobs and in implementing la-
bour rationalization policies at the micro-economic level.

In Bulgaria, a comprehensive and detailed programme for
developing a market-oriented economic system was intro-
duced in January 1989.% The first component of this pack-
age transforms state-owned enterprises into joint stock com-
panies. A second component will replace administrative
controls with indirect policy instruments, such as taxation,
price policies and credit and foreign exchange regulations.
Market-oriented price-setting has been established, fiscal
policies have been streamlined with the introduction of uni-
form profit and value-added taxes, and the exchange rate is
expected to be adjusted and to become more flexible A third
major component of reform will be the overhaul of property

relationships, with the introduction of diversified forms of

ownership, including private. It has been reported that Bul-
garia expects to have its own stock exchange in two to thiee
years.

Agricultural reform

Compared to developments in other sectors, Soviet agri-
cultural reform has been limited. Independence still eludes
Soviet farm managers and infringements on farms’ legally
established rights are widespread, making it difficult to im-
plement the changes envisaged .

Hopes for increasing efficiency in the agricultural sector
remain weak, due in part to inconsistencies in the policies
introduced in 1986 and 1987 to overcome the sector’s diffi-
culties * These measures sought to reduce the number of
centrally determined norms and to give more leeway to re-
pional authorities and production units in planning, invest-
ment and financial control. Dissatisfaction with the outcome
of these reforms prompted the discussions on possible new
directions in farm policy. It was recognized that the fatlure
of the existing measures stemmed from a command system
that gave farmers little autonomy and few incentives and that
often issued instructions that suited planners, but not pro-
ducers. It was also recognized that plecemeal measures
could hardly change the situation

The corrective actions taken in March 1989 allowed indi-
vidual farmers and farmers’ associations to take long-term
leases on iand and fixed assets and gave more backing to
small co-operatives and family and private plots. Inefficient
farms are to be put up for competitive tender, under ruleg
that are to be fixed by a new law on land use. Generally,
large-scale farms are expected to become more loosely or-
ganized, providing oversight and services instead of direct
control. Central and regional agro-industrial bureaux have
been abolished, with joint management bodies set up in their
place by local farms if they deem it necessary. There is to be
an overhaul of the price and credit system and eventually an

23
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25 Pravda. 16 March 1989
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end to the régime of food subsidies that has become an ever-
growing burden on the state budget. *

As a part of Polish agricultural reform, the Government
has dismantled the state monopoly on agricultural procure-
ment and is allowing co-operatives and private firtms to com-
pete with state enterprises for the purchase of farm products
for further processing.

In the Czechoslovakian agricultural sector, a new mode of
management is being introduced in 1989 and the indepen-
dence of enterprises and agricultural co-operatives is being
enhanced.

Agricultural complexes in Bulgaria have received greater
autonomy by becoming self-financing entities and land can
now be leased for 50 years to private farmers. A move to
auction off land for personal use is also in the offing. In
order to stop the migration of labour from rural to urban
areas, further industrialization of agricultural complexes is
envisaged.

Price reform

The issue of price reform is among the most controversial
debates surrounding the restructuring of the Soviet econ-
omy. Attitudes have undergone a dramatic turnaround and
radical calls for immediate action died out as the magnitude
of the problem and its political sensitivity became mote ap-
parent.

A number of changes in the Soviet price system have been
made recently However, one remaining deficiency is that
industrial producer prices are still set primarily from the cost
side and do not generally reflect demand. However, as part
of the foreign trade reform, domestic prices of import goods
are to be more closely related o foreign prices. Similarly,
the revision of agricultural procurement prices has estab-
lished a more reasonable relationship between prices and
costs. Moreover, the latter remain distorted because of agri-
cultural subsidies and the prices themselves become mean-
ingless if farms are expected, if ordered, to deliver products
at a loss. State retail prices are frequently below market-
clearing levels. Decision makers intend to correct these in-
consistencies by altering the levels and structures of indus-
trial wholesale prices and agricultural procurement prices
In turn, state retail prices may be modified in conjunction
with changes in industrial wholesale and agricultural prices

Reform policy now emphasizes the need for price decon-
trols to increase the efficiency of the Soviet economy. At the
same time, it is recognized that, unless decontrols are ac-
companied by policies to absorb excess purchasing power
and to overcome supply shortages, there is a risk of infla-
tion. This prebiem is moving into the forefront of the policy
agenda as public awareness of inflationary pressure be-
comes more acute. The situation is aggravated by pent-up
demand for consumer products, large cash holdings, in-
creases in wages in excess of productivity gains and the

Rubatnichesko delo {Sofin), 11 Jenuary 1989 (Supplement) und Neépszebadsdg (Budapest), 17 January 1989, p 3
V Tikhonov, " Time for land reform™. Moscow News Weekly, No 32 (1988), p 10,



emergence of a budget deficit of at least 5 per cent of net
material product *

In the light of these pressures, the Government is adopting
a guarded approach to price decontrol, stretching the reform
over 4 longer period than initially intended—probably five
to eight years. Some unspecified form of wholesale price
change has been set as a goal by 1993, Until then, measures
to expand productive capacity to meet growing consumer
purchasing power are to be implemented. On the supply
side, recent disarmament measures are expected to allow
some military production facilities to be converted to the
production of consumer goods, relieving some pent-up de-
mand. Other avenues being tested include opening the sale
of state-owned housing to individuals already in occupancy
and allowing employees to buy shares in state-owned indus-
tries.

In Poland, the reluctance of the Government to allow
prices to rise to market-clearing levels has affected the con-
duct of external economic policies, such as limiting the link-
age between domestic and world prices and requiring the
retention of controls over exports and imports. The major
constraint to implementing reforms has been the reluctance
to allow economic activity to be restrained by financial con-
cerns. Direct and indirect subsidies continue, as do budget
deficits. Credit policy also continues to play an active role in
allocating resources within the economy, with interest rates
remaining negative in real terms and with priority activities
having preferential access to bank credit.

In early 1988, the Polish Government adopted a wide
range of institutional, legal and policy changes, together
with a modified price reform involving a slower rationaliza-
tion of the price structure. Emphasis has been put on stimu-
lating entrepreneurship and activating the market mecha-
nism. The reforms aim at reducing reliance on price controls
and administrative intervention, at adjusting prices to mar-
ket-clearing levels while ensuring that inflation is contained,
at giving enterprises flexibility and incentives to respond to
price signals, and at strengthening financial discipline by
making the threat of bankruptcy real. They also envisage
greater competition by dismantling some existing conglom-
erates, by making it easier to establish new enterprises (in-
cluding participation by foreign investors) and by liberaliz-
ing the import régime. The last is to be combined with more
active use of the exchange rate as part of a strategy to raise
the relative price of tradables,

Financial sector reform

The emergence of co-operative banks (see above) is part

of the current Soviet reorganization of the credit and bank-
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ing system. During 1988, 41 new commercial banks were
created, 24 of them co-operative ¥ The creation of commer-
cial banks was actively encouraged when it became clear
that the reorganization of banking at the beginning of 1988
had done little to improve the decentralization and flexibility
of the banking sector.®

The sale by enterprises of stock-like instruments to em-
ployees appeared around mid-1988 * This measure aims at
using *'plant shares” both as an investment vehicle and as a
means of mobilizing the cash hoidings of the population,
thus helping to restore market balance,

In the Polish banking system, nine regional state-owned
commercial banks were established in 1988 and greater flex-
ibility in obtaining credit was introduced. In addition, per-
mission was granted to set up a number of independent re-
gional credit and banking organizations to be funded by en-
terprises, co-operatives and private capital. Finally,
legislation adopted in December 1988 provides for the free
movement of financial resources between economic agents,
both to create a capital market with trade in bonds and shares
and to introduce competition into the new banking system.

In the Czech banking sector, the State Bank has been act-
ing as the central bank since 1 Iannary 1989, but some cen-
tral bank functions have been delegated to other commercial
banks. Henceforth, the State, ministries, banks and enter-
prises can establish financial institutions; the Government is
also considering the establishment of joint ventures with for-
eign participation in the banking sector.™

External sector

The changes in the external sector in the Soviet Union in
1988 were aimed at decentralizing the traditional trade mo-
nopoly, giving authority to some enterprises to import and
export on their own account and to maintain foreign cur-
rency bank accounts, and permitting joint ventures with for-
eign equity within the country.

The plan endorsed by the Politburo in October 1988 called
for a radical expansion of foreign trade up to the year 2000,
as well as a gradual move to full convertibility of the rouble.
These new reforms were elaborated in a decree adopted at
the beginning of December. As of 1 April 1989, this decree
permits any enterprise or state or co-operative organization
to engage in export and import activities, as well as allowing
the establishment, on a joint stock basis, of trading firms and
consortia for that purpose. These organizations are to exist
as self-financing entities New tariff and non-tariff regula-
tions are to be worked out and a new law on foreign trade is
to be prepared. The decree provides for deductions from

Pravda, 28 October 1988, p 4 and Literaturnaya gazera, 25 January 1989, p. 11
V Zakharov, Novye banki. Zachem oni?”, Ekonomicheskaya gazeta, No. 2 (January 1989),p 9
A critical assessment of the current state of banking reform is offered in I Sheludko, “Bank: chto meshaet stat’ partacrom™', Ekonomicheskaya

gazeta, No 50 (December {988), p 10 and S. Bopdonkevich and V. Zayash “A nuzhny li spetsbanki?, Ekonomicheskaya gazeta, No 51

{December 1988), p. 19

29 1t was officially approved on 15 October 1988 See *'O vypuske predpriyatiyam i organizatsiyami tsernykh bumag”, Ekonomicheskaya gazeta,

No. 45 {November 1988), p. 23.
30 Trybuna ludu, § December 1988, p. 8
31 Figyeld (Budapest). 3 November 1988, p. 18
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enterprises’ foreign currency earnings to the state budget
after 1991, for a new uniform exchange rate and for foreign
currency auctions for enterprises under the supervision of
the State Bank. It also outlines a new system of trade credits
and insurance and envisages the development of free zones
in order to attract foreign capital. Finally, an effort is being
made to phase out some 3,000 different currency coeffi-
cients and move closer to a realistic exchange rate, first by
adjusting the rouble downwards by 50 per cent on I January
1990 and then by establishing a new exchange rate one year
later.

Foreign companies have been allowed to gain majority
control of joint enterprises for the first time; labour laws
affecting them have been relaxed to allow for more flexible
hiring and dismissal. The joint venture law provides for the
repatriation of profits and property and the Ministry of Fi-
nance has been given the right to waive taxation of repatri-

ated profits for a set period. Joint ventures operate outside
the state plan and receive a two-year tax holiday, investment
tax rebates and other tax concessions. About 200 such ven-
tures had been set up as of early 1989,

In Buigaria, the legal procedures for joint ventures with
foreign participation have been amended and the regulation
of domestic and foreign enterprises has been made more
similar. Majority ownership in a limited liability company
with foreign capital requires state approval and 50 per cent
of the employees have to be of Bulgarian nationality. State
approval is mandatory if more than 20 per cent of the stock
in a national company is to be acquired by a foreign firm. In
Hungary, reform of foreign trade is to involve the gradual
expansion of import possibilities, as well as an exchange
rate policy that more accurately reflects the national curren-
cy’s purchasing power

Developing countries: the growing dichotomy

The reports of the regional commissions have in recent
years emphasized the great diversity among the major re-
gions and the reports for 1988 suggest no change in earlier
trends (see figure 11.5). In Latin America, Africa and West
Asia, per capita output declined in 1988. On the other hand,
in South Asia and Fast Asia, most countries have grown
rapidly in the 1980s and they grew even fastet in 1988 than
in 1987,

The number of developing countries with growth rates
over 5 per cent increased in 1988 (see table I1.6). Neverthe-
less, several developing countries declined or showed no
growth. This is particularly worrisome since it occurred ata
time when output in the industrial countries and interna-
tional trade were buoyant.

For the first time in the 1980s, the rate of growth of the
gross domestic product of the developing countries (exclud-
ing China) exceeded 3 per cent, rising to about 3.3 per cent
in 1988 from 2.6 per cent in 1987. Despite the uncertainty
about the future, it appears that the average rate of growth of
output of the developing countries in the second half of the
decade will be an improvement on the first half, when total
output was almost stagnant while population continued to
increase. Nevertheless, for a large number of developing
countries, even the second half of the decade wili see a con-
tinued fail or stagnation in per capita output.

During the 1970s, per capita output in ali developing re-
gions grew faster than in the developed market economies,
and the pap was narrowing. In the 1980s, the situation has
been more complex An important group of Asian countries,
large and small, has been growing faster, in both overall
terms and per capita terms, than the developed market econ-
ormies . Other developing countries have been growing more
slowly.

One outcome of these trends is that the distribution of in-
come among developing countiies, weighted by population,
has become more even, as some of the large low-income
countries have been growing fast Another one, however, is
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that, for a large number of developing countries, the eco-
nomic gap between them and the developed countries is wid-
ening rapidly.

Some developing countries, mostly in Asia, have main-
tained a strong development momentum in the 1980s, even
in the early years when the international environment was
distinctly unfavourable, and they have berefited from the
stirmulus of the revival in world markets and world trade.
Qthers, mostly in Africa and Latin America, have been
caught in a slow-growth trap and their international linkages
have been negative rather than positive.

Nevertheless, for most developing countries, the interna-
tional economic environment since 1987 has been more fa-
vourable than in the earlier years of the 1980s. Fluctuations
in the prices of both fuel and non-fuel commodities contin-
wed in 1988, but there was not a continuation of the deterio-
ration in non-fuel commodity prices that has characterized
much of the 1980s (see table I1.7) On average, non-fuel
commodity prices increased in 1988 in both nominal and real
terms (see chap III). This benefited many oil-importing de-
veloping countries, particularly those producing metals and,
to a lesser extent, those producing agricultural raw materi-
als. On the other hand, average prices of tropical beverages,
a major export for several countries, did not increase as
much; cocoa prices declined.

In the case of oil, international prices at the beginning of
1988 were about $16 per barrel; at the end of the year, they
were in the same range and gradually eased higher in the
early months of 1989. In mid-1988, however, they had fallen
close to $10 per barrel (see chap. V), with the result that the
average price during 1988 was some 20 per cent lower than
in 1987 Despite the deterioration in their terms of trade (see
table A.5), economic growth in the energy-exporting coun-
tries as a group improved by almost two percentage points in
1988 (table I1.8). This contrasts with the effects of the pre-
vious, albeit larger, decline in oil prices in 1986 when there
was a reversal of economic growth in the energy-exporting
countries as a group.



Figure 115 Rates of growth of output of developiong countries
by region, 1981-1988
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efforts continued, but successes under such conditions have
often been matched, or even followed, by failures.

For many developing countries, the overriding concern in
1988 continted to be the impediment to development pre-
sented by external indebtedness (see chap. IV). Although
there were signs of potential progress, there were few tangi-
ble results in reducing the debt burden; in some countries, it

Latin America: a further set-back

Output in Latin America and the Caribbean grew by only

worsened in 1988. An inadequate and, in many cases, nega-
tive net transfer of external resources remained a constraint
on imports and investment in debtor countries. Adjustment

07 per cent in 1988. This compares with a population
growth rate of 2.2 per cent. Medium-term prospects offer
negligible respite (see below), which highlights the long-

Table I.6. Developing countries:* frequency distribution
of rates of growth of output, 1982-1988

(Number of countries)

Population
of countries
in 1588 column

Percentage
Number of
1982 1983 1984 1685 1986 1987 1988b (mitlions) total
Zero or below 44 13 27 25 19 18 13 328 2.4
0 1-2.5 per cent 18 17 Y 21 19 22 26 436 16 5
2.6-5 0 per cent it 20 21 25 33 3 29 623 24.7
5 1-7.5 per cent g 10 8 7 8 11 303 11.5
7.6 per cent and over 5 5 6 4 5 4 4 918 348
‘Total 83 83 83 83 83 83 83 2838 1000

Source, Department of International Economic and Social Affairs of the United Nations Secretariat. The data op population and population growth rates are those
published by the Department in World Demographic Estimates and Projections, 1950-2025 (United Nations publication, Szles No. E 86 X1t 3).

@ Buased on datz for 83 countries that account for 97 per cent of the population of developing countries. excluding China
b Based on preliminary data
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Table 1I.7. Indicators of the international
economic environment, 1980-1988 -

1980 1981 1982 1983 1984 1985 1986 1987 1988
(Annual percentage change)

World trade
Volume of world exports 08 01 «21 16 78 29 38 57 g3
World prices
Oil 658 15 ~-43 -103 4.3 -3.5 456 6.4 -204
Non-fuel primary

comumodities 134 -154 161 6.4 L2 ~10.7 53 -38 184
Manufactired exports 1t -6.0 2.1 ~-4.3 -32 -11 157 17 6.1
Effective exchange

rate of doliar® 01 127 i 58 79 4.1 <191 -118 -5.8
Interest rate®

(percentage) 140 16.7 136 5.9 13 86 68 13 8.1

{Billions of dollars)

Warld financial flows
Net transfer of resources
to developing countriesd 417 426 113 -0.7 -96 -255 -7 256 315
Capital flows
into the United States -28.0 -279 274 340 80.3 97.2 1232 1355 118.8

Source: Department of Internationel Economic and Social Affairs of the United Nations Secretariat, based on IMF,
International Financial Statistics, various issues; United Nations, Monthly Bulletin of Statistics, various issues;
UNCTAD, Commodity Price Bulletin, various issues; and United States Department of Commerce, Survey of

Current Business, various issues.

& Preliminary estimates.
b Based on the IMF Multilateral Exchange Rate Model.

¢ London inter-bank offered rate on six-month doliar deposits

d For details, see table IV 2.

term nature of the development crisis that has engulfed Latin
America throughout the present decade.

One characteristic of the region in the 1980s has been the
small number of economies in which high growth has been
sustained over a period of more than three years. Brazil
achieved an average rate of growth of more than 5 per cent
from 1984 to 1986 and Chile has expanded output by more
than 5 per cent in each of the past three years, but it is the
first country in the region to have done so this decade.” Co-
Jombia has been able to maintain a steadier, but lower, rate of
growth throughout the 1980s and is the only country in the
region that has not had negative growth in at least one year
during the decade. The consequence of this erratic and low
growth is that per capita income for the region as a whole
remains below the level of 1980,

The two largest economies account for a large part of the
poor economic performance of the region in 1988. There
was practically no growth in Brazil, and Mexico grew by
only 0.5 per cent, after a series of low or negative growth
rates. Stagnation and decline were not confined to the large
economies: national and international political difficulties
were at the heart of a severe decline in output in Panama and
of smaller decreases in Haiti and Nicaragua. Trinidad and
Tobago registered its sixth consecutive year of negative
growth. Peru suffered the consequences of the unsustainably

rapid growth it enjoyed in 1986 and 1987, and strikes caused
decreases of 25 and 20 per cent in the output of copper and
zinc respectively, the country’s two leading exports. Ecua-
dor, on the other hand, staged a partial recovery from the
set-back created by its oil pipeline disaster in 1987. Paraguay
and some of the Central American countries have shown
promise over the past two years.

The decline in oil prices led to lower export earnings and a
deterioration in the terms of trade of the region’s subgroup
of energy-exporting countries in 1988. On the other hand,
the situation of the energy-importing countries and major
exporters of metals improved. In addition, the rapid growth
of world trade and the need for debt-servicing made for
larger export volumes; Argentina and Brazil, for example,
increased their export volumes by about 20 and 10 per cent,
respectively. The result of these price and volume changes
was large increases in the export revenue of Argentina, Bra-
zil, Chile and some other countries. Most of these countries
achieved large trade surpluses in 1988, but these were ab-
sorbed by the service on their external debt. In the case of
Argentina, for example, export revenue increased by about
40 per cent in 1988, but imports were reduced.

These trade surpluses reflect the external debt-related net
transfer of resources which inhibits the resumption of eco-
nomic growth in the majority of Latin American economies.

32 However, gross domestic product in Chile fell by some 14 per cent in 1982-1983.
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Table [I.8 Developing countries: rates of growth of gross domestic
product by analytical country groupings, 1981-1990

{Annual percentage change)

1981 1982 1983 1984 1985 1986 1987 1988+ |9R9b [90pb
Market economies 1.1 02 08 22 20 29 26 13 35 45
Large markel economics 30 12 -08% je 44 3l 23 31 35 4.5
Bangladesh? 6.8 0.8 36 42 41 435 30 13
Brazil® 20 14 .27 48 82 80 29 a0
Indiar 59 25 54 49 45 48 2. 90
Indonesia¢ 19 22 43 472 19 g 36 40
Mexicod 83 a0 -52 35 27 35 14 0.5
Nigeriad -39 -19 64 -55 24 =50 20 30
Pakistanc 7.7 43 65 53 82 70 62 54 .
Other market economies -02 -04 19 13 062 28 29 34 35 45
Net energy-exporting
countries =22 -04 g -11 -13 -06 .02 i 6 2.5 15
Net energy-importing
couatries 15 -04 27 32 13 5.4 5¢C 46 4.5 54
China® 49 83 98 120 123 74 93 114 100 9.0
Memorandum items
Fifteen heavily indebted
countries 1 -09 23 21 25 31 24 1.2 15 35
Sub-Saharan African
countries’ 21 ~11 1.1 08 30 23 1.5 22 30 30

Source. Departmeat of International Economic and Social Affairs of the United Natjons Secretariat, based on

project LINK

2 Preliminary estimates

b Forecast, rounded to the nearest haif pzrcentage point
¢ Net energy-importing country

d Net energy-exporting country

€ Net material product.

{ Excluding Nigerin

For the first time in the decade, the stock of cutstanding debt
decreased marginally in a few countries, but the increase in
international interest rates more than offset the impact of
that on debt-service obligations (see chap. IV). The ratio of
debt service to exports for the region increased in 1988. This
ratio has averaged more than 40 per cent throughout the
1980s and, in the absence of new external finance, it has
constrained imports heavily. For the energy-importing
countries, the volume of imports declined in 1988, although
the opposite was the case for the energy-exporting group,
mostly because of the large increase in the case of Mexico.
From a longer-term perspective, the volume of imports of
the region as a whole continues to be less than in 1981,

Another characteristic of the region in the 1980s has been
the decline in the share of output allocated to gross invest-
ment. Following a modest recovery in the region’s invest-
ment ratio in 1987, it declined again in 1988 to below 17 per
cent, compared to some 22 per cent at the beginning of the
decade. The main reason for this is that a net transfer of
resources necessarily involves a curtailment of domestic ex-
penditure and investment is easier to reduce than consump-
tion {see chap. VIII). Investment is also adversely affected
by the reduced availability of imports, since the region relies
on imports for a large proportion of its capital goods.

A disturbing feature of the economic situation in Latin
America in 1988 was the deterioration in the internal macro-
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economic balance in many countries One manifestation of
this was the increase in consumer prices in the region which
was more than double that in 1987 (see table I1.9). In a num-
ber of countries, the rate of inflation approached the four-
digit level, in some cases despite stabilization policies and,
in others, perhaps as a result of them. Among the larger
economies, only Chile and Mexico succeeded in reducing
the rate of infiation

The fundamental reason for these inflationary surges was
that, as so often in the past, Governments in need of re-
sources and unable to raise them by fiscal means resorted to
increasing the money supply. Such an approach enables
Governments to meet obligations for which there is not the
necessary consensus, but the resulting inflation is a form of
taxation which reduces the real income of the population.
Numerous experiments have been made in Latin America in
recent years which have successfully halted inflation for a
short period, but only a few countries have set firm limits to
the money supply and adhered to them In 1988, many of the
surges in infiation occurred after the breakdown of a *“*social
pact” involving freezes on wages and prices.

Efforts to overcome the region’s debt problem through
structural adjustment have gone on for several years, but the
lack of tangible results has led to “adjustment fatigue’ in
many countries. The success of economic policy has become




Table I1.9,

Developing countries:” annual

rates of inflation, 1982-1988"

{Percentage)
1982 1983 1984 1985 1986 1987 1988B¢
All countries 399 65.5 93.6 126.7 5312 68.0 150 t
{Median} a1y arsy (118 (105 (87 ©5 (8 8)
Net energy exporters 226 337 3L.1 161 1 420 354 421
Net energy importers 523 883 138.6 1452 61.2 887 2190
Westesn hemisphere 788 136 3 1984  290.0 97.6 1446 3146
{(Median) (118 (167 204 (257 (195 (218) (245
West Asia 17.1 18.9 331 243 46.6 4.7 4.3
South and East Asia LRY 89 1060 58 53 6.5 8.0
Africa 117 232 234 11 i2 5 42 361
Frequency distribution
5 per cent or fower 6 14 18 21 26 24 21
5.01-10 per cent 23 20 4 13 13 15 18
10 01-20 per ceat 25 2t i6 16 11 12 16
20 61-50 per cent 13 1k i4 i4 12 14 12
50 01-100 per cent 4 2 7 4 9 4 5
Over 100 per cent 3 6 7 6 3 5 7

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

based on IMF, International Financial Statistics
& Based ona sample of 74 countries (73 in 1988)
b Annual rate of change in consumer prices

C Preliminary estimates

more dependent on the domestic political climate. Govern-
ments in the region have less economic and political room
for manouevre and success is becoming increasingly elu-
sive

The burden of the net transfer has required most countries
to be more outward-looking However, less success has
been achieved in reducing fiscal deficits and state participa-
tion in the economy In some countries, the fiscal deficit
increased as a proportion of gross national product in 1988,
Part of the reason for this has been the increased cost of
servicing the country’s internal and external debt. The in-
crease in domestic interest rates, introduced as a stabiliza-
tion-cum-adjustment measure in many countries, has raised
the cost of servicing public sector domestic debt, exacerbat-
ing existing budget deficits. These have often been financed
by issuing new debt, compounding the problem. In addition,
much of the region’s external debt is public or publicly guar-
anteed. As a result, increases in internatiopal interest rates
since mid-1987 have contributed to the growth of fiscal defi-
cits in the region.

Africa: emerging opportunities amid persistent
constraints

In Africa, the rate of growth of output of 2.4 per cent in
1988 was the highest achieved in the 1980s (see table 11.1).

Nevertheless, as output grew by half a percentage point less
than population, per capita output declined again.

Growth in the region as a whole was bolstered both di-
rectly and indirectly by the improvement in Nigeria, which
reversed its declines of the previous two years and grew by
about 3 per cent, despite the decline in oil prices. Egypt,
which receives much external assistance, slowed in 1988,
but nevertheless increased output by over 4 per cent. A num-
ber of other economies in the region grew at rates that were
high by comparison with recent history: Ghana, Morocco
and Zimbabwe grew by 5 per cent or more. On the other
hand, a number of countries, such as Cameroon, Iiberia and
the Sudan, had negative rates of growth *

Africa’s economies remain highly vulnerable to circum-
stances that are largely beyond their control. Few of them
have the size, resilience or momentum to absorb a set-back
to a key sector. As a result, differences in annual growth
rates usually reflect short—term factors. In 1988 for‘ exan-
ment in the agricultural sector of several countries. Other
countries, such as Mauritania and Senegal, were adversely
affected by locusts.

Regional wars and unrest seriously disrupt the region and
famine remains a scourge on the continent. More than

33 For a more detailed analysis of the differentiated performance of African economies, see Economic Commission for Africa, Ecanottic Report

an Africa 1989
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200,000 people died of starvation in the Sudan in 1988, pri-
marily because of hostilities rather than an absolute shortage
of food. Civil strife also had a negative effect on the agricul-
tural sector in Angoia, Mozambique and Uganda.

The poor performance of the agricultural sector has been
the principal develepment problem for many African econo-
mies. Climatic and environmental factors make agricultural
development in some African countries difficult, but the
sector has great potential, which remains unrealized in large
part because of inadequacies in policy formulation and re-
source allocation. The dependence of most Aftican coun-
tries on developments in their export markets remains undi-
minished. In contrast to every other region except West
Asia, Africa’s export earnings declined in 1988 and provide
one reason for the region’s continued low overall rate of
growth, Oil accounts for about 70 per cent of the region's
export revenue and the decline in oil prices in 1988 reduced
expott earnings.

The benefits to African countries of the increase in non-
fuel commodity prices in 1988 were limited Tropical bever-
ages, on which Aftica is heavily dependent, did not increase
as much as other commodity prices; coffee strengthened,
but cocoa declined to its fowest level in many years. The
major metal-producers in the region were unable to increase
supply in response to the rapid escalation in international
prices, largely because of the deterioration in plant and
equipment during years of declining prices and profits. Out-
put of copper in Zambia has declined steadily from a
monthly average of 58,000 tons in 1982 t0 36,000 tons in the
first half of 1988. In Zaire, the decline has been from 42,000
tons monthly during the period 1982-1986 to 28,000 tons in
the first six months of 1988, although the world price of
copper increased from its low of $0.62 per pound in 1986 to
about $1.18 in 1988,

The dominance of primary-producing sectors is a major
weakness of most African economies. The manufacturing
sector is small, overly dependent on imported taw materials
and intermediate inputs and its market is almost entirely do-
mestic. Moreover, falling export earnings and rising debt
service have reduced imports of industrial inputs, resulting
in chronic underutilization of productive capacity.* Indus-
trial output in the region is estimated to have increased by
only 3 per cent in 1988, despite the stimulus provided by the
agricultural sector in many countries and the heavy domestic
demand for manufactured goods.

For sub-Saharan Africa, debt-service as a proportion of
exports of goods and services essentially remained at its
1987 level in 1988, but for Africa as a whole there was a
noticeable increase. As in Latin America, Africa’s debt-
service obligations and stagnant export earnings restrict the
imports that are necessary for the revival of investment and
the utilization of existing agricultural and manufacturing ca-
pacities.

Although the majority of African countries face debt prob-
lems, the situation varies among countries. Nigeria's eco-
nomtic prospects, for example, have improved as a result of
the agreement reached in the third quarter of 1988 regarding
the rescheduling of its debt. Ghana has benefited from the
increased flow of external resources that has been forthcom-
ing over the past few years (see chap. VIII).

Severe external resource constraints are a major reason
for the broad process of economic adjustment and reform
now sweeping Africa. As of the end of 1988, some 30 Afri-
can countries were undertaking adjustment programmes
supported by the World Bank and IMF There are also a
number of national programmes unsupported by external
assistance.

In agriculture, many of the measures adopted involve in-
creased price incentives and reduced subsidies on food and
agricultural inputs. Some countries have given a greater role
to the private sector and to co-operatives in the distribation
of inputs and the marketing of agricultural output. Alloca-
tions to agriculture in development programmes have been
increased in a number of countries.

There is scattered evidence that such measures are pro-
ducing results, although the good weather of 1988 makes it
difficult to distinguish the effects of reforms on output in
that year. Over a somewhat longer period, there has been a
doubling of output of ground-nuts in the Gambia following a
large increase in producer prices. Farmers in Nigeria have
increased their production of cocoa after a fivefold increase
in the price they receive. In Guinea, since the removal of
price controls in 1986 and a large increase in the prices of
imported rice, the area under rice cultivation has increased
substantially In Ghana, increasing the share of the world
price received by the producer (from 30 per cent in 1982 to
J0 per cent at present) has led, after years of decline, to an
increase in the production of cocoa from 158,000 tons in
1983-1984 to an estimated 305,000 tons in 1988-1989. Better
producer prices have also produced a positive supply re-
sponse from cocoa producers in Ethiopia, Malawi, Togo and
Uganda. However, these increased outputs have contributed
to the decline in world prices for cocoa, reducing the foreign
exchange benefits to the producing countries.

Adjustments of exchange rates have been important in im-
proving the functioning of the price mechanism in the re-
gion. Many African countries entered the 1980s with over-
valued currencies and came to realize that their balance-of-
payments problems were magnified by distortions in the
prices of tradable and non-tradable goods and in the profit-
ability of productive versus rent-seeking activities. As a
result, there have been sizeable nominal devaluations in re-
cent years, resulting in real foreign exchange depreciation
for the continent as a whole.

The weakness in international markets for African exports
and the fow price elasticity of demand for its essential im-

34 A number of countries have reported capacity wtilization rates of well below 50 per cent in recent years (see UNIDO, Indusiery and Develop-
ment: Global Report 1988/89 (United Nations publication, Sales No 88 11 & p )
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ports have terpered the response to these devaluations. The
deterioration in the region's terms of trade, particularly tak-
ing the oil price into account, has had a negative impact on
the purchasing power of exports. As a consequence and as in
Latin America, the volome of the region’s imports is now
fess than at the beginning of the decade.

In addition, efforts to align domestic and world prices and
to expose African economies to worid markets may not have
the beneficial results intended if world prices and markets
are themselves distorted. }t is universally recognized that
this is 50 in the case of agriculture, which is the single most
important sector for African recovery and development and
one in which the trade-off between subsistence (food} and
cash {export} crops is crucial. There is a danger that expo-
sure to artificially low world food prices may encourage Af-
rican farmers to place excessive emphasis on cash crops,
aggravating the excess supply in those markets and imped-
ing Africa’s attainment of food security.

While the distortions in Africa’s relative prices may have
been reduced, factors such as these go some way to explain-
ing why devaluation has so far proved insufficient to deal
with the external and domestic forces that are contributing to
the continued vulnerability of many African economies.
Most notably, devaluation has failed 1o remove the external
constraint faced by most African countries.

A general evaluation of African reform measures is diffi-
cult. In many cases, programmes of reform have not been
pursued long enough to form a judgement; in other cases,
changed circumstances or a lack of resources have already
led to their abandonment. Most importantly, however, the
susceptibility of economic development in Africa to exoge-
nous factors--notably, the dependence of agriculture on
weather conditions and the vulnerability of export earnings
to the vagaries of international commodity markets—makes
it difficult to distinguish the causes of improved economic
performance. As discussed in chapter VIII, Ghana, for ex-
ample, has been pursuing a vigorous programme of eco-
nomic reform for several years, but nevertheless suffered a
serious decline in the production of cocoa—its major ex-
port—in }987-1988 . Despite improvements in the pricing
and marketing of cocoa, weather-~in the form of a
drought—took the upper hand

A second complicating factor is that flows of external con-
cessional resources {and the limited non-concessional flows)
are increasingly being directed towards countries undertak-
ing reform. The study of Ghana shows that the net transfer
of external resources averaged over 4 per cent of GDP over
the period 1983-1988. The reforms alone would have been
insufficient to sustain the improved growth that Ghana has
achieved over this peried (see chap. VI, but it is unclear
how much of the growth is attributable directly to the re-
forms, how much to the resource inflows that they attracted
and how much to other factors.

Finally, the reforms aim at structural change and can only
be evaluated over the longer term: when such changes have
taken effect. In the meantime, the key question is whether
African countries will be able to persevere in the reforms
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because tangible benefits are still small and may take some
time to become meaningful.

West Asia: the resuscitation of economic growth

Discussions of econemic growth in West Asia are usually
dominated by developments in the international oil market,
but in 1988 even oil's gyrations were outweighed in terms of
long-term economic consequences by the cessation of hostil-
ities between the Islamic Republic of Iran and Iraq. The pro-
longed war had wreaked untold human and economic dam-
age; reconstruction should reverse the economic decline of
these two countries and provide a stimulus to the region. In
the Islamic Republic of Iran, for example, output decreased
in each of the years 1984 to 1987, but stabilized in 1988 and
is expected to increase in 1989 On the other hand, a deterio-
rating political situation in Lebanon is bringing further dev-
astation to that economy and neighbouring countries con-
tinue to suffer the economic consequences of their own po-
litical deadlock.

In 1988, the energy-cxporting countries in the region
achieved a positive rate of growth of output for the first time
in five years. Their preceding slump was initially the result
of the negative effects of the decline in oil prices on other
components of output, notably construction, and subse-
quenily a reflection of these countries’ efforts to reduee oil
production in order to bolster its price. The recovery of total
output in 1988 was partially a result of increases in oil pro-
duction in the early part of the year (wiich, in turn, gave rise
to the decline in price}. Other sectors also contributed to
these countries’ recovery, reflecting the increased diversifi-
cation of the region. In some cases, returns on foreign in-
vestment have aiso reduced the energy-exporting countries’
dependence on their primary export; Kuwait, for example,
now receives more income from its overseas investments
than from its oil revenues

Not all the energy-exporting countries have a strong ex-
ternal position Some of them continue to face balance-of-
payments constraints because of their heavy dependence on
imports for almost all categories of goods and many serv-
ices. As with some of the countries exporting other primary
commodities, these poor balance-of-payments situations
may nol be improved by increasing the volume of exports if
such an expansion depresses world prices. Similarly, diver-
sification is difficult because balance-of-payments con-
straints iimit the availability of the capital goods that are
required for investment to create new industries and activ-
ities. These factors explain why Saudi Arabia, despite being
& major oil-praducer, now faces balance-of-payments diffi-
culties that are restricting its growth

The balance-of-payments constraints faced by some of the
other countries in the region, notably Iraq and Jordan, are
debt-related . In the former case, the lack of capital, both
domestic and foreign, is one reason why the rebuilding of
the country has been slow to start.

Some of the countries of the region have been undertaking
vartous forms of economic adjustment and reform in recent
years. In the energy-exporting countries, this was prompted
by the collapse in oil prices in the mid-1980s and primarily



took the form of a curtailment of public sector investment.
In some cases, the policy changes have been more wide-
ranging and have included a more liberal policy towards for-
eign investment (for example, in the United Arab Emirates)
and privatization (in Iraq) In 1988, the Syrian Arab Repub-
lic faunched a comprehensive programme of economic re-
form,

['he recen. increase in regional political stability not only
contributed to the improved growth in the region in 1988,
but also was supplemented by other developments that
should produce greater results in future. The agreement
reached in the Organization of Petroleum Exporting Coun-
tries (OPEC) in November 1988 regarding output quotas
(see chap. V) should give more stability to economic growth
in the region. The changed political environment and the
activities of the Guif Co-operation Council and the Arab Ec-
onomic Co-operation Councii provide further opportunities
to expand regional co-operation and thereby sustain eco-
nomic growth

South and East Asia: continued vigorous growth

Most developing economies of South and East Asia
continued to grow rapidly in 1988, in some cases faster than
before. Excluding China, GDP for the region as a whole
increased by almost 8 per cent, compared with 5.5 per cent
in 1987 and an average of 5.0 per cent during the period
1981-1987. The acceleration of growth was due partly to
recovery by India from a poor, drought-affected
performance in 1987 In addition, more countries enjoyed
high growth than in previous years: 10 of the 14 major
economies in the region grew at a rate of 5 per cent or higher
in 1988 (compared to seven in 1987), with the most rapidly
growing countries slowing somewhat and the others
accelerating. The exceptions to the general improvements
included Bangladesh, which achieved little increage in
output, in large measure because of especially severe
flooding.

The dominance of the large countries and the rapid growth
of some other economies of the region often causes the
smaller least developed, island and land-locked Asian
countries to be overlooked in a general assessment. These
economies are more akin to their peers in other regions,
particularly Africa, than their neighbours within the region.
They have exhibited erratic growth during the 1980s. They
are less diversified, heavily reliant on agriculture and
susceptible to external developments, both natural disasters
and economic forces In 1988, floods, droughts, cyclones
and tidal waves afflicted some of these countries to an
unusual degree; they saw little or no improvement in their
terms of trade and, as their external concessional assistance
also tended to stagnate or decline, their ability to acquire
essential imports, including food in some cases,
deteriorated.

One factor contributing to the high rate of growth in
several Asian countries was the increase in agricultural
production in 1988, largely as a result of better weather.
This was particularly true of India, where agricultural
output increased by 10 per cent after a 6 per cent
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drought-induced decline in the preceding year
Neighbouring Bangladesh, however, suffered the
consequences of unusually severe flooding. Elsewhere in

the region, substantial increases in agricultural production

were recorded in Indonesia, Nepal, the Philippines, Sri
Lanka and Thailand and came on top of a long-term rising
trend. The improvement in the prices of the region’s
agricultural commodity exports in 1987 and 1988, again in
broad contrast with Africa, contributed to the expansion in
output.

The increase in industrial production was more
pronounced than in agriculture. Rates of growth of industry
in India, Malaysia, the Republic of Korea, Singapore and
Thailand varied from 9 to 17 per cent. Although the
agricultural sector provided some stimulus in 1988, there
are signs that industrial expansion in the region may have
become less dependent on agricultural growth, even in
countries where the latter sector remains large. In India, for
example, industrial output continued to increase rapidly
despite the fall in agricultural production in 1987. More
generally, and in contrast with the situation in Africa, the
inicreased dynamism of their industrial sectors has reduced
the susceptibility of the South and East Asian countries to
fluctuations in agricultural output, even though they too
continue to be subject to the vagaries of the climate.

A sharp increase in exports, achieved in part through
diversification in their direction and composition,
contributed to the growth of output in many of the South and
East Asian economies in 1988. Manufactured exports
increased by over 20 per cent in value izrms in 1988 and now
account for about 70 per cent of the region’s total exports.
The region has benefited from the fact that neighbouring
Japan has not only been the most rapidly growing of the
developed market economies, but has become increasingly
import-oriented. This has produced some redirection of
Asia’s trade from Europe and North America towards
Japan However, trade among the developing countries of
the region is also expanding rapidly: spurred by increasing
domestic demand within the economies of the region,
imports have increased almost as fast as exports.

The high rate of investment in many countries of the
region gathered strength in 1988, It was accompanied by a
substantial fiow of foreign investment, especially in some of
the East Asian economies. A large part of this foreign
investment originated in Japan, as companies from that
country established facilities abroad in order to remain
competitive in export markets in the face of the appreciation
of the yen. However, some of the more advanced countries
in South-East Asia are also responding to similar incentives
and are becoming important sources of foreign investment
in other countries of the region.

Most of the countries of South and East Asia have a
moderate burden of external debt; the Republic of Korea has
even been able to repay some of its debt. This low debt
burden is both a result of these countries’ earlier
development strategies and a factor behind their growth in
the 1980s. The rapid growth of exports enabled these
countries to avoid excessive debt-service ratios, allowing




imports to increase and to support the growth of output.
However, the debt-service ratio has been high in a few
countries in the region where export growth has been less
vigorous, particularly Burma (about 60 per cent) and the
Philippines (over 20 per cent); in other countries, such as
Bangladesh, India and Pakistan, it is about 18 per cent and
becoming potentially critical, as reflected in the pressure on
the balance of payments of India and Pakistan in 1988.

The centrally planned economies in Asia are undertaking
economic reforms comparable to those in Eastern Europe.
The reshaping of the economic mechanism in Viet Nam is
based on a market-oriented development model, giving
greater autonomy to production units and liberalizing the
foreign trade sector. A detailed package of reform measures
for 1988-1990 was adopted at the end of 1987 and included
measures to liberalize the distribution of goods, to encour-
age the development of small-scale private enterprises and
to dismantle the system of state subsidies Reform of agri-
culture and related sectors is being emphasized. A strong
commitment has also been made to promote the direct access
of producers to foreign markets and to encourage foreign
ventures in Viet Nam.

Notwithstanding these measures, economic circum-
stances, including acute food shortages during the first half

of the year, were not conducive to the implementation of

reform in 1988 The country's fiscal and current account
deficits greatly complicate market-oriented liberalization,
while high inflation inhibits price reform. While some
measures aimed at removing the State from direct economic
management were implemented in 1988, more far-reaching
institutional changes had to be delayed. Nevertheless fiber-
alization produced some tangible results, especially in the
production of consumer goods There was also an increase
in the volume of resources flowing into agriculture which,
together with stronger incentives for farmers, resulted in an
improvement in food supplies in the second half of the year

In the Democtatic People’s Republic of Korea, attention
has focused on streamiining the administrative structures for
economic management and planning and fine-tuning the sys-
tem of incentives in order to raise output

In Mongolia, the main direction of the economic reform
adopted in 1987 also involved increasing the autonomy and
self-financing of enterprises.” The reform strategy entails
some decentralization in economic decision-making and en-
visages greater flexibility in price-setting procedures
Though the pace of reform is still seen as rather slow, the
Government is cutting subsidies to inefficient enterprises,
promoting coilective contracts and the leasing of land in ag-
riculture and strengthening incentives for the development
of co-operative and individual labour activiiy.™

Performance and policy in China

China’s macro-econoniic policy objective for 1988 was to
moderate growth in order to mitigate material shortages and
inflation while continuing to use price reforms to reduce dis-
tortions in demand and relative prices.” Following growth
of 9.4 per cent in GNP and 16.5 per cent in industrial output
in 1987, the targets for 1988 were 7.5 per cent and 8 per cent
respectively Notwithstanding these objectives, the effects
of the macro-economic measures adopted in 1988 continued
to be stimulative and output increased by over 11 per cent
(see table I1.10). Total fixed investment increased by almost
19 per cent. However, there was drought in several regions
of the country and grain output declined by 2.2 per cent.
Output of cotton and oil crops also declined, while sugar
production fell behind target.

In conformity with the Government’s priorities, light in-
dustry grew at a faster rate than heavy industry, with rural
industrial enterprises growing fastest of all. The growth in
the output of final goods far exceeded that in the subsectors
of energy, transportation and other intermediate goods and
materials, exacerbating shortages in these areas. The
chronic energy shortage intensified during the year, disrupt-
ing industrial production.

Table I1.10.  China: selected economic indicators,

1986-1989
1986 1987 19860 19850
(Annual pereentage change}
GNP 78 94 112 15
Net material product 74 93 114
Industrial output 92 e 177 80
Agricultural ouiput 40 47 3z 40
Gross fixed investment 45 165 183 -220
Value of retail sales 156 176 278
Retail price index 606 73 185 13 5-15 5
(Billions of dollars at year-end)
Foreign exchange reserves 105 152 175
Foreign debt outstanding 212 394 350
(Yuan per dotiar}

Official exchange rate

{annual average) 294 345 3172

Source: State Statistical Bureau; Economic Daily, 1 March 1989, p 2;
IME, International Financial Staristics; and estimates by the
Department of International Economic and Social Affairs of the
Uinited Nations Secretariat

& Preliminary
b Planped
€ Estimate

35 Novosti Mongelii, No. 61 (28 July 1987), p 2 For a more detailed analysis, see “'Sovershenstvovanic upravleniya v MNR™, in Novoe vup-
ravienii ekonomikaj Po materialam s ‘exdov kommunisticheskikh i rabochikh partij, R Belousov and O. Nekrasova, eds {Moscow,

Ekonomika, 1988). pp 176-198

36 5 plenum tsentral’nogo komiteta MNRP™ (Ulan-Bator, Gosizdutel'stvo MNR, 1988), pp. 103-118
37 Renmin Ribac (Beijing), 17 April 1988, p 3 and China Duily (Beijing-New York), 28 Aprit 1988, p 3
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BoxII.3. China: balancing reform and rapid growth

China’s efforts at slowing economic growth and inflation
through more centralized means are to involve much slower
economic reform and some recentralization.” However, the
long-term goal of economic reform is being retained, as is
the continuation of an open foreign economic policy.

Initially, the centre-piece of economic reform in 1988 was
to be the decontrol of prices. However, accelerating infla-
tion has caused policy makers to adopt several measures
aimed at directly controlling prices and reducing the growth

, in aggregate demand and in money supply. Price reform has
now been postponed indefinitely and a target national infla-
tion rate of 15 per cent or lower has been set for 1989, Moni-
toring of prices has been strengthened to ensure adherence to
state-controlled prices and price ceilings for decontrolled
goods. Fixed investment, primarily outside the central
budget, is to be selectively reduced by about 20 per cent
from its level in 1988, with continued emphasis being put on
agriculture, infrastructure, intermediate goods, light indus-
tries producing goods in short supply and export-oriented
industries.

Emphasis has thus shifted from price reform towards con-
tinued enterprise and employment reform, reform of the
monetary system, and reform of the foreign trade system.
Enterprise reform was launched on a full scale early in 1988
when the Industrial Enterprise Bill was passed; this was fol-
lowed by the Enterprise Bankruptcy (Trial) Law in Novem-
ber. The objective was to raise the efficiency of enterprises,
particularly those in the state sector, by increasing their au-
tonomy and improving incentives for performance, while
also enforcing financial accountability, To date, the results

have been disappointing and there are discussions and ex-
perimentation with privatization through shareholding.

The urgency of slowing down economic growth and infla-
tion has also resulted in varying degrees of recentralization
in other areas. For example, the contract system was sup-
posed to give autonomy to factory managers and provide
them with incentives to improve efficiency. Under this sys-
tem, the State retains ownership, but managers and the State
agree on the profits to be remitted to the State in return for
the authority of managers to operate the enterprise and to
retain the rest of the profits. Rapid inflation has undermined
the fulfilment of these contracts, but the main problem is the
failure to stop government and party intervention in the op-
eration of enterprises. Moreover, under this system, the
Government has no recourse when the enterprise fails to
fulfit the contract or becomes insolvent.’

Under the new Enterprise Bankruptey Law, bankruptey
status makes enterprises eligible for tax reduction and ex-
emption, low-interest loans and reprieve from debt repay-
ment, However, in this area also, the inability to discontinue
government and party intervention in decision-making
makes it difficult to pinpoint responsibility for bankruptcy.
The problem of accountability remains unresolved,

The continued search for measures to improve the effi-
ciency of enterprises resulted in an alternative reform of
ownership being implemented on an experimental basis in
1988. The basis of this reform is the conversion from state to
private ownership through shares sold to workers, the public
and local governments.® This is expected to reduce govern-

& China Daily (Beijing-New York), 21 March 1989, p. 1 and The New York Times, 21 March 1989, pp Aland A4
b Eeonomic Reporter (Hong Kong), 1 January 1989, pp. 7879 and The Asian Wall Street Journal Weekly, 13 February 1989, p. 18
€ FBIS, Daily Report - China, 13 February 1989, p 47 and The Asian Wall Streer Journal Weekly, 13 February 1989, p. 18

The major adjustment and decontrol announced in May
1988 focused on prices of non-staple foods in urban areas,
namely, pork, eggs, vegetables and sugar, with experimenta-
tion in the decontrol of cigarette and liquor prices and of
grain prices in selected areas.” Nevertheless, excess de-
mand for foodstuffs, as well as for some consumer goods
and most intermediate materials and goods, persisted and
manifested itself in shortages where prices were controlled
and in price increases where prices were decentralized.
Consumption increased in anticipation of further price in-
creases and resulted in the drawing down of savings in urban
areas in response to price decontrols. At the same time,
higher prices and shortages of inputs resulted in further un-
derutilization of the manufacturing capacity that had been
created by several years of high capital investment. ®

38 China Daily (Beijing-New York), 7 May 1988, p L
39 China Daily (Beijing-New York), 23 July 1988, p 2
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By the end of the year, the economy was exhibiting rapid
price and wage increases and a high rate of industrial
growth, accompanied by lagging production of infrastruc-
ture and intermediate goods, a decline in grain output and a
mounting trade deficit. Nominal wages kept ahead of the
price increases, mainly as a result of higher subsidies fi-
nanced by a larger central budget deficit, Increases in some
non-staple food prices owing to price decontrol also raised
rural incomes, Extrabudgetary fixed investment, financed
by increased bank credit, continued to grow rapidly.

The difficulty of simultaneously achieving decentraliza-
tion of the economic system, rapid growth and stable prices
became increasingly evident in 1988 and resulted in some
moderation of the original cbjectives in each of these dimen-
sions of policy (see box I.3). Central fiscal and monetary
policies have so far failed to reduce the rate of investment.
The State controls only about 20 per cent of capital construc-



ment intervention and to create accountability to sharehold-
ers. However, the creation of a market for such shares re-
mains a problem, given the rudimentary capital market and
the lack of a sizeable pool of private investors,

The problem of the estimated 15 million to 20 million re-
dundant workers in state enterprises also remains unre-
solved.’ The implementation of contract employment of up
to five years was intended to replace the lifetime employ-
ment system in state enterprises, but only about 8 per cent of
those concerned are under the new system. Furthermore,
social and political pressure at the enterprise level often pre-
vents a reduction of the work-force. As a result, other exper-
imentation in streamlining the work-force has begun. Sur-
plus workers are removed from their jobs and redeployed
within the enterprise {(with or without retraining) or placed
in other enterprises with assistance from the local govern-
ment. Those who are not placed are entitled to unemploy-
ment insurance paid from a locally established fund based on
contributions from the local government and enterprises.

The plan for 1989 is to select several cities as test cases for
extending this reform,® but the political and social pressures
that may be generated by increased unemployment represent
a potential obstacle. The problem of unemployment is likely
to be aggravated by the current objective of slowing down
the economy. The development of a comprehensive and via-
ble unemployment insurance system has been inhibited by
problems in obtaining adequate contributions, even where
the systems are based on payments by local enterprises. This
has put pressure on local governments and the State to rede-

d China Daily (Beijing-New York}, 25 October 1988, p 1

& Beijing Review (Beijing), 19-25 Decemnber 1988, pp 23-25

f China Daily (Beijing-New York), 10 March 1989, p 1.

B FBIS, Daily Report - China. 9 December 1988, p. 36

N The Wail Street Journal (New York), 7 December 1988, p. AlL

ploy workers in other enterprises or to become directly in-
volved in setting up insurance plans

The priority placed on stabilizing the economy has also
resulted in a slow-down in reform of the external sector,
although official support for continued opening up of the
economy has been reiterated. Certain aspects of the foreign
trade system are becoming more decentralized, but others
have not changed or have become more centralized. Local
foreign trade corporations (FTCs) and selected local enter-
prises have replaced the central FTCs in directly carrying
out foreign trade. These new units have greater autonomy in
trading functions and in the retention and usage of foreign
exchange. The management of foreign exchange has also
become more localized. However, the rapid growth of the
economy caused strict controls on imports of consumer
goods to be retained in 1988 and export controls were ex-
tended, particularly to raw materials and metals in short sup-
ply. The number of local FTCs is being limited, as is the
authority of local governments to approve the formation of
FTCs*

The opening of the economy to foreign investment has
also siowed as moderating domestic growth and stabilizing
prices have taken priority. The “special economic zones™
are not going to be expanded in 1989.¢ Some joint venture
contracts will be postponed as credit restrictions have af-
fected the ability of Chinese partners to put up their share of
the capital. While there have been official reassurances re-
garding the availability of capital for joint ventures, it ap-
pears that only projects approved by the Government will be
given priority, with others being postponed for at least two
years.”

tion through its budget, while negative to slightly positive
real interest rates create incentives for investment Greater
use is being made of credit created by the banking system to
finance investment and other operating expenditures of pro-
duction units and so the major insttument being used to slow
investment is the reduction in the growth of bank credit.
This has produced results, but has also led to some disrup-
tion of industrial production, a lack of funds to pay for state
procurement of agricultural commodities and a decline in
funds for wage and bonus payments. As a result, there has
been resistance to continued financial austerity

With the devolution of economic decision-making, the
central government budget, which previously was used to
control investment and consumption directly, is becoming a
progressively smaller proportion of aggregate demand. The
retained profits of enterprises and farmers, local govern-
ment revenues and the earnings of workers have become
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more important sources of demand. Chinese economists
themselves are sceptical about the effectiveness of the wage
freeze and the possibility of reducing the growth of the
money supply ™ The problem with the former is that cen-
trally controlled wages now constitute a smaller proportion
of total non-agricultural wage income, particularly with the
increasing tendency to hold second jobs. Controlling the
growth of the money supply is also difficult because of the
liquidity outside the banking system and the fact that the
Central Bank lacks autonomy and can be subject to political
pressure to loosen the money supply.

The overall result is that the institutions and price and in-
centive systems crucial to the macro-economtic management
of a decentralized economy are still lacking. The lack of

40 South China Morning Post (Hong Kong). 15 February 1989,
pp Fand 10




complete antonomy and inadequate financial accountability
of enterprises and of the banking systern lead to persistently
high demand for investment and for credit to finance it, re-
gardless of efficiency. Similarly, enterprises are prone o in-
crease workers’ wages and benefits beyond productivity

growth The objectives of these different micro-economic
units are likely to be at variance with the State’s poals of
moderating economic growth and stabilizing prices as long
as the indirect policy instruments to bring about the neces-
sary reconciliation remain ineffective.

The global foed situation

Food production not only plays a key role in determining
human well-being, but is an important component of eco-
nomic activity. In 1988, the increase in food production in
Africa was an important major reason for the acceleration in
the region’s growth. Even in the large diversified economy
of the United States, food production is significant: the set-
back to cereal production in 1988 reduced economic growth
and contributed to inflation. Economies relying on the im-
portation of food are more prone to effects resulting from
changes in food availability and prices on world markets,
Because of the global shortfall in production in 1988, the
volume of food aid will likely be reduced in 1989 and com-
mercial prices will increase, imposing an estimated addi-
tional burden of $2.5 billion to $5 billion on the foreign ex-
change resources of the developing countries.,

Current developments are of special concern since, for the
first time in more than 40 years, world food production fell
significantly for the second consecutive year in 1988, Also
for the second consecutive year, global consumption of cere-
als outstripped production and global stocks of cereals fell
by more than a quarter {from about 400 million tons to under
300 million tons). The fall was not only the largest ever
recorded, but reduced the world stock of cereals to below the
17-18 per cent of consumption that FAO considers necessary
for global food security Stocks are now at the lowest level in
relation to consumption since the world food crisis of 1974-
1975. Although production will recover from this set-back,
it is likely to be some time before stocks return to desirable
levels.

The deterioration in the world food situation in 1988 was
almost exclusively related to adverse weather conditions, al-
though hostilities disrupted production in a few countries,
However, there are also long-term trends that give cause for
concern. These concerns had dissipated in the earlier 1980s
{pasticularly compared to the 1960s), partly because food
production in the most populous regions of the world had
been increasing more rapidly than population. This was the
result of a variety of factors, including the ’green revolution’
and improved policies towards agriculture, among others.
In India, wheat production more than tripled in the 20 years
ending in 1985, In China, economic reforms contributed in
large measure to an increase of almost 50 per cent in grain
production between 1976 and 1984. More generally, pro-
duction of cereals in the developing countries as a group is
estimated to have increased at an annual rate of 3 8 per cent
aver the period 1970-1985.

This favourable long-tere trend not only suffered short-
term set-backs in 1987 and 1988 but is also showing signs of
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slowing India and China suffered droughts in 1987 and
1988 respectively, but in both cases the growth of food pro-
duction had already stalled. India’s food production in-
creased by almost 20 per cent in the 1983/84 season, but
there was no growth during the next four years. QOutput in
1987/88 was only 137 million tons, because of the drought,
but is believed to have recovered strongly in 1988/89 to an
estimated 170 million tons. China's output of staple food
crops also peaked in 1984 (at over 407 million tons). In
1988, output was 394 million tons, having been reduced by
the drought.

In both countries, notwithstanding the recovery in India in
1988, the long-term rate of growth of food output seems to
have slowed. Overall, the annual rate of growth of cereals
production in the developing countries s expected to aver-
age only 2.6 per cent to the year 2000 The main reasons for
the decline are an increasing shortage of agricultural land in
some couniries, ecological deterioration (such as erosion
and the over-pumping of ground water for irrigation) and
diminishing returns to the “green revolution’

These unfavourable developments call for national and in-
ternational policy attention. There remains great scope for
technological progress in agriculture (most particularly in
the area of biotechnology) and for the wider application of
existing technologies. However, reaping the benefit of these
technical possibilities requires an appropriate economic en-
vironment at both the national and international levels, most
particularly in ensuring that prices give appropriate signals
to the millions of food producers around the world.

Notwithstanding such more favourable developments,
there will continue to be food-deficit countries, among
which the low-income countries are likely to face serious
difficulties. The net food import requirements of all food-
deficit developing countries are forecast to increase by some
70 per cent by the end of the century to about 95 million
tons, Within this group, the situation is likely to be most
problematic in sub-Saharan Africa, but other countries may
also face diffficulties.

Africa has not increased food output commensurately
with population over the past two decades. This is now a
major constraint on the region’s overall development, par-
ticularly since its rate of growth of population has increased
during this period (in contrast with Asia’s decline). Climatic
factors have also produced short-term variations in Africa’s
agricultural output, although data suggest that these short-
term fluctuations have been less than in some other regions
during the 1970s and 1980s. In addition to climatic and envi-

ronmentai factors, the technologies developed during the




19605 and 1970s were not always appropriate for African
crops and this contributed to the lower long-term rate of
gmwth of food production in the continent. However, inade-
quacies in policy formulation and resource allocation were
also important in some cases.

As illustrated in the first half of the 1980s, this slow
growth of food productlon places Africa in a vulnerable po-
sition, particularly in the light of the apparent slow-down in
the growth of global food output. This situation calls for a
reaffirmation of the priority now being attached to the agri-
cultural sector in most African countries. It also suggests
that attention should be given to improving the links between
food-deficit developing countries and food surplus develop-
ing countries, some of which are in Africa.

The short-term food outlook is difficult to forecast be-
cause of the overwhelming role of the weather. In the United
States, the spring and summer drought in 1988 has been fol-
lowed by a winter drought in 1989 in some food-producing
areas and the winter crop, which accounts for about three
quarters of total United States wheat production, is kikely to
be reduced by up to 10 per cent. Drought has also reduced
the prospective harvest in Latin America, particularly in Ar-
gentina where wheat output may fall by 20 per cent in 1989,
In addition, the experience of the 1980s suggests that possi-
bility of a weather-related set-back to food production in
either Africa, China or India has to be constantly borne in
mind. In view of the depleted state of world food stocks,
simultaneous declines in food output in two or more of these
areas could be disasirous, pointing to the present precarious
state of world food security.

Short-term outlook for the world economy

Policy assumptions in the forecasts

In making the forecasts for the growth of world output in
1989 and 1990, it has been assumed that the United States
fiscal deficit will increase slightly in the 1989 fiscal year and
then fall by somewhat more than $25 billion in fiscal year
1990. The tight monetary policy that has been introduced in
the United States in late 1988 and early 1989 is expected to
be maintained throughout 1989 (to the extent of an increase
in interest rates of more than two percentage points com-
pared with their average level in 1988) and then to ease
somewhat in 1990 Higher interest rates in the United States
are expected (o lead to moderately higher rates in other de-
veloped market economies as a result of co-ordinated efforts
to moderate, but not eliminate, differences in national inter-
est rates and thereby encourage depreciation of the dollar In
the Federal Republic of Germany, it is assumed that a reduc-
tion in income tax equivalent to about 1 per cent of GNP will
be implemented in 1990 as scheduled. In Japan, the Govern-
ment's continued policy of stimulating domestic demand is
expected to be reflected in a reduction in corporate tax rates
in 1989 . In most of the remaining developed market econo-
mies, neutral fiscal policies are assumed.

Developing countries experiencing debt-servicing diffi-
culties are assumed to exercise budgetary and monetary re-
straint and to undertake other measures necessary in order to
contain import demand and, in several cases, to reduce in-
flation A few newly industrializing economies are expected
to allow their exchange rates to appreciate further to facili-
tate a reduction in their current account surpluses. In the
centrally planned economies of Eastern Europe and in
China, the implementation of additional economic reform
measures is expected

The average price of oil exported by OPEC countries has
been assumed to be 10 per cent higher in 1989 than in 1988
and to increase in nominal terms by 4 to 5 per cent in 199G in
line with world inflation Non-oil commodity prices are ex-
pected to be stable in 1989 and 1990, but with considerable
volatility for individual commodities. The prices of copper,
tin and nickel are expected to exhibit large declines which,
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except in the case of nickel, will largely offset the increases
in 1988. Grain prices, which increased in 1988 because of
drought in the United States, are also expected to fall in both
1989 and 1990. Coffee and cocoa p;ices on the other hand,
are expected to increase, with the price of cof;{gqiconunumg
to advance and that of cocoa recovering from its fall in 1988.
The price of sugar is expected to continue to increase in
1989, but to decline in 1990.

Growth of output in 1989 and 1990

On the basis of these assumptions, growth of output in the
developed market economies is projected to slow to about
2.8 per cent in 1989 and about 2.6 per cent in 1990 (see table
1I.1). The slow-down is expected to be more pronounced in
Japan and in the United States than in Europe Aggregate
growth of GDP in Western Europe is projected to fall by
only about a half a percentage point because the prospect of a
unified internal market in 1992 will sustain the optimistic
investment climate and result in stronger growth in private
investment than in the United States.

Owing to slowing world demand, the rate of growth of
world trade is expected to fall to slightly less than 6 per cent
in 1989 and to about 4 - per cent in 1990 Exports of manufac—
age for total world trade, whlle the growiﬁ—fﬁ exports of raw
materials is expected to slow markedly

In Canada and the United States, the higher interest rates
are expected to have a negative impact on consumer de-
mand, housing and private investment. In the United States,
more slowly growing world demand is expected to cause
export growth to be less buoyant than in 1988 In Japan, the
main source of growth is expected to continue to be domestic
demand, with both private consumption and private invest-
ment benefiting from tax reductions Nevertheless, these
two components of demand will both slow in 1989 and 1990.

With capacity utilization rates at high levels in most devel-
oped market economies, inflation, as measured by con-
sumer prices, is expected to increase to an average of about 4



Table IT. 11

Developed market economies: short-term outlook for

inflation and unemployment rates, [988-1990

19882 1989 1990
Consumer price index (annual percentage)

All developed market economics 28 41 34
Woestern Europe 1.8 32 29
Developed Asia 10 29 2z
North America 42 58 47

Unemployment rate (percentage)

Alt developed market economies 70 70 71
Western Europe £ 0 10 8 167
Developed Asia 33 32 33
North America 56 57 59

Souree: Depurtment of International Economic and Soctal Alfairs of the United Nations Seeretariat,
based on projections of Project LINK and other antional and interaational sources

4 Preliminary estimates

per cent in 1989 before subsiding in 1990 as a result of the
slower growth. Recent and expected increases in inflation
have already led to moderately restrictive monetary poki-
cies. As indicated above, these policies will contribute to the
slow-down in growth. Indeed, if monetary policy in the
United States becomes excessively restrictive and is fol-
lowed by other major countries, the slow-down could be
severe (see box [T.4)

In some of the major developed market economies, slow-
ing domestic demand is expected to be partially offset by an
improvement in net exports, especially in the United King-
dom and the United States. The reductions in trade deficits,
however, will come largely at the expense of other devel-
oped market economies, so that the contribution of the exter-
nal sector to growth in the group as a whole is expected to be
smail,

The forecast is for unemployment rates to continue at their
current levels in 1989 and 1990 (see table I1.11). For EEC as
a whole, the unemployment rate is expected {o remain above
10 per cent, with significant differences among countries,
partly owing to different trends in labour force participation
and in demographic factors (see earlier section of this chap-
ter). Unemployment rates in Japan and in North America
will continue to be considerably lower than in Europe.

The large capital flows among the developed market econ-
omies—the counterpart of their current account im-
balances—will continue to dominate international capital
markets. The trade imbalances are expected to remain large
but to decline considerably. In the United States, slower
growth will have a negative impact on import demand, while
there will continue to be some growth in exports, albeit
slower than in 1988. These factors are expected to reduce
the United States current account deficit by about $16 billion
over the period 1989-1990. The corollary of this is expected
to be a large reduction in the surplus of lapan, with much
smaller decreases in the surpluses of the Federal Republic of
Germany, the Republic of Korea and Taiwan Province of
China. The expected widening in the differential in interest
rates in favour of dollar-denominated instruments should be
sufficient, even after the discount for further depreciation of
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the dollar, to attract a net inflow of external capital large
enough to finance the expected United States current ac-
count deficits in 1989 and 1990,

Net capital flows to developing countries are expected to
exhibit some slight improvement. Increased lending by mul-
tilateral financial institutions and official bilateral sources is
anticipated, with no further reduction in the net assets of
private banks vis-g-vis developing countries. However, the
indebted countries’ need to rebuild foreign exchange rte-
serves and to continue to pay interest on external debt is
expected to prevent large increases in their domestic de-
mand. If the new phase of debt renegotiations now under
way results in a reduction in debt service of the heavily in-
debted developing countries (see box II. 3), the negative net
transfer of resources from developing to developed coun-
tries may be reduced. However, these improved prospects
for net capital flows are expected to be more than offset by
the effects of increases in international interest rates and by
the slow-down of world demand for developing countries’
exports. Countries heavily dependent on primary commodi-
ties or those heavily burdened with debt are unlikely to be
able to increase their rate of growth, with the result that the
recent divergences in rates of growth among developing
countries are expected to persist.

Growth in Africa is expected to be only marginally higher
in 1989 than in 1988. Per capita income will again fall.
Growth is expected to accelerate to about 3 per cent in 1990
as agricultural production responds further to the adjust-
ments in relative prices and other econoric reforms being
implemented. A larger increase in growth will require a
broadening and deepening of the recent instances of success
in economic reform, normal agricultural growing condi-
tions and donors’ fulfilment of pledges to augment the cur-
rently planned net flows of official development assistance
to sub-Saharan Africa

Growth in Latin America is expected to continue to be
impeded by the manifold problems stemming from its exter-
nal debt and by the need to reduce the high rates of inflation
prevailing in several countries. These adversities will be
compounded by a deceleration in the rate of growth of ex-




BoxI1.4. The effect of more restrictive monetary policies

The baseline forecast includes an assumption of higher
interest rates which partially explains the anticipated slow-
down in private consumption, housing and private business
investment in the developed market economies. However,
there is concern that anticipated inflation may be considered
too high and that a further tightening of monetary policy will
result. This scenario examines the implications of such de-
velopments by assuming that interest rates in the United
States rise by 200 basis points above the baseline forecast in
1989 and remain 100 basis points higher in 1990; other de-
veloped market economies are assumed to conform with this
rise in interest rates Fiscal policies are assumed to remain
unchanged.

Simulations indicate that the results of this adjustment in
policy would be a cumulative decrease in world output over
the three-year period of 0.6 per cent (see the table). Most of
the decrease would oecur in the first year; the growth rate of
global GDP would be reduced by 0.4 per cent and the slow-

down forecast in the baseline would be accentuated. The
effect on the developed market economies would be more
severe than in the developing countries, lowering growth
rates by 0.5 per cent in 1989 and a further 0.6 per cent in
1990. This makes it highly likely that 1990 would include a
period of recession. The impact on inflation would, how-
ever, be slight, reducing it by only one tenth of a percentage
point. Unemployment would be half a percentage point
higher in 1990, before moderating slightly in 1991. Equally
importantly, the current account balance of the United States
would deteriorate, increasing the possibility of further defla-
tionary measures to remedy the problem.

For the developing countries, this more restrictive mone-
tary policy would reduce the growth rate of GDP by one
tenth of a percentage point in 1989 and by two tenths of a
percentage point in 1990, The rate of growth of world trade
would fall by 0.5 per cent in the first year and by a cumula-
tive I per cent over the three-year period.

Impact of more restrictive monetary policies in the
industrial countries on the world economy, 1989-199]

(Differences from baseline)’

1989 1990 1991

Reai GBP
World
Developed market economies
EEC
Japar
Enised States
Developing countries

World trade volume

[nflation rate
Developed market economics
EEC
United States

Unemployment rate
Developed market economies
EEC
United States

United States current sccount balance

Percentage deviation from baseline level

-0 4 -0.7 - 6
=G5 -1 0.8
06 -3 ~-1.0
05 -0 =11
-06 -il ~0.8
-0.1 -02 -0 2
-05 -12 -1.0

Percentage point difference from baseline

00 00 -01

01 00 -0.2

00 -{ 1 -04

02 G35 04

00 0.2 02

03 038 06
Billions of dollars difference from baseline
-14 6 =203 -89

Sonrce: Project LINK.

a Figures for output and trade represent a percentage change relative to the baseline level. The
figures for 1989 may also be interpreted as additions to the baseline growth rates For subsequent
years, the ndditional growth may be calculated by taking the difference between one year's figure
and that of the previous year For example, in 1989 the level of real world GDP in this scenario is
0.4 per cent below the baseline level The reduction in the growth rate in 1990 relative to the
baseline is 0.3 of a percentage point, which is the difference between -07 and -0.4




BoxI1.5. The impact of debt relief on developing countries

It has become widely recognized that it is necessary to
reduce the debt-servicing burdens of many developing coun-
tries if their growth s to accelerate. The initiative presented
by United States Secretary of the Treasury in March 1989
and discussed in the Interim Committee of the Board of Gov-
ernors of the International Monetary Fund in Apsil appears
to ensure that debt reduction will be included among the op-
tions of commercial banks when renegotiating their debt-
servicing obligations with developing countries. However,
it is likely that any debt relief to developing countries wiil
result only from country-by-country negotiations spread
over several months or years. If the process could be
speeded up, the impact on aggregate growth in developing
countries and on the world economy could be both larger
and more immediate.

To investigate this possibility, this scenario assumes that
{a) interest rates on the outstanding debt of the 15 countries
classified as heavily indebted are 3 percentage points Jower

in each of the years 1989-1991; (b) the stock of outstanding
debt is reduced by 3 per cent per year over the same three-
year period; (c) gains realized from this relief by the in-
debted countries are spent on importing manufactured
goods; and (d) this package would have no discernable im-
pact on conditions in capital markets in developed countries

The effect of assumptions (a) and (b) would be to reduce
interest payments by 33 per cent in the first year, increasing
to 41 per cent in the third year. This accelerated programme
of debt reduction would raise the aggregate GNP of the de-
veloping countries by about 1 percentage point over a two-
year period and that of the developed market economies by
less than half as much The growth of world trade would
increase by 1 percentage point in the first year and by 0.3 per
cent in the second year. Inflation would increase by one tenth
of a percentage point and the unemployment rate in the de-
veloped market economies would fall by two tenths of a per-
centage point

Impact of debt relief for developing countries
on the world economy, 1989-1991

(Differences from baseline)’

1989 1950 199}

Real GDP
World
Developed market economies
Developing countries

World trade volume

Developad market economies
Inflation rate
Unemployment rate

Percentage deviation from baseline level

03 04 G35
03 a4 05
06 1.0 Lt
1o 1.3 1.4

Percentage poini difference from baseline

60 01 0.1
-1 -02 -0.2

Source: Project LINK
& Sec footnote to table inbox 11 4

port earnings as a result of the slow-down in the growth of
world demand Moreover, the anticipated increase in inter-
national interest rates will aggravate debt-servicing prob-
lems and further reduce growth in import capacity. For the
region as a whole, expectations are for almost no growth in
output in 1989 for the second year in a row because of likely
stagnation or negative growth rates expected for the larger
and medium-sized economies of Brazil, Mexico, Peru and
Venezuela. A rebound in these countries and a continuation
of slow to moderate growth in other countries is expected to
increase growth to 3.4 per cent in 1990 for the region as a
whole

The slow-down in world growth will also reduce growth
and export earnings in South and East Asia, but export per-

40

formance is still expected to cutpace that of other regions
and it is forecast that growth of GDP will be 6 per cent or
higher in both 1989 and 1990. In West Asia, having adjusted
government expenditures downward in response to declin-
ing oil revenues, countries are poised to continue the growth
which resumed in 1988 and to expand GDP by about 2.5 to
3.5 per cent per year in 1989 and 1990. The trend towards
expansion has been buttressed by the cease-fire in the Iran~
Iraq conflict.

Official plan figures point to an acceleration of economic
growth in Eastern Europe in 1989 to 4.5 per cent for the
smaller member countries of CMEA and about 6 per cent for
the Soviet Union, with individual countries differing quite
substantially. Apart from the targeted rate of economic



growth, details of policy objectives for 1989 are scanty. It is
certain, however, that external adjustment, structural
change and economic reform wili remain the most important
issues on the agenda. The expected economic slow-down in
the world economy, continuing internal imbalances in East-
ern Europe, further terms-of-trade changes with the Soviet
Union in favour of Eastern Europe and the possible positive
effects of the economic reforms suggest growth in the net
material product in the region of 3.7 per cent in 1989 and 3.5
per cent in 1990 for the seven countries as a group.

In China, targets for 1989 (see table 11.10) reflect the ur-
gency of slowing growth and stabilizing prices. Prospects
for attaining these two objectives depend on many factors.
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Excess demand is likely to persist and does not bode well for
reducing inflation. Moreover, a grain shortage is forecast
for at least the first half of 1989 as a result of the natural
disasters in 1988. This will lead to higher market prices for
food, while persistent shortages of energy, raw materials
and manufactured inputs are likely to jead to higher prices in
extra-plan markets. Wages, bonuses and subsidies will be
frozen until at least the end of 1989 to reduce consumer de-
mand. Money supply is targeted to grow at a much slower
rate than in 1988, the aim being to reduce the inflation rate to
13.5-15.5 per cent in 1989. These measures are expected to
reduce the overall rate of growth to less than 10 per cent in
1989 and less than 9 per cent in 1990, somewhat in excess of
the Government’s target.






Chapter III

INTERNATIONAL TRADE

Overview

International trade in 1988 was characterized by a sharp
increase in the volume of world exports, a substantial im-
provement in non-fuel commodity prices, large shifts in
trade flows and major developments in trade policy.

The most important feature of international trade during
the year was its surprisingly high rate of growth. As the
estimated growth in 1987 has been revised upward, and a
fairly high rate of growth is expected in 1989, the rate of
growth of world trade in the last three years of the decade
seems far to exceed the average growth in the earlier years.
Although it is too early to suggest that this is a lasting break
with the earlier trend, the recent upsurge of trade represents
a positive development for the world economy. It is still un-
clear whether fundamental changes underlie the recent
growth, but an attempt to trace its sources will nevertheless
be made in the following pages.

The volume of world exports surged by 8.3 per cent in
1988, after a 5.7 per cent increase in 1987, which was itself
an improvement over 1986. The rate of growth in 1988 ex-
ceeded the 7.8 per cent growth in 1984, the highest rate
achieved so far in the 1980s. Growth is expected to deceler-
ate to about 6.0 per cent in 1989. Nevertheless, the average
rate of growth of world trade over the period 1987-1989
would be about 6.5 per cent, compared with 2.2 per cent for
the period 1981-1986.

The improvement in the growth of world trade in 1988
was accompanied by an unexpected 4.3 per cent growth in
world output, which was also the best since 1984. The
growth of trade was thus much faster than the growth of
production. Trade grew twice as fast as output, whereas it
grew at about the same rate as output during the period 1981-
1986. Part of the explanation was the large shifts in export
and import demand resulting from the realignment of major
currencies. Another significant factor was the continued fast
growth of the newly industrializing countries which have a
large income elasticity of trade.

The value of world exports increased by about $330 bil-
lion or by 13 per cent, raising it to over $2,800 billion (see
tables I11.1 and A.5). The share of the developed market
economies, which had been increasing till 1986, levelled off
at about 70 per cent. Despite weak oil prices, the share of the

developing countries, which had been declining since 1981,
stopped falling and remained at about 20 per cent because of
a surge in prices of non-fuel exports and a large increase in
exports of manufactures. China's exports grew rapidly
which raised its share of world exports from 1 percentto 2
per cent over the 1980s. The share of the centrally planned
economies of Europe remained virtually constant over the
period. N

The large realignments in exchange rates that have taken
place since late 1985 have produced significant shifts in the
flows of trade between the major developed market econo-
mies. Yet the trade imbalances among these economies re-
main very large and improvements that have been taking
place during 1987 and 1988 seem to have stalled. More im-
portant, concern with external balance often tends to be seen
as a matter of trade policy in deficit countries. This has re-
sulted in pational actions that emphasize bilateralism, re-
gionalism and reciprocity, and contributed to the erosion of
the multilateral system.

A major feature of international trade in 1988 has been a
sipnificant increase in the prices of non-fuel primary com-
modities. After having declined sharply and remaining at
record low levels for much of the 1980s, nominal prices
started to increase towards the end of 1987 and by the end of
1988 were close to their average 1979-1981 level, The in-
crease was also substantial in real terms. For many develop-
ing countries, this improvement represented an increased
capacity to import, which had been stagnating for many
years. By early 1988 most prices appeared to be levelling
off. Qil prices, on the other hand, declined over most of
1988 and were beginning to recover at the end of the year

While trade expanded fast, many developments in the
multilateral trading system continued to cause concern. A
number of actions taken by national Governments led to
trade tension. Bilateralism appeared to strengthen. Non-tar-
iff barriers to trade continued to proliferate and there were
few instances of rollback of existing barriers. The Uraguay
Round of trade negotiations, while achieving substantial
progress in some areas, ended the year with a set-back in
others at the Montreal mid-term review. Significant prog-
ress in the negotiations was, however, made in April 1989.

Sources of growth of world frade

The remarkable growth of world trade over the past two
years has puzzled forecasters. Rising incomes would proba-
bly account for a large part of the growth of trade but the rest
remains difficult to explain. Revolutionary changes in tech-
nology are taking place. They have greatly reduced distance
between countries by cheapening transport and communica-
tion, quickened the response to changes or new information,
introduced new products and led to an integration of world
financial markets These forces may be contributing to the
growth of world trade, especially of new products and serv-
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ices. It is, nevertheless, doubtful that the sudden, and possi-
bly short-term, upsurge of trade can be adequately expiained
by these forces, which are longer-term in nature While a
fuily satisfactory explanation is not yet available, some of
the sources of growth may be traced to changes in world
output, commodity composition and trade flows between
countries.

A major source of the buoyancy of world trade was the
acceleration of world income. The rate of growth of output



Table TH. 1.

World trade, 1980-1988

1980 1981 1982 1983 1984 1985 1986 1987 1988
Value of world exports
(billioas of doilars) i 998 1972 1 830 I 808 1 802 1 925 2 126 2 485 2 816
Developed market
economics i 252 1 228 1151 i 148 122 I 266 I 478 I 732 1975
{0.63; ©62) (0 63) @ 63) L6d {0 65) {070} (070} 070
Develaping
countries 587 584 512 479 502 484 453 539 606
029 030 028) €.26) (0 26) {025 {0.21) {022} (0.22)
Centrally planaed
economies 159 160 168 181 180 176 196 214 235
(0 08} (0.08; ©o0m {010y (0.09} (0.09) (0.09) (0.09} {0.08)
Velume of world
exports (annual
percentage change) -08 0.1 2 L6 i8 2.9 38 57 83

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

Notes: Figures between parentheses are shares of country groups in world exports Developing countries include China

4 Preliminary estimate

in the developed market economies increased from 2 7 per
cent in 1986 t0 3.0 per cent in 1987 and 4.1 per cent in 1988.
Growth also improved in the developing countries, rising to
4.8 per cent in 1988 from an average of about 4 per cent
during 1986-1987. Even with the relatively low response of
world trade to growth of output during the 1980s, this meant
a large absolute increase in the volume of trade Further-
more, the rate of growth of trade in manufactures during the
1980s has been proportionately much higher than the rate of
growth of world income ! With manufactures now account-
ing for 70 per cent of world merchandise trade, the improve-
ment in world income could thus be seen as accounting for a
more than proportionate increase in the volume of world
trade. However, while the growth of world trade was un-
doubtedly stimulated by rising incomes, it in turn contrib-
uted to the growth of cutput, The experience of the past two
years demonstrates the interdependence between a high
level of world economic activity and a high level of world
trade.

Manufactures led the growth of world trade. World output
of manufactures also grew faster than in recent years: in the
developed market economies by about 3.6 per cent in 1988,
compared with an average of 2 5 per cent during 1986-1987,
and in the developing countries by over 8 per cent in 1987
and probably by as much in 1988, Exports of the developed
market economies increased by about 8.3 per cent,? while

exports of the developing countries, led by the newty indus-
trializing countries, probably grew much faster. Preliminary
estimates suggest that the growth of world exports of manu-
factures grew by about 10 per cent, the highest rate since
1984,° accounting for the bulk of the growth of world trade
during the year.

In contrast to the trend of the early and mid-1980s, how-
ever, exports of primary commodities, spurred by an in-
crease in world demand, also increased significantly in
1988 Agricultural exports increased by about 4 per cent and
exports of minerals, dominated by oil, by about 7 per cent.

Large changes in the composition of trade flows were
caused by the realignments of major currencies, which al-
tered the international competitiveness of the countries, the
partial success of macro-economic co-ordination among the
major economies, and the emergence of a growth pole in
South and East Asia.

Of particular significance was the process of correction of
trade imbalances among the major developed economies.
Exports of the United States increased very fast over the past

two years as the dollar depreciated. After an increase of

about 13 per cent in 1987, the volume of exports rose by over
20 per cent in 1988, providing a major impetus to the growth
of world trade during the year The growth of United States
exports accounted for almost a quarter of the 8 per cent

I The elasticity of wotld trade in manufactures with respect to world output was about 1 8 during the period 1980-1987. The elasticity for {988

was | 9, close 1o the average of the 1980s

GATT, Press Release, 21 February 1989
Ihid
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Box HI 1.

Partly as a result of the rising value of the yen and the
compelling need to reduce its large surplus, Japan’s struc-
ture of demand and production and the direction of its trade
and investment have been undergoing significant changes in
recent years. In 1987 and 1988 the economy grew strongly
and at a higher rate than any other major industrial economy.
The expansion was in part based on the $40 billion fiscal
package put into effect in 1987, a relatively liberal credit
policy and lower import prices resulting from the appreciat-
ing yen. Domestic demand increased much faster than total
demand, diverting production from exports to home con-
sumption and investment, and increasing imports

Japan’s imports, which account for about 6 per cent of
world imports, increased little during the first half of the
1980s but have been growing fast since 1986. The value of
imports increased from $126 billion in 1986 to $187 billion
in 1988, or by 48 per cent. Imports of manufactures in-
creased fagter, from $53 billion to $92 billion or by 74 per
cent. The share of manufactures in total imports increased
from 31 per cent in 1986 to 48 per cent in 1988. The import
penetration of the Japanese economy, though still relatively

small, has been increasing fast and has spread to a variety of

goods, including consumer goods as the following table sug-
gests. The increasing importance of manufactures in the
country’s imports, which have earlier been dominated by

Growth and changing pattern of Japan's trade

raw materials and fuel, and the increased diversity of these
imports, appear to be significant developments in interna-
tional trade.

These changes have been accompanied by noticeable
shifts in the direction of trade. Changing currency values led
to a relative increase in trade with the European Economic
Community (EEC) and the developing countries although
the United States remained by far the largest trading partner.
The EEC share of Japan’s exports increased from about 11
per cent in 1985 to 18 per cent in 1988, while its share in the
couniry's imports increased from 7 per cent to 13 per cenat.
‘Non-oil imports from the developing countries increased
fast, raising their share from 26 per cent of Japan’s total ~
imports in 1985 to about 32 per cent in 1988 Trade with East
and South Asia has been increasing particularly fast.

The strengthening of economic ties with developing, par-
ticularly Asian, countries is also reflected in a large expan-
sion of Japan's foreign direct investment in these countries.
Investment in the Asian developing countries doubled in
1987, raising the total Japanese foreign direct investment in
manufacturing in 1987 to about $10 billion. A significant
part of Japanese imports of manufactures from these coun-
tries arose from intra-industry trade between Japanese firms
and their affiliates in Asia.

Degree of import penetration in Japan in selected industrial items

{Percentage)}

1980 1986 1987

iron and steel:
Hot-rolied sheets and coils 21 239 ilo
Cold-rolled sheets and coils 00 31 68
Machinery: lathes 2035 304 40.2
Caleulators 129 447 49 0
Portable radios 388 KPRy 557
Bicycles 00 26 77
Cameras (35 mm ) 17 194 46 6
Automobiles 16 22 30
Plastic toys 298 38 377
Cuterwear 208 34 8 46 3
Underwear 122 254 362

Source: Ministry of International Trade and Industry {MITD. News fronn MITE, NR-354 (88-02). May 1988

Note: Depgree of import penciration is defined as (import)/(production - export -+ import)
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growth of world exports in 1988, Imports also rose strongly,
though at a slower pace than exports, as domestic demand
continued to expand

Imports of Japan increased by about 16 per cent, follow-
ing a 9 per cent increase in both (986 and 1987. This repre-
sented a sharp acceleration of the growth of imports, which
had been virtually static during the first haif of the 1980s.
This growth of imports over the past three years has been a
major factor behind the recent growth of world trade. JTapa-
nese imports in 1988 contributed almost 1 percentage point
to the 8 per cent growth of world imports. Significantly, the
country’s imports of manufactures have grown at a faster
rate than its total imports (see box I11.1) and are becoming
more diversified, providing a growing market for the world
trade in manufactures.

A recent phenomenon of potentially far-reaching signifi-
cance for the world economy is that the high rate of growth
of the economies of South and East Asia and a large expan-
sion of both their imports and exports are beginning to exert
a major influence on world trade These economies, includ-
ing China, have been growing at twice the rate of growth of
world income during the 1980s. Their exports already ac-
count for well over 10 per cent of world exports and in-
creased by about 25 per cent in nominal terms in 1988. Their
imports grew even faster, by about 30 per cent,® which is
beginning to turn these economies into major matkets for the
developed economies as well as other developing countries.
These high rates of growth added about 2 percentage points
to the 8 per cent growth of world trade in 1988,

The trading system

In spite of—and sometimes owing to—the strong growth
of world trade over the past two years, the multilateral trad-
ing system was subject to considerable strain. Various na-
tional actions appeared to strengthen the trend towards bilat-
eralism in trade relationships and led to a proliferation of the
already numerous quantitative restrictions to trade. Interna-
tional efforts to strengthen the system continued.

Barriers to trade continued to spread The number of
“voluntary™ export restraints and other export restraint
measures recorded by the General Agreement on Tariffs and
Trade (GATT) shot up from 135 in September 1987 to about
290 in September 1988 ¢ These numbers, moreover, exclude
export restrictions under the Multifibre Arrangements
(MFA). Some of these measures appear minor and in a few
cases restraint measures may only have averted a total im-
port ban. Nevertheless, the proliferation of these measures
is evidence of a shift towards bilateralism and managed
trade. Eighty-seven of these agreements were obtained by
the European Economic Community, 62 by the United States
and 47 by other developed market economies and were
aimed at restraining exports from both developing and de-
veloped countries. The largest proportion of the restraints
were accounted for by textiles and clothing, followed by ag-
riculture and steel. Increasing use is also being made of
countervailing duties and anti-dumping measures Develop-
ing countries continued to use a wide range of non-tariff
barriers as well as tariffs that are often very high and are
imposed for balance-of-payments and other reasons, espe-
cially raising government revenue,

Non-tariff trade barriers now affect a larger proportion of
world trade than before. The proportion of non-fuel trade
subject to various forms of such barriers increased from
about 19 per cent in 1981 to 23 per centin 19877

The proliferation of such measures has been accompanied
by new trade frictions, while many old disputes continu?l,
Trade tension between EEC and the United States increaded

over the Community’s ban on hormone-treated beef. The
amount of import from the United States that was affected
was only $150 million and the restriction was not considered
by the Community 2s a trade measure. But it resulted in
United States retaliation under which punitive import duties
were imposed on $100 million worth of Community food
exports. EEC counterretaliated by restricting $360 million
worth of United States farm exports.

In another trade conflict, the United States claimed that
Japan had not sufficiently opened its market to foreign semi-
conductors. It therefore refused to lift trade restrictions it
had earlier imposed on certain JTapanese exports to the
United States. The protection of Japanese agriculture, de-
spite some recent liberalization, also remained a source of
friction between Japan and its major trading partners. The
United States, seeking voluntary export restraint, has ex-
pressed its intention to impose countervailing duties and
quotas on imports of beef, veal and mutton from Australia
and New Zealand. A number of countries have complained
against restrictions by EEC on imports of apples. The threat
of anti-dumping measures forced the Republic of Korea to
stop temporarily exporting colour televisions and video cas-
sette recorders to EEC and to accept voluntary restraints on
knitwear exports to Japan EEC enforced one of the largest
anti-dumping measures ever taken, imposing duties of up to
44 per cent on Japanese exports of dot-matrix computer
printers. In May 1989, the United States announced that it
would retaliate against Japan for having failed to open its
telecommunications market to United States competition.

However, a number of trade liberalization measures have
also been taken Under the rollback commitments made at
Punta del Este, the European Economic Community became
the first trading group to offer to eliminate quantitative re-
strictions and import quotas on 121 industrial processed
goods, excluding Japanese and Fastern European exports.
Japan has agreed to take a number of steps to liberalize its
imports of beef, citrus and seven categories of processed

5 Figures refate to jﬁﬁhury-Scplcmbcr 1988 and exclude Taiwan Province of China
& GATT, Review of Developments in the Trading System, April-Seplember 1988 (L/6435}. Information on most of the developments reported

here was obtained from this decument and earlier documents in the series

7 UNCTAD, "*Protectionism and structural ad}ustméni" {TD/B/1160 and Add 1), 1988
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food. The Republic of Korea has reduced tariffs, eliminated
the licensing system for some imports and relaxed foreign
exchange regulations. A ban on imports of beef was re-
placed with quotas. A number of other developing coun-
tries, including Brazil, Colombia, India, Mexico and Paki-
stan, as well as Australia, New Zealand and Poland, have
unilaterally reduced tariffs on imports.

A major development during the year was the enactment
of the United States Omnibus Trade and Competitiveness
Act of 1988. The legislation, which sets rules of trade 6. the
largest trading nation, will have a large impact on the trading
system. The United States administration and Congress have
viewed it as an instrument of liberalization of trade. Others,
however, have seen its emphasis on reciprocity and provi-
sions for retaliation as a threat to the system of international
rules.

The United States administration announced, in early May
1989, a list of countries which it considers to have erected
unfair barriers against United States exports. Under the pro-
visions of the law, countries were to be selected from the list
for United States sanctions if they failed to remove the barri-
ers within a specified period. Prominent on the list were
EEC, Brazii, India and Japan. The announcement of the list
has given rise to conceras about increased frictions in inter-
national trade.

Among the positive developments, greater use is being
made of the GATT machinery for settlement of trade dis-
putes, although bilateral agreements far outnumber such set-
tlements. In 1988, 14 dispute settlement panels were set up,
compared with 7 in 1987 and an annual average of 2.4 in the
pre-Uruguay Round years.

The final legislative approval of the Canada-United States
free-trade agreement was another major development in the
trading system. Under the agreement, tariff barriers be-
tween the two countries will be dismantled and non-tariff
barriers lowered. The agreement also provides for liberali-
zation of a range of trade in services. Trade between the two
countries will increase substantially as a result of these
measures

In April 1988, 48 developing countries, meeting at the
ministerial level in Belgrade, adopted an agreement setting
up the Global Systemn of Trade Preferences (GSTP) to in-
crease trade among themselves through mutual concession
on tariffs and other trade measures. In the first round of
negotiations, concessions on a large number of products
were exchanged.

The Uruguay Round of trade negotiations: Montreal and
after

The launching, at a GATT ministerial meeting at Punta del
Este in September 1986, of a new round of multilateral trade
negotiations was an urgently needed step to strengthen the

8 GATT, Focus. Newsietter 58, November/December 1988

trading system. The need arose from the rapid spread of
protectionism in the 1980s which accompanied a slowing
down of growth of world trade and the changing structure of
trade which had been giving rise to major new issues. The
urgency was reflected in the decision to complete the negoti-
ations in four years. The round of trade talks initiated sur-
passes its predecessors in its scope and complexity. An accu-
mulation of unresolved systemic problems and short-term
conflict between national interest and freer international
trade added to the magnitude of the task. The progress in the
first two years of negotiations should be viewed against this
background.

Fifteen negotiating groups, 14 on goods and one on serv-
ices, were formed soon after Punta del Este to negotiate a
freer world trade and a strengthened GATT system. A mid-
term review of the progress of their work was undertaken at
Montreal in December 1988. The results showed considera-
ble progress in some areas and were disappointing in others.
In most cases, the achievement so far has been in broad
agreements on procedures and framework of negotiations.
The major results of the Montreal review are summarized
here.”

Although tariffs are now far less important as trade im-
pediments than non-tariff barriets, in many cases they re-
main high. The reduction or elimination of high tariffs and
tariff escalation is a major objective of the negotiations De-
tailed procedures and methods needed for the negotiations
have not yet been agreed on and are to be finalized by July
1989.

On non-tariff measures, a crucial area of concern for the
Uruguay Round, there was agreement on guidelines for the
conduct of the negotiations. These guidelines emphasize
transparency in negotiations, recogaize the complexity of
the problem and hence the need for trying various negotiat-
ing approaches, and call for the use of tariffs in place of non-
tariff measures wherever possible. A framework of negotia-
tions is to be established by mid-1989

Considerable progress has been made in negotiations on
tropical products of export interest to developing countries
The work has proceeded beyond procedural into substantive
matters Offers of tariff and non-tariff concessions on a
range of tropical products have been made by a number of
countries and EEC and an agreement was within reach at
Montreal

On natural resource-based products, there was consensus
on pursuing the objective of the fullest liberalization of
trade Examination of the issues involved, including cover-
age of products, is to continue. Some developing countries
wish to limit the coverage to non-ferrous metals and forestry
and fishery products, while some developed countries prefer
an open-ended approach and would iike to include mineral
fuels. The developed countries also emphasize the question
of access to supply of these products.

The assessment is based in part on GATT document **Multilateral 1rade negotiations. the Uruguay Round ™, Trade Negotiations Commitice

Meeting ar Minsterial Level, Moatreal, December 1988 ({MTN.TNC/T(MINY); and UNCTAD, Review of Developments in the Urugieay Round.

part I (UNCTAD/MTN/INT/CB 7/Rev 1/Add §). January 1989
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Trade-related investment measures remain a difficult area
of negotiations but there was agreement to identify further
trade-restrictive or distortive effects of measures that are or
may be covered by existing GATT articles and to continue
examination of the other issues involved. The issues of con-
tention include the question of regulation of transnational
corporations, their export performance and local content re-
quirements which many host countries insist on, and the ex-
tent to which trade-related investment falls within GATT ju-
risdiction.

The dispute settlement mechanism of GATT has often
been considered as a weakness of the system. The group on
negotiations in the area has come to substantial agreement on
ways to improve the organization’s dispute settlement rules
and procedures

Significant progress has been made on the related but
broader issues of improving the functioning of the GATT
system. A package of decisions have been taken on surveil-
lance of trade policies of member countries. This includes
the setting up of a trade policy review mechanism under
which trade policies of member countries and their impact
on the functioning of the trading system will come under
scrutiny These reviews will be undertaken every two years
for the first four major trading entities, counting EEC as
one, and at longer intervals for other countries. The deci-
sions also include greater ministerial involvement in GATT
affairs and co-operation between GATT and international
monetary and financial institutions.

The aim of negotiations in the entirely new and complex
area of trade in services has been to come to an agreement on
a framework of principles and rules of this trade. The work
of the negotiating group on services over the first two years
was devoted to the examination of a number of issues: statis-
tical and definitional questions; coverage of the multilateral
framewotk for trade in services; broad concepts on which
principles and rules for trade in services might be based;
existing international disciplines and arrangements concern-
ing trade in services; and existing practices contributing to
or limiting the expansion of trade in services, to which the
conditions of transparency and progressive liberalization
might be applied. Given the complexity of the subject and its
contentious nature, considerable progress has been made in
negotiations in the area. A broad agreement has been
reached on the set of guidelines to carry the work forward.

The results of the work of the negotiating groups must be
considered positive even where they did not extend beyond
an agreement to continue to negotiate or build a framework
for negotiation  But negotiations broke down in four critical
areas: agriculture, textiles and clothing, safeguards, and
trade-related aspects of inteliectual property.

There was general agreement that trade in agriculture
should be freed from the high degree of protection that dis-
torts it at present, but there was a wide divergence of views
on how to achieve this. The United States urged a total elimi-
nation of agricultural subsidies within a specific time-frame.
This was considered unrealistic by EEC, which advocated
short-term measures. The “Cairn™ group of countries (Ar-

gentina, Australia, Brazil, Canada, Chile, Colombia, Fiji,
Hungary, Indonesia, Malaysia, New Zealand, the Philip-
pines, Thailand and Uruguay) submitted their own set of
proposals to liberalize trade in agriculture in stages. Some
developing countries were apprehensive about the impact of
liberalization on their agriculture and on the cost of import
of food. The conflicting positions, particularly those of EEC
and the United States, proved irreconcilable at Montreal and
the negotiations broke down,

Much of the trade in textiles and clothing is regulated
through MFA and lies outside the GATT framework The
basic question before the negotiators was the phasing out of
MFA and bringing trade in textiles into the framework of the
normal rules of GATT The divergence of the position of the
developed and the developing countries was too great to be
resolved at Montreal.

In the negotiation on the trade-related aspects of intellec-
tual property rights, the major area of dispute concerned the
competence of the GATT forum to discuss these issues.
Most developing countries, though willing to discuss the
trade-distorting aspects of the subject, maintained that such
issues are more properly discussed in such forums as the
World Intellectual Property Organization (WIPO).

The question of the safeguard provisions or UATT, under
which a country may temporarily protect domestic industry
from the damaging consequences of a sudden surge in im-~
ports, has long been a contentious issue and was carried for-
ward as a maior unresolved issue at the Tokyo Round. Little
progress has so far been made under the Uruguay Round on
the important guestions, such as non-discrimination, selec-
tivity, treatment of grey-area measures and commitment to a
specified time-frame for removal of such measures, on
which past negotiations foundered.

The failure to reach agreement on these four areas re-
bounded on agreements in other areas. It led to a hardening
of positions at Montreal and all resuits of the review were
put “on hold” till the Trade Negotiations Committee, the
main committee for the conduct of the negotiations, had met
in April 1989. The Director-General of GATT was to hold
high-level informal consultations on the four sectors where
negotiations had broken down.

‘The Trade Negotiations Committee met in the first week
of April and succeeded in reaching agreement on the four
sectors, which enabled the negotiations on all fronts to pro-
ceed." On agriculture, there was agreement that the long-
term objective of negotiations was to establish a fair and
market-oriented agricultural trading system through pro-
gressive reductions in agricultural support and protection
over an agreed period of time The special circumstances of
developing countries, including the necessity for provision
of government assistance for agricultural development, and
the needs of many of these countries for import of food,
were to be an integral part of the negotiations Among the
most significant of the agreements on agriculture was the
decision to freeze agricultural subsidies and present trade
barriers at current levels. A final agreement was also

10 GATT, News of the Urngnay Round of Multilateral Trade Negotiations (NUR 027, 24 April 1989)
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reached on strengthening the dispute settlement procedure
of GATT, including the speeding up of the work of the dis-
pute settlement panel. Negotiations on textiles and clothing,
trade-related aspects of intellectual property, and safeguards
were to continue.

Following up on the agreement on surveillance of trade
policies of member countries, the GATT secretariat set up a
trade policies review division in May 1989.

The emergence of free-trade areas and the trading
system

The European Economic Community, already by far the
largest trading bloc, is moving towards the goal of a single
market by 1992. The recent free-trade agreement between
Canada and the United States makes the two countries &
large trading bloc, while the Eastern European countries
have special arrangememnts of their own. As table IIL.2
shows, trading blocs with various degrees of free-trading
arrangements already account for a large proportion of
world trade. The unification of European markets and the
Canada-United States free-trade agreement have thus given
rise to concern about the proliferation of free-trade areas and
their implications for the multilateral trading systen.

Tabie I11.2.  Major trading blocs in world trade

Share of
intra-bio¢
Value of trade in
intra-bloc trade Share of the bipe's
(Billions of world trade sotal trade
dollars, 1987) {Percentage) (Percentage}
EEC 1 i1 223 38 4
Canada-United
States 127 26 170
EFTA 46 14 1
European
centrally
planned
economies 275 535 530
Total 1 559 313

Source: Department of International Economic and Social Affairs of
the United Nations Secretarint. based on GATT, frvernational Trade
&87/88. Geneva, 1988

Note® Trade is defined as cxports plus imporis

Trade between Canada and the United States is the largest
bilateral trade flow in the world . 1n 1987, United States mer-
chandise exports to and imports from Canada amounted to
$57 billion and $70 billion respectively. Together, the
amounted to 2.6 per cent of world imports and exports. The
importance of the trade is much higher for Canada than for
the United States In 1987 Canada received a quarser of
United States exports, while the United States accounted for
three quarters of Canada’s exports. United States exports to
(Canada amounted to only { 3 per cent of United States GNP,
while Canada’s exports to the United States were equal to 20

per cent of its GNP. The two economies are already signifi-
cantly integrated through trade and investment. The agree-
ment will greatly enhance the process through elimination of
tariffs, reduction of non-tariff barriers and liberalization of
trade in services.

The single market in EEC is to be achieved by doing away
with all remaining barriers to trade between member coun-
tries by 1992. The removal of non-tariff barriers is the main
instrument of unification of the markets. This involves the
elimination of border controls and technical and fiscal barri-
ers to trade and removal of controls on flow of capital be-
tween countries. Restrictions on trade in goods between
member countries have already been greatly reduced. The
impact of the unification will thus be felt more on trade in
services. While the actual liberalization by 1992 may fall
short of the objective, a large step towards it will have been
taken.

A number of other, far smaller, preferential trading ar-
rangements already exist. The European Free Trade Associ-
ation (EFTA) is the other major free-trade arrangement
among the developed market economies Among the devel-
oping countries, preferential trading arrangements include
the Association of South-East Asian Nations (ASEAN), the
Latin American Free Trade Association (LAFTA), the Cen-
tral American Common Market {CACM), the Andean Pact
and the East African Community

In recent months a number of moves have been made to
strengthen some of the existing arrangements and form new
preferential trading areas.™ ASEAN announced nioves to
boost intra-regional trade. Australia and New Zealand
signed an agreement which accelerates the implementation
of their Closer Economic Relations Agreement and the pos-
sibility has been mentioned of extending this co-operation to
include ASEAN countries. In Latin America, Ar gentina and
Brazil are moving towards establishment of a common mat-
ket, which will later be extended to include Colombia and
Uruguay In the Middle East, Egypt, Irag, Jordan and
Yemen agreed to form a new economic bloc, the Arab Co-
operation Council, while the Maghreb countries are discus-
sing a regional grouping

A voluminous literature exists on the consequences of
such free-trade arrangements for the constituent economies,
but less attention has been given to theit impact on the exter-
nal world Yet a proliferation of regional trading arrange-
ments, though perceived as beneficial to member countries,
may not be so for the growth of international trade, the most
efficient allocation of the world’s resources, and the multila-
teral trading system.

Formation of a free-trade area raises two related but dis-
tinct issues: it§ impact on the growth of world trade and on
the working of the multilateral trading system

A free-trade area may create trade, that is. increase trade
between partners made possible by specialization among
them. It may also divert trade, i e , substitute trade among
partners for trade with third countries, as imposts from an

11 Some of this information is bused on GATT. Developments in the Trading System {C/W/54B and 1./6435)
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inside producer become cheaper than those from an outside
producer that was a former supplier. It may have both these
effects. Whether total world trade increases as a result de-
pends on the relative importance of the two. Even when
world trade increases as a result of trade creation being
greater than trade diversion, though, world allocation of re-
sources will be less efficient than in the absence of the union,
if the outside country is the more efficient producer

This is a static analysis. But formation of a trading group
will normally increase real income of member countries
through increased specialization. This will increase their de-
mand for imports, and trade with the rest of the world will
also increase, provided tariffs or other trade barriers against
outsiders are not excessive.

The arguments above are mostly illustrative. Empirical
evidence on the trade-creating and trade-diverting effects of
free-trade areas and customs unions are not very clear.
Changes in trade are also due to other factors than the forma-
tion of the trade area, including changes in trade policies and
in the world economy, and free-trade areas differ greatly in
the nature of their free-trade arrangements or in the structure
of the economies of the member countries. The formation of
EEC did divert trade in its early phases, but trade creation
outweighed diversion, and total trade increased. The en-
larged EEC internal and external trade increased equally
fast during the 1970s." The latest enlargement of the Com-
munity to include Greece, Portugal and Spain, may have had
the effect of diverting some trade, especially in agriculture,
from a number of developing countries.

The completion of the single market in EEC will leadto a
net gain in economic welfare and higher growth of GDP of
the member countries through better exploitation of econo-
mies of scale, improvement in efficiency, fuller utilization
of comparative advantage among members and an increased
flow of innovations.” Preliminary studies suggest that intra-
EEC imports will increase while extra-EEC imports are
likely to decline, implying a net diversion of trade ** The
number of products in which extra-EEC imports may de-
cline is likely to be large. The major items rmay include high-
technology products among machinery and equipment, and
imports of some services, such as banking and insurance,
may also decline.

Much of what will eventually happen to the external trade
of EEC will depend on the trade policies to be followed by
the Community. While apprehension has often been ex-
pressed about the possible evolution of the unified market
“into a “fortress Europe”, this outcome is not inevitable, In-
deed, the standard of openness of the unified market might
be set by member countries that are the most open to trade
with third countries. On the other hand, the formation of a
free-trade area has rarely been a precursor to liberalization
of trade with the rest of the world. It has been argued in this
context that the trade régime of EEC over the past two dec-
ades has moved in a *non-liberal” direction.* It instituted
the Common Agricuitural Policy, which is one of the major
instrumnents of protectionism in the developed countries, and
its use of non-tariff barriers, bilateralism and discrimination
in trade relations has, along with those of its trading part-
ners, increased.

This leads to the second major issue: the impact of the
free-trade areas on the working of the multilateral trading
system. Opinions are divided on this subject. Regional inte-
gration can be welcomed as a way of reducing the collective
cost of protection and exploiting numerous economies of
scale, and when the region is recognized as taking the place
of its members in a non-discriminatory system. The venera-
ble language of the most-favoured-nations principle must
then be understood to refer either to nations or to the new
entities taking their place. If the members pursue their com-
mercial policies in a truly concerted manner, and if the rights
and obligations were transferred to the new entities, princi-
ples of multilateralism would not be threatened.

But as regional integration stops short of political union,
this is not the case. In addition to pursuing some of their
interests through free-trade areas or customs unions, Gov-
ernments continue to press other interests on their own, and
the ambiguity weakens the system of rules and restraints on
commercial policy.

Free-trade areas are permitted under GATT rules. Yet, as
a major study on the trading system pointed out, the excep-
tions and ambiguities that have been permitted in the exami-
nation of the conformity of the free-trade arrangements to
the GATT rules have set a “‘dangerous precedent for further
special deals, fragmentation of the trading system, and dam-
age to the trade interests of nonparticipants™ . *

Trade flows and trade balances among country groups

The growth of world trade in 1988 was widely shared. The
rates of growth, nevertheless, varied considerably among

12

countries and produced, together with the considerable di-
vergence in price movements, significant changes in their

2 This, of course, does not prove that total trade would not have grown even faster in the absence of the enlargement

13 Commission of the Exwropean Communities, European Economy: The Economies of 1992, No. 35 (March 198%)

14 fbid annex A. Calculations based on data for a selected nusmber of EEC countries, including the four largest, suggesta 2.2 to 2.6 percent
dectine in extra-EEC imports and a 3.7 to 4.5 per cent increase in intra-EEC imports as a direct result of removat of the internal trade barriers.
The direct and indirect effects show a deciine of 57 ta 77 per cent in extra-EEC imports, The study points out that these figures arc broad

orders of magnitude.

15 David Henderson, 1992: The External Dimension, Group of Thirty, Occasional Papers 25, New York, 1989.
16 GATT, Trade Policies for a Better Future. Proposals for Action, report of an indzpendent group of experts (GATT publications, Sales No

GATT 1985-1) p 41




_balance of trade.” The changes in the value of the major
currencies were relatively modest for the year as a whole
though there have been disturbingly large short-term fluctu-
ations. But the large changes in the preceding years, along
with macro-economic policy shifts, produced large changes
in the relative growth of imports and exports of the major
industrial countries, as already noted. The increase in non-
fuel commodity prices during the year contributed to a large
increase in the value of exports of the non-oil-exporting de-
veloping countries Falling prices of oil had the opposite
effect on exports of the energy-exporting countries. The
persistent debt crisis was a powerful reason for many devel-
oping countries to push exports and restrain imports.

Developed market economies

The volume of exports of the developed market econo-
mies increased by about 8 per cent in 1988, only slightly
less than the growth of imports. The balance of trade for
the countries taken as a whole remained practically un-
changed, but large imbalances persisted in the trade refa-
tions of the major economies and remained a source of trade
tension.

The volume of United States exports increased at an ex-
traordinary rate of over 20 per cent in 1988, which was a
large acceleration over the 13 per cent growth in 1987, The
volume of imports also increased, though much more slowly
than exports, as a result of strong domestic demand. These
changes led to the first reduction of the United States trade
deficit in the 1980s, from $160 billion in 1987 to $126 billion
in 1988. However, current projections indicate a widening
of the gap in 1989. The persistence of the large United States
trade gap has become a major cause of protectionist senti-
ment and the pressure to use trade policy as an instrument to
narrow the gap has been mounting.

The main counterparts of the United States deficit are the
large surpluses of Japan and, to a lesser extent, the Federal
Republic of Germany. Japan's imports increased in real
terms by about 16 per cent in 1988, after a 9 per cent in-
crease in 1987, while its exports grew by about 4 per cent
Despite the large differential in the rates of growth of im-
potts and exports, the trade surpius of the country shrank by
only %2 biilion, from $97 billion in 1987 to $95 bitlion in
1988. The volume of exports and imports of the Federal
Republic of Germany, on the other hand, increased at about
the same rate and the country’s trade surplus widened some-
what, from $70 billion to $74 billion. Although much of the
Federal Republic of Germany''s trade surplus was with other
European countries, Japan’s large trade surplus mainly re-
flected the imbalance of the country’s trade with the United
States.

Among other developed market economies, $trong
growth of domestic demand led to a sharp deterioration of
the trade gap of the United Kingdom. The country’s exports

Table Il1.3. Developed market economies:
trade balance,® 1980-1988

(Billions of dollars)
1980 1986 1987 198§
All countries =700 -33 228 -18¢9
Excluding the United States ~44.5 1412 1374 1076
Major industrial countrics =335 49 09 I2
Canada 80 7.6 88 62
France -134 ~2.4 -93 -i103
Germany, Federal Republic of 89 557 WO 73R
Ttaly -i69 45 0.1 -0.2
Japan 21 928 965 948
UnHed Kingdom 33 -128 167 367
United States =255 -1445 -1603 ~i265
Gther countries ~-36 5 ~43 -120 200

Source Table A7
2 Oagnfob basis.

failed to grow, while its imports increased sharply, resulting
in an increase of the trade deficit from $17 billion in 1987 to
$37 billion in 1988. The trade deficits of France and Italy
also increased (see table I11.3).

Developing countries

The volume of exports of the developing countries in-
creased by about 10 per cent in 1988, about the same rate as
in 1987 Much of this increase was due to a large increase in
the exports of manufactures, but exports of primary com-
modities, especially fuel, aiso increased The changes in the
volume and prices of exports varied widely among countries
and regions Exports of Africa increased only marginally
while there was a large increase in exports from Latin Amer-
ica, much of it from the heavily indebted countries, espe-
cially Argentina, Brazil, Mexico and Venezuela. The vol-
ume of exports of West Asia increased significantly, but this
was more than offset by the decline in oil prices. As in recent
years, the largest increase in exports came from South and
East Asia. The volume of exports from the region increased
by about 14 per cent after a 17 per cent increase in 1987.

Imports also increased rapidly. For the developing coun-
tries as a whole, the volume of imports increased by about
10 per cent in 1988, about the same rate as exports, after a 5
per cent increase in 1987 Imports of South and East Asia
increased even faster than their exports, and this largely de-
termined the high rate of growth of imports of the develop-
ing countries as a whole. Nevertheless, the growth of im-
ports has been fairly widespread Imports of the African
countries increased, only marginally, for the first time since
1981 Imports of Latin Ametica increased, owing to a very
large increase in the imports of Mexico, which was the
result of policies to liberalize imports to keep inflation under
control and meet food shortages caused by drought. Imports

17 Regional and country trzde data were obtained mainly from the regional commissions of the United Nations. inctuding the Economic Comemis-
sion for Afriea. Economic Repors on Africa 1989. the Economic Comimission far Europe, Economic Survey af Europe in 1988-1989, the Eco-
nomic Commission for Latin Americs and the Caribbean, Prefiminary Cverview of the Latin American Economy 1988, and the Economic and
Social Commission for Asia and the Pacific, Economic and Social Survey of Asia and the Pacific 1988
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of some of the large countries, for example, Argentina and
Brazil, declined. Imports of the energy-exporting develop-
ing countries increased slightly in 1988 after many years of
decline.

The terms of trade of the developing countries as a whole
deteriorated by about 3.5 per cent in 1988 This was entirely
due to the large decline in oil prices, which led to a fall of
about 17 per cent in the terms of trade of the energy ex-
porters. For the energy-importing countries, the terms of
trade improved by about 4 5 per cent, the first such im-
provement since 1984,

Increased imports and a deterioration of their terms of
trade reduced the trade surplus of the developing countries
as a group. Most of the deterioration was in the energy-ex-
porting group whose trade surplus fell from $48 billion in
1987 to $32 billion in 1988. Exports and imports of the en-
ergy-importing countries were evenly balanced in 1988, for
the first time in the 1980s, largely as a result of a sharp
increase in the trade surplus of the Latin American econo-
mies, mainly Argentina, Brazil and Chile.

The rate of growth of China’s external trade during the
1980s has been very high, with the volume of its exports
increasing by about 12 per cent annually, Following a 27 per
cent increase in 1987, exports in real terms increased by
about 20 per cent in 1988, led by a large increase in manu-
factured exports. A rapidly growing economy also ledtoa
25 per cent increase in import volume during the year, re-
sulting in a marked deterioration in the country’s balance of
trade (see table I11.4).

Table [11.4.  Developing countries: trade balances,”

19801988

(Billions of dollars)
1980 1986 1987 1988
Deveioping couniries 124 27 326 2635
Energy-exporting countries 1732 188 481 320
Surplus 140 8 85 252 19.6
Deficit 234 103 229 130
Energy importers ~580 -125 -139 00
China ~28 91 -17 -53

Source. Table A 12
Note: Developing countries exclude Taiwan Province of China.

2 Onanfob basis
Centrally planned economies

The growth of foreign trade of the centrally planned econ-
omies of Europe improved slightly in 1988 after an excep-
tionally slow growth in 1987 The external trade (average of
imports and exports) of these economies grew by less than 1
per cent in volume in 1987 and by about 4.5 per cent in 1988,
which was a little over half the rate of growth of world trade

Most of the centrally planned economies proposed or un-
dertook changes in their foreign trade mechanism, in step
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with their general policy of economic liberalization. In gen-
eral, these measures can be characterized as efforts to de-
centralize foreign trade. They include a set of organizational
changes which aims at transferring the right to conduct for-
eign trade to the enterprises. While in some countries these
changes are still at their inception, in others steps have al-
ready been taken towards decentralization. The effects of
these measures on the growth of trade will be apparent only
in the longer run

The volume of exports from the seven European centrally
pianned economies rose by some 3 per cent in 1988 follow-
ing a 2 per cent increase in 1987 The increase was more
widely spread among these economies than before. In 1987
much of the increase in exports came from the Soviet Union,
while exports from the other economies stagnated. The
growth of exports in 1988 was much more balanced, exports
of the Soviet Union growing at 5 per cent and those of the
rest of Eastern Europe growing at about 4 2 per cent. Much
of the growth of Soviet exports derived from exports to the
developed market economies which increased at about 12
per cent in volume, continuing the high rate of expansion of
the past few years. Exports of the other centrally planned
economies to the developed market economies also in-
creased faster than their total exports. The velume of ex-
ports of the Soviet Union and other centrally planned econo-
mies to the developing countries also increased fast during
the vear.

Soviet imports increased by about 5 per cent in real terms
in 1988, after two years of import contraction. Most of the
increase stemmed from the developed market economies but
imports from the developing countries increased as well.
Imports of the centrally planned economies as a whole in-
creased by some 4 per cent, after a decline of 0.4 per cent in
1987

Intra-CMEA trade accounts for more than half of the tatal
trade of the centrally planned economies and increase in this
trade remains a major coliective objective of these countries.
Nevertheless, the critical need for hard currencies, partly to
service external debts, has led to an emphasis on exports to
the market economies and restraint on non-essential imports
from them. Increased imports in 1988 and a deterioration of
terms of trade led to a worsening of the trade balance of the
centrally planned economies with the developed market
economies. Their terms of trade worsened by about 3 per
cent, largely because of the decline in oil prices and hence a
fall in unit prices of Soviet exports. The balance of trade of
the centrally planned economies with the developed market
economies turned from a small surplus in 1987 to a small
deficit in 1988 (see table III.5). These economies usuaily
have a large trade surplus with the developing countries.
The surplus declined somewhat in 1988

The intra-CMEA trade balance underwent a significant
change in 1988 The usual trade surplus of the Soviet Union
with the rest of the Eastern European centrally planned
economies turned into a deficit. This was largely the result
of the movement of the terms of trade of the Soviet Union
vis-a-vis the other six. (For policies affecting intra-CMEA
trade, see chapter V1)




Commodity prices: short-term improvement and uncertain future prospects

For a large number of developing countries, the prices of
their primary exports rose significantly in 1988, the first
such increase since the mild upturn of 1983-1984 which was
followed by an almost continuous decline. The overall index
of dollar prices of non-fuel primary commodities exported
by these countries started to increase from the third quarter
of 1987, rose sharply in the last guarter of the year and con-
tinued on a milder upward trend in the first half of 1988. In
the second half of the year, prices appeared to have stabi-
lized, with a weakening in the third quarter and a pick-up in
the next (see figure I1I 1 and table A.6). By December 1988,
the index was only 5 per cent below its 1979-1981 average.
For the year as a whole, it was about 18 per cent higher than
in 1987.

Table 111.5. European centratly planned economies:
trade balance, 1980-1988

(Billions of dollars)
1980 1586 1987 1988
European centrally planned
cconomies
Wortd 21z 89 156 Itz
Centrally planned economies 23 4.0 42 4.7
Developed market economies -36  -35 16 -12
Developing countries 35 83 99 6
Eastern Europe
World -58 0.7 39 78
Centrally planned economies ~1 .8 -14 09 55
Developed market economies -38 04 i1 15
Developing countries -02 17 29 07
USSR
World 80 §2 117 34
Centrally planned ccoromies 41 54 33 -0.8
Breveioped market economies 0.2 -39 G5 =27
Developing countries 37 66 79 69

Source: Department of International Economic and Social Affairs of
the United Nations Secretariat, based on national and international
data

Technological changes and the changing structure of the
industrial economies had a depressing effect on the world
demand for primary commodities during the 1980s. To-
gether with a general oversupply of commodities, itled toa
sharp fall in commodity prices during the period. An impor-
tant contributory factor was, however, the slow-down of the
world economy itself. The significant improvement in world
growth during 1987-1988 was an important factor behind the
recent increase in commodity prices. Reduced supply, in
some cases resulting from elimination of excess capacity,
also contributed to the rise in prices.

Evidence also suggests that demand in developing coun-
tries, and the high rate of growth of some of the more indus-
trialized among them, have helped 10 sustain the demand for

primary commodities over recent years. Most developing
countries remain intensive users of raw materials, and while
many developing countries have stagnated or declined dur-
ing the 1980s, a number of them have grown fast. These
economies have partly offset the stagnation in the demand
for commodities in industrial countries. The increased im-
portance of the demand for commodities in developing
countries is evident from the changing destination of their
exports {see table II1.6). The change is pronounced in raw
materials and fuels which are directly related to the level of
industrial activity.

Table IIL.6. Changing destination of exports of primary
commodities from developing countries

(Percentage share of intra-developing country
exports in total developing country exports)

1973 1986 1086

Food 179 235 19.9
Raw materials 227 261 277
Ores and minerals 67 115 182
Noen-ferrous metais 110 157 227
Fuel 86 222 279
Total primary products 180 221 49
Excluding food and fuel 160 i9.3 236

Source’ Department of International Economic and Social Alfairs of
the United Nations Secretariat, based on data in GATT, International
Trade 86-87,

The increase in the prices of non-fuel commedities in 1988
was widespread. Of the 40 commodity piices in the
UNCTAD price index, 37 increased, many of them sharply.
This contrasted with price behaviour in the preceding two
years when changes in the prices of a limited number of
commodities dominated the change in the overall price in-
dex.’® Nevertheless, the changes in prices varied considera-
bly among commodities (see figure 11} 1),

Prices of food and beverages, which account for over 50
per cent of the value of exports of primary products from the
developing countries, increased by about 12 per cent over
their average 1987 level (see table A.6). Wheat and rice
prices rose sharply from the low levels of the mid-1980s
‘Weather-related supply factors, especially drought in the
United States and some Asian countries, and low stocks con-
tributed to the increase. Sugar prices also recovered from
the very low levels of the mid-1980s. On the other hand,
there were only marginal increases in prices of tropical bev-
erages, which account for over half of the value of exports in
the group. Coffee prices rose following agieement on export
quoias under the International Coffee Agreement in Qctober
1987. Cocoa prices reached record low levels in 1988, As
the largest producers continued to increase production in the

18 World Economic Survey 1988 (United Nations publication, Sales No EBBII.C.1),p 39
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Figure II1.l. Non-fuel commedity price indices, 1980-1988
(19791981 = 100)
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face of stagnant demand, prices fell below the floor set un-
der the International Cocoa Agreement, despite a large
buffer stack purchase by the International Cocoa Organiza-
tion. Tea prices remained weak since 1984 as supply in-
creased, but rose modestly in 1988 in dollar terms.

Agricultural raw materials account for about 20 per cent
of non-fuel primary exports of the developing countries.
Prices, which had increased significantly in 1987, rose by
about 8 per cent in 1988 Prices of oif and oilseeds, @ much
smaller group, increased sharply, by 30 per cent on the aver-
age.

The sharpest increase in prices occurred in minerals and
metals which account for a fifth of the exports of primary
products of developing countries. These prices increased by
an average of 34 per cent over their 1987 levels Increased
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demand from world manufacturing activity, as well as a de-
cline in capacity over the years of low prices, contributed to
this. Prices of all major metals rose. Copper, the most im-
portant in the group, was about 45 per cent higher in 1988
than the average for 1987. There were also large increases in
aluminivm and nickel. Among the major metals, prices of
tin showed only a modest increase.

Non-fuel commodity prices increased not only in dotlar
terms but in real terms as well, that is, in terms of manufac-
tured imports that a unit of primary commodity would buy.
Prices of manufactured expotts of developed market econo-
mies increased by about 7 per cent in 1988, The real prices
of non-fuel commodities thus increased by about 11 per cent
in 1988, the first such increase since 1984. Despite this im-
provement, it remained 30 per cent below its 1979-1981 av-
erage (see figure 1112 and table A 6)



Figure 1.2, Nominal and real prices of non-fuel commodity exports, 1980-1988
(1979-1981 = 100}
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A great deal of uncertainty surrounds the course of prices
of primary commodities in the near future. Prices appeared
to have already peaked by the end of 1988. A slower pro-
jected growth of world output in 1989, and an improvement
in the supply of a number of commodities in response to high
prices, suggest that commodity prices may be somewhat
lower in 1989 than in 1988 and fall again in 1990.

While prices of non-fuel primary commodities increased
by about 18 per cent in 1988, there was a fall of almost the
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same magnitude in the price of oil, which accounts for over
30 per cent of the total exports of developing countries. Af-
ter a partial recovery in 1987, oil prices declined in dollar
terms by an average of about 20 per cent in 1988. In real
terms, the decline was even sharper. Towards the end of
1988, prices were starting to rise and, following a return to
production restraint by the OPEC countries and an an-
nouncersent of cut-back of production in other exporting
couniries, they rose in the first quarter of 1989 (see chap.
V).




Chapter IV

INTERNATIONAL FINANCE AND DEBT

Two related issues of international finance are currently
key global policy concerns. The first is foreign indebted-
ness. The developing countries that are in protracted debt
crisis have necessarily been a major focus of world atten-
tion, and certain centrally planned economies also have had
major debt crises. The country with the largest absolute
amount of foreign debt, however, is the United States. Al-
though, of course, it is not a country with debt-servicing
difficulties, concern has been raised about the sustainability
of the growth of its net foreign debtor position.

The availability of financing is the second area of broad
concern to policy makers. In the developing countries, the
major focus is on obtaining adeguate external financing to
support economic adjustment and development In the cen-
trally planned economies it is experimenting with ways that
countries with non-market economic structures might better
draw on private international financing. In the developed
market economies, attention focuses on the changing capital
flows and their impact on exchange rates and on the official
financial movements made in response to changing private
international flows.

The present chapter surveys these issues, which it sees in
the context of an integrated world financial system. The de-
veloped market economies collectively seek to manage their
exchange rates and stabilize them. The centrally planned
economies seek to develop more intensive financial linkages
with the rest of the world and the developing countries—or
more precisely, the countries heavily constrained by debt
crisis—seek to remove financial obstacles to their own ad-
justment and return to a more normal piace in the global
systemn. In support of the latter, specific poiicy recommen-
dations are put forward in this chapter in order to speed the
resolution of the international debt crisis and promote the
development of the developing countries

A multipelar world financial system

The international economy, as set in motion once again
after the end of the Second World War, was unusually depen-
dent on a single country and a single currency. The United
States produced roughily half the world’s output and its cur-
rency became the single major vehicle for international trade
and finance. Indeed, the international monetary system that
was cstablished when the International Monetary Fund was
created, took the United States dollar as the explicit anchor
of the system. Europe and Japan were rebuilding their econ-
omies, the third world was only beginning to define itself

through decolonization and non-alignment, and China was
emerging from a great civil war

The world today has become a multipolar one. The United
States accounts for about one quarter of world output, and
the dollar—while still the most widely used currency in in-
ternational transactions—increasingly shares the role of in-
ternational money with other currencies, notably the
deutsche mark and the ven. In recent years, the trend toward
multipolarity in currency and other financial matters seems
to have accelerated.

In particular, whereas 80 per cent of internationat bonds—
bonds placed simultaneously in more than one national mar-
ket—~were denominated in dollars as recently as 1984, by
1987 only 41 per cent of international bonds were dollar-
denominated, and 43 per cent were so denominated in 1988
The rest were in deutsche mark (13 per ceat), pounds ster-
ting (12 per cent), yen (9 per cent), Canadian doliars (7 per
cent), ECUs, the currency unit of the Buropean Community
(6 per cent), and several other currencies.! The fall in the
dollar’s share of international bank lending has also been
marked: from 72 per cent of cross-border loans outstanding
of banks in developed market economies at the end of 1984,
the dollar’s share fell to 52 per cent at the end of 1988. Asin
the case of bonds, however, the shares of other currencies
remained far behind that of the dollar, the largest being that
of the deutsche mark (8.5 per cent} *

The receding 10le of the doilar can be traced to several
factors. One is the growth and development of other devel-
oped economies relative to that of the United States. Besides
this measure of catching up, which increased the attractive-
ness of other currencies, the instability of exchange rates
themselves has been a force pushing people to diversify the
currency composition of their assets and their debts. More-
over, as the current account deficit of the United States bal-
ance of payments swelled in the 1980s (see table IV 1), 1t
became increasingly necessary for the United States to mo-
bilize foreign financing. A positive real interest differential
in favour of the United States increasingly was needed so
that some of the savings in high-saving countries would be
attracted into the relatively low-saving United States econ-
omy.’ Dollar denominated financial instruments became a
relatively expensive vehicle for borrowing, and this led bor-
rowers to search for non-dollar instruments. Finally, coun-
tries that had traditionally been major users of dollars, in
particular developing countries, reduced their operations in
the dollar-based market. In the case of Middle Eastern oil

Data from Organisation for Economic Co-operation and Developmeat. Financial Market Trends, No 42 (February 1989), p 109

2 Tt might be charged that these figures are a distortion in that they convert bank loans in non-doilar currencies using current exchange rates
Indeed, at end-1988 exchange rates. the bank loan share never really changed (56 per cent of foreign currency and domestic currency
cross-border loans of banks in industrial countries st the end of 1984 versus 52 per cent al end-1988) But the fact of the matter is that exchange
rates did change and the value of the bunk portfolic of foans {and thus the dollar share of that value) should be measured in actuai terms (esti-
mates caleulated from data from Bank for International Settlements, Jnrernational Banking and Financial Market Developments, various is~

SuCs).
3 Sce chapter VI for an elabaration of this issue
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Table IV.1. World balance of payments on current account, by country group, 1980-1989
(Billions of dollars)
1980 1981 1982 1983 1984 1985 1986 1987 1988" 1989¢
Developed market ecoromies -35.7 -4 8 -6,2 -1.9 -39.1 -24.8 158 -79 -23 4 -37.5
Large industrial countries ~-11.3 208 14.3 22 -40.0 -24.9 140 -5 6 ~150 =225
of which
Germany, Federal Repuablic of =71 24 113 10.6 i6 1 25 46 5 550 60.0 590
Japan -9.5 6.2 81 222 364 50.5 873 89 7 425 735
United States 7.4 12.0 -2.6 ~39.9 ~98 4 -103 8 -1270 -~143 95 ~§25.2 -122 5
Other industrial countries -24.4 =256 -20.5 ~4. ] o8 0t 18 -23 ~-8.4 ~150
Developing countries 32.3 -38.0 ~75.8 ~56.5 283 -289 -47 5 -5 1 -25.5 -28.5
Capital-surplus countrics 104.3 61.4 17.9 -52 -03 72 -98 48 -1.5 40
Capital-importing countrics -72.0 -99 4 -93.7 -51.3 -282 -36 1 ~37 7 -i09 -24.9 -32.5
Energy exporters -0.4 -294 -34.9 -10.6 ~-10 ~-1.8 203 -36 -16.5 ~12.5
Energy importers ~69.2 ~72.0 -64.6 ~452 ~29.6 ~22.8 ~10.2 -7.6 -4.5 ~16 0
Recent surplus ecoromiesd ~8.9 ~7.1 2.9 15 67 104 231 s 260 170
Other -60.3 -654.8 -61.7 -46.7 -363 -33.2 ~33.3 -38.1 -30.5 -33.4
China 24 20 3.9 44 24 -11.5 <12 03 -3.0 4.0
Centrally planned economies
of Europe® 4.3 -T4 37 77 99 1.7 0.2 73 4.5 L5
Eastern Europe 6.6 51 0.7 22 37 13 0.9 12 1.1 10
Soviet Unioa 2.8 -17 3.5 59 66 0.6 0.9 6.6 38 10
World residualf 78 502 783 507 511 519 319 6.7 44 4 64 5
of which
Trade residuat (imports, f.o.b.) -43.2 -32.8 -i8 0 -23.5 <317 4.6 5.0 -40.5 -21.0 -16.0
Services and private transfers 510 830 96.3 4.2 89 4 56 % 369 4712 654 805

Source; Department of International Economic end Social Affairs of the United Nations Secretariat, based on data from the International Monetary Fund, and other
officiai national, international and private sources (see tables A 7to A, 12}

2 Baiance on goods, services and private transfers.

b Preliminary estimate; developing countries rounded to nearest half-billion doliars. .
¢ Forecast, rounded to nearest half-billion doltars; based in part on Project LINK (see chapter I for assumptions underlying forecast)
d Hong Kong, Republic of Korea, Singapore and Taiwan Province of China
€ Balance with market economies; total including estimated investment income deficits of Council for Mutual Economic Assistance (CMEA) banks
f Unreperted trade, services and private transfers, or errors and timing asymmetries in reported data

Table IV.2. Funds raised on international credit markets, 1981-1988
(Billions of dollars)
1981 1982 1983 1984 1985 1986 1987 1988
Grouped by borrower
Developed market economies 137.2 1232 1133 825 2313 2852 2630 3292
European planned economies 1.6 0.7 1.1 34 53 30 37 42
Developing countries 55.1 467 358 331 293 22.2 288 263
Multilateral institutions 67 85 717 98 132 101 19 107
World total 200.6 1791 1578 228 8 27191 3214 3074 3705
Grouped by instrument
Bonds, of which 52.8 755 71 1115 169.1 2281 180 .8 2274
International bonds 13 50.3 501 81.4 136.5 187.7 1405 17772
Foreign and special place-
ments 215 25.2 270 301 325 40.4 40.3 502
Loans 1477 103.6 807 1173 1101 933 1267 143 1
Bank loans 94 6 982 67.2 62.0 61.1 632 954 127.6
Other facilities 531 54 13.5 55.3 489 300 312 15.5
World total 2006 179.1 157.8 228.8 279.1 3214 307 4 370.5

Source: Data from Organisation for Economic Co-operation and Development, Financial Staristics Monthly
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exporters, their investable surplus fell as oil prices receded
in the 1980s and there was a political as well as economic
premium on asset diversification. In the case of much of
Latin America and elsewhere, the debt crisis cut off most
access to new credit.

At the global level, international finance continues to
grow quite strongly, with a 20 per cent increase in 1988
alone, as table IV.2 illustrates. Although the amount of
cross-border lending arrangements has risen or fallen in the
various years of the 1980s, it has in the end roughly doubled
since the decade began. Lending has been increasingly con-
centrated, however, on the industrialized countries, as many
developing countries lost access to the market through debt
crisis, while a few others became net suppliers of funds to
the market by developing substantial surpluses in their bal-
ance of payments.*

The vehicles by which international credit is accorded
have also diversified markedly during the 1980s. Whereas
there was almost three times as much bank lending as bond
financing in the beginning of the decade, there is now about
60 per cent more bond financing than bank lending (see table
1V.2). This in part reflects the growing securitization of fi-
nancial markets,’ but it also reflects the greater dominance
of developed country borrowers which generally have the
high credit ratings needed for access to bond markets.

The stock markets of several countries have also become
more important vehicles of international finance. In the
United States, in particular, foreign equity purchases be-
came a significant source of foreign financial resources for
two years, 1986 and 1987 (see table A 8). After the stock
market crash of October 1987, however, that source of fi-
nancing disappeared.

Nevertheless, more than a year later the United States and
some major foreign stock markets have begun to recover and
significant foreign flows might resume across borders.®
There was, after all, little evidence that international trans-

actions in stocks had much to do with the 1987 crash—
rather, it was more an international transmission of panic--
and certain reforms in specific markets that wouid help to
stabilize market behaviour have been identified in several
studies after the crash (see box I[V.1).

Finally, not only have credit and equity markets diversi-
fied as they grew in the 1980s, but direct investment activity
has as well. Indeed, although the United States owned al-
most half the world’s stock of foreign direct investment in
1960 and even 40 per cent in 1980, its share had fallen to 35
per cent by 1985, The share of the United Kingdom has also
fallen, from 18 per cent in 1960 to 15 per cent in 1985, The
share that has grown most and accounts for most of the shift
is that of Japan (from 7 per cent to 12 per cent).’

The United States has also become an increasingly impor-
tant host for direct investment from other countries.
Whereas the United States was the location of 12 per cent of
world foreign direct investment in 1975, it accounted for
almost 30 per cent by 1985. These investments rose from 2
per cent of United States gross domestic product (GDP)to 5
per cent. Japan, the most dynamic source of foreign direct
investment, remains insignificant as a host, accounting for 1
per cent of the total (0.5 per cent of its GDP).

Together, these investment flows have comprised the ma-
jor sources of financing to cover the balance-of-payments
deficits on current account and to provide the outlets for the
current account surpluses. Table IV.1, showing the interna-
tional pattern of current account balances, can equally be
viewed as a table of net flows of funds. Thus, the United
States may be seen as the single largest net absorber of funds
and the Federal Republic of Germany and Japan as the larg-
est identifiable net sources * The developing countries con-
tinue to absorb a diminished flow of funds compared to the
early years of the 1980s, and the centrally pianned econo-
mies—both fewer in number and smaller in degree of inte-
gration into the international market economy than other
groups—run generally small current-account balances with
the market economies

Four developing countries have earned large current-account surpluses in recent years, as indicated in table IV 1 They have arisen, first, on the

strength of their merchandise trade balance, but there is aiso a contribution from services that are in part the carnings on overseas construction
and other labour activities, but also from reduced interest on foreign debt that is being repaid and increased interest earned on foreign assets (see

table A.12)

{United Nations publication, Sales No. E. 86.11 C 2), pp. 28-51

See, "The changing institutional character of international financial markets in the 1980s”, Supplemens 1o World Economic Survey 19851986

The United States index of stock market prices rose 15 per cent (December 1987 to December 1988}, while that of the Federal Republic of

Germany rose 24 per cent and Japan's rose 21 per cent, based on local currency indices of Organisation for Economic Co-operation and Devel-

opment, Financial Statistics Monthly. In several developing country markets, dollar price indices almost doubled (Brazil, Mexico, Republic of

Kores and Taiwan Province of China), while in others, dollar prices rose 20 per cent or more (Argentina, Chile, India, Malaysia/Singapore. the
Philippines and Thailand), according to the Internationat Finance Corporation of the World Bank, Emerging Stock Markets Factbook

Data in this and the subsequent paragraph are from United Nations Centre on Transnational Corporations, Trensnarional Corporations in World

Developnient: Trends and Prospects {United Nations publication, Sales No. E 88.11 A.7), pp 24-25

The sum of the current accounis of all the world’s countries does not come 10 zero in table IV 1 as it would if all data were correctly and fully

reported. The table shows, in particular, that $44 bittion of current account surplus—and thus of financial flows—were unaccounted for in 1988
and a larger residual is forecast for 1989 (equivalently, the reported current account deficits may have been overstated so the **missing” financ-
ing may have been smalier than the data indicate). Although there is much room for error in data for recent years given their preliminary aature,
even duta from many years before show comparable residuals It is possible to decompose the residual into trade and services components which
indicate that the errors are mainly in the services accounts, and probably in the financial services components (for a comprehensive analysis of
this problem, see International Monetary Fund, Final Report of the Warking Party on the Statistical Discrepancy in World Current Accoun:

Balances (September 1987))
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Box IV.1

The stock market crash of 19 October 1987 is now reced-
ing into the distance, and it should be possible to gain a bet-
ter perspective on exactly what happened in the world’s eg-
uity markets at that time. There is still no consensus, how-
ever, as to whether the crash of 1987 was or was not a
“correction” of overpriced securities, whether rapidly ap-
preciating stock prices in the 1980s did or did not represent a
“speculative bubble”, whether the markets are or are not
currently overvalued, or whether market overvaluation is or
is not a2 world-wide phenomenon in which speculative ex-
cesses are transmitted across borders. What does seem clear,
however, is that the sustained buoyancy of the world’s major
stock markets during the one and one half years since the
crash seems to indicate that the market is again behaving in
more traditional ways.

The performance of a stock market essentially reflects the
demand and supply of the hundreds of individual stocks that
are traded in that market. The price of a stock is generally
believed to reflect fundamental economic factors that affect
the value of that stock. If participants in the market for secu-
rities are assumed to be rational—meaning they use all
available information that might affect the value of a stock—
the price of a stock today should equa) the future cash flow
of dividends it is expected to provide, each year's flow dis-
counted by an appropriate interest rate. On average, prices
of equities over the past 25 years seem to have reflected
these fundamentals.® A notable exception, however, is seen
in the months preceding October 1987. At that time, indus-
trial share prices in the equity markets of the Group of Seven
countries rose to levels that no longer seemed to reflect eco-
nomic “‘fundamentals”. This can be seen for Japan, the
United Kingdom and the United States in the figures given
below in this box, where the hypothetical curves represent
an estimate of what stock prices would be if they were to
reflect certain fundamental economic factors. The hypothet-
ical curves, which are based on 23 years of behaviour, gen-
erally seem to trace a path around which actual prices have
flactuated. Although the hypothetical departure from behav-
iour in Japan has been relatively large in recent years, it
became especially marked in 1987, suggesting that Japan
shared in the same phenomenon as elsewhere. While the rea-
sons for the 1987 divergence in all three countries are still

The world’s major steck markets, viewed from the perspective of 1989

widely debated, a recently proposed theory advancing the
concept of “‘rational speculative bubbles” offers a tenable
explanation.

Rational speculative bubbles

Theoreticians have shown that even when expectations are
“rational™, prices of securities will be influenced by expec-
tations of future prices " These expectations can become
self-fulfilling, and can significantly influence current stock
prices It may thus be “rational” for stock prices to make
continuously-increasing deviations from the prices that fun-
damentals would dictate. In such a case, investors would be
aware that the market was making an incorrect valuation,
but the expected returns (including the possibility of a crash)
would be high enough to keep them in the market. Although
the “‘bubble path™ is unsustainable and will eventually lead
to a crash, rational and efficient market actors none the less
find it in their interest to follow the path. Thus, a “bubble™
is created whereby the actual stock prices are considerably
higher than economic “fundamentals’ would suggest. It is
possible that the prices of stocks in the months leading up to
October 1987 were, in fact, buoyed by something resem-
bling a rational speculative bubble, and on October 1987 that
bubble burst (although the market retreated less in Japan and
has since recovered).

Globalization

Globalization of world equity markets has become an im-
portant concern of policy makers, especially after the events
of 1987. One major question is whether or not the globaliza-
tion of equity markets had a significant effect upon the
crash. Globalization of these markets has clearly been on the
rise in the 1980s, as market mechanisms and electronics-
based developments have created a trading environment in
which portfolio managers and arbitragers can move quickdy
between different countries’ stock exchanges. Financial
market deregulation in several countries has opened up trad-
ing to multinational securities firms. Volatility in exchange
rates has created the need to hedge portfolios across markets
as well as incentives to speculate Exchange rate variations
have greatly affected exchange rate adjusted returns from
cross-market investing. And macre-econontic imbalances

2 The ensuing anzlysis is based on T. Thurston and B Herman, *“Receat issues end evidence on the behaviour of world equity markets™, De-
partment of International Economic and Social Affairs of the United Nations Secretariat Working Paper No. 12 (forthcoming in i989) The
analysis is earried nut far tha ctack markate nf each consntey in tha Grave F Qeven; space limitations prechude presenting all those results here

See wnvier S Blanchard, “Specusulive DUDUIES, Clasucs dhd tustaas wapenauons,” Econontic Letters, vol 3 (1§79). pp. 387-389 Fora ‘

statistical application of the theory to the 1987 crash, see Gikas A. Hardouvelis, '*Evidence on stock market bubbles: Fapan, the United
States, and Great Britain"”, Federal Reserve Bank of New York, Quarterly Review (Summer 1988), pp 4-16
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especially between the United States with its large current
account deficits, and Japan with its large surpluses— helped
to induce an unprecedented volume of cross-border equity
ownership.

There is no clear answer yet as to whether globalization
has been distorting equity flows between markets in differ-
ent countries. As noted above, average siock prices have
been periodically mispriced relative to fundamentals. It
seems that this mispricing may move in sympathy across
markets. However, in the period since globalization of eg-
uity markets came into being {(sometime during the 1980s)
there is no evidence of a greater degree of sympathy of
movement than was the case in earlier periods.

Panic psychology

Even if globalization has not clearly led to heightened
price-sensitivity among equity markets in different coun-
tries, the October 1987 crash has posed an instance of near-
simultaneous panic selling in many markets. The repatria-
tion of funds undeniably contributed to declines in most mar-
kets. This must, however, be kept in perspective. Even at the
peak of cross-border activity in 1987, the share of such activ-
ity was never large relative to domestic participation. A re-
cent study by the Federal Reserve Bank of New York could
find few instances of cross-border activity’s having spread
the crash among markets on 19 October© Rather, the princi-
pal cross-border impacts appear to have resulted from inves-
tors having observed sharp price declines in each others’
markets, which led to a panic psychology.

Policy implications

Under the experience thus far, it is difficult to show that
global techniques or trading practices per se have either sub-
stantiaily tightened international linkages or contributed
substantially to the late-1987 decline. This suggests that the
need to control cross-border activity or internationally co-
ordinate regulation of such activity may not be as soundly
based as many had presumed. On the other hand, studies
seem to support stricter regulation and improvements in
market mechanisms at the domestic level.!

¢ Sece Robert Aderhold, Christine Cumming and Alisoa Harwood,
*International linkages among equities markets and the October 1987
market break”, Federal Reserve Bank of New York, Quarterly Review
{Summer 1988), pp 34-46.

d  Forexample, see Report of the Presidential Task Force on Market
Mechanisms {The Brady Commission Report}), {Washington, B.C
United States Government Printing Office, 8 January 1988); The
October 1987 Marker Break, Securitics and Exchange Commission
Staff Report (Washington, D.C , United States Government Priating
Office, February 1988); and United States General Accounting Office,
Preliminary Observations on the Marker Crash of Ocrober 1987 (26
January, 3 and 5 February 1988)
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For 1989, the international pattern of recent years is ex-
pected to continue, The United States, Japanese and German
current accounts are expected to move slightly in the direc-
tion of greater equilibrium,’ although changes of such small
small magnitude cannot be forecast with any degree of cer-
tainty Exporters of petroleum are expected to see a strength-
ening of their current account balances, although the Soviet
Union is forecast to use the opportunity to strongly step up
imports from convertible currency markets in support of its
economic reform programme described in chapter I above

The developing countries that have been so successful in
building trade and payments surpluses in recent years are
forecast to show a strong reduction of their surpluses, a di-
rection that they have indeed been encouraged to take by
other countries. Other developing countries are expected to
follow a pattern similar to their recent one. The capital-im-
porting developing countries as a whole would thus once
again find themselves transferring net financial resources to
the rest of the world.

The net transfer of financial resources from developing countries, and the debt problem

In each year since [983, the capital-importing developing
countries have transferred financial resources overall to the
rest of the world . In 1988, far from a correction of the flow,
the net outward transfer grew to more than $30 billion,
measured as the total financial flows in and out of these
countries minus the net payment of interest, dividends and
other capital-servicing. Measured in an alternate way—in
terms of the shortfall of expenditures below income pro-
duced in their economies—the net outward transfer was
even greater, exceeding $40 billion (see table [V 3) ¥

As in recent years past, the outward transfer can be largely
attributed to transactions relating to credit flows. In con-
trast, for the first time this decade, the net transfer related to
direct foreign investment became significantly positive in
1988, owing to a strengthening of net direct investment. Of-
ficial flows also provided a significant inward transfer, al-
though the net transfer related to foreign official credits per
se was more strongly negative in 1988 ($7 billion) than in
1987 ($5.5 billion).

The net transfer out of the developing countries is closely
related to the slow-down in lending to these countries and
thus to the slower growth in their gross foreign debt. In
1988, the debt grew by less than 3 per cent, the smallest
annual increase in the 1980s And, the ratio of debt to GNP
finally seems to have stopped rising (see table IV. 4).

As in previous years, the net outward transfer was an eco-
nomic burden for most developing countries experiencing it,
as is detailed in chapter VIII But it was a sign of economnic
strength in a few countries. Among the latter, the Republic
of Korea applied a portion of its current account surplus of
approximately $14 billion to retiring some $2 billion of its
outstanding bank debt. "

For the many other developing countries that have been
struggling under a tight external capital constraint, there
were no signs in 1988 that international credit flows would
soon improve, neither official nor private.

Multilateral finance and the need for a refinancing
mechanism

Multilateral development financing continued to grow
slowly in 1988, but even then only in nominal terms  Overall
commitment levels in dollars rose 5 per cent, but this was
less than the international rise in prices (see table A.14).
Measured in real terms, multilateral development commit-
ments fell in 1988, leaving them 18 per cent below their peak
in 1985 (see figure IV 1), The fall has been concentrated on
the non-concessional component of multilateral lending, as
concessional multilateral flows have, in essence, kept pace
with inflation.

For countries whose per capita income place them outside
the criteria for concessional lending, the decline in the real
value of non-concessional commitments denies them poten-
tially important assistance for development and adjustment.
And as the obligation to pay debt-servicing on already out-
standing debt is not subject to rescheduling, the net flow and
the net transfer tend to diminish. Indeed, in 1987 the aggre-
gate net transfer had already turned negative for the main
non-concessional lending programme of the World Bank,
conventionally denoted as lending by the International Bank
for Reconstruction and Development {(IBRD). As IBRD-
lending itself accounts for almost half of ali multilaterai de-
velopment flows (see figure IV.2), this is an extremely signi-
ficant development. It is also not likely to be reversed soon,
The 1988 agreement to expand the capital stock of the World
Bank by $75 billion is considered sufficient to allow IBRD

9 Asa share of GDP the correction would be someswhat greater then in absolute dollar terms: from 2.7 per cent of GDP in (988 to 2 2 per cent in
1989 for Japar, and from 2.8 per cent of GNP in the United States in 1988 to 2.5 per cent in 1989, The degree of correction in the case of the
Federal Republic of Germany would be from 4.8 per cent of GNP to 4.6 per cent (based on forecasts of Project LINK)

10 The difference between the two flows is the net use or accumulation of official reserve assets. In 1988, in particular, about $9 billion were added
to reserves, which required a reduction in expenditures beyond what was required for transactions refating to all the different types of foreign
capital flows (for a formal derivative of these relationships, see World Economic Survey 1986 (United Nations publication, Sales No.

E 86 I1.C 1), pp 163-164)

The continued need for reserve accumulation is highlighted by the fact that despite the addition 1o reserves that took place, end-1988 reserves
(valued in dollars at current exchange rates) fell to about 2 5 menths’ coverage of import expenditures from almost three months in 1987, as
may be seen in table A 13 (expenditures include interest payments on foreign debt and other services, as well as merchandise imports), This
notwithstanding, the proportion of countries with less than two months’ coverage of import expenditares—a rule-of-thumb minimum security
tevel-—fell 1o one half in 1988 from about 55 per cent of capitai-importing countries in each of the preceding two years

11 Based on data from the Bank for International Settlements
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Table IV.3.  Net transfer of financial resources of the capital-importing
developing countries,» 1980-1988

{Billions of dollars; sample of 98 countries)

1980 1981 1982 1983 1984 1985 1986 1987 19880

Fransfer through direct investment

Net investment flow 6.5 13 gt 76 &6 74 61 83 i2.5

Net dividends and other income -110 -10.5 -0t -8 -¢0 ~-83 -7 4 -79 -85

Net transfer -4.5 08 -2 0 -28 =24 ~10 -13 04 40
Transfer through private credit

Net credit flow 363 378 239 i24 20 ~-1.6 15 ~30 -14.0

Net interest paid -19.3 -30.4 42 6 ~39.0 -42.0 ~39.3 -33.6 -31.7 -32.0

Net transfer 172 715 ~18.7 -26 5 ~-33 0 ~40 9 -321 ~34.7 -46.0
Transfer through official flows

Official transfers {grants) 132 126 Il 114 12 4 150 145 142 [5.0

Net official credit 219 278 96 274 250 14 9 143 12.0 4.0

Interest paid -6.2 -71 -8 8 -10.2 -11.7 -13.6 ~16.1 ~17.5 -21.0

Net transfer 290 343 320 286 258 16 3 127 87 80
Qverall net transfer 417 42 6 113 -07 -9.6 -25 35 ~207 -256 ~32.5
Memerandum item

Use of official reserves® -16.2 34 226 ~2.3 ~18 7 ~52 54 -80 -9 0

Net transfer on expenditure basis 255 46.0 339 -31 -28 4 -308 -153 -336 -41.5

Source: Department of International Economic and Social AT fairs of the United Nations Secretariat, based on data from the International Monetary Fund (IMF), the
Worid Bank and United Nations Secretariat estimates

o

b
c

Pefinitions: Direct investment is net of re-invested earnings (cash Flow approach); official credits include use of IMF Credit and interest includes Furd charges;
riet private eredit flow includes arrears on interest as welt as principal, and outflows of capital by residents

Partly estimated; rounded to the nearest hall-billion dollars
Additions to reserves are shown as negative numbers

to expand its lending by about 10 per cent a year in nominal
dollar terms, reaching an annual iending level of more than
$20 billion by the early 1990s.% But debt-servicing pay-
ments to IBRD have already grown at twice that rate since
1970, and they grew 24 per cent a year on average from 1980
to 1987

If the net transfer of resources of IRRD is negative, the net
capital flow (i ., excluding interest payments) remains pos-
itive. This is not the case for lending by IMF, where the net
capital flow has been a net repayment to the Fund since 1986
(see figure IV.3). The Fund has been a net recipient of capi-
tal from each of the main developing country regions since
1987 (see figure IV.4).

In contrast to the World Bank and other development
agencies, IMF is primarily an agency for providing rela-
tively short-run support for balance-of-payments adjust-
ment programmes that are typically expected to be com-
pleted in one to three years, with credits to be repaid within
five (ot up to ten years for extended arrangements) The
loans of the early 1980s are thus being repaid, although few
cases could be cited in which the adjustment process has now
been successfully completed.

In this context, the decision of several countries to sus-
pend debt-servicing payments to the Fund, the World Bank
and other institutions is an important signal. As at 1 April
1989, 11 countries were over six months in arrears to the

12 World Bank, Annnal Report 1988.p 33
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Fund, 8 to the World Bank and 3 to the Inter-American De-
velopment Bank The international community has insisted
on the privileged status of debts owed to the multilateral in-
stitutions and has no method for rescheduling them, For
some heavily-indebted countries, there seemed little alterna-
tive to arrears, as they did not have significant reserves and
virtually no private or bilateral official credit to draw upon.
In some cases the major creditor in the past had been pre-
cisely these multilateral institutions

The countries that have built up substantial arrears to the
multilateral institutions have all been countries in crisis. An-
alysts can attribute the difficulties in each one to domestic
economic, socia] and political strains, but the fact that there
are so many is a signal that there is some failing at the inter-
national level as well. Other countries that have not yet in-
curred arrears could be forced into doing so if their circum-
stances deteriorated It would be better to anticipate that
problem and assist those not able to extricate themselves at
this time.

The IMF has implicitly recognized the difficulties of some
of its member countries that borrowed significant sums from
it on regular, commercial terms in the early 1980s when their
situation actually warranted longes-term and highly conces-
sional lending. The Fund did not then have an active conces-
sional window, but the Structural Adjustment Facility (SAF)
and later the FEnhanced Structural Adjustment Facility



Table IV.4 Foreign debt of the capital-importing developing countries,? 1980-1988

1980 1981 1982 1983 1984 1985 1986 1987 19880
Billions of dollars
Medium-term and fong~term debt 430 8 499 2 563.0 654 2 696 1 7704 8713 969.7 991
Official concessional 107 3 114 1 1229 131.0 133 4 152.9 177.8 2119 217
Official non-concessionale 69.6 87.2 1033 128.0 1401 1719 2106 250.0 256
Private 2539 297.8 337.0 3952 422 6 4455 482 9 507.9 518
Short-term debt 121 4 143 3 159 @ 1290 1225 120.2 107 4 1194 126
Total debt 5522 642 4 722.0 783.2 8185 890 6 978 7 10892 1187
Percentage
Total as a ratio to GINPY 283 311 359 411 421 45.2 48 3 49.5 47.4
Total as a ratio to exports® 127 1 1395 166 .0 1830 1771 198 1 2273 214.5 189.7
Memorandum item
Debt of a larger grouping of capitaj-
importing countries (billions of
dollars)f 656 155 831 894 933 1 051 1 152 1281 1320

Source: Department of International Economic and Sacial Affairs of the United Nations Secretariat, based on data from the World Barik, the International Monetary
Fund and the Qrganisation for Economic Co-operation and Development

a
b
¢
d
2
f

Sample includes China, but aot Hong Kong, nor Tatwan Province of China
Estimate

Including use of IMF credit.

Sample of 106 countries

Sampie of 112 countries; exports of goads and services

World Bank grouping of the developing countrics other than high-income oil~exporting countries (principal differeace with above total is inclusion of certain
countries of Western and Eastern Europe classified as “developing™ by the World Bank)

{ESAF) sought to remedy that. For some countries, an im-
portant component of SAF and ESAF programmes was that
they informally refinanced outstanding non-concessional
IMF credits on concessional terms. In the World Bank, a
comparable use can be made of IDA loans.

To the degree that adequate funds are available under these
lending programmes, an important contribution can be
made to providing official finance to ease the foreign capital
constraint, epitomized by the outward net transfer of re-
sources. But a group of countries cannot draw on these re-
sources because their economic situation has not yet deterio-
rated enough to make them eligible for special assistance for
low income countries. To assist countries that seek to regu-
larize their international financial situation and are ready to
embark upon a major adjustment and development effort, as
well as to protect the future financial strength of the multila-
teral institutions, it would be appropriate to mobilize the
requisite resources for refinancing obligations to the multi-
lateral lenders on appropriate terms.

When countries fail into crisis conditions, private foreign
creditors withdraw from extending new loans, which is nat-
ural as they fear for the safety of their earnings and have no
wider responsibility The same cannot be said for official
institutions. But it is up to the major shareholders of those
institutions to supply the institutions with means adequate to
the task.

Commercial credit and the debt overhang

The financial markets seem to evaluate lending to most
developing countries as a relatively risky undertaking and
developing eountry borrowers that have access to this mar-

ket are themselves wary about the amount of new debt they
take on. One result is that gross borrowing arrangements by
capital-importing countries on international cdpital markets
remain at the depressed level of recent years, especially if
the involuntary lending by banks arranged as part of debt-
rescheduling negotiations is excluded (see figure IV.5).

In addition, the secondary market in developing country
loans that has grown 1o a significant level of activity in re-
cent years continues to downgrade the debt of heavily in-
debted countries. Figure I'V.6 illustrates trends in secondary
market prices commonly experienced by developing coun-
tries. The debt of a few countries has been rated highly, al-
though with some recent slippage, as Algeria shows; the
debt of other countries has fallen sharply as is the case for
countries as different as Brazil and Céte d’Ivoire: and the
debt of yet other countries has long been heavily discounted,
as exemplified by the Dominican Republic. In no case has

‘the debt of a country that had been heavily discounted in

recent years risen appreciably in the market,

The commercial banks that had earlier been attracted into
lending to developing countries have instead reduced their
exposure in recent years in large part through the secondary
market. In the case of the United States banks, for example,
total exposure has fallen from $138 billion at its peak at the
end of 1983 to 389 billion at the end of December 1988.
Banks that have had a relatively smaller stake in this lending
have reduced their exposure the most, leaving the exposure
of United States banks concentrated heavily on that of nine
money-centre banks whose holdings are, in turn, concen-
trated on a small number of the heavily-indebted countries
(see figure IV.7). And the major theme of how to treat the
debt of the countries that are over-indebted to the banking




Figure IV.1. Multilateral development commitments
in real terms, 1970-1988

Billions of 1980 dollars

304
)

> //’

25 -

p

1970 1972 1974 1976 1978 1980 1982 1984 1986 1988

A Concessional f% Non-concessional

Source: Department of Iternational Economic and Social Affairs of the Uaited Nations Secretariat

Figure IV 2. Multilateral resource commitments, 1988
(Total = $30.0 billion)
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Figure IV.3. Developing country drawings and repayments
from the International Monetary Fund,2 1980-1988
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Figure IV 4. International Monetary Fund net lending to
the developing countries, by region,2 1981-1988
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Figure IV.5. Gross borrowing arrangements on international
capital markets by capital-importing developing
countries, 1981-1988
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sector has now become how to reduce the debt, not how to
entice, cajole or force the banks to extend new loans.

The international community has been actively grappling
with the external debt problem of developing countries since
debt-servicing difficulties became a widespread phenome-
non in the early 1980s. It has been a major focus of attention
in technical, financial and political forums.” International
policy has gone from short-term crisis management to ef-
forts to mobilize new financial flows along with debt-re-
scheduling on increasingly better terms for debtors, to an
expanding menu of financing and debt relief options, and
finally to broad recognition of the need for significant debt
reduction in a wide variety of situations faced by heavily-
indebted developing countries. In the last year the area of
agreement on the need for a permanent reduction of debt-
service — reducing the present value of the debt— has broad-
ened appreciably.

Debt owed to bilateral official creditors. A major step
was taken on 21 June 1988 at the Toronto Summit of seven
major industrial countries (the Group of Seven) when the
Heads of State or Government reached consensus on new
terms for rescheduling the debt owed to official creditors by
the poorest developing countries which were also undertak-
ing internationally approved adjustment programmes. The
new step was to create a ‘‘framework of comparability” in
which Government creditors could choose among conces-
sional interest rates, usually on shorter maturities, longer
repayment periods at commercial rates of interest, partial
write-offs of debt-service obligations being rescheduled, or
a combination of these." The understanding was that con-
cessions of different kinds should involve comparable bur-
dens.

By the autumn of 1988, the Paris Club of official creditors
agreed to how the various new options would work, namely:

I3 Monitoring and analysing emerging developments in the external debt situation of the developing countries has been a major concern of many
official isternational organisations and the secretariats that service them Indeed, the analysis presented here may be considered an extension of
that in eartier World Economic Surveys and the series of reports on the external debt crisis and development prepared for the General Assembly,
the most recent of which was '“Toward a durabie solution of the debt problem™ (A/43/647 30 September 1988). Annual reportsto other global
bodies that monitor the developing country debt situntion inciude International Monetary Fund, #orld Econontic Cutlook. United Nations
Conference on Trade and Development, Trade and Development Report. and World Bonk, World Debt Tubles. 1988-F989 edition, vol I, Analy-

sis and Summary Tables.

14 Economic declaration issucd by the seven major industrial countries at the end of their three-day summit, 21 June 1988, para 30 (sce, IMF

Survey, 27 June 1988, pp 219-223)



Figure IV.6. Secondary market prices of foreign bank debt
of selected developing countries, 1987-1989
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(a) Partial write-off. One third of debt service originally
due during the period being renegotiated would be forgiven
and the remainder would be rescheduled under fairly stand-
ard terms for low-income countries (14-year maturity with
8-year grace period at market interest rates);

(b) Extended maturities. The full amount of debt service
being renegotiated would be rescheduled, at market interest
rates, but with a 25-year maturity and 14-year grace period,;

(¢) Concessional interest rare. The full amount would be
rescheduled as in (b) above, but at the shorter term of option
(a) and at an interest rate that is 3.5 percentage points below
market rates or one half of market rates, whichever gives the
smallest reduction.

Options (a) and (c) are considered to have comparable de-
grees of concessionality, and although option {b) involves no
concession in terms of discounted present value if the
longer-termt claims are paid in full, it clearly is more risky
for the creditor.
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From the debtor's perspective, however, the short-term
cash flow benefits of the new package were not large. The
World Bank has estimated that for the countries participating
in its Special Programme for Africa, debt-service payments
during the period 1988-1990 would fall by less than 3 per
cent compared with recent rescheduling standards." This
notwithstanding, the options approach had been applied in
several cages by early 1989 (namely, Central African Repub-
lic, Madagascar, Mali, Niger, United Republic of Tanzania
and Uganda}. It is cleatly a step forward, but it only begins
to address the needs for debt relief of low-income countries.

Additional debt relief measures for low-income countries
that wouid go further in improving the net financial resource
transfer to these countries in the short run have been pro-
posed and still warrant consideration by the creditor coun-

tries, This applies in particular, to the recommendations of

the Advisory Group on Financial Flows for Africa, con-
voked by the Secretary-General of the United Nations in
1987, These recommendations entailed a three-part policy
approach to Paris Club debt:



Figure IV.7. Exposure of United States banks to
developing country debt, 1982-1988
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{2) For countries that are not expected to become credit-
worthy in the foreseeable fiture in the eyes of commercial
creditors and in which there is an agreed medium-term
framework for adjustment, all servicing of bilateral official
debt scheduled for the next three years should be resche-
duled at the highly concessional rate of interest charged on
toans from the World Bank’s IDA and at the favourable ma-
turity and grace periods already being accorded by the Paris
Club {up io a 20-year repayment period with up to a 10-year
grace period);

{b) For countries with better prospects of regaining cre-
ditworthiness, conventional annual rescheduling shouid be
made available, but at a below-market interest rate that
brings their debt-servicing burden into reasonable conform-
ity with debt-servicing capacity,

{¢) Countries with stronger prospects would continue
under terms of rescheduling already availabie and export

credit agencies should renew cover for new lending as soon
as debt relief and adjustment are under way.

Debt owed to commercial banks. The other milestone in
broadening the consensus on debt relief in 1988 came when
first Japan, and then France, made new proposals for com-
mercial bank debt relief for middle-income countries under-
going adjustrent programmes. The proposals included
actions that would reduce the present value of their debt to
the banks. The Japanese proposal, presented formally at the
Joint Annual Meetings of IMF and the World Bank in Sep-
temnber and reiterated in the United Nations General Assem-
bly,” included the idea that some of the outstanding bank
debt might be converted into securities and the rest resche-
duled, with certainty of repayment enhanced for creditors by
each debtor country establishing a special reserve account at
the IMF to serve as collateral. The presumed advantage for
the debtor country, especially as it was expected to put its
own resources into the IMF account, was that the securities
or rescheduled debt would carry lower interest obligations

16 See, Financing Africa’s Recovery, Report and Recommendarions of the Advisory Group un Financial Flows for Africa, (published by the De-
partment of Public Information of the United Nations Secretariat, 1988), paras 141-142
17 See summary records of the Second Committee of the General Assembly (A/C 2/43/8R 16, paras 60-66)
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than those obtainable under conventional rescheduling prac-
tices,

The proposal of the President of France" is complemen-
tary to that of Japan in that he proposed establishing a fund in
IMF to guarantee interest payments on bonds converted
from commercial bank loans owed by the eligible heavily-
indebted countries. The resources for that fund wouid come
from the developed countries’ shate of a proposed issue of
IMF special drawing rights. This proposal raised the possi-
bility both of lower interest obligations and of new resources
to underwrite interest guarantees.

In March 1989, the United States made a proposal that
also allowed the possibility of international financial suport
for negotiated reduction of commercial bank debt. The
United States suggestion was acted upon by the Interim
Committee of the IMF and the joint World Bank/IMF Devel-
opment Comimittee at their spring meetings, wherein the
Committees agreed, inter alia, that part of the resources
committed under Fund-supported arrangements or policy-
based financing at the Bank could be set aside for use in
facilitating debt reduction operations; and the Fund and
Bank were also asked to consider as a matier of urgency the
issues and action involved in the major proposals that had
been put forward."” Several heavily-indebted developing
countries have begun consultations with a view to drawing
on the opportunity provided by the new initiative and lead-
ing—as is already the case for Mexico—to a new round of
negotiations with their cominercial bank creditors.

Given the attention paid to this new international initiative
on debt—which has been coined the “Brady Plan™, after the
{United States Secretary of the Treasury who had proposed
it*—it is thus important to examine it in some detail. Like its
predecessors, the new initiative envisions debt reduciton
taking place on a case-by-case basis in voluntary agreements
negotiated between the debtor country and its creditor
banks. Secretary Brady’s plan proposes to support this pro-
cess through four key innovations,

First, the plan suggests that the private banks waive, fora
period of three years, the nepative pledge and sharing
clauses, which have been a pervasive presence in the inter-
national banks’ foan agreements with developing countries.
These clauses provide for equal treatment among the credi-
tor banks: the borrower promises not to pledge assets to any
of the banks on a preferential basis or to pay debt-servicing
preferentially. The clauses have tended to slow debt reduc-

tion because a prior waiver of them by a majority of banks
has been needed to initiate buy-backs and securitization of
debt.® An across-the-board waiver would be expected not
only to accelerate the negotiation of debt reduction, but also
to enhance the terms for the debtors, since in principle there
would be a more competitive environment on account of the
developing country’s ability to negotiate individually with
its different creditors.

Second, the Brady Plan also calls for the creditor Govern-
ments to explore ways to reduce regulatory, accounting and
tax impediments to the banks’ participation in debt reduction
schemes.

Third, the plan would permit, for the first time in the man-
agement of the international debt problem, an explicit com-
mitment of public resources to support a debt reduction pro-
cess. World Bank resources would come out of the its recent
$75 billion capital increase; the Fund would use existing re-
sources, although the plan also promised to study an in-
crease in that institution’s quotas. Countries in balance-of-
payments serplus also would be asked to contribute to the
plan’s financing. Indeed, Japan had earlier proposed extend-
ing additional finance in the form of untied loans of the Ex-
port-Import Bank of Japan in support of Fund arrangements
and Japan announced that these would be available under the
strengthened debt strategy.

The fourth key innovation of the Brady Plan involves a
delinking of the disbursements of IMF programumes from the
management of the private banks’ balance sheets. In effect,
the Fund and a developing country would be able to move
ahead with their adjustment programme even if there were
no prior commitments from private banks to contribute to its
financing through rescheduling, debt reduction or new
money packages. This would reverse a policy in place since
1982 in which IMF programmes have generally been contin-
gent on a country's attaining a prior agreement with its banks
to close the financing gap through a combination of debt
relief and new money.*

The Brady Plan’s proposals represent an important ad-
vance in the conception of how to manage the commercial
bank debt problems of the highly-indebted countries. The
positive aspects of the proposal can perhaps be best appreci-
ated by examining the scope and limitations of the Brady
Plan’s predecessor, the Baker Plan, and more specifically,
the second stage of that Plan, the so-called market menu
approach,

18 See preliminary verbatim records of the General Assembly (A/43/PV 10, 30 September 1988}, pp. 6-20. )

19 See communiqué of the Interim Commitiee of the Board of Governors of the International Monetary Fund, 4 April 1989, para 3; and com-
muniqué of the Joint Ministerial Committee of the Boards of Governors of the Bank and the Fund on the Transfer of Real Resources to Develop-
ing Countries, 4 April 1989, para 10 (as published in JMF Survey, 17 April 1989, pp. 118-121)

20 “Remarks by the Secretary of the Treasury Nicholas F Brady to the Brookings Institution and the Bretton Woods Committee Conference on
Third World Debt™, Treasury News (United States Department of the Treasury, 10 March 1989).

21 A waiver of the negntive pledge usualiy requires the consent of between 50 and 66 per cent of a country’s creditor banks, white the sharing
provisions generally call for consent of between 95 and 100 per cent of the banks (see Miche! Bouchet and Jonathan Hay, *The Rise of the
Market-Bused Menu Approach and Its Limitations” (Washingtoa, D.C., World Bank, 1989)

22 For analysis of the traditiona! relationship between the banks and the IMF during the management of the crisis, see United Nations Economic
Commission for Latin America and the Caribbeen, *Politicas de ajuste y renegociacion de fa deuda externa en américa intina,” Cuadernos de la
CEPAL, No 48 (United Nations publication, Sales No S 84 11.G.18), published in English as External Debt in Latin America, (Boulder,

Colorado, Lynne Rienner Publishers, 1985), pp 47-86.
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Debt restructuring experience under the market menu
approach

The market menu approach emerged in 1987 on account
of the shortcomings of the Baker Plan's original formula for
restoring growth in the highly-indebted developing coun-
tries, which involved intensification of economic reforms in
the debtor countries, coupled with a redoubled effort to mo-
bilize concerted loans for them from commercial banks and
official lenders * As it became evident taht the commercial
banks were unwilling to support the Baker Plan’s lending
commitments, the official focus shifted to the menu ap-
proach as a way to overcome the developing countries’ fi-
nancing constraint.

The menu concept essentially supplemented concerted
lending packages by the banks with other financing options
On the one hand, the menu proposed the use of alternative
instruments such as trade and project loans, bond place-
ments and limited capitalization of interest payments. On the
other, it introduced for the first time in the management of
the debt problem the possibility of financing the debtor
countries through debt reduction techniques such as debt-
equity swaps, exit bonds and buy-backs. The items on the
menu had to emerge voluntarily from the market on a case-
by-case basis in negotiations between the debtor country and
its creditor banks. Moreover, the creditor Governments
were emphatic that their support of the menu could not in-
volve costs for their taxpayers, i.e., public guarantees to
enhance financing packages were explicitly excluded from
the official management strategy.

While appearing in 1987, the menu did not gain concrete
form until 1988 when an array of its market-based options
emerged from the negotiations between debtors and credi-
tors. Financing schemes tended to stress debt reduction tech-
niques, in part because net lending by the banks had become
ever more difficult to mobilize. Indeed, according to World
Bank estimates, net bank financing to the highly-indebted
countries, after adjustment for the net movement of arrears,
was only $500 million in 1988, compared to an already low
figure of $7 billion in 1987. » There were, however, certain
notable efforts at debt reduction

Mexico. An innovative operation was tried in Mexico in
early 1988 in which the Government proposed to trade up to
$20 billion of restructured public debt for $10 billion of

bonds having a single maturity of 20 years and an annual
interest rate of 1.63 per cent over the London interbank of-
fered rate (LIBOR), compared to (.81 per cent over LIBOR
for already restructured debt. To enhance the attractiveness
of the new bond, Mexico indicated a willingness to guaran-
tee its principal by using the couniry's foreign exchange re-
serves to make a parallel purchase of a specially-issued
United States. Treasury zero-coupon bond with a face value
and a maturity identical to that of the Mexican instrument.*

Gaining the necessary waivers from the banks to initiate
the conversion operation was not as difficult as it might have
been because protracted negotiations over the latest resche-
duling agreement had already exempted public debt from the
sharing clause, which had earlier required approval of 100
per cent of the banks. The remaining obstacle was the nega-
tive pledge clause which had to be waived to collateralize the
new bonds. Since this waiver required approval of only 51
per cent of the banks, it was secured within two months. But
major problems arose on other fronts.

First, Mexico's collateral was for principal only, which
represented just 18 per cent of the discounted present value
of the 20-year Mexican bond. In other words, the banks per-
ceived that over 80 per cent of the income stream on the
bond was unsecured Mexican risk. The Mexican authorities
tried to overcome this problem by asserting that the new
bond would be senior to existing foans, but most banks were
apparently unconvinced by seniority created by Sfiar. Sec-
ond, the attractiveness of the offer to United States banks
also was reduced by a ruling of the United States Securities
and Exchange Commission which stated that United States
banks wouid have to write down all loans tendered for the
exchange, even if they ultimately were not accepted by the
Mexican Government. Third, the announcement of an offer
to exchange up to $20 billion of debt for $10 billion of bonds
implied a discount of 50 per cent on outstanding bank loans;
yet many institutions in the United States had loan loss re-
serves sufficient to cover discounts of only 25-30 per cent,
while the formal reserve cover of the Japanese banks for
loan losses was even lower.” Fourth, for many European
banks there was little or no advantage in recognizing the
lower value of their assets in an exchange, as they had al-
ready received a tax reduction when setting up reserves
against possible losses {in contrast, say, to the United States
where the tax loss is taken only when the debt s written

23 The Baker Plan was announced it September 1985 and sought to mobilize 329 billion over three years for heavily-indebted developing coua-
tries. Of that, 320 billion were 10 come from commercial banks and $9 billien from officiul lenders. However, bank financing proved difficalt

to mobitize, in part because by 1986 commercial banks had substantia

Hy reduced their valnerability 1o default and therefore had less incentive 10

lend in concerted fashion to problem borrowers indeed, World Bank data sugges! that net leading by banks totalled only 56 billion over the
period 1986-1988, ia contrast o $15 billion for official lenders (see World Banic, Debt and International Finanee Division, Quarrerly Review.

March 1989, p 3).

24 For 2 more complete anajysis of the evolution of the of ficial debt management strategy and the emergence of the market menu approach, see
United Nations Economic Comsaission for Latin America and the Caribbean, Fhe Evolution of the Exiernal Debt Problent in Latin America and
the Caribbean, Eswdios ¢ Informes de Ja CEPAL No 72, United Nations Publication; Sales No E 88 II G.10); and Rabert Devlin, Debrand
Crisis in Latin America: The Supply Side of the Story (Princeton, Princeton University Press, forthcoming 1989}, chaps Sand 6

25 World Bank, Quarterly Review. ,p 3

26 For more detail on the Mexican proposal, see Ruben Lamdany, **Voluntary Debt Reduction Operations: Bolivia, Mexico and Beyond

(Washington, D.C , World Bank, june 1988)

27 See Economic Commission for Latin America and the Caribbean, ' Economic survey of the United States*'. (LC/G 1477, 28 February 1989),

table 32; and Bouchet and Hay, ep cit . p 19
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down}. Fifth, the placement confronted *free-rider” prob-
lems, since some banks were tempted to withhold their par-
ticipation in anticipation of having the value of their loans
rise as the absolute amount of Mexican debt fell. Finally, it is
well known that the market reacts cautiously to new instru-
ments such as this one and therefore conversions of this type
should normally be expected to start quite small *

The reaction of the market to the Mexican offer fell far
short of initial expectations. In the auction Mexico received
320 bids from about a quarter of the country’s nearly 500
creditor banks for a total value of $6.7 billion. The Govern-
ment accepted just 95 of those bids valued at $3.7 billion and
traded them for $2.6 billion of the Mexican bonds. Thus, the
average discount on the operation was 30 per cent and debt
was reduced by $1.1 billion. The Government had to set
aside about $490 million of foreign exchange reserves to
collateralize the new bonds, and about another $100 million
had to be drawn upon to collateralize the country’s bonds
already in circulation among bondholders in order to avoid
discrimination,

The results of the Mexican exchange offer disappointed
creditors and debtors alike. Nevertheless, because of the
way the programme was financed, not even the most opti-
mistic scenario of a $10 billion debt reduction would have
produced dramatic relief for Mexico’s harried balance of
payments.” With an interest rate on rescheduled debt of LI-
BOR plus 0.81 per cent and with LIBOR then at 8 per cent,
every dollar of debt reduction brought with it, at that time,
8 8 cents of cash flow relief in the form of lower interest
payments. However, this interest savings was partially off-
set by the fact that Mexico enhanced the new bond with a
higher spread over LIBOR than was found on the old debt
and also had to use liquid, interest-earning foreign exchange
reserves to purchase the collateral instrument that, while
earning a competitive interest rate, would not generate any
cash flow for 20 years and had to be held until maturity.
Thus, at a 50 per cent discount, $10 billion of debt swap
would have produced only $660 million annually in net in-
terest savings, compared to an annual interest bill with the
banks in excess of 37 billion. Moreover, in view of the need
to set aside $1,985 million for collateral, the net cash flow on
that operation would have been negative for Mexico for the
first three years of the 20-year life of the bonds.” The bene-
fits received from the actual programme were of course

much more modest. The net interest saving was $35 million
per year (calculated at 1988 interest rates) and the full cash
flow pay-back would not be reached until the seventeenth
year of the programme,

Bolivia. Another debt reduction operation was arrangea
in March 1988 by Bolivia, Because of economic and politi-
cal problems, this nation unilaterally suspended its debt
service in mid-1984 (see the case study in chapter VIII). Af-
ter rescheduling its Paris Club debt in July 1986, Bolivia
began to actively negotiate a buy-back of its bank debt,
worth about $670 million (excluding interest on arrears), or
15 per cent of the country's total public foreign debt. The
country’s bank debt had been circulating in secondary mar-
kets at about 6 cents on the dollar, but with news of a poten-
tial buy-back, secondary market prices quickly rose to 11-12
cents.

A year after initial contacts, in July 1987, Bolivia won
waivers of its restrictive clauses which had been contained in
a 1981 rescheduling agreement. Among the conditions es-
tablished for the buy-back were that the resources for the
purchase had to come from third party donors; the contribu-
tions had to be placed in an IMF trust fund, and an identical
price would have to be offered to all the country’s bank cred-
itors. The banks also won the option to accept, in lieu of
cash, 23-year collateralized peso-denominated zero-coupon
bonds, which were indexed to the United States dollar and
eligible for conversion into local equity at a 50 per cent pre-
mium over their face value.™

The buy-back was formally announced in January 1988
with an offer price of 11 cents on the dollar. In March, Bo-
livia announced that 53 of its 131 creditor banks had made
bids; nearly $270 million of debt was exchanged for cash
and $64 million for notes for a total settlement of almost $37
million, involving a draw-down of $28 million from the IMF
Trust Account (the rest supplied in Bolivian bonds). The out-
standing bank debt thus was reduced by about half,

The buy-back clearly illustrated how assistance from the
international donor community can assist in a reduction of
outstanding bank debt. Indeed, the entire operation would
not have been feasible without the resources provided by
donor Governments and the IMF’s good offices. Neverthe-
less, the operation was not an unqualified success and re-

28 See K Telljohann, "Analytical Framework ", Prospects for Securitization of Less Developed Country Loans (New York, June 1987), Salomon

Brothers, p. 11

29 Onrecent balance-of-payments and net-resource-transfer difficuities, see the Mexican case study in chapter VIII

30 With LIBOR at 8 per cent and a spread of .81 per cent, the interest saving on a $20 biliion reduction of bank debt would be $1,762 miltion per

31

year If the debt had been swapped at a 50 per cent discount, the Government would have to emit $10 billion in bonds paying an interest rate of
9 63 per cent, which meant an interest cost of $963 million per year (the bank debt would have had a shorter number of years to maturity, but it
can be assumed it would have been rolled forward again by 2 subsequent debt renegotiation). This marks a direct gain of 3799 million per year.
But there were losses too Mexico would have needed to purchase $1,885 million of United States Treasury boads to have the $10 biltion coliat-
eral in 20 years {at B 7 per cent a year interest, the rate then prevailing). While the 1,885 million would still be a Mexican asset, it would no
longer be liquid as are reserves and would thus be a cash loss of $1,885 million in the first year In addition, however, Mexico put up at feast
anathier 3100 million of reserves to accord comparable treatment to its existing bond holders, 5o its total purchase of United States Trensury
bonds would have been $1,985 million If these reserves had themselves been invested in United States Treasury bills payiag, say, 7 per cent
imerest (z highly conservative investment assumption), then the interest income foregone — or the cash flow foregone — would be $139 million
a year The net interest gain per year would therefore have been $660 million. As the cash drain in the first year would have been $1,983 mil-
lion, Mexico would not have recovered its cash flow loss until the end of the third year of the programme

For a more detailed summary of the Bolivian operation, see Lamdany, op cit.
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vealed shortcomings of the market menu approach as then
concetved.

In particular, it is striking that facing an unquestionable
state of insolvency in Bolivia, an offer price that nearly dou-
bled that prevailing in the secondary market before the an-
nouncement of a buy-back, and the availability of third par-
ties to finance a full scale repurchase, only 40 per cent of the
country’s creditor banks volunteered to participate in the op-
eration. The reasons for this sluggish response are varied.
Some banks clearly preferred to ride free, thinking that with
a reduced debt Bolivia might eventually be willing to settle
the remaining outstanding obligations on terms more fa-
vourable to them. Other banks which were fully reserved
against Bolivian portfolio risk expected little immediate tax
or accounting benefits from formally recognizing a loss; in-
deed, by sitting tight a bank might achieve a windfal! benefit
if, say, the country’s terms of trade unexpectedly rose
sharply and renewed its ability to service the debt. Other
banks, with inadequate reserves against their developing
country exposure, wanted to avoid the losses implied by par-
ticipation in a buy-back and thereby keep their loans at book
value. Finally, some institutions undoubtedly preferred to
avoid the precedent of debt forgiveness.

Another problem was the rise in the secondary market
price itself. At 6 cents on the dollar the secondary market
had been valuing the country’s $670 mitiion bank debt at $40
million. However, anticipating the buy-back the market
price rose to roughly 11 cents, so that at the new price, the
remaining unpurchased debt of $336 million had a market
value of $37 million. Thus, slightly less than $37 million of
cash and Bolivian notes bought only a $3 miliion reduction
in the market value of outstanding obligations; in other
words, Bolivia paid 11 cents on the dollar for a debt with a
marginal value of less than one cent per dollar of debt *

Buying back a debt under such circumstances is not neces-
sarily the best use of resources for a country with a foreign
exchange constraint. Nevertheless, what made the Bolivian
operation attractive was that donor resources were ear-
marked for the purpose of a buy-back and the country al-
ready had a significant pipeline of commitments of foreign
loans and grants which it was able to absorb only gradually.
Another problem, however, is that even a partial buy-back
as large as that in Bolivia did not dramatically alter private
investors’ perception of Bolivian risk; since after the buy-
back the country was still unable to service its remaining
bank debt. Banks continued to offer those outstanding obli-
gations for trade in secondary markets at oniy 11 cents per
dollar. Potential new investors would undoubiedly still fear a
long embattled queue for available foreign exchange

Brazil. Perhaps the fullest expression of the menu ap-
proach emerged in June 1988 when Brazil announced a new
financial package with its creditor banks that would lead the
country out of the moratorium which it had declared in Feb-
ruary 1987. The agreement included the traditional resche-
duling of principal on commercial terms and a new money
commitment. However, what was notable about the agree-
ment was the impressive array of menu items incorporated
into the financing.

As part of 2 new money package of $5.2 biltion, Brazit
offered to issue, in liew of new loans from the banks, up to 31
billion of bonds in bearer form which would carry the same
terms as the loans. Moreover, $2 .9 billion of the new money
subscribed in the form of loans would become eligible over
the period 1989-1991 for conversion into local equity at par,
up to a limit of $50 million per month.

Brazil also offered the banks an “exit’ option on restruc-
tured debt. In lieu of rescheduling, the creditors could ex-
change public sector medium-term debt for exit bonds val-
ued at par with a 25-year maturity and a fixed, below-maricet
interest rate of 6 per cent. The bonds were designed to offer
those banks that wished to avoid future reschedulings and
requests for a new money package a chance to exit from the
process, but at the cost of accepting financial instruments
with lower interest rates and longer maturities. To further
enhance the instruments, Brazil allowed the banks to con-
vert the exit bonds at par into cruzado-denominated Brazii-
ian Treasury notes indexed, at the choice of the bank, to
domestic inflation or to the dollar exchange rate.

The entire new money package, as well as the exit bonds,
were also eligible to participate in Brazil’s newly introduced
debt-equity swap auctions, which began in February 1988.
Other menu items in the agreement involved a retiming of
interest payments from a quarterly to a semi-annual basis
and refending provisions for restructured debt.®

The Brazilian agreement clearly was innovative and the
best expression to date of the menu approach. But again as &
vehicle for debt relief it was only a qualified success. The
subscription to the new money package was unusualiy
quick, about one month. Yet only 308 of Brazil's 500 credi-
tor banks entered into the agreement Moreaver, the partici-
pating banks' chief motivation for taking up the loans was
that it hefped Brazil to liquidate more than 33 billion of ar-
rears.

The subscription 1o the exit boad, while much more suc-
cessful than a similar instrument promoted by Argentina in
1987, only attracted 108 banks for a total value of $1 bil-
lion, or 20 per cent of the amount that Brazil had originally

32 Thatis, 5334 million in reduction of the face value of the debt lowered the market value by only 53 million or 80 009 per $1 reduction of the

face value See leremy Bulow and Kenneth Rogoft,
675704

“The buy-back boondoggle,” Brookings Papers on Ecanomic Activity No 2 {1988), pp

33 For an analytical review of the retiming and relending provisions, see Ruben Lamdany, **The Market Based Menu Approack in Action: the 1988

Prazil Financing Package™ (World Bank, December 1988)

34 1n 1987 Argenting offered exit bonds with a 25-year maturity and & fixed 4 per cent rate of interest Only two banks subscribed Sce Lomdany,

op cit.p 36
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offered to exchange. At that time, the conversion implied a
savings of about $30 million per annum in interest pay-
ments, which would not have a significant impact on the
then 38 billion annual interest burden on the debt with the
banks.*

In addition, considering that the new money eligible for
conversion into equity at face value corresponded closely to
the amount of interest payments in arrears, and that the mar-
ket then valued Brazilian obligations at 50 cents on the dol-
lar, a swap at par was an extremely generous arrangement
for the creditor banks. Moreover, the conversions—which
are an addition to the official debt-equity programme—also
undoubtedly would make management of the country’s se-
vere inflationary problem more difficult,

Chile. In April 1988 Chile had begun negotiations with its
creditors to amend loan contracts 5o as to introduce more
flexibility into the country’s debt management. Six months
later, in September, the requested amendments were ap-
proved by the banks to allow: (a) direct buy-backs of the
debt at a discount for an amount not to exceed $300 million
to be funded exclusively from the country's foreign ex-
change reserves; {b) debt exchange offers for up to $2 bil-
lion; (c) pre-payments in pesos in cases where receipts are
re-lent to new investment projects; and (d) the awarding of
preferential guarantees on new debt up to an amouat of $500
million. The pre-payment provision was used during 1988 to
extend $35 million in financing to a local mining project,
and in November Chile deployed $168 million of its reserves
to purchase $299 million of debt, capturing a discount of 44
per cent.®

The Chilean initiative certainly did introduce needed flex-
ibility into the loan agreements. Yet the banks put severe
limits on the volume of resources that could be managed in
this new way. Moreover, like any buy-back operation, there
is the question of efficient allocation of resources. At that
time the repurchase brought about $16 million per annum in
net interest savings; however, since the country was re-
quired to make an outlay of $168 million in reserves, the
cumulative net cash flow on the operation would remain
negative for the next 10 years ™

Other activities. In contrast to these negotiated debt re-
duction schemes, the most dynamic source of debt reduction
in developing countries in 1988 involved formal debt-equity
swap programmes as well as informal swaps, which are op-
erations that do not directly involve a debtor country's mon-
etary authorities. The World Bank estimated total swaps to
have been about $14 billion in 1988, compared to $7 billion
in 1987 and $1.5 billion in 1986. Most of the swaps cccurred
in four countries: Argentina, Brazil, Chile and Mexico. Bra-

zil carried out by far the biggest volume of swaps; estimates
place them at $8 billion, of which about $3.6 billion were in
the country’s formal programme. Mexico also had a large
number of informal swaps, estimated at $3 billion in 1988.
Meanwhile, Chile converted about $2 billion of external
debt into peso-dencominated assets under its formal chapter
18 and 19 programmes. Argentina registered $1 billion in
formal swaps, plus an undisclosed amount of informal trans-
actions. In addition, Nigeria began operating debt-equity
auctions in late 1988 and the Philippines has begun informal
transactions

While the volume of debt-equity swaps has risen markedly
in recent years, so have the polemics surrounding them.”
One of the major concerns raised by the debtor countries has
been related to their weak fiscal situation and the inflation-
ary effects of converting foreign debt into currency and
notes. These and other problems with swaps caused Mexico
to halt its formal programme in 1987, while both Brazil and
Argentina temporarily suspended their operations in eatly
1989. On the other hand, Chile, with a relative sound fiscal
situation, continued to aggressively promote its swap pro-
gramme, but maintained a ceiling on total operations to be
held per year for anti-inflationary reasons.

Conclusion. This review of some of the major financial
operations in heavily-indebted countries highlights some of
the shortcomings of the menu approach. Most important,
the time-path of effective cash flow relief granted by mar-
ket-based voluntary debt reduction techniques tended to be
the inverse of what was needed by problem debtors. They
have a very high need for an improvement in their current
net transfer of financial resources. Most of the techniques
focused on reducing principal, the payment of which had
already been pushed off into the future by restructurings or
moratoria, and which at the margin had an extremely low
expected value. The effective balance-of-payments relief
therefore was limited to lower interest payments; however,
these fell by only a tenth or léss of every dollar of debt reduc-
tion,

Second, the voluntary responses of the banks to the debt
reduction schemes were very poor. This was due to a com-
plex constelation of factors: free riding, sharp differences
in the ability of the banks to absorb losses, disincentives
arising from bank regulatory and tax codes, fears of prece-
dent, and difficulties in creating preferential status for new
debt instruments.

Third, the ability of the debtor-country Governments to
undertake direct buy-backs, or to enhance exchange offers
was limited by the scarcity of their own foreign exchange
reserves, legitimate questions about the best use of those

35 Evaluated at LIBOR in mid-1988 (& per cent) and a spread of 0.81 per cent on restructured debt
36 Ricardo Ffrench-Davis, “Recompra de ta deuda de Chile,”” CIEPLAN (Corporacién de investigaciones econdmicas para américa latina) (Santi-

ago, Chile), September 1988,

37 Here, November's LIBOR of 9 per cent plus a spread of 0 81 per cent for restructured debt and interest earnings of 8 per cent on the foreign

exchange reserves zre applied.

38 wWorld Bank, Quarterly Review . pp 8-9

3% For an evaluation of some of the potential negative effects of swaps, see David Roberts and Eli Remolona, ~Debt swaps: a technique in devel-
oping country finance”, in Richard Debs et al | Finance for Developing Countries (New York, Group of Thirty, 1987), pp. 15-40.
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resources, and in the particular case of debt-equity swaps,
the implications of those conversions for expansion of the
domestic money supply and inflation. The only case in
which new foreign resources were made available to a swap
scheme was that of Bolivia which, if made general, would
require more substantial direct budgetary outlays by the
Governments of creditor countries than seems politically
feasible at this time.

Fourth, negotiations with the banks for voluntary debt re-
duction were usnally protracted, owing in part to the need to
gain waivers on restrictive clauses in loan contracts. This,
coupled with the uncertain response of the banks to ex-
change offers even when they were approved, created great
uncertainties regarding the volume and timing of financing
via voluntary debt reduction techniques.

When financial instruments that act more directly on in-
terest payments were deployed by the debtors, such as exit
bonds, interest savings tended to be marginal. This was be-
cause of the factors cited above, and the fact that the uncer-
tain return of exit bonds had to compete with the certain
return of an exit via a cash sale in secondary markets {which
does not have any direct benefit for the debtor). When coun-
tries tried to enhance the response to their exchange offers
through collaterization, the net balance between the use of
foreign exchange and the savings of foreign exchange was
initially unfavourable for the debtor and not rectified for
many years.

Fifth, new loans were increasingly difficult to raise from
the banks after they added to their loan-loss reserves and
became more interested in reduction of exposure.

Sixth, the menu's options, whether in the form of new
resources or debt reduction, tended to be applied very une-
venly across the debtor countries, with its limited benefits
being concentrated in only a handful of countries.

The Brady Plan: new stage of the international debt
stratepy

The Brady Plan is clearly a welcome response to the plight
of the overly indebted countries; however, it is still mostly
an outline that will gain concrete form only in the months
ahead as specific financing schemes emerge from case-by-
case negotiations. It has raised expectations that the Govern-
ments of creditor countries will give much needed assistance
to the market through institutional and financial support of
the debt reduction process. Government action on a waiver
of restrictive clauses, modification of regulatory and tax im-
pediments to debt reduction, and the allocation of public re-
sources to enhance financing packages could all, in princi-

ple, improve the volume of conversion schemes and their
terms for the debtors. However, the success of the initiative
will depend on three key factors: (a} an allocation of enough
new public resources to induce a guick elimination of the
debt overhang; (b) strong public co-ordination of the banks
to ensure that an adeguate number of them participate and
that benefits are spread equitably among countries willing to
undertake structural reform; and (c) effective growth-ori-
ented adjustment programmes in the debtor countries,

Unfortunately, expectations about debt reduction have al-
ready been raised that might exceed what the plan will be
able to finance. Informal discussions of the plan in official
circles suggest that IMF and World Bank funding of debt
reduction on the order of $12 billion per institution over the
next 3 years is under consideration. Another $4.5 billion in
parallel lending has been committed by the Government of
Japan. Of this total of $29 billion, about $15 billion would be
additional resources, with the remaining $14 billion involv-
ing money that would be reallocated from policy-based lend-
ing of the Fund and Bank that is already programmed.

Although a total of 39 countries have been discussed as
potential users of the plan, if one just considers the 15 coun-
tries that are commonly grouped together as a sample of
heavily-indebted countries,™ it is clear that the $29 billion
already committed to the Brady Plan could support no more
than a very partial reduction of the debt overhang. For ex-
ample, if used in a straight buy-back of those countries’ debt
at the April 1989 weighted average of secondary market
prices of 36 cents per dollar, the above-mentioned public
funding could reduce commercial debt by some $80 billion.
Even this magnitude of debt reduction—which is highly op-
timistic because it assumes that secondary market prices
would not rise once the concrete plan was announced-
would bring a fall in government interest payments to pri-
vate creditors of 36 per cent, because most of the $221 bil-
lion debt owed to these institutions in 1989 would be left
untouched.

Moreover, the $29 billion is to be provided as loans at non-
concessional interest rates, and so the cash flow relief will
be less than the reduction in interest payments to the banks.
There are two cases. Loans that are a reallocation of funds
that would anyway have gone to the debtor country entail an
initial cash-flow loss from the inability to use the loan to
raise imports.”' Loans that are additional funds to which
these countries would not otherwise have had access add to
the debt-servicing burden, reducing the benefit of making
lower interest payments to the private creditors. If the $29
billion for the Brady Plan were all new offictal loans, the net
reduction of government foreign interest payments would be

40 The 15 countries ere Argentina, Bolivia, Chile, Colombia, Céte d'Ivoire, Ecuador, Mexico, Morocco, Nigeria, Pery, the Philippines. Uruguay.
Venezuela and Yugosiavia (the 1989 forecast of debt and interest payments of this group of countries used in the ensuing exercise is drawn frem
International Monetary Fund, World Economic Outlook, April 1989).

41 Ata price of 36 cents per dollar of debt, a $100 Fund or Bank loan can repurchase $278 of debt. At a L0 per cent interest rate, the reduced debt
eliminates $28 per annum of interest payments to the banks Interest and amortization on the new loan does not adversely affect cash flow since
the country would have been lent the funds anyway. But the $100 is now not available for general support of the balance of payments owing to
the rechannelling of the cash to the buy-back. The cumulative nominal cash balance on the transaction would be negative until year four
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Box IV.2. Why establish an international facility for debt reduction?

Many proposals for a comprehensive solution to the debt
problem envisage an institutional innovation in the form of
an international debt facility (IDF) * While the the details of
the proposals differ, in all of them a significant part of the
outstanding debt obligations to private creditors would be
eiiminated and the new IDF would guarantee much of the
remaining debt-servicing. Also, a common assumption is
that the debt owed to banks that did not participate in the
restructuring would be subordinated to the debt covered by
the IDF; in other words, non-participating banks would
come after participating banks in the queue for debt-servic-
ing payments.

One frequently discussed approach involves the purchase
of commercial bank debt by the IDF at secondary market
prices. The IDF would then renegotiate the debt-servicing
obligations with the debtor, either voiding a portion of the
lean contracts, or retaining their original face value as the
nominal value, but reducing the interest rate on the loans. In
gither case, the intention is that the debtor country wouid
receive the benefit from the market discount on the debt and
wauld be able to redirect some of its own resources from
debt-servicing to financing an internationally agreed adjust-
ment prograntne "

The finance for the facility’s purchases of the bank debt
could be mobilized by issuing bonds, which would be guar-
anteed by the Governments that owned and established the
facility (in effect, the Governments of creditor countries).
The creditor banks are assumed in most proposals to buy a
substantial portion of the bonds. The banks would thereby
be given the opporiunity to dispose of an outstanding loan
that is subject to significant default risk, in exchange for an
asset of a lower contractual value that is subject to a substan-
tially reduced risk of default and is itself tradable on a see-
ondary market, as are bonds of the World Bank and other
international financial institutions.

The basic benefit to a participating country in an IDF pro-
gramme or any debt-reduction scheme is a long-run im-

provement in the cash flow of debt-servicing. The value to-
day of a future cash flow stream—the present value of the
cash flow—would be expected to fall under an IDF pro-
gramme. But the present value is subjectively assessed and
depends on the probability that the contracted payments will
actually be made. Some Governments have been accumulat-
ing arrears on debt-servicing. In these cases, the benefit to
the debtor country of participation in an IDF programme
would not necessarily be a reduction in the present value of
its debt, but a reduced risk of creditor countermeasures
against unilateral moratoria and possibly increased access to
other lending. By the same token, creditors' perceptions of
the present value of a country's outstanding debt might rise
as a result of the country’s participation in an IDF pro-
gramme

Even if from the debtor’s perspective the present value of
debt-servicing is reduced by an IDF programme, in some
cases the present value of the net financial transfer of the
country vis-a-vis all private creditors together might not im-
prove substantially. In some debt-restructuring negotiations,
particularly involving the largest debtor countries, banks
have agreed to provide “‘new money”’ and to maintain short-
term credit lines and other credit facilities. They have been
increasingly reluctant to put up such funds, but have seen it
s necessary in some cases to help protect the value of their
past loans One attraction of a debt-reduction package to the
banks is that it relieves them of the obligation to extend new
money and provides a means to disengage from the debt
problems of the debtor country.® In any case, the object of
the debt-reduction exercise should be to substantially im-
prove the overall net transfer of resources of the debtor
country in the near term.

Pros and cons of a facility

A first argument for establishing a facility to carry out
debt reduction is that neither the market menu approach nor
the recent enhancement of it in the Brady Plan seems able to
provide more than marginal measures of debt-servicing re-

& The concept of a debt reconstruction facility was first broached in the World Economic Survey in 1987 (United Nations pubtication, Sales No
E.B7ILC ), p 10, based in part on the report of a study group convoked by the World Institute for Development Economics Research
(WIDER} of the United Nations University (see 8. Okita, L. Jayawardena and A Seagupta, Mobilizing International Surpluses for World
Developnient. A Wider Plan for a Japanese Initiative, WIDER Stedy Group Series, No. 2 (Heisinki, May 1987)). For a concise summary of
several proposals and their publication sources, see United Nations Conference on Trade and Development, Trade and Development Report
1988 (United Nations publication, Sales No E 88 1. D 8), pp. 125-131

b A related approach would assign a reduced role to the interaational debt facility (1DF), and a reduced need to raise its own cash Here, the
debt burden of the debtor countries would be reduced by lowering interest charges on outstanding obligations or partially writing off the debt,
which would be agreed through direct aegotiations between the debtor country and its bank creditors. The debt would continue to be owed to
the commerciat banks The IDF would guarantee these reduced debt-service payments to the private creditors for a fee and it couid even
oparate & concessional window through which it would subsidize inferest payments made by lower income countries (the latter would require a
special set of cash donations, as the facility itself is envisnged as self-financing) This propoesal would in essence provide only the insurance

aspect of the main proposal

€ A widely feit sentiment in the market today seems 10 be that sovereign-risk lending to Governments for general balance-of-payments financing
will not return soon for the countries that have had debt-servicing erises; but with hindsight it is clear that this was an inappropriate form of
firancing for such needs anyway. Trade and project financing in which coliaterai for a loan could be established is seen to be more likely, at
least initially, for shorter maturities . This notwithstanding, experience suggests that the return to the market even of countries that have under-

taken considerabie adjustment efforts wili be painfully slow
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duction. The establishment of an international facility may
be the only way to galvanize the world financial system into
action that cannot be taken in individual negotiations when
creditors are fearful of establishing precedents and are un~
able to meet the economic needs of the specific countries
whose cases are being negotiated. The IDF would replace
the complicated ad-hoc process of co-ordinating concerted
debt relief by many private and official creditors with the
force of a single institution.

A second argument in favour of a facility is that it could
introduce greater consistency into the international treat-
ment of debt problems. Membership in the facility could be
open to creditor and debtor conatries on appropriate terms,
as in the cases of the International Development Association
and the Muiltilateral Investment Guaraniee Agency of the
World Bank. All debtor country members would have ac-
cess to the same debt relief arrangements (or special subsi-
dies might be provided for low-income countries), which
would be a major improvement over the current situation in
which smaller countries are not in general able to extract the
same concessions from creditors as the largest debtors.

Third, to the degree that the benefits of participation in the
facility are attractive, the probability of debtor countries
adopting ad-hoc and unilateral policies on servicing their
debt would be reduced. The intent would be to replace con-
tractual obligations that exceeded the repayment capacities
of debtor countries with obligations that carried a reduced
default risk. Thus, an IDF should add a measure of predict-
ability to relations between debtors and creditors and make
for a more orderly management of the international debt sit-
uation

Several arguments have also been raised against establish-
ing an IDE One is that it could require large financial out-
lays by official creditors and thus by the public in creditor
countries. I true, this would greatly compromise the politi-
cal feasibility of the proposal, especially if it were seen as
bailing out the commercial banks. But possible official out-
lays under an TDF must be set against expenditure prospects
under a continuation of the current approach, the basic tenet
of which has been to “bail in” the banks by putting up offi-
cial funds to show the strength of official commitments to
the adjustinent strategies of the debtors.

In fact, the banks have not been bailed in, except with
considerable and persistent official pressure at high levels,
and much of the banking community wants to exit, albeit
with minimal financial lesses. Furthermore, contmumg the
current strategy without better success in raising the net
transfer of resources enough to finance the investments and
ingpire the confidence needed for effective adjustment
means that official as well as private credits outstanding will

increasingly be at risk of default. Arrears to multilateral
agencies have already reached unprecedented amounts.

The resources needed for a facility would only be large if
it were indeed used to bail out the banks by overpaying them
for their holdings of developing country loans and continu-
ing to saddle the countries with excessive debt-service obli-
gations. The bonds issued by an IDF would trade on a sec-
ondary market only if potential purchasers believed the
debtors were likely to be able and willing to meet their debt-
service payments. Internationally-agreed adjustment efforts
would undoubtedly be a condition for using the facility and
some of the adverse consequences of unanticipated interna-
tional shocks could be ameliorated by access to the enhanced
IMF Compensatory Financing Facility and other arrange-
ments. Thus, the formal guarantee of IDF bonds should be
of marginal importance in establishing their liquidity.

The size of total capital subscriptions to an IDF would
depend on how much of the bank debt of how many coun-
tries would be eligible for IDF programmes. Rough orders
of magnitude can be indicated. The total value of public or
publicly-guaranteed medium-term debt owed to commetcial

banks by the 73 countries identified by the IMF as having

had recent debt- servwmg problems is apprommately $245
billion.* Recent trends in secondary market prices for devel-
oping country debt suggest that bank loans might be pur-
chased by an IDF at half or less of their face value. If for the
sake of argument all of the outstanding debt were to be con-
verted by an IDF at half the face value, the facility would
have to issue $123 billion in bonds. Following the very con-
servative World Bank practice of requiring 100 per cent cap-
ital backing of loans and guarantees, the capital of the [DF
would have to be $123 billion. The paid-in portion of the
capital—the only direct budgetary cost—would be far less.
Again looking to World Bank practice, the paid-in portion of
its total capital subscriptions is about 8 per cent (although the
paid-in portion of the recent capital increase was only 3 per
cent). Thus, the budgetary impact of establishing an IDF
might be on the order of $10 billion.

The contingent claims on donor countries, as guarantors,
would be much higher; but if IDF programmes were prop-
erly designed, the probability of drawings on those re-
sources would be very low. The amount of official resources
needed to establish an IDF should be small when equitably
shared among the major countries of the international finan-
cial community. It would also be small relative to the pro-
spective firancing of the Brady Plan, which comes out of
forgone multilateral lending or new loans directly from
Governments.

Another criticism of IDF proposals is that only few banks
would participate. It is argued that it would be in the interest

Continued. ..

d  International Monetary Fund, World Economic Outlook (Washington, D .C., April 1989), Statistical appendix
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... Box IV.2 continued

of each bank to strongly encourage the participation of other
banks in IDF programmes while remaining on the sidelines
itself. The incentive to do so is the probable increase in the
secondary market valuation of the bank debt that remains
after the bulk of debt is reduced through an IDF programme .
The non-participant in a successful programme is thus a
free-rider that benefits without incurring any costs.

Governments would be able to pressure their banks to par-
ticipate in IDF schemes, but there are limits to the powers of
Governments to coerce the banks to give up claims to full
servicing of their loans to borrowers that are not formally
bankrupt. There is obviously a strong case for debt-reduc-

tion arrangements that are voluntarily entered into by maost
creditor banks and do not set off protracted legal struggles.
In addition to the tax and regulatory measures already pro-
posed in the Brady Plan, an informal understanding that the
debtor country would subordinate the servicing of loans of
non-participating banks to the servicing of IDF obligations
would help to discourage free riders

Another argument is that the expected establishment of an
IDF might reduce the incentive for creditors and debtors to
arrive at appropriate debt-restructuring agreements on their
own. But no such agreements have been worked out yet in
the existing forums, so there is little reason to believe that
any lasting solutions would be postponed

about 13.5 per cent for the 15-country sample,” and of
course less if the $29 billion were spread among 39 coun-
tries.

In any event, the resources currently being discussed for
the Brady Plan suggest a debt reduction that will be piece-
meal and which will fall far short of achieving the broad cut
in interest burdens that the heavily-indebted countries need
to return to a growth rate of output and investment that could
get them out of the present impasse. Certainly, these coun-
tries wonid continue to transfer substantial resources to the
rest of the world.

The debt-reduction process that can be expected to evolve
out of an underfinanced international debt-reduction plan
would, therefore, have limited benefits for the debtor coun-
tries. The partial buy-back or securitization of the debt over-
hang over a three-year period would bolster the secondary
market price of old debt, but the discounts are likely to re-
main substantial. Those discounts, which reflect continued
uncertainty about the normal servicing of financial claims,
would generate adverse incentives for the repatriation of
capital flight, new lending, and new private sector invest-
ment. Moreover, subsequent piecemeal debt reduction
would cost even more on account of the higher market price
for the remaining debt. In that case, the debtor country
might be better advised to channel scarce foreign ex-
change—including Worid Bank and IMF money-~into do-
mestic programmes supporting reforms, investment and ec-
onomic growth.

The financing of a piecemeal debt-reduction process may
not be in the interest of the Worid Bank and IMF either.
Extending loans at a quasi-commercial interest rate to fi-
nance a marginal debt buy-back with little or no quick return
for the debtor country might weaken these institutions’ loan
portfolio. Their loans from existing or even additional re-
sources, would have a better prospect of repayment if they

were channelled directly into reforms, investment and
growth.

indeed, on the terms currently under discussion, the major
beneficiaries of the new plan might be the banking commu-
nity, since those banks wishing to voluntarily withdraw from
the debt problem would be able to do so with the added en-
hancement of new public collateral, while those that did not
wish to participate would get a free ride in the form of a
higher market value of their outstanding claims in the devel-
oping countries. Assessment of the plan from the bank credi-
tors’ point of view must begin with the fact that they are
holding claims on highly troubled economies whose Gov-
ernments have not been able to service the claims normally
for almost a decade and are not expected to be able to begin
regular servicing any time soon under the existing menu of
debt renegotiation options. That these loans are still on the
books of the banks at face value is a tribute to the successive
international strategies for managing the debt and the unend-
ing sequence of debt renegotiations they have set in motion.

There is one element of the Brady Plan, however, that
could cause a major change in the distribution of benefits.
When the plan proposed that the IMF consider severing the
link of IMF stand-by programmes to agreement with the
banks on a debt-restructuring package, it opened up the pos-
sibility of an improvement in the cash {low in the short run
through growth of arrears on the interest and principal of
bank loans. Accumulation of arrears would not have to be
openly endorsed by the IMF; but even that would be feasible
if they could be interpreted as an appropriate exchange re-
striction under Article VII(2)(b) of the Articles of the Inter-
national Monetary Fund .# It also would put pressure on the
banks to be more forthcoming with proposals to lower the
outward transfer of resources from the debtor countries. In-
deed, that seems to have been the intent of this part of the
proposal.

42 This assumes a 10 per cent interest rate on the commercial bank loans and 8 per cent on the new World Bank loans. The overall cash fow would
became even less advantageous as amortization on the World Bank loans began afler the grace period ended  For example, a new $100 World
Bank loar conld repurchase up to 3278 of bank debt and generate annuai interest savings of 328 Yet, with an 8 per cent interest rate and a
0-year amortization period and five years of grace on the toan, cash flow relief would be $20 for the first five years (328 interest relief minus
$8 interest paid to the World Bank) and then fali to $14 in the sixth year as amortization of the loan kicks in

43 See Whitney Debevoise, “Exchange controls and external indebtedness? a modest proposal for a deferral mechanism empioying Bretton Woods
concepts”, Houston fournal af hternational Law_vol 7, No. | (Autumn 1984), pp 157168
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In sum, the Brady Plan is clearly an encouraging initiative
that was long overdue. To be fully successful, however, it
would require greater official financial commitments than
have thus far been made. Also, to ensure an adequate re-
sponse from the commercial banks, strong official action
might be required to broaden and deepen their participation
in debt reduction. Waivers of restrictive clauses, coupled
with guarantees on new debt instruments, could reward co-
operating banks with assets of preferred status. Changes in
regulatory and tax codes could provide additional incentives
to prod recalcitrant lenders. Commercial banks also might
be more willing to co-operate if their Governments applied
similar debt reduction techniques to the Paris Club obliga-
tions of these countries. This would aiso promote greater
symmetry for the smaller debtor countries, most of which

are relatively more dependent on Government-to-Govern-
ment loans than on commercial bank debt.

Finally, if the international debt strategy were to seriously
set its sights on all these objectives, they probably could be
achieved more efficiently in the context of a multilateral
debt-reduction facility, perhaps organized as an affiliate of
the World Bank. An independent facility which did not have
to contend with institutional precedents and the difficult in-
terpretation of existing statutes in the international organisa-
tions, could be more agile in the task of debt reduction and
also more easily accountable for its successes and failures.
The creation of a separate facility would also conveniently
avoid contamination of the World Bank and IMF loan port-
folios (see box IV .2).

Debt, borrowing and foreign investment in the centrally planned economies of Europe

A sea change in the economic strategies of the centrally
planned economies of Europe has been building over more
than a decade, with the pace of reform accelerating signifi-
cantly in recent years.* As part of this change, these econo-
economies are becoming more involved in the international
economy and their relations with the international financial
system of the market cconomies is becoming more intensive
and transparent In all, the experiences of these countries
have been quite diverse. Certain Eastern European coun-
tries face major foreign debt difficulties, the general appear-
ances of which are quite similar to those of developing coun-
tries. Other countries have been very cautious in their use of
financial resources from market economies, but all are anx-
ious to make more productive use of such resources. Impor-
tant developments have occurred over the past year in two
financial areas, namely, the debt policies of heavily-indebted
countries, and the policies on direct foreign investment
across the region. These steps point the planned economies
of Europe towards gradual integration into the international
financial system

The foreign debt situation

At the end of 1988, the total indebtedness of the seven
Eastern European counttries to market economy creditors
stood at $122 billion * More than half the debt was owed by
two countries, Poland, with $38 billion, and the Soviet Un-
ion, $37 billion (see figure IV 8). Thiee other countries—
Bulgaria, Czechoslovakia and Romania—had relatively
small amounts of debt, although that of Bulgaria has been
growing significantly in recent years, doubling from $3 bil-
lion in 1985 to §7 billion in 1988,

Romania, on the other hand, having been burdened by
excessive debt-servicing requirements in recent years, has

been implementing a unique policy of debt reduction
through repayment of outstanding loans and eschewing new
ones. Its gross foreign debt has been reduced from about $10
billion in 1981 to less than $3 billion by the end of 1988 In
1988 alone, Romania applied $2 billion of its $4 billion trade
surplus to repaying loans, including to private banks ($700
million) Governments of developed market economies
($350 million, under a Paris Club agreement), IMF ($200
million), and the World Bank ($200 million), among other
creditors. The goal of the Government was to totally repay
its foreign debt by 1990, and it announced that it had met that
goal as at the end of March 1989

While Romania’s policy represents the sharpest reaction
to high foreign debt levels, other countries of the region
have become increasingly cautious in their policy toward
foreign debt. The borrowing from foreign commercial
banks, net of repayments, by the six Eastern European coun-
tries was $2 billion in 1987 and about $2.5 billion in 1988,
which is an increase of less than 5 per cent of their bank debt
in each year Net borrowing by the Soviet Union, however,
was $5 5 billion last year (and virtually nil the vear before),
an increase of over 16 per cent of its bank debt outstanding at
the beginning of the year ¥

The Soviet Union has increased its use of foreign credit
since prospects for its terms of trade ate not considered pro-
pitious and desired changes in the structure of exports are
slow in coming. To support the expansion of imports essen-
tial for carrying out its programnte of industrial moderniza-
tion, and in order to relieve shortages in consumer markets,
a substantial increase in external borrowing is being under-
taken. This is reflected in the increased commercial bank
borrowing and in agreements concluded in the autumn of
1988 to open lines of credit from Western European and

4 For detatled discussion of the overall development of economic reforms in centrally planned economics. see United Nasions, World Econamic
Strvey 1988 (United Nations publication. Sales No E.88 IF C 1), pp 93-120; for latest developments, see chapter IT of the current Survey:
5 The ensuing discussion is restricted to the debt of the European plarned economies that is denominated in convertible currencies and in particu-

lar excludes transferable roubie debt
46 See Scinreia (Bucharest), 18 April 1989.p 1

47 Data are changes in Habilities to foreign banks a1 constant exchange rates, as reported by the Bank for International Settlements in its quarterly

reports on isteraational banking developments
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Figure IV.8. Indebtedness in convertible currencies of
Buropean planned economies. 1988
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Japanese lenders of about $9 billion, earmarked mostly for
re-equipment of consumer-oriented production. At the same
time, new ways of mobilizing private international funds are
being studied, encouraged by the successful floating of a
bond issue denominated in Swiss francs of SwF 100 million
in early 1988 and the fact that the possibility of issuing Euro-
notes, bonds and other marketable securities seems to have
won acceptance. Nevertheless, Soviet decision-makers are
expected to make cautious use of these credit commitments
in order to ensure that reforms of economic structures are
advanced enough to make effective use of foreign resources.

That the Soviet Union does have room for manoceuvre in
international financial markets is made clear by the indica-
tors of foreign indebtedness. In particular, the large foreign
currency holdings of the Soviet Union, not to mention its
monetary gold stock, make its net foreign debt position vis-
a-vis the rest of the world substantially less than its gross
position. This may be seen in the middle panel of figure IV 8
which shows a conservative estimate of the net debt position
of each of the European planned economies in which the
only assets set against the gross foreign debt are deposits in
international commercial banks.*

Another indicator of the state of indebtedness is the ratio
of the net debt position to exports to convertible currency
markets. By this measure, as may be seen in figure IV.§, the
foreign indebtedness of the Soviet Union is modest, while
the debt situation of Hungary and Poland is by far the most
precarious.®

Poland’s debt crisis stems from the early 1980s. Iis first
rescheduling of debt owed to bilateral official creditors was
arranged in April 1981 and its first rescheduling of commer-
cial bank debt one year later. Poland has had 10 debt resche-
duling agreements in all, and further ones are anticipated,
The last Paris Club agreement was in December 1987, but as
at the end of 1988, none of the implementing bilateral agiee-
ments with official creditors had been signed and arrears
continued to mount. In 1989, negotiations are expected to
regularize the debt situation

Like many developing countries that have lost access to
international credit, Poland has been making a net transfer
of financial resources to the market economies; in 1987 it
amounted to $2 billion or about 3 per cent of gross national
product (GNP) and in 1988 it was of a similar order of mag-
nitude * In 1989, Poland is scheduled to repay $1 7 billion of
amortization on its medium-term debt and make interest
payments of $3.5 billion. Without new capital inflows, this

would be a heavy drain of financial resources and the Gov-
ernment is thus seeking a new rescheduling of the debt.

A package of debt restructuring and new loans has been
under discussion in the international creditor community,
and recent political developments in Poland have made the
prospects more favourable. Besides a Paris Club reschedul-
ing, proposals have been made for an IMF stand-by arrange-
ment and World Bank financing, as well as increased bilat-
eral commitments, all in support of economic adjustment
and decentralization.

In the case of Hungary, a major new adjustment pro-
gramme with IMF support is under way to help the country
reduce its vuinerability to debt crises and give market pro-
cesses a more central role in the economy. The Government
of Hungary has set for itself the target of no further increases
in debt after 1990, although new loans would be undertaken
to help retire outstanding debt and to make the economy self-
financing in the 1990s; but for the short run, additional loans
must be incurred to help cover the growing interest pay-
ments. * Although it has been possible in the recent past to
cushion the impact of a negative vansfer of financial re-
sources to the market cconomies by drawing down foreign
exchange reserves, this is a self-limiting option The net
transfer to the market economies in 1987 was 6 per cent of
Hungary's GNP which was tempered by a reduction of about
$1.5 billion of official reserves In 1988, the loss of reserves
was $300 million, but the net transfer itsell dropped to
roughly 3 per cent of GNP.

One major plank in Hungary’s adjustment programme is a
substantial change in ownership structure of Hungarian in-
dustry. The intention is to furn existing enterprises into joint
stock companies, with ownership either by Hungarian or
foireign investors. Hungarian authorities are also interested
in developing ideas that have been used in other heavily-
indebted countries, in particular, to develop a debt-for-eg-
uity swap scheme * Hungary, like Poland, has recemly in-
troduced legal changes affecting foreign ownership of local
firms and foreign direct investment

Allin all, the European planned economies that have ac-
cumulated a heavy foreign debt burden have been facing a
dilemma comparable to that of indebted developing coun-
tries, namely, the need to adjust under a sharp foreign re-
source constraint The adjustment imperative has affected
ali the centrally planned economies o a greater or lesser
degree . In the late 15705, these economies had a fairly wide
range of policy choice; but with the critical events of 1981~

48 A more complete accounting of the gross assets of the planned ecenomies of Evrope in convertible currencies—or exen official
reserves—defined on a comparabie basis for all countries is not available Thus, the data in figure TV B should be understood as rough indica-
tors; in particuiar. the aet debt of the Soviet Unijon is undoubtedly less than the $22 billion shown

49 The indicator is perhaps somewhat misleading in that some exporis to other CPEs might be arranged in convertible carrency and only merchan-
dise exports are included; but in any case. the ratios for Hungary and Poland are of a comparable order of magnitede o that. for example. for
the sample of 15 heavily-indebted developing countries, which was 383 per cent in 1988

0 The net transfer in the first three guarters of 1988 was 51.6 billion {based oa daga in IME, Balance of Paxments Statistics. GNP dita for 1987 are

as published in World Bank, World Debi Tables. 1988-1989 edition)

31 Speech delivered by Rezsé Nyers. State Minister and Membey of the Politburenu of the Hungarian Socialist Workers Party on 27 January 1989

{Magyar Hirlap (Budapest). 28 January 1989. p 3)

52 Sec. for cxample. the interview with the Secretary of the Central Commitiee of the Hungarian Socialist Workers Party and now Prime Minister,

Milkids Németh. in Magyar Hirlap (Budapest), 28 May 1988, p 3



1982, it became difficult to finance their external deficits.
As a result, several Eastern European economies had to in-
troduce restrictive adjustment policies, generally on an
emergency basis, like many of the capital-importing devel-
oping countries ® There have been two phases of adjust-
ment: one between 1982 and 1985, and the second starting
around 1985 and still continuing.

In the first phase, external pressures for adjustment were
most pronounced in Hungary, Poland and Romania. The lat-
ter two were forced into debt-rescheduling, but shifts in pol-
icies were induced across the group. Throughout most of the
adjustment phase, export volume expanded steadily while
the import volume contracted or grew only very slowly.
Within the CMEA, the six European countries experienced a
steady terms-of-trade decline of a moderate 2 to 4 per cent a
year, but there was little change in their terms of trade with
market economies. Terms-of-trade losses vis-a-vis CMEA
partners reduced the capacity to import from member coun-
tries, but this was in part compensated for by substantial
increases in export volume, especially to the Soviet Union.
‘The brunt of the adjustment burden was undoubtedly borne
by investments *

Until early 1985 there was a deceleration of growth. Con-
sumers were generally protected, while there was an abso-
lute decline in the level of net accumulation (net investments
in fixed assets and changes in inventories), The magnitude
of the decline was strongly correlated with the external im-
balance.

In the second phase of economic adjustment, a recovery of
investment was made possible by restructuring the trade sec-
tor and cutting back the external debt burden through suc-
cessive trade surpluses that financed much of the interest
servicing requirements and allowed a slower growth in over-
all borrowing. Between 1984 and 1988, the region borrowed
$19 billion from foreign banks, net of repayments. But total
indebtedness to foreign banks rose by $50 billion, owing to
the fall of the doilar against other creditor country curren-
cies.

In summary, adjustment policies arrested the moderniza-
tion and expansion of an already outdated industrial base. As
a result, the technological gap between East and West wid-~
ened, particularly in the area of more sophisticated technol-
ogies. To cope with the situation, Eastern European coun-
tries turned increasingly toward outward-oriented policies,
but their stringent foreign exchange constraints limit their
ability to undertake import liberalization on a large scale,
and shortages of capital limit industrial investment in export
industries.

The evolving role of direct foreign investment

In ali those countries, there is increasing interest in draw-
ing on direct foreign investment for national economic de-
velopment. Earlier views on the role of foreign ownership
and control have been substantially revised and joint ven-
tures with foreign equity participation are now seen as desir-
able and promising, especially to promote exports and curb
hard currency imports. Joint ventures are also viewed as an
important source of access to new technology and know-
how—including marketing and management techniques—
which can help to modernize selected economic sectors and
improve domestic supply.

In the late 1960s and early 1970s, the European planned
economies used industrial co-operation agreements with the
developed market economies to encourage technology im-
port and increase hard currency exports. By the mid-1970s,
industrial co-operation agreements were being hampered by
protectionist measures and balance-of-payments con-
straints, Product buy-back and counter-purchase arrange-
ments became common, as debt-servicing obligations of
some of the centrally planned economies created shortages
of the convertible currency required to buy needed imports.
‘The authorities of the centrally planned economies then
looked for direct capital import and transfers of high-level
technology that would not jeopardize their hard-currency
balance-of-payments.

The development of direct investment depends on institu-
tional arrangements, financing facilities, the local availabil-
ity of complementary technology, management and organi-
sation, ability to transfer earnings abroad and the contractual
framework. Institutional arrangements have evolved, but re-
strictions on the transfer of technology and the lack of trans-
parency in legal regulations concerning ownership and
profit transfer have acted as limiting factors. After several
years of experience and experiment, managerial, marketing,
servicing and legal changes have taken place, which are now
raising confidence both among Western investors and the
Eastern host countries.

New laws on foreign investment régimes have been en-
acted in recent years across Eastern Europe (see box IV.3}.
The new laws have changed the conditions for operation of
joint ventures.> National differences still remain, however,
They revolve around the problem of reconciling foreign cap-
ital participation with socialist principles and the practice of
State ownership and planning.

As a result of the measures taken in the Soviet Union and
other European planned economies, joint ventures in the re-

53 The successive measures adopted were discussed in detail in World Economic Survey 1985 (United Nations publication, Sules No E 85 LL.C 1),

pp. 89-101

54 The interrelztionship between adjustment, investment and structural change in the centrally planned economies has been discussed in detail in
Waorld Econontic Survey 1986 (United Nations publication, Sales No. E.86 11 .C.1), pp. 121134

55 Two recent reviews of these conditions are: Economic Commission for Europe, East-West foint Ventures (United Nations publication, Sales
No E 88 I E.1B); and United Nations Centre on Transnational Corporations, Joint Venures as a Form of International Economic

Co-pperation (United Nations publication, Sales No. E. 88 IL.A 12).
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Box IV.3. Joint venture legislation in the USSR and Eastern Europe

The recent history of joint venture legislation in the Euro-
pean planned economies has reflected the evolution of pol-
icy in those countries. The case of the USSR provides one
important example. On 19 August 1986, the Presidium of
the Council of Ministers of the USSR passed a decree which
authorized the reorganisation of Soviet organisations in-
volved in foreign economic relations and the restructuring of
foreign trade practices and procedures. One of the most sig-
nificant changes was the new possibility of entering into
Jjoint ventures. The initial regulations of January 1987 lim-
ited the foreign share in joint-venture capital to a maximum
of 49 per cent, and required both the chairman of the board
and director general to be Soviet citizens. Personnel man-
agement and employee benefits were to be regutated by So-
viet law. To establish a joint venture, potential partners had
to go through a centralized procedure where the final ap-
proval was to be made by the Council of Ministers These
and many other features of the legislation proved an impedi-
ment to foreign companies’ preparedness to enter into joint
ventures with a Soviet partner.

In September 1987 the joint-venture regulations were
amended. Approval procedures were simplified by granting
ministries and agencies the right to independently take deci-
sions on setting up joint ventures. A more favourable tax
scheme was also provided

On 2 December 1988 another significant step was taken
A new Decree lifted limitations on foreign equity participa-
tion, paving the way for joint ventures with majority foreign
ownership. Foreign nationals may also be appointed to top
positions in joint venture boards. Recruitment and dismissal
of personnel and the amount and forms of payment to em-
ployees are to be determined by the joint venture itself. Ad-
ditional tax incentives for joint ventures were provided. The
right to enter into joint venture agreements with foreign
partners was given to State enterprises and organisations and
also to production co-operatives.

In addition, the Eastern European countries have revised
legislation in order to stimulate greater direct investment in-
flows. Thus, as of 1 January 1986, Hungary liberalized its
1982 joint venture law. As a result, a preferential tax rate of
20 per cent instead of the general 40 per cent rate applies to
joint ventures in electronics, production of spare parts in
transportation, agricultural machinery, pharmaceuticals and
other sectors. These entities are also free of tax labilities for
five years; thereafter, they pay the 20 per cent rate men-
tioned above. If 50 per cent of profits in a year are rein-
vested, 50 per cent of that year’s tax is cancelled. If 100 per
cent of profits are reinvested, 75 per cent of the tax is reim-
bursed. If the foreign partner imports productive assets,
there is a five-year customs deferral, as opposed to the pre-
vious three years. Further incentives are offered for invest-
ment in export processing zones . Also, to ease administra-
tive constraints, starting 1 January 1989, joint ventures with
fess than 50 per cent foreign capital no longer need permits;
court registration is enough.

In the Polish law of 23 April 1986 on companies with for-
eign capital participation, joint ventures were exempted
from income tax during the first two years. Tax exemption is
granted on that part of the profit that is reinvested. There is
also an import duty exemption for three years on contribu-
tions to the joint venture’s capital stock. Poland’s latest law
on economic activity with the participation of foreign parties
eritered into force on 1 January 1989

The Bulgarian Decree No. 535 on economic co-operation
between Bulgarian juridical persons and foreign juridical
and physical persons, has also been modified. From 1988,
tariff-free zones can and will be established. Bulgaria has
also issued an extended and revised decree on economic ac-
tivity, dealing with foreign capital participation as well.

In 1988, the Government of Czechoslovakia published the
full text of its act on enterprises with foreign property partic-
ipation, entering into force on | January 1989

gion more than doubled their number in 1987 (from 75 to
166). They are estimated to have reached 500 by the end of
1988, with a total amount of foreign capital invested of more
than $1.2 billion . In the USSR alone, their number increased
from 23 in January 1988 to 199 in January 1989, with an
amount of foreign investment of about $900 million

However, as the rapid growth of joint venturing began at a
very low starting point, the aggregate financial impact of
direct investment has thus far not been substantial, and it
will undoubtedly remain relatively modest for some years to
come

Many potential foreign partners remain ambivalent about
direct investment in the European planned economies,
pointing, in particular, to ambiguities remaining in the legal
and administrative superstructure of joint ventures. Among
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the number of rigidities facing joint ventures in the centrally
planned economies, five stand out These are organisational
issues, accounting problems, ambiguities of laws and regu-
lations, financing questions and exchange rate problems.

As far as organisational issues are concerned, most East-
ern European countries still strive for majority ownership in
negotiations to establish joint ventures, which immediately
compels the Western partner to use its managerial, techno-
logical and marketing leverage to offset unwanted effects.
More often than not, the Eastern European Government
considers itself the effective owner of the joint venture, al-
though it is by definition an independent legal entity.

Transparency of joint venture laws in general is in need of
improvement. Determination of the value of assets supplied
by the partners is often ambiguous. Regulations on amorti-




zation are also difficult to assess. Not all countries even have
a concise compendium of all the relevant laws and Tegula-
tions, together with all subsequent amendments and inter-
pretations

Financing of joint ventures is another complicated issue
It is widely recognized that new methods of financing are

needed to allow the financial independence of the joint ven-
ture. The exchange rate used to transfer profit abroad plays
an important role in any calculations. A plethora of ex-
change rates makes it impossible to establish clear rules for
external transactions

The dollar exchange rate, current account imbalances and the world financial system

The role of the United States dollar in the woild financial
system may be declining, as noted in the introduction to this
chapter, but it is still the anchor of the system, the currency
most widely accepted in international transactions in trade
and finance, the most frequently used unit of account, and
the most commen currency in which to hold international
financial assets. At the same time, the United States has be-
come the world’s most indebted nation and its debt continues
to grow through large deficits in its balance of payments on
current account. Despite this, private foreign demand for
dollar assets was so strong in much of 1988 and in early 1989
that it brought up the exchange rate of the dollar without the
need for large-scale official support, as had been the case in
1987

Debt and the net transfer of financial resources to the
United States

Measured by The net international investment position,
which indicates the net foreign financial claims on a country,
the United States reached a net debtor position of approxi-
mately $500 billion at the end of 1988 (see table IV .5).%
Gross foreign claims were, of course, much higher, reach-
ing almost $1,800 billion, but those are set against United
States foreign assets of $1,300 billion.

‘The figure for the United States that is most comparable to
the gross debt statistics of developing countries presented in
table IV 4 above would be gross foreign claims on the
United States, excluding direct investment and foreign hold-
ings of equity shares. By that measure, the foreign debt was
roughly $1,300 billion at the end of last year, or the same
order of magnitude as the total debt of all the capital-import-
ing developing countries combined

But if the United States foreign debt seems large in abso-
lute amount, it has not deterred foreign investment in dollar
assets In 1988, investors purchased $172 billion of United
States assets (and an indeterminate amount of dollar assets
trading outside the country). Almost $80 billion of that were
foreign bank lending to United States clients and almost $50
billion were United States debt securities sold abroad (see
table A 8)

Foreign holders of doliar assets thus do not seem particu-
larly concerned about the size of the United States foreign
debt. Indeed, the data have well-known inadequacies which
may overstate the size of the debt ¥ But other data series that
attempt to adjust for various measurement problems also
show a declining trend in the United States position even if it
remains positive. Also, almost all the debt is denominated in
dollars (the major exception being some corporate bonds de-
nominated in foreign currency), so there is little danger that
the United States economy would not be able to meet its
contractual obligations to foreigners, as has been the case in
the heavily-indebted developing countries. Furthermore,
when set against the size of the United States economy, the
foreign claims are still seen to be quite modest. The gross
debt comes to roughly one quarter of United States GNP, or
about half the ratio of the capital-importing developing
countries.

This notwithstanding, the United States debt ratios have
been growing rapidly. Four years ago, the ratio of gross debt
to GNP was less than one fifth, and it was only 13 per cent as
recently as 1981 That was the year in which the overall net
international investment position of the United States had
peaked at $141 billion or 5 per cent of GNP. By 1986, the
position had swung to a net debtor position of over 6 per cent
of GNP, taking only two more years to reach the level of 10
per cent. Thus, if the United States foreign debt situation is
not yet severe, the direction and pace of change does not
seem propitious.

Nor, it seems, is the United States current account defi-
cit—the financing of which is the source of the growth of the
net debt position—sustainable at its present order of magni-
tude. If the current account deficit net of investment income
were to continue at roughly its 1988 level, and if interest
rates and the growth of nominal GNP were at the plausible
average annual rate of 7 per cent, then in the long run the
current account deficit would stabilize at 3 23 per cent of
nominal GNP, and the net international debtor position of
the United States would reach $3,500 billion by the year
2000, close to 32 per cent of GNP, and approach $8,700
billion in 2010, or about 40 per cent of GNP.*#

announces its data on the net investment position as at the previous year-end, It is then published in the June issue of the Survey of Current
Business which should be consulted for more up-to-date data than was possible to include in table IV 3

57 Some of these factars were reviewed in World Economic Survey 1988 (United Nations pubtication, Sales No . E 88 11,C. 1), pp 67-69.

58 This exercise is reported in Federat Reserve Bank of New York, Seventy-Fourth Annual Report, for the year ended 31 December 1988 (April
1989), p. 32. The exercise posits 1 more severe deterioration in the United States situation than is implied by the baseline forecast discussed in
chapter IT of this issue, wherein the United States current account deficit falls almost to 2 per cent of GNP by 1990, although it does not improve

at all thereafter in the forecast
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Table IV.5.  Net international investment position of the United States, 1980-1988

(Billions of dollars)
1980 1981 1982 1983 1984 1985 1986 [987  l98&:
I. United States foreign assets 607 720 825 874 896 950 1071 1168 1267
Officiai assets 91 99 109 113 120 13t 138 134 133
Official reserves 27 30 34 34 35 43 49 46 48
Other Government assets 64 69 75 79 83 88 O 88 85
Private assets 517 621 716 761 776 819 933 1034 135
Direct investment 215 228 208 207 211 230 260 309 329
Securities 63 63 75 84 89 113 133 147 159
Banking and other 239 329 433 470 476 476 541 578 646
il Foreign assets in the United States 501 579 688 T84 893 1061 1341 1538 1769
Foreign official assets 176 180 189 194 199 203 242 283 22
Private assets 325 308 499 590 693 858 1091 1253 1448
Direct investment 83 109 125 137 165 185 220 262 304
Securities 90 94 19 148 [85 290 400 423 493
Banking and other 151 196 256 305 343 384 478 568 651
IH Net international investment
position (§-1T) 106 141 137 89 4 110 -269  -368  -502
Memorandum item
Indicators as a percentage of GNP
Net position 39 4.6 413 26 01 -2.8 -64 82 -103
Gross foreign debib 129 133 154 16.2 16 8 188 225 244 260

Source. United States Department of Commerce, Survey of Current Business. June 1988 for data to 1987, and for
i988, United Nations Secretarint estimates based on bulance-of-payments data as st March 1989 and roughly approxi-

mated valuation adjustments
a Preliminary estimates.

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

It is hard to assess whether even such a seemingly high
debt burden would be difficult for the United States econ-
omy to absorb. Australia, Canada and Denmark, for exam-
pie, have had ratios of their net international investment po-
sition to GNP of over 40 per cent in the 1980s. These coun-
tries have not, however, enjoyed the latitude that the United
States has had in setting its macro-economic policies, nor
does the world look to the stability of the cutrencies of those
countries as the anchor of the international monetary sys-
tem.

However, even if the threat to the world monetary system
from the United States becoming ever more deeply-indebted
lies only in the future, there is an additional reason to focus
attention on the current deficits in the United States balance
of payments and the growth of foreign debt that they entail.
The reason is that the United States, in a very substantial
departure from the long-run experience since the second
World War, has become a major user of the world’s savings,
instead of contributing some of its own savings for invest-
ment in other countries. As may be seen in figure IV.9, there
has been a net transfer of financial resources to the United
States in recent years of over 3 per cent of United States
GNP, although the net transfer in 1988 itself had fallen back
to 2.6 per cent of GNP. This means that total spending in the
United States has recently been about 3 per cent higher than
total income generated by that country.

The rest of the world has transferred resources to the
United States on a net basis—and thus helped finance an ex-
cess of spending over production—since the late 1970s, but
the size and character of the transfer changed after the
United States international payments deficit began to esca-
late in 1983. The net transfer now reflects continuation of
some of the factors operating in the earlier period plus some
additional ones. Thus, the net transfer arising from United
States direct investment abroad has fluctuated, but on aver-
age has continued apace as the income from the outstanding
stock of these investments exceeds the net additions to the
stock through new foreign investment. The net transfer from
foreign direct investment in the United States, in contrast,
has made a rapidly increasing contribution to the total trans-
fer, as United States earnings paid abroad are not very
large—since the stock of investment is relatively small—and
the inflow of investment has grown appreciably, reaching
$42 billion in 1987 and 1988 (see again, table A §).

The most significant change in the components of the net
transfer to the United States, however, has been in the credit
flows. The United States private sector has traditionally
been a net supplier of financial resources to the rest of the
world, and continued as such even as interest rates rose in
the late 1970s and early 1980s, swelling United States net
foreign interest income . But beginning in 1983, private lend-
ing abroad ground to a virtual halt,” while foreign lending to

59 Bank lending abroad net of amortization was $111 billion in 1982 and $1 billion iz 1985 (see wble A 8)
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Figure IV.9. Net transfer of financial resources
to the United States, 1960-1988

Par cent of GNP
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Figure IV.10. Net foreign payments of interest

by the United States, 1960-1988
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Table IV.6. Net resource transfers to the United States, by regions, 1980-1988a

(Billions of dollars)
1980 1981 i0B2 1983 1984 1985 1986 1987 1988y
Cunada -0 3 08 83 94 12.7 134 0.6 9.8 77
Japan 9.8 149 i59 232 362 428 545 562 505
Western Europe -166 -90 -29 58 233 325 363 355 224
of which
Germany, Federal Republic of 18 14 4.8 78 12 154 189 2012
Latin America and Caribbean -0.9 44 63 200 228 187 15.2 16.9 118
of which
Mezxico 24 -5 45 10 4 83 79 79 B8
Major oil exporiers of
Africa and Asiac 361 26 6 76 2.7 62 40 25 76 4.7
Other developing countries -2 5 07 22 110 213 224 327 414 364
European plaaned econcmies -25 -28 27 -15 =20 -1 02 40 -13
Other countries? -1 -47 -34 59 -37 -29 -1.9 ~3.2 -4.5
Total 3o 221 313 647 1169 1298 1501 1643 1278

Source. Department of International Economic and Soctal Affairs of the United Nations Secretariat, based on data
from United States Department of Commerce, Strvey of Current Business

4 Expenditure definition of the net transfer of financial resources, i e., balaace of payments on goods, private
transfers and services other than investment income, with sign reversed

b Preliminary; full country breakdown unavailable at this time

¢ Comprises member countries of the Organization of Petroleum Exporting Countries. excluding Ecuador and

Venezuela,

d Including net iransactions with international organisations and unallocated amounts .

the United States began to increase, first in foreign purchase
of securities (including Treasury bonds and bills, but also
shares of stock in corporations and corporate and other
bonds), and then in banking flows. However, foreigners
were net sellers of United States equity shares last year,
while United States purchases of foreign stocks grew by two
thirds. The 1988 current account deficit was thus financed
much more than in 1987 by international credit flows (and a
decline in direct investment abroad)

The preponderance of the net international credit flows in
the balance of payments turned the United States into a net
payer of interest several years ago, the remmaining positive
overall balance of net investment income being mainly the
result of the net earnings from overseas direct investment.
But as figure IV. 10 indicates, the private sector is no longer
the large beneficiary of net foreign interest earnings that it
was in the first half of the 1980s. In other words, the United
States private sector, like the Government, has been borrow-
ing heavily abroad and now is paying more interest abroad
than it is receiving. As the net indebtedness of the economy
grows, this situation will intensify.

Not all net transfers into the United States are of a volun-
tary nature. As table I'V. 6 shows, while the United States has
been receiving net transfers in the second half of the 1980s
on the order of $50 billion a year from Japan and $20 billion
from the Federal Republic of Germany, it has also been re-

ceiving $12 billion or more from Latin America and the Car-
ibbean.® The large transfer from the grouping labelled
“other developing” appears to have been primarily the
placement of balance-of-payments surpluses by the fast
growing exporters of manufactures in Asia, especially the
Republic of Korea and Taiwan Province of China. That is
understandable, but the net transfer to the United States from
the heavily-indebted countries in economic crisis must be a
major cause for concern

international financial flows and international
confidence

The ability of the United States to continue to absorb fi-
nancial resources from the major creditor countries is not
automatic, especially if it is to be done at roughly stable
exchange rates. It hinges on the ability to maintain foreign
confidence in the safety and real earnings of the direct and
financial investments made in the country This has both
long-run and short-run aspects

Confidence about the long run has many dimensions, in-
cluding one involving attitudes toward foreign involvement
in an economy. It is a feature of international integration that
residents of one country own assets in another country. A
mote ot less balanced build-up of cross-border claims may
tie countries more tightly together A preponderance of
claims in one direction can promote nationalist tensions. The

60 As the data in table IV 6 are in terms of the expenditure definition of the net transfer, they reflect the ret results of the resource transfers them-
selves and are not affected by whether the financial tzansfers were routed through off-shore centres or direct bilateral transactions
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United States has itself been at the centre of such tensions,
especially in the post-war years when United States transna-
tional firms seemed dominant in Europe and much of the rest
of the world. The situation has been evolving, however, and
the world now seems to be in a phase in which the balance is
swinging back to a multiplicity of cross-border claims and
that is a positive development to be encouraged  Neverthe-
less, if the net international investment position of the
United States continues indefinitely to deteriorate at a rapid
rate, at some point the build-up of international claims may

become too one-sided again, this time with the United States
potentially subject to the self-perception of national weak-
ness, which can raise tensions, resentments and distrust of
foreign holders of the domestic assets.

The process of building up foreign ciaims on the United
States may, however, be self-limiting if the confidence of
creditors slackens. Perhaps a major reason for the strong
capitai flow into the United States during the 1980s is the
confidence investors have that the reputation of the United
States as the economic core of the developed market econo-

Box IV.4. Constructing a unified European financial market by 1992

Over the past several years, financial integration of the
EBuropean Community (EC) into a single, vnified market has
made substantial headway. By the end of 1988, of the 27
directives proposed by the Commission aimed at financial
integration, 10 had already been approved, 12 were under
discussion, and five were being prepared. And, although
many obstacles stand in the way of the single financial mar-
ket, irrevocable steps in that direction have been taken,

There are two aspects of the financial integration process
under way in Europe and both aspire to the same goals:
lower prices and increased efficiency through heightened
levels of competition. The first aspect, the liberalization of
the movement of financial services, strives to eliminate all
barriers to cross-border competition among European finan-
cial service firms (insurance, banking, brokerage firms
etc.). The second aspect of European financial integration,
the liberalization of capital movements, is aimed at remov-
ing all controls on financial flows. In particular, this would
affect transactions involving stocks, bonds and other invest-
ment funds, including short-term as well as long-term in-
struments.

Building financial competition

Efforts at achieving the free flow of financial services
within the BC countries are focused on three distinct areas of
the financial services industry: banking, securities, and in-
surance A common approach, called the *single-license
principle,” has been adopted in each of these areas. This
principle is based on the idea that any financial institution
licensed in one member country will be allowed to operate
freely in any other member country. These operations, with
several notable exceptions, would be licensed, regulated,
and supervised by the country of origin, or the “home”
country.

The home country principle, while eliminating the other-
wise cumbersome paperwork surrounding cross-border li-
censing, voluntarily reduces the authority of sovereign
States over foreign firms operating within their borders.
Controversial issues, such as differing levels of investor
protection and widely divergent rules governing minimum
capital requirements of financial institutions, must be ad-

dressed. Thus, a key aspect of the movement towards finan-
cial integration is how the regulations of different EC coun-
tries will be harmonized. Even with such harmonization and
acceptance of home country supervision, however, the host
country will continue to have the final say in the regulation
of foreign firms within its borders by evoking its right to
protect the “public good™ . A lengthy process of litigation,
most likely extending beyond 1992, may be required before
the uses and limitations of the “public good™ argument are
established.

The three main branches of the financial services indus-
try--banking, securities and insurance—are at different
stages of the integration process. The European banking in-
dustry, for one, is undergoing extensive transformation in
preparation for 1992 It is widely held that for banks, the
competitive key to 1992 will be controlling channels of dis-
tribution. With this in mind, cross-border mergers and vari-
ous types of cross-border service contracts have become
commonplace. Many large national banks have made moves
to acquire, in foreign countries, smaller banks with already
established reputations and distribution centres. In addition,
the financial sectors of many EC countries are experiencing
mergers between domestic banks, producing very large and
potentially dominant, banking companies. These oceur-
rences are undoubtedly altering the face of European bank-
ing. However, as much of banking is consumer-oriented,
regional banks with cuitural and social links to a community
are likely to retain an important niche in the European bank-
ing industry even after 1992,

Many directives freeing cross-border investment services
in securities have already been approved, and numerous oth-
ers are being drafted. A possible impediment to full securi-
ties integration, however, could appear if the member coun-
tries are unable o establish compatible standards restricting
insider trading activities. Insider trading is a formidable ele-
ment of BEC investment markets. The problem is twofold:
each country has its own idea of acceptable trading prac-
tices, and the penalties for infractions have traditionally
been lenient. So far, the EC’s attempts to prohibit insider
trading have been mostly unsuccessful. But with so much at
stake, member countries may be expected to look at the situ-
ation more intensively.
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mies is still sound, that it remains the world’s largest trading
nation, that its economy is so large that it is still not very
dependent on trade, that it remains the centre of technologi-
cal development and that the management of its economy
and currency will remain sound and its borders kept unre-
servedly open to international trade and capital flows. How-
ever, economic and political forces and time have already
begun to attack these views.

The industrialized market economies have already been
developing into a multipolar system in which, eventually, no

one pole may be seen as clearly dominant in any of the afore-
mentioned areas. The European Economic Community has
already grown into a coherent regional economy and is
poised to add new dimensions of integration, leading to a
single market for financial transactions--and perhaps even-
tually adopting a single currency—as well as a single market
for trade in goods (see box IV .4).

The comparatively strong growth and dynamism of the
Japanese economy has continued in the 1980s and the pace

Integration in the insurance industry, while progressing at
a steady pace in certain areas, has been plagued by a number
of issues. Traditionally the most regulated of the financial
services industries, it has encountered stiff resistance to the
cross-border insurance of individuals. The most significant
areas not yet open to foreign involvement—-and not likely to
be in the near future—are life and automobile insurance. In-
tra-European competition has been greater in the commer-
cial insurance fields, where it is assumed that a firm will be
able to make more informed decisions about a foreign insur-
ance firm’s reliability than will an individual consumer.

Allowing free capital flows

The second aspect of European financial integration, the
removal of obstacles to cross-border capital movements, has
been necessitated and reinforced by the global trend towards
financial deregulation® Although there have already been
significant advances in this direction by the EC with respect
to long-term capital market instruments, the biggest test wil}
come next year. An EC directive adopted in June 1988 has
set I July 1990 as the date when all remaining controls on
capital flows and commercial transactions must be removed
by member countries® (with the exception of Greece, Ire-
land, Portugal and Spain, which were given extensions on
the deadline to better prepare their economies for the poten-
tially disruptive effects of completely mobile capital).

One of the most important concerns that accompanies the
EC’s bold move towards liberalizing capital movements is
the fear that when the remaining controls are abolished,
huge imbalances in capital flows will disrupt the financial
markets. The treatment of capital and investment differs
widely among EC countries. There will be a strong incentive
to move financial assets from countries with strict restric-
tions and withholding taxes towards countries with more fa-
vourable capital and investment policies. For example, Lux-
embourg does not impose withtholding taxes on non-resident
income from capital, nor does it report the income to foreign
tax authorities. Thus, when the barriers are removed, it is
possible that Luxembourg will attract a great deal of capital

from individuals in other countries within the EC This pos-
sibility raises two concerns: (a) if huge imbalances in capital
flows develop, countries negatively affected will be tempted
to re-impose capital controls, which could severely damage
the system’s credibility; and (b) without an agreement on the
sharing of tax information on investments of foreign citi-
zens, investors would be able to conceal their wealth from
their home governments, and tax evasion could become a
serious drain on government revenues.

To assure & smooth transition to free capital movements,
one of two changes seem to be required, neither of them
politically easy. One is that the EC could adopt Community-
wide tax code harmonization on foreign investments. The
difficulty of this task, however, is suggested by the recent
failure to mandate an EC-wide withholding tax of 15 per
cent on foreign investments The other is that the bank se-
crecy laws currently in place in several member countries
could be reformed. However, both moves will continue to
encounter strong opposition from countries with financia)
communities that would suffer from their implementation.

The gains anticipated

The potential gains from successful European financial in-
tegration are indeed significant. A recent study performed
for the European Commission measured the price differen-
tials among typical banking, brokerage, and insurance serv-
ices across the EC* The study estimates that new pan-Euro-
pean competitive pressures would lower the cost of financial
services across the board by approximately 10 per cent, with
those countries that have fostered uncompetitive financial
services markets seeing the greatest price reductions. For
example, it was estimated that the cost of financial services
in Spain could fall by as much as 21 per cent due to increased
competition.

Similarly, the liberalization of capital flows is expected to
stimulate substantial economic benefits by increasing the
availability of capital to relatively high productivity sectors.
This, in turn, should bolster both output and income across
the EC.

a See, “The changing institutional character of international financial markets in the 19805, in Supple-
ment to World Economic Survey 1985-1986 (United Nations publication, Sales No ES8611C 2), pp

28-50.
b European Communily Directive 88/361/EEC.

¢ See, Commission of the European Communities, Enropean Econonty. No 35 (March 1988). p 219
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Figure IV.11. Laong-term foreign investment of Japan,
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of long-term Japanese investment has grown to globally im-
portant dimensions. In 1988, it reached almost $150 billion
and has been above $130 billion since 1986. The long-term
foreign investment of the Federal Republic of Germany, to
cite another large capital-exporting country in contrast, was
$53 billion last vear and half that in 1986 (see figures IV.11
and IV.12).9
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The implication is that the best means to ensure the contin-
ued confidence of foreign creditors in the long-run perform-
ance of the United States economy is to diminish more rap-
idly the need for the continued large-scale net capital inflow
from them, i.e., to demonstrate appropriate progress in the
macro-economic and structural adjustment of the United
States economy, which entails more rapid correction of the

61 ‘The current account surpluses of Japan and the Federal Republic of Germany do not differ by as much as the long-term outflows from each
country; the ability of Japan to maintain such large outflows stems, instead, from the larger foreign flows into fapan than into the Federal
Republic of Germany, including especially in 1988 foreign purchases of Japanese long-term securities and short-term banking infiows (see

tables A 9 and A 10}
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Table IV.7  Exchange-rate adjusted changes in non-United States official holdings
of foreign exchange reserves, 1987-1988°

(Billions of dollars)
1987 quarters 1988 guarters
I 1 1t v 1 H 1311 iv
Member countries of
the Group of Seven, of which 289 128 26 353 -04 50 ~22 94
Canada 30 13 09 0s 29 28 -1.1 0.7
France 04 032 0.9 1.3 <11 -10 -1 -2.3
Germany, Federal Republic of 65 18 P2 112 «4 1 «5.8 -5.1 04
Italy 40 -19 -1 6.4 02 2.0 1.6 42
Japan 126 82 22 66 213 1.8 24 4.6
Usited Kingdom 25 58 04 94 02 0.8 11 [8
Other countries (exciuding
United States) 14.6 211 17.1 212 17 03 -39 122
World (excluding United States) 435 339 19.8 5635 13 -4 7 6.1 216

Source: Data supplied by the International Monetary Fund.

# Measured as changes in stocks of reserves at constant exchaage rates

trade and budgetary imabalances, as discussed elsewhere in
this Survey, and a reinvigoration of investment to promote
more rapid productivity increases, especially in the sectors
producing tradable goods and services,

However, even if confidence is strong in the long-run di-
rection of the United States economy, there is also a short-
run dimension of confidence that can short-circuit the will-
ingness of international creditors to transfer resources. In-
deed, lack of that confidence was manifest in 1987 but it
returned in 1988,

In 1987, as discussed in the World Economic Survey
1988, net private financial inflows to the United States fell
far short of what was needed to finance the United States
current account deficit. 1f the foreign exchange markets had
been left to their own devices, the dollar would have tum-
bled. However, the seven major industrialized countries (the
Group of Seven) had committed themselves to stabilize key
foreign exchange rates in the February 1987 Louvre Accord
and thus they intervened heavily in the market by buying
dollars and adjusting interest rate differentials in favour of
the doliar The total amount of official intervention is not
readily determined and in any case, official purchases of
dollars even without the express intent of stabilizing the dol-
lar have the same effect as explicit intervention. What can be
said is that in 1987, world reserves outside the United States
rose by more than $150 billion, of which $80 billion were
accounted for by member Governments of the Group of
Seven (see table IV 7). With the dollar share of reserves at 55
to 60 per cent in the Group of Seven, excluding the United
States, this implies over $44 billion in support by the Group
of Seven, and world official support, in effect, on the order
of $85 billion or more. The United States Government also

62 See, World Economic Survey 1988, chap IV. pp. 6776
63 Based on balance-of-payments data (see tabie A 8)
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intervened in 1987, drawing down its reserves by a net
amount of $9 billion for the year ®

The experience in 1988 was entirely different. The confi-
dence that had weakened appreciably in 1987, especially in
the fourth quarter, was rebuilt in the first quarter of 1988.
Thus, as table IV 7 shows, the build-up of reserves outside
the United States almost came to a halt, with a net amount of
only $2 billion accounted for by the Group of Seven. United
States reserves rose by almost $4 billion and private capital
flows to the United States on a balance-of-payments basis
continued at the same levels as 1987, while the current ac-
count deficit shrank by almost $20 billion.

The confidence that was rebuilt in 1988 pertains specifi-
cally to the short-run stability of the dollar relative to the
other tmajor currencies. After the global stock market crash
in October 1987, this confidence about the short-run was
shattered by fears of economic recession, especially in the
United States where shares of stock form a larger per cent of
personal wealth than in other developed countries. Also, to
shore up the sagging stock market, the United States mone-
tary authorities had added considerably to monetary liquid-
ity. Both factors pointed to declining interest rates in the
United States relative to its major financial partners, which
would reduce the attractiveness of holding dollar assets to
individuals who make their financial calculations in yen,
deutsche marks, pounds sterling and so on. Foreign ex-
change traders had to fear that if others decided to reduce
their dollar holdings, the dollar would start to fall and those
stili holding dollars would saffer substantial losses. The
Louvre Accord had promised that the major countries would
step in to stabilize exchange rates, but the private sector
could only wonder how strong the commitment was, how



much would be expended by official authorities or for how
long, especially if doing so was seen to conflict with other
policy commitments. Furthermore, as progress in reducing
the United States trade deficit had been halting, the wisdom
or ability to maintain exchange rates at levels that might not
yet be the equilibrium could be questioned.

As it turned out, however, there was no recession in the
United States, Europe or Japan, The United States trade def-
icit began to show more signs of adjusting and with aggre-
gate demand still strong in the United States, it was possible
to rebuild interest rate differentials in favour of the United
States.* Moreover, not only had the Group of Seven collec-
tively and individvally made repeated reassurances of the
commitment to the Lonvre Accord, but the large-scale inter-
vention in late 1988 and the early weeks of 1989 had demon-
strated their resolve.

The result was that for much of 1988, foreign demand for
dollar assets was strong and even pushed the dollar exchange

rate higher despite intervention to slow the rise through dol-
lar sales, Exchange rate confidence, however, can also be
undermined by fear that the pace of adjustment of the eco-
nomic fundamentals would slow down, and that also seemed
to oceur in the last quarter of 1988 when the United States
election resulted in a President from one political party and
the Congress more firmly in control by the opposition. The
outlook for speedy budgetary correction was clouded and
international financial flows and thus the dollar again weak-
ened © Nevertheless, with new official intervention by the
Group of Seven to support the dollar and with inflationary
pressures making it attractive to the monetary authorities to
raise interest rates anyway, the markets were again calmed.
An optimistic mood on the dollar thus returned in early
1989, but its continuation remains dependent on actually
achieving significant progress in United States budgetary
correction, still the major missing piece of the macro-eco-
nomic policy package viewed as essential for increased
world economic stability.

64 Op the role of interest differentials and other factors in the determination of exchange rates in recent years, see chapter IL

65 Other short-lerm factors, such as a slowing of United States economic growth, also seemed to help pull the doliar down (for a detailed narrative
of changes in the confidence of market participants and the role of policy changes and official interveation, see the quarterly reports to the
United States Congress by the Federal Reserve System, **Treasury and Federal Reserve foreign exchange operations”, as published in the
Federat Reserve Bulletin and Federal Reserve Bank of New York, Quarterly Review)




Chapter V

THE INTERNATIONAL ENERGY SITUATION

Energy developments during the past two decades have
involved fundamental changes in patterns of energy produc-
tion and consumption, with different but significant effects
on national economies (see table V.1). Volatility in energy
prices and apprehensions about security of supplies have led
to extensive misallocation of resources in the development
of high-cost energy sources.

Considerable progress was achieved in energy conserva-
tion and efficiency as a result of the energy crises of the
1970s. This has been especially welcome in view of the sci-
entific evidence that fossil fuels are major culprits in the so-
called greenhouse effect as well as in acid rain.

Technological developments contributing to energy con-
servation and efficiency have been notable in the developed
market economies, which are the main energy consumers.

Provided conditions are right in the future, further progress
may be expected in this field.

The emergence of the current global energy situation has
been characterized by sharp conflicts of interest between en-
ergy importing and exporting countries. Attempts to pro-
mote dialogue and co-operation have been fitful. In view of
the economic and environmental costs at stake and the struc-
ture of the world energy economy, international co-opera-
tion is imperative. Future energy developments should be
marked by rationality and equity rather than by national ri-
valries leading to environmental degradation and global eco-
nomic penalties. After an analysis of the international oil
market, this chapter focuses on natural gas, coal and elec-
tricity and on the environmental consequences of energy use
in the world energy economy.

Developments in oil markets in 1988

Qil price plunge and recovery

Apprehensions about a repetition of the 1986 collapse in
oii prices characterized practically the whole of 1988. Dur-
ing the first 10 months of 1987, prices stayed close to the
target price of $18 per barrel set at the OPEC meeting in
December 1986, but in the last two months of 1987 another
decline began.

Expectations of a slow-down in the world economy after
the stock market crash of October 1987, and the difficulties

of OPEC members in reaching an agreement during their
December meeting at Vienna, owing to the intensification of
the Iran-Iraq conflict, made prices drop to $14-$15 per bar-
rel {f.o.b. Middle East) by the end of the first quarter of
1988. By October 1988, prices had fallen to $10-$11 per
barrel. For the year as a whole the average price is estimated
at $14 a barrel (see figure V.1). Oil export revenues of
OPEC member countries contracted accordingly, However,
increases in export volume by a few countries compensated
them for the per barrel loss in revenue.

Table V.1. Composition of commercial primary energy consumption
(Million tons of oil equivalent)
Coal oil Gas Electricity Totat
Consumption Percentage Consumption Percentage Conssmption Percentage Consumption Percentage Consumption Percentage
share share share share share
Developed market 1976 660 8 08 16615 52 4 737.1 32 It 4 35 3170 8 100
economics 1986 873 4 264 15163 458 7111 2ts 2092 63 33099 100
Ceatrally planned 1976 593 7 452 306 7 302 W9 233 17.6 13 13139 100
economies 1986 655 4 7 e 4479 259 5873 339 40 .8 24 1731 4 100
Developing countries 1976 394 9 42 5 419.7 452 851 92 299 32 920 4 100
1986 629 4 42 4 626.8 422 166 .4 12 613 41 1484 O 100
Member countries 1976 13 [.2 719 633 353 a2 i6 i5 1101 100
of OPEC 1986 34 iP5 (431 64 1 T2 327 37 £7 2231 100
Other oil-exporting 1976 2422 575 142 7 339 175 65 86 20 4205 100
countries 1986 444 4 60 1 226 9 307 49 2 67 18.8 z5 739 4 100
Qil-importing 1976 151 4 380 205 | 3135 223 56 19.7 49 398 4 100
countries 1986 181 6 348 256 8 49 2 443 85 387 74 5215 0
Total world 1976 16493 305 24778 458 11281 08 158.9 29 5414.1 100
1986 21582 331 25910 307 1464 8 224 3113 4.8 65253 100

Source Department of International Economic and Social Affairs of the United Nations Secretariat, based on Energy Staristics Yearbook. various issues.
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Figure V.1 Crude oil prices

(Dollars per barrel)
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During the second half of the 1980s, lower oil prices have
had a dramatic impact on the foreign exchange revenues of
the member countries of OPEC. Population growth has also
been considerable. As shown in table A.17, oil revenues be-
tween 1980 and 1987 dropped from $287 billion to $96 bil-
lion. Per capita oil revenues dropped from $816 to $221.

Oil revenues for OPEC as a whole are estimated at $77
billion in 1988, as compared to 396 billion in 1987, Export
prices declined by an average of $3 a barrel, and production
increased by 11 per cent. While the target price of $18 a
barrel was not abandoned by OPEC, trading in oil through-
out 1988 was based on a variety of formulae related to mar-
ket conditions, often including comparisons with prices of
key grades such as Brent and Dubai on the spot market and
netback values (i.e., value of refined products less refinery
fee, freight and insurance).’

More recently, trading practices in crude oil reveal a re-
turn to long-term supply relationships between oil-exporting
countries and refining companies in importing countries.
Such contracts, representing as much as 10 million barrels a
day in total, are flexible with regard to prices in order to
meet rapidly changing market conditions. The net effect is
less trading through intermediaries and lower volumes on
the spot market *

With the return to production restraint by the OPEC mem-
ber countries at the beginning of 1989 and announced cut-
backs in exports by 5 per cent from the main non-OPEC oil-
exporting developing countries, as well as Norway and the
Union of Soviet Socialist Republics, oil prices climbed to a
level above $16 a barrel, f 0.b. Middle East, by the end of
the first quarter, with prospects of reaching the target price
of $18 a barrel during 1989,

1 “Updated price scorecard for key world crudes™, Perroleum Intetligence Weekly, Special Supplement Issue, 23 January 1969
~Crude oil contracts: who's who in 1989, Petroleum Intelligence Weekly, Special Supplement Issue, 13 February 1989,

94




Growth in oil consumption surpasses expectations

In view of the instability in the world financial markets,
prospects for economic growth looked subdued at the begin-
ning of 1988 and oil consumption was only expected to grow
by I per cent. However, unexpected rapid growth in the de-
veloped market economies, as well as persistently lower oil
prices throughout the year, led to a 2.6 per cent increase in
oil consumption. As a result, consumption reached an aver-
age of 36.8 million barrels a day, an increase of 1.0 million
barrels a day over 1987

Reflecting regional differences among the developed mar-
ket economies, oil demand was particularly strong in Japan.
As a resuit oil consumption increased by 6.3 per cent in the
Pacific region, 2.7 per cent in North America and 0.4 per
cent in Western Europe.

Much of the increase in oil demand in the developed mar-
ket economies in 1988 was due to gasoline and aviation fuel.
Lower prices for heavy fuel oil, especially during the last
quarter of 1988, led to a switch from natural gas in the
United States of America and from coal in the United King-
dom for electricity generation. In Japan, temporarily re-
duced nuclear operation resulted in increases in the use of
heavy fuel oil and crude oil for direct burning in electric
power plants. In France, oil-fueled power stations were reo-
pened when nuclear power generation was reduced by strike
action, and in Spain, sharply reduced hydro-electric sup-
plies were made up by clectricity generated with heavy fuel
oil.

In the developing countries, preliminary estimates indi-
cate that oil consumption increased by 3 per cent or 0 4 mil-
lion barrels a day and reached 13 4 million barrels a day in
1988.

In the centrally planned economies of Eastern Europe, no
increase in oil consumption occurred in 1988 mainly be-
cause of conservation policies in the Union of Soviet Social-
ist Republies. .

World oil consumption increased by an average of 2.3 per
cent or 1.4 million barrels a day, reaching a total of 61.9
million barrels a day or 22 7 billion barrels in 1988 This was
the highest level of world oil consumption since 1980.

In 1989, oil consumption in the developed market econo-
mies is expected to increase by 2.1 per cent or 0.8 million
barrels a day, reaching 37.6 million barrels a day, on the
assumption that economic growth will slow down from 4 per
cent in 1988 to 3 .25 per cent.

Oil demand trends in the United States of America are of
particular significance: the United States consumed 17 mil-
lion barrels a day in 1988 or about 28 per cent of the world
total. Decreasing domestic oil production and increasing de-
mand have raised oil imports by 50 per cent between 1985
and 1988 and they are expected to increase further in the
future for the same reasons. Such increases of oil imports in
the biggest oil market in the world are bound to have an
impact on the world market

In the developing countries, oil consumption may reach
13 .9 million barrels a day in 1989, 4 per cent higher than the
previous year.

in the centrally planned economies of Eastern Europe, oil
conservation policies by the Union of Soviet Socialist Re-
publics are expected to persist, with consumption remaining
static

World oil consumption in 1989 will therefore increase by
about 2 per cent or 1.3 miliion barrels a day, reaching a total
of 23.1 billion barrels (see table V.2).

Table V.2 World oil consumption, 1985-1989

(Million barrels a day)

1988 1089

1985 1986 1987 estimate projected
Developed market economies a2 352 3538 368 37.6
Centrally planned economies HE 1.6 T 11.7 117
Developing countries 122 12.6 30 13 4 13.9
Total 579 594 60 5 619 632

Source: Department of [nteramtional Economic and Social Affairs of the United Nations Seeretarint

While the {all in crude oil prices since 1986 has undoubt-
edly reversed oil consumption trends, its effect was re-
strained by a variety of policies in importing countries. The
price of crude oil is only one of the factors in the price of
petroleum products. Excise taxes usually constitute a large
proportion of the final price of petrolenm products paid by
consumers Thus, in order to restrain demand, all the devel-
oped market economies have increased taxes on gasoiine
(see table V 3)

95

More pronounced production shift to developing coun-
tries

Persistent over-production by the OPEC member coun-
tries in the second half of 1987 was corrected during the first
quarter of 1988 when production was reduced to about 17.6
miilion barrels a day. From April to December 1988, how-
ever, over-production again accelerated and, by the end of
the year, total OPEC production had reached 22 .8 million



Table V.3. End-use gasoline taxes and price
indices in selected countries

Indices of gasoline prices

Percentages of taxes in

(1985==100) gasoline prices

1985 1986 1987 19882 1985 1986 1987 1988

Canada 100 90 97 108 2617 330 362 362

France 1G0 109 130 126 623 739 7573 760

Traly 100 124 145 142 64 4 78.2 782 78.3

lapan {E4] 124 143 147 386 43.9 446 470

Spain 160 107 115 110 392 676 653 630

United Kingdom 10 99 112 116 543 639 64 1 67.0

United States {t4] 77 79 82 23.0 327 a8 295
Germany, Federat

Republic of 100 101 119 113 48 7 615 62.8 63 4

Source: Internationat Energy Agency, Energy Prices and Tixes (Paris, OECD, 1989)

& Third quarter 1988

barrels a day, about 5 million barrels a day above the agreed
production levels.

OPEC production was influenced by the Iran-iraq conflict
until the cease-fire of August 1988, by higher than expected
oil demand owing to vigorous economic growth in the devel-
oped market economies, by pressing needs for revenues
leading to higher export volumes to make up for declining
prices, and by competition for market shares, with most of
the increase in output during 1988 occurring in Iraqg, Ku-
wait, Saudi Arabia and the United Arab Emirates.

Qil production in the member countries of OPEC in-
creased by 11 per cent to about 7.2 billion barrels (19.8 mil-
lion barrels a day) in 1988 from 6.5 billion barrels in 1987
(17.8 million barrels a day) (see table A 18 and figure V .2).

Repeated consultations among OPEC member countries
about restoring production restraint were unsuccessful until
their Vienna meeting (21-28 November 1988). Agreement
was then reached on a level of OPEC production for the first
half of 1989 of 18.5 million barrels a day, distributed among
all member countries as shown in table A.19.

This agreement included Iraq for the first time since 1986
and stipulated new allocations of production levels for each
of the member countries. [n addition, a monitoring commit-
tee {Algeria, Indonesia, Islamic Republic of Iran, Iraq, Ku-
wait, Nigeria, Saudi Arabia and Venezuela) was given the
task of preparing a long-term strategy, including the alloca-
tion of permanent quotas, which were defined for the first
time as follows:

“The guota of a member country is defined as crude oil
production plus stock movements. Quota consists of (a)
domestic consumption (which is the sum of local sales of

crude oil and refined petroleum products inclusive of bun-
kers and aviation fuels sold to national flag carriers as well
as refinery fuel and loss and own use by the oil industry);
(b) net export sales of crude oil and refined products from
national bordesrs; (c) withdrawal of stocks of crude oil and
refined products from inventories held outside of national
borders.'™

Another significant development in 1988 was the co-oper-
ation between OPEC member countries and other oil-ex-
porting countries in the co-ordination of production, with a
view to stabilizing prices.* The meeting of OPEC member
countries (Algeria, Indonesia, Kuwait, Nigeria, Saudi Ara-
bia and Venezuela) and other oil-exporting countries (An-
gola, China, Colombia, Egypt, Malaysia, Mexico and
Oman) in Vienna on 26 and 27 April 1988 was hailed as the
beginning of a new stage of co-operation among oil-produc-
ing countries; it was hoped that others would join. The non-
OPEC countries undertook to continue their efforts to se-
cure the participation of other countries.

The independent producers and the OPEC members stated
that their objective was a stable market, beneficial to pro-
ducers, consumers and the world economy at large. They
expressed the hope that consuming countries would recog-
nize the mutual benefit of such a policy.*

Apparently, the non-OPEC oil-exporting countries of-
fered to cut their exports by 5 per cent, provided that OPEC
member countries would commit themseives to a propor-
tional response, but no agreement was reached.®

At the OPEC meeting in November 1988, at which unity
was restored and new production levels agreed, member
countries reiterated that the preservation of the oil price in
the world market also required a serious and genuine effort

3 Resolution LXXXIV 286, adopted by the OPEC Conference at its Bdth meeting (Vienna, 21-28 November 1988), annex I, as reported in Middle
East Economic Survey, Supplement, vol XXXII, No 8 (28 November 1988).

OPEC press release No. 3/88, 27 April 1988
Middle East Economic Survey. 2 May 1988

U
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Figure V.2. OPEC crude oil production and f.0.b. crude oil prices
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on the part of the non-OPEC oil-producing countries. They
stressed that the restoration of market stability was the joint
responsibility of oil producers as well as consuming coun-
tries.’

Following this, & meeting of technical experts of OPEC
member countries and non-OPEC oil producers took place
in London on 26 January 1989.° The experts agreed on the
need for further steps to strengthen the oil market. Technical
experts from the non-OPEC oil producers agreed 1o recon-

mend to their appropriate authorities necessary co-operative
measures.

The technical meeting was followed by higher-level con-
sultations in late February 1989 in London. In March 1989

OPEC press release No 13/88, 28 November 1988

most of the non-OPEC participants and observers at the
meeting mentioned previously announced either a freeze or
reductions of 5 per cent in their oil exports for the second
guarter of 1989. Norway continued a 7.5 per cent production
restraint. On 3 March 1989, Tass reported that “Soviet oil
exports for freely convertible currency will be reduced ap-
proximately by 5 per cent in the first six months of 1989 as
against the same period in 1988”7

In 1988 the growth of oil production in non-OPEC oil-
exporting developing countries was uneven: the overall in-
crease was 3.6 per cent (see table V.4). Output expanded in
Angola, China, Congo, Malaysia, Oman, the Syrian Arab
Republic and Yemen, but in Bahzain, Colombia, Egypt,

OPEC countries attending the meeting were: Algeria, Indonesia, Kuwait, Nigeria, Saudi Arabia and Venrezuels. Non-OPEC countries were:

Angola, China, Colombia, Egypt, Malaysia, Mexico and Oman. In acdition; the Province of Alberta (Canada), the States of Alasks and Texas

{USA), Norway, the USSR and Yemen attended as observers
The New York Times. 4 March 1989, p 45.
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Table V.4, World crude oil production

(Millions of barrels)}
1980 1985 1986 1987 1988
Developed market ecoromies 45989 52427 5327 52057 52105
Centrally planned cconomies 45253 4 466 2 4 606 4 4711 6 4 708 1
Develaping countries 12622 4 97100 10 6306 10 454 6 11437
OPEC countries 97818 58696 67127 64589 69203
Other oil-exporting countries 24390 31354 12027 32084 34172
Qil-importing countrics 401 6 705.0 714 6 697 3 T06.1
Total world 21746 6 194188 204391 3718 209622

Source. Department of International Economic and Social Affairs of the United Nations Secretariat, based on
Energy Statistics Yearbook, 1982 and 1986 (United Nations pubiications, Sales Nos 84 XVII 4 and 88 XVII 3);
and Qil and Gas fournal, 28 December 1987 and 26 December 1988

Mexico, Peru, Trinidad and Tobago, Tunisia and Zaire pro-
duction declined.

~ ""Output expansion in 1989 and beyond is expected in some
non-OPEC oil-exporting developing countries (Angola,
Congo, the Syrian Arab Republic and Yemen) as the result
of accelerated exploration and development of recent dis-
coveries. Future output in Colombia, Egypt, Malaysia,
Mexico, Oman and Yemen will be influenced by a combina-
tion of factors, including OPEC/non-OPEC co-operation.
Efforts are being accelerated in other countries in order to
arrest production declines.

In the oil-importing developing countries, oil production
stagnated in 1988. Argentina registered a modest increase
but Brazil's output declined because of an offshore platform
fire. India and Pakistan also increased production and Dem-
ocratic Yemen produced oil for the first time. In view of the
drop in investments in oil exploration and development in
the oil-importing developing countries, their production
performance in the longer term is not promising.

Qil production in the Soviet Union appears to have
reached a plateau at 4.6 billion barrels in 1988 (12.6 million
barrels a day). Future production will depend on the applica-
tion of new technologies in exploration, production and sec-
ondary recovery methods and techniques, possibly in joint
ventures with specialized firms and international oil compa-
nies. Nevertheless, expectations are that the energy mix will
shift more towards gas, coal and nuclear electricity during
the 1990s. In other centrally planned economies of Eastern
Europe, low production levels were maintained in Albania,
Bulgaria, Czechoslovakia, the German Democratic Repub-
lic, Hungary and Poland, and output in Romania dropped to
204,000 barrels a day in 1987 from 214,000 in 1985.®

In the developed market economies as a whole, crude oil
production in 1988 remained unchanged at about 5.2 billion
barrels. There was a decline of 2.2 per cent in the United

States of America, almost made up by an increase in Can-
ada. In the North Sea, reductions in United Kingdom pro-
duction as a result of offshore accidents were offset by
greater output from new fields in the Norwegian sector.

In the United States of America crude oil output declined
from 9.0 million barrels a day in 1985 to 8.2 million barrels
a day in 1988, This drop is expected to continue; forecasts
indicate production at 7.7 and 7.3 million barrels a day re-
spectively for 1989 and 1990."" Trends in the production of
domestic oil in the United States of America deserve close
scrutiny in the coming years because of the impact of that
country on the global oil market (see table A 20).

Investments remain depressed

The persistence of lower, though volatile, oil prices since
1986 has led to a drastic decline in petroleam investments
(see table V.5). Investments dropped by about 50 per cent in
the United States of America in 1986 and remained at a low
level in 1987 Investments outside the United States of
America were lower by 25 per cent in both 1986 and 1987 as
compared to 1985,

These investment figures pertain to 28 large United States

energy companies and two of the major oil companies of

Western Europe, but they are representative of world-wide
trends. The drop in financial investments was tempered by a
sizeable decline in the costs of exploration and development
as a result of lower prices for petroleum services such as
geophysical surveys, drilling and production facilities. Nev-
ertheless, a variety of physical statistics, such as the number
of wells drilled, confirm the severity of the decline '* In the
United States of America, completions of oil and gas explo-
ration and development wells dropped by 59 per cent, from
83,889 in 1982 t0 34,579 in 1988 (see table A.20). Between
1982 and 1986 the number of wells completed in the devel-
oped market economies outside North America dropped by

10 Department of International Ecanomic and Social Affairs of the United Nations Secretariat, based on Energy Statistics Yearbook, various

issues.
IV Oil and Gas Journai, 20 February 1989

12 See report of the Secretary-General on energy exploration and development trends in developing countrics (A/43/476), tables 8 and 9.
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Table V.5.

Investments in petroleum exploration

and development, 1980-1987

(Millions of dollars)
Rest of the

Year United States world Total
1980 28 364 13974 42 338
1981 35315 15336 50 651
1982 35 506 7 950 53 456
1983 29 576 14 515 44 091
1984 31916 13 906 45 822
1985 29 935 15212 45 147
1986 15 830 11 380 27 210
1987 14 264 11 834 26 098
Total 220 706 114 107 334 8i3
of which

Property acquisitions 51 573 8 879 60 452
Exploration 68 814 44 109 112 923
Development 100 319 6l 119 161 438

Source: Salomon Brothers, Inc., Proved Petroleum Reserves of 30 Large Energy Companies, 1980-87, 1988

edition (New York. October 1988).

Table V.6. Qil and gas finding costs

{Dollars per barre] of oil equivalent)

1980-1987
Area 1980 1985 1986 1987 Average
United States i3 15 63 14 06 612 847
Rest of the world 595 550 6 0% 315 533

Source: Salomon Brothers, Inc., Proved Petroleum Reserves of 30 Large Energy Companies, 1980-87, 1988

edition {(New York, October {988)

18 per cent, from 1,342 to 1,099 wells. In the developing
countries, it fell by 33 per cent, from 7,748 to 5,199 wells,
during the same period.”

Finding costs of new oil and gas reserves declined to $6.12
per barrel of oil equivalent (boe) in the United States of
America in 1987, with foreign operations retaining a signifi-
cant advantage with costs at $3 15 per barrel of oil equiva-
lent (see table V.6). Although no comprehensive data are
available, lower finding costs have attracted new invest-
ments from national and private sector oil companies of de-
veloped market economies in Western Europe (e.g., Fin-
land, France, the Federal Republic of Germany and Spain),
Asia (e.g., Japan), Oceania (e.g ., Australia} and of develop-
ing countries {e.g., Brazil, Kuwait and the Republic of Ko-
red).

For the 30 large enérgy companies, the depressed level of
investments has led to an overall decline in their total new
discoveries so that their petroleum replacement rate has
dropped significantly (table V7). For the United States of

13 World Petroleum Trends, 1987, Petroconsultants (UK) Lid.

America, the conclusion of a prominent United States in-
vestment firm is that:

*““in view of the currently depressed oil and gas prices, and
the poor investment returns from exploration, it seems all
but certain that United States oil and gas production re-
placement rates will remain low, reserves will deplete
rapidly and the production capacity of domestic oil pro-
ducers will fall”.»

Changes in the structure of the petroleum industry

As a consequence of the nationalization of oil reserves
during the late 1960s and the 1970s by some OPEC mem-
bers, major oil companies redirected their exploration and
development investments to the developed market econo-
mies and non-OPEC developing countries. High oil prices
made these investments attractive, and independent oil com-
panies were active in both the North Sea and North America
until prices declined in the early 1980s and collapsed in
1986. This produced bankruptcies, take-overs and consoli-
dations in the industry, which have continued through 1988,

14 Salomon Brothers, Inc . Proved Petrolenmk Reserves of 30 Large Energy companies. 1980-87. 1988 edition (New York, October 1988), p. 12
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Table V.7. Petroleum replacement rate

{Percentage)
United States Rest of the world Waorld-wide
Year Qil Natural gas Qil Naturai gas Oil equivalent
1980 55 66 60 103 74
1983 68 67 67 T 71
1984 86 89 87 83 86
1985 57 65 60 0 64
1986 41 49 44 56 49
1987 45 42 44 64 52

Source. Salomon Brothers, Inc., Proved Petroleum Reserves of 30 Large Energy Companies, 1980-87, 1988

edition (New York, October 1988)

Structural change was not limited to the private sector.
Public oll companies were equally affected. Their role was
also affected by change in political perceptions which, in the
case of the United Kingdom, led to the privatization of Brit-
ish Gas and the British National Qil Corporation,

A number of oil-exporting developing countries have em-
barked on programmes for downstream integration into re-
fining and marketing operations in Western Europe and the
United States, Kuwait has established such operations in
Western Europe on its own and the Libyan Arab Jamahiriya,
Nigeria, the United Arab Emirates and Venezuela have en-
tered into joint ventures in industrialized countries. In 1988,
the trend towards downstream integration into refining and
marketing was confirmed by an agreement between Saudi
Arabia and Texaco for a joint venture involving a 50 per cent
interest in all the refining and marketing facilities of Texaco

in 23 east coast and Gulf Coast States in the United States of

America at a cost of nearly $2 billion.* Saudi Arabia indi-
cated that gimilar joint ventures were being considered in
other areas. *® China entered into its first joint venture involv-
ing refining and marketing in the west coast of the United
States of America,

Kuwait, which pioneered downstream integration, contin-
ued its investment policy by purchasing 21.6 per cent of the
stock of British Petroleum, which was later scaled down to
9.9 per cent after the intervention of the Government of the
United Kingdom . The United Arab Emirates purchased an 8
per cent interest in Total-CFP.

Investments in oil exploration and production in the devel-
oped market economies have been stepped up by the national
oil companies of Western Europe and the private sector oil
companies of Japan. In the case of Japan, financial assis-
tance covering 70 to 80 per cent of total investment has been
provided by Japan National Oil Company in support of the
policy to augment the share of equity oil in Japanese im-

ports. Foreign oil exploration and development ventures are
also engaged in by private oil companies of the Republic of
Korea and the national oil company of Brazil.

Meanwhile, traditional oil companies from the United
States of America and Western Europe have redirected their
investments towards prospects in oil-exporting developing
countries. In some cases, they have expressed readiness to
enter into new relationships with countries that had previ-
ously resorted to nationalization.

Different perceptions and expectations regarding the fu-
ture of the world petroleum industry thus affect strategic
planning by the oil companies and their respective Govern-
ments.

The older oil companies resort to mergers and consolida-
tions and concentration on their main line of business by
divesting a variety of non-petroleum operations they had ac-
quired during the period of high prices and profits, In this
manner, they position themselves to preserve their historical
role and to seek new co-operative arrangements with petro-
leum-exporting developing countries.

As shown in table A.21, the relative strength of OPEC
countries, in terms of ownership of proved oil reserves, has
increased in recent years. This is likely to continue for some
time because of the unigue geological prospects of the Mid-
dle East and the drastic reductions in petroleum investments
in higher-cost areas,

Changes in the structure of the petroleum industry may
affect the price of oil on the world market, as well as of
petroleam products in national markets. Some evidence al-
ready suggests that oil company consolidations in the United
States had an effect, with gasoline prices remaining or even
rising stightly in 1988, reflecting little of the reduction in
crude oil costs which amounted to about 20 per cent.” Simi-
larly, the Monopolies and Mergers Commission of the

15 -“Texaco, Saudis formalize downstream venture”, Oil and Gas Journal, 21 November 1988
16 Hisham M. Nazer, Minister of Petroleut and Minesa Resources, Saudi Arabia, *“The need for stability and predictability in the oil market™,

Middle East Economic Survey, 20 February 1989.

17 Ronald §. Schmidz, “*Crude oil and the price of unleaded gasoline”, Federal Reserve Bank of San Francisco Weekly Letier, 30 December 1988,
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Table V.8 Integration of oil companies, 1987

Liquids output Integration
(Thousand bagsreis index®
Rank Company Country aday) (Percentage)
1 Saudi Aramco Snudi Arabia 4 348 27
2 Pemex Mexico 2 540 60
3 NIOC fran (Islamic Repubtic of) 2333 26
4 iNOC frag 2244 30
5 Exxon United States I 835 221
5 Royal Butch/Sheit Netherfands/United
Kingdom 1 803 233
7 PDVSA Venezuela 1 653 T6h
8 British Petroleam Enited Kingdom 1425 157
9 Chevron United States 1 338 20
10 Sonatrach Algeria 1672 43
1t Texaco United States 1065 201
12 KPC Kuwait 971 84
13 NNPC Nigeria 960 25
14 Amoceo United States 197 130
15 Mobii United States 781 265

Source: *PEW ranks top 50 oil companies ™, Perroleum Inrelligence Weekly, Special Supplement kssue, 12

December 1988

2 Refining capacity divided by liquids production

b Domestic refineries only

Table V.9 Oil companies’ reserves, 1987

Liguids proved reserves

Rank Company Country Million barrels Year's
output”
1 Saudi Aramco Suudi Arabia 167 460 105
2 INOC Irag 100 000 122
3 KPC iiswait 94 525 267
4 NIOC Iran {Islamic Repubtic of) 92 860 Hi
3 Adnoc United Arab Emirates 58 089 236
6 PDVSA Venezuela 58 084 96
7 Pemex Mexico 47 176 51
8 Lybia NOC Libyan Arab Jamahiriya 22 8OO 101
9 NNPC Nigerin 15 980 46
10 Pertamina Indonesia 9 000 32
11 Sonatrach Algeria 8 500 22
12 Royal Duteh/Shell Netherlands/United
Kingdom 7939 12
13 Exxon United States 6 634 10
14 British Petroleum United Kingdom 5005 10
15 QGPC Qatar 4 500 40

Source *PIW ranks top 50 oil companies™, Perrolewm Inteligence Weekly, Special Supplement Issue, 12

Decesmber 1988

3 Liguids proved reserves divided by 1987 output.
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United Kingdom has initiated an inquiry into gasoline pric-
ing. "

The position of national oil companies in oil-exporting de-
veloping countries is demonstrated in table V.8, Eight of
them are among the top 15 companies in terms of world oil
production outside the centrally planned economies. Table
V.9 demonstrates their overwheiming ownership of oil re-
serves, with only three private-sector oil companies coming
anywhere near their position. Table V 8 also indicates the
degree of integration of both national and private-sector oil

companies. The evidence also indicates that the number of
independent oil companies with exploration activities in the
United Kingdom sector of the North Sea has been signifi-
cantly reduced in recent years. "

In view of the continuing volatility in oil prices, the direc-
tion of changes in the structure of the world petroleum in-
dustry remains uncertain but it deserves further analysis and
monitoring because of its possible effects on prices in both
global and national markets, as well as on oil exploration
and development, particularly in the developing countries

Wider use of natural gas

Table V.10. 'World reserves, production and consumption of natural gas

(Billion cubic meters)

Reserves Production Consumption
1980 1988 1980 1987 1980 1987

Developed market econamies 12777 14 281 8471 807 1 908 2 838 2

Centrally planned cconomies 25 753 43 27¢ 4915 818.4 463 5 7433

Developing countries 33 631 53 903 176.0 349.9 142.4 2348

OPEC countries 27 573 43912 838 179.9 60 5 1075
Other oil-exporting

countries 4334 6963 66 4 106.8 55.2 67.3

Oil-importing countries 1724 3028 258 632 87 600

Total world 72 161 111 455 15146 19754 15141 1 866 3

Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on
Energy Staristics Yearbook, 1982 and 1986 (United Nations publications, Sales Nos. 84 XVH. 4 and 88 XViI 3);
Oil and Gas Journal . 27 December 1979 and 26 December {988

Natural gas is produced either independently or in associ-
ation with oil. Reserves are of a similar magnitude and prob-
ably underestimated because of limited surveys and explora-
tion of gas-prone areas, particularly in the developing coun-
tries where there are limited markets for natural gas. The
high costs of the necessary infrastructure have so far re-
strained the development of this versatile fuel.

Where conditions have been favourable, as in North
America, Western Europe and the Soviet Union, massive
natural gas networks have been established for household
consumption, production of petrochemicals and other indus-
trial purposes, and increasingly for electricity generation.

Advances in the manufacture of large-diameter pipes and
the construction of continental and intercontinental pipelines
have facilitated the transport of natural gas to distant mar-
kets. The past 25 years have also seen the rise of extensive
trade in liquefied natural gas (LNG), which requires invest-
ments in processing plants at the source, specialized LNG
carriers for transportation at sea and regassification facili-
ties in the importing countries.

Proved reserves of natuiral gas have increased by 54 per
cent since 1980, mostly in the Union of Soviet Socialist Re-
publics and in the member countries of OPEC (see table
V.10).

In terms of oil equivalent, the proved natural gas reserves
in 1988 amounted to about 725 billion barrels, equivalent to
73 per cent of proved oil reserves. However, the geographic
distribution of natural gas reserves is different from that of
oil, The share of the developing countries is 48 per cent for
gas as compared to 89 per cent for oil, mainly because of the
vast reserves of gas in the Union of Soviet Socialist Repub-
lics.

In liquefied natural gas trade, Japan is the main market,
with supplies coming mainly from Brunei Darussalam, In-
donesia and Malaysia, and lesser volumes from the United
Arab Emirates and the United States of America (Alaska).

Natural gas has acquired the status of an independent fuel
as the link between gas and oil prices has weakened. By the
middle of 1988, delivered gas prices in Western Europe
were about $100 per ton or $13.50 per barrel of oil equiva-

18 “yK majors begin 'gas’ price kikes™, Plart's Otfgram News, vol. 67, No 64 (4 April 1989).
19 ““Number of independents active off UK slips”, O and Gay Journal, 30 January 1989, p 26
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lent. In Japan they were considerably higher—about $139
per ton or $19 per barrel of oil equivalent—because of the
higher cost of liquefied natural gas.

In the past few years, increasing attention has been paid to
natural gas because of its relatively benign effect on the en-
vironment. Considerable progress has been made in con-

serving associated gas through re-injection rather than flar-
ing it to waste as previously done. Gas utilization has also
increased in oil-exporting countries. In oil-importing devel-
oping countries, new pricing policies in recent years have
attracted investments from transnational corporations and
multilateral organizations.

Revival of coal

Table V.11

World production and consumption of coal

(Million metric tons)

Hard ceal production

Coal and lignite

Lignite production consumption

1973 1981 1987 1573 1981 1987 1981 1985 1587
Developed murket economies 9772 [ 2304 13577 195 8 2992 359.4 I 486 6 | 6326 16470
Centrally planned economies® 687 3 7199 7851 5955 6976 8305 1 423 8 14969 1 560.0
Peveloping countries 5372 7820 HE TN 60 50 522 881 4 12663 3%
Total world 22017 27323 3 2625 7973 1 031.8 12421 37918 4 3958 45449

Source Department of Internationat Economic and Social Affairs of the United Nations
Secretariat, based on Energy Statistics Yearbook. various issues; and International Energy

Agency, Coal Information 1988 (Paris, 1988), pp 1.50and 1 52
Includes brown coal

Includes Democratic People’s Republic of Koeren and Mongolia

€ 1987 tignite consumption for China is not available

Declining oil prices during the 1950s and 1960s displaced
coal as the premier fuel in the world economy, a position it
gained already in the second half of the nineteenth century
and maintained through the mid-1960s. Cheap and abundant
oil met increasing energy demand and made inroads into
traditional coal-using markets. This led to the deciine of the
coal industry in the developed market economies despite the
availability of vast reserves. Protective measures and subsi-
dies could not restrain the competition from oil.

However, higher oil prices and fears of security of energy
supplies led to a revival of coal in the 1970s. Steam coal for
the generation of electricity became a substitute for heavy
fuel oil. The consumption of such oil dropped by 45 per cent
during the period 1980-1986 *

The International Energy Agency has assessed accessible
coal reserves in terms of the amount of coal that could be
produced using currently available technology and transport
infrastructure * These estimates of accessible coal reserves
are shown in table A.22. Normal losses during mining and
beneficiation reduce by haif to two thirds the amount of re-
coverable coal from these reserves which also inciude pro-

tected and subsidized coal (e.g., the Federal Republic of
Germany, Japan and the United Kingdom). With world coal
and lignite production in 1987 estimated at 3,263 and 1,242
million metric tons, respectively, accessible coal and lignite
reserves are adequate for 40 to 50 years,

Coal reserves are unevenly distributed. About 41 per cent
is in the centrally planned economies of Eastern Europe,
where the Union of Soviet Socialist Republics has 30 per
cent. The developed market economies have 39 per cent and
the developing countries 20 per cent, owing mainly to re-
serves in China and India. Smaller reserves have been iden-
tified in recent years, as in Colombia, Indonesia and Vene-
zuela.

World coal production has increased by 50 per cent since
the first energy crisis of 1973 (see table V. 11). The United
States of America retained its predominant position, with
about 56 per cent of total production in the developed market
economies.

Hard coal production doubled in the developing countries,
mainly because of an increase of 108 per cent, to 870 million

20 World Economic Survey 1988 {United Nations publications, Sales No . E 88 {1.C 1), p 86, table V.4

21 Internations} Energy Agency, Coal Informarion 1988 (Puris). p. 1 B}
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tons by 1987 in China and an increase of 127 per cent, to 177
million tons in India. Since 1983, China has moved ahead as
the bigpest hard coal producer in the world.

Lignite production has also increased steadily since 1973,
with about two thirds of world output in the centrally
planned economies of Eastern Europe. Qutput in the devel-
oping countries was limited to less than 5 per cent of the
world total, mostly attributed to China and India (see table
V.1,

Much of the increase in coal consumption and trade has
been due to steam coal for electricity generation. Prices of
steam coal have remained competitive throughout the 1980s,
except for 1986 when the price of heavy fuel oil fell below
the equivalent price for steam coal.

World consumption of coal and lignite has increased by
about 20 per cent since 1981. Much of this was due to the 55
per cent increase in China and fo a 46 per cent increase in
India.

In the developed market economies, in 1987, the United
States accounted for 45.7 per cent of coal and lignite con-
sumption, at 752 million tons, the Western European coun-
tries for 32.5 per cent, at 535 million tons, and Australia,
Japan and South Africa for 19.6 per cent, at 85.1, 102.9 and
1345 million tons, respectivelv.

In the centrally planred economies of Eastern Europe, the
Union of Soviet Socialist Republics accounted for 44.7 per
cent of coal and lignite consumption, at 697 million tons in
1987 The second biggest consumer was Poland, at 236 mil-
lion tons, followed by Czechoslovakia, at 124 million tons,

The preference for electricity

Since the energy crises of the 1970s, energy input per unit
of economic output has been reduced through conservation
and improvements in efficiency. Sometimes this has even
resulted in lower consumption of particular energy prod-
ucts. However, consumption of electricity has continued to
grow, and it has grown faster than other energy products,
which reflects its great versatility in uses in practically all
economic sectors. As shown in table V.1., the role of elec-
tricity has been increasing practically everywhere.

Additional capacities during the past 20 years have largely
been based on steam coal, nuclear power and hydropower,

while thé use of heavy fuel oil has been drastically reduced,
particularly in the developed market economies.

Recently, the availability of natural gas at lower prices,
persistent environmental concerns and the reversal of expec-
tations for nuclear power have shifted energy policies in sev-
eral countries towards coal and natural gas,

in the developed market economies, electric power gener-
ation capacity increased from 1,202.7 thousand megawatts
{Mw} in 1979 to 1,428.6 thousand Mw in 1986 (see table
V.12). About half of the increase was nuclear and a quarter
each hydropower and thermal. The share of thermal capac-

Table V.12. Changes in the composition of electric power capacities®
in developed market economies, 1979 and 1986

{Thousand megawatis)

Energy source 1979
Total 12027
Nuclear 109 4
Hydro 2637
Other i5
Thermal 828 5
Single fuel
Coal 33312
Oil 2474
Gas 99.0
Other solid 06
Muiti-fired
Solid/liquid 40.2
Solid/gas 174
Liquid/gas 78 8
Solid/liquid/gas 118

1986 Net change
I 428.6 2259
2196 1106
3227 580
24 0.9
883 8 353
3523 191
183.6 -61 8
36.3 -62.7
36 3o
858 456
3z 138
1771 98 3
139 21

Sonrce Department of International Economic and Social Affairs of the United Nations
Secretariat, based on International Encrgy Agency, Coal Information 1988 (Paris, 1988)

A Power plants with capacity less than 30 Mw are not included
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Table V.13, Production of electricity by type

{Million kilowatt hours)

Thermal Hydro Nuclear Geathermal Total
Developed market 1980 3 584 575 1 058 599 581 798 10 097 5 233 069
econemies 1986 3 558 078 1128 925 1276 744 1B B96 5 0B2 643
Centrally planned 1980 i 438 188 236 581 82 577 0 1 757 346
economies 1986 P 659 270 275 238 209 972 60 2 143 640
Beveloping countries 1980 T4 899 459 830 16 830 3 357 1 254 916
1986 i 131 893 622 937 70 507 10 644 1 B35 98]
Member countries 1980 117 935 26 106 0 0 144 041
of OPEC 1986 187 236 42 993 0 254 230 483
Other oil-exporting 1980 324 722 117 325 0 915 442 962
countries 1986 461 075 180 283 o 1715 643 073
Qil-importing 1980 332 242 316 399 16 830 2 442 667 913
countries 1986 483 582 359 661 70 507 g 675 962 425
Totai world 1980 5 797 662 1 755 010 681 205 13 454 8 247 33
1986 6 349 241 2 627 100 1 556 323 29 600 9 962 264

Seuree; Department of International Economic and Social Affairs of the United Nations

Secretarint, based on Energy Statistics Yearbook, various issues

ity decreased from 69 per cent in 1979 to 62 per cent in 1986.
However, its composition changed considerably: single fuel
fired plants increased by 19.1 thousand Mw for coal, de-
creased by 63. 8 thousand Mw for cif and 62.7 thousand Mw
for gas, and muiti-fuel fired plants increased by 159.8 thou-
sand Mw. The developed market economies have increased
their nuclear and hydropower capacities while also doubling
their multi-fuel thermal plants, thus providing increasing
flexibility during periods of energy price volatility.

Projections indicate that electric power capacities in these
countries may increase to 1,818 thousand Mw in the year
2000. Coal- and gas-fired electric power capacities are ex-
pected to increase, but total thermal capacity will decrease
because of a further decline in the use of heavy fuel oil.
Nuclear power and hydropower will increase further.

In developing countries in 1986, about 62 per cent of elec-
tric power production was thermal, and 34 per cent hydro-
power (see table V.13). Indigenous reserves make coal-fired
plants particularly significant in the plans of China and In-
dia, as well as a few other developing countries (e.g., Bot-
swana, Turkey and Zimbabwe). Recently increasing coal
imports are also being used for electricity generation in the
rapidly growing economies of South-East Asia—Hong
Kong, the Republic of Korea, Singapore and Taiwan Prov-
ince of China—as well as in other developing countries.

Most developing countries, however, continue to depend
on oil, often imported, and on indigenous gas and hydropo-

wer for their electric power generation. The development of
hydroelectricity in the developing countries is essential. Out
of an increase in world hydroelectricity of 846 billion kilo-
watt hours (kwhs) since 1970, 397 billion kwhs were added
in the developing countries, 299 billion kwhs in the devel-
oped market economies and 138 billion kwhs in the centzally
planned econormies. In 1986, the developing world produced
31 per cent of the world’s hydroelectricity. However, only a
small part of the hydro-power potential of developing coun-
tries has been exploited because of lack of markets near the
sites and a variety of other factors, including the lack of
capital and regional co-operation.

Nuclear power has disappointed the early hopes that it
“would provide electricity too cheap to meter”. By 1988,
out of a total of 426 nuclear power plants in operation in the
world, only 25 were in developing countries: Argentina (2),
Brazil (1), India (6), Pakistan (1), Republic of Korea {(8),
Taiwan Province of China (6) and Yugoslavia (1}. In addi-
tion, 20 plants were under construction: in Argentina (1),
Brazil (1}, China (3), Cuba (2), India (8), the Islamic Repub-
lic of Iran (2), Mexico (2) and the Republic of Korea (1).2

Over the past 20 years, demand for electricity in the devel-
oping countries has grown at an average of 7 per cent per
anmun, thus doubling required capacities every 10 years. It
is estimated that in about 30 developing countries, electricity
shortages are causing serious disruptions of economic activ-
ity and that these problems will continue, primarily because
of the scarcity of capital and foreign exchange ® However,

22 International Atomic Energy Agency, Bulletin, vol 30, No_ 4 (Vienna, 1988).
23 United States Agency for International Development, Power Shortages in Developing Countries Magnitude, fmpacts, Solutions and the Role of

the Private Sector {Washington. D C ., March 1988}
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there are considerable opportunities for saving electricity,
Efficiency in the consuming sectors could be raised by as
much as 30 per cent. By raising efficiency, developing coun-
tries could reduce the growth rate for electricity consump-
tion to 5.5 per cent, This would bring down investment re-
quirements over the next 20 years from $3. 1 trillion to $2.1
trillion ™

In the centrally planned economies of Eastern Europe,
electricity production is still based mostly on thermal pri-
mary energy sources, although there has been a rapid expan-
sion of nuclear power. Since the accident at Chernobyl in

1986, energy plans have been reassessed. The future mix of

electric power capacities in the Union of Soviet Socialist
Republics and other countries in the region is uncertain, but
it may well come to rely more on coal and natural gas.

Increasing environmental concerns

Growing environmental concerns have added signifi-
cantly to uncertainties in energy investments which, in re-
cent years, have also been influenced by excessive volatility
in energy prices and interest rates. Because of their magni-
tude and long-term nature, investments in electric power
plants have been especially vulnerable to these uncertain-
ties. Lack of additional capacities may cause electricity
shortages in a number of countries in the 1990s.

Following the serious accidents at Three Mile Island
(1979) and Chernobyl (1986) and recent revelations of the
spread of radioactivity from military nuclear stations, oppo-
sition to nuclear power has grown world-wide  Higher than
expected costs, considerable decommissioning costs and
difficulties in the disposal of radioactive wastes have aggra-
vated uncertainties. As a result, in a few countries, nuclear
power plants have been shut, and in others, plans for future
capacities have been scaled down or cancelled altogether,
While overall nuclear power is expected to grow further, it is
mainly due to the completion of plants under construction.

Since the contribution of fossil fuels is paramount to world
energy consumption, their environmental consequences are
analysed below with regard to two main issues of interna-
tional dimensions, namely, climate warming and acid rain.

In view of the opposition to nuclear power, which was
previously considered the most promising alternative en-
ergy source, adjustments of the world energy mix in order to
address environmental concerns will be difficult unless
technological breakthroughs can provide benign alternative
energy sources and/or radically improve energy efficiency.
Such developments can at best be expected in the long term
and adjustments in the medium term will by necessity be
limited to greater reliance on the less malignant energy
sources.

For the same energy output, the combustion of natural gas
produces about 57 per cent of the amount of carbon pro-
duced from coal, and the combustion of oil produces about
83 per cent. The substitution of natural gas for coal is there-
fore advisable, and available technologies and reserves fa-
vour such an adjustment, particularly in the electric power
sector.

Fossil fuels and climate change

Mounting evidence concerning the degradation of the
earth’s ecosystem has led the scientific community to warn
that a variety of hurnan activities are likely to induce climatic
changes that may have a far-reaching impact. The cause of
concern is the global greenhouse effect—the warming of the
climate by the increasing concentrations of trace gases in the
atmosphere.

The most abundant of these gases is carbon dioxide (CO,).
This pollutant is emitted into the atmosphere mainly as a
result of the combustion of fossil fuels (coal, oil and natural
gas). Burning of biomass and deforestation also contribute
significantly to the accumulation of carbon dioxide in the
atrmosphere.

Measurements of atmospheric composition indicate that
the present concentration of CO, is about 340 parts per mil-
lion (ppm) (0.034 per cent) of the atmosphere’s volume. It
has increased by more than 15 per cent since pre-industrial
times* and by nearly 8 per cent in the past 25 years.* Be-
tween 1860 and 1985 cumulative carbon releases from fossil
fuel combustion alone amounted to about 165 billion tons,”
more than half of which was generated since 1960.

Several other trace gases such as chlorofluorocarbons, ni-
trous oxide, chloroform, methane and ozone also contribute
to the greenhouse effect. Although present in the atmos-
phere in minute concentrations, recent analyses indicate that
their global effect could warm the earth’s climate by as
much as carbon dioxide.”

Scientists have been aware of the greenhouse effect since
the nineteenth century. They noted that carbon dioxide ab-
sorbs infrared radiations emitted from the surface of the
earth which would otherwise escape to space, and then emits
some of these radiations downward. As a result, the equilib-
rium between radiations entering the atmosphere from the
sun and leaving it from the earth is established at higher
temperature.

By the late 1960s, when it was evident that the concentra-
tion of CO, in the atmosphere was rising at an alarming rate,
scientists began to develop quantitative theories aimed at an

24 Report of the Secretary-General on trends and salient issues in energy resources (E/C 7/1989/10), paras 55-65.

23 Vaclav Smil, Carbon, Nitrogen, Sulfiur: Human Interference in Grand Biospheric Cycles (New Yok, Plenum Press, 1985)

26 Gregg Marland, **Carbon dioxide emission mates for conventional and syathetic fuels™, Energy. vol 8 (1983)

27 United Nations Environment Programeme, The Greenhouse Gases, UNEP/GEMS Environment Library No | (Nairobi, 1987)

106



understanding of the atmospheric ozone reaction and the cli-
mate warming mechanism. Available climate models indi-
cate that a doubling of the atmospheric CO, concentration
from pre-1900 levels of 300 ppm to 600 ppm, in conjunction
with increasing concentrations of other trace gases, should
produce an average temperature rise of the earth’s climate
between 1.5 and 4.5 degrees centigrade by the year 2030.*
According to some models, the increase in temperature will
vary according to location. In the northern hemisphere, the
change should be about four to six degrees centigrade. In the
southern hemisphere, the warming should be much less.

The resulting changes in climate may cause thermal ex-
pansion of the oceans and melt some of the Antarctic ice
sheet, resulting in a rise in sea levels, which could flood
coastal areas throughout the world. It may also have adverse
effect on human health and agriculture.

Contribution of fossil fuels to carbon dioxide emissions

A fundamental problem in assessing and analysing the im-
pact of atmospheric CO, on climate change is the uncertainty
over the anticipated pattern of global energy demand and the
role of fossil fuels in future supply. Equally important is the
correlation between the rate of growth in the consumption of
fossil fuels and the rate of increase in the emissions of car-
bon dioxide.

At present, about seven billion tons (oil equivalent) of fos-
sil fuels are consumed annually, providing more than 80 per

cent of global energy demand On average, about two thirds
of the fuels are carbon, Therefore, about five billion tons of
carbon are discharged into the atmosphere annuaily from
fossil fuels.

The pattern of global CQ, emissions from fossi] fuels dur-
ing the period 1950-1986 is shown in table V.14. From 1950
to 1973, a period of rapid growth in primary energy con-
sumption, the average annual growth in CO, emissions was
nearly 4.5 per cent. In the wake of the 1973-1974 oil crisis
and the subsequent rise in energy prices, this growth rate
averaged slightly more than 1 per cent during the period
1974-1985. However, following the oil price collapse of
1986, the growth of CO, emissions accelerated again owing
to higher fossil fuel consumption.

The developed market economies of North America,
Western Europe and Japan produce 49 per cent of global
CO), emissions, the centrally planned economies of Eastern
Europe 25 per cent and the developing countries 26 per
cent.” In addition to 5. 3 billion tons of carbon from the com-
bustion of fossil fuels, released into the atmosphere annu-
ally, some two billion to three billion tons come from the
burning of biomass, deforestation and other sources of car-
bon. Assuming that CO, contributes 50 per cent to the global
greenhouse effect, in 1986, CO, emissions from fossil fuel
use were responsible for about 32 to 36 per cent of the total
greenhouse effect, of which 13.3 to 15 per cent were con-
tributed by coal, 14 to 15 per cent by oil and 3 to 6 per cent
by gas (see table V.15).

Table V.14 . Global emissions of carbon dioxide from fossil fuels

{Million tons of carbon per year)

Total CO, Petrofeum Gas Cement
Year Emissions Gas Liquids Sotids Flaring Production
1950 1 639 97 423 1 078 23 18
1955 2 050 150 625 [ 215 30 30
1960 2 586 235 850 1 419 39 43
1965 3154 351 1 221 i 468 55 59
1970 4 090 515 1 838 P 571 88 78
1973 4 628 620 2 131 I 686 96 a5
1980 5 249 721 2 409 [ 921 8 120
1981 5 113 730 2274 [ 930 58 121
1982 5 075 724 2 188 I 986 56 121
1983 5 066 730 2167 P 992 52 125
1984 5 238 783 2200 2 080 47 128
1985 5 338 807 2 182 2173 46 130
1986 5 335 827 2 297 2 250 45 136

Sonrce Oak Ridge Nuational Laboratory, Environment Sciences Division, Estimares of CQ,
FEmissions from Fossil Fuel Burning and Cemermt Manwfacturing Using the United Nations
Energy Statisticy and the United Stares Burean of Mines Cement Manufacturing Dara,
report prepared for the United States Department of Energy, September 1988

8 Includes gas flaring and cement manufacturing

28 United Nations Environment Programme, The Ozone Layer, UNEP/GEMS Environment Library No. 2 (Nairobi, [987)
29 Slewart Boyle, ""Global warming—a paradigm shift for energy policy?”, Energy Policy, February 1589
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Table V.15, Contribution of CO, to the greenhouse effect in 1986

CO, emissions Greenhouse effect
Biltions of tons
of carbon per year Percentage Percentage
Gas 083 9.8-11.1 49-5.6
oil 230 27.1-307 13.6-15.4
Coal 225 26 5300 133-15.0
Fossit fuel 538 634-71 8 318360
Cement production 0.14 16-19 08-1.0
Others* 2030 35.0-26.3 17 4-13.0
Total CO, 7585 i00 50

Sonrce, Department of International Economic and Social Affairs of the United Nations

Secretariat

a4 Includes deforestation, land exploitation and burning of biomass

Available estimates of the cumulative mass of carbon pro-
duced from all sources since the middle of the nineteenth
century range between 220 billion and 380 billion tons, with
300 billion tons being the most likely value ™ About 165
billion tons of this carbon have been produced by fossil fu-
els. However, it has been demonstrated in different CO,
monitoring stations that the amount of carbon rémaining air-
borne in the atmosphere is equivalent to about one half of the
total carbon produced. The other half is absorbed by oceans,
trees and plants.

Scenarios for global carbon dioxide trends

Two scenarios depicting low and high fossil fuel con-
sumption have been used for this analysis in order to assess
future incremental carbon dioxide concentrations from fos-
sil fuel combustion until the year 2030,

As shown in figure V.3, about 5.3 billion tons of fossil
fuel-derived carbon were produced in 1986, of which 2 .81
billion tons were retained in the atmosphere (assuming an
airborne fraction of 53 per cent). By the year 2000, some
6. 8 billion tons will be produced, of which 3.6 billion tons
will remain airborne. The low consumption scenario shows
that by the middle of the twenty-first century, the annual
emission of CO, will be roughly three times as much as the
1986 level. During the projection period 1986-2050, cumu-
lative carbon remaining airborne in the atmosphere is esti-
mated at 314 billion tons and the cumulative atmospheric
carbon dioxide concentration at 147 ppm. The resulting in-
crease in the annual growth rate of carbon release averages

1.6 per cent per year and of CO, atmospheric concentration
2.2 parts per million per year.

The high consumption scenario estimates an upper bound
of CO, emissions of about 23 billion tons of carbon per year
in 2050, of which 12 2 billion tons remain in the atmos-
phere The cumulative amount of carbon generated from
1986 to 2050 totals some 403 billion tons. The resulting in-
crease in CO, emissions averages 2.3 per cent per year,
which corresponds to an average growth rate in atmospheric
CO, concentration of 2.9 parts per million per year. The
cumulative CO, concentration during the projection period
is estimated at 189 ppm. When added to the current concen-
tration of 340 ppm, about 529 pprm of carbon dioxide should
be in the atmosphere by the year 2050. However, non-fossil
fuel sources of carbon would contribute further to the total
amount of carbon dioxide concentration during this period,

Therefore, according to these two scenarios, the pre-1900
CQ, concentration of 300 ppm may not come close to dou-
bling before the middle of the next century and probably not
before the end of the next century.

Many climate-change models have assumed high fossit
fuel consumption growth rates of about 4 per cent per year
and concluded that the doubling date of CO, concentration
would occur around the year 2030 However, assuming an-
nual growth rates of 2 to 3 per cent, the doubling of CO,
concentration extends the period to around the year 2060,
while rates of 1 to 2 per cent would delay it far beyond the
middle of the next century

Acid Rain and Fossil Fuels

Research on the effects of acid rain has intensified during
the past several years. Acid rain is responsible for acidifying
lakes and streams with profound damage to aquatic life, di-
minishing productivity of forests and crops, accelerating de-
terioration of materials and structures and contributing to
human health hazards.
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Acid rain is the result of acid precipitation in the atmos-
phere through chemical transformation of sulphur dioxide
(50,) and nitrogen oxides (NO,). These air pollutants are
emitted into the atmosphere by both natural and man-made
sources. Natural sources include sea spray, bacterial decom-
positon of organic matter, lightning, volcanic eruptions and



Figure V.3. Projected global CO, emissions from fossil fuel consumption
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forest fires. Man-made sources include electric generating
plants, smelting of ores, industrial instailations, motor vehi-
cles and residential and commercial establishments using
fossil fuels.

When SO, and NO, are emitted in the air they become
oxidized to form acid sulphate (SQ,) and acid nitrate (NO,),

respectively, These acids, sometimes travelling hundreds or

even thousands of kilometres, return to the earth as precipi-
tates in rain, snow and hail {(wet deposition) and as dry mi-
croscopic particles (dry deposition).

Sources of emissions

Globally, natural emissions of the sulphur and nitrogen
cycles are roughly equal or even larger than man-made
emissions. However, studies conducted in North America
and Europe indicate that man-made sources contribute more
than 90 per cent of total emissions in these regions.* ¥

Since the middle of the nineteenth century, increasing fos-
sil fuel consumption has resulted in significant increases in
nitrogen and sulphur emissions. Global man-made emis-
sions of suiphur dioxide rose from about 7 million tons per
year in 1860 to about 155 million tons per year in 1985 %

30 Frank Record and others, Acid Rain Information Book (New Jersey, Noyes Data Corporation, 1982)

31 3 N. Galloway and D. M Whelpdale, *An atmospheric sulfur budget for North America™, Atmospheric Environment, vol 14 (1980).

32 World Resources 1988-89. a report by the World Resources Institute and the International Institute for Envirenment and Development, in
collaboration with the United Nations Enviroament Programme {New York. Basic Books, Inc |, 1988)
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However, emissions of SO, during the pericd 1970-1985
were reduced substantially in several countries as strict pol-
lution standards were imposed.

In most of the developed market economies, generation of
electricity in power plants using fossil fuels is the largest
single contributor to the emissions of sulphur dioxide,
whereas the transpoitation sector is the largest source of ni-
trogen oxides. In 1986, the United States Environmental
Protection Agency (EPA) estimated that about 57 per cent of
all man-made emissions of 8O, in the United States came
from only 200 large coal-fired power plants.” In an eartlier
report, EPA estimated that about 20.8 million tons of sul-
phur dioxide were released over the United States in 1983,
14 million of which were accounted for by power plants.®
Industrial processes and boilers emitted 4.1 million tons and
smelters 1.1 miliion tons. The remainder was accounted for
by other sources.

The amount of nitrogen released annually is almost as
large as that of sulphur On the average, about one third to
one half of man-made emissions of NO, are attributable to
mobile sources. In the United States, for example, the trans-
port sector is responsible for 45 per cent of the estimated 20
million tons of nitrogen oxides emitted in 1985 * Similar
patterns are observed in other countries. In Western Europe,
about 50 per cent of the man-made NO, budget is caused by
motor vehicles.

Although emissions of nitrogen oxides have been slightly
reduced or stabilized over the period 1970-1985 in some of
the developed market economies, the total amount of nitro-
gen released annually is still rising. The prime reason for
this limited success is due to NO, emissions from motor ve-
hicles, which are the major sources but numerous and diffi-
cult to control, as compared to the major sources of SO,
emissions, which are large coal-fired electric plants which
are easy to identify and regulate with less difficulty

Transportation and deposition of acids

The intensity of acid rain in many regions downwind of
major pollution sources demonstrates the importance of
long-range transport of air pollutants. Acid deposition in
these regions far exceeds emissions from local sources.
Sweden, Switzerland, Austria, eastern Canada and the
Netherlands, for example, are responsible for less than 40
per cent of their domestic sulphur deposition.® In Norway,
about 75 per cent of the sulphur deposition is carried down-
wind from other countries. Acid rain falling over the Atlan-
tic as far out as Bermuda and the acidity of snow in the Arc-
tic are other examples of long-range transport of acids *

A small fraction of the dispersed sulphur dioxide is con-
verted to acid sulphate and deposited within less than 100
kilometres of its sources. The remainder is transported long
distances. This observation may be substantiated by the fact
that most of the sulphur is emitted by fossil fuel power

plants, which usually use tall smoke-stacks, dispersing air
pollutants high in the sky and casting pollution problems to
the wind. On the other hand, emissions of nitrogen oxides
are thought to have more localized effects, since nearly half
of the NO, is emitted at ground jevel by motor vehicles.

Attitudes towards acid rain are changing rapidly in the
developed countries. Acid rain is currently receiving much
attention not only within the environmental community but
also at the highest governmental levels. Some progress has
been made. Several international organizations, such as the
United Nations Economic Commission for Europe (ECE),
the European Economic Community {EEC) and the Organi-
sation for Economic Co-operation and Development
(OECD) have in the past few years adopted strategies to mit-
igate acid rain. The ECE sulphur-reduction protocol, agreed
to at Helsinki in July 1983, entered into force in September
1987; it is the first international treaty specifying measur-
able reductions of air pollution.* The protocol binds the con-
cerned countries to reduce their sulphur emissions by at least
30 per cent from 1980 levels as soon as possible and by 1993
at the latest. While the protocol has been ratified by most of
the developed market economies, some of the largest sul-
phur emitters have not joined yet, including Poland, the
United Kingdom and the United States. A similar protocol to
limit nitrogen oxide emissions is being negotiated. This draft
protocol calls for a freeze in NO, emissions at 1987 levels by
1994 =

A variety of approaches and technologies aimed at the re-
duction of atmospheric pollution are currently available. Se-
lection of fuels low in sulphur and nitrogen content, combus-
tion modification using limestone injection multi-stage
burners (LIMB), fluidized bed combustion (FBC) and post
combustion emission controls using scrubbers are all effec-
tive approaches, providing over 50 to 90 per cent SO, re-
moval capacity in coal-fired electric power plants.

For mobile sources, pollution control measures and tech-
nologies are mainly aimed at reducing emissions of nitrogen
oxides. One of the most effective of these technologies is the
catalytic converter, a sophisticated control system used
mostly in new automobiles burning unleaded gasoline. Im-
proved car engines aimed at increasing fuel efficiency in
themselves reduce pollutant emissions. Other approaches
that are equally important in controlling pollutants from ve-
hicles are not necessarily technological. Transport regula-
tion, car pooling, limitation of private automobile use and
use of gasoline low in sulphur and nitrogen content, all serve
the purpose of reducing vehicle pollution.

Despite the availability of these control technologies, the
acid rain problem has not been solved principally for two
reasons. First, most of these technologies have been devel-
oped only recently and are not yet widely used. Secondly,
the relative cost of emission control technologies is guite
high. As of 1982, estimated emission control costs for large

33 Roper Thompson, “Acid rain: Canada‘s push for U 8 action”, Editorial Research Reporis. vol 1 (1986)

34 Gregory Wetstone, “Acid rain: the international perspective™, Environmental Policy and Law, vol i1, No. 1/2 (October 1983)
33 Roy Gould, *“Energy and acid rain”, Annual Review of Energy, vol 9 (1984)

36 CUN/ECE, 0% protoco} in foree”, Environmental Policy and Law, vol. 17, No 5 (October 1987}
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electric power plants in OECD Countries were about 10 to
20 per cent of the total cost of electricity generated by the
plants 7

Perhaps a more serious problem is the fact that those who
cause acid rain are unwilling to bear the costs since the vic-

tims are often far away in other areas or countries. Never-
theless, the ECE protocol and recent consultations between
Canada and the United States indicate significant progress in
international co-operation. They might be effective in accel-
erating preventive measures and in intensifying co-opera-
tion in other regions or countries as well.

Outlook to the year 2000 and conclusions

Available forecasts of energy consumption and production
to the year 2000 and beyond suggest a continuation of the
patterns of the second half of the 1980s. Overall energy con-
sumption is expected to increase by 2 to 3 per cent per an-
num on the assumption that econornic growth rates witl pro-
ceed in a similar range to the year 2000,

World energy consumption is expected to reach a level of
176 million barrels of oil equivalent per day (mboe/d) in the
year 2000 as compared to 136 mboe/d in 1986, that is, to
increase by about 30 per cent. Fossil fuels will continue to
dominate the world energy picture although their share will
diminish somewhat, declining from 85 to 78 per cent of
world commercial energy consumption

The growth rates of nuclear, hydro and geothermal elec-
tricity, as well as other renewable energy sources, will be
considerably higher than that of fossil fuels. By the year
2000 their contribution to the world energy economy is ex-
pected to double to a level of 48 mboe/d.

This scenario assumes modest rates of economic growth,
and also continued efforts and further progress in energy
conservation and efficiency, especially in the developed
market economies. It does not assume any drastic measures
at either the national or the international level to constrain
energy consumption in order to meet growing environmen-
tal concerns.

At the global level such a pattern of energy consumption
by the year 2000 and beyond will not be constrained by
availability of supplies. The magnitude of known energy re-
serves and the application of modern technologies in explo-
ration and development and improving recovery factors will
make for ample supplies. Nevertheless, at the national and
regional levels, energy imbalances will be further accentu-
atedt, particularly with regard to oil.

A prowing ofl imbalance will be especially significant in
the developed market economies, and production is even ex-
pected to decrease in the United States of America. Oil im-
port requirements of these countries will increase to 34 mil-
lion barrels per day in the year 2600 from 17 million barrels
per day in 1986

Because of high investment requirements in frontier areas
and depletion of major fields in the Union of Soviet Socialist
Republics there is also a possibility of an oil deficit in the
centrally planned economies of Eastern Europe, where the

current level of net exports of 2 million barrels per day will
turn to an equivalent import requirement unless conserva-
tion and substitution measures in favour of natural gas and
other energy sources are stepped up.

In view of the reliance on oil as the premier commercial
energy source in most of the energy-deficient developing
countries, the drastic reduction in investments by transna-
tional oil corporations in exploration and development in
these countries already experienced during the 1980s, the
lack of alternative sources such as coal and the Iimited pros-
pects of nuclear power and the difficulties of financing ex-
ploitation of their hydropower potential, their oil import re-
quirements will also increase, especially if their economic
growth revives.

A significant expansion of nuclear power, as well as a sub-
stantial increase of coal, mainly for electricity generation,
hydropower and other energy sources, is postulated in this
global energy scenario for the year 2000. This may not come
about: environmental and safety concerns have aiready led
to a slow-down of plans and, in a few countries, to the shut-
down of nuclear power plants and the cancellation of new
orders.

The increasing oil import requirements in the developed
market ecenomies and the energy-deficient developing
countries can be met only from the reserves of the develop-
ing countries which are concentrated in the member coun-
tries of OPEC, particularly in the Middie East,

Developments in the international oil market during the
first half of the 1980s, with lower demand for oil exports
from the member countries of OPEC and drastic reductions
in prices and oii revenues, have resulted in a drop of produc-
tion capacities in those countries to less than 30 million bar-
rels a day in 1988 from 39 million barrels a day in 1979
The proved oil reserves in these countries could sustain
much higher preduction capacities than even those of 1979,
but this would require considerable investments. Whether or
not such investments are made will be determined by the
member countries themselves on the basis of their percep-
tions of future developments in the ofl markets, Such devel-
opments will also be influenced by the plans and policies of
the consuming countries, mainly the developed market
economies

While monitoring new developments, identifying paiterns
of change and assessing emerging trends from a global per-

37 Ian Torrens, *'What goes up must come down: the acid rain problem’”, OECD Observer. No. 129 (July 1984)
38 Stanley Tucker, “The impact of lower oil prices", Petrelewn Economist (March 1989)
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spective remain critical, measures to face current and poten-
tial problems will in many instances require action at the
multilateral level.

International co-operation and dialogue between oil ex-
porters and importers will be necessary in order to avoid
excessive volatility in energy prices and the consequent mis-
allocation of energy investments . Suggestions for such a dia-
logue have been made by member countries of OPEC: the
Minister of Petroleum and Mineral Resources of Saudi Ara-
bia has stated that “‘co-operation and market management is
sometimes essential if the aparchy of blind and powerful
market forces is to be disciplined in the interests of both
producers and consumers™ ¢

Environmental concerns have added to suggestions for the
initiation of such a dialogue. The Prime Minister of Norway
declared last January:

*To redirect world energy trends in the absence of direct
market pressures is an unprecedented challenge ... En-
ergy uses and climate are closely interrelated. Energy
prices are at the core of the greenhouse problem as well. It
is now high time that we all recognize the tight links be-
tween energy, economy and the environment . .. Improved
international dialogue in the energy field is vital. The
World Commission on Environment and Development
recommends that new mechanisms for promoting dia-
logue between producers and consurmers be explored.”™®

39 Gro Harlem Brundtland, Prime Minister of Norway, * The vital issues of the 19905", statement before the Davos Conference, 26 January 1989
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Chapter VI

ECONOMIC REFORM AND INTEGRATION OF CENTRALLY PLANNED ECONOMIES

In January 1989, the Council for Mutual Economic Assis-
tance (CMEA) ceilebrated its fortieth anniversary at an unu-
sual juncture in the history of its member countries. Pre-
vious national reform experience during most of the post-
war period has had only a marginal impact on regional
integration, on the organization and modus operandi of
(CMEA, and on the way in which CMEA policy intentions
are translated into concerted action that enhances the eco-
nomic performance of the component economies. In con-
trast, the reforms under way since about 1985 in the majority
of CMEA member countries appear to exeri significant
pressure for change in regional integration policies and insti-
tutions and policy instruments.

Since the late 1970s, regional co-operation has suffered
from economic malaise, due in part to the unanticipated ex-
ternal shocks and adjustment needs of a number of member
countries, particularly in Eastern Europe. Long-term co-op-
eration policies agreed upon in the second half of the 1970s
were thus rendered obsolete. Furthermore, adjustment poli-
cies were formulated by each member country in isclation,
with the common integration framework providing at best
marginal support. The organization remained largely pas-
sive in the face of the emergencies of its members. Calls for
regrouping CMEA to provide better support for growth
were issued on a number of occasions. They were even
placed at the top of the agenda of several high-level meet-
ings, but no breakthrough was reached until late 1986

CMEA policy makers have now decided to work reso-
lutely for the creation of a unified common market of their
own. This momentous decision was reached in late 1986 at
the second, so-called working, CMEA economic summit of
the 1980s (Moscow, 10 and 11 November 1986) and has
since produced a number of changes that in time may iead to
a sharp mutation in integration. This applies also to the less
developed non-European CMEA member countries, which
have traditionally rernained on the periphery of integration
policies but are now being co-opted into CMEA integration
Important decisions are expected to be endorsed at the next
economic summit—the third of the decade—to be convened
at Prague in mid-1989

This chapter provides a perspective on the present phase
of integration policies in the CMEA framework. It describes
the evolution of CMEA as an organization and of the inte-
gration policies pursued during the past four decades; identi-
fies the major determinants of the current transformation of
CMEA; reviews the emergence of a general movement in
favour of national economic reforms; provides details of the
policy debate on CMEA reform until the econromic summit
in November 1986, summarizing the decisions reached
there and at subsequent high-level meetings; touches on the
implications for third countries; describes briefly the special
features of the agreement between CMEA and the European
Economic Community; and concludes by noting what is
likely to be tabled for action under the heading “‘common
market™ at the summit in mid-1989 and beyond.

Evolution of CMEA

The ties among the countries of Eastern Europe and the
Soviet Union go back to the mid-1940s and the political,
military and economic situation in the wake of the Second
World War. The geopolitical situation then emerging was
solidified by the Cold War, which contributed to moulding
the region into a close alliance. However, CMEA trade in
the post-war period was built on weak precedents. During
the inter-war period, these economies found their external
markets primarily in Western Europe; trade among them
was minor, and with the Union of Soviet Socialist Republics
almost negligible The share of the USSR in Eastern Eu-
rope’s trade in 1938, for example, was less than 2 per cent

The decision to set up CMEA' in early 1949 is often seen
as a retaliatory response to the Marshall Plan and the West-
ern trade embargo, inspired by United States commercial
and foreign policies that crystallized during the period 1947-
1948, rather than as a momentous agreement with far-reach-
ing implications. The second half of the 1940s was a very
turbulent period in international relations, largely due to the
basic incompatibility of the political and ideciogical objec-
tives of global economic and political organization in East

1

and West. Although by the late 1940s the prospect of a conti-
nental or Eastern European subregional economic co-opera-
tion plan had faded, this did not mean that the economic,
organizational and other problems stemming in part from
the tensions and the economic disarray in Evrope that such
plans were intended to tackle had been eliminated.

The evidence suggests that the Council’s original objec-
tives and agreed instruments of economic co-operation were
far more ambitious, comprehensive, challenging and prom-
ising than now generally recalled. There is tentative evi-
dence to the effect that the Council was meant to promote the
creation of a strong economic bloc. But this was evidently
only one subset of the motives behind the founding of a re-
gional oganization for the fostering of economic co-opera-
tion among the countries of Eastern Europe and the Soviet
Union. Other objectives included countering the economic,
political and strategic ramifications of the Marshall Plan;
closing the involved debates about subregional federations,
confederations or urions in post-war Eastern Europe; creat-
ing an economic arm of the Communist Information Bureau

This decision was taken by Bulgaria, Czechostovakia. Hungary. Poland, Romanis and the USSR at a conference held in Moscow from 5t0 8

January 1949 Albania joined in February 1949 and the Genman Democratic Republic in late 1950 The membership remuined unchanged umil

1961 when Albania became inactive Mongelia was admitted in 1962
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(Cominform) in support of the ideological and political
struggle against the West and dissension in Yugoslavia
which had led to its expulsion from Cominform in mid-1948;
and providing an effective institutional foundation for tight
regional relations in the economic domain, in addition to
already existing ideological and political links

Far-reaching economic interdependence was to be fos-
tered by a socialist industrialization strategy patterned after
the inter-war experience of the USSR. It was clear, however,
that development policies would depend on institutional
tinks for trade and general economic co-operation within the
region. Particularly relevant was the search for ways and
means of plan co-ordination and trade and payments instro-
ments tailored to the needs of economic interaction among
planned economies, an issue that actively preoccupied the
Councii organs set up in 1949 until at least mid-1950. The
objective was regional economic integration.’ The process
of dovetailing national economic policies would not, how-
ever, proceed through market interaction. Initially, key
members of the Council aimed at a joint economic policy
(including trade, investment and production co-ordination)
to correct the growing obstacles to interregional trade and
improve indigenous conditions for steady growth, but these
efforts foundered.

Under the impact of the deteriorating political and mili-
tary situation in the mid-1950s and the lingering struggles
over effective political contro} in most of the CMEA coun-
tries, which by mid-1950 had firmly reverted to Communist
Parties, the integration blueprint was abandoned and re-
placed by national development strategies, These were in-
terlinked through bilateral co-operation with the USSR as
anchor, and by national economic policies formulated under
the direct supervision of the USSR. There was an interlink
with the Soviet Union through the Council’s organs as well.
The co-operative efforts among the Eastern European mem-
bers of CMEA were mainly driven by the perceived need to
foster rapid industrialization in each country in isolation
rather than by a search for a comprehensive regional devel-
opment programme, which might have enabled member
countries to overcome isolationism and the economic retar-
dation in various regions.

It is paradoxical that the Council did not engage itself in
practical economic measures for the development of the re-
gion as a whole, But this was apparently not due to short-
comings in the Council itself. In view of the small size of
individuoal national markets and the inadequate domestic re-
serves of many fuels and industrial raw materials of Eastern
European countries, regional co-operation imposed itself
but was not pursued as a regional development programme.
Rather than seeking multilateral co-operation within a pref-
erential zone, member countries retrenched to a network of
bilateral trade and payments agreements anchored to the So-
viet economy. This had profound implications for domestic
economic policies and narrowly restricted the Council’s
role. The Council was not revived until the second half of
the 1950s, well after it had become clear that the cost of

national autarky was too high, but by then it had become
much more difficult to formulate a comprehensive, purpose-
ful regional economic policy.

Membership in the Council

CMEA comprises countries from Africa, Asia, Europe
and Latin America. The full members are six Eastern Euro-
pean countries {Bulgaria, Czechoslovakia, the German
Democratic Republic, Hungary, Poland and Romania), all
of which, except the German Democratic Republic, are
founder members; the Soviet Union, which is also a
founder; Albania since 1949, though inactive since 1961;
Cuba since 1972; Mongolia since 1962; and Viet Nam since
1978.

In addition to full membership, the Council has three
types of association. They may be described as associate,
co-operant and observer status, though the second designa-
tion is an informal one. Associate membership applies only
to Yugoslavia. It is based on a special agreement with the
Council by which the associate member pledges to partici-
pate fully in some of the Council’s activities. This was found
to be an acceptable way of bringing Yugoslavia, which had
been an observer, into the CMEA fold without jeopardizing
the country’s position as a non-aligned, yet socialist country.

Co-operant status at present applies to Afghanistan, An-
gola, Democratic Yemen, Ethiopia, Finland, Iraq, Mexico,
Mozambique and Nicaragua. It issues from an agreement
between the co-operant and the Council, which may envis-
age chiefly the promotion of regular commerce, but is prob-
ably more significant in fostering technical assistance and in
facilitating the reciprocal flow of pertinent economic infor-
mation,

Observer status has been reserved for planned economies
that are not CMEA members, developing countries and, on
occasion, international economic organizations. Observers
take part in meetings, usually of the Council Session; this
status is generally granted for individual meetings,

This chapter focuses on the full members of the Council,
in some cases, it will be helpful to distinguish between Euro-
pean and other CMEA members because for most of the
post-war period the critical concern of socialist economic
integration has involved only the European membership.
This is not to deny the importance of CMEA for other par-
ticipants. The presence of developing countries in CMEA
permits the European planned economies to articulate an in-
ternationalist commitment and outlook. The economic bene-
fits for the less developed countries derive from capital
flows, tiade price concessions and preferential access to
markets, Though these benefits should not be overlooked,
they are not a core concern of this chapter

Construction and evolution of the planning régime

When members tried to revive the Council in the second
half of the 1950s, they found it difficult to formulate a truly

2 For details, see Sandor Ausch, Theory and Practice af CMEA Co-operation (Budapest, Akadémiai Kiadd, 1972), p 44, and Nikolai V Fad-
deev, Sovet ekonomicheskoy vzaimopomoshehi - XXV let, 3td ed. (Moscow, Ekonomika, 1974}, pp 130-£31
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regional economic policy. The reason was simple. By that
time they had set up fully planned economies, in which do-
mestic and external activities were sharply separated. Strict
central planning of domestic economic activities was based
largely on physical indicators with only minimal regard for
static or dynamic comparative advantages. The typical de-
velopment strategy had as its prime objective the elaboration
of a substantially autarkic economic complex, in the hope of
attaining a diversified industrialized economy that could
function independently of foreign fluctuations and distur-
bances. Especially important was the state monopoly of for-
eign trade and payments, designed expressly to neutralize
economic and other influences from abroad, whether posi-
tive or disruptive.

The disjunction of the domestic economy from external
influences may have been inspired by the belief that an ambi-
tious growth path could be trodden without taking into ac-
count all relevant internal and external market conditions.
But for economies too small to be autarkic, severing domes-
tic decision-making from world market criteria had serious
consequences.

In the traditional planned economy, the level and composi-
tion of trade are intermeshed with the overall system of ma-
terial balances The question of whether to import or to pro-
duce domestically is usually resolved by considering the do-
mestic availability of inputs and the need to pay for imports.
Central planners have only a marginal interest in the poten-
tial benefits of export-led growth or in minimizing the real
economic cost of import substitution. The technique of ma-
terial balances is useful in ensuring that physical demand and
supply in the economy even out, but it is not conducive to the
exploitation of trade opportunities.

Trade is by definition a sector that eludes the control of
one planning centre. Furthermore, it cannot be managed
solely through quantitative instruments of assignment and
control. To gain greater stability in domestic economic ac-
tivity, the traditional planned economy tries to forecast and
plan trade flows. But activities and fluctuations abroad are
not easily predictable. Born out of necessity in the immedi-
ate post-war perfod, detailed bilateral trade and payments
agreements among the planned economies—and, where pos-
sible, with market economies too--at stable, if artificial,
prices suited the administrative planning system well. Italso
facilitated the implementation of the political aspirations re-
garding the promotion of regional cohesion.

Traditional planning thus insulates domestic processes
from direct interaction with agents abroad. Actual trade
events can have an impact on the domestic economy, but not
through prices since domestic prices are set autonomously.
The nominal gains and losses from trade are absorbed by
fiscal means. But there are, of course, macro-economic re-
percussions.® A deviation from planned import costs and ex-
port revenues, if accommodated, affects the disposable

Pubiishers, 1988), pp. 38-47

Nations publication, Sales No E BB I C 1), pp 93-120.
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budget, and ultimately consumer income, as well as the for-
eign exchange situation. Planners attempt to neutralize the
impact of this perturbation by sterilizing trade results. Alter-
natively, they offset trade gains or losses through the varia-
tion of other budgetary expenditures and adjust the next plan
accordingly But this indirect influence does not play an
overriding role in domestic economic decision-making.

A crucial implication of this model is that macro-eco-
nomic decision makers are unaware of, or at least spottily
informed about, the real economic cost of import-substitu-
tion policies. The micro-economic equivalent of this is that
economic agents do not know the true scarcity costs in world
markets. From a planner’s point of view, this does not mat-
ter as long as autarky reigns supreme. But once a more ac-
tive trade policy is given priority in the policy agenda, this
trade model becomes a formidable obstacle.

As the development record of the past 40 years suggests,
the Eastern European industrialization strategy has been
suitable for radically restructuring relatively backward soci-
eties into moderately sophisticated economies, although at
high cost. A tightly centralized organization may have been
necessary for fast transformation of economic structures.
The turbulence of the times, inexperienced management and
a largely unskilled labour force may have favoured the
adopted course of industrialization under strictly centralized
control. However, once these conditions began to fade away
as a result of social, economic and political change, the justi-
fication for maintaining the technical features of planning
became less and less persuasive, Most of the planned econo-
mies arrived at this conclusion in the mid-1950s and were
prepared to remedy their perceived deficiencies through
broad-based economic reforms by the first half of the 1960s

The blueprints for reform of the 1960s can be divided into
three groups according to their impact on the organization of
the economy, the use of indirect co-ordination instruments
and the shifts in trade policies * The first wave of economic
reforms in the 1960s sought to endorse trade as a way of
supporting domestic social and economic growth. Trade op-
erations were to be hetter co-ordinated with domestic deci-
sion-making. The attention devoted to trade and foreign eco-
nomic co-operation is underscored by the fact that, since the
early 1970s, the gradual change in the organization of firms
and in the methods of planning and control have continued in
the foreign trade sector, in marked contrast to the reform
measures affecting most other sectors of the economy which
retrogressed and languished until the mid-1980s.

By the 1960s, the previous sharp separation of the trade
sector from producers and users became increasingly more
difficult to justify in view of the necessity in most countries,
particularly in Eastern Europe, to expand exports of manu-
factured products. With the greater dependence on trade, the
nearly complete disjunction between trade and production
also became more and more wasteful In consequence, there

For a useflul eluboration, see Thomas A Wolf, Foreign Trade in the Centrally Planned Economy (Chur, Switzerland, Harwood Academic

For references to individual reforms and a summary of the reform experience of Eastern Europe, see World Economic Survey 1988 {United



Figure VI.1. Formal structure of CMEA
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was a general trend toward the reinforcement of the organi-
zational links between trade and production, and the
strengthening of the role of trade prices both in domestic
price reforms and, in some countries, in actual price forma-
tion.

The issues emanating from concerns about how to link
trade and domestic decision making and foster regional eco-
nomic integration have been high on the policy agenda since
the late 1950s. The external adjustment efforts of the 1980s
and the new willingness of policy makers to entertain far-
reaching changes in organization and macro- and micro-eco-
nomic policies have sharpened the attention to trade and re-
gional co-operation. Hence the need to look at the ongoing
reform attemnpts and the repercussions of organizational and
policy reforms within the context of the Council.

Organizational structure of the Council

CMEA obtained its official charter in 1959, Prior to that
there may have been informal understandings to guide the

work of the Bureau and its secretariat, which were put in
place in 1949 but soon left to languish. The Council Session
did not meet between November 1950 and March 1954;
CMEA was essentially a weak intergovernmental consulta-
tive organ.

According to the charter, which has been revised and
amended several times since it was first endorsed in 1959,
the important CMEA organs are the Council Session, the
Executive Committee and its subcommittees, the standing or
permanent commissions and the Secretariat. In addition, the
official tiers of the Council comprise formal and informal
conferences, institutes and a large number of affiliated insti-
tutions that maintain tenuous links with the Council . In con-
nection with the reform of CMEA institutions and policies
currently under way, a sharp shift in the composition of and
among these layers has occurred. In this section, the organi-
zational structure of the Council until late 1987 will be clari-
fied. The various layers are shown in figure VL1 The inno-
vations introduced during the period 1988-1989 are taken up
in conjunction with the reform agenda discussed below.
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The charter makes the Council Session the highest official
organ of CMEA. National delegations in Session meetings
are usually headed by prime ministers . Between these meet-
ings, CMEA affairs are guided by the Executive Commit~
tee, which is composed of permanent representatives, gen-
erally deputy prime ministers. Day-to-day affairs are en-
trusted to the Secretariat. However, the pivotal problems of
CMEA co-operation are in general discussed first in the
framework of inter-party relations, and the important deci-
sions are taken up in the CMEA economic summits, which
are convened under the official title *Conference of First
Secretaries of Communist and Workers’ Parties and of the
Heads of Government of the CMEA Member Countries™ .
Preparations for summit meetings are guided by the Central
Committee Secretaries of each country’s Communist Party
entrusted with economic affairs. The Secretaries meet as an
informal CMEA body.

The range ot topics for gebate at summits is very wide,
and decisions reached have been of seminal importance for
the evolution of integration policies. This has been the case
particularly in the past few years, which have shown that
stagnation or crisis in the operation of intergovermmental
organizations, such as CMEA, is not remedied through en-
trenched procedures and instruments. Extraordinary action
is required to reconfirm at the highest political level a firm
and unwavering commitment to the enhancement of co-op-
eration.

Bay-to-day affairs and the execution of established poli-
cies are entrusted to the formal CMEA organs, whose rela-
tionship is shown in figure VLI. This organizational struc-
ture is still largely valid, although details have changed since
early 1988, as discussed below

Between Council Sessions, which are usually held once a
year, CMEA affairs are guided by the Executive Committee
and its subsidiary specialized committees. The Executive
Committee is a non-permanent organ convoked at least once
a quarter, usually in Moscow. It is composed of high-rank-
ing officials—deputy chairmen of councils of ministers at
the very least. Although originally designed to assume the
paramount responsibilities of a supranational planning cen-
tre, the Executive Committee has largely remained a consul-
tative organ concerned with the broad guidelines of national
and regional macro-economic policies and their trade impli-
cations. Since 1971, it has been assisted by subsidiary com-
mittees, four of which had been established by the end of
1987: committees for planning (1971), scientific-technical
co-operation (1971), material-technical supply (1974) and
machine-building (1984). These are high-level bodies deal-
ing with important target areas of the co-ordination of over-
all national plans.

The standing commissions are the true working organs of
CMEA. The first were set up in 1956 to replace the ad hoc
working parties and subdivisions of the Bureau and the
Secretariat. Their number and field of authority have fluctu-
ated . Starting with 12 commissions in 1956, their number
rose to 23 in 1986-1987. The standing commissions that ex-
isted before the current reform movement are listed in table
V1.1 Some are sectoral while others deal with general eco-
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nomic issues. Most of them have their headquarters in Mos-
COW.

It is in the standing commissions that concrete proposals
on common activities are worked out and detailed docu-
ments on the relevant sectors or general economic and orga-
nizational problems are distributed. National delegations to
the standing commissions are headed by ministers or senior
civil servants of the ministries concerned . This has implica-
tions for the topics that can be tabled, the deliberations and
the eventual follow-up. The commissions meet at least twice
a year, usually in Moscow.

The Secretariat in Moscow is the only permanent CMEA
organ. The head of the Sccretariat is assisted by a number of
deputies in the upper echelon. These senior officials oversee
a moderately large staff recruited from the various member
countries. By late 1987, the CMEA civil service may have
comprised about 2,000 persons. The Secretariat is officially
responsible for organizing, contributing to and servicing the
meetings of other CMEA bodies, particularly the Council
Session. It also guides the implementation of recommenda-
tions and decisions. It may play a crucial role in charting the
course of soctalist economic integration by preparing the
recommendations and decisions of the other organs and
moulding them into a practical format.

Among other official organs, of importance for the grad-
ual development of regional integration are the common en-
terprises and other international economic organizations,
whose number had expanded from just a few in the late
1960s to over 100 by late 1987. They belong to a sprawling
network of bilateral and multilateral agencies. The various
kinds of organs involved are shown in fipure V1.2, Most do
not formally belong to the Council. But their contacts with
the top levels are intimate and their routine operations are
closely monitored by the relevant official Council orpans.
Some take the form of a common enterprise that produces
commaodities or essential financial services and are usually
put on a self-financing basis (khozrascher). Others are en-
trusted with the co-ordination of production and research,
and are normally financed by the central government budget
of the participating members,

Decision-making in the Council

This brief description of the erganizational structure of
CMEA suggests that, since the early 1970s, CMEA has pos-
sessed a diverse organizational infrastructure intended to
deal with all the concrete problems involved in co-ordinat-
ing the economic development of its members The main
organizational problem is that many of the important Coun-
cil organs were not constituted to prepare or to take eco-
nomic decisions per se. In this respect, it is symptomatic that
organizational and other reforms in member countries up
until the second half of the 19805 have by and large failed to
affect CMEA . The Council's central role as a clearing house
for overseeing and promoting economic integration among
members has on the whole remained unchanged since the
early 1950s, despite the expansion of its formal structure
and the mote systematic and up-to-date codification of co-
operation principles.



Table V1.1

Agriculture (Sofia, 1956)
Biotechnology (Moscow, 1986)
Chemical industry

(Berlin (East), 1956)°

Civil aviation (Moscow, 1975)
Coal industry (Warsaw, 1956}
Construction (Berlin (East), 1958)
Currency and finance (Moscow,
1962)

Electrical energy (Moscow, 1956)

Ferrous metatiurgy (Moscow, 195

Food industry (Sofia, 1963)°
Foreign trade (Moscow, 1956)

Gas and oil (Bucharest, 1956)

6)

Standing commissions of CMEA at the end of 1987

Geology (Ulaanbaatar, 1963)"
Light industry {Prague, 1958)°
New materials and technology
{Moscow, 1986}

Non-ferrous metallurgy
{Budapest, 1956)

Peaceful utilization of atomic
energy (Moscow, 1960)

Post and telecommunications
(Moscow, 1971}

Public health (Maoscow, 1975)
Radio technology and electronics
(Budapest, 1963)

Standardization
{Berlin (East), 1962)

Statistics (Moscow, 1962)

Transportation (Warsaw, 1958)

Note: The headquarters or main meeting place of the commissions and the year in which they

were established are shown in parentheses.

8 Including the commission for timber and cellulose, which was independent frem 1956 to

1958.

b Created in 1956, abolished in 1958, and re-created in 1963

C Created in 1958 ps the commission for food and lght industries; in 1963, a separate

commission for foed processing was established

Until late 1986, CMEA decisions typically failed to touch
upon the key obstacles inherent in the internal organization
of member countries. Similarly, changes contemplated or
inaugurated in the participating economies proceeded with-
out repercussions on CMEA organization and modes of be-
haviour, This was because the constitution of CMEA was
weak. Until 1962, CMEA did not have a commonly
agreed--and published—policy on how socialist economic
co-operation should evolve. The only documents of intent
were the vaguely phrased communiqué of January 1949 and
the Council's charter ratified in 1960. Until the early 1960s,
the goals of the Council were interpreted according to pre-
vailing views on socialist internationalism, national devel-
opment and mutually beneficial economic co-operation. The
scope and content of socialist economic co-operation tended
to be defined implicitly as the result of “historical experi-
ence’’.
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The Council Sessions of the mid-1950s focused on attain-
ing a higher level of specialization, especially in industries
where CMEA members had been pursuing simifar growth
objectives. Agreements on intra-product and interproduct
specialization were signed as early as 1956, but opinion on
their implementation and effects is not very favourable. The
failure to implement these agreed specialization measures,
in part because of seminal transformations in Eastern Eu-
rope, provided a major incentive for reinforcing the Coun-
cil’s institutions, adopting a formal charter and issuing the
first broad policy document to guide concrete action.

The charter stipulates the purpose of CMEA to be “the
planned development of the national economy, the accelera-
tion of economic and technical progress . .. the raising of the
level of industrialization in the industrially less developed
countries, a steady increase in the productivity of labour and
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a constant improvement in the welfare of the peoples [of

member countries]” * This generad task is then specified to
involve fostering a rational use of resources and acceleration
of the development of the productive capacities of members.
This is to be attained through plan co-ordination, the com-
prehensive examination of economic and scientific-techni-
cal problems, and the creation of common ventures in
spheres of interest to members.

Since the early 1960s, the Council has been underpinned
with pelicy decuments that aim at facilitating the regional
mobility of goods and production factors. Special attention
should be devoted to two challenging documents—one on
the goals and methods of the international socialist division
of labour (ISDL) and the other on socialist economic inte-
gration (SEI}). These documents are gpecific about the goals

and purposes of CMEA, they set forth the principles and
methods of economic collaboration endorsed by members
and they provide some guidelines for concrete follow-up.
But both documents are essentially statements of intentions
to pursue research and negotiations for the purpose of foster-
ing the objectives of ISDL and SEL

The policy document on ISDL.,* which was endorsed in
1962, emphasizes each member country’s need to map out
its development plans according to its own conditions and
the effort to promote an optimal allocation of resources
within a region-wide horizon. To attain a more efficient re-
gional economy based on true comparative advantages, bi-
lateral and multilateral plan co-ordination should be per-
fected. The important technical questions of how to assess
comparative advantages in the region and to secure maxi-

5 Theoriginal version of the charter, with minor smendments inroduced in 1962, is reproduced in Muogostoronnee ekonomicheskoe sotrudni-
chestvo sotsialisticheskikh gosudarsty - shornitk dokumentov. edited by Praskovya A Tokareva, Mikhail D Kudrynshov and Vasily 1 Morozov,

eds (Moscow, Juridicheskaya literatura, 1967), pp. 45-54.

nee . pp 2329
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The full title is “Basic principles of the inlernational socialist division of lubour™ The original Russian version is reproduced in Mnogosteron-



mum benefit for the region as a whole were not examined,
but stated to be in need of clarification and to be settled
through deliberations and negotiations. The document also
alludes to the strengthening of mutual economic ties through
*the creation in the future of the world communist economy
...according to one plan”.’ In accompanying and subse-
quent statements, this cryptic formulation was interpreted as
a signal that ISDL would be the focus of a single socio-eco-
nomic plan for the CMEA region as a whole, to be drawn up
by a regional planning agency under the aegis of the Execu-
tive Committee.

Although the document paid lip-service to the national in-
terests of member countries, the call for a common solution
of shared problems, not only in trade but in general eco-
nomic development, was at the forefront of the broad, and at
times acrimonious, dispute shortly after the document was
endorsed at the CMEA economic summit of June 1962. This
debate questioned the very meaning, purpose and methods
of socialist internationalism in the economic sphere.
Strongly diverging views surfaced about the goals and
means of uniform planning and the practical instruments of
integration.

As a result of the first wave of economic reforms in the
mid-1960s and the new ambitions for East-West economic
co-operation, a number of CMEA members pressed the is-
sue of more efficient specialization in the context of the
global economy and insisted upon doing so according to
more precisely defined economic criteria before entering
into specific regional commitments. In the course of the de-
bate about ISDL, howevet, an effort was made to tackle
some of the fundamental problems of economic co-opera-
tion among planned economies, such as price formation, ex-
change rates, multilateralism and the mobility of labour and
capital. Attempts were also made to come to grips with the
practical obstacles to regional economic co-operation. Par-
ticularly noteworthy initiatives were the creation of the
transferable roubie as the first internationa! socialist cur-
rency and accounting unit as well as the establishment of the
first CMEA bank--the International Bank for Economic Co-
operation—to effect settlemnents of paymient among CMEA
members. This, together with the new economic and politi-
cal realities of the late 1960s, led to a seminal change in the
approach to CMEA integration.

This significant watershed in CMEA relations culminated
in proposals or genuine economic integration. The new co-
operation strategy was launched in 1969, on the occasion of
the twentieth anniversary of CMEA, and crystallized in
1971 in the form of a comprehensive document on economic
integration (hereinafter referred to as the Integration Pro-
gramme).* CMEA members in 1971 agreed gradually to
eliminate man-made obstacles to the free intra-regional flow
of goods, services and, to some extent, production factors.
Furthermore, they agreed to reduce impediments due to nat-
ura obstacles by purposeful co-ordination of all relevant as-

T Mnogosioronnee .. ,p. 24

pects of econontic policy. For this, due allowance needed to
be made to reflect specific requirements of individual mem-
bers, safeguarded by the so-called interestedness principle,
tirst adopted in 1367, which means that each member is enti-
tled to decide whether or not to participate in a particular
project

The Integration Programme stipulates two principal types
of instruments of integration. The main one is the co-ordina-
tion of national economic plans when they are still in draft
form and thus amenable to feedback and modifications in the
proposed allocation of resources. Regular bilateral and mul-
tilateral consultations were to be held in order to specify
preferred areas for co-ordination and joint planning. How-
ever, direct economic relations between the ultimate pro-
ducer and user, as distinct from informal contacts, were not
expected to play a key role.

The second type of instruments comprises those which
harmonize economic decisions and activities indirectly.
They include prices, exchange rates and interest rates. If
they are to function properly, the required institutional infra-
structure needs to be put in place. These instruments and
institutions were expected to underpin integration in the
drafting of plans and their implementation. Econormnic crite-
ria as such, however, were not be allotted an exclusive or
overriding role in selecting or formulating broad plans or
common projects. Markets should not replace the conscious
planning and centrally guided implementation of economic
decisions. Socialist economic integration was to be sought in
accordance with comparative advantage, but within the
framework of common planning. The Integration Pro-
gramme does not clarify the concrete means by which this
would be achieved. Methods to synchronize national eco-
nomic plans and delineate the scope for co-ordination are
left vague, although they are recognized to be in need of
further refinement. The Programme sets deadlines for study
and resolution of these issues, particularly with a view to
improving the financial and monetary aspects of integration
But all this was to be pursued without introducing new forms
or institutions of regional co-operation for the duration of
the Programme—a period of up to two decades. It was
doubtful from the start whether this vague commitment
would suffice to elicit the genuine economic integration on
which some members had placed high hopes.

Although none of the basic components of a proper inte-
gration mechanism could be agreed upon in the Integration
Programme, the ensuing seatch for operational modalities
exhibited two features. First, the debate on the principles
and methodology of plan co-ordination and joint planaing,
and on harmonizing monetary and financial co-ordination
instruments was vigorous, although it failed to yield accept-
able solutions to any of the fundamental issues. Second, in
paralle] with the examination of principles of socialist eco-
normic integration, practical co-operation issues were tack-
led within the traditional framework of plan co-ordination.

8 The full title is *Comprehensive programme for the further extension and improvement of co-operation and the development of socialist eco-
nomic integration by the CMEA member countries”' The original version is reproduced in Mogostoronnee ekonomicheskoe sotrudnichestve
sotsialisticheskikh gosudarsey - sbornik dokumentov. 2nd ed., Praskovya A Tokareva and others, eds. (Moscow, Juridicheskaya literatura,

1972), pp. 29-103

120



This shift in emphasis was stimulated in the mid-1970s by
world inflation, the global raw materials shortage and the
recession in developed market economies, all of which cur-
tailed the list of options available to market-minded planned
economies.

During the iatter part of the 1970s, integration discussions
focused on improving plan co-ordination, especially for de-
tailed projects about which specific specialization or co-op-
eration agreernents had been concluded. In this connection,
two types of documents are of special conseqguence. In 1975,
CMEA members endorsed the first Concerted Plan of Mul-
tilateral Integration Measures. Beginning in 1976, they em-
barked on the formulation of Long-Term Target Pro-
grammes of Economic Co-operation. Five Target Pro-
grammes had been endorsed by 1979, by which CMEA
members committed themselves to a common development
path in selected economic fields for a period of one to two
decades.

These programmes were designed to come to grips with
aspects of plan co-ordination that CMEA members had long
found it difficuit to accommodate within the framework for
the dovetailing of annual and medium-term economic plans.
They included (1) maintaining the balance in energy, fuels
and raw materials; (2) region-wide specialization in existing
engineering branches through modernization and structural
change; (3) the balance in basic food supplies and self-suffi-
ciency in each component economy and the region as a
whole; (4) the supply and quality of a wide range of indus-
trial consumer goods; and (5) a fully integrated transporta-
tion systern.

This was essentially the state of affairs in regional eco-
nomic integration in CMEA at the time the planned econo-
mies were putting the finishing touches to their medium-
term development plans for the first haif of the 1980s and
beyond.

Economic policies in the 1980s

The economic emergency measures embraced in the first
half of the 1980s and reimposed in a different guise in 1986-
1988, helped to whittle down external payments constraints
by compressing domestic absorption, principally imports
from convertible currency partners.® In the difficult situa-
tion that virtually all European planned economies faced in
the medium-term and annual plans of the 1980s, austerity
through import compression was achieved at the cost of une-
ven economic performance throughout the decade, particu-
larty during its first half. Unfavourable domestic and exter-
nal events put pressure on import demand, and Eastern Eu-
ropean policy makers were compelled to compress imports
to protect their external accounts. Set-backs in agriculture,
transportation bottle-necks and inflexible supplies of fuels,
energy and raw materials narrowed the room for policy ma-
noeuvre. Adverse external developments included a sharp
terms-of-trade slide for most Eastern European economies,
sluggish Western demand for products from the planned
economies, the giobal payments crisis, weak progress on
integration and endogenous supply constraints within
CMEA, chiefly with regard to raw materials and fuels from
the Soviet Union "

Emergency adjustment measures in most planned ccono-
mies included slashing domestic absorption through steep
investment cut-backs, holding back personal consumption,
raising exports, and redirecting demand toward domestic
substitutes. The volume of convertible currency exports was
raised by some countries in 1983-1984, but this faltered in
late 1984 and, in most countries, did not recover until 1988,
owing largely to buoyant import demand in Western Europe
(see chap. ill}. Although external imbalances were tempo-
rarily redressed and tensions in domestic supplier and serv-
ice sectors eased, growth in Eastern Europe decelerated to
the lowest pace of the post-war period and several countries

sustained a decrease in per capita income levels in at least
one year.

The difficulties encountered in the early 1980s stemmed
in part from circumstances beyond the control of CMEA
countries. But unforeseen external diversities were not the
most central cause of the troubled planning cycle. Many of
the growth obstacles emanated from deep-rooted structural
problems Some arose from below plan performance in key
sectors, owing to structural and systemic features and others
from shocks that narrowed the room for policy manoeuvre.
Policy decisions in some CMEA members also had marked
repercussions on the environment for economic policies in
partner countries. These included the deliberate spurning of
indirect co-ordination instritments and institutions in favour
of a return to dirigiste policies, particularly the failure to
rationalize economic structures in line with transformations
in real domestic and external growth opportunities, and the
cuimination of successive delays in moving away from the
engrained palicies of favouring extensive growth,

The response to the global disturbances was not decisive
Key components of economic policies in most CMEA mem-
bers were kept in place, in the hope that the worsening exter-
nal environment would be a passing phenomenon . The delay
in responding also stemmed from institutional characteris-
tics, including the arrangements for CMEA trade and pay-
ments flows, Thus, the CMEA pricing mechanism eased the
transmission of adverse plobal price developments by aver-
aging fluctuations over a five-year period, which proved to
be a two-edged sword since the resilience to external shocks
justified, and in some countries encouraged, inertia in de-
signing positive national and regional steps to overcome the
slow-growth syndrome of the early 1980s

The policies of the early 1980s failed to deliver on the
socio-political commitment to steady increase in per capita

9 The adjustment efforts of the early 1980s are examined in detail in World Economic Survey 1986 (United Nations pubiication, Sales No

E.86.11C 1), pp 121134

10 "That is o say, the volume that the USSR was willing to transact at regular transferable rouble prices within the conventional settiements mecha-

nism typical of CMEA
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incomes, which most planned economies have found diffi-
cult to sustain since the late 1970s. There is a need to develop
a positive structural adjustment policy. This involves a com-
bination of forward-looking development objectives and in-
stitutional as well as behavioural policy measures designed
to regain higher growth without giving rise to chronic do-
mestic or external payments imbalances in either transfer-
able rouble or convertible currency relations. Such meas-
ures are currently being examined.

A number of policy makers in CMEA appear to advocate
that, in the short to medium run, there is no feasible alterna-
tive to pursuing CMEA integration as a prime source of do-
mestic growth, at least until these countries succeed in re-
storing domestic and external balances at a level and struc-
ture of economic activity that would aillow them to enhance
their competitiveness in world markets. On the other hand,
econornic reform to seek new ways and means of enhancing
economic performance has received strong impetus from the
perestroyka policies adopted in the Soviet Union.

Towards a new wave of economic reforms

Under the impetus of the economic set-backs of the early
1980s, one CMEA member after another started to search
for alternatives. The drift toward economic reform, which
has gathered momentum in all CMEA members except
Cuba, the German Democratic Republic and Romania, has
received an important impetas from the discussion around
perestroyka in the Soviet Union and the measures introduced
there to bolster economic performance by decentralized de-
cision-making and financial autonomy of firms. These
measures have affected not only the domestic economy and
Soviet society at large, but also the foreign economic activ-
ities of Soviet economic entities. Changes in the environ-
ment within which Soviet firms take part in foreign eco-
nomic relations will affect the external behaviour and re-
quirements of that economy profoundly, and other CMEA
countries will also change. Four issues have an important
bearing on CMEA reforms.

First, radical changes in socialist societies now call for
greater emphasis on the quality of economic development
rather than on the sheer rise in physical output of goods and
services, This implies new priorities, including a lessening
of Soviet dependence on export revennes from fuels and raw
materials, strengthening the position in markets for manu-
factures and shifting import priorities with a view to exploit-
ing existing comparative advantages, thereby opening ex-
port opportunities for other countries, including developing
ones, It also implies a new attitude toward participation in
global economic co-operation.

Second, Soviet perestroyka affects CMEA both directly
and indirectly, Direct effects include the emulation of re-
form policies, not limited to the economic domain, in other
CMEA members. Indirect effects flow from Soviet prefer-
ences regarding the reconstiuction of CMEA as a regional
economic organization as well as shifting priorities with re-
spect to socialist economic integration. These trends have
also been reinforced by the slowly emerging changes in the
Soviet foreign trading systems and operations.” These are
bound to elicit responses from Soviet partners who have to
come to grips with the new environment of the Soviet econ-
omy, given that between 30 and 30 per cent of the trade of
CMEA countries is transacted with the Soviet Union.

Third, Soviet perceptions of the key components of pre-
dictable and sustainable international economic relations

have undergone marked modifications. Perhaps the most
noticeable effect is the search for greater involvement in the
giobal economy. One key concern has been how to place the
Soviet economy on a faster growth path through the impor-
tation of technology and know-how without incurring a sub-
stantial external debt in a potentially still volatile East-West
political climate. But there is also an apparent desire of the
present Soviet Government to assume greater responsibility
for world economic affzirs, including ensuring stability and
growth in the global economy.

Finally, whereas the East-West conflict since the Second
World War has been driven predominantly by the rivalry
between the Soviet Union and the United States, the Soviet
Government is now building a global and pragmatic network
of relations with all parts of the world and re-examining its
relationship with developing countries.

Foreign trade reform in the Soviet Union has several di-
mensions. It aims first of all at devolving decision-making to
individual firms and enabling them to make economically
sound decisions. This requires better links between domes-
tic prices, which themselves are in need of a comprehensive
overhaul, and prices in world markets. Third, it is realized
that the effective functioning of the foreign trade sector de-
pends on proper exchange rates, a rational allocation of for-
eign exchange and steady progress towards currency con-
vertibility for current account transactions. Finally, reforms
envisage the opening up of domestic markets to foreign capi-
tal through joint ventures and the establishment of special
economic or free trade zones.

The implementation of these reform intentions on external
trade and joint ventures has been slow, as the external and
the internal environments for this aspect of the reform are
far from conducive to successful partial decentralization.
This will remain true as long as wholesale trade with flexible
domestic prices and dependable exchange rates is im-
peded—and thus withheld—from the arena within which
firms formulate their external economic decisions. More-
over, inasmuch as about half of Soviet trade is committed in
medium-term trade agreements with CMEA partners, two
thirds of exports to developed market economies consists of
fuels and raw materials, and trade with most developing
countries has been severely constrained by the debt over-
hang, the opportunities for decentralized decision-making in

1} For & rounded view of Soviet reform ambitions, see World Economic Survey 1988 (United Nations publication, Sales No E 88.11 C.1), pp
109-120, and the latest Soviet decree on foreign economic activity in Pravda (Moscow), 3 December 1988
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the short run have not been promising. But if domestic con-
ditions change, as is already envisaged at this stage, the
scope for foreign trade reform and genuine competition
abroad may scon be greater.

In February 1986, at the time of the twenty-seventh Party
Congress, it was made clear in the remarks of Mr. Gorba-
chev that the Soviet Union wished to end the CMEA’s “*arm-

chair administration” and “endless committee delibera-
tions”. Such transformation would encompass not only
CMEA as a regional organization, but also the priorities
governing intra-CMEA economic relations, the instruments
and institutions utilized to advance regional co-operation,
and the longer-term strategic development goals coveted by
the planned economies.

Renewal of CMEA

Since the preparations for the June 1984 CMEA economic
summit—the first since April 1969---the agitation for enact-
ing profound changes in CMEA and regional integration can
be grouped under three main target areas. First, there has
been a broad debate about changing the institutional and or-
ganizational set-up of CMEA with a view to rationalizing
the bureaucracy, streamlining procedures and making the
deliberative organs more effective. Transforming CMEA
into an effective regional organ that contributes to the en-
hancement of economic integration ranks highly on the pol-
icy agenda of the Soviet Union and several other key CMEA
partners. Second, the ultimate purposes of CMEA integra-
tion and the means to pursue it have been slated as topics for
re-examination. Finally, the institutional framework and the
integration mechanism have become the focus of probing
inguiries.

The key issues involved have been debated in the highest
policy-making organs, including two recent CMEA eco-
nomic summits (June 1984 and November 1986), most
Council Sessions since 1983 and numerous meetings of the
Central Committee Secretaries. Though consensus is only
slowly emerging, some important decisions have been taken
and, to a limited extent, already implemented. A critical
layer of issues continues to form part and parcel of the ongo-
ing policy apenda for debate.

Disclosures about intra-mural discussions have become
noticeably more interesting since mid-1987 and the impor-
tant “*extraordinary” Council Session of 13 and 14 October
1987 in Moscow . This revealed ex post the seminal contribu-
tion of the November 1986 “‘working” summit, which had
carlier appeared as a failed atternpt at polarizing the move-
ment towards CMEA reorganization and integration re-
form. It was clear at the time that the failure to move ahead
quickly and decisively with the December 1985 guideline
for policy action (hereinafter referred to as the Scientific-
technological Programme' had led to new initiatives, but the
formal debate on the future of CMEA remained confiden-
tial; few features were disclosed until mid-1987

Before proceeding to the November 1986 summit and the
October 1987 extraordinary Council Session,” a brief com-
ment on the Scientific-technological Programme is in order,

At its roots was the disappointing economic performance of
the early 1980s and the lack of progress on CMEA economic
integration. This had been the theme of the 1984 CMEA
economic sumumit, at which it was resolved that CMEA
members should work out a programme to invigorate tech-
nological progress. Some action was taken, including the
identification of the so-called “head” or “lead” organiza-
tions (golovnaya organizatsia), which were placed in charge
of 93 bundles of co-operation topics, embodying hundreds
of projects and thousands of themes, coming under the pro-
visions of the five areas identified in the Scientific-techno-
logical Programme for priority advancement through com-
mon efforts.

As regards the signing of the all-important bilateral imple-
mentation agreements concerning these measures, 1986
proved unfruitful. Equally disappointing was the overall ec-
onomic performance, which lagged markedly behind the
targets of the new five-year socio-economic plans. The dif-
ficulties were in inter-firm relations, common capital for-
mation in the CMEA, the problems of dovetailing the Scien-
tific-technological Programme with the already endorsed
and harmonized five-year plans for 1986-1990 and the myr-
iad problems of reconciling decentralized decision-making
with central planning.

These inauspicious circumstances were behind the sudden
convening of another economic summit only two and a half
years after the seminal one of 1984 and just days after the
long-delayed annual Session, the forty-second, of the Coun-
cil Reports on the deliberations at the time were exceed-
ingly brief. The communiqué" of the working summit men-
tioned that the leaders of CMEA members had concerned
themselves with the **cardinal problems of development and
improvement of co-operation” in CMEA. They had consid-
ered “‘new, much more progressive forms of economic and
scientific-technological co-operation in the interest of accel-
erating”’ socio-economic progress. This cursory informa-
tion seemed to signal that the new summit had attempted to
tackle the obstacles to effective integration, but that the
resuits had been meagre. However, the ambiguity was re-
moved when the forty-third extraordinary Council Session
was finally convened in Moscow in October 1987, after sev-
eral postponements From that meeting it transpired that in

12 The full title is “Comprehensive programme to promote scientific and techrological progress of the member countries of the Council for Mu-
tual Economic Assistance up to the year 2000" It was published in alk the main Communist Party papers of 19 December 1985
I3 1t was identified as extraordinary because of the admittedly extraordinary agenda and the perhaps still tentative decisions made there even

though the Session was a reguiarly scheduled one
14 Zee Izvestia (Mascow), 13 November 1986, p
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the course of the year, and perhaps even in 1986, vigorous
discussions on the reorganization of CMEA and the policies
and instruments of economic integration had been taking
place. Their importance can best be gauged by referring to
the key achievements reported in connection with the forty-
third Session.

That seminal Council Session was both a revelation and a
disappointment. It was disappointing because it failed to re-
sofve a number of critical problems related to socialist eco-
nomic integration that had been on the agenda for years. The
debates were none the less quite informative. First of all,
they confirmed that the November 1980 summit, perhaps
with hindsight, had been very critical of CMEA policies.
Furthermore, the Session issued a number of tentative rec-
ommendations that are bound to exert a major influence on
the future of CMEA co-operation in five major areas.

CMEA organization

The Session agreed to streamline the organizational struc-
ture of CMEA, abolishing organs that had not performed
well over the years, consolidating overlapping units, cutting
back staff and gearing the work of the organization less to
day-to-day planning of resource allocation than to charting
the medium-term and long-term strategic direction of struc-
tural change. The aim of separating the objectives and in-
struments of central planning for structural change from
day-to-day economic decision-making at both the micro-
and macro-economic levels in member countries evidently
parallels the CMEA reform intention. Some reforms were
introduced in early 1988.

As for official CMEA organs, some sources claim that 19
of the 36 official CMEA organs in place in October 1987
were abolished, amalgamated, transformed into committees
of the Executive Cornmittes or superseded by newly created
ones, and that as of early 1988, 24 official organs re-
mained "

The 19 units were abolished or partly absorbed by existing
institutions and six new ones were set up in early 1988
Three new committees of the Executive Committee were
created and one (on material-technical supply) was abol-
ished, so that the number of subcommittees of the Executive
Committee was expanded to six in early 1988. The number
of standing commissions was severely curtailed. Of the 23
existing at the end of 1987, only 12 were kept intact, two
were merged and two new ones were added, so that the
structure that existed before the end of 1987 was changed
even more dramatically.” By early 1988, there were in all

only 15 standing commissions. Finally, one of the confer-
ences was transformed into a new standing commission (on
legal affairs) and five others were abolished altogether, so
that only one conference (water administration and ship-
ping) remained. The three institutes were apparently not af-
fected.

A sizeable portion, roughly 6060 to 700 persons," of the
international civil service of CMEA was slated to be rede-
ployed to the home civil services. How precisely this would
be accomplished, and when, has remained unclear, how-
ever, Though staff cuts may have been enacted in early
1988, concrete evidence is lacking." These changes were
apparently to be one component of a much more sweeping,
still ongoing, reform of the organization and personnel of
CMEA.

Role of the developing planred economies in integration

There was widespread, but not unanimous, agreement in
Moscow to rechart assistance policies to the developing
country members of CMEA (Cuba, Mongolia and Viet
Nam). These non-European countries agreed with their Eu-
ropean partners that past economic and technical develop-
ment assistance efforts extended by the European CMEA
members had not been as effective as they could have been.
Disenchantment was evident for both recipient and donor.
The donor countries promised to elaborate a comprehensive
and consistent multilateral approach to assistance for the less
developed partners. This was to be enshrined in a medium-
term to long-term co-ordinated programme for economic
assistance, in a coherent fashion, for the three non-European
CMEA members. It would then become an integral compo-
nent of the new CMEA integration strategy discussed be-
low,

A new integration strategy

In a similar vein, it was agreed virtually unanimously to
work out a new infegration strategy for the period 1991-
2005. Because it would be based on a new concept of the
international socialist division of labour, the new document
would at Jeast move beyond previous plans and programmes
for CMEA co-operation. Efforts to set forth such a new inte-
gration programme have been on the table since the earliest
calls for a top-leve]l CMEA economic summit in the early
1980s. Nothing was proposed unti] late 1986, when it was
deemed useful to take a fresh look at integration objectives,
policies, instruments and basic institutional supports of re-
gional economic co-operation. These appear to be jelling
around the programme tentatively entitled “Collective con-

15 See, in particular, Ipor Ikonnikov, “Sovershenstvovanic struktury SEV", Ekonomicheskoe sotrudnichestvo stren-chlenov SEV (Moscow), No.
2 (1988), pp 20-21 These data, however, are difficult 10 reconcile with the statutory official CMEA organs reported as of late 1987 CMEA
was then made up of 40 official organs (the Session, the Executive Committee and four committees, 23 standing commissions, the Secretariat,
seven conferences and three institutes). If so, as of the first half of 1988, 28 rather than the reported 24 organs must have remained in place

16 Ikonnikov {foc cir, p. 21} includes among these organs one commission for co-operation with developing countries, but this has never been
reported among the CMEA standing commissions or other official organs.

17 The most up-to-date information from the forty-fourth Council Session at Prague in July 1988 indicates that the staffing table of the Secretariat
was 10 be reduced by 31.7 per cent of the mandated contingent of late 1987 Details appear in Hospoddrské Noviny (Prague), No 23 (1988), p

138

18 See Yury § Shiryaev, ~SEV: sovremennaya stralegia ekonomicheskogo i nauchno-tekhnicheskogo sotrudnichestva”, Ipvestia akademii nauk -

seria ekanomicheskaya (Moscow), No 1 (1988), pp 7-8




cept of the international socialist division of labour for the
years 1991-2005" (hereinafter referred to as the Collective
Concept).

The Collective Concept should ensure the *“transition to a
qualitatively new level of co-operation” in the years ahead.”
In addition to reiterating old formulas for CMEA relations
and strengthening the role of central planning in laying down
structural guidelines for medium-term to long-term devel-
opment, the new programme was intended to foster eco-
nomic efficiency and buttress the role of economic analysis
in the various forms of co-operation. It would aim atendors-
ing greater use of commodity and financiai relations in
CMEA affairs. Furthermore, it would endeavour to encom-
pass more fully and actively all economic organizations in
regional economic co-operation. All of these objectives
were to be related to transparent criteria of economic effi-
ciency.

The integration mechanism

Directly related to the above programime are decisions that
revoive around the integration mechanism to be elaborated
by CMEA countries in support of the ongoing reform pro-
cess in key member economies. Gaining concurrence on
these matters at the forty-third Council Session was particu-
larly difficult. Although there was broad agreement on the
need to revise key elements of central planning as the tradi-
tional form of regional economic co-operation and to over-
haul monetary and financial co-operation in a significant
way, members were divided on critical ECOonomic 1s5sues.
These included the introduction of a modified form of lim-
ited regional convertibility, multilateralism in trade and pay-
ments, determination of unified exchange rates, revision of
the regional price-formation mechanism, linking of domes-
tic prices with transferable rouble prices and the world mar-
ket or at least Fast-West trade prices, and enhancing the role
of capital movements within CMEA.

The Session also emphasized the need to reinvigorate the
Scientific-technological Programme by improving the eco-
nomics of and the organizational prerequisites for direct in-
ter-firm relations . Micro-economic entities need to be given
room to negotiate over prices and quantities, once central
policy makers institute more general economic guidance
rules and macro-economic policy instruments, and put in
place institutional supports to facilitate genuine micro-gco-
nomic decision-making. The measures envisaged, particu-

19 See Izvestia (Moscow), 15 October 1987, p. 6

larly by the USSR, include settlement of accounts for se-
lected transactions, implying in fact some highly limited
form of intra-group convertibility. The transactions qualify-
ing for this type of setttement would be selected, presumably
extending only to the most important forms of exchange
within the boundary set for direct enterprise relations. Sec-
ond, convertibility would be restricted to intra-regional
transactions, such as forint against leva, but not leva against
dollars. Finally, the envisaged variant of convertibility
would be introduced gradually, starting in 1991, over a pes-
iod of at least 10 years. No settlements of imbalances in
convertible currencies would be envisioned in the near term.
Agreement in principle on this point was reached by seven
members, with the German Democratic Republic, Romania
and Viet Nam abstaining,

In the meantime, some member countries have made more
rapid progress with this part of the CMEA reform agenda
than originally anticipated. In early 1988, Bulgaria, Czecho-
slovakia, Mongolia, Poland and the Soviet Union concluded
bilateral agreements® for this type of convertibility—or
rather the easing of selected types of intra-group settlement
of accounts—to begin in late 1988 or early 1989. There is no
evidence that the other members that concuired on moving
towards limited convertibility will soon introduce similar
measures. 1t is to be noted that the exchange rates used to
clear these transactions at the national level differ, in some
cases substantially, from any of the exchange rates already in
place ¥

Future role of planning and plan ce-ordination

Finally, the forty-third Council Session paid lip-service to
the need for better co-ordination of economic plans and for
support at the regional level for direct enterprise relations.
The German Democratic Republic and Romania continued
1o emphasize the paramount role of plan co-ordination. The
former stressed its critical role in fostering co-ordination in
science and technology. The latter did 50 to ensure prompt
deliveries of critical fuels and raw materials. There is a
marked contrast between these policy stances and the muted
role accorded to planning instruments for operational pur-
poses by the commentators of the other CMEA member
countries, which essentially focused on the kind of decen-
tralization currently envisaged for their economtes, with
short-run planning essentially devolving upon the enterprise
level, affecting the CMEA organization

20 The Soviet Union has apparently concluded agreements with all the members mentioned Bulgaria and Czechoslovakia have signed an agree-
ment, and Czechoslovakia is 1o sign another one scon with Poland (see Jiri Vetrovsky and Vasil Hrinda, “Zuctovdni primych vztahuv ndrodnich
mensch CSSR a SSSK - rubl a koruna™, Hospoddrskd Noviny (Prague), No 15 (1988), p. 3 and $ver HospoddFsivf (Prague), No. 88 (1988), p
2} But there is no evidence of Bulparia and Czechoslovakia having come to terms with Mongolia on the issue of limited coavertibility Both

have recently indicated that agreement with Poland is imminent

21 1n the case of Czechoslovak-Soviet direct inter-firm relations, the partners have settled on a conversion rate of 104 koruny per rouble for 1989
and 1990, which implies a sharp depreciation of the koruna as the official commercial exchange rate is B koruny per transferable rouble. In
relations between Bulgaria and Czechoslovakia, a conversion coefficient of 9 9 koruny per lev has been set for transactions between § Septem-
ber 1988 and 31 December 1690, This compares to the official exchange rate of about 6 5 koruny per lev. Finally, in relations between Bulgaria
and the Soviet Union, a rate of 1 05 teva per rouble for 1989 and 1990 has been set which compares to [ 3 at the official exchange rate



Towards a unified CMEA market: the forty-fourth Council Session

The discussions about the Council Session at Moscow
made it clear that expectations regarding the follow-up
{forty-fourth) Session, fiest planned for June 1938, were
very high. There were to be drafts of key new programmes,
including a new concept of long-term integration, and part-
ners had committed themselves to elaborating on details of
the new integration mechanism (including prices, direct
wholesale trade, exchange rates, convertibility and regional
settlernents) and its institutions (including the two CMEA
banks), and perhaps also on the further streamlining of the
structure of the CMEA organization as such. The forty-
fourth Session was held at Prague from 5 to 7 July 1988,

It is difficult to extract from the communiqués, reports
and analyses what precisely the members agreed upon, as
distinct from items on which there was disagreement or a
call for further refinement of the proposals. None of the re-
poried drafts examined at Prague have been released either
in full or in summary form. *

Socialist economic integration and the developing
country members of CMEA

The least controversy arose over the further integration of
the non-European members in CMEA . Three separate drafts
of comprehensive economic co-operation with Cuba, Mon-
polia and Viet Nam were apparently endorsed. These drafis
are now to be combined to form a document on the technical
and economic assistance provided by CMEA to non-Euro-
pean members, which in turn will be an integral part of the
Collective Concept.

Judging from the summaries of the speeches of the repre-
sentatives of Cuba, Mongolia and Viet Nam, the draft pro-
grammes have progressed sufficiently to be ratified in the
near future. The basic objective is to integrate these coun-
tries into mainstream CMEA affairs by involving them in
concrete agresments on production co-operation and spe-
cialization, scientific and technological co-operation, and
generally further commercializing their economic relations
with the European members.” Some economic and technical
assistance to the non-European countries will continue to be
provided by the developed country members.

Restructuring CMEA

In late 1987, members had endorsed broad-based reform
of the CMEA organization. The follow-up Council Session

at Prague welcomed the changes introduced in early 1988
and called for further restructuring of CMEA organs aiming
at a complete change in the organization, as called for at the
forty-third Session.” Under the new measures the standing
commissions for ferrous metallurgy and for non-ferrous
metallurgy were combined, as were the standing commis-
sions for civil aviation and transportation;® the standing
commissions for gas and oil, coal and geology were com-
bined to form a new committee on energy attached to the
Executive Committee. *

The proposed changes are apparently part and parcel of a
sweeping reform, including reform of the specialized or af-
filiated CMEA organs. It was apparently decided to abolish
a great number of specialized organizations, but details are
lacking. Deputy Prime Minister Carlos Rafael Rodriguez,
the chief delegate from Cuba,? referred to the *‘the reduc-
tion of the number of permanent bodies from 107 to 34", but
it is unclear to which organs he was referring. If the numbers
are correct, most of the organs abolished must be the so-
called affiliated, quasi-autonomous international agencies
For the specialized organizations that will be retained, a new
role will need to be carved out. There is little doubt that
major changes will be carried out if the new system of man-
agement in CMEA members and CMEA itself is imple-
mented.

The revamped structure of CMEA as it emerges from the
specialized literature™ consists of the Council Session, the
Executive Committee with 7 specialized committees,” 11
standing commissions™ and 2 institutes (for economic prob-
lems and standardization). Even the last remaining confer-
ence appears to have been abolished at the Prague Session,
as does the Management Institute.

The integration mechanisim

The restructured integration mechanism is to form an inte-
gral component of the Collective Concept. It should support
more intensive integration within the group, particularly
among the European members. This requires that the eco-
nomic tools of management be improved. Although macro-
economic co-ordination will continue to be implemented
through national central planning bodies, firms are to play a
much more significant role. A particularly critical task is
reserved for the functions of the transferable rouble in en-
hancing direct inter-firm relations based on economic incen-

22 perhaps the most dependable excerpt, though astonishingly bland and general, is **Kolektivni kondepee mezindrodni socialistické delby préce”,

publisiied as an annex to Svét Hospodafstvi (Prague), No. 110 (1988).

23 This is a significant shift of emphasis for, as recently as early 1987, CMEA observers had identified these countries as not being guite ready for
full co-operation in the context of the Scientific-technological Programme For details, sce Galina A. Abotikhina, Oleg Bakovetsky and Boris L.
Medvedev, “Sushchnost | novye formy sotsialisticheskoy integratsii™, Voprosy ekenomiki (Moscow), Ne. 1 (1987}, pp. 139-140

24 Report of the speech of Lubomir Strougal, then Prime Minister of Czechoslovakia, in Rudé Prdve (Prague), 6 July 1988, p 4

5 This measure had already been reported “realized” in carly 1988 (Ikonnikov, loc ¢it , p 21)

26 Seinteia (Bucharest), 8 July 1988, p 5
7 As reported in Rudéd Prdvo (Prague), 6 July 1988, p. 2

28 See “RVHP—novd struktura orgdnu®, Svér Hospoddfsivi, No. 106 (1988}, p 4
29 Agrocomplex, electronization, engineering, foreign economic relations, fuels and raw materials, planning, and scientific-technological

co-nperation.

30 Chemical industry, currency and finance, electrical and nuclear energy, environment, legal affairs, light industry, metallurgy, post and telecom-

munications, standardization, statistics, and transportation




tives and in improving the mechanism by which transferable
rouble prices in intra-group trade are formed and negoti-
ated. These and other elements are to be in place in time for
the introduction of the next medium-term socio-economic
plans in 1991

As on previous occasions, the Session emphasized the
need to reinvigorate the implementation of the Scientific-
technological Programme by improving the organizational
and economic conditions for direct interaction between
firms from different countries. The room for penuine micro-
economic negotiations is o extend to the determination of
prices and quantities of both inputs and outputs so that enter-
prise profit will become a key guide to decision-making at
the level of firms. The need to stimulate direct firm-te-firm
relations was originally endorsed in 1985. The Moscow and
Prague Sessions emphatically stressed the need to invest
sach relations with economic guidelines and institutional
supports. In addition, improvements were envisaged in do-
mestic and trade pricing, exchange rates, the credit mecha-
nism of the International Investment Bank, trade and pay-
ments multilateralism through the International Bank for Ec-
onomic Co-operation and other aspects pertaining to the
indirect co-ordination of economic decisions.

Though concurrence on the Collective Coneept was re-
ceived from all CMEA members save Romania, no progress
was reported on the settlement of accounts for selected
goods exchanged through direct enterprise contracts or on
the number of supporting countries. But the seven CMEA
members that originally endorsed this idea, particularly Bul-
garia, Czechostovalda, Poland and the Soviet Union, report
progress on negotiations on pricing and exchange rates in
direct enterprise relations. Surprisingly, Hungary does not
appeat to have been in the vanguard of the movement; Cuba
and Mongolia have not been enthusiastic about this new
form of socialist integration

The links of the reformed mechanism to the new integra-
tion programme should have been the focus of the forty-
fourth Council Session. The Session highlighted the need to
have in place econornic instruments, institutions and macro-
economic policies that can support and foster more intensive
forms of economic development and integration

Whether the transferable rouble as a regional unit of ac-
count in settling transactions and determining reciprocal
pricing will survive all the suggested modifications in the
regional economic machinery is by no means certain. Prime
Minister Ryzhkov of the USSR spoke of the Soviet intention
“gradually to expand the use of the Soviet rouble within the
system of settling accounts within CMEA” ¥ But this may
have been an obiique reference to the special accounting in
selected inter-firm relations examined above, rather than an
announcement that rouble convertibility as such should be-
come the backbone of regional multilateralism and transfer-

3 Pravda {Moscow), b July 1988, p 4

ability. At the June meeting of the Central Committee Secre-
taries at Budapest, in preparation of the Prague Session, the
guestion of real convertibility was raised by the representa-
tives of Czechoslovakia and Hungary, who argued for the
introduction of partial settlement in convertible currency as
an incentive for countries to bolster regional exports.” The
issue was touched upon at Prague by the then Hungarian
Prime Minister,” but genuine convertibility did not obtain
wide support, except perhaps as a distant geal,

An unusual item on the agenda was the creation of social-
ist muliinationais centred on key national firms of the mem-
bers. This suggestion was apparently first endorsed at the
June meeting at Budapest of the Central Committee Secreta-
ries. Prime Minister Ryzhkov reportedly raised it at the
Prague Session, saying that the Soviet Union was “‘prepared
to study [it] thoroughly with [interested] partners™ * One
important Soviet commentator on the Session endorsed such
transnational organizations as a way of overcoming “‘bu-
reaucratic obstacles and the formalistic approach to {integra-
tion] tasks" . *

Finally, the forty-fourth Council Session reiterated the
need to improve the traditional forms of plan co-ordination
and to provide support at the regional level for inter-firm
relations. The co-ordination of plans was highlighted again
in the statements of the German Democratic Republic and
Romania, but it surfaced only marginally in other speeches.
A critical role is meant to be played by production speciali-
zation, particularly in engineesing, but not solely through
planning at the intergovernmental ievel.

The new integration programme

Perhaps the most important decision of the forty-third
Session was the agreement to elaborate a new collective con-
cept of the international socialist division of labour for the
years 1991-2005 in time for consideration at the forty-fourth
Session. A draft of the Collective Concept was tabled, in
spite of the serious objections raised at the June meeting of
the Central Committee Secretaries about the biandness of
the proposals, the wordiness of the drafts and the lack of
commitment to this kind of concept

The document should comtain a new mechanism for
streamlining economic policy in the context of regional eco-
nomic integration. As Prime Minister Ryzhkov affirmed, it
should be:

“*a model of co-operation that, while preserving the forms
that have proved valid, would be based on the criteria of
efficiency, on the ever-increasing role of commodity-
money relations and economic instruments and on engag-
ing the countries’ economic organizations in all areas of

EXRRYS

co-operation on a broad scale™.

32 See the reports in Rudd Prive (Prague). 3 June 1988, p 3 and Magyar Hirlap (Budapest), 3 June 1988. p 4
33 See the summary of ¢ speech by K. Grész in Magyvar Hirlap (Budapest), 6 July 1988, p 4

34 Pravda (Mescow), 6§ July 1988, p 4

35 See Oleg T Bogomolov in Komsomolskaya pravda (Moscow}, 23 July 1988,p 3

36 Pravda (Moscow). 7 July 1988, p 4
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Towards a unified or common CMEA market

The idea of creating a unified market in Eastern Burope is
by no means new. It loomed large over the debates at the
Council’s inception. The establishment of a uniform eco-
nomic region with free movement of goods and services,
including labour and capital, was one of the aims of the more
visionary participants in the debates about the founding of
CMEA during the period 1949-1950. If a regional planning
centre had been entrusted with elaborating a plan for CMEA
as a whole, such a plan would have been constructed around
a single market concept

At this stage, the following is new: first, the explicit en-
dorsement of a unified common market as the central focus
of CMEA policy was initiated at the forty-third Council Ses-
sion by the Soviet Union; second, it was wholeheartedly en-
dorsed at the forty-fourth Session by all CMEA members,
save Romania, in some contrast to the weak support mus-
tered less than eight months earlier. It might be important
that it was adopted on the eve of the celebrations marking the
fortieth anniversary of CMEA, in 1989

A draft of the new integration programme was debated at
Prague but it has not yet been published. The Secretary of
CMEA made it clear that the programme focuses on acceler-
ating technological progress; intensifying production;
broadening production specialization, particularly in engi-
neering sectors; and integrating more fully the non-Euro-

pean CMEA members.” His statement also singles out engi-
neering and electronics for accelerated integration efforts
and refers to the use of fuels and raw materials, the social
repercussions of integration and the need for co-operation in
environmental protection. * Prime Minister Ryzhkov noted
that this commnon martket aims at:

“ensuring a high degree of uniformity of economic condi-
tions, the relatively free movement of goods, services,
manpower and finances among our countries’ economic
organizations, and the unified macro-economic regulation
of economic processes—regulation based on a co-ordi-
nated policy—are a matter for the remote future. But we
must keep this prospect in mind even now . For us the uni-
fied market is nat a fashionable slogan but an important
guideline for the development of the integration pro-
cess” *

The communiqué is worded cautiously. It states that the
CMEA members, except Romania, reaffirmed an “earlier
decision regarding the stepwise establishment of the condi-
tions for the mutual free movement of goods, services and
other production factors with the goal of creating eventually
a unified market, after the preconditions thereof have been
examined” “ This examination is to take place between now
and 1990, when the Executive Committee will prepare rec-
ommendations for further improving the mechanism of mul-
tilateral co-operation and effective economic integration.

Renewal in CMEA and external impacts

The reforms contemplated or already under way in the
majority of CMEA member countries and at the CMEA
level itself raise a number of fundamental issues. One con-
cerns the realism of the economic reforms, the probability
that they will be implemented as envisaged and the determi-
nation with which the leaders of member countries will pur-
sue the reform aspirations in spite of inevitable set-backs.
This guestion will be taken up later, The second set of issues
focuses on the implications of the reform debates for the
integration of the planned economies singly or as a group
into the global economic order, and the potential for their
participation in the international financial, monetary and
trading régimes.

The current leaders in Eastern Europe seem convinced
that further growth in their countries depends on stepping up
the participation of their economies in global economic in-
terdependence. This goal is unrelated to the market type of
reforms envisaged in some of these countries, although mea-
surable progress with restructuring in the planned econo-
mies would obviously affect the pace and character of their
integration into the world economy

With regard to trade, the first policy priorities are more
effective interaction within CMEA. If achieved, this might

37 See Rudé Pravo (Prague), 8 July 1988, p.2

38 See fzvestia (Moscow), 8 July 1988, pp. { and 4
39 See Pravda (Moscow), 6 July 1988, p 4

40 See fzvestia (Moscow), 8 July 1988, p. 4
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initially reduce the room for useful economic interaction
with third countries, including both developed and develop-
ing market economies. But it can only be short term. CMEA
countries are under severe constraints: either they diversify
and enlarge their procurement of fuels and raw materials
from non-CMEA partners or they must reduce their demand
for imports of such products without reducing output
growth . The latter course requires technology imports, par-
ticularly from developed market economies. The former is
contingent on imports from countries outside the CMEA
area, primarily developing countries. If reforms get under
way, the level, commodity composition and geographical
distribution of trade will increasingly result from greater ex-
ploitation of the comparative advantages of each country,
This would open opportunities for significant boosts of im-
ports of traditional, labour-intensive manufactures from de-
veloping countries. Fuller exploitation of these opportuni-
ties may require that CMEA developing countries, as some
of the newly industrialized countries have already demon-
strated in practice, adopt new organizational and financial
approaches. But the potential for significantly lifting exports
is certainly there. These revenues could in turn provide the
platform upon which the planned economies could build ex-
port markets in developing countries for medium-level tech-
nologies.




To normalize their increased integration in international
trade, CMEA countries are likely to seek fuller participation
in the existing trade order, including the General Agreement
on Tariffs and Trade (GATT). Five members (Cuba, Czech-
oslovakia, Hungary, Poland and Romania) are already full
contracting parties, but for various reasons they have re-
mained in a special status. Market-oriented reforms an-
chored to decentralization, commercial decision-making,
explicit government preferences and a direct link-up be-
tween domestic and trade prices will certainly justify a revi-
sion of their status. Bulgaria, at present an observer, lodged
a request for full accession in 1986.

Other CMEA members that are not yet contracting par-
ties, including the Soviet Union, are exploring ways and
means of becoming more intimately involved with GATT
and its legal and negotiating machinery. Again, meaningful
domestic reforms of the market type would facilitate acces-
sion to the Agreement, if only in terms of clarifying the is-
sues related to most-favoured-nation status, non-discrimina-
tion and reciprocity in the accession negotiations. Because
the domestic and CMEA reform process, if adhered to, is
bound to be protracted, the Contracting Parties might wish
to seek a firm transition mechanism, both to facilitate acces-
sion and to support ongoing economic reforms in potential
applicants. Such a process of examination, deliberation and
experimentation, with a transition phase for countries that

cannot immediately be brought fully under the discipline of

GATT, would at the very least better prepare the Contracting
Parties for dealing with new overtures to GATT.

During the transition phase, non-discrimination and reci-
procity could be based on the commitment of the planned
economies to giving maximum scope to commercial deci-
sion-making by largely autonomous enterprises, to making
explicit government preferences that influence the determi-
nation of domestic retail prices relative to trade prices, and
to setting clear guidelines for how trading companies are

expected to assist with maintaining some desirable degree of
domestic price stability through the intertemporal manage-
ment of profits. Once those elements of the situation are
understood and apreed, the prime element of reciprocity
could be that of ensuring a tight link between domestic and
trade prices. This avenue could usefully be explored also
because import commitments in physical terms, such as
were negotiated earlier for Poland and Romania, would be
inconsistent with the spirit of present economic and trade
reforms. If improving stability and strengthening multilater-
alism in global trade become key concerns of the Soviet Un-
ion,*' the Contracting Parties to GATT should benefit.

The link between reform and membership of the pianned
economies in the multilateral financial institutions is more
complex. However, there is a clear need for structural ad-
justmnent in virtually all CMEA countries; the International
Monetary Fund and the World Bank could build upon their
wide experience with developing country adjustment pro-
grammes and be of assistance to CMEA countries too. They
might even be instrumental in helping these countries to
work out a realistic transition to currency convertibility in
the long run and a more beneficial regional monetary régime
for the transferable rouble in the short to mediom, and per-
haps even the long, run. The CMEA members that are mem-
bers of the Bretton Woods institutions (Hungary, Poland,
Romania and Viet Nam) have not been adversely affected.
They have benefited from Fund drawings, loans from the
World Bank and its affiliates, and the ability to participate in
development projects financed by the World Bank. The
CMEA members that are not members of the Bretton Woods
institutions have shown interest in accession. Market-ori-
ented reforms would facilitate such a step, but it would be
unrealistic to expect the developed planned economies to be
adrmitted under article XIV of the Fund’s Articles of Agree-
ment without clarifying the transition toward currency con-
vertibility, which would be a difficult process under the most
propitious of circumstances

Framework agreement between CMEA and the European Economic Community

After 15 years of on-off negotiations about the estabiish-
ment of formal diplomatic relations between the European
Economic Community {EEC) and CMEA, both sides ini-
tialled a framework agreement on 9 June 1988 in Moscow
and signed it on 25 June 1988 in Luxembourg. The joint
declaration, drawn up in no fewer than 17 authoritative ver-
sions, states essentially that the two sides *'wil} develop co-
operation in areas which fall within their respective spheres
of competence and where there is common interest”.* This
is a meagre result of the protracted negotiations on normal-
izing relations between the two parts of Europe.

Apart from its obvious diplomatic and political demon-
stration angles, one may question whether the framework

agreement really matters, especially since it is no more than
a simple statement of mutual recognition. It settles nothing
regarding trading, financial, transportation, ecological, sci-
entific, technological, informationa! and other relations be-
tween the two politico-economic groups. It is questionable
whether a significant impact on East-West trade could be
expected from it. What will happen depends on the strength
and impact of the probable links between the framework
agreement and what might be possible economically and po-
litically, perhaps even strategically As Mr Willy de Clercq,
the EEC Commissioner for External Relations, noted, the
accord represents “‘a great change in attitude” and will con-
tribute to East-West “détente™ . ®

41 See Viadimir N. Cheklin, “SYSR i GATT, Vneshnyaya torgoviya (Moscow), No 7 (1987), pp. 37-3%; Mikhail 8 Pankin, "555R i GATT:
perspektivy vzaimedeystvia”, Ekonomicheskaya gazeta {Moscow), No. 49 {1986), p. 23, and the discussion with key advisers of Mr Gorba-
chev reported in Gianni Corbi, *'Un impero che bussa alle porte del capitale « Mosca si prepara allo choc del mercato”, La Repubblica (Rome),

16 April 1988, p 13

42 See the text of the sgreement in European Communiry News. No 16 (1988}, p 1

43 See European Communiry News, No 16 (1988), p 2
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The most important immediate consequence is that the
framework agreement provides the go-ahead for individual
CMEA countries to sign bilateral trade and co-operation
agreements with the EEC. The Soviet Union appears to be
keen on concluding such an arrangement in the very near
future, and pushed for the CMEA-EEC framework agree-
ment as a necessary preliminary step. Even before the sign-
ing of the agreement, Bulgaria, Czechoslovakia, the Ger-
man Democratic Republic and the Soviet Union had in-
formed the Commission of the European Communities that
they wished to establish diplomatic relations. Other Furo-
pean CMEA members are expected to follow suit shortly.

The formal treaty powers of EEC are limited to commer-
cial policy as traditionally understood; hence the reference
in the framework agreement to the ‘‘respective spheres of
competence’ .* All other international economic relations,
including credits, technology, the environment, information
and so on, remain within the competence of the EEC Gov-
ernments. The same is true for CMEA members, even for
commercial policy.” Even so, now that the EEC Govern-
ments have resolved to move towards a truly unified Euro-
pean market by the end of 1992, greater harmonization of
other components of international economic relations is
bound to come to the fore in the years ahead. This could in
due course provide more scope for CMEA/EEC co-opera-
tion.

Several CMEA members (including Czechoslovakia and
Hungary) have in the meantime already concluded their bi-
lateral agreement with EEC and others have drafts in an ad-
vanced stage of negotiations. These bilateral trade and co-
operation agreements revolve around such things as some
form of most-favoured-nation treatment for the planned
economies; more favourable quota allotments for some

products instead of lifting quantitative import restrictions,
some of which are in conflict with GATT obligations; and a
relaxation of EC quantitative restrictions maintained, in par-
ticular, against the planned economies that are already full
contracting parties to GATT—Czechoslovakia, Hungary,
Poland and Romania. If the CMEA countries can capitalize
on such overtures through effective shifts in their export
supply to EC markets, they might thus set in train a sequence
of productive economic co-operation with EC.

Viewing the potential impact of the CMEA/EEC agree-
ment and the follow-up bilateral agreements in a longer-
term perspective, it may be instructive to look beyond the
purely commercial aspects of these protocols and take a
fresh look at the politics and history of East-West relations.
In endorsing the CMEA/EEC agreement, both sides have
obvious political aims that transcend their economic inter-
ests and even go beyond the purely Furopean aspects of the
matter. Western Europe has been firmly entrenched in the
Atlantic Alliance and the market economies share many po-
litical values, security interests and strategic objectives, but
there may now be slightly more room for Western Europe to
assert itself.

Although the parallel between 1992 as the magic date for
Western European integration efforts and the similar objec-
tive of CMEA integration is not completely artificial, it
should not be overdrawn. EEC has been pursuing integra-
tion since 1958 and has attained, by any standard of refer-
ence, & high degree of policy co-ordination, particularly in
matters concerning trade, labour mobility and capital mar-
kets. In a sense, therefore, 1992 is simply placing a capstone
on a long and difficult enterprise. In CMEA, the creation of
a common market so far amounts to little more than the ex-
pression of a policy intention in a protracted and tedious
germination stage,

Towards a new integration strategy and mechanism: a perspective

The fortieth anniversary of CMEA wilt undoubtedly be a
year of decisions on substantive matters of co-operation. A
third economic summit for the 1980s will be convened in
mid-1989 at Prague . It will consider a number of issues of
regional integration that have not so far received an unam-
biguous answer either in national economic reforms or at the
CMEA level,

The forty-third and forty-fourth Council Sessions and
their aftermath have shown that the policy debate on the pro-
cess of socialist economic integration is very far from over.
The next summit and the summer Session of the Council,
which may coincide, should be illuminating. Even if a swift
decision with broad implications for socialist economic inte-
gration can be reached svon, a rapid change in the CMEA
concert is not to be expected, in view of the lack of consen-
sus on the far-reaching reform of CMEA and the reluctance
of some Eastern European leaders to entertain meaningful

economic reform at home. Considerable organizational, le-
gal and technico-economic problems also arise in moving
away from the traditional central planning environment.
This holds true at the national level and even more so region-
ally. This may be illustrated by highlighting the technical
problems of inter-firm relations.

Inter-firm relations cannot progress far unless the enter-
prise leadership is given the authority and the means to de-
cide upon inputs and outputs in respect of both price and
quantity. When such relations are fostered, the firms shouid
not have to concern themselves with exchange rates or ways
of settling accounts. These issues need to be tackled at the
macro-economic level. Some countries have already set spe-
cial exchange rates for these selected inter-firm transac-
tions, although their suitability for the exchanges envisaged
has yet to be ascertained, and have created an environment
in which it is hoped that autonomous micro-economic deci-

44 See the text of the agreement in Enropean Communiry News, No. 16 (1988), p. |
43 The Commission of the European Communities used this for many years as a pretext to tefuse to come to terms on an agreement with CMEA,
46 [t was first announced for late March 1989, but the divergences smong the mesmbers on the question of integration evidently remained too wide

for a summmit to be successful
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sions can be reached without stultifying bureaucratic inter-
ference. What is not yet agreed, however, is how to cope
with imbalances incurred on these special accounts.

The proposals of the past two years do not entail convert-
ibility in any proper sense of the term. All that is envisaged
is that imbalances on special accounts should be offset
against transferable rouble holdings at the International
Bank for Economic Co-operation in Moscow, which is the
CMEA clearing agency for transactions in non-convertible
currencies.

The shortcoming of previous attempts to introduce multi-
lateralism in CMEA has been that accruals on transferable
rouble accounts are unusable in the short run, unless goods
and services are carmarked in ex ante bilateral trade and
payments agreements. Furthermore, there is as yet mo
agreement on the exchange rates to be utilized for these
rransactions. In as much as there is no possibility of convert-

ing bilateral claims, the new limited settlements proposal
essentially aims at facilitating simple clearing of one cate-
gory of decentralized transactions. Without incentives to en-
force convertibility and ensure its expansion by imposing
some form of convertible currency settlement on deficit
countries,” this otherwise promising step is likely to remain
a constructive initiative without follow-up.

However, the prevailing pragmatism in external trade and
foreign policy exhibited in recent years by several CMEA
countries, particularly the USSR, may produce a revised

on moving ahead, could demonstrate the possibility of mar-
ket criteria enhancing effective economic integration. This
possibility was publicly entertained by key leaders at the
forty-third Council Session in Moscow in 1987 and has since
been gaining support.

47 This doos not necessarily require that such converlible currency transactions actually be settied and possibly diverted 1o trade with market
cconomies An alternative scheme can be imagined ir which, for example, convertible currency claims can be borrowed from a common
convertible currency fund 10 be created, and chronic deficits are to be settled in incrensing proportion 1o the cumulative liability in convertible

currency
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Chapter VII

INTEREST RATES IN THE 1980s

In the 1980s, developments in international financial mar-
kets have been the most far-reaching of the changes in the
world economy. Changes on the international financial
scene have shaped the pattern and influenced the magnitude
of worid economic growth. They have been manifested in
international financial flows among countries unprece-
dented in both size and nature, most particularly in the size
of the capital flows among the developed market economies
and in the reverse net transfer of resources from developing
to developed countries. Both of these flows have acquired a
longevity and magnitude that would have been considered
unsustainable in the 1970s,

These developments have been paralleled by increasing
government emphasis on national and international mone-
tary policy. Indeed, in many of the developed market econo-
mies, fiscal policies have failen into a state of relative unim-
portance as a means of controlling the level of economic
activity. International policy co-ordination among the lead-
ing industrial countries has been effected primarily through
monetary means. In setting these monetary policies, atten-
tion has been focused on the two prices that are most impor-
tant in international financial markets-—interest rates and ex-
change rates.

Both interest rates and exchange rates have shown an unu-
sual degree of volatility in the 1980s . In the carly years of the
decade, nominal interest rates in domestic and international
markets were also high by historical standards, primarily as
a result of the anti-inflationary monetary policies adopted by
many of the developed market economies. As the 1980s pro-
gressed, inflation in developed market economies fell.
Nominal interest rates fell as well, but not by as much as

inflation rates. The result has been persistently high levels of

“real” interest rates throughout the 1980s. Much of this per-
sistence in high real interest rates can be traced to downward
shifts in private savings and upward shifts in government
deficits that appeared during the 1980s.

High interest rates have been a leading cause of the debt
crisis of the developing countries. In the 1970s, rates of in-
flation were often higher than nominal interest rates, creat-
ing negative real interest rates. In the 1980s, with this situa-
tion sharply reversed, the real sacrifice involved in repaying
debt presents both a burden on those with accumulated past
debts and an obstacle to new finance

Even at high real rates of interest, profitable investment
epportunities will continue to present themselves, but they
will be fewer than at lower interest rates. In particular, many
long-term projects of an infrastructaral nature vield low an-
nual rates of return and may be neglected in an era of high
real interest rates unless concessional financing can be ob-
tained. This suggests that the lower average rates of growth
of the world economy in the 1980s can be attributed at least
in part to the high real interest rates that have prevailed.
From a developmental perspective, therefore, the reasons
for the transition from low real interest rates in the 19703 1o
high real interest rates in the 1980s warrant examination

This chapter focuses on interest rates in the developed
market economies. However, as net importers of capital, the
majority of developing countries are directly affected by
these external interest rates. Even though the developing
countries have a negligible role in their determination, inter-
est rates in the developed market economies have a direct
bearing on the developing countries’ ability to draw upon
foreign savings to finance their development. High rates of
interest in international markets will place a heavier debt-
servicing burden on borrowing countries and will reduce the
number of viable development projects. As a result, their
borrowing will be decreased and their growth impaired.

The chapter reviews three questions regarding the levels
and volatility of interest rates in the developed market econ-
omies and their interrelationships over the past decade.
First, why have “real”, that is, inflation-adjusted, interest
rates been persistently high in the 1980s7 Second, why have
interest rates become so volatile, even in real terms? Third,
why have interest rates in different countries diverged so
much in the 1980s and what does that imply about the func-
tioning and efficiency of international capital markets? This
discussion of relative interest rates between countries is in-
extricably connected to current and prospective movements
in exchange rates between these countries. This raises ques-
tions about the connections between real interest rates, ex-
change rates and capital flows among different countries.
Misalignments in real exchange rates and the development
of current account imbalances appear to be systematically
related to swings in the differences between the real interest
rates of the individual developed market economies.

Nominal and real interest rates

With very few exceptions, the interest rates borrowers and
lenders use as a basis of contract, which traders quote and
which are reported in the financial press, are money, o1
“nominal’’, interest rates They are percentages per anaum
of the principal amount, without adjustment for changes that
may occur in the prices of goods or services during the term
of the loan or credit. On the other hand, most borrowing and
lending decisions also involve some consideration of pro-
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spective price changes during the lending period. When in-
terest rates are adjusted to reflect changes in the prices of
goods and services, they are conventionally referred to as
“real” interest rates . If actual price changes are employed in
the calculation (which can be done only after the interest
period is over), they are known as ex pos! real interest rates;
if forecasts of Future price changes are employed, the results
are known as ex ane real interest rates. Forccasts will rarely



Box VII. 1.

Interest rates in the developed countries are of concern to
developing countries because the developing countries’ in-
ternational borrowing normally must be done in the cur-
rency, and at the interest rates, of the developed countries. In
addition, the real rate of interest on developing countries’

Real interest rates and developing countries

international borrowing will not be the same as that of the
lender, nor the same as the domestic real interest rate within
the borrowing country. These discrepancies between the real
interest gain from the point of view of the lender and the
burden from the point of view of the borrower can be large.

Nominal and real effective rates of interest on outstanding
debt of groups of developing countries, 1981-1988

{Annual percentage rates)

1981 1982 1583 1934 1985 1986 1987 1988

LIBOR 16 2 16.3 61 (] 10 4 B0 63 17
Real effective rate
of inlerestd

Energy-exporting

developing countries 103 19.1 28.9 16.5 14.3 807 09 9. 8e

Non-gnergy exporting

developing countries 271 233 113 14 8 18 ¢ 66

Fifteen heavily

indebted countries 217 8.9 198 12.1

Small tow-income

developing countrics 19.8 6.8 68 68 232 123

Source: IMF, International Financial Statistics. Supplement on Trade Swatistics (Washington, D C., 1988)
Changes in the price index are percentage differences of fourth-quarter average export value indexes

4 Lendon interbank offered rate on six-month dollar deposits

b Crleulated according to the formula shown in the note to table VII 1, using LIBOR as the nominal interest rate
and the change in the unit vaiue of exports as the inflation raze

c First six months only

be accurate, so ex ante and ex post interest rates for the same
period will usvally be different,

The relevant real interest rate—whether ex anre or ex post,
and whatever prices it is adjusted for—depends on the nature
of the decision to be taken or the analysis to be performed.
Those who are concerned with movements in agpregate eco-
nomic variables and who consider the ““average” decisions
of broad groups of economic actors usually employ real in-
terest rates that incorporate changes in the prices of bundles
of goods or services, as reflected in price indexes. For ex-
ample, in analysing the attractiveness for households (in the
aggregaie) to save, the concept of the real interest rate that is
typically employed embodies the expected rate of change in
the consumer price index over the same period . The logic is
that the typical consumer can earn the nominal interest rate
by abstaining from consuming from the basket of goods
which makes up the consumer price index. However, the
“real” value of the money he receives at the end of the per-
iod for deferring consumption will be reduced {or increased)
by the average rise (or drop) in the price of the goods in the
basket. Thus, the prospective *“‘real” return can be thought
of as the nominal interest rate minus the expected (i.e., ex
ante) rate of change in the consumer price index.
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The typical non-financial business credit decision is some-
what different. The nominal interest rate normaliy repre-
sents a borrowing opportunity and whether it will contribute
positively to the value of the firm will depend not only on
how successfully the firm produces, but also what happens
to the price of its output. Although the price index for calcu-
lating the real interest rate may be specialized—for instance,
for the import or export sectors of an economy, an index of
import or export prices may be required—a common aggre-
gate approach is to deduct inflation as measured by the
wholesale or producers’ price index to estimate the real in-
terest rate.

In these cases, it is the ex ante, or forecast, real interest
rate that is relevant to the decision. For other problems, the
ex post rate may be the more useful concept. The ex post real
interest rate is appropriate to determine how much the reai
burden of an old debt has actually risen over time. One ex-
ample of the use of an ex post real interest rate is the calcula-
tion of the real financing cost to the developing countries
during the 1980s of their outstanding external debt (see
box).




Domestic nominal interest rates in some developing coun-
tries are heavily administered and are often held below mar-
ket levels that would be consistent with prevailing rates of
inflation. International capital flows are also ofien subject to
administrative controls in developing countries. This re-
duces these countries” degree of integration into interna-
tional capital markets, although experience shows that such
controls do not eliminate market-oriented flows. Rather, the
effect of such administration is to raise transactions costs,
sometimes resulting in wide disparities between the domes-
tic and international interest rates. Although domestic real
interest rates are in principle calculated as in developed mar-
ket economies (i.e, by subtracting domestic inflation),
these real rates are often not true market rates: domestic
lenders’ opportunity costs are often more closely tied to for-
eign interest rates and credit is frequently not available at
these rates.

Other factors combine with disparities in nominal interest
rates o create substantial differences in the real interest rates
that are faced by the developed market economies and devel-
oping countries. Developing countries have to earn suffic-
ient foreign exchange through exports in order to repay
loans denominated in the lenders’ currency. To judge the
burden that this outflow of real goods and services places on
the borrowing country, the reievant price defiator is that of
average export prices measured in the currency value of the
lending country.

During the 1970s, domestic reai interest rates in many de-
veloping countries were negative because domestic prices
were rising faster than the rate of interest. At the same time,
there was a borrower’s market in international financial

markets as the commercial banks endeavoured to lend the
liquid assets they had accumulated from the deposits of the
energy-exporting countries. The commercial banks were ea-
ger to lend these funds, many of the middle-income develop-
ing couniries needed the financing for balance-of-payments
purposes, and there was a broad consensus in the interna-
tional community at the time that this was an appropriate
means of meeting the large external imbalances of the devel-
oping countries. Loans from the commercial banks to the
borrowing countries were usually denominated in one of the
key currencies (primarily dollars) in order to transfer the
risk of changes in the exchange rate from the lenders to the
developing countries (thereby removing any incentive the
borrowing country might have to reduce the real value of the
obligation through inflation).

In the the first half of the 1980s, falling commodity prices
and a rising dollar caused the terms of trade for most devel-
oping countries to deteriorate. This raised the burden of the
outstanding debt in terms of the goods and services that had
to be forgone in order to service it-~that is, the “effective”
or real interest cost of servicing the debt was greater than
indicated by the nominal interest rate (see table).

This was illustrated most clearly in the case of the energy-
exporting countries in 1986, when the collapse in the price
of oil presented some of them with increased debt-servicing
problems. On the other hand, the general improvement in
many commodity prices since 1987 has decreased the bur-
den of external debt for some developing countries and is
reflected in their effective rate of interest being less than the
nominal LIBOR. .

Measures of short-term and long-term rates

The choice between ex ante and ex posr interest rates is
often made on the basis of practical rather than theoretical
considerations. The ex anre rate is not observable except to
individual t{ransactors. Its calculation requires the analyst to
decide what the forecast must be or must have been. The
main issues are the degree of foresight and the sophistication
to be attributed to the agents who make or made the deci-
sions. These considerations will be influenced by the matu-
rity of the credit instruments that offer the nominal rate. For
instance, it is implausible to assume that investors in long-
term bonds regularly forecast long-term infiation accu-
rately. In this case, ex ante and ex post real long-term interest
rates are likely to be far apart; the ex post rate cannot be
calculated for the years late in the sample period {since fu-
ture inflation has not yet occurred) and analysts must there-
fore use a survey or other ferecast of prices in order to con-
struct the real interest rate  Purchasers of three-month gov-
ernment bills, on the other hand, will generally err in their
forecasts of the thiee-month inflation rate, but such short-
term forecast errors may cancel out over one or two years
In such cases, ex post and ex anre short-term real interest
rates may not be far apart

135

In the early 1980s, nominal interest rates in the developed
market economies assumed their highest levels in modern
financial history before falling back to the levels of the early
1970s (see figure VIL1). In many countries, these interest
rates have also been more volatile than in the 1970s. At the
same time, interest rates for financial instruments issued in
different domestic markets and denominated in different
currencies became more sensitive to each other as linkages
between developed countries’ financial markets tightened.
Nevertheless, despite this greater integration, interest rates
among countries were more, rather than less, dispersed in
the 1980s than in the 19703

There are also major differences in both short-term and
long-term real interest rates across countries and over time
{see table VII.1 and figure VII.2). There has been a dramatic
reversal between the 1970s, when real interest rates were
low and often negative, and the 1980s, when they have
moved upward to high positive levels. Since 1985, real rates
appear to have fallen somewhat in the United States of
America and to a certain extent in Japan, but they have re-
mained high in Europe




Reasons for the high real interest rates of the 1980s

There are many possible explanations for the high real
interest rates of the 1980s. These include a monetary expla-
nation, centreing on the abrupt shift in the United States and
some other countries to strongly disinflationary monetary
policies after September 1979; the pressure exerted by the
heavy borrowing by the United States to finance its fiscal
deficit; an increase in private investment demands, particu-

Table VIL.1

larly in the United States and motivated at least in part by tax
incentives; and a miscellanecus set of explanations as varied
as the post-1970s’ decrease in the incomes of high-saving,
oil-producing countries and heightened risk awareness on
the part of lenders. Each explanation has important implica-
tions for world growth and stahility.

Alternative measures of short-term and long-term real interest

rates for selected developed market economies, 1973-1988

(Percentage)
Short-term Long-term Long-term
rate? rated rates

France

1973-1979 -1.13 -0 47 -0.46

1980-1982 2.34 2.4 145

1983-1985 501 107 5.33

1986-1988 4 67 526 6,70
Germany, Federal Republic of

1973-1979 -1.51 27 289

1980-1982 3 .55 414 427

1983-1985 342 384 4.61

1986-1988 306 525 4.87
Japan

1973-1979 -1.63 -2 74 ~1 125

1980-1982 4.46 324 267

1983-1985 4.30 4.61 4.44

1986-1988 34 367 3.94
Netherlands

1973-1979 ~5.41 0.65 o

1580-1982 396 4.82 4.26

1983.1985 350 4.29 4.89

1086-1988 504 575 5.03
Switzerland

1973-1979 . -0.10 .

1980-1982 0.40 0.57 0.87

1983-1985 0.89 060 1.42

[986-1988 1.91 2.35 2.63
United Kingdom

1973-1979 -3.79 -1.06 1.69

1980-1982 3.87 ~-0.15 1.77

1983-1985 4.85 4.74 4.56

1986-1988 493 527 5.60
United States

1973-1979 -172 040 0.40

1980-1982 4.66 162 2.76

1583-1985 4.71 702 641

1986-1988 241 526 4.95

Source: IMF, International Financial Statistics, various issues, and QECD, Economic

Chtlpok, various issues.

Note: Real interest rates are calculated from the formula [(1-4+8/(1 +p)]-, where | is the
nominal interest rate and p is the percentage rate of inflation, both expressed as decimais.

& Fx post quarterly short-term rate.

b Conventional long-term rate (i e., with infiation assumed to be the average growth of
the consumer price index over the past two years)

€ Long-term real interest rate, where the inflation rate is assumed to be that forecast by

OECD for the next year
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Figure VII.1. Long-term and short-term interest rates in
selected developed market economies
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Figure VI1.2. Long-term and short-term real interest rates
in selected developed market economies
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& Long-term real rates are calculated from the formula (£ +i}{1 +p) - 1, where i is the nominai long-term govern-
ment yield and p is the average annuat rate of inflation in the consumer price index for two years up to the present
quarter,

b Short-term real rates are caleutated as above, except that infiation is defined as the average annualized growih of
the quarierly consumer price index between the previous quarter and the next quarter
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The monetary explanation

There is strong evidence that changes in monetary growth
have an inverse relationship to real interest rates in the short
run, The reason given for this is that prices tend to be
“sticky ", that is, slow to adjust to long-run, market-clearing
levels. When the rate of growth of money supply changes
rapidly, the real (price-deflated) values of people’s money-
holdings also change. Both theory and historical experience
indicate that prices eventually tend to rise or fall in propor-
tion to money supply, but in the meantime people have either
a surplus or deficit in their liquidity, which tends to depress
or raise real interest rates.

The restrictive shift in monetary policies may have been
the principal explanation for the rise of real interest rates in
the early 1980s. However, the experience of the United
States makes it seem less plausible for the later years of the
decade. By 1985, real interest rates in the United States re-
mained high and showed no tendency to fall. This made the
period 1980-1985 in the United States unusual by historical
standards. In the past, high real interest rates had led to ma-
jor and protracted recessions in the United States, which in
turn had resuited in drops in real interest rates ' A recession
occurred in 1982, but it was brief and was followed by the
present extended recovery. If monetary restriction had been
the explanation for the high real interest rates that have pre-
vailed from 1980 to the present, it would have been expected
to have had strongly depressive effects on real growth in the
United States. This has not occurred

The inadequacy of the monetary policy explanation is fur-
ther supported by an examination of the mix of real interest
rates, exchange rates and current account balances of the
United States from 1982 to early 1985. During this period,
the real trade-weighted value of the United States dollar in-
creased by about 24 per cent, while the current account of
the United States went into large deficit. Real interest rates
in the United States were not only high at this time, but ex-
ceeded those of most other developed countries (see table
V1. 1). The only plausible way of reconciling these observa-
tions is a driving force of strong aggregate demand in the
United States. This would jointly explain the high real inter-
est rates (which occurred because of demands for finance),
the high exchange rate for the dollar (because of the interna-
tional differential in interest rates and the resulting capital
flows) and the United States current account deficit (because
of excess demand),

The United States fiscal deficit and world savings

The obvious source of the demand stimulus in the United
States was its fiscal deficit, which reached 4.1 per cent of
GNP in 1982 (see table VIL2). In absolute magnitude, at
$125.7 billion, this was equal to nearly 70 per cent of the
combined fiscal deficits of the six other large industrial

1

Table VII.2. Share of fiscal balances in GNP/GDP for the
major developed market economies, 1980-1988

{Percentage)

Seven major Federal Republic United

countriest of Germany Japan States
1980 -3.3 -19 -62 -2.3
1981 -35 -25 ~5.9 ~2.4
1982 -4 6 -24 -59 -4 1
1983 ~3.3 ~-19 -5.6 -5.6
1984 -5.0 -16 -47 =51
1685 4.9 ~1.3 -39 -3
1986 4.4 -12 -3.6 -4.8
1987 -33 ~-1.4 -33 -33
1988 -31 -1 .8 =25 ~-31

Source: IMF, World Economic Outlook (Washington, D.C , April

1989;.

& Canada, France, the Federal Republic of Germany, Ealy, Japan,
the United Kingdom and the United States

Table VII.3. Changes in real domestic demand in the
major developed market economies, 1980-1988

(Percentage)

Seven major Federal Republic United

countries? of Germany Japan States
1980 -0 1 1.1 08 -18
1981 10 26 22 22
1982 -0.3 -20 28 -1¢
1983 i3 23 18 51
1984 57 20 g 87
1983 34 (LR 19 38
1986 37 is 40 iz
1987 37 31 51 30
1988 42 312 7.4 30

Source: IMF, World Economic Outlook (Washington, D C , April
198%)

4 Canada, France, the Federal Republic of Germany, Italy, Japan,
the United Kingdom and the United States.

countries. It represented more than one quarter of United
States gross capital formation in 1982, almost 40 per cent of
that of Japan, almost all of that of the Federal Republic of
(ermany, and more than the total gross capital formation of
the four other leading industrial countries. Moreover, the
United States fiscal deficit grew after 1982, exceeding 5 per
cent of GNP in 1983-1985 and reaching a maximum absolute
annual level of $209 .6 billicn in 1986}

On this point, see William Poole, **Monetary policy lessons of recent inflation and disinfiation™ . Journal of Economic Perspectives, vol. 2, No

3 (Summer [988), p 88. High real interest rates were associated with recession and falling prices in 1929-1932, 1920-1921, 1907 and 1893-1894
2 The United Siates deficits discussed here are federal deficits only and omit state and focal fiscal balances (which tend 1o be in surplus). Combin-
ing the two significantly reduces the deficit of the United States government sector in aggregate; for instance, the aggregate deficit in 1986 was

$144 4 billion, compared with a federal deficit of $205 6 billion
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Apgregate demand in the United States was strongly stim-
ulatory after 1982 (see table VII.3). This was also a period
of high real interest rates in the United States, which sug-
gests that the source of this stimulus was a net upward shift
in aggregate spending. Growth rates outside the United
States tended to be lower during this period, while the differ-
ences between United States real interest rates and those of
other developed market economies were positive and wid-
ened after 1982, This suggests that a stimulus from expendi-
ture demand in the United States was the cause of high real
interest rates world wide.

What sort of expenditure demand shifts were at work, and
is it clear that the United States fiscal deficit was behind
them? Government expenditure has been fairly stable as a
percentage of GNP in the United States, ranging between 19
per cent and 20 per cent over the period 1974-1982. Most of
the variation in the share of the deficit as a proportion of
GNP has arisen from reductions in taxes and growth in
transfer payments. These changes may have induced private
spending to increase, but only to the extent that private sav-
ings did not rise—that is, government dissaving will im-
pinge on society’s overall savings only if private savings do
not rise to compensate. A fall in total domestic savings (pti-
vate and public) because of increased government dissaving
must be reflected in the form of either a drop in domestic
expenditure or a deterioration in the current account posi-
tion. An excess of domestic investment expenditure over do-
mestic savings must be financed with a current account defi-
cit, and vice versa.

Gaps between investment spending and savings in the
United States appear prominently after 1982, as do large
current account deficits. Three observations arise from an
analysis of the individual and relative movements of the ra-
tios of investment and savings to GNP in the Federal Repub-
lic of Germany, Japan and the United States for the period
1974-1982 (see figure VIL3). First, in all three countries,
movements in the private investment ratios before 1983
were more clearly associated with total domestic savings
(i.e., including government savings) than with private sav-
ings alone. This suggests that changes in fiscal deficits
tended to be reflected in changes in private investment in the
opposite direction. Before 1982, when massive current ac-
count financing among the developed market economies be-
gan, government deficits appear to have impinged on pri-
vate investment and were not compensated for by private
savings. This phenomenon is referred to as “crowding out™.
Second, the United States investment ratio was rather steady
throughout the period 1974-1987, but there was a drop in the
private savings ratio. Maintenance of the investment ratio
was made possible after 1982 by growing current account
deficits financed largely by the surpluses of the Federal Re-
public of Germany and Japan. Third, investment ratios in
the Federal Republic of Germany and Japan moved down-
wards after 1982, despite these countries’ having maintained
{and slightly increased) their private savings ratios

The joint implication of these observations is that the

United States fiscal deficits absorbed significant amounts of

savings, from both domestic and external sources, Domestic
savings in the Federal Republic of Germany and Tapan that
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might otherwise have been used for capital investment in
these countries were instead allocated towards building up
financial claims on the United States.

Movements in exchange rates both reflected and helped
determine how much of the United States fiscal deficit
would be financed from external sources. The growth of the
trade and fiscal deficits caused interest rates and returns on
dollar-denominated financial instruments to increase. This
raised both the demand for these instruments and the real
exchange rate for the dollar. The rise in the real exchange
rate helped provide the net increase in United States imports
needed to balance the current account financing flow. Until
1983, the key variables moved in directions consistent with
this explanation based on the driving force of the United
States fiscal deficit: fiscal deficits (as percentages of GNP)
were rising, real interest rates were high, the real exchange
value of the doHar was high, and the current account was in
substantial deficit.

After early 1985, real exchange rates, real interest rates,
the difference in real interest rates across countries and the
United States fiscal deficit changed course. The United
States fiscal deficit fell as percentage of GNP. The value of
the dollar fell, average real interest rates fell and the differ-
ence between interest rates in the United States and else-
where parrowed . These events might be interpreted as a re-
versal of developments in the period 1982-early 1985: the
declining fiscal deficit reduced the real interest rate spread,
which in turn pushed down the value of the dollar Two dif-
ferences in the later peried, however, belie this interpreta-
tion. First, as noted earlier, the drop in private savings
largely offset the impact of the improving fiscal deficit on
total savings in the United States. Second, most of the period
from 1985 to mid-1988 was characterized by monetary ease
relative to the previous several years, especially in the
United States. This helped to reduce the interest rate differ-
ential in favour of dollar assets and contributed to bringing
down the doliar. At the same time, it also helped to sustain
demand in the United States and contributed to the persistent
United States current account deficit, even while the real
exchange rate of the dollar was falling. The United States
current account deficit peaked at 37 per cent of GNP in
1987.

Monetary policies in the developed countries reversed in
mid-1988, leading to higher real interest rates in general and
a return to a positive spread of United States real interest
rates over those of other developed countries. These devel-
opments were accompanied by a moderate rise in the real
value of the dollar relative to most other currencies.

A private investrent boom?

Another explanation for the high real interest rates, given
by some policy makers in the United States during the mid-
1980s, was that there was an upward shift in United States
investment demand. Investor confidence was often cited as
one reason for this, but tangible incentives were also pro-
vided by the 1981-1982 Economic Recovery Act. According
to this explanation, the factors leading to the upward shift in
investment could be permanent, so that expectations of the




Figure VI1.3. Private and public savings ratios for the Federal Republic of Germany,
Japan and the United States, 1974-1987

(Percentage shares of gross national product)
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long-run real value of the dollar might have increased per-
manently in the period 1982-1985. The argument can also
explain the decline in the real value of the dollar after 1985,
as tax reform in the United States in 1986 may have stifled
some of the incentive to invest.

This investment-boom explaration for high real rates is
not supported by the data. In the United States, the ratio of
gross private capital formation to GNP did not increase (see
figure VIL3). Any positive shift in United States investment
demand seems to have been sufficient at most to compensate
for the negative effects of the high real interest rates, Mean-
while, the investment ratios in the Federal Republic of Ger-
many and Japan continued their downward trend as domes-
tic savers in those countries acquired claims on the United
States rather than on domestic business.

Many observers have attributed the decline in investment
ratios of the Federal Republic of Germany and Japan during
the 1980s to a shift in investors’ preferences towards the
United States. The investment rates in the United States fell
less than those in the Federal Republic of Germany and Ja-
pan, so that inter-country shifts in investor preferences are
probably part of the reason for the relative changes in the
investment ratios among the three countries. Shifts in prefer-
ences towards capital investment in the United States can-
not, however, be the main explanation, since United States
investment ratios did not shift upward when the others de-
creased. Moreover, the very phenomenon of rising real in-
terest rates suggests that the net pressure on credit markets
must have been positive, again pointing to the apparent role
of the United States fiscal deficit in absorbing savings.

Other explanations for high real interest rates

Between the 1970s and the 1980s, oil-exporting countries
experienced a drop in their export and current account sur-
pluses due to changes in the structure of the international oil
market and falling oil prices. Previously, these countries’
surpluses had been recycled back to industriatized countries’
money markets, The disappearance of those surpluses is
sometimes suggested as a reason for higher real interest
rates in the 1980s on the grounds that the shift in income
from the high-saving, oil-exporting countries to lower-sav-

ing countries would reduce the share of global savings in
world output. However, it is questionable whether the shift
in the energy-exporting countries’ revenues mattered much
in comparison with the United States fiscal deficit and its
drag on world savings. During the 1970s, the maximum an-
nual current account surplus of the energy-exporting coun-
tries was $53.6 billion, compared, for example, with the
United States fiscal deficit of $205.6 billion in 1986 How-
ever, this direct comparison of magnitudes does not provide
an accurate indication of the impact on world saving. This is
because the reduction in world savings that would be
brought about by the shift in oil revenues away from the
producing countries would depend on the difference be-
tween the fraction of those revenues that the producing
countries saved and the fraction saved by other countries In
contrast, the income flow captured by the United States fis-
cal deficit represents a direct, dollar-for-doliar drain on
world savings’

Another explanation for high real interest rates centres on
market perceptions of volatility and risk Substantial risk
premiums may have arisen as a result of increasing concerns
about the risks of holding financial assets. There are several
lines of argument. First, macro-economic instability may
reduce incentives to save because uncertainty weakens con-
fidence in financial assets; the downward shift in savings
may drive up real interest rates.* A second possible effect
stems from uncertainty regarding inflation. Errors in fore-
casting inflation make the return to savers uncertain; if this
uncertainty reduced the willingness to save more than the
desire to invest, real interest rates would rise. The debt crisis
which erupted in 1982 also increased uncertainties regard-
ing the return on financial assets.

Neither of these two argurments is easy to evaluate empiri-

cally, but doubt is cast on the validity of the second by the
fact that the volatility of inflation increased during the
1970s, whereas real rates of interest were higher in the
1980s. Moreover, short-term real interest rates should be
less influenced than long-term rates by uncertainty regard-
ing forecasts of inflation. However, short-term real rates
have been persistently high in the 1980s and not much lower
than long-term rates.

The volatility of real interest rates

Volatility in interest rates has negative implications. It
raises the risks of both financial and real investment, in-
creasing required rates of return and stifling investment in
productive capital. At the international level, volatility in
interest rates causes and interacts with volatility in exchange
rates and so interferes with the international allocation of
investment and with world trade. The extent to which finan-
cial markets are responsible for these negative consequences
is a controversial issue. The ultimate sources of movements

in interest and exchange rates are private decisions and pub-

lic policies. The markets can be considered responsible for

creating instability only in the sense that, in their present
highty developed state, they increase the possibilities for un-
reasonable speculation or misguided policies.

Nominal interest rates became more volatile during the
1970s and, with some exceptions, notably the Federal Re-
public of Germany and Japan, this volatility increased in the

3 The oil-producing countries’ maximum annual surplus was 589 billion in 1981 This is larger than the surplus cited in the text, but it oceurred at

a time when real interest rates were already rising. The timing therefore seems inconsistent with the argument at hand

4  The effect of real cconomic uncertainty on saving is not unambiguous, however. It is also conceivable that households would cheose to save
more — for example, if the major risk were unemployment rather than the security of financial assets Further, if real interest rates rise because
of real economic uncertainty, one has to assume that any downward shift in investment must be less than the downward shift in suvings
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1980s. Several causes of the volatility have been suggested,
including supply shocks, shifting macro-economic policies,
cumulative debts, and interactions with volatile exchange
rates. There has, however, been little investigation of the
extent to which the volatility reflected fluctuations in the real
rate of interest or fluctuations in the rate of inflation.

It is often assumed that real interest rates are approxi-
mately constant; only recently has the variability of real in-
terest rates gained attention.® The assumption of constancy
in short-term real interest rates seems broadly valid for Can-
ada and the United States in the 1970s because the variance

of short-term real interest rates in those countrics was
smaller than the variance of inflation (see table VII.4). In
several countries, however, the data suggest that the real
interest rate was not constant or stable in the 1970s. In the
1980s, the variance of short-term real interest rates has risen
in some countries {e.g., the United States), but fallen in oth-
ers (e.g., the Federal Republic of Germany and Japan). In
general, it would be difficult to argue that real interest rates
have been constant except in the case of a few specific coun-
tries and periods. It follows that the volatility of nominal
interest rates cannot be explained merely by voiatility in in-
flation rates

Differences in real interest rates among countries

Nominal interest rates have also exhibited an increasing
tendency to diverge across countries (see table VIL5). The
differences between the nominal interest rates in different
countries on both long-term and short-term government se-
curities have been greater in the 1980s than between 1973
and 1979. The divergence seems most pronounced for long-
term interest rates

The differences are partially explained by differences in
inflation rates: the divergence in real interest rates across
countries has tended to be less than the divergence in nomi-
nal rates . In addition, the divergence in most real rates has
been somewhat less in the 1980s than in the 1970s (see table

V11.6), suggesting that the globalization and integration of

capital markets in the 1980s has had some effect on harmo-
nizing interest rates across national boundaries Neverthe-
less, the cross-country divergences remain large, with the
average absolute difference between the short-term reat in-
terest rate in the United States and the average in seven other
major countries being almost 3 percentage points.

Divergence in real interest rates does not necessarily im-
ply a lack of financial market integration. Most investors are
resident within one set of national boundaries and for them
the relevant price deflator for the nominal interest rate is the
change in their local prices. For example, the real interest
rate in the United States is not of direct concern to an inves-
tor in the Federa! Republic of Germany. For such an inves-
tor, the real return comprises the nominal return from in-
vesting in the United States in dollar-denominated assets,
adjusted for changes in the exchange rate, less the rate of
inflation in the Federal Republic of Germany. A difference
{or “spread’’) between the real rate of interest in the United
States and that in the Federal Republic of Germany does not
itself imply a wasted opportunity since there is no direct

means by which the investor in the Federal Republic of Ger-
many can earn the former rate.

It is this inability of investors to be able to take advantage
of differences in national real interest rates that makes it
possible for countries to conduct independent financial poli-
cies. If there were no such tolerance of spreads and no other
imperfections in capital markets, there would be only one
real interest rate on assets with a given class of risk. Individ-
ual countries would have little or no power to influence that
rate

The existence of a difference in real interest rates among
countries, even when international capital markets are
highly integrated, is consistent with a number of studies that
have examined the behaviour of domestic savings and in-
vestment. These studies have found that these two variables
are too closely correlated to be consistent with a situation in
which the reactions of savers and investors quickly eliminate
any difference in real interest rates.* It appears that domestic
factors can have simultaneous effects on a country’s levels
of savings and investment that are independent of develop-
ments in the rest of the world, suggesting that it is inappro-
priate to think in terms of a single world pool of funds with
costs and returns that are the same for all countries.

Real interest rates, capital flows, and exchange rates

The supposed actions of both savers and investots are not
the only factors that might have been expected to eliminate
the spread between real interest rates in different countries.
In theory, real interest rates in different countries should
move {0 equality because of two conditions, known as un-
covered interest parity (UIP) and purchasing power parity
(PPP). The former concept posits that investors will shift

53 The evidence to support the assumption that United Ssates real interest rates were approximately constant is contained in Eugene F Fama,
“Short-ters interest rates as predictors of inflation”. American Economic Review, June 1975, pp. 269-282 . For an article rejecting constancy
but suggesting that the variance of United States real interest rates is small relative to that of inflationary expectations, see Eugene F Fama and
Michael R Gibbons, "In{lation, real returns and capital investzent”, Jowrnal of Monetary Economics, May 1982, pp. 297-323

6 The seminal papers are M Feldstein, *Domestic saving and international capital movements in the long run and the short Tun™ . Enropean
Economic Review, vol 2i, March/April 1983, pp. 129-155 and M Feldsteinand C Horioka, “Domestic saving and international capital
flows", Economic Journal, 90. 1980. pp 314-329 . The logic is that, if all savers and investors had access to a wosld pool of funds at the same
real costs and returns, sources and uses of funds would be independent of origin and place of use. If local real interest rates are semewhat
independent, as seems to be the case, loeal factors can have simultaneous effects on both domestic saviags and investment that are at least

partially independent of the rest of the world's savings and investment
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Table VIL.4. Components of the fluctuations in short-term interest rates for

selected developed market economies, 1973-1988

Variance Variance of Variance Covariance between
i of nominal inflation of real real rate and
i Country and period rate® rate? rate inflation rate

Canada

1973-1988 9 87 1003 7.39 =37

1973-1978 4 .86 567 364 -2.25

1979-1988 936 300 5.47 -156
France

1973-1988 891 11.42 8.03 ~5.93

1973-1978 547 6.15 1.96 ~1.33

1979-1988 8.60 15.46 7.01 ~5.93
Germany, Federal Republic of

1973-1988 7.13 3.59 473 -0.61

1973-1978 8.37 301 214 131

1979-1988 6.06 1.54 4.88 -0.18
Japan

1973-1988 612 2729 14717 ~17 98

1973-1978 7.27 29.33 12 83 ~-17 49

1979-1988 4.47 520 1.38 ~1.03
Netherlands

1973-1988 815 1217 1H).36 -7.19

1973-1978 11.69 12.00 4.67 -2.50

1979-1988 6.95 6.65 5.59 -2 63
Switzerland

1980-1988 315 339 229 ~1.27
Usited Kingdom

1973-1988 7135 29.69 26 26 ~24 30

1973-1978 6.56 26.59 16.23 ~18 13

1979-1988 4.84 2158 916 -12 95
United States

1973-1988 764 10. 16 877 -5.65

1973-1978 197 5380 1.8} -2.82

1579-1988 786 1375 7.36 -6.63

Sonrce: Department of International Economic and Social Affairs of the United Nations Secretariat, based on IMF,

International Financial Statistics, various issues.

a  Based on data of quarterly averages.

b Based on the inflation rate for the current and the past four quarters as measured by the consumer price index.

their purchases between securities denominated in different
currencies until the difference in nominal interest rates on
comparable securities is equal to the expected percentage
depreciation (over the same period as the interest rate) of the
currency whose security carries the higher nominal interest
rate. This approach assumes that the investor’s objective is
to maximize his nominal expected return—which implies he
is indifferent to foreign exchange risk—in a market free
from transactions costs and regulatory interferences. The

term “‘uncovered”’ refers to the assumption that the expected
change in currency values is the investor’s forecast rather
than the result of prearranged prices transacted in futures
contracts or forward markets in foreign exchange.”

The concept of PPP is based on the assumption that market
forces align exchange rates and the prices of goods in differ-
ent countries so that the “‘real exchange rate”, that is, the
rate at which one country’s exports buy imports, will be

7 In futures markets, investors agree to take or render delivery of depasits denominated in one currency in exchange for cash payments in another
currency ot specific dates. “Forward" currency deposits are prearranged exchanges of deposits with commercial banks in different currencies

at preatranged rates of exchange.



Table VII.5. Dispersion of short-term and long-term
nominal interest rates for selected devel-
oped market economies, 19731988

(Percentage)

Table VII.6. Dispersion of short-term and long-term real
interest rates for selected developed market

economies, 1973-1988»

{Percentage)

Shorl-term rates  Lonp-term rates

Short-term rates Long-term rates

Overall dispersion?

1973-1979 206 I 39
1980-1982 3.02 218
1983-1085 271 313
1986-1988 2.17 280
1980-1988 2061 270
Deviations from the United States rate®
1973.1979 259 i75
1580-1982 345 222
1983-1985 275 114
1986-1988 2.27 319
1980-1988 2 .86 283

Source. Department of International Economic and Social Affairs of
the United Nations Secretariat, based on data from IMF, International
Financial Staristics

4 Eight countries are included: Canada, France, the Federal
Republic of Germany, fapan, the Netherlands, Switzerland, the United
Kingdom and the United States. Caleulations are based on quarterly
average interest rates

b Average absolute difference from the overall average interest
rate for ail countries for each quarter

€ Average absolute difference between the quarterly average
interest rate in the United States and those in the seven other countries.

constant.” This **purchasing power parity” usually requires
the assumption that foreign exchange and goods markets are
highly efficient and that this relative price is not affected by
changes in the money supply or by other factors that influ-

ence nominal demand in different countries. Constancy of

real exchange rates implies that nominal exchange rates and
relative price levels must grow at offsetting rates. When
PPP is combined with UIP, the theoretical result is that real
interest rates should be the same in the two countries.®

There is, however, abundant evidence that these condi-
tions are not satisfied in practice. The invalidity of PPP is the
more obvious: real exchange rates oscillate widely (see
those shown for the United States vis-g-vis Japan and vis-@-
vis the Federal Republic of Germany in figure VIL4). The
usual explanation is that the prices of goods are sticky in the
short run, while nominal exchange rates are much more vol-
atile because they are affected by factors besides the relative
prices of goods (such as interest rates and capital flows).

Overali dispersion®

1973-1979 2.63 [75
1980-1982 226 [ 6}
1983-1085 1 61 143
1986-1988 1.60 09
1980-1988 219 136
Deviations from the United States rate®
1973-1979 325 213
1980-1982 34z 246
1983-1985 205 3.37
1986-1988 2.43 113
1580-1988 292 239

Source* Department of International Economic and Social AlTairs of
the United Nations Secretariat, based on data from IMF, Inrernarional
Financial Statistics. Nominal interest rates are guarterly averages,
Shert-term real imerest rates are ex post: the inflation component is
taken as the percentage growth in the (guarterly average) consumer
price index, annualized (times four). The inflation components of the
long-tera interest rates are taken to be the average growth in coun-
tries” (quarterly average) consumer price indices for two years ending
with the current quarter.

1 Ejght countries are included: Canada, France, the Federal
Republic of Germany, Japan, the Netherlands, Switzerland, the United
Kingdom and the United States. Calenlations are based on quarterly
average interest rates

b Average absolute difference from: the overall average interest
rate for all countries for each guarter

¢ Average absolute difference between the quarteriy average
interest rate in the United States and those in the seven other countries

One influential theory rejects the proposition of short-run
PPP (on the grounds that prices are sticky), but retains the
proposition of PPP for the long run (on the grounds that
prices can adjust fully if there is enough time) and accepts
UIP.* This combination of assumptions not only explains
why spreads between real interest rates among countries
might reasonably exist, but also makes these spreads into
key indicators of the direction of capital flows and major
determinants of short-run movements in exchange rates.
One implication of this theory is that the value of a country’s
currency, measured against that of a country with lower real
interest rates, should be higher than the long-run equilib-
rium. The expected correlation between differences in real

8 Stricter versions of PPP require that prices of individual goods be equal after the appropriate exchange rate conversion The version in the text is
based on the average price of a basket of goods measured relative to some base year, i.e , a price index PPP in this context requires the expres-
sion E(P,/P,) to be constant, where £ is the the price of the currency of country 1 in terms of the currency of country 2 and P, and P, are the

domestic price indices of countries [ and 2, respectively

9 If the rea exchange rale remains constant, it implics that e* + (p¥ -p*) = 0, where ¢. p, and p, represent average percentage changes of E. P,
and P, respectively (see note 8 above} and * represents their expected values . UIP requires that i, = §, + e* Replacing e* in this equation with
its value from the first one gives i;~p¥ = i,~p¥, i.e , the real interest rates must be equal

10 Rudiger Dornbusch, “Expectations and exchange rate dynamics"", Journal of Pelitical Economy. 84, 1976, pp 1161-1176



Figure VIL.4. Real exchange rates, short-term real interest rate spreads and current account
ratios in the Federal Republic of Germany, Japan and the United States

A Real exchange rates
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Source: Department of International Economic and Social Affuirs of the United Nations Secretariat, based on
IMF, International Financial Statistics, various issues

a Real exchange rates are expressed as the price of the dollar in foreign currency muitiplied by the ratio of the
United States consumer price index to that in the Federal Republic of Germany and Jupan, respectively The resulting
series is expressed with base 1980=1

b The difference refers to the excess, expressed as a decimal, of short-tezm real interest rates in the Federal Repub-

lic of Germany and Japan aver the United States rate Inflation is defined as the average annualized growth of the
quarterly consumer price index between the previous quarter and the aext quarter
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Figure VIL.5. Differences in short-term nominal rates of return
on dollar and non-dollar financia) instromentss

{Percentage)
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Source: Department of International Economic and Social Affairs of the United Nations Secretariat, based on IME,

International Financial Sratistics, various issues

4 The difference is defined as the United States short-term nominal imterest rate minus the average of the corres-
ponding rate for seven countries (Canada, France, the Federal Republic of Germany, Japan, the Netheriands, Switzer-
land and the United Kingdom), with each of the latter rates adjusted for the avernge quarterly annualized change in the

value of their currency vis-@-viy the dollar

interest rates and real exchange rates clearly exists for the
Federal Republic of Germany and Japan vis-a-vis the United
States (see figure VII.5). Moreover, the 1elationship is not
restricted to the United States and other countries: it holds
tightly on a bilateral basis between many countries (see table
VII 7).

The approach also provides some insight into the apparent
overvaluation of the dollar in the mid-1980s. If UIP and
gradual adjustment of real exchange rates to PPP are as-
sumed to prevail, the spread in the real interest rate between
two countries provides a theoretical forecast of the real de-
preciation of the currency of the country with the higher
interest rate. A comparison of the real interest rates on
United States Government bonds with those on comparable
bonds issued by other developed countries, together with
other information, suggests that the doliar was overvalued in
real terms in early 1985 by about 35 per cent relative to
currencies of the other leading industrial countries.* As of
eatly 1585, the real value of the dollar had risen by approxi-
mately that amount relative to the real values of the other
currencies since about 1980 (when the United States current
account had been roughly in balance).

Nevertheless, the events of the 1980s call into guestion
some aspects of this approach. The fall in the real exchange

value of the dollar since early 1985 has not been sufficient to
keep the United States current account deficit from growing .
It appears that the calculation of a long-run equilibrium real
exchange rate requires more detailed analysis and that the
connection between the differences in real interest rates in
early 1985 and the dollar’s supposed “‘overvaluation’ rela-
tive to a base year of 1980 is a matter of coincidence.

Empirical data have never given strong support to UIP,
and the volatile movements in interest rates and exchange
rates in the 1980s cast particular doubt on its validity. UIP
predicts that, on average, returns on comparable assets de-
nominated in different currencies should be equal after ex-
change rate conversion. However, the difference between
the retorns on non-dollar and dollar-denominated assets, af-
ter adjustments for changes in the exchange rate, has been
large and persistent in the 1980s (see figure VIL 5). In partic-
ular, in the period to late 1984 (when the dollar appreciated
rapidly}, the nominal return on doliar-denominated short-
termt assets, adjusted for changes in the exchange rate, ap-
pears to have exceeded the returns on similar assets in other
currencies by about 10 per cent, while the opposite occurred
(in the amount of about 11 per cent) as the dollar fell after
1984 These systematic deviations were large in relation to
the differences in interest rates.

11 See Rudiger Dornbusch and Jelfrey Frankel, “The flexible cxchange rate system: experience and alternatives™, National Bureau of Economic
Research Working Paper No. 2464, p 18 The authors estimated elsewhere that this real exchange rate tended 10 adjust the pap between its
current and long-tun value by about 14 per cent annually. Since the real interest rate spread of 5 per ceat implied an annual 5 per cent depre-
ciaion in the dollar real exchange rate and this should cqual about 14 per cent of the gap, it followed that the current real exchange rate was about

35 per cent (5/0.14) higher than its long~run value
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Table VIL.7. Correlations between differences in short-term real interest ratess across coun-
tries and the corresponding real exchange rates® for selected developed market
economies, 1970-1988

Federal
Country { Republic of United United
Country j Canada France Germany Jopan Netherlands Switzerland Kingdom States

«{Canada -0.23% (.33 0.13* 0 65%* (O 25+ 0 15+ -0 32
France 0 16* 0.06 0 .34%x 0. 64*> (.45% 017%
Germany, Federal

Republic of 0.41%* 0 66** 0 784+ Q.51 (3 T5%*
Japan 04 0 59*+ 0.25%* [
Netherlands (0 66** 0 44** 0.63%*
Switzerland 0.09 {.570*
United Kingdom 0. 12%
United States

Sowrce: Department of International Economic and Social Affairs of the United Nations Secretariat, based on IMF,
International Financial Statistics, various issues

Note: A positive correlation in this table indicates that a larger real interest rate spread in favour of one country (¢ &
a bigger difference between real interest rates in the United States and those in the Federal Republic of Germany) is
associated with a higher real exchange rate for the currency of that country (i.e , the dollar). The real exchange rate is
defined here as the nominal exchange rate of country i s cusrency in terms of country j's currency (e.g., ifcountry iis
the United States and country j is the Federal Republic of Germany, it is the number of dentsche mark required to buy
one United States dollar) multiplied by the ratio of the consumer price index in country { to the consumer price index in
country j The real short-term interest spread is defined here as the rate in country § minus the rate in country j.

8 Measured as the difference in the average of four quarterly ax post short-term intercst rates ending in the quarter

over which the nominal interest rate applics

b Measured as the exchanpe rate between the two countries deflated by the ratio of their consumer price indices

* indicates statistically significant cozrelation at the 0.3 level.

*+ indicates statistically significant correlation at the 0.05 level.

In summary, the evidence suggests that both PPP and UIP
hold up poorly in practice, though not so poorly as to render
real interest rates in different countries completely indepen-
dent of each other, nor so poorly as to make exchange rates
independent of differences between real interest rates. An
upward shift in a country’s fiscal deficit, as occurred in the
United States beginning in 1982, will still raise domestic real
interest rates and the real value of the domestic currency.

These imperfections in markets simply imply that we shouid
expect no straightforward arithmetic relationship between
the difference in real interest rates and the market’s expecta-
tion of future changes in the real value of the currency. After
1985, the excess of real interest rates in the United States
over those elsewhere declined and, as would be predicted,
so did the real value of the dollar.

Conclusions

High levels of interest rates—real interest rates in particu-
lar—are usually considered to augur ill for the economy, but
this depends on the reasons for their being high. If high real
interest rates reflect strong demand for funds for invest-
ment, the implication is that borrowers regard future growth
and profits as also being sufficiently high to cover their pay-
ments to lenders. High rates under these circumstances im-
ply a favourable view of the economic future. If, on the
other hand, high real interest rates reflect a low availability
of savings in the world at large, the prognosis is less fa-
vourable.

The foregoing analysis suggests that the increase in real
interest rates in the 1980s is a symptom of macro-economic

imbalance associated with the United States fiscal deficit.
The key data-—investment and savings ratios, spreads in real
interest rates between the United States and other countries,
exchange rate movements in relation both to these ratios and
to spreads in interest rates—point to the United States fiscal
deficit as a major drag on world savings. In the absence of an
increase in other sources of world savings, further large
United States fiscal deficits will continue to “‘crowd out”
world investment and retard growth. In addiiton, failure to
increase the flow of world savings and the persistence of
high real interest rates will continue to be a major obstacle to
the objective of reversing the net transfer of resources from
the heavily indebted countries.
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Although the United States fiscal deficit has declined as a
share of the United States GNP, this boost to total savings in
the United States has been substantially offset by a decline in
the private savings rate.”. At the same time, the difference
in short-term real interest rates between the United States
and other countries has narrowed, which implies (and has
been accompanied by) a drop in the real value of the dollar.
The decline in United States real interest rates relative to
those abroad suggests that the maintenance of United States
demand betwen 1986 and 1988 was driven largely by mone-
tary policy. This, in turn, helps to account for the increase in
the United States current account deficit,”

In this instance and in general, real interest rates appear to
be important determinants of real exchange rates. A higher
domestic real interest rate relative to another country’s leads
to a higher exchange value of domestic goods when traded
for the other country’s goods. The mechanism appears to
work through the capital market, with the higher rate on
domestic assets increasing their attractiveness. Because the

Governments of the major developed market economies
have committed themselves to co-ordinated efforts aimed at
stabilizing exchange rates, real interest rates should be use-
ful indicators for this purpose.

However, recent history also indicates that real interest
rates should be used as a policy indicator with great care. A
particular difference in real interest rates among countries
can be consistent with a variety of current aceount balances
and real exchange rates, depending on the mix of monetary
and fiscal policies in and between countries. The policy mix
chosen by the Governments of the major industrial countries
after 1985 succeeded in reducing the value of the doljar (pri-
marily by monetary policy), but it also helped to perpetuate
the United States current account deficit. Although spreads
in real interest rates are becoming recognized as important
indicators for economic policy, reliance on monetary policy
to manipulate these spreads and real exchange rates cannot
substitute for domestic fiscal policy reform,

12 The savings rate is likely to continue to decline in many developed market economies for demographic reasons The proportion of older people
in these populhtions is increasing (see Special Issues, sect. I, below) and this age group tends to save less than younger age groups, or even (o

dissave.

13 Asindicated in figure VII 5, the vatio of the current account 1o GNP showed essentially no trend between 1986 and 1988
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Chapter VIII

ECONOMIC ADJUSTMENT AND THE NET TRANSFER OF RESOURCES FROM DEVELOPING COUNTRIES

For large parts of the developing world, the 1980s have
been a period of economic retrogression. Many countries—
concentrated in Africa and Latin America and the Carib-
bean, but also some Asian and European developing coun-
tries —have lost the momentum of development gained in
the 1960s and 1970s and have seen standards of living deteri-
orate. Other developing countries have charged ahead, both
in terms of average income per head and levels of technolog-
ical sophistication. In the 1990s, per capita income in Asia,
long known as the poorest continent on earth, will begin to
exceed that of Africa.

The split in the economic performance of the developing
countries has prompted many investigations, including some
in the World Economic Survey,' and has affected interna-
tional discussions of development policy. The countries
whose economic performance has lagged are sometimes
viewed as having been trapped in an economic adjustment
process through which other countries have progressed
more quickly or have been able, thus far, to evade due to
differences in their economic circumstances. The fact that
the adjustrent process in the world economy is still far from
complete is important, especially in the United Nations
where preparations are now under way for a new intergov-
ernmental pact on development, the International Develop-
ment Strategy for the Fourth United Nations Development
Decade, as discussed in chapter I above.

The collective understanding of economic development
and the adjustment process is not very far advanced There is
a consensus that the economic performance of developing
countries has multiple determinants: some reside within
them and some in the external economic environment; some
are policy-related and some the results of resource endow-
ments and the state of technology; some respond quickly to
domestic policy measures and others require a long time to
change. Still others can only be addressed at the policy level
by the international comumunity

One factor that has been a focus of attention in intergov-
ernmental discussions is the net transfer of financial re-
sources from developing to developed countries, also re-
ferred to as the "“negative transfer of financial resources”, in

contrast to the traditional positive transfer to developing
countries.’ At the level of the aggregate of the capital-im-
porting developing countries, 1989 will mark the seventh
consecutive year of negative transfers.’ As noted in chapter
1V, the negative transfer is not everywhere related to eco-
nomic distress. In rapidly growing economies such as the
Republic of Korea, it is a sign of growing economic maturity
and success. But in most cases, the negative transfer is due to
adverse changes in credit-related flows that are intimately
related to the developing country debt crises of the 1980s

If the capital-importing developing countries are divided
into those that have experienced debt-servicing difficulties
and those that have not, the negative transfer is seen to be
very much the experience of the former group of countries
Table VIIL1 illustrates this clearly in terms of two groups of
developing countries as defined by the International Mone-
tary Fund (IMF) and in terms of the two common defini-
tions of the net financial transfer of resources. Viewing the
net transfer as the net capital flow minus the net payment of
investment income, the group of countries that have not had
recent debt-servicing problems has continuously registered
a net financial resource inflow, whereas the aggregate of the
debt-problem group of countries last received a net resource
inflow in 1982, In terms of the expenditure definition—
which is the one most closely related to concepts of national
income accounting, such as gross domestic investment and
saving -~ the net transfer of the countries without debt prob-
lems turned negative in 1987, as these countries applied their
trade surpiuses to building up reserves Indeed, these latter
countries have added to their aggregate reserves in each year
of the decade, whereas the debt-problem countries have had
to draw down their reserves, in aggegate, as often as they
were able to add to them.

That there is a close relationship between the change in the
net financial transfer and the adjustment problem is clear:
not a single developing country that experienced serious
debt-servicing difficulties in the early 1980s and was adjust-
ing by mid-decade has been able to recover sufficiently to
restore the confidence of ies international creditors and re-
gain normal access to international finance But the solution
to the adjustment problem is not merely to return financial

1 See, in particular, * The fast-prowing developing countries of the 1980s™, in World Economic Survey 1987 and ~ Growsh and adjustment in
smail and medium-sized developiag countries during the 1980s™, in World Economic Survey 1983 (United Nations publications, Sales Nos

ERTILC fand BB 1.C 1), pp. 155-167 and 141-149, respectively
One sign of continuing intergovernmental interest in the subject of the net transfer of resources from developing to developed countries is

[$8)

Economic and Social Councit decision 1988/160, in which the preparation of this chapter was calied for. That decision was the latest in a series
of decisions on the subject adopted by the Courcil and the General Assembly (see, in particular, Council resolution 1987/93 and General As-

sembly decision 42/429)

3 In some presentations, the net transfer of resources is understood to include the effect of changes in the terms of trade as well as changes in
financial flows The concept as used here is restricted to the financial flow effect in order that the impact of changes in the terms of trade may be
addressed separately For further details on the definition of the net transfer, see the report of the Secretary-General on the net transfer of re-
seurces from developing to developed counteies (E/1988/64) and World Economic Survey 1986 (United Nations publication, Sates No

E.86.11 C 1), pp. 163-164.

4 The Fund clussifies a country as having had recent debt-servicing difficulties i it has incurred external paynients arrears or entered officiul or
commercial bunk debt rescheduling agreements during 1985-1987 (see IME, World Economic Ourlook 1989 (Washington, D.C | April 1989).

Statistical Appendix)



Table VIII.1, Net transfer of financial resources of developing countries
with and without debt-servicing difficulties, 1981-1988

(Billions of doliars)
1981 1982 1983 1984 1985 1986 1987 1988
Countries with debt-servicing
difficulties (73 countries}
Net financial transfer®
Capital account definition 34 44 -6.3 -127 <280 ~12°1 -14 8 2285
Expenditure definition 56.9 46.1 -69 -28.1 «29.4 -4 9 «19.7 216
Use of official reserves 235 417 L6 -154 -1.4 T2 -49 6.6
Countries without debt-servicing
difficulties {53 countries)
Net financial transfer®
Capital account definition 336 29.1 306 145 261 10.1 39 120
Expenditure definition 292 254 26.2 i3.3 216 9.6 -107 -1.5
Use of official reserves 4.4 -37 -4 4 -12 4.5 05 -14 6 -19.5

Source. Data and country groups from IMF, World Economic Curlook, April 1989

4 Capital account definition is the net flow of all forms of capital in and out of the sample countries, minus net capital
servicing, including IMF flows, but excluding changes in official reserve assels Expenditure definition is the
negative of the balance of payments of geods, private transfers and all services excluding capital-related payments
The change in official reserve assets is the difference between the two measures. Data in this table are approxima-
tions in that IME does not include payments of direct investment income in its measure of net investment income;
net resource transfer data in subsequent tables in this chapter include those payments

transfers to their previous levels. About that there is no con-
troversy. The key question is how to find the appropriate mix
of policy reforms and how much international finance to
supply in support of reform.

With this in view, the present chapter looks into the eco-
nomic adjustment process and the role played by interna-

tional transfers of financial resources. The approach taken
here is to analyse broad aggregates of countries and specific
country case histories in an effort to explore why the adjust-
ment problem still exists in so much of the developing world
and how it might be overcome.

The net transfer and adjustment

The phrase *‘economic adjustment’” has come to have a
multitude of definitions. The kernel of meaning that the var-
ious authors seem to share is that adjustment is a set of re-
sponses of an economy to policies that were themselves
adopted in response to adverse economic developments.
First there is a disturbing economic shock and then an at-
tempt to recover economic balance. The recovery need not
aim at restoring the status quo ante; indeed, in some cases
the shock was especially disruptive because it revealed
weaknesses in existing economic structures and policies. In
such cases, adjustment becomes structural adjustment,
which in policy terms often becomes indistinguishable from
long-run development planning.

The goal of adjustment: sustained development

For purposes of the present analysis, economic adjust-
ment is defined as the changes needed to place an economy
on a sustained path of economic growth and development,
For growth to be sustained, adjustment must proceed on two
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broad fronts: structural and macro-economic. The latter in-
cludes monetary and fiscal policy-making. On the fiscal
side, government budget balances need not be reduced to
zero, but deficits must become small enough to allow the
economy to absorb smoothly the growth of the government
debt that finances the deficits. This does not ean that gov-
ernment expenditures must everywhere be curtailed, espe-
cially if cutbacks have already been instituted, but it does
mean that government revenues must rise to carry the over-
whelming bulk of the cost of expenditures.

On the monetary side of economic policy, one locks for
adequate stability of prices and positive but pot excessive
real interest rates. This also makes exchange rate manage-
ment easier. To give proper signals for business decisions,
changes in domestic prices need to reflect changes in inter-
national prices and in relative domestic scarcities. On a sus-
tainable growth path, inflation need not be reduced to zero,
but investors must not be so distracted by inflationary wor-
ries that they cease to make long-run commitments of funds



to projects. In addition, as the financial system is usually
intended as a mechanism for effective mobilization and allo-
cation of capital resources, individuals and enterprises
should be willing to buy and hold financial assets, for which
they naturally expect a real return.® Economic agents will
remove their wealth if they think #s value is endangered,
particulatly at a time when the technology of international
finance has made it relatively easy to do so.

The international financial aspect of sustainability re-
guires that foreign claims can be serviced without undue
strain on the foreign exchange earnings of the economy.
Countries that achieve this condition will regain normal ac-
cess to international financing, and creditors and investors
would make decisions on resource commitments on the
usual basis, which concentrates on the soundness of individ-

ual projects and programmes. In contrast, today lending of

almost any type is banned to a country that has not overcome
its adjustment problems, for fear of macro-economic restric-
tions on transferring earnings abroad.

For most developing cconomies, international prices are
exogenous variables to which they can adjust but which they
cannot control. Indeed, part of the structural aspect of eco-
nomic adjustment is changing the mix of goods produced for
export and imported for domestic use in response to changes
in international price trends. This aspect of the structural
preblem can be viewed in different ways. One is to increase
the production of tradable goods as opposed to non-trada-
bles; another is to increase the interlinkages between sectors
in an economy so that, for example, an increasing propor-
tion of inputs to a production process are purchased from
domestic suppliers. A third aspect is to diversify the produc-
tion structure and emphasize economic activities that are not
overly specialized, so that the economy can shift relatively
quickly in response to adverse international circumstances
or newly emerging opportunities. In an uncertain and vola-
tile international economy, the value of diversified agricul-
ture and a strong manufacturing base need hardly be
stressed.

Another of the structural dimensions of adjustment is that
for sustained growth a developing country needs a robust
official sector that is able to provide necessary public serv-
ices and build and maintain essential infrastructure, such as
road networks. However large the role accorded the private
sector in a country’s development strategy, the Government
must provide services that the private sector cannot supply.®
It is also the essential role of the Government to promote and
protect the common good; public action against environ-
mental polluters is a classic case in point. In addition, the

Government is tiaditionally the major source of financing of

education, a primary underwriter of research and is respon-
sible for public health measures, all of which would be pro-

vided in adequate measure in a country undergoing sus-
tained growth.

It is also traditional to look to the Government for an over-
all perception of the direction in which an economy is and
should be going. Whatever the degree of popular participa-
tion, the Government is the forum in which decisions are
made on directions and paths of development, on what eco-
nomic sectors to encourage, on what economic behaviour to
prohibit. Action to ensure that the environment is defended
can be taken only at the governmental level. Whether or not
Governments engage in formal development planning, they
make the decisions that together form the development pol-
icy package. And by monitoring performance they can dis-
cern when development takes a direction that is not sustain-
able. Moreover, in countries experiencing sustained growth,
the people seem to devote considerable attention to how their
Government is functioning, questioning shortcomings and
searching for techniques to improve its effectiveness.

Finally, countries undergoing sustained growth would be
on a trend of rising average incomes and rising wage rates.
Competitiveness is maintained as workers gain in productiv-
ity since investment expands and renews the capital stock.
Indeed, a high rate of investment would occur in all key
sectors of the economy, financed for the most part by domes-
tic savings that increase more easily when incomes them-
selves are rising. In this setting, entrepreneurship is encousr-
aged by the growth of markets at home as well as abroad and
by the generally buoyant conditions Farsighted and humane
policies for reducing poverty would be more readily adopted
and financed when aggregate income is rising significantly

Investment resources: a key element in growth-oriented
adjustment

The picture presented of an economy undergoing sus-
tained growth is not meant as an unattainable ideal. For most
developing countries in the 1980s, however, it might seem to
be such. The differences among economic situations can be
highlighted by dividing the developing countries that are
usually thought of as net users of foreign capital into three
analytical subgroupings of countries, namely, those that
have not experienced recent debt-servicing and adjustment
crises, a group of 15 heavily indebted countries that is often
associated with the “Baker Plan” of the former United
States Secretary of the Treasury, and a group of low-income
African countries.’

The countries that have avoided debt-servicing crises have
been able to maintain high rates of economic growth for long
periods. Their per capita GDP has even grown more rapidiy
in the 1980s (4.2 per cent a year on average from 1981 to
I988) than it did in the 1970s (3.6 per cent a year on average

3 This is not neeessarily an argument against subsidization of credit, aithough it is probably best used when it can be effectively tergeted; bus
subsidization should be an explicit policy whose costs are clearly seen in the government budget

6 Governments may contract almost any public service lo a private firm, but the expenditure decision would remain a governmental one

7 The country groupings and the data estimates in this discussion are those of the International Monetary Fund. as published in its World Eco-
nemic Outlook Countries withoul debi-servicing problems are the same as those in table VIIE | The 15 country sample comprises Argentina,
Bolivia, Brazil, Chile, Colombia, Céte d'iveire, Ecuador, Mexico, Morocco, Nigeria, Peru, the Philippines, Uruguay, Venezuels and Yugo-
stavia The sub-Saharan grouping comprises 46 countries, excluding Nigeria and South Africa The groupings are solely for analyticat conven-
ience and do ot express an opinion about what types or degrees of financial assistance might be required by any individual country



Figure VIIL 1. Growth and investment in developing
countries, 1980-1988
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from 1971 to 1980). Growth of per capita output of the other
groups has been quite different. For the 15-country sample,
it dropped from 3 1 per cent on average in the 19705 to -0.9
per cent a year in the 1980s. For the African sample, GDP
per capita did not grow at all in the 1970s, and has been
declining at an average rate of 0.8 per cent a year in the
1980s.

A crucial difference among the country groups is their
investment levels. In contrast to the steady rate of invest-
ment of over 27 per cent of GDP by the countries that evaded
debt-servicing crises, the investment rates in the other two
groups fell drastically. Investment efforts seem impossible
to maintain in the face of declining per capita output (see
figure VIIL1). In the case of the 15 country sample, the fall
was from pre-crisis levels of 24 per cent of GDP or more to
about 17 per cent or less. In the case of the African grouping,
investment began the decade at the aiready relatively low
level of about 20 per cent of GDP, from which its fali to 17
per cent was especially costly. By 1988 the investment share

was hardly above that in 1983, and as per capita GDP itself

has fallen, it cannot be said that recovery of investment has
begun. Of course, the rate of growth of an economy depends
on much more than the rate of investment; but without ade-
gquate levels of investment, especially over long periods of
time, a country’s capacity to grow is severely curtailed.

The relationship of investment to the net transfer of re-
sources is that the financing of investment must come from
domestic savings or the net financial transfer® As can be
seen in figure VIII.2, the country group with the highest
average growth rate and the highest investment share also
had the highest rate of savings.® With hindsight, it is clear
that these countries did not rely excessively on foreign re-
sources for investment. When international financial condi-
tions deteriorated sharply in the early 1980s they were gen-
erally less vulnerable.

There is a virtuous circle here, as rapid growth of income
per capita fosters a rising savings rate and high investment,
which provide support for further rapid growth of output
and income. When the net transfer of this group of countries
became negative in 1987, they were able to absorb it with a
higher savings rate and without sacrificing investment (see
figure VIIL.1).

The contrast with the other two groupings of countries
could not be more dramatic. In the 15-country sample, the

net transfer of resources dropped sharply from a pre-crisis
average of 2 per cent of GDP in 1979-1981 to a low of -4 per
cent in 1984-1985 and a level of at least -2 per cent since. A
drop of that magnitude could not have been offset by an
increase in savings. In any case, after first declining a small
amount, savings have held fairly steady at roughly 20 per
cent of GDP since 1981.

A similar story can be told about sub-Saharan Africa, ex-
cept that the savings rate was much lower to begin with and
the dependency on foreign resource transfers was—and ig—
much higher, Net transfers on average remained positive, if
reduced, although for many countries in the region they be-
came significantly negative.

The resource transfer problem has hobbled the countries
facing the adjustment imperative in two ways. First, they
were deprived of foreign resources and as such their ““ab-
sorptive capacity " —that is, their expenditure capacity—was
cut back. The drop in resources available for investment
would itself cause investment levels to fall, but in addition,
declining total spending sours the economic outlook, which
also deters investment. After some years of reduced invest-
ment, the second hobbling factor takes effect: the capacity to
produce is curtailed. Not only does capacity not rise to em-
pioy the ever-growing work force, but the existing stock of
eguipment becomes increasingly obsolete.

The implication of this analysis is that without an impor-
tant improvement in the net transfer of resources, develop-
ing countries have not been able—and will not be able—to
undertake investments that are necessary for the adjustment
process. In the circumstances, domestic savings cannot re-
place the foreign resources lost. It is not politically conceiv-
able that after incomes and consumption have already fallen
so much, average consumption levels could be squeezed fur-
ther to free the resources for investment, nor should they be
in most countries . Indeed, there is a strong case for increas-
ing expenditures to raise the consumption standards of the
lowest income and most vuinerable groups in the debt-crisis
countrigs.”

Effective adjustment policy: the confidence problem

There is an international consensus that economic adjust-
ment requires economic poiicy changes " Indeed, most de-
veloping countries in economic crisis have adopted policy

The relationship is a precise one in nationat income atcounting terms, as gross domestic investment equais pross domestic savings plus the net
finuncial transfer An alternative formulation—perhaps & more commen one in industrialized countries—is that gross domestic investment
equals gross nationat savings plus net foreign investment Since gross national savings is gross domestic savings minus net factor payments

The savings rates shown in figure VHI 2 and discussed here shoutd be interpreted as very approximate indicators. subject to considerable
margins of error However, even under the best systems for data collection and analysis, savings estimates are relutively weak, not to mention
subject to considerable definitional controversy (see, for example, Robert Bisner, *Divergences of measurement and theory and some implica-
tions for economic policy™”, Presidential Address, American Economic Association, 26 December 1988, in The American Economic Review,

8

abroad, the two formusiations are identical
9
" March 1989, pp 1-13).

A sufticient reason would be simple human solidurity, but it is also a farsighted development policy to improve the productivity of the fabour
force As the United Nations Commitice for Development Planning concluded, ** The penduium las swung too far towards the neglect of human
development. When Governments face the need of adjusting to short-term economic and fiscal constraints, there are policy choices to be made™
(Human Resonrces Development A Neglecred Ditnension of Develapment Strategy, Views and Recommendations of the Committee Sor Develop-
ment Planning (United Nations publication, Szies No E.88 I1 A 11),p 2) )

Although the discussion in this chapter is restricted to actions of developing coustries, adjustment also has a global dimension and there is a
contribution to be made by policy chaages in industrialized countries; for example. relating to interest rates in international money centres and
to proteclionist restrictions on imports from developing countries
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Figure VIII.2. Savings and net transfecs of
financial resources, 1980-1988
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reform programmes that have been actively supported by
the international community. These programmes may not
have encompassed all the aspects of adjustment listed above,
especially those formulated in the early years of the decade.
However, the emphases of these adjustment programmes
have begun to change as the deep and intractable nature of
the adjustment problem has been increasingly appreciated.
But, the hubris of multilateral policy advice is still only
partly acknowledged. The models on which the policy ad-
vice is based have been technical economic abstractions, of-
ten devoid of the political and social considerations that
shape actual policy-making in developing, as well as in de-
veloped, countries. Structural limitations on economic flexi-
bility are also often insufficiently appreciated It is not credi-
ble that there were only ervors in parameter estimates in all
the failed adjustment programmes that were thought to meet
each country’s adjustment needs (including financing pack-
ages). The models are clearly an incomplete guide to policy
formulation.

One factor that seems to crystallize several of the missing
elements is that sometimes an adopted package of policy
changes with international financial support does not win
the confidence of important elements of the adjusting coun-
try. Adjustment requires that various social and economic
groups in a country take losses in income and accept risks to
future earnings prospects. If the losses are certain and the
possibilities of recouping them highly uncertain, the incen-
tive to impede or derail the adjustment programme may be
high. And these groups can be powerful enough to be effec-
tive.

The problem of confidence has been addressed elsewhere,
although usually indirectly For example, various analysts
have taken note of the phenomenon of capital flight from
developing countries, attributing it, inrer alia, to differences
in risk-adjusted expected returns from holding assets in
source and recipient countries.” Private bank creditors of
some developing countries have complained about being
pressured to increase their lending exposure to countries in
debt crisis when those countries’ resident citizens and enter-
prises—some of which are, of course, affiliates of transna-
tional corporations—are 1aking their capital out. In this re-

gard, wealth holders from developed and developing coun-
tries seem to operate on the same basic principles and
assumptions.

A more slowly moving phenomenon that in part reflects
similar sentiments as those underlying capital flight is the
emigration of people from countries in crisis, both the mid-
dle class and entrepreneurial strata that pass through the
world’s major airports and the poor that sneak across bor-
ders.

But there is an additional dimension to emigration of the
poor, which is more straightforward: the inability to make a
minimally adequate income at home. In many countries,
people do not leave the country, but leave the economy, or
more precisely the legal economy. In a few countries, large
numbers of people have been attracted into a flourishing il-
licit drug sector, swamping international efforts to control
that plague. In some cases, the economic situation became
so distorted that a large-scale underground economy em-
erged, particularly when wages in the formal sector fell far
behind actual living costs. The informal economy even be-
came a major participant in the international trade of some
countries; for example, smuggling domestic production
across borders where goods could be sold for foreign ex-
change which could be converted into locai currency at
black market rates.

One major focus of policy makers might thus be how to
design adjustment programunes that would rebuild the confi-
dence of economic actors that they could earn an adequate
income in the formal economy so they would turn their crea-
tivity and energy to productive economic activity in the legal
sectors. The adjustment programme would generally in-
clude familiar policy reforms such as have been advocated
by the international community and a substantial improve-
ment of the net transfer of financial resources in order that
essential investments could be undertaken. But if the private
sector—workers, farmers and entrepreneurs—did not come
to have confidence in an adjustment programme, they were
undoubtedly focusing on some things that the policy makers
were not taking into account. Discerning what those are and
acting on them is the function of the political process in each
COUntTy.

Case experiences of adjustment in the 1980s

The discussion presented above is a distillation of the ex-
periences of a great many countries that have sought to bring
about economic adjustment. But there are important aspects
of the socie-economic process called adjustment that aggre-

gative analysis fails to capture. It is thus necessary to look at
actual experiences of adjustment in order to gain insight into
the process, particularly to deepen understanding of how it
has operated in the economic conditions of the 1980s.

12' The extent of the phenomenon and its causes have been disputed, but policy recommendations to stem eapital flight have been less controversial;
for example, many authors point (o the need for macro-cconomic stabilization and international co-operation in taxation, while some also
emphasize the contribution that can be made by foreign exchange controls For policy and anaiytical reviews, see John Williamson and Donald
R Lessard, Capital Flight: the Problem and Policy Responses, Policy Analyses in International Economics, No 23 (Washington, D C.: Insti-
tute for International Economics, 1988}, and Michaet Deppler and Martin Williamson, **Capital flight: concepts, measurement and issues',
Staff Studies for the World Economic Owilook (Washington D.C |, International Monetary Fund, August, 1987), pp. 39-38; on technical aspects
ol international policy to stem tux evasion, see Consributions 1o International Co-operation in Tax Matters (United Nations publication, Sales

No E 88 XVID

13 Indeed, in Ny countries at onc time or another, official data on the legal economy became poor indicators of actual levels of domestic eco-

nomic activity.



Five cases are presented, each of which seems to stress a ent average income levels and from different developing
different aspect of the nature of adjustment. In each, adjust-  country regions. " One of the objectives of the exercise is to
ment has been a prolonged and difficult process, where pol- reflect on the process of adjustment as it occurs—aot in ab-
icy efforts have been severe but ultimately have had positive stract economies but in real ones—as a way to indicate the
results. In none of the cases, however, could the adjustment breadth of issues that needs to be taken into account in the
process be judged complete. A conscious effort was made to design of economic adjustment programines.
choose both large and small countries, countries with differ-

Figure VIIL 3. Gross national income per capita
of Mexico, 1967-1988
(Index, 1980=100)
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Mexico: complexities of adjustment to negative transfers

In the 1970s, Mexico enjoyed almost a steady rise in in- Indeed, with the discovery of larpe oil reserves, the 1977-
come per capita; in the 1980s, it has fallen in most years, 1978 stabilization effort was given less priority, expansion-
ending in 1988 almost a fifth below the 1980 level (see figure st policies were launched, and imports rose so much that the
VIII.3)." In the 1980s, the policy imperative dominating the  trade balance remained in deficit despite the considerable
economy has been economic stabilization and finding a sus-  increase in export revenues brought about by the oil sector.
tainable economic growth path. Correction of macro-eco-  The weight of accumulated debt also started to be felt on the
nomic imbalances had also been a concern in some years of  balance of payments, as foreign interest payments in-
the 1970s, but achieving a rapid rate of economic growth  creased; but income losses from net interest payments
was a constant goal, especially as the labour force was grow-  abroad were offset by the terms-of-trade gains from rising
ing by almost 4.5 per cent a year in that decade. petroleumn prices. The stock of external debt soared, espe-

14 No claim is made that this is a scientific sample or that one could even be meaningfully defined for such a complex economic, social and politi-
cal process

15 I this and each of the subsequent cases presented in this chapter, per capita income refers to gross national incorme per person, which is GDP
per capita adjusted for changes in the terms of trade and net factor payments abroad, which are, in essence, net payments of profits and divi-
dends
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Table VII1.2. The Mexican economy in the 1980s

1980 1981 1982  1GB3  10B4 1985 1986 1987 19880

Diomestic economic activity

Gross domestic product, real

(anauai percentage change) 8.4 88 06 42 36 26 40 HIE S
Investment

{per cent of GDP) 272 374 229 208 199 219 183 IBS 20
Gross domestic savings ’

(per cent of GDP) 249 249 279 303 277 268 232 M6 23
Public finances

(per cent of GDP)

Total revenue, of which 269 267 289 329 322 312 303 300 .

Oil revenue 73 73 9% 142 130 115 90 9.7 98

Current expenditurc? 198 214 252 206 202 211 215 190

Capital expenditure 96 129 102 75 67 60 60 55

Primary balance -31 80 -T1 43 48 35 20 53 71

Domestic interest paid 24 29 49 77 80 7.8 121 152

External interest puid 1.1 21 33 46 39 37 4.4 473 .

Financial balance .75 -141 169 -86 -85 96 -160 -158 -108
Real wage, manufacluring

(index, 1980 = 100} 1000 1035 1044 807 754 766 723 728
Manufuacturing employment

(annua} percemage change) 74 56 -24 86 -1 23 40 34
Consumer price increases

(annual percentage change} 757 280 597 1016 655 577 862 1319 1142

Inrernational economic activity

Import velume, including non-factor
services (annual percentage change) 319 177 -37.8  -33 8 178 134 144 35 38
Export volume, including non-factor

services {annuzl percentage change) 6.1 116 218 136 57 40 15 122 4
Terms of trade, merchandise

(annual percentage change) 163 65 -3l -6 4 07 05 -322 5.7 -10
Real effective exchange rate

findex, 1980-1982 = 100) 1021 [139 840 785 914 904 648 665 4

Foreign exchange earnings®

(billicns of dollars) 73 27% 278 289 327 299 241 302 30
Net financial transterd

(billions of dollars) 49 74 835 -11.5 -i0B -119 55 49 -1
Net financial transfer®

{per cent of GDP) 23 25 50 86 -78 49 -4 8 -6 1 -3
Gross foreign debt

(billions of dollars) 575 183 861 931 949 969 1011 1079 1074

Sonrce: Data and estimates of Banco de México, IMF, the World Bank, Morpan Guaranty Trust Co , the United
Nations Economic Commission for Latin America and the Caribbean and the Department of International
Economic and Social Affairs of the United Nations Secretariat

Preliminary estimutes

Excluding interest payments

Goods, services and private transfer inflows
Capitel account definition (see table VL 1)
Expenditure delinition (see table VIII D,

o, OoR

cially in 1980 and 1981, not only to cover the current account In 1981, the oil bonanza ended as the world economy en-
deficits but also to compensate for capital flight which tered a recession Qil prices started to decline, and it became
started to pick up in 1980." increasingly difficult for Mexico to attract new financing,

16 During the period 1977-1982. the current account deficit was significantly less than the inflow of external credit, which means
that—measurement probiems apart—some Mexican capital was leaving the country. However, the order of magnitude changed after 1980; for
example, errors and omissions” in the balance of payments jumped from rather small positive values to -59 billion in 1981 and -57 bilkion in
1982 Meanwhile, Mexico's stock of total external debt increased from $31 biflion in 1977 to $86 billion in 1982 (see E Z Fonce de Lecn,
“Mexico's recent balance-of-payments experience and prospects for growth”, World Development, vol 14, No 8 (August 1986), pp.
963-991)
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International reserves were depleted and a three-month mor-
atoriumn on debt-servicing was declared in August 1982. The
net transfer of financial resources turned negative and eco-
nomic adjustment became the elusive policy goal of the
1980s.

A sequence of stabilization efforts: 1982-1987

The first of the stabilization programines prompted by the
1982 crisis aimed at correcting a profound disequilibrium in
government finances and an excessive reliance on oil, while
also strengthening a sheltered private sector Stabilization
measures adopted in 1982 and 1983 included a very tight
fiscal and monetary policy, real exchange rate devaluation,
and reduction of aggregate demand. The programme also
envisaged a rescheduling of the Mexican external debt so
that repayments could be smoothed out over the decade.

Adjustment of public finances proved to be spectacular.
The “‘primary balance,” which is the government budget
balance excluding the servicing of the government debt and
new borrowing, went from a deficit of 7 per cent of GDP in
1982 to a surplus of over 4 per cent in 1983 (see table
VIIL.2), With public saving replacing ‘‘dissaving”, gross
domestic saving aiso rose significantly, although it was not
available for use in higher domestic investment as it had to
be transferred abroad.

The trade balance quickly responded to the adjustment
measures as well and exhibited a surplus of $14 billion in
1983, which financed a net financial transfer out of Mexico
of almost $10 billion or 5 per cent of GDP. The apparent
success of this external adjustment in 1983, however, rested
on two fragile foundations that also characterized the weak-
ness of the economic structure of Mexico. First, on the ex-
port side, crude oil, the earnings from which are basicaily
determined outside the Mexican economy, accounted for
over 70 per cent of merchandise exports. In the face of stag-
nant ¢il earnings, even an expansion of manufactured ex-
ports of some 50 per cent above levels in the early 1980s
helped push up total foreign exchange earnings by only 4 per
cent. Second, most of the adjustment in the trade accounts
had occurred on the import side, where a drastic reduction in
capital goods imports played a major role in generating the
trade surplus. "’

In addition, the adjustment programme had aggravated
some of the other disequilibria of the Mexican economy. In-
flation rose for the year, just reaching the three-digit level,
helped by cuts in food subsidies, increases in indirect taxes
and the exchange rate devaluation. Real wages in the manu-
facturing sector fell by almost one quarter in 1983 and un-
employment rose, thus exacerbating social inequality. Com-
pensation of employees fell from 36 per cent of GDP in 1982
to 28 per cent in 1984. Real GDP itself declined by 4 per cent
in 1983,

The stabilization effort continued throughout 1984 and
1985, but the Government's main attention now shifted from
external imbalances to the control of inflation, the restruc-
turing of the economy and a return to economic growth. A
mild recovery did take place in 1984 and 1985 and the infla-
tion rate fell back to roughly the 1982 level, Private invest-
ment responded favourably to fiscal incentives, but it was
apparently not oriented towards the expansion of productive
capacity." Exchange rate devaluation and depressed home
market conditions brought about a further expansion of
manufactured exports. The trade balance, however, deterio-
rated in 1985 as imports increased and as foreign demand for
exports in 1985, particularly in the United States, receded.
The balance-of-payments was once again approaching cri-
sis.

By the end of 1985 a renewed stabilization effort focusing
once more on the external accounts had to be undertaken as
adeguate new lending was not forthcoming, which meant
that Mexico had to continue transferring resources out of the
country if it was to meet its debt-servicing obligations. The
new stabilization programme contained the same elements
as the previous one, with the added component of trade lib-
eralization. This time, however, the measures adopted failed
to increase the trade surplus because international oil prices
plunged by 50 per cent in 1986, and the value of Mexican
foreign exchange earnings declined by one fifth. Inflation
soared to 86 per cent, real output fell back 4 per cent and
public finances deteriorated sharply. In swm, hard-won
progress in the fiscal sphere was set back and import com-
pression again had to be applied.

This cycle of shifting the focus of policy suggests that
these first adjustment programmes had certain built-in in-
consistencies. Indeed, despite the suceess in moving the fis-
cal balance into surplus in the period 1983-1985, inflation
hardly slowed . It seems that the overall effect of the package
of adjustment measures was offsetting the positive effect
that batanced public finances might have had in controlling
inflation. To further complicate matters, the persistence of
inflation was undermining government efforts to stimulate
non-oil exports as gains obtained through exchange rate de-
valuations were eroded by the inflation. Repeated devalua-
tion of the peso as an instrument to promote eXports was
constrained by the high import content of Mexican manufac-
turing. And further depreciation of the peso would transmit
new inflationary shocks to the economy. Moreover, as infla-
tion accelerated, the nominal cost of servicing the domestic
public debt increased, which itself put pressure on the
budget and made it difficult not to increase government bor-
rowing,

With external financing unavailable and fiscal deficits ris-
ing, the supply of available domestic funds was being in-
creasingly absorbed by the public sector, crowding out the
private sector, which had been targeted to replace the Gov-

17 SeeN. Lustig, and J. Ros, “*Stabilization and adjustrment in Mexico: 1982-1985", paper prepared for the Conference on Stabilization and
Adjustment Programmes and Policies, World Institute for Development Econontics Research of the United Nations University, Helsinki, 19-21

August 1986

I8 There is some evidence that fiscal incentives obtained through accefernted depreciation allowances were mainly used to replace the stock of

automobiles of private firms, (see N Lustigand I. Ros, "Stabilization and adjustment in Mexico
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ernment as the major promoter of investment. As further
curbs in public investments were made to compensate for the
increase in government financial expenditures,” overall in-
vestment in the economy plunged. The share of investment
in GDP declined from 27 per cent in 1981 to 18 5 per cent in
1986, while GDP declined as well. The net effect is that the
volume of gross investment in 1986 was about half what it
was before the crisis in 1981,

Not only was the private sector unable to substitute for the
declining government activity on this front, private invest-
ment itself declined during the period. Complementarity be-
tween private and public investment was not sufficiently ap-
preciated. And the existence of idle capacity, depressed do-
mestic markets and volatile external demand also acted as
serious deterrents to the expansion of investment.

Macro-economic policy for 1987 was formulated as the
experience of the previous four years was being digested.
The Government aimed at recovering from the 1986 reces-
sion with a moderate economic growth of 2 to 3 per cent, and
a continuation of the restructuring of the economy towards
greater emphasis on the private sector and export-oriented,
non-oil activities. Economic growth, albeit modest, was to
generate jobs and help to begin a recovery of labour income.
It was now the fifth year of a six-year government term of
office and improvements in living conditions began to have
a political imperative.

According to the Government,” controlling inflation re-
quired a continuation of the policy of strengthening public
finances, correcting relative prices, and carefully monitor-
ing interest and exchange rates so that costs—and therefore
prices—would not be pushed up. The further iiberalization
of the trade régime was to discourage the private sector from
setting domestic prices above their external counterparts.

Further fiscal restraint was also called for so that total
government borrowing requirements could be reduced. In
addition, government borrowing from domestic sources was
expected to be less in 1987 due to an agreement Mexico was
negotiating with its external creditors which included $10.7
billion of new money from foreign commercial banks and
multilateral institutions. With a lighter presence of the pub-
lic sector in the financial markets, nominal interest rates
wete to go down and credit would be extended to the private
sector.

The above targets, however, were not met. Inflation even
accelerated. Unions pressed for wage increases as labour
income was quickly deteriorating, and wage rates began to
be revised quarterly As prices rose, so did inflationary ex-
pectations.

Nominal interest rates also rose Indeed, they had to, as
lower real interest rates would decrease the differentiai be-

tween internal and external interest rates and encourage cap-
ital flight. Governmment interest payments then rose and ab-
sorbed 65 per cent of total revenues. Together with lower
than expected tax revenues and delays in receiving the exter-
nal funds—anticipated for December but available only the
following April—the Government had to continue to rely on
domestic sources to finance the public deficit. Relief from
public sector crowding out of private sector borrowers was
thus not realized.

Meanwhile, the exchange rate was gradually becoming
more misaligned as the nominal devaluations of the peso
lagged behind inflation. The exchange rate, however, was
not under serious attack umtil the Mexican stock market
crumbled.

The effects of the world stock market crash of 19 October
1987 were immediately felt in the Mexican market. The
market had absorbed a great deal of liguidity in recent years
and Mexican stock prices had soared *' Already nervous be-
cause of Mexico’s inflation rate, stockholders panicked.
They tried to convert their capital into dollars, and pushed
the exchange rate down.

Mexico was maintaining a dual exchange rate system with
private capital transactions except for debt servicing and
some imports carried out in a virtually free market managed
by Mexico’s commercial banks, and the rest—about 80 per
cent of external transactions—effected under a controfled
rate. In one month, the peso feli 39 per cent against the dol-
lar in the free market. The spread between the free market
and the controlled rate, which had been practically nil dur-
ing the year, jumped to almost 30 per cent. The general per-
ception became that the peso was overvalued and if not cor-
rected it would erode gains hoped for in non-oil exports,
stimulate capital flight and put Mexico’s foreign reserves
under pressure. Yet, caught once again trying to satisfy too
many targets with too few instruments, policy makers un-
derstood that devaluing the exchange rate would have a neg-
ative impact on the general price level and would lead to a
higher domestic cost of servicing the public external debt.
Devaluation was thus postponed, albeit temporarily.

Nevertheless, private sector confidence had been eroded
and in order to counter capital flight, the Government in-
creased the interest rates paid on Treasury Certificates (Ce-
tes) which went up by 15 percentage points from October to
November. Higher interest rates, of course, would raise the
cost of servicing the domestic public debt. Meanwhile, the
increase granted in the minimum wage in October was
quickly being eroded by inflation, and the unions were
pressing once again for wage adjustments, With inflation
going out of control, pressure mounting on the exchange
rate and wages and the presidential election approaching,
the Government devalued the peso by 22 per cent on 14 De-

19 The orders of magnitude here are quite striking: external plus domestic interest payments by the public sector jumped from 3.5 per cent of GDP
in 1980 to 123 per cent in 1983 and to 16 5 per cent in 1986 (see table VIH 2).
20 See “Criterios generales de politica econdmica para 1987: consideraciones téenicas complementarias”, Ef Mercado de Valores (Nacional

Financiera), 5 Jenuary 1987,p ¢
21 The general stock price index rose at rates well sbove inflation since

1983 In 1986, the index rose by 421 per ceat (December 1o December} In
the nine months to September 1987, the index increased by 729 per cent
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cember and on the following day announced the Economic
Solidarity Pact,

An additional instrament for adjustment in 1988

The Economic Solidarity Pact combined familiar elements
of macro-economic policy—in this sense it was a continua-
tion of the readjustment effort pursued by the Mexican Gov-
ernment since 1982—with new components of price man-
agement.” The Pact cailed for yet another dose of fiscal con-
traction that would free more resources for debt servicing,
The surplus in the primary budget balance was to be ex-
panded by 3 percentage points of GDP. This would be
achieved by an increase in government revenues and reduc-
tion of public expenditures. The former included some
changes in tax policy, but a major part of the additional reve-
nues would come from increases in the prices and fees for
goods and services supplied by the public sector. Public ex-
penditures would be reduced by the elimination of certain
subsidies, the accelerated restructuring of the public enter-
prise sector (privatization, merging and closure of state
companies) and cuts in planned investment, A much hoped-
for decrease in inflation would also help rein in government
expenditure,

The innovative part of the Economic Solidarity Pact began
when public sector fees and the exchange rate were adjusted
in December and then frozen. Future public-sector price in-
creases were to be co-ordinated with those of wages, and the
prices of those items to be included in a basic consumption
basket. Real agricultural prices were maintained, while the
minimum wage was raised by 15 per cent in December, and
an extra 20 per cent increase was granted for January., To
counter the inflationary effects of peso devaluation, tariffs
and taxes on imported goods were reduced. If the private
sector raised prices unduly, or if artificial shortages and
speculation arose, imports were expected to increase and
exert a countervailing force.

The Government was aware that planned price realign-
ments would send inflation vp in January and February.
However, as future price increases were to be carried out in
co-ordination and by negotiation with the various sectors of
the economy, abrupt price changes could be avoided. More-
over, the freeze of some prices for a limited period was in-
tended to make peopie lower their inflationary expectations.
Thus, it was expected that monthly inflation rates would fall
to 2 per cent by the end of the year, from 15 per cent in
December 1987

Although the Government-business-labour-farmer pact
was initially agreed to last only for the first three months of
the plan, it was renewed in March and again in August and
was maintained throughout the year, with some adjustments
introduced in August to address a deterioration of workers’
income. Open wage increases could not be granted because

it would justify price increases by the private sector, thereby
undermining efforts to keep inflation down. Instead, the
Government reduced taxes paid by workers. The private en-
terprise sector in turn agreed to reduce the prices of 100
goods—mainly food and clothing—by 3 per cent  All other
provisions of the Pact would remain in operation; that is to
say, the freeze on wages, exchange rate, controiled prices
and public sector fees and prices, ®

The Pact succeeded in reducing inflation as planned, but at
a cost of deteriorated external accounts as imports swelled
(see figure VIII.4). Indeed, per capita income fell for the
third consecutive year as the economy stagnated . Industrial
activity was hurt by lower domestic demand, competition
from imported goods and tight credit. To make matters
worse, agricuitural output suffered from a severe drought.
The construction sector contracted as a result of the cuts in
government spending, and the oil sector again had to face
declining international prices. The only buoyant activities
were the non-oil, export-oriented sectors, particularly the
industria maguiladora or “in-bond” industries.” However,
their performance was not enough to provide a major stimu-
lus to the economy. Investment contracted yet again in 1988

Public finances, however, improved, especially so far as
the primary balance was concerned. The Government had
nevertheless been obliged to cut expenditures more than an-
ticipated as oil revenues decreased. But even with austerity
on the side of programmatic expenditures, the financial bal-
ance did not improve to the degree anticipated owing to ris-
ing interest payments as international interest rates rose.

On the domestic side, with the decline of inflation, nomi-
nal interest rates fell, but not as fast as inflation, and thus
real interest rates became increasingly high. Nominal inter-
est rates could not be pushed down, it was felt, owing to the
need to maintain the willingness of savers to buy and hold
Treasury notes and bonds In addition, as the Economic Solj-
darity Pact froze the exchange rate, the peso was appreciat-
ing in relation to the dollar and thus high domestic interest
raies were needed to prevent capital flight.

The trade balance registered a surplus of $2 billion, which
was $6.5 billion lower than in 1987. Exports had been hurt
by decreasing oil prices while imports soared due to the fro-
zen exchange rate, lower tariffs and higher local food
prices. As interest payments rose and there were no new
capital inflows, the net transfer out of Mexico reached $11
billion.* The country thus entered 1989 having made some
progress once more in internal adjustment but facing the
possiblity of yet one more balance-of-payments crisis.

International finance: a key to the adjustment strategy

1t is important to emphasize that the Economic Solidarity
Pact couid not even have been launched if not for a tempo-

22 See “*Pacto de selidaridad econdmica', £l Mercado de Valores (Nacional Financiern), ano XLVII, Suplemento al num. 51, 21 December 1987
23 See “Pacto de solidaridad econémica: concertacion pars septiembre", EY Mercado de Valores (Nacional Financiera), | September 1988
24 For details on this sector, see Mexico In-Bond Industry/Industria Magquiludora (Mexico, D .F, Administracién y servicios internacionales,

S.A , 1988).

23 This is the net transfer using the capital account definition. The net outward transfer viewed from the expenditure definition was about $5
billion, s about $6 5 billion of reserves were expended  In other words, $11 biltion was transferred abroad, of which $6 5 billion cume from
official reserves and 35 billion came from the surplus on trade in goods and non-factor services
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Figure VIII.4

Inflation, the trade balance and reserves

of Mexico, 1988
(Monthly data: end-month stocks)
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rary financial breathing space created by the external debt
renegotiations of 1986-1987. Under these negotiations, prin-
cipal repayments were rescheduled and Mexico received
commitments of $7.7 billion from commercial banks which,
combined with a $4 billion recovery of the trade surplus in
1987, led to large additions to official foreign exchange re-
serves.

With a reserve cushion equal to six months’ expenditure
on imports of goods and services (including interest), the
Government could work out an anti-inflation plan that in-
cluded a freeze of the exchange rate and would permit a
higher level of imports. These two elements were crucial if
the freeze of wages and controlled prices were to be main-
tained. Competition from imported goods was to prevent the
private sector from raising prices. Moreover, with the ex-
change rate frozen, pressure on costs would recede. Labour,
in turn, would have less of a case for wage increases based
on current or expected inflation. Lower inflation, finally,

was fundamental to the Government's plan to decrease its
financial borrowing requirements. Burgeoning financial
deficits rising to 16 per cent of GDP had been generated by
the need to service the domestic debt at increasing nominal
interest rates,

Many economists believe that when inflation becomies
chronic as it had in Mexico by 1988, only an anti-inflation-
ary strategy that combines nominal monetary targets with
fiscal policy goals can succeed.” According to these au-
thors, orthodox fiscal discipline is not enough to guarantee
the control of inflation; it must be complemented by a policy
directed at a key nominal parameter of the economy, such as
the money supply or the exchange rate.

The Mexican authorities chose the exchange rate as the
nominal anchor for their programme . By using the exchange
rate to help control prices, the domestic problem of inflation
was eased, but this exacerbated the external problem; that
is, the trade balance weakened. As the peso appreciated,

26 See Miguel A. Kiguel and Nissan Liviatan,

Waorld Bank Economic Review, vol 2, No. 3 {September 1988),

“Infiationary rigidities and orthodox stabilization policies: lessons from Latin America™, The
pp 273-298, and references cited therein
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imports increased. But the length of time over which such a
policy can be maintained while the inflationary expectations
are squeezed out of the system depends on what eise is hap-
pening to the trade balance. In Mexico in 1988 the pressure
on the trade balance from the stabilization plan was joined
by the deterioration of the terms of trade and the rising inter-
est-cost of servicing the external debt.

Despite these added factors, the Government had to re-
main faithful to its nominal anchor in order to build and
maintain confidence in the plan, which was essential if it was
to have any chance of success However, wealth holders
could see the balance of payments weakening and the peso
becoming increasingly overvalued. Some kind of measure
was thus needed to reinforce their willingness to keep capital
at home. In this sense, the increase of real interest rates
noted above was a compensation for the appreciation of the
peso--a price the Government had to pay even if this could
compromise its efforts to bring the budget’s financial deficit
down,

In any case, Mexico's rapid drawdown of its international
reserves—they fell by almost SDR 5 billion from May to
October, or about one half—was already a sign that the Eco-
nomic Solidarity Pact was coming to an end, unless some
financing could be obtained abroad. A bridge loan offered
by the authorities of the United States in October—and never
used by Mexico—played a major role in keeping the plan
credible up to the end of the year.

In short, Mexico's adjustment efforts in the 1980s seem to
iilustrate well the difficulties a country may face in under-
taking a stabilization programme under two sets of adverse
circumstances: first, a sharp shift from positive to negative
transfers of financial resources, and second, being subject to
volatile external accounts. Mexico’s adjustment difficulties
were very much compounded by oscillations in policy and
the dependence of the overall fiscal position on monetary
developments, in particular interest rate changes. More-
over, to meet the adverse contingencies that would otherwise
undermine its adjustment programme, Mexico has needed
access to a substantial line of foreign credit.

In other words, since adverse international shocks tend to
occur and since Mexico remains vulnerable to them, there
should be a way in which the net transfer of financial re-
sources could improve substantially, if needed, during the
confidence-building period of the adjustment programme. If
the terms of {rade should move in favour of Mexico at this
stage, the enhanced net financial transfer would not be
needed. If the terms of trade turned against it, compensat-
ingly larger net transfers would be required The need to
provide for the contingencies is itself so crucial, however,
because the need to marshal the resources to effect the nega-
tive transfer has left so little room for policy to manoeuvre.
That is, adjustment is exceedingly difficult under a sharp
external financial constraint.

Bolivia: adjustment without growth

In 1981, Bolivia's inflation rate was 29 per cent, roughly
the same as it had been for many years. By 1985, the annual
inflation rate had risen above 12,000 per cent By 1987, in-
flation had fallen back to 15 per cent (see table VIII.3). The
hyperinflation meant that there was an economic adjustment
crisis that had to be faced, and it was. There was also a drain
of resources being paid abroad, but in 1986—unlike the case
of Mexico—that was reversed. But although the economy
has been essentially stabilized, it is not yet on a path of sus-
tainable and adequate growth and development. In particu-
lar, gross income per head continues unchanged, at about
two thirds of the level it had reached at the beginning of the
decade (see figure VIII.5).

Regaining a positive net transfer of financial resources is
only one of many determining factors in adjustment Policy
directions, in particular, matter a great deal. Indeed, the
Government of Bolivia has set policy to turn the economy
towards a new development strategy, albeit one that even
under favourable assumptions, reguires a long period before
the goals to be achieved through adjustment fall within
reach.

Roots of an adjustment crisis

The origins of the modern Bolivian economy can be traced
to the Revolution of 1952, which swept away feudal land-
lords and a government mostly backed by a landed éljte and
mine-owners. As peasants carved up the highland estates
and miners took more control of the mineral wealth, a new
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state took charge and a new development strategy was put
into effect. The political and economic structure of the coun-
try was permanently altered. A large state apparatus em-
erged, as did a strong and politically independent military
and labour unions. Economic power shifted away from the
traditional centres of population in the Bolivian highlands
(the Altiplano), which stretch from La Paz in the north, not
far from the Peruvian border, to the mining and marginal
agricultural grazing regions of Oruro and Potosi to the
south. The new wealth arose in the labour-intensive tea and
coca plantations on the eastern slopes of the Andes and the
rich eastern agricultural lands that were opened up to cotton
and soybean cuitivation with modern machinery and tech-
nology.

By the early 1970s, the Bolivian State had become the
dominant economic actor. It was the owner of banks and
mines, provider of credit, producer of energy, and the major
partnet in agriculture and agro-industrial enterprises. It had
become the major employer, directly through the public ad-
ministration as well as through its manufacturing and mining
enterprises. The State also intervened heavily in the econ-
omy in indirect ways through governmental budgetary pro-
cesses; for example, through differentiated rates of taxation,
pricing policies and subsidization of state enterprises.

The private sector developed as 2 junior partner, relying
more on government resources than on its own creativity.
Prices were regulated, loans, subsidies and lands granted,
and segments of the market reserved for what became a




Table VIII.3. The Bolivian economy in the 1980s

1980 1981 1982 1983 1984 1985 1986 1987 1988°
Domestic economic activiry

Gross domestic product, real

(annual percentage change) 09 09 -4 4 65 03 01 -29 24 23
Investment

{per cent of GDP) 14.2 119 97 34 57 0.8 80 95 9
Gross domestic savings

{per cent of GDP) 20.0 113 141 62 87 g1 io 15 5
Public finances

{per cent of GDP)

Government expenditure 183 150 333 237 35% 526 122 1lS5 11

Deficit (+) or surplus 83 -63 285 207 -335 49 18 04 0
Consumer price increases

(annual percentage change) 47 29 133 369 700 12400 276 15 16

Inrernational economic aciiviry

Import volume, inciuding non-factor
services

(annual percentage chiange) 37.9 378
Export volume, merchandise

{annual perceatage cimnge) -4 8 8.0

of which, tin -1513 30
Terms of trade, merchandise

(annual percentage change} 49 48
Real effective exchange sate

(index, 1985100} 358 450
Foreign exchange carnings®

(millions of dotlars) 10596 10361
Net financiaf transferc

{millions of dollars) 29990 1354
Nes financial transfer?

{per cent of GDP) -5 8 06
Gross foreign debt

{billions of dollars) 27 32

-345 23 104 444 -212 -8 2
8.3 -1038 37 99 50 -76 13
-10.2 272 273 206 40 -404 13
-4 0 -1 00 10 217 -158 3
489 448 582 1000 294 283 27
9364 9406 8711 7594 7037 6343 670
-161.8 -1082 -790 -BBB 3741 2346 135

-4 4 28 31 09 50 80 4

33 41 43 47 55 55 37

Source. Data and estimates of IMF, the World Bank, the United Nations Economic Commission for Latin America
and the Caribbean, the Board of the Cartagena Agreement (Modelo Econométrico del Gripo Andino) and the
Department of International Ecoromic and Social Affairs of the United Nations Secretariat.

Preliminary estimates.

Couds, services and private transfer inflows.
Capital account definition (see table VEL1).
Expenditure definition (see table VII 1)
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group of private-sector interests that were close to and de-
pendent upon the post-revolutionary State.

Workers associated with the State or with privileged
branches of the private sector shared in the benefits with
steady employment, high wages, and union protection.
However, almost half the labour force—unorpanized peas-
ants and urban workers of the informal sector—remained
outside the privileged circles. They remained impoverished,
operating with outmoded technology in agriculture, crafts or
trade on their own lands, or moved to the towns or the capital
city in search of a livelihcod.

Bolivia has thus developed over the past three decades, in
essence, as a mixed economy in which the State was the
major actor, protector and protagonist. By the early 1980s,
the public sector consisted of 570 agencies, 120 belonging to

the central Government and 350 to regional and local levels.
It included 50 financial and other public enterprises, the
state oif and mining companies and national airlines. Private
participation in manufacturing was minor, the private entre-
peneurs sharing the already protected markets with the gov-
ernment agencies.

While always staying within this framework, a sequence
of Governments shifted the thrust of economic policy back
and forth from the early 1970s. Some sought to promote
economic growth through government subsidies to the pri-
vate sector. Those régimes resisted higher wages, reduced
public activities and taxes, and borrowed heavily from for-
eign sources. Other administrations attempted to use the
state directly to redistribute income and benefits to the poor
and to the workers, raised wages in the public enterprises
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Figure VIIE. 5 Gross national incotne per capita
of Bolivia, 1967-1988
(Index, 1980=100)
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and mines, inflating the economy to finance expansionist
activities. They also borrowed from foreign sources.

Foreign financing was attractive as the terms of lending
did not seem onerous in the latter 1970s and as export earn-
ings alone did not support the country’s import growth. The
terms of trade of Bolivia rose almost 4 per cent a year on
average in the 1970s. However, export volume peaked in
1972 and essentially stagnated or declined during the re-
mainder of the 1970s and the early 1980s.

Official foreign borrowing in the 1970s mainly took the
form: of supplier credits, commercial bank loans and official
export credits. Argentina lent to Bolivia to accelerate exploi-
tation and export of natural gas. Brazil supported the expan-
sion into new cotton and soybean lands. Multilateral official
lenders financed the infrastructure. Commercial banks lent
for a wide range of activities, at least until 1981. The exter-
nal debt, which in the mid-1970s had equalled less than half
of GDP, doubled its share by 1982. Interest payments, which
had once required only 3 per cent of exports, required 20 per
cent.

For as long as it lasted, essentially the 1970s, an overval-
ued exchange rate encouraged imports, discouraged new ex-
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ports, and in effect subsidized an international style of living
by the wealthy. Dollars were made available at a favourable
rate for those who wished to travel or transfer their money
abroad. When no longer able to continue supporting the ap-
preciating exchange rate, reserves fell and foreign creditors
halted lending.

In 1982, after nearly 18 years of military government,
civilian elections were held. GDP per capita had been falling
since 1979, but buoyant export prices and terms-of-trade
gains had held up gross national income per capita until
1981; 1982 was to be less propitious {see figure VIIL.5). It
had become evident earlier, however, that the economy was
on an unsustainable course and a series of adjustment plans
had been designed for economic correction, beginning with
the December 1979 programme that was supported by an
IMF stand-by arrangement and a World Bank structural ad-

Justment loan. But, as elsewhere in Latin America, the mili-

tary was unable to carry out the required economic changes
in the face of rising popular discontent. Nine persons served
as president from 1979 to 1981. During that period, the hu-
man rights situation deteriorated and became a focus of in-



ternational concern. ¥ Finally, the military returned the Gov-
ernment to civilian control.

The new Government immediately implemented populist
policies. Public spending increased, including significant
wage increases as organized labour had supported the new
administration. Worker co-ownership of Corporacién
Minera de Bolivia (COMIBOL), the state mining corpora-
tion, was also introduced. The economic adjustment prob-
lem was acknowledged, although it was not successfully
handled: six different plans under seven different finance
ministers and Central Bank presidents were tried within
three years.

There were, also, multiple possibilities for abuse . An arti-
ficially maintained exchange rate, for example, obliged ex-
porters to turn over their dollars to the State in return for a
relatively low equivalence in local currency, permitting the
State to then import necessities and to retail the dollars at
low rates to selected recipients. Public agencies and private
individuals purchased those dollars cheaply at the official
rate. They could then be sold in the black market at hand-
some profits.

Meanwhile, export revenues dropped as the effect of de-
clining export volumes was compounded by falling interna-
tional prices of tin and oil. The fiscal deficit swelled and
without new inflows of foreign credit-indeed, with the net
transfer of resources turning negative in 1982—the Govern-
ment stepped up seignorage financing, also known as the
inflation tax.® The rate of inflation had already begun to
pick up before the new administration took over, but the
unrestrained printing of money to finance state operations
resulted in growing and finally rampant inflation. Prices
rose 29 per cent in 1981, rose at almost a 400 per cent rate in
1983, 700 per cent in 1984 and finally over 12,000 per cent
in 1985. Revenues could not be collected, enterprises col-
lapsed, and the State in effect became bankrupt. Indeed, in
1984, the Government announced that servicing of foreign
debt would be unilaterally held to 25 per cent of export earn-
ings, to which the foreign commercial banks responded by
cutting off all credit.

The real economy went underground, dollarizing its
transactions to provide stability, and a commodity that had
been grown for domestic use for centuries became newly
important to the economy. Highly valued, grown locally, re-
quiring much local labour and few imported materials, coca-
growing, harvesting and refining became a main stapie of
the underground economy,

By 1984, inflation was clearly out of control. Prices were
rising 60 per cent per month and per capita income had fallen
to one third of the 1979 level. As the government deficit rose

to over 30 per cent of GDP, goods were driven into the black
market. Price ceilings were raised with a lag, creating a se-
vere shortage of basic staples. Government loans under such
inflationary conditions were virtually grants to the private
sector. The hyperinflation left the large povernment sector
bereft of criteria for correct management, and the peasants
and working people, whose incomes were not indexed to
price changes, became increasingly impoverished.

Stabilization by shock treatment

In an increasingly chaotic situation, the Government
called new elections and one of the original leaders of the
1952 Revolution, Victor Paz Estenssoro, became President.
Within three weeks after taking office in August 1985, De-
cree 21060 established a New Economic Policy which
stopped the price spiral almost immediately ™ Inflation fell
to 15 per cent in 1987 and remained at that level in 1988,

Under the new policy, public spending was undertaken
only when matched with revenues. The budget was slashed,
with no protection for essential health, education or other
basic services. Ministries adhered to the public budget.
Workers were discharged from the public sector, including
20,000 of the 27,000 miners in COMIBOL,. Of COMIBOL's
23 mines, 19 were either shut down or sold to worker co-
operatives,

The new Government at first financed itself largely on the
basis of revenues from hydrocarbons, as the basic retail
price of pasoline was raised from heavily subsidized levels.
The exchange rate was decontrolled and an suction system
was established for allocating foreign currency. The imme-
diate effect was a devaluation of 93 per cent. Wages in the
entire public sector were reduced . Growth of the money sup-
ply slowed and a high real rate of interest was established.
This was to encourage the return of flight capital, but it also
discouraged private investment.

Domestic markets were deregulated, and imports and ex-
ports were freed of quantitative restrictions. Tariffs were
reduced to a maximum of 20 per cent and then to 10 per cent.
The Ministry of Labour removed itself from labour market
intervention, allowing employers to negotiate directly with
unions. Prices were thus freed internally, but in addition, all
dollar-linked indexes and dollar-specified contracts were
suspended.

In October 1985, just as the internally directed stabiliza-
tion programme was beginning to take hold, tin prices on the
Londor Metat Exchange collapsed, and to the internal shock
was added an external shock. In the light of the collapse of
tin prices, the anticipated payment of the Christmas 1985
bonus to workers raised fears of renewed inflationary fi-

27 See, for example, two studies (the second conducted after this period had ended) by the Special Envoy of the United Nations Commission on
Humaa Rights on the human rights sitation in Bolivia, (documents E/CN 4/1500 of 31 December 1981 and E/CN 4/1983/22 of 13 December

1982, and references cited therein)

28 See, for example, Jeffrey Sachs. “The Bolivian hyperinfiation and stabilization”, Mational Bureau of Economic Research, Working Paper No

2073, Cambridge, Massachusetts, November 1986.

29 For an sccount of the programme and its implementition. see Juan Antonio Morales, *Infiation and stabilization in Bolivia,” in M. Brunc, G
Di Tella, R Dornbuseh asd S. Fisches, eds |, Inflation and Stabitization. The Experience of Israel, Argentina, Brazil. Bolivia and Mexico
{Cambridge. Massachuserts. MIT Press, 1988), and commentaries thereon by Gail E- Mackinen and Joseph Rumos
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nancing and speculation that there would be an exchange
rate crisis. But inflationary financing was not used and the
Central Bank defended the exchange rate with dollar sales.

By February 1986, it became clear that the stabilization
was truly sticking. The vicious circle of the past had been
replaced with a virtuous circle of a stable exchange rate, an
effective ceiling on the government deficit, and enough
credibility in foreign official circles to merit new credits, in
particular, a new IMF agreement and World Bank structural
adjustment assistance.

Foreign debt and the net financial transfer during ad-
Jjustment

When the Paz Estenssoro administration was inaugurated,
interest payments due each year on the total stack of Boliv-
ia’s foreign debt amounted to more than 10 per cent of GDP,
while the Government's tax revenue was less than 2 per cent
of GDP. Debt relief was a necessity.

The large debt overhang also made the Government's
budget reduction plans politically more difficult to imple-
ment. To the extent that the public would have concluded
that budget cutting was done for the sake of foreign banks
and not for the needs of the domestic economy, fiscal auster-
ity was bound to meet intense opposition. Indeed, the trade
unions had opposed the adjustment programme and called
for a general strike. The Government declared a temporary
state of siege and the strike was unsuccessful. The sense of
crisis prevailed above all and the need for austerity was
widely accepted,

When the programme began, the Government approached
the multilatera} financial institutions for support. For this, it
was fecessary to remain current in its debt-servicing obliga-
tions on credits outstanding to them. But as it could not af-
ford economically or politically to continue to pay its full
interest obligations, debt servicing of commercial bank debt
remained unilateraily suspended. Intense pressure was put on
the Government to resume normal interest payments, but in
the end IMF accepted the arguments and an agreement was
reached on a stand-by arrangement in mid-1986, with Boliv-
ia'’s relations with its commercial bank creditors still unre-
solved.®

A rescheduling of Bolivia’s debts owed to bilateral official
creditors quickly followed in the Paris Club in July. A Con-
sultative Group of major donor Governments, co-ordinated
by the World Bank, had been formed. It met in Paris as well,
in December, to discuss funding of investment programmes,
including anti-narcotics projects. Thus, additional financial

assistance came to be provided by bilateral and multilateral
sources and included assistance from other Latin Ametican
countries through the Andean Group.

A method was aiso found for regularizing Bolivia's rela-
tions with its commercial bank creditors. As it had become
clear that Bolivia would not and could not return to normal
debt servicing, a special arrangement was negotiated during
1987 for a major reduction of the debt.” In November, IMF
set up a special Voluntary Contribution Account for Bolivia
into which donor Governments put grant assistance and
from which the Bolivian Government could draw in order to
buy back its commercial bank debt at a discount. The banks
formally agreed to the plan and specified how the discounts
would be alloted and the debt extinguished. In 1988, the
Govermment repurchased about 40 per cent of its bank debt
at 11 cents on the dollar. Since Bolivia had not been servicing
its commercial bank debt and was not expected to begin do-
ing so soan, the debt buy-back operation did not directly
improve the net transfer of financial resources to Bolivia.
However, by removing some of Bolivia’s debt-servicing ob-
ligations, it was expected to hasten an improvement in the
climate for new lending to Bolivia, albeit not medium-term,
sovereign risk (i.e., unsecured) lending by banks.* Indeed,
the remaining portion of Bolivia's outstanding commercial
bank debt remains to be addressed and it is expected that
Bolivia will repeatedly call on the Paris Club to reschedule
official credits. ®

Nevertheless, Bolivia has undergone a major improve-
ment in its net transfer of financial resources. In place of the
negative transfers experienced through much of the 1980s,
the net transfer turned positive in 1986 and has remained
positive since, averaging over 5 per cent of GDP up to 1988
(see table VIII.3}. As domestic savings have been quite low
as a share of GDP compared to Bolivia's own history as well
as compared to other developing countries, the positive net
transfer has been important in returning gross investment to
almost 10 per cent of GDP. Certainly, this is a far less dy-
namic investrent situation than obtained in the 1970s, when
investment averaged 27 per cent of GDP, but it is above the
average for the 1980s and represents in that sense the stir-
rings of economic recovery.

Where to next

Bolivia's stabilization programme can be said to have been
orthodox internally since the Government severely cut the
state budget, but unorthodox externally since it suspended
interest payments to cormmercial creditors and successfully
eliminated about half the commercial bank debt through a

30 Atthe time, this was highly unusual. The separability of IMF agreerments and commercial bank debt renegotiations was only suggested as a
general policy option in 1989 as part of the new debt initiative of the United States Secretary of the Treasury (see chap IV)
1 A noteworthy but minor reduction in the debt was slso arranged in 1987, when $0.7 million of bunk debt was retired by Conservation Interna-
tional, a non-governmental organization based i the United States. The debt, which had been purchased on the secondary market at a very
Inrge discount, was returned to the Government in exchange for its commitment to expand natura conservation areas by aimost 1 5 million

hectares
2 For an assessment of the financial aspects of the plan, see chap. IV,

33 Botivia agreed outside the Paris Club to a debt rescheduling with its largest bilnteral official creditor. This was Argentina, which had uvnderwrit-
ten natural gas development and export to Argentina through a specinlly constructed pipeline As Argentinn had itse!f fallen into arrears on
payment for its natural gas imports, the debt rescheduling was part of a comprehensive agreement on natural gas trade between the two coun-

tries, reached in September 1987




pioneering buy-back plan. The depreciation of the exchange
rate has kept pace with local and foreign inflation rates,
maintaining a spread of not more than I per cent between
official and parallel markets and a relatively constant reat
effective exchange rate. Fiscal policy has been cautious and
the public sector deficit has been reduced to less than 1 per
cent of GDP. In short, austerity has been carried out for the
sake of Bolivia's stability, as is frequently said in Bolivia, not
for the sake of paying back the foreign creditors.

However, despite the success in stabilizing the economy,
the social situation remains desperate. High infant mortality,
low life expectancy, poor nutrition, housing and health, and
high unemployment are structural characteristics of Bolivia,
Bolivia ranks below the average for low-income developing
countries in terms of many social indicators, including daily
calorie supply per capita, life expectancy at birth, and infant
and maternal mortality.® Poverty on the Altiplano is the
most extreme in Latin America.

When to a situation that begins with widespread poverty,
one adds a major reversal of aggregate economic output and
income that is unlikely to be recuperated in the near term,
the social dimensions of Bolivia's crisis stand out. It is natu-
ral that under such conditions, cocaine cultivation would
flourish in the less accessible regions of the country. This
activity and its derivatives have become a deep economic
issue as well as a social issue ™ It is estimated that the Boliv-
ian economy earned $375 million from coca-related exports
in 1987, which may be compared with annual merchandise
exports recorded in balance-of-payments data over the past
three years, which averaged $518 million. The attraction of
the industry is straightforward: estimated returns per hect-
are from these crops can exceed by 10 to nearly 20 times
those from traditional crops. For poor farmers, former min-

ers and others, the crop is apparently well worth the risk of
engaging in an illegal activity.

Aside from being a problem in itself, the emergent coca
sector is a symptom of the incomplete adjustment of the Bo-
livian economy. The austerity of 1985-1989 has stabilized
macro-economic variables, but it has created something of
an institutional vacuum. It has reduced the State’s role as
employer and appropriator of the nation’s wealth without a
dynamic private sector emerging to replace it. Nor has it
addressed the major structural problems of agriculture or of
the conditions of poverty.

The reat challenge for structural adjustment is still to de-
liver on the promises of the 1952 Revolution. Land has again
become concentrated and large landholders have become
dominant in the eastern provinces. The problem of low pro-
ductivity on the Altiplano has never been successfully ad-
dressed, just as the inefficiency in the mines was attacked by
severing workers rather than renovating the capital stock
and expanding operations. Open unemployment, estimated
at 20 per cent since 1986 and underemployment close to 60
per cent, is especially severe in the highland cities where the
public sector was ence important. In addition to the middle-
level civil servants whose jobs have been cut, one guarter of
the rural teachers have abandoned their schools.

The private sector, which has so long been a junior partner
in Bolivia, has not yet assumed a leading role despite the
effort to create an environment conducive to private initia-
tive. The modest economic growth of the past two years may
be encouraging, but the major structural problems of pov-
erty, the duality of peasant and modern sectors, and an alter-
native to the income and employment generated by coca cul-
tivation and illicit exports all remain on the agenda of the
Government.

Adjustment in the Philippines: the cost of political crisis

Like so many other countries, the Philippines began the
1980s with an economic adjustment problem. As the coun-
try's terms of trade fell sharply in 1980 and again in 1981,
imports stopped growing and the economy slowed (see table
VIII.4). Nevertheless, output had been growing rapidly;
even as the economy slowed, output per capita kept rising
until 1982. On the other hand, terms-of-trade losses, coup-
led with higher inierest payments to foreign creditors,
caused the beginning of a decline in gross domestic income
per capita (see figure VIIL 6) . What is remarkable, however,
is what came next, as a stagnating economy in 1983 became
a collapsing one in 1984 and 1985. In only two years, gross
national income per capita fell back below the level of 1973
At the same time, the Government lost political legitimacy
in the eyes of its own people and was overthrown in a popu-
lar uprising. This and the recovery that followed underline

the fundamental importance of political stability to imple-
mentation of a credible economic adjustment policy

Development of conditions for crisis

The sudden economic contraction in 1984 and 1985 was a
remarkable contrast to the 1970s, when the expansion of real
GDP averaged 6 per cent yearly and agriculture grew at an
annual rate of almost 5 per cent. In 1978, the country had
attained self-sufficiency in rice, its major food crop.® The
industrial sector expanded rapidly at 9 per cent per year.
Non-traditional manufactured exports, led by electionics
and garments, rose strongly and increased their share of to-
tal exports from small amounts to alimost 50 per cent by the
early 1980s. The level of public investiment had also risen
appreciably, expanding infrastructure and social services,

34 Based on data and categories of **“Worid development indicators ™, in World Bank, World Development Report 1988 (New York, Oxford Univer-

sity Press, 1988)

33 See the 1989 report on the world secial situation (E/CN 5/1989/2), p 158 To be issued as a United Nations publication
36 Indeed, the Philippines was one of the birthplaces of the Green Revolution, in which high-yield varieties of seeds suitabie for developing coun-

try climates were developed in the [960s.

169



Table VIII .4 The Philippine economy in the 1980s

1980 1981

1982 1983 1984 1985 1986 1987 1988s

Domestic economic activiry

Production (annuzl percentage change)

Gross domestic product 50 34
Agricultural GDP 49 38
Industrial GDP 47 4.8
Investment

{per cent of GDP) 30.7 306
Gross domestic savings

(per cent of GDP) 30 251
Public finances

(per cent of GDP)

Expenditure 123 127

Budpet deficit -3 -4.0
Consumer price increases

(annual percentage change) 18.3 132

12 11 -6 8 38 15 4.7 6.7
32 20 20 34 33 -1 35
20 068 103 .03 22 717 81

283 267 170 139 129 153 181

216 199 167 169 191 162 183

120 117 9
1

42 19 - 18 -50 24 20

10.1 100 504 232 08 38 88

International economic activiry

Import volume, c.i.f

(annual percentage change) 3t -15
Export volume, of which

(annual percentage change) 18.8 36
Copra and coconut oil 87 160
Terms of trade

(anmual percentage change} -130 80
Real effective exchange rate

(index, 1980-1982 =100} 92.1 1013
Foreign exchange earnings?

(billions of dollars} 84 90
MNet financial transfer©

(billions of dollars) 2.4 1.1
Net financial transfert

(per cent of GDP) 37 54
Gross foreign debt

(billions of dollars) 17 4 208

243 241 244

24 03 173 139 55 156 24

48 52 23 0.0

177 -112 it
-55 -38 347 47 851

-10.§ -18

32 90 82 -127 35 3t 92

1067 962 1079 1143 899 865 B899

85 86 83 83 9.0 87 11
o 07 £5 17 -te -18 13
68 68 0.1 30 62 09 02
262 289 300 302

Source. Data and estimates of IMF, the World Bank, the Asian Development Bank, the United Nations Economic
and Social Commission for Asia and the Pacific, Morgan Guaranty Trust Co and the Department of International
Economic and Social Affairs of the United Nations Secretariat

Preliminary estimates

Goods, services and private transfer inflows.
Capital account definition (see table VIII 1).
Expenditure definition (see table VIII 1).

Q. N o

‘The overall investment effort had been quite strong, aver-
aging 30 per cent of GDP in the second half of the 1970s.
Most of it was financed out of domestic resources, although
international lending to the Philippines had been substantial,
raising the net transfer of financial resources to an average
5 5 per cent of GDP during that period. This too changed
dramatically after 1983, as investment and the net transfer
plummeted, the latter turning negative in 1984 (see figure
VII1.7).Y From 1983 to 1986, the net financial transfer fell

from an inflow of 7 per cent of GDP to an outflow of 6 per
cent.

If the strong net transfer of financial resources through the
early 1980s was beneficial in supporting the high rate of
investment, it also was a source of vulnerability to the econ-
omy, as the support vanished when the inflow of new private
lending was cut back with the onset of the crisis, Thus, in-
stead of a net transfer of resources to the Philippines of about

37 Using the capitat-account definition, as in table VHI 4, the net financial transfer became negative in 1983, It remained highly positive from the
perspective of expenditures because official reserves were drawn down by about $2 billion to finance the expenditures The expenditure meas-
ure showed an insignificantly positive net transfer in 1984, rather than a negative one as shows by the capital-account measure, owing to differ-
ences in measurement methodologies Both measures, however, lead to the same conclusion of a major shift to a net outward transfer of finan-

cinl resources by 1985
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Figure VIII.6. Gross national income per capita
of the Philippines, 1967-1988

(Index, [1980=100)

85 -

75 -

65 I | [ - )} ! ! ) | 1 ! 1 ] 1 ] 1 |

; ¥ i ; 1 i T T T 1
1967 1969 1871 1973 1975 1877 1979 1981 1983 1985 1987

Source: Based on data from World Bank, World Tubles, 1988-1989 edition {1988 estimated by the United Nations

Secretariat)

Figure VII1.7 Investment, net resource transfers and
savings in the Philippines, 1975-1988
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$500 million a year on average in 1982 and 1983 from the
medium-term lending commitments of the financial mar-
kets, the Philippines began transferring resources to these
creditors in 1984 and has continued to do so since.

The Government had looked to new external financing to
support a countercyclical expansion of the public sector in
1981 and 1982, based on over-optimistic assumptions about
how guickly and strongly the world economy would recover
from recession. About $7 billion were added to total exter-
nal debt in 1981 and 1982, $5 billion from private banks, of
which almost $4 billion had been short-term borrowing. *
Added to already high foreign borrowing for investment
projects, this rapidly built up a heavy debt-servicing bur-
den.”

As was seen in the case of Mexico, a sudden and sharp
drop in the net transfer of financial resources puts great
strain on economic policy-making. In the Philippines, this
strain was applied to a fragile political situation—which in-
cluded operation in the countryside of two separate guerilla
armies--as acute social pressures were not alleviated,

The Philippines is an overwhelmingly rural nation, whose
emphasis on coconut and sugar exports and a highly pro-
tected and capital-intensive industrial sector in the cities has
created an extremely unequal income distribution. In 1987,
almost 60 per cent of the population still lived in rural areas,
where the proportion of people living in absolute poverty
had increased from one half to two thirds between 1971 and
1985. The share of the urban population living in absolute
poverty had risen from 36 per cent to 50 per cent during the
same period. In the countryside, 46 per cent of the popula-
tion had no access to safe drinking water and even in the
cities 17 per cent were in the same situation. The buoyant
years of economic growth noted above had thus generated
great wealth for the few, and swelled the numbers of those
living in poverty, The wealthiest fifth of the families in the
Philippines received 53 per cent of all income, while the
bottom fifth received 5 per cent.®

While benefiting from the Philippines’ development strat-
egy. the high- income groups were not necessarily confident
of its sustainability. The Government had begun an eco-
nomic adjustment programme in 1980 with IMF support,
aimed at sustaining the rate of economic growth while re-
gaining external equilibrium, in the face of the economy’s
vulnerability to adverse terms-of-trade and interest-rate

changes. However, some policy changes such as exchange
rate adjustment lagged, and public sector investments con-
tinued to expand by relying on domestic and external credit,
Moreover, certain large investment projects that proved un-
viable nevertheless raised the debt burden of official finan-
cial institutions and absorbed ever-larger budgetary re-
sources. Increasingly, the response of the affluent private
sector was capital flight,

In short, a crisis was clearly brewing in the early vears of
the 1980s. It was in part a foreign debt crisis, in part a crisis
that stemmed from certain weaknesses in the past pattern of
development, and in part the economic manifestation of a
political crisis.

The crisis and the response

By 1983, foreign exchange reserves, which were being
used to support an overvalued exchange rate, had dwindled;
and with debt-service ratios increasing, external creditors
grew hesitant to extend additional finance. When a political
crisis, caused by the assassination of a major political figure,
erupted in August 1983, foreign commercial banks refused
1o roll over short-term credits or extend new medium-term
or long-term loans and thereby precipitated a debt-servicing
crisis. Confidence in the economy-—and its leadership—was
badly shaken and capital flight accelerated. Depleted re-
serves were not sufficient to cover the resulting balance-of-
payments deficit and the Government was forced to declare
a moratorium on debt repayment and seek a negotiated re-
scheduling of the debt.

The Government, whose 1980 IMF stand-by arrangement
had expired at the end of 1981, also returned to IMF. The
policy prescriptions agreed with the Fund were of the con-
ventional type: devaluation of the currency; liberalization of
the import régime and removal of tariff barriers; budget aus-
terity to reduce the deficit; and the restructuring of the coco-
nut and sugar sectors to improve efficiency in operations,

But if the agreement by the Government to these policy
measures was prompt, its implementation was erratic,
piecemeal or marred by long delays. Relations with IMF
deteriorated and the release of later tranches of the IMF loan
was held up as terms of conditionality were not met. Some
policies were politically too difficult to enforce. For in-
stance, budgetary restrictions were not applied to public cor-
porations and the Government hesitated to dismantle public

38 Most of the rest of the lending was accounted for by the World Bank, whose loans cutstanding to the Philippines rose almost $1 billion in those
two years (see World Bank, World Debt Tables, 1988-89 edition, vol [l (Washington, D.C , December 1988)).

39 Interest payments, as recorded in the balance of payments, doubled from $1 billion in 1980 to 32 billion in 1982

4% These data are drawn from UNICEE, Manila, " Redirecting adjustment programmes toward growth and the protection of the poor: the Philip-
pine case™, in G Cornia, R Jolly and F Stewart, eds , Adjistment with a Human Face, vol. 11, Country Case Studies {Oxford, Clarendon
Press, 1988), especially pp 193-196; UNICEF, Statistics on Children in UNICEF Assisted Countries (New York, UNICEE, Aprif 1989); and
Worid Bank, Social Indicators of Development (Washington, D.C , September 1988).

41 The extent of capital flight became apparent only after the crisis had begun. For example, one estimate in September 1983 piaced the level of
capital flight ot a relatively small amount of $0.9 billion, which was roughly the difference between the officially reported tolal external debt of
$16.3 biltion and the sum of current account deficits from 1970 10 1983 of $15.3 billion. "This $0 9 billion figure was also net very far from an
estimate based on the sum of errors and omissions of $1 billion for the period 1970 to 1982 However, two months later, in November 1583, the
Government tnnounced that the totul foreign debt was $24. 8 billion. Whea compared to the total current account deficit mentioned above,
estimated capital flight totals $9.5 billion, more than 38 per cent of total externat debt (see Manuel F Montes, Philippines, Country Study No. 2
of Stabilization and Adjustinent Policies and Programmes, (Helsinki, World Institute for Development Economics Research of the United

Nations University, 1987, p. 3)
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sector monopolies in sugar and coconut, a condition re-
garded as vital to the recovery of these depressed sectors.

In 1984, widespread business failures led to massive lay-
offs. Inflation rose sharply to 50 per cent in conseguence of
the series of currency devaluations and the expansion in the
money supply of the previous year. Investments as a percent-
age of GDP fell sharply to 17 per cent and real GDP con-
tracted by 7 per cent. The economic dislocation and incon-
sistent policy measures noted above added further to the al-
ready intense political and social pressures. Business
confidence remained depressed. A severe financial crisis
erupted as many financial institutions failed because of
large-scale withdrawal of deposits. A government attempt to
rescue the ailing financial institutions rendered the austere
budget policy ineffective as the additional expenditure ag-
gravated the already huge budget deficits.

In the end, the need for important efforts of economic and
financial adjustment was widely seen as imperative and a
new stabilization programme was designed and supported
by IMF through a $603 million IMF stand-by facility in De-
cember 1984 The economic policy objectives in 1985 en-
tailed a restrictive monetary policy and control of the fiscal
deficit.

The measures were effective and led to a drastic compres-
sion of domestic demand. Inflation receded to 23 per cent
for the year. But the greatly reduced level of economic activ-
ity also led to the further contraction of real GDP by 4 per
cent. The contraction in aggregate demand was accom-
plished mainly through a drop in both public and private
investment. Total investments thus fell sharply again, to 14
per cent of GDP. The industrial sector experienced a 10 per
cent contraction for two consecutive years. However, the
current account balance improved dramatically from defi-
cits of about 33 billion in 1982 and 1983, to $1.3 billion in
1984 and near balance in 1983,

Thus, finally, the adjustment effort launched in 1980 be-
came effective in so far as the external payments balance of
the Philippines contracted in 1985. Put in different terms, as
there was little new financing, the net transfer of financial
resources became a substantial net outflow (see table
VIII 4} This was accomplished mainly through the com-
pression of domestic demand, which led to a drastic drop in
capacity utilization, an increase in unemployment and a de-
cline in per capita income to levels of the mid-1970s.

Two years of severe economic decline after a number of
years of stagnation made conditions unbearable for a large

segment of the population. The dissatisfaction and disen-
chantment with the economic conditions were manifested in
workers’ strilees for higher wages, the clamour for a boycott
of the Administration's surprise call for elections and the
increased influence of the guerilla movement in the rural
areas. In January 1986, the political situation deteriorated
further and a peaceful revolt of the urban population de-
posed the Government and swept a new administration into
POWET.

A new beginning

The new régime faced the task of rehabilitating institu-
tions that had collapsed and an economy in disarray, while
the poiitical climate did not fully stabilize for at least the
initial 18 months. Attetnpts were made to overthrow the new
Government and a rash of strikes disrupted the economy.
But the new Government survived and began to implement
its main economic policy objectives, which included the de-
velopment of the rural economy through extensive support
for labour-intensive, rural-based industries, improvement of
infrastructure and the reduction in the direct economic role
of the Government through privatization and disposal of cer-
tain government assets.

Efforts have also been made to set a new standard of civic
behaviour and to recover illicitly obtained assets of the
former President and senior government officials.” In addi-
tion, action was taken in foreign courts to recover payments
on certain international business transactions * For the fu-
ture, the watchful eye of an informed public is to be an im-
portant ally of the Government in maintaining the new
standards.

Soon after the change in Government, official inflows re-
sumed, led by drawings from an IMF stand-by facility. In
addition, development aid was either pledged or received
from several industrial country donors.

A retarn of optimism

The two-year decline of the economy ended with small
positive growth in 1986, but economic recovery itself began
in 1987. GDP rose 5 per cent that year and 7 per cent in 1988
led by industrial production in both years. Investment too
has been recovering and the net transfer, while still negative,
has become far less so. The short-term outlook is for contin-
ued strong recovery in 1989 and 1990, with real GDP grow-
ing 5 to 6 per cent each year (and thus per capita output
rising 3 to 4 per cent a year), and with rising investment and

42 By the start of 1984, two discoveries had come to light that further damaged credibility. One was the overstatement of official reserves by as
much as $600 million, which might have been done 1o cover illicit foreign exchange dealings by senior government offictals. The other was an
inexplicable surge in the money supply of 20 per cent and, more important, a rise of 26 per cent in money in circulation between October and

November 1983 alone

43 After only a year in operation. the Presidential Commission on Good Government has sequestered shares in 286 firms and recovered cash and
property valued at $400 million Some associates of the former President have negotiated agreements to return assets, o in some instances, to
surrender control of corporations they once headed  The sequestered assets wil] be confiscated and sold by the Government if proved to be
illegally acquired. They will be retursied, if shown to have been legitimately obtained

In October 1988, a United States federal prand jury in New York indicted the former President and his wife for fraud and racketeering They
were charged with diverting $103 million in government funds to buy personal property and real estate in the United States, fraudulently bor-
rowing $16 5 miltion from United States banks, and illegaily transferring assets that had been frozen by the federal court

44 In particular, the Government has filed suit in the United States against a United States multinational corporation for fraud and bribery in the
procuresizent of a contract to build a nuclear pawer plant in the Philippines and for technical faults in its design and sonstruction

173



domestic savings ratios. Even inflation, which was 9 per
cent in 1988, is expected to moderate this year and next ¥

There is, furthermore, a palpable sense of optimism in the
business community of the Philippines. It is evident in the
rising real estate and stock market prices, in the large
amount of construction now under way, in the first class ho-
tels in Manila that are heavily booked with visitors seeking
business opportunities, The political situation is seen to have
stabilized and structural economic adjustment is again on the
agenda.

However, it is not yet assured that the Philippines will
enter a path of long-run, sustained economic growth and
development. The basic structure of the economy will take a
long time to change. While the terms of trade have recently
improved, the Philippines remains vulnerable to a reversal
of these changes, not to mention the debt burden that still
overhangs both the budgetary and the balance-of-payments
outlock.

Furthermore, the guerilla movement continues to be ac-
tive today. The poor remain poor and the prospects for their
incomes rising through reinvigorating the development
strategy of the 1970s are not promising . Indeed, the Govern-
ment accepts that much needs to be done to directly attack
the conditions of the poor, including distribution of land to
them through land reform. It lists its national development
goals expressly in these terms: alleviation of poverty; gener-
ation of more productive employment; promotion of equity
and social justice; and sustainable economic growth.*

Rural deveiopment is one centrepiece of Government pol-
icy as legislated by the Philippine Congress in the Compre-
hensive Agrarian Reform Programme Its full and timely
implementation will be important as the prospects for sus-
tained development in the Philippines would be especially
helped if the majority of the population participated in the
economy in an integral and sustained way.

Ghana’s adjustment: institutions and structures

The economic adjustment project now under way in
Ghana is nothing short of revolutionary. To a degree, the
adjustment programme that the Government began in 1983
was made necessary—as in other countries—by a sharp dete-
rioration in the terms of trade in 1980-1982 associated with
sharply rising petroleum import prices and rapidly deterio-
rating commodity export prices. It was prompted as well by
the effects of the worst drought in Ghana in the twentieth
century. But both those crises also served to underline just
how far Ghana's economy had deteriorated in the quarter
century since the country's birth and the critical need for
radical reform.

The economy had all but collapsed by 1983 Per capita
income had fallen by one quarter since 1980 alone, when it
was already 15 per cent lower than it had been a decade
before (see figure VI 8).* Today, the Government has ob-
tained a measure of recovery and its goal is to set Ghana
finally on a path of sustained development, which entails not
only standard macro-economic stabilization and structural
adjustment, but also major institutional rehabilitation and
development; indeed, it aims at changing how people be-
have in their every day economic activities—that is, to
change the culture of the society.

Supporting Ghana's economic recovery has also become a
major project of the international community of donor coun-

tries and official agencies, in which large-scale financial
support, technical assistance and ideas on development and
adjustment strategies have been proffered. The net transfer
of financial resources, in particular, has become signifi-
cantly positive in recent years. Ghana is one of the few coun-
tries in which the social costs of economic adjustment have
received explicit consideration and programmatic response.
It is a case in which a great deal of progress has been made in
a relatively short period of time and in which the net finan-
cial transfer has become an aid to adjustment. But whether
the ultimate goal will be achieved is still an epen question.

Antecedents: 25 difficult years

The economy of Ghana was once described as severely
constrained by what its exports could earn, by the inability
of food production to keep pace with the growing population
and by shortages of a wide range of middle-level and

top-level skills.”® That could almost be a description of

Ghana in the 1980s, but it was written in the 1960s. Ghana
has had an adjustment problem ever since.

The story of Ghana’s economic performance begins with
cocoa. Ghana has been and will continue to be heavily de-
pendent on cocoa exports for foreign exchange earnings and
as a major source of income for a large segment of the rural

45 This, for example, is the forecast of the Asian Development Bank-ESCAP joint regional modelling project, as presented at the meeting of
Project LINK, United Nations Department of Enternational Economic and Social Affairs, New York, 6-8 March 198%
46 Philippines, National Economic Development Autharity, Updates on the Medium-Term Philippine Development Plan, 1988-1992 (Masila, July

1988),p 1

47 Ghanaizn economic data suffer from more than the usaal statistical limitations and so quantitative results must be interpreted with caution,; in
particular, the large informal sector, which arose in the 19705 and is largely unaccounted for in official data, distorted resuits then and can be
expected te do so again as it is re-absorbed into the open economy as part of adjustment In addition, certain inconsistencies exist in population
data, which reduce the reliability of per capita information (see Reginald H Green, Ghara, Country Study No. 1 of Stabilization and Adjust-
ment Policies and Programmes, (Helsinki, World Institute for Development Economics Research of the United Nations University, 1987),
annex) This notwithstanding, the basic trends in the data are considered valid

48 3ee, for example, A. Killick and R Szereszewski, “The economy of Ghana™, in P Robsonand D A Lury, eds , The Economies of Africa

(London, George Allen and Unwin, L1d., 1969), pp 123-124
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Figure VIIL 8. Gross national income per capita
of Ghana, 1967-1988

(Index, 1980=100)
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population. Under the current adjustment programme, pro-
duction and export of cocoa are recovering from mid-1980s
lows, but the levels being attained are only those of the first
half of the 19505 (200,000 to 250,000 tons annually). * New
plantings in the 1950s and improvements in disease control
had raised production and export to over 400,000 tons a
year in the 1960s. In the 1950s, cocoa accounted for about
63 per cent of exports, roughly the same as today. Produc-
tion and export are expected to be of the order of 300,000
tons a year, but in any case, with significant production in-
creases from Ghana and other cocoa producers, cocoa prices
are expected to remain soft. The success of adjustment in
Ghana will thus be contingent on the success of recovery in
other traditional exports and diversification into new prod-
ucts,

Food production is another area in which the problems of
the 1960s are still the problems of the 1980s. Traditionally,
food crops in Ghana have mostly been produced in a highly
land-intensive manner, using “‘slash-and-burn” techniques
to clear and fertilize fields which would produce for a few
years with annually declining productivity and then be left
fallow to regenerate for three years or more. By the 1960s,
with population growth beginning to put pressure on land
resources, new agricultural techniques were needed which,
with more capital inputs, would make labour more produc-

tive. Research and extension work to disseminate technolog-
ical improvements were also easily identified needs, as was
adequate rural credit on appropriate terms. While many pro-
grammes were designed in the ensuing years, implementa-
tion feil short and by 1982 (before the worst effects of the
drought), production of most food commodities was no
higher—and in some crops was much less—than in 1970 and
yields per hectare were also roughly the same. Meanwhile,
the population had grown steadily and average land per per-
son had fallen 30 per cent. The rural transportation sector
was also in general disrepair. The ratio of food self-suffi-
ciency measured against basic consumption requirements
plummeted from 83 per cent in 1964-1966 to 71 per cent in
1978-1980 and to 60 per cent in 1982,

Following the drought, food production recovered and
has surpassed output levels of 1970, but the sector remains a
major focus of the structural adjustment effort. Indeed, it
must. Not only is food an important tradable good, in-
creased production of which frees foreign exchange for
other imports, but it is a major part of the national economy
Smaltholder agriculture, including export crops as well as
food, still accounts for roughly half of GDP and employ-
ment, and food production remains the chief occupation of
the large number of rural poor. Moreover, a recommenda-
tion of one of Ghana's earliest development advisers is still

49 The cavear in footnate 47 aboul data applies in particulsr 1o cocoa production, as smuggled exports ase believed to have been substantial
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sound, namety, that a rapidly developing rural economy pro-
vides an important market base for industrial development.®

In the 1960s, the Government of Ghana had been accused
of failing in an intensified effort at development planning in
part because of being too ambitious, given the limited ad-
ministrative capacity of government at that time.* It had
only emerged from colonial status in 1957 But a similar
concern has recently been raised by senior Ghanaians and
others, namely, that the current structural adjustment pro-
gramme is demanding too much of the State in terms of the
comprehensiveness of the reform package being imple-
mented and the multitude of studies of various policy areas
that must be completed and digested *

Whether or not this view is representative, it is important
because it highlights two central issues: first, although a
large number of Ghanaians have been trained and educated
over the decades, virtually a generation of them were lost to
Ghanaian society as they were not absorbed by the public

service or private enterprise because of a quarter century of

economic and political decay, They emigrated or spent much
of their effort in the parallel market rather than the open
economy, as did Ghanaians of all walks of life. Indeed, in
1983, at the depths of Ghana’s economic crisis, Nigeria’s
own crisis forced repatriation of roughly | million Ghana-
ians from that country. Second, the civil service and, more
generally, people from all income classes, have been driven
by a heavily distorted economy into excesses or abuses.

Cleansing the system was a major commitment of the new
Government that came to power at the end of 1981, The
temper of the time seems well reflected in a speech made by
the head of Government in 1986, in which he recalled that
five years earlier selfishness and the pursuit of power for

exclusive personal reasons had taken hoid of the ship of

state.* The drive to stop corrupt practices was very popular
and, as it had some effect, disrupted the economic system
then operating and the interests that benefited from it. The
initial effort also undoubtedly laid the foundation for public
acceptance of the adjustment programme begun in 1983.

Fhe :idjustment effort

Adjustment began with an emergency programme that in-
cluded moving cocoa from producing areas that had been
closed off, demonetizing the largest denomination Ghanaian
currency note, which is a distributionally interesting means
to reduce lquidity, attacking corrupt practices, and mobiliz-
ing communities for activities ranging from cocoa and oil

palm rehabilitation to garbage disposal and cleaning up
choked sewer drains.* In addition, as the economy had been
starved for imports, an adjustment programme with several
traditional features—but also some innovations—was set in
motion. Although discussions with IMF had begun in July
1982, the Economic Recovery Programme began without
Fund support in April 1983 with the first devaluation of the
national currency, the cedi. By August, however, a stand-by
arrangement with the Fund went into effect and Ghana’s
programme has since been supported by a sequence of loans
from IMF and the World Bank and substantial bilateral sup-
port.

Key measures of the adjustment programme included,
first, a sequence of major devaluations of the cedi, leading in
1986 to the initiation of a foreign exchange auction system.
The intent was not only to give appropriate price signals to
the economy, but also to encourage the flow of foreign ex-
change back into legal channels. Second, import controls
were relaxed, ensuring that scarce goods could be imported,
shortages could be reduced, and inordinate price increases
deterred. Third, prices paid farmers for cocoa were in-
creased and 25,000 “ghost” workers were pared from the
payroll of the Ghana Cocoa Marketing Board (GCMB); this
was followed by the release of 29,000 workers in 1987 (39
per cent of the total staff), among other steps taken to reduce
the cost and increase the efficiency of the Board

Fiscal measures were a third area of policy reform. Taxes
were increased on incomes and commodities, and expendi-
tures were restricted. Subsidies were reduced, notably on
petroleurn, which had supported substantial smuggling of oil
products to neighbouring countries; but fertilizer subsidies
were also cut. Fees were introduced in the health sector and
tariff rates for utilities and transport were raised. As civil
service salaries had fallen in real terms during the crisis to
levels that forced state employees to have other incomes (le-
gal or otherwise) to survive, salary levels were raised about
60 per cent. On the other hand, the size of the civil service is
being contracted at a rate of about 12,000 jobs a year from
1987 to 1989, and perhaps beyond. A major examination of
state enterprises is also under way to decide which to retain,
divest or form into joint ventures. At the same time, sector
rehabilitation and other public investment programmes have
been set in motion in tradable goods sectors and basic infra-
structure.

Finally, among the conventional vectors of adjustment
policy, monetary policy sought to slow the growth of credit

50 W, Arthur Lewis, Report on the Industrialization of the Gold Coast {Accra, Government Priating Office, 1953)
51 See Elliot} Berg, “Structural transformation versus gradualism: recent economic development in Ghana and the Ivory Coast™, in Phitip Foster
and Aristede R. Zolberg, eds ., Ghana and the Ivory Coast: Perspectives on Modernization (Chicago, University of Chicago Press, 1971}, pp

187-230.

32 See John Loxley, Ghana Econontic Crisis and the Long Road to Recovery (Ottawn, The North-South Institute, February 1988), p 36.
53 Flight-Lieutenant !, 1. Rawlings, Chairman of the Provisional National Defence Council, 31 December 1986, as reported in West Africa, 12

January 1987, pp. 59-61.

54 Several discussions of Ghana's adjustment programme from different perspectives have been published See, in particular, Tsatsu Tsikata,
“Ghana’s country experience’ (ECA/ICHI/88/51), paper prepared for the International Conference on the Human Dimension of Africa’s
Economic Recavery and Development, Khartoum, 5-8 March 1988; UNICEF, Accra, “Adjustment policies and programmes to protect children
and other vafrerable groups in Ghana”', in G. Corniz, R. Jolly and ¥ Stewart, eds , Adjustment with a Human Face, Vol. 2, Country Case
Studies (Oxford, Clarendon Press, 1988), pp. 93-125; Ghana: Policies and Programme for Adjustment (Washington, D C., World Bank, 1984);

Green, op. cit , and Loxley, op. cit




Table VIIL.5. The Ghanaian economy in the 19805

1980 98] 1982 1983 1984 1985 1986 1987 16880

Domestic economic activity

Gross domestic product, real

{annual percentage change) G5 2.9 65 4.4 87 4.5 50 44 6
Agricultural GDP

(annual pereentage change) 2.2 -2.6 -5.5 70 97 0.6 33 00 6
Industrial GDP

{annual percentage change) 0.3 -60 -170 -1 9 8¢ 17.7 77 na3
Investment

{per cent of GDP) 56 4.6 34 38 69 9.6 96 107 125
Gross domestic savings

{per cent of GDP) 49 4.0 37 0.6 472 67 58 42 55
Overall budget deficit (-

{per cent of GDP) -4 2 -6 5 -56 27 -1.8 22 01 05 0.4
Domestic budget deficith ()

{per cent of GDP} -4.2 -6.5 -57 27 21 27 07 03 07
Real wage®

(index, 1985=100) 1154 686 610 47 3 695 1000 1628
Consumer price increases

{annual percentage change) 07 164 23 1229 39.8 103 246 398 30

International econontic activiry

import volume, c i f
(annusl percentage change) 92 -54 325 -114 88 163 10.5 47
Export volume

{(annuai percentage change) 2.6 -0 7 22 475 14 245 48 4 60 4
of which, cocon beans

(annual percentage change} i3 92 239 329 -6 1 148 135 52 ~10
Ferms of trade

(annus! percentage change} 249 177  -IL1 20 77 57 -4 1 -2.8 1i
Real effective exchange rated

(index, 1985=100} 1214 1452 147% 2118 172 100 60 29 19
Foreign exchange earnings®

(millions of doHars) 1217 836 718 483 633 712 895 1112 1119
Nel financiai transfer!

(millions of dolkars) -136 194 104 171 225 322 47 135 210
Net financial transfers

(per cent of GDP) 0.7 06 -04 32 27 2.9 38 6.5 ?
Gross foreign debt

{millions of doltars) 1312 1460 #3%7 1600 1900 2175 2656 3124

Source. Data and estimates of the Government of Ghana, IMF, the World Bank, the United Nations Economic
Commission for Africa, and the Department of International Economic and Socinl Affairs of the United Nations
Sccretariat

4 Preliminary estimates
Overall deficit, excluding foreign grants.
Average earnings in December of each year, deflated by average annual inflation in consumer prices
Calculated from average official exchange rate vis-d-vig the dollar and comparable cross rates with other currencies,
and changes in wholesale prices in Ghana and its major trading partners
& (Goods, services and private transfer inflows
f Capital account definition (see table VII1 1)
& Expenditure definition (see table VIH 1)

and establish positive real interest rates. While interest rates  monetary stability is part of the strategy to rebuild confi-
remain low relative to inflation, policies for fiscal correction  dence in the financial sector and increase the use of financial
have helped o slow the growth of credit as public sector  institutions for mobilization of savings and allocation of
borrowing requirements fell. Overall, the goal of greater  credit.
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By almost all conventional measures, the adjustment pro-
gramme has thus far been a success. In the first year after the
programme began, GDP grew 9 per cent and it has grown by
4 per cent to 6 per cent a year since (see table VIIL5). Of
course, the ending of the drought in 1984 helped, as did an
increasing return to the formal economy by informal econ-
omy participants, but econornic activity has continued rela-
tively buoyantly, even in years such as 1987, in which ad-
verse weather reduced agricultural output. Overall growth is
projected to continue to the end of the present decade at a
similar order of magnitude.

Moreover, disastrous declines in import volumes were re-
versed and exports jumped. Despite weak commodity
prices, foreign exchange earnings have recovered steadily.
The real effective exchange rate plummeted, which mainly
served to underline how irrelevant to the economy the offi-
cial exchange rate had become in the early 1980s and the
serious intention to make the formal economy function well
OfiCe Mmore.

Investment surged, reaching double-digit shares of GDP
for the first time in the decade, and while the investment
share remains far below the levels in rapidly growing devel-
oping countries elsewhere, it is a major step forward for
Ghana. Urban rea! wages rose, recovering the 1980 level by
1986, and inflation fell from 123 per cent in 1983 to about a
quarter of that rate last year The budget deficit has also been
reduced by major proportions, even measured without in-
cluding foreign grant assistance.

The adjustment programme, nevertheless, was not ad-
dressing some problems. The long economic deterioration
that culminated in the early 1980s crisis had reduced average
living conditions and raised the number of people in poverty.
For example, the country lost more than 50 per cent of its
doctors between 1981 and April 1984 and about 8.5 per cent
of its nurses in 1982 alone.® The infant mortality rate is
estirmnated to have risen from 86 per 1,000 in the late 1970s to
107-120 per 1,000 in the 1980s. Child labour became more
crucial to family survival, raised drop-out rates from
schools, especially among girls, and increased the incidence
of irregular attendance and children too tired to benefit from
classes. Child labour slipped into a nefarious practice called
*“child pawning’ in which children are put into domestic
service in order to reduce the living costs of poor house-
holds.

Moreover, the adjustment programme itself had adverse
consequences for income distribution as it bypassed some
people and hurt others. Low-income farmers not in the co-
coa sector, especially in the north of the country, did not for
the most part share in the initial benefits of the resurgence of
economic growth. Low-income petty traders-—often women
whose earnings supplemented low family earnings in urban
areas--were squeezed by declining retailing margins. In ad-
dition, more than 45,000 displaced public sector workers
and innumerable underemployed urban workers were un-

likely to be absorbed in the short run into the urban private
sector. Reduction of subsidies as part of fiscal reforms
meant that low-income beneficiaries would lose already
modest income supplements, as in the case of the phasing out
of the school feeding programme.

The Government acknowledged the difficulties adjust-
ment was causing and sought to address them with interna-
tional assistance. The Government’s proposal to donors was
forthright:

“some components of the [Economic Recovery Pro-
gramime] have and will exacerbate the economic problems
of certain vulnerable groups in the short run, and this may
impede the sustainability of the recovery programme it-
self.*

The result was the Programme of Actions to Mitigate the
Social Costs of Adjustment (PAMSCAD), which comprised
20 projects costing $84 million, of which $38 million were
foreign exchange costs. Projects are aimed at employment
generation, rehabilitation of infrastructure and public serv-
ices for meeting basic needs, such as clean water, sanitation
and public health. Priority is given to community initiative
projects, especially as they help build confidence in the ad-
justment programme. PAMSCAD projects are also explic-
itly designed not to distort the wider goals of the adjustment
programme.

The role of international support

For all its importance as symbol, PAMSCAD is a small
expenditure of official international resources and a periph-
eral part of the international strategy for Ghana's recovery.
But Ghana has become a major recipient of international
assistance. The net transfer of financial resources rose from
less than 1 per cent of GDP at the start of the decade—and
that in part from accumulating arrears—to 3 per cent of GDP
in the first three years of the adjustment programme; it ex-
ceeded 6 per cent in the past two years (see table VIIL.3).

Major inflows began with drawings under an IMF stand-
by arrangement, followed by other IMF flows and loans
from the World Bank. Ghana’s initial borrowings were thus
mainly standard non-concessional, relatively short-term
credits which were inappropriate as a form of balance-of-
payments financing for a country in its situation, but they
were virtually all that was available at the time. Subse-
quently, however, Ghana obtained more concessional funds
(e.g., from the Enhanced Structural Adjustment Facility of
IMF, and World Bank loans from the International Develop-
ment Association and the Special Facility for Sub-Saharan
Africa), followed by stepped-up commitments from the Af-
rican Development Bank and bilateral sources. All in all, aid
commitments to Ghana, which had fallen to little more than
$100 million in 1982, almost tripled in 1983, exceeded $600
miltion in 1987 and $750 million in 1988. Almost $950 mil-
lion were committed at the meeting of the Ghana Consulta-

535 Information in this paragraph is drawn from UNICEF, Accea, “Adjustment policies and programmes to protect children and other vulnerable

sreoups in Ghana'' .

56 Ghana, Programme of Actions fo Mitigate the Social Costs of Adjustment (Accra, November 1987), p |
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tive Aid Group in Paris on I March 1989, more than half of
which will be bilateral.

These inflows have been essential to the economic recov-
ery programme. They help ensure, for example, that de-
clines in the terms of trade do not disrupt the foreign ex-
change auction system for want of foreign exchange to offer.
More generally, the resources help finance increases in im-
ports and investments far beyond what is attainable based
solely on domestic earnings. Indeed, without these interna-
tional resources, Ghana's aforementioned rise in investment
could not have taken place, as domestic savings—although
recovered from the recessionary low of 1983—have not yet
set a new, higher trend to replace the reduced average sav-
ings rate since the late 1970s.

in the light of these funding levels, however, the modest
nature of the PAMSCAD exercise stands out, and even that
programme was not simple to arrange and will stretch ad-
ministrative capabilities to implement. PAMSCAD negotia-
tions can be said to have begun in Accra in July 1986 at a
meeting convoked by the Government and attended by high-
level Ghanaian officials and representatives of the World
Bank and the United Nations Children’s Fund (UNICEF) ¥
One full year later, and after certain false starts, an inter-
agency mission to Ghana was assembled comprising the
World Bank (as lead agency), UNICEEF, the United Nations
Development Programme, the World Food Programme, the
International Labour Organisation, the World Health Orga-
nization, the Interpational Fund for Agricultural Develop-
ment and the Overseas Development Administration of the
United Kingdom. With a mandate from the Ghana Consulta-
tive Aid Group, the mission prepared a programune which
was discussed with the Government and among the agen-
cies, and finally led in November to a formal proposal for
international financing of the portfolio of projects that be-
came PAMSCAD . A pledging conference was held in Feb-
ruary 1988, As at early 1989, however, PAMSCAD seems
to be developing as a coliection of independent projects,
each with its own reporting requirements, rather than as a
consolidated programme . The additional resources provided
under the programme (in contrast to reclassification of exist-
ing commitments), is also turning out to be lower than antic-
ipated.

Thus, six years afier the adjustment programme began,
even a modest programme to ameliorate its social conse-
quences is only beginning to be implemented. Yet it is im-
portant as a small monument to the incompleteness of tradi-

tional adjustment strategies and it challenges the interna-
tional community to design social concerns into the fabric of
economic adjustment programmes. PAMSCAD can also be
seen as an awakening by the international community to the
politics of economic adjustment. An explicit goal of the pro-
gramme is to help mobilize the poor and displaced of Ghana
on the side of adjustment policy and deny the opponents of
adjustment a potentially important ally For indeed, there
have been opponents:

“The redistributive impact on incomes . will strike at
powerful vested interests-—rentiers and patrons whose op-
portunities come under threat as these [adjustment] meas-
ures bite. That such interests fight back to regain their
ascendancy is only to be expected, and the recovery ef-
forts will only be sustained if their political patronage no
longer provides the protection they enjoyved in the past.
That is why the politics of stabilization is so often also the
politics of destabilization, as a Government determined to
effect these transformations will face attempts to over-
throw it., "%

Towards the long run

Ghana’s Economic Recovery Programme is a long-term
effort whose success is contingent on substantial, continued
financial support from abroad, and is close to a remaking of
Ghanaian society. The ambition of the exercise is both a
source of confidence—nothing less would be effective ulti-
mately-—and a threat to confidence, as it will require persist-
ing in major policy reforms over a long period of time. A
key feature of the strategy seems to be explicit recognition of
the need to instil new standards of behaviour in the public
and private sector, which can only be effective in the end if
the belief becomes widespread that national economic devel-
opmert is on the agenda and that its benefits wili be widely
shared. Such a culture of development will need to spread to
all levels of society and become a permanent fixture,

The ultimate signal that the adjustment programme is
working will be when Ghanaian investors give the silent but
most important vote of confidence by beginning to under-
take long-term investments . I this has begun to happen, it is
not yet discernible in the data. The long-run success of
Ghana's adjustment is thus not yet assured. Many Ghanaians
seem to believe that cocoa cannot carry Ghana into the
twenty-first century. What can, is the ability to feed itself
and export a diversified mix of agricultural and industrial
products, including but not restricted to mining.

Jamaica: structural adjustment as reconstruction

In Jamaica, people are accustomed to economic recon-
struction. The Government whose term of office has re-
cently ended had been ushered in with Hurricane Allen in
1980 and it was ushered out soon afier Hurricane Gilbert in
1988. But although hurricanes are periodic, it seems that the

need for economic adjustment has become chronic. Current
efforts are the latest in a sequence that began in the 1970s.
Gross income per capita peaked at the midpoint of that dec-
ade and fell over a third by the middle of the 19805 (see
figure VII1.9}. Per capita output had actually peaked earlier,

57 See Ré_éf{éil:é'lolly. “Poverty and adjustment in the 199057, in John P. Lewis and others, Strengrhening thie Poor What Have We Learned?
U.S.-Third World Policy Perspectives. No 10 {Washington. D C., Overseas Development Council, 1988), pp 163-175

58 Tsikata, op cir ,p 22
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Figure VIII.9. Gross national income per capita
of Jamaica, 1967-1988
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in 1972, but favourable changes in the terms of trade had
pushed up gross income per capita for three more years. A
turnaround in both production and income per person began
in 1986 and despite the hurricane, which virtually elimi-
nated per capita output growth in 1985, both indicators have
in essence recovered the already depressed 1980 level.

In one view, the most difficult part of the adjustment pro-
cess is now over and a period of significant, if not spectacu-
iar, economic growth may ensue, barring new terms-of-
trade or other economic shocks. Another view sees the
structure of the economy as still fragile and subject to many
of the same basic weaknesses it had 15 years before, except
that Jamaica has now become a much ore highly indebted
economy. That is the consequence, primarily, of the largely
official international credits provided to Jamaica in the
1980s and the positive net transfer of financial resources that
it brought about.

A structural view of the economy

While economic adjustment difficulties have multiple
roats, the underlying economic structure of an econtomy can

make it more or less valnerable to adjustment problems. In
Jamaica, vulnerability has been high for structural reasons
that grew out of the implicit development strategy of its co-
lonial past and the modifications of that strategy after inde-
pendence in 1962, From its origin as a sugar-producing is-
land, Jamaica also had an independent and relatively isolated
rural economy of descendants of the Maroon communities
of escaped slaves that had prospered out of the direct reach
of the colonial authqrities..

Today, Jamaica has become a densely populated island
with sugar plantations and tourist enclaves on the coast, and
impoverished farms and bauxite mining in the interior ® The
main change after 15 years of adjustment under two govern-
ment administrations with different economic policy orien-
tations is the addition of a new enclave, namely, manufactur-
ing in export processing zones.

Over the long run, development in Jamaica has meant ex-
pansion of the modern sector and decline of the peasant sec-
tor, with increasing dependence on earnings from the export
enclaves to supply needs through imports, including basic
foodstuffs, The rise of bauxite mining was an indirect attack

59 nmaican bauxite quickly became significant for the world as well as for Jamaica; for example, the first bauxite mine opened in 1952 and by
1970, Jamaica was producing 21 per cent of the world's bauxite supply
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on the rural economy, as the bauxite lay underneath settled
communities which, perforce, were displaced.” The rise of
local manufacturing, which preceded and is not connected to
the export-processing zones mentioned above, also accentu-
ated the dual nature of the society, increasing its dependence
on imported raw materials which were processed on im-
ported machinery. These goods—processed foods and bev-
erages, textiles and construction materials--have formed the
physical basis of the modern sector and competed with the
traditional economy in the mountains, which is based on lo-
cal foods, raw materials and handicrafts.

The development path has also prompted migration to the
cities from the countryside, the rapid growth of urban slums,
and the spread of poverty and unemployment. The expan-
sion of the modern sector, the growth of government serv-
ices, the rise of merchant and manufacturing fortunes all
contrasted with the difficulties in the countryside and then in
the cities. The vast outmigrations from the Jamaican hills in
the 1950s and 1960s spilled overseas as hundreds of thou-
sands of Jamaicans emigrated to Great Britain and later to
the United States.

Modern economic development meant the expulsion of
the peasant farmer and provided no place in his homeland
for him to go. The mining sector offered limited opportuni-
ties. Modern manufacturing also provided relatively few
Jjobs, as long as its products were limited to a protected do-
mestic or regional market. Indeed, one of the attractions of
the new policy thrust towards export processing zones was
the possibility of expanding employment. Even tourism em-
ployed few local people and required increased imports of
foods.

Thus, by the early 1970s Jamaica had developed consist-
ently high unemployment, a highly unequal distribution of
income, and great social awareness of the economic cleav-
ages . The partial closing of the escape valve of migration,
which had in the past provided an outlet for the social pres-
sures built up by a deteriorating rural economy, has also re-
quired that politicians be responsive to the needs of lower
income groups.

A sequence of adjustment policies and the net financial
transfer

A first strategy to change Jamaica's economic structure,
attempted in the early 1970s, was the inverse of today’s or-
thodoxy of limited government intervention. In the early

maodel, the State would intervene directly in bauxite produc-
tion and export, and increase taxes on high incomes and
property. The higher revenue would then be available to in-
crease public services and investment in public works. Food
would be produced locally and land distributed to farmers.
The State would become an active partner in the bauxite
sector, in manufacturing, banking, the media, and public
utilities. Internationally, efforts were made to build up the
policy coherence of the International Bauxite Association
and to win the support of the international community for
stabilizing the commodity producing sectors of Jamaica and
other developing countries. Such efforts were envisaged by
the United Nations General Assembly in its Declaration and
Programme of Action on the Establishment of a New Inter-
national Economic Order” and, in particular, in the Inte-
grated Programme for Commodities adopted by the United
Nations Conference on Trade and Development ® In the
event, world bauxite prices did rise in the 1970s, but fell
back sharply in 1981 and 1982 %

The economic experience of Jamaica did not, however,
follow the script. On the one hand, the unforeseen rise in
international oil prices significantly affected Jamaica which
was 98 per cent dependent on imported energy. On the other
hand, although Jamaica, did impose a bauxite levy, mining
production subsequently feil 20 per cent in 1975 and 1976 %
By the second half of the 1970s, Jamaica was much con-
cerned about budgetary and international payments im-
balances and a different set of policies was emphasized. A
stand-by agreement was negotiated with IMF in June 1977
and an extended Fund facility in May 1978, although the
policy prescriptions of the programmes were ultimately not
implemented fully.* The Government devalued the Jamai-
can dollar, froze wages, cut the budget and relaxed price
controls. Unemployment rose and capital flight increased
despite the attempt to improve the private sector climate.
Unprecedented political violence escalated as the 1980 elec-
tions approached

In October 1980, a new Government took power and
within 12 months, the new Administration reversed the pre-
vious Government’s economic programmes. In the domestic
economy, it was thought that greater administrative compe-
tence would ease the burdens of the poor and that increased
availability of foreign exchange would enable the new Gov-
ernment to confer some measure of relief on the population,
while enacting an orthodox stabilization programme.

60 see George L Beckford, ed., fmpact of Bauxite-Aluminag on Rural Jamaica, special manber of Social and Economic Studies {University of the

West Indies, Jamaica), vol. 36, No. 1 (March 1987)

61 General Assembly resolutions 3201 {(§-VI) and 3202 (S-VI) of [ May 1974
62 Proceedings of the United Nations Conference on Trade and Development, Fourth Session. voi 1, Report and Annexes (United Nations publica-

tion, Sales No E 76 H D.10), part oae, sect A, resolution 93 (V)

63 More specificatty, and citing aluminium prices which are considered more representative than spot market quotations for bauxite itself, prices
rose |1 per cent a year on average in the F970s, and then {ell 28 per cent in 1981 and 22 per cent in 1982 (based on data from UNCTAD,

Monthly Commodity Price Bulletin)

64 Although the multinational aluminium companies were undoubtedly opposed to the bauxite levy, it is possible that they might have shifted
production away from Jamaica even without it; for example, the increase in oil prices changed the refative cost of refining bauxite and alumina
in different locations {see Omar Davies, “An analysis of the management of the Jamaican economy: 1872-18857, Social and Economic Studies.

vol 35, No. | (March 1986}, pp. 73-109)

65 For an account of Jamaican policy-making and the Government's relationship with IMF in this period, see Norman Girvan, Richard Bernal and
Wesley Hughes, “The IMF and the Third World: the case of Jamaica, 1974-80"", Development Dialogue. 1980:2, pp. 113-155



Table VHI.6. The Jamaican economy in the 1980s

1980 1981

1982 1983 1984 1985 1986 1987 1988

Domestic economic activity

Production (annuai perceatage change)

Gross domestic product -58 2.7
Agricultural GDP 6.3 12
Mining GDP 9.9 I3
Manufacturing GDP -15.6 g9
Construction GDP -28.3 0.4
Investment

(per cent of GDP) 157 204
Gross domestic savings

(per cent of GDP) 136 100
Public finances
{per cent of GDP)
Expenditure, of which . 31.4
Debt service 255 263
Education 202 207
Budget deficit -141
Unemployment

(percentage) 273 259
Empioyment

(index, 1980=100) 100 105
Consumer price increases

{annual perceatage change) 286 48

a0 t9 08 55 15 58 19
79 73 93 34 20 14 1.3
290 06 07 -1935 66 48 30
69 21 -51 09 32 47 23
159 67T -1 -143 33 152 1590
209 223 234 253 193 226
93 102 164 147 207 229
3.9 343 302 289 283 286 73
284 332 397 388 441 404
208 186 169 169% 169 169 "
-135 -159 62 60 -28 0.1 -33

276 264 235 250 137 210
105 106 b2 132 116 121

70 167 312 239 104 67 82

International economic activity

Import volume, c.i.f

{annual parcentage change) 6.4 216
Export volume

(annual percentage change) 35 44
Tourism earnings, doliars

(index, 1980==100) 100 118
Yerms of trade

(index, 1980=100) 1000 943
Real effective exchange rate

(index, 1980=100) 1000 955
Foreign exchange earnings?

(millions of doliars) 1542 1663

of which, bauxite and alumina 736 760
Net financial transferc

tmillionrs of dollars) =25 12
Net financial transferd

{per cent of GDE) 2.1 103
Gross foreign debt

(mitiions of dollars) 1903 2299

08 149 246 20 -103 140

-89  -186 20 215 -1} 83 00
140 i64 175 182 227 259

935 945 948 952 1092 999

933 (237 1026 985 1452 1553

1542 1[46F 1444 1458 1552 1813 1965
484 451 473 293 308 314 342

238 124 140 79 274 -109 46
1te 121 67 103 22 03

2842 3313 35 3867 3999 4446 4500

Source: Data and estimates of the Planning Institute of Jamaica, IMF, the World Bank, the Inter-American
Development Bank, the United Nations Economic Commission for Latin America and the Caribbean, and the
Department of International Economic and Sacial Affairs of the United Nations Secretariat

Preliminary estimates.

Goods, services and private transfer inflows.
Capital account definition (see table VIII 1)
Expenditure definition (see table VIIE 1}

[ =T o T~ -

Indeed, the Government succeeded in marshalling official
international support, The net transfer of resources, which
had been very close to zero since 1977, rose to a positive
$120 million in 1981 and rose again to $238 million in 1982
(see table VIII.6). New financial commitments began with
an IMF agreement in April 1981, which made $700 million

available over three years. This opened the door for loans
from the World Bank, private commercial banks, and the
Caribbean Group for Co-operation in Economic Develop-
ment. From 1981 to 1983, the net financial transfer to Ja-
maica was roughly 10 per cent of GDP, a level not seen since
the mid-1970s.
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The credits were to provide a cushion, and in the mean-
time market-directed adjustment would occur as policy in-
terferences in market functioning were removed. According
to this strategy, the exchange rate had to be set at a realistic
level, imports deregulated and taxes lowered, state enter-
prises divested, and inflation kept in check by high interest
rates and a tight money supply. Exports of new goods and
services, including promotion of tourism, could be expected
to increase if wages were kept low and favourable conditions
provided for foreign and local investors.®

Circumstances, unfortunately, led to a disappointing out-
come. Although inflation fell from 27 per cent in 1980 to 5
per cent in 1981 and little more in 1982, the international
recession of 1982 hit Jamaica hard. Rather than double
bauxite and alumina exports as projected, the price of baux-
ite fell on the world market and the aluminium companies
cut their exports. Government revenue from bauxite de-
clined from $206 million in 1980 to $137 million in 1982,
Sugar exports fell by 50,000 tonnes and banana exports by
11,000 tonnes. At the same time, the lowering of import
barriers encouraged a consumer splurge on imports pent-up
from the previous decade. Consumer expectations across the
entire society were raised. But local manufacturers, unpro-
tected by import restrictions and tariffs, could not compete
with the cheaper imports; nor could local farmers compete
with the cheap grain imports. The balance of trade turned
abruptly negative to a degree unseen in the earlier decade.

The 1983 policy response was, perforce, to tighten stabili-
zation measures. The Government imposed new taxes, cut
public spending further, and devalued by creating a two-tier
exchange rate and then moving more imports to the more
expensive exchange rate category The World Bank ex-
tended two new loans, and the United States Government
amplified its strategic reserves with Jamaican bauxite in a
show of international solidarity with Jamaica's efforts

Nevertheless, a further dose of stabilization policy was
necessary. In November, the Government devalued by 43
per cent, and a new economic package was designed for
1984 . The exchange rate would continue to be devalued in a
managed float twice each month. Taxes were raised, food
subsidies reduced except for a minumum level on basic com-
modities, and credit restricted. The Government deficit had
risen to nearly 16 per cent of GDP in 1983. By the end of
1684, it was cut to 6 per cent. In March 1984, IMF extended
a $143 million credit until the following March, and the
Paris Club also rolled forward $135 million of external debt

By the end of 1984, however, the economy was little im-
proved. Inflation had risen to 31 per cent and unemployment
to 24 per cent. The foreign exchange reserves had been
spent, and severe austerity was left to show for it. The 6,705
new jobs created by the Investment Promotion Programme

barely compensated for the 6,200 government jobs elimi-
nated, not to mention the already high unemployment rate of
over 25 per cent. In January 1985 the first sharp public pro-
tests began as the prices of cooking fuel and gasoline were
raised, burgeoning in June into Jamaica’s first general strike
since independence. Strikes and pay disputes with the teach-
ers, police and physicians occurred and student protests in-
creased.

Finally, in 1986, the economic decline stopped. The net
transfer of financial resources turned negative, but the fall of
oil prices gave the Government the foreign exchange to ma-
noeuvre. In a decisive break with past policy, a more
growth-oriented policy was adopted in mid-1986 A budget
expansion was announced, interest rates were reduced, the
exchange rate was held steady, and capital expenditures
were increased. In January 1987, Jamaica signed its fourth
agreement with IMF for $133 million, now in support of
Tamaica’s new growth-oriented strategy. In September 1988,
a further stand-by arrangement was obtained to continue
assistance with growth-oriented adjustment as well as reha-
bilitation of the social infrastructure and maintenance of
tight fiscal management.

Facing the 1990s

By the end of 1987, Jamaica’s economic indicators began
to change Real per capita growth was positive for the first
time in 15 years. Inflation had been kept down to 10 per cent
in 1986 and fell to 8 per cent in 1987. The change in terms of
trade and the new policy had made a major difference

But central problems had yet to be tackled. First, unem-
ployment remains above 20 per cent. A large population of
unemployed males, in particular, continues to be drawn into
informal economy activities.” Second, Jamaica’s foreign
debt, which in 1980 amounted to 57 per cent of GNP, had
risen to 139 per cent by 1987, and debt service had risen
from 26 per cent of the government budget in 1980 to 40 per
cent in 1987. Health and education expenditure fell in both
absolute and relative terms, as a greater share of the shrink-
ing budget was dedicated to debt service. This notwithstand-
ing, as wages and incomes fell, food subsidies, school
lunches, infant nutrition and food stamp programmes had
been introduced to provide a safety net for household con-
sumption. Nevertheless, the incidence of mild malnutrition
rose from 8 to 39 per cent and the prevalence of stunted
growth in infants rose from 6 to 14 per cent from 1978 o
1985.% Real expenditure on heaith fell from 78 to 54 Jamai-
can dollars per head from 1981 to 1985, a 30 per cent de-
cline * The pass rate of students from primary to secondary
school fell from 62 to 34 per cent, suggesting a serious dete-
rioration in the educational system ™ Migration of Jamai-
cans to the United States in the 1980s has continued at the
rate of 20,000 per year, nearly twice the level in the 1970s,

66 Even before any results were in, the World Bank applauded the new policy of Jamaica in a report on managing adiustment (see World Bank,
World Development Reporr 1981 (Washington, D C_, August 1981), pp 72-73) )
67 This has been a fertile field for recruitment into the trade in iBicit substances as well as “hustling”, pointing out once again the social dysfunc-

tion of unrealized economic development.

68 UNICEF, Sttistics on Children in UNICEF Assisted Countries (New York, April 1985)
69 Planning Instinne of Jamaica, Economic and Social Survey, 1987, wble 20.1B.
TG Derick A C Boyd, Economic Management. Income Distribution and Poverty in Jamaica (New York, Pracger, 1988). p 121
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resulting in a perceptible drain of entrepreneurship and
skilled personnel.

The unevenness of preductivity within the Jamaican econ-
omy also remains especiaily high and typical of countries
heavily dependent on mining enclaves. Less than 1 per cent
of the labour force in mining is responsible for 5 per cent of
the national output, while the 31 per cent of the labour force
in agriculture produce less than 6 per cent of national output.
The productivity attached to the worker associated with min-
ing is six times the national average, compared to one fifth
the national level associated with a worker in agriculture
{see table VII1 7).

in addition, the structure of exports today is not so differ-
ent from the earlier era. Bauxite and alumina earn half the
nation’s foreign exchange, while tourist dollars have nearly
tripled since 1980 The export processing zones export pri-
marily garments of limited value added under the Caribbean
Basin Initiative and employ mainly young women workers.
Judging from the experience in other countries, this form of
manufacturing enterprise is “footloose’” and may disappear
as quickly as it came if wages or taxes begin to rise faster
than in a competitor country, leaving behind in Jamaica few
skills or other benefits.

In sum, the economy today looks similar in fundamental
ways to what it was 15 years ago. It relies on a few export
earners, which have few linkages to the rest of the economy,
which generate relatively few jobs and which have a high
import content—fuels for alumina production, cut textiles
for clothing and food for tourism. It is also a relatively spe-
cialized economy, relying heavily on imports for direct con-
sumption of rich and poor alike It has a conspicuously vne-
qual distribution of wealth and persistently high unemploy-
ment.

Moreover, Jamaica has been buffeted by the international
economy for much of the decade, but the net transfer of fi-

Table VIII 7. Measures of structural disparities in Jamaica,
1980 and 1985

(Percentage)
Relative
sector
Share of Share of output per
GDP labour force worker
{980 1985 1980 1985 1980 1985
Agriculture 80 57 280 309 30 20
Mining 138 49 2.0 08 640 610
Manufactauring 157 197 162 134 100 150
Others 625 697 538 549 120 130

Seurce. Department of Internationat Econornic and Social Affairs of
the United Nations Secretariat and the Inter-American Development
Bank.

2 Inchuding services and construction

_nancial resources was kept positive. especially through offi-

cial flows. As a result, Jamaica’s debt more than doubled
since 1980, and much of it—owed to multilateral institu-
tions—is not subject to rescheduling,

In the early 1970s, the Government’s approach had been
to tax the enclave sectors and subsidize the rest to compen-
sate for the lack of real linkages within the economy. That
was not sustainable. The approach in the 1980s was to sup-
press the transfers to the poor and build other enclaves,
seeking to create some fresh employment. The present,
newly elected Government faces the challenge of augment-
ing the present direction with programmes that will the ad-
dress the social and economic distortions.

Adjustment, structural change and net financial transfers

The review of these five country experiences of adjust-
ment seems to point to certain conclusions about structural
adjustment and the role that the net transfer of resources
plays in that process. That role is as one factor among sev-
eral that determine the success of adjustment,

A first conclusion about adjustment was demonstrated
well by the experience of Mexico—that is, how difficult it is
for a developing economy to adapt to a premature, large and
continuous outflow of financial resources that might other-
wise have been used for investment and essential consump-
tion at home. The excessive financial constraint arose be-
cause the Mexican authorities borrowed heavily from pri-
vate institutions in the belief that the strong oil prices of
1679-1981 were going to prevail. The Mexican people have
paid dearly for that mistake for most of this decade, which
perhaps is now being acknowledged by the new willingness
of the Governments of countries hosting the commercial
bank creditors to look for ways to reduce the debt (see chap-

ter IV). Mexico’s difficulty in apportioning the economic
losses of negative transfers among its population showed it-
self in rising inflation and then oscillation of the policy focus
between domestic and external imbalances as the interna-
tional economy itself oscillated.

The case of Bolivia seems to demonstrate that even when
internal macro-economic balance is regained, and the net
transfer turns positive through increased international assis-
tance and debt relief, significant growth does not necessarily
resume. Economic stability may be a prerequisite for devel-
opment, but it does not necessarily bring on economic
growth in itself. The Government of Bolivia is still con-
fronted with the daunting problem of extreme poverty and
an informal sector participating in large illicit exports, Un-
der such conditions, Bolivia still faces structural adjustment.

It is clear from the Bolivian case also that if a Government
decides to re-orient a largely state-directed economy to-
wards greater reliance on private initiative, the establish-
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ment of domestic macro-economic balance and correction of
major price distortions are only first steps. For private sec-
tor entrepreneurs to undertake to risk private assets requires
their confidence that the state sector will be strong enough to
carry out its proper function in providing appropriate eco-
nomic and social services as well as efficient fiscal and mon-
etary management. It takes time to develop such confidence.

The case of the Philippines appears to demonstraie how
quickly and severely an economic situation can deteriorate
when government officials compromise public responsibil-
ity and when policy loses direction. The resulting loss of
confidence of foreign creditors and some of the wealthy at
home in the Philippines turned a positive net transfer of re-
sources into a substantially negative one, compounding the
adjustment difficulties. The Philippine experience also un-
derlines the vulnerability of developing economies that
seemed in their gross performance indicators to be quite suc-
cessful.

Vulnerability seems to be related to economic structures
and the institutions for economic management. In the case of
Ghana, the formal economy became increasingly unable to
provide even the bare necessities of life and people had to
turn elsewhere. Economic aspects of government barely
functioned. The commitment of the current Goverament is
to rebuild the economy and the polity, reintegrate people into
the formal system and recover the promise of development.
The international community has come to Ghana’s assis-
tance with substantial resource transfers, rising to 7 per cent
of Ghana's GDP, underlining a basic appreciation of what
negative resource transfers mean for developing countries
undertaking adjustment

But the Ghanaian Government recognizes that economic
reconstruction can only be the first stage of adjustment and
that continued dependence on a small range of primary prod-
uets, in this case mainly cocoa, will not generate adequate
income growth in the long run and will leave the economy
vilnerable to adverse international economic trends The
same may be said for Jamaica, where there has been diversi-
fication from plantation-style agriculture into mining, serv-
ices (tourism), and now manufacturing in export-processing
zones. Jamaica has thus developed a diversified set of en-
claves, which although a major advance over monccultural
production, does not provide the base for sustained develop-
ment. Indeed, in Jamaica a fifth of the labour force is still
unemployed.

All five countries have undergone the austerity of adjust-
ment; but, it can be said that the adjustments have not altered
their economic structures in the fundamental way necessary
to open the prospect of rapid development in the 1950s and
reduce their vainerability to economic shocks. The objective
of adjustment has been to establish macro-economic bakance
and resurrect what the economy was basically doing before
the need for adjustment arose. Governments that have made
serious attempts to adjust have been more or less successful
in achieving the objective according to the degree to which
financial transfers and terms-of-trade changes have been
supportive or a hindrance. But a further stage of adjustment
remains.
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To place developing economies on a path of sustained eco-
nomic growth and developiment, in other words, appears to
require a more integrated design of development. This is an
old message that can be traced to the origins of development
economics but one that needs to be refreshed with an explicit
recognition of the social and political dimensions of devel-
opment.

A first principle is that people look to their government to
provide certain basic services and to help them provide for
their own basic needs It is a political and social imperative
that development policy be designed to try to fully engage
the population in economic activities with rising productivi-
ties. This approach yields many economic benefits as well.
When the local population has rising incomes, it is a poten-
tial market for output as well as a supply of labour and its
demand will be less volatile than that of the international
marketplace. The domestic economy can also become a test
market for potential exports, and not only an importer of
fads and fashions designed for different environments.

The seductiveness of economic specialization for export
has been the promise that domestic consumption levels
would be higher because more could be purchased with the
export proceeds than otherwise. History has repeatedly
proved this argument incomplete, as can be seen also in the
five case studies, because an extreme form of specialization
often took hold, in which the productive energies of a coun-
try became limited to a small range of primary products and
imports were relied upon for most other goods Dealing with
the problems of overspecialization is at the core of develop-
ment economics as it emerged in the post-colonial era, but
the limits of overspecialization are still causing several diffi-
culties today. First, foreign exchange earnings are not auto-
matically distributed broadly, so that it is still meaningful in
some couatries to talk of economic dualism, depressed re-
gions and enclaves. Secondly, the international economy is
volatile and the foreign earnings are unassured. In the case
of primary commaodities with low income and price elastici-
ties, demand shocks have produced major reverberations in
the domestic economy. Countries can be easily thrown out of
their growth or adjustment path,

From this viewpoint, the essence of adjustment is diversi-
fication of production and spreading participation in devel-
opment widely within the adjusting economy. Both have
high investment requirements which underlines the neces-
sity of ensuring that aggregate investment be high. In our
volatile world economy, protecting rates of investment in
developing countries entails a commitment to provide an in-
ternational cushion to smooth the impact of international ec-
onomic shocks and allow deliberate adjustment to them.
Over the long run, however, developing countries need to
strengthen their capacity for self-reliance so that, for exam-
ple, domestic savings would supply a growing amount of
their investment resoOurces.

For the short-run to medium-run, however, sufficient ad-
ditional resources for investment cannot be squeezed from
the domestic economy and an improved net international
transfer of financial resources is imperative . In part this can
be met from new flows, but it is no longer controversial that



there is a place for debt reduction in improving the net trans-
fers. The international community of creditor countties
adopted this position first for the low-income countries, es-
pecially in sub-Saharan Africa, at the 1988 Summit Meeting
of seven major industrial countries when a commitment was
made, inter alia, to expand the menu of options available to
official creditors undertaking Paris Club debt rescheduling.
The menu would now include debt and interest rate reduc-
tion. The international response for countries heavily in-
debted to private banks came in the proposals of several
countries, including France, Japan and the United States, all
of which came to entertain the concept of interest or debt
reduction as part of management of the debt overhang (see
chapter IV). As also noted in chapter IV, this leaves one
major component of international finance for which neither
debt reduction, rescheduling nor refinancing have been in-
troduced, namely, the multilateral lending institutions. As
these institutions are the principal creditors of certain devel-
oping countries and as arrears to these institutions continue

to mount, the problem continues to warrant international at-
tention, as does elaboration and implementation of commit-
ments made with regard to other forms of finance,

But finally, in addition to ensuring the availability of an
adequate supply of investment resources, it is essential that
those resources be applied most effectively. This involves
both export diversification, particularly into products with
high income elasticities of demand and efficient import sub-
stitution.” It also involves an oversight function of economic
policy-making that scans the economy for possibilities of
increasing inter-industry and intersectoral supply, as well as
surveying emerging technologies that may have application
to small-scale entrepreneurs as well as large ones.™ And
some activities that may once have been seen as belonging to-
the domain of large-scale public or private initiatives might
also be redesigned to capitalize on the untapped energies of
the people ™

71 1t is considered almaost hiasphémm:s in some circles to recall the infant-industry srgument for pratection of a nascent local industry against
competition from imports Although much abused in countries at all stages of development, the argument itself remnins sound The key to

effective use is that protection must be applicd anly for a limited and pre

tively to only a few lines of activity, not the whole industry.

-set period, not be subject 1o extension, and should be applied selec-

72 Anexample is drip irrigation for smallholder farming, in contrast to its more traditional use in large plantation applications. Significant experi-
mentation in this area has been undertaken by the Rutgers University Reseasch and Development Centre, Bridgetown, New Jersay, United
States of America. See also Richard Weisskoff, Factaries and Food Stamps: The Puerto Rico Model of Development (Baltimore, Maryland,

Johas Hopkins University Press, 1985), pp 152-151.

73 Anexample has been developed in the urban housing sector, which makes small budgetary claims, has minimal impor? requirements and is
labour-intensive (see United Nations, Department of International Economic and Social Af fairs, Housing and Economic Adjustment {New

York, Taylor and Francis, 1989))
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E_. SOCIO-ECONOMIC ATTAINMENT OF WOMEN

While the fuller participation of women in the socio-eco-
nownic process will, as discussed in this section,’ foster their
advancement, development itself will help women, and in-
deed all members of society, to achieve full enjoyment of
social advantage. Development is widely recognized as not
being one-dimensional, and therefore not to be summed up
by a single statistic, such as GNP per capita. Social and eco-
nomic development should build a society that is able to pro-
vide for the health, shelter and nutrition of its citizens, to
extend full educational opportunities to the young and satis-
fying work opportunities to those of working age, to offer
protection to all members of society, especially the young
and the aged, grant fair hearing in independent and impartial
courts of law and ensure access to cultural facilities.

There is cleatly no straight correlation between the pros-
perity of a country and its socio-economic achievements.
However, the process of development, by which a country
attains higher standards of living through higher productiv-
ity, itself brings about social changes that directly affect
women: customs are broken down and new patterns of life
develop. In this context, the different cultural traditions of
societies can influence the pace and direction of changes in’
the socio-economic position of women. However it has fre-
quently been noted that the majority of political and religious
leaders in a country are men, and their interpretation of what
is conformable with religious and cultural traditions could
be influenced by gender, or by political considerations.

The family as a social and economic Unit

It is paradoxical that women’s reproductive and caring
roles, which are fundamental to society and ensure its fu-
ture, are so often a main obstacle to their socio-economic
advance. The family is traditionally the centre of reproduc-
tion and socialization and a basic economic unit of both pro-
duction and consumption. It is a mechanism for social sup-
port based on ties of affection, kinship and mutual need. Yet,
as a mechanism for an equitable distribution of benefits, the
family will be defective if there is a male bias. The family is
a framework for a relationship between men and women
who, while living together and therefore having to co-oper-
ate, nevertheless have to resolve conflicts of interest in this
co-operative setting. Perceptions as to the relative contribu-
tions of men and women and the claims generated are of
critical importance in determining the outcome of such co-
operative conflicts and the division of responsibilities and
entitlements within the family One of the factors forming
such perceptions is participation in paid economic activity
In societies where women have outside earnings, as in Af-
rica, gender disparities in the distribution of food and other
benefits are less than in those where women have litile out-
side earnings, as in parts of Asia.® This is not because
women work less: time allocation studies show that women
with no outside earnings do astonishingly large amounts of
work . Interregional data show that, in general, the higher
the rate of participation of women in economic activity, the
greater is their life expectancy relative to men; this points to
the possibility that female paid productive activity may be
positively related to enhanced entitlement for women *

—

The relationship between gender bias within the family,
female survival rates, and female participation in economic
activity is complex. Moreover, the issues raised by women’s
participation in economic activity and the division of re-
sponsibilities and benefits within the family have not yet
been resolved by economic development anywhere. Studies
in Canada, Sweden and the United States of America have
shown that married women are far more involved in child
care and housework than husbands, even when they both
work, In general, the participation of women in economic
activity outside the home has not led to a corresponding de-
crease in their domestic responsibilities or a change in the
intra-family division of labour *

In developing countries, the issues are starker: many
women combine their domestic responsibilities with domes-
tic agricuitural labour and also work in the formal or infor-
mal economic sector. For instance, in parts of South Asia,
the average working day for a woman is from nine to ten
hours, whereas for her husband it is from seven to eight
hours.® She spends six hours on agricultural labour and on
supplying water and fuel for the family, tasks to which the
man devotes from three to four hours. From two to three
hours of the woman’s time is spent on child care, cooking
and other household work, to which the man devotes five
minues

The time women devote to childbearing and the social rec-
ognition of this time play a considerable role in determining
their economic participation.

This section is one of a4 number of contributions of the Department of International Economic and Sociat Affairs to discussions on the

socig-economic attainment of women. The previous World Economic Survey gave statistics on, inrer alia, labour force participaticn and educa-
tion (World Economic Survey, 1988 (Uniled Nations publication, Sales No. E 88 11.C 1)} The I982 Report on the World Social Situation
contained a chapter on the advancement of women. The Statistical Office issued a Compendium of Statistics and Indicators on the Situation of
Women, 1986 (United Nations publication, Sales No E/F B8 XVH 6} The Department works in close collaboration with other departments and
agencies of the United Nations gystem in the preparation of its reports and publications.
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A Sen, * Gender and cooperative conflicts’, WIDER Working Papers, No. 18 (July 1987), p 30,
Ibid.,p 4%;and A Sen, “Africa and India: What do we have to learn from each other?”", WIDER Warking Paper, No 19 {August 1987), p 34
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Population Crisis Committee, ~Country rankings on the status of women: poor, powerless and pregnant”, Population Briefing Paper No 20



Table S.1.1.

Demographic characteristics of women in

developed and developing regions

Developed Developiiig regions
regions Africa Asia Latin America

Age wt first marringe 23 17 17 9
Age at first birth 23 19 20 20
Intesval between first and

last birth (in years) 7 i7 16 16
Number of live births 2 7 7 6
Life expectancy at birth of

last chifd 47 29 36 38

Source United Nations Centre for Social Developmment and Humanitarian Affairs, Division for the Advancement
of Women, Childbearing and Woman s Life Cycle, Data Highlights, Ne 5 {Vienna 1989).

In the developed countries the proportion of a woman’s
life spent in childbearing has decreased as a result of the
decline in the number of births per woman. Currently child-
bearing accounts for seven years of a woman’s life, as shown
in table S.1.1. The reduction in the period of childbearing
reflects the increase in the age at which the first child is born
and also the smaller number of children born, typically two.
Moreover, a significant period of time remains after the
birth of the last child for women to devote to other tasks. On
average, a woman in a developed country can expect to live
another 47 years after her last child is born, when she is
typically about 30 years old.

The situation is very different in most developing coun-
tries. Table S.1.1 shows that on average, women in develop-
ing countries marry and have their first child at a young age
(19-20 years}, have a large family (67 children) and spend
about 16-17 years in childbearing between the ages of 20-37.

Even when women are able to distribute their tasks among
other members of the family, the work is usually assamed by
other females. The care of the sick, the disabled or the aged
is usually assigned to women.

When such gender stereotyping breaks down, as has hap-
penad in the course of development, co-operative conflicts
within the family over the division of roles can themselves
become more intense In some societies, the courts have as-
sumed a role in determining family responsibilities, which
would have been previously considered a purely internal
family matter, The determination of responsibilities by legal
precedent rather than by tradition or gender stereotypes
‘might paradoxically strengthen the family by estabhshmg
new norms where none had previously been set, and by in-
volving the courts in maintaining the family’s integrity

Many studies have shown a strong positive correlation in
non-industrial societies between the sharing of the caring

roles within the family and the acceptance of female partici-
pation in public authority and decision-making .® In societies

with significant paternal involvement in family activities,
women tend to be active in community decision-malking.

The increased participation of women in economic and
social activity enhances the need for services and social sup-
port structures to help them carry ount their reproductive and
productive roles. Where the extended family exists, work-
ing mothers can leave the care of children and disabled de-
pendents to older-generation relatives. But, this institution is
under severe strain even in those regions where it still exists.
In other regions, too, maternity is not fully recognized and
supported as a social function. Social facilities in general,
and child-care arrangements in particular, are generally in-
adequate, and the available services impose a considerable
economic burden on women workers. The centrally planned
economy countries have devoted considerable effort to the
provision of child-care facilities but they too recognize the
need to improve their family and child-support services.

One consequence of economic and demographic change
has been an increasing incidence of single-parent house-
holds, which are usually headed by fernales. The ILO esti-
mates that some 35 per cent of the world’s households are
now headed by women. In some parts of sub-Saharan Af-
rica, 43 per cent of households are headed by women.” The
Economic Commission for Latin America and the Carib-
bean estimates that between 20 and 25 per cent of all rural
households in that region are headed by women ! In Asia,
the figures for households headed by women range from 16
to 20 per cent. In developed market economies, the figures
are also high: in Belgium, France, Luxembourg, New
Zealand and Switzerland, they vary between 20 and 25 per
cent. In Austria and in the United States the figure is over 30
per cent, in Norway nearly 40 per cent, and in Sweden over
50 per cent.

6 Scout Coltrane, “Father-child relationships and the status of women: a cross-cultural study ", American Journal of Sociology. vol 93 (March
1988), pp 1060-1095.

T The Role of the Family in the Development Process (The Family, No. 2) (United Nations publication, Sales No E.86 IVY), p.10

8

Economic Commissian for Latin America and the Caribbean, Fourth Regional Coaference on the Integration of Women into the Economic and

Social Development of Latin America and the Caribbean, Guatemala City, 26 to 30 September 1988, Latin American and Cartbbean women:

between change and crisis (LC/L. 464 (CRM. 4/2)) p 24.
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In the developing countries, women become heads of
households due to male migration and rising rates of deser-

tion. In the developed countries, women become heads of

households due to divorce and the increased social accept-

ance of single-parent families. But single-parent families are
everywhere likely to be economically disadvantaged, often
constituting the poorest segment of the population.

Trends in female participation in the labour force

The participation of women in different age groups in the
labour force is a useful indication of the extent to which
social and political changes have affected the socio-eco-
nomic role of women. The graphs in figure S.1.1 show the
participation rates for women and men in nine different
groupings of the world. The stapies show the rates for
women in the years 1970, 1980 and 1985. For the sake of

comparison, the activity rates for men are given for the years
1970 and 1985.

For men, activity rates between the ages of 25 and 55 were
invariably high and close to 100 per cent (the figures include
those who are currently unemployed) . At the two ends of the
graphs, showing rates for the young and the old, the rates for
1985 were lower than for 1970 This reflects on the one hand
increasing attendance at educational institutes, and on the
other, earlier retirement from economic activity. The figures
for the European developed market economies, for instance,
show almost no economic activity among children under 14,
a drop from 60 per cent to less than 50 per cent in the rate of
participation of those aged 15 to 19, and, among the older
workers, a fall from over 60 to 50 per cent in econoniic
activity amongst those aged 60 to 64.

Differences in concepts and definitions are very great and
considerable caution should be exercised in making cross-
regional comparisons, but, except for China, Eastern Eu-
rope and the USSR, activity rates for women never ap-
proached 80 per cent for any age group. Among the develop-
ing countries activity rates were highest in China and then in
sub-Saharan Africa.

Movements over time within regions were of great intet-
est. In sub-Saharan Africa and Asia, excluding China, activ-
ity rates fell for all age groups, not only between 1980 and
1985 but also between 1970 and 1980. In that decade activity
rates in Latin America and the Caribbean rose sharply, al-

though from a much iower base. But the increase between
1980 and 1985 in that region was marginal.

The decline in activity rates in Africa and Asia, excluding
China, not just during the early 1980s, when economic cri-
ses affected many countries, but also during the 1970s,
would appear to reflect the deep-rooted problems facing
women in these regions. Women's activity rates are deter-
mined not simply by the growth in employment opportuni-
ties generated by the economy as compared to the rate of
growth of the female population in the relevant age groups,
but also by the division of such opportunities between men
and women. In Africa, where women make up more of the
recorded economically active population than in Latin
America, their share of “'new jobs’ would have to be greater
than in that region for their participation rate to rise * In the
matter of female activity rates, the developing countries of
Asia should be viewed as a composite of subregions with
very different cultural traditions. The overall decline in ac-
tivity rates in Asia reflects stagnation in eastern South Asia,
decline in middle and western South Asia and increases in
East Asia (excluding Japan and China)

Activity rates in the developed market economies rose
sharply between 1970 and 1980 Yet, as in Latin America,
the improvement between 1980 and 1985 was marginal. By
1985, activity rates in North America exceeded 60 per cent
for women between 20 and 50 years old. In Europe, activity
rates were about ten percentage points tower. The curves in
the developed market economies dip between the ages 20
and 24, and about 35 and 39, reflecting the fact that women
cease economic activity with the onset of child-rearing, but
later resume. This effect was particularly noticeable in Ja-
pan. With higher rates of economic activity and with the
spacing between the first and last chiid shrinking, the dip is
less pronounced, as in North America between 1970 and
1985,

Women’s employment in major economic sectors

The role of women in labour markets will be studied under
the three broad divisions of agriculture, industry and serv-
ices. In table S.1.2, the percentage of the economically ac-
tive female population accounted for by these three sectors,
is given for 1970 and 1980. Figures in brackets are the cor-
responding ratios for the total economically active popula-
tion.

In the developing countries, and indeed in the world as a
whole, the majority of women are engaged in agriculture.
The only developing regions where this is not the case are
I.atin America and the Caribbean. In the developed market
and centratly planned economies, agriculture is the smallest
of the three sectors. Invariably, the services sector is larger
than the industrial sector, and in the developed market econ-

9 11 was caleulated that from 1950 to 1975, women's share of {he total increase in employment opportunities was 38 per cent in Africa and 32 per
cent in Latin America and the Caribbean However, women in 1950 made up 42 par cent of the recorded total economically active population of
Africa as against 18 per cent in Latin America and the Caribbean. so in Africa the female share of the recorded econmmically active population
fell whereas in Latin Americs and the Caribbean it rose See Shirley Nuss Women in the World of Work, Statistical Analysis and Projections 1o
the Year 2000, Women, Work and Development Series, No 18 {Geneva, International Labour Office, forthcoming in 1989)
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Female-male activity rates

Figure S8.1.1
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Table S.1.2. Economically active female popuiation in agriculture,
industry and services, 1970 and 1980

{(Percentages; figures for total male and female employment
are given in parentheses)

1970 1980

Regions AGR IND SER AGR IND SER
World 58.1 152 26.7 53.2 16.5 302
{55 1) ash (25.2) (50.9 (05 (28.2)

Developing Countries 77.0 4.9 14.1 713 11.7 1.0
and areas (1L.0) (12 1) {16.9) (657) (14.8) (19.5)
Sub-Saharan Africa 870 31 9.9 83.5 39 12.6
(80 8) [Y3] (12.1) {76.2) (8.6} {(15.2)

North Africa 54.0 4.1 e 4.7 205 348
(56 4) 15 8) (27 8) 47.5) {20.7) (31 &)

Latin America 157 207 63.6 13.3 05 66 2
(40 33 (236 (36.1) (31.5) {26 3) 42.2)

Caribbean 337 136 52.8 255 152 60.3
{43 .3) (15.8) (36.9) (35 4) 210 43.6)

Asia (excluding China) 74.5 ill 14 4 68 2 12.4 194
{68.4) (azn {18.9) {62 .9) (14 5) (22 .6)

Hong Kong, Malaysia 552 2t 2 236 403 262 333
Rep of Korea, Singapore (44 .0) {22 4) {31.6) (32.3) (28 1) 39.6)
China 83.0 735 95 785 12.0 9.5
(78.4) (10.1) (11.5) (74 3) {14.0} {117

Developed market economies 128 256 616 17 226 69.7
(12 .6) (37 2) (50.2) {83 {34 6) (57.1)

North America 22 206 773 1.8 i89 79.3
4.6) (323 (63 1) (3 6 309 (65 5)
Japan 265 262 473 141 26.3 5% 6
(19.7) (34 5} (45 8) {11.2) (34 2) {34 .6)
Austraiia and New Zealand 4.7 227 72.6 54 184 762
a7 (36 4) (54.9) (7.6) (32 2) {60.2)
Europe 4.7 291 562 11 8 274 27
(15 4} (41 4) 43 2) (10 8) (377 (51 5)
Centrafly planned economies

Eastern Evurope 378 280 332 244 345 41.1
{32.0) (39 4) (28.6) (22.0% {44 1) (339

LiSSR 26.4 312 42.4 21.0 327 46.3
(257 (37 6} (36T (20 0) {(39.0) (41.0}

Seonrce: International Labour Office, Econemically active population, 1950-2025 {Geneva, 1986}

omies and Latin America and the Caribbean, it accounts for
the overwhelming majority of employed women.

Comparing 1970 with 1980 and the richer with the poorer
groups of countries, it can be seen that over time, and with

development, the agriculture sector decreases in importance
as an employer. Moreover, not only does the services sector
increase in importance but also the industrial sector shrinks
in importance, as shown in North America and the European
developed market economies.

The agricultural sector

Concepts and methods for defining and measuring femaie
Jabour participation have received considerable attention
within the United Nations system,” and Governments are
actively involved in data collection and in efforts to reach
agreement on concepts and definitions.

Data concepts and methods based on the contemporary
experience of developed market economies have been found
inadequate when applied to developing countries, where
workers are more likely to be self-employed or unpaid fam-

ily workers rather than wage earners, to work seasonally

10 See, in particular, Imprd'\?r"r;;é Concepts and Methods for Stasistics and Indiearors on the Situation of Women ( United Nations publication, Sales
No. E.84 XVIL.3); and the reports of the Thirteenth and Fourtecnth international Conferences of Labour Statisticians, held in 1982 and 1987,
(Report of the Fourteenth Conference (Internationat Labour Organisation documeat ICLS/34.D 14))
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rather than year-round, to be underemployed rather than for-
mally unemployed, and to engage in multiple economic ac-
tivities In developing countries the boundary between pro-
duction for the household’s own consumption and produc-
tion for sale or exchange is less clearly drawn, especially in
rural areas and among women, ' Major censuses or surveys
frequently undercounted a substantial proportion of wom-
en’s agricultural work. Population census procedures in
some cases defined a person’s economic activity by his or
her stated primary activity. Thus, if women were classified
as housewives, no information was recorded on their pro-
ductive and income-earning occupations, even though these
were important. The Agricultural Census in principle cov-
ered all agricultural holdings, but in practice often excluded
small agricultural holdings in which female labour can be
substantial. Moreover, labour force participation data often
implicitly used an ‘“‘economic activity’’ concept that meas-
ured the production of goods and services for the market.
Household work was not considered an economic activity
unless it was remunerated. As a result, many female agricul-
tural tasks that are generally unpaid and do not bring a mar-
ketable output, such as threshing and pounding grain, pre-
setving food, fetching water for livestock and domestic use,
collecting wood fuel, dung and wild foods, milking and
processing dairy products, were not counted, although these
activities represent a vital contribution to increasing family
income and welfare.

Women’s work sometimes becomes “invisible” because
of cultural attitudes about appropriate roles for women. In
cultures where a man’s social status is higher if his wife is
not employed, men, who are often the respondents to cen-
suses or surveys, frequently fail to report a wife's economic
activity It has been found that in developing countries
women were more likely to report accurately their own in-
come-earning activities than were male respondents, "

For all these reasons, the importance of women as a
source of labour in agriculture in all developing regions is
much underestimated, and progress must still be made be-
fore internationally accepted and comparable figures can be
presented. With all those caveats, it may be said that a large
proportion {71 per cent in 1980) of the economically active
women in developing countries were engaged in agriculture
and only 12 and 17 per cent respectively were in industry and
services (table 8,1.2), The majority of female workers are
entployed in agriculture in sub-Saharan Africa, North Af-
rica and Asia, and a significant percentage in Latin America
and the Caribbean and the centrally planned economies of
Eastern Furane and the USSR

In agriculture, and also i the non-agricultural sectors,
woinen working as own-account or unpaid family workers

have more fimited access to capital, equipment and transpor-
tation to markets, which lowers the returns to their labour.
Census data show approximately 40 per cent of the female
agricultural labour force in sub-Saharan Africa as self-em-
ployed  The figure for Central and South America and the
Caribbean is 30 per cent; for Asia, 30 per cent; and for
North Africa and the Middle East, 15 per cent.”

Women rarely have the title to the agricultural holdings in
which they work." This restricts their access to credit. How-
ever, where loans have been made to women, their repay-
ment rates have usually been better than men’s " Women’s
co-operatives and savings groups have proved to be an ef-
fective means for them to qualify for credit, provided that
they obtain the management skills and autonomy required to
maintain control of such organizations. Besides credit re-
strictions, women’s access 1o production inputs is further
constrained by institutional and social biases against their
attending extension and training courses, operating mecha-
nized farm equipment and handling input supply, marketing
and personnel maiters,

Agrarian reform laws have not removed the constraints
women face. Large inequalities persist, little progress has
been made in providing access to land, and landlessness has
increased. Since women tend not to be landowners, they are
often excluded from agricultural organizations such as co-
operatives.

Women's role in food production is growing in most parts
of Africa. As farms shrink through inheritance, and men
turn to outside work or become part-time farmers, women
are increasingly becoming full-time farmers, Yet, as wom-
en’s agricultural workload has tended to increase, their tra-
ditional work of child care, wood-gathering, water-fetch-
ing, and staple food pounding has remained the same oreven
increased as deforestation progresses.

Women's goals and priorities have been stimulated by the
impetus and new directions given in the 1985 Nairobi World
Conference to Review and Appraise the Achievements of
the United Nations Drecade for Women, It is recognized that
these goals can only be realized if women become fully inte-
grated in economic and social development as a result of
efforts at all levels—national, regional, international—and
invelving non-governmental bodies and both the public and
private sectors. At the same time, the attention that develop-
ing countries are paying to macro-economic stabilization,
structural adjustment, ensuring food supplies to the cities,
and saving foreign exchange for productive investment, has
led to an increasing recognition of women's econemic role
in agriculture and particularly of their major role as food
producers, processors and traders,

1 Ruth bixon-Mueller and Richard Anket, Assessing Women s Economic Contribution 1o Develgpment, Women, Work and Development Series,

No. 6 {Geneva, International Labour Office, 1988), p. 29

12 Richard Anker, M E Khanand R B Gupta, Women's Participation in the Labour Force: a Method Test in India for Improving Its Measure-
ment, Women, Work and Development Series, No. 16 (Geneva, International Labour Office, 1988), p. 9

13 Anker, Knhan and Gupta, op. cit., p. 59

14 See World Economic Survey 1988 (United Nations publication, Sales No. E.88 I1 C. 1), table A.1.5, p 154

15 A 8 Carboni, Women in Development: AID's Experience 1973-1985, vol 1, Synthesis Paper, AID Program Evaiuation Report, No 18 (Wash-
ington, D C., United States Agency for Internationat Development, 1987). Sec alse 8. Joekes, Women in the World Economy. prepared for the
International Research and Trainirg Institute for the Advancement of Women (New York, Oxford University Press, 1987), p 146
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The service sector

The service sector comprises an extremely wide range of
occupations. Some require little training, such as domestic
help or street vending, others very high skill levels and
higher education as in computer programming. The sector’s
relative importance tends to increase with economic devel-
opment and urbanization.

There is a sharp difference between the activity rates re-
corded for women in predominantly agrarian societies and
in middle-income countries where the service sector is
larger. Rates as high as 80 to S0 per cent are given for vari-
ous age groups in different African countries, especially
those among the poorest in terms of per capita income,
while, in Latin America, the maximum activity rate for any
particular age group is usually in the range of 35 to 40 per
cent

Part of the reason for this is that about 80 per cent of the
popuiation in the poorer countries is rural whereas about the
same percentage is urban in the middle-income developing
countries. This rural to urban shifi is accompanied by a dif-
ference in classification: the number of women classified as
“employers and own-account workers” or ‘‘unpaid family
workers’” decreases, while the number of those classified as
“employees’ increases '

The change trom being an unpaid family worker to being
an employee usually constitutes an advance for women who
thereby obtain a disposable income which allows them to
make their own choices in the market place.

Table § 1.3 shows the percentage of total identified female
employment accounted for by the service sector, and its divi-
ston into the four categories, *wholesale/retail trade, res-
taurants and hotels”, ““transport, storage and communica-
tions”, “‘financing, insurance, reai estate and business serv-
ices™ and “community, social and personal services”.

On the whole, the higher the per capita income of a coun-
try, the larger the share of services in total female employ-
ment. Over 80 per cent of women were employed in services
in North America, as compared with less than 50 per cent in
most of the developing countries listed. The share was
higher in some of the higher income developing countries

In most countries, the “'transport, Storage and communi-
cations’" sector accounted for a small percentage of female
employment. This was also the case for ““financing, insur-

ance, real estate and business services” . However, the size
of this latter sector is related to the level of economic attain-
ment and is considerably higher in the developed market
economies than in the developing countries

The relative size of the sector “wholesale/retail trade, res-
taurants and hotels" varied, being less than 20 per cent in
India and Pakistan and over 80 per cent in Ghana where the
women in this sector are predominantly own account work-
ers, selling their own agricultural produce. It has been calcu-
lated that in West Africa, the Caribbean and the southern
part of Asia, women sell between 70 and 80 per cent of the
domesti:: farm and marine produce consumed.” In the
higher income Asian countries and L atin America, the ma-
Jority of women in this sector are employees.

The sector “community, sccial and personal services”
was, in most countries, the largest of the four, and in some of
the low-income Asian countries accounted for aver three
guarters of employment within the service sector. The over-
all pattern outlined above reflects the difference between
“producer services” and “‘final conswmption services™.
The former are intermediary inputs to production, or are
associated with market access Examples are management
consultancy, legal services, public refations, quality control,
accountancy and distribution. ™ Such producer services are
included in “financing, insurance, real estate and business
services”, and on the whole require higher training and edu-
cational qualifications than final consumption services. As
noted earlier, demand for such services increases with the
degree of development. However, the contrast should net be
exaggerated, for in the developed market economies, partic-
ularly, there has also been a trend towards greater “profes-
sionalization’ of final consumption services Restaurants,
cleaning and repairs, which can be provided by family con-
cerns, are increasingly provided by chains, applying new
management and organizational technigues.

A comparison of different countries in Latin America and
the Caribbean indicates how modernization in the service
sector affects women, and also how economic crisis has af-
fected employment in the sector." The more modernized the
country, the more personal services tended to shrink, al-
though this trend was mitigated by the increase in govern-
ment social services. In the more modernized countries, sal-
aried domestic work shifted from “resident” to “non-resi-
dent” participation, although the former group tended to

16 For instance, in Burundi in 1979, 92 9 per cent of the economically active population was employed in “agricuiture, hunting, forestry and
fishing"; a total of 1,280,987 women were classified as cconomically active as compared to 1,137.042 men  Of these, 237,608 were classified as
“employers and own-account workers”, of whom 233,905 were workers in agriculture, hunting, forestry and fishing . Another 1,027,732 were
classified as “*unpaid family workers™ of whom 1,016,157 worked in agriculture. Only 12,563 women were classified as employees, and of

these 10,043 worked is: “'community, social and personal services”

in Costa Rica, in 1987, agriculture accounted for 27 5 per cent of the economically active population, and 252,195 men and only 16,458
women worked in that sector, with 12,495 of the [atter being classified as empioyces. In the country as a whole, 767.898 men and 269,949
women were classified as economically active, with 215,267 women being classified as employees, of whom sbout half, 112,973 worked in
“‘community, social and personal services™ (Figures from Yearbook of Labour Staristics 1938 (Geneva, Internationai Labour Office, 1988 )

17 World Survey on the Role of Wonten in Development {United Nations pubtication, Sales No E 86 IV 3), p. 162
18 See “The service sector” in World Survey on the Role of Women in Development. First Regular Update (United Nations publication. 1989,

forthcoming}

19 See Eeonomic Commiission for Latin America and the Caribbean. Fourth Regional Conference on the Integration of Women into the Economic
and Social Development of Latia America and the Caribbean, Guatemnala City, 26 to 30 September 1988, Women, work and crisis (LC/L. 4358

{CRM. 4/6))
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Table S.13. Distribution of female employment in the service sector
by major divisions and for selected countries, 1980s

{Percentage)

Service sector Wholesale/ Transport, Financing, Comimnunity,

as percentage retail storage insurance, social

of total trade, and real estate aid,

female restaurants communi- and business personal

employment and hotels cations services services
Botswana 356 188 10 2.9 711
Ghana 290 823 0.6 0.9 16.2
Cameroon 51 496 13 6.7 48.4
Costa Rica 703 96 1.% 41 64 3
Peru 620 27 21 44 60 8
Colombia 428 370 22 87 5212
Singapore 64.4 367 79 177 YA
Philippines 54.2 45 6 [z 335 49 8
Rep . of Karea 463 615 10 76 290
Pakistan 39.8 161 4.5 14 780
India 83 19.3 39 26 742
United States 825 273 44 16.4 51.9
Canada 826 316 4.6 155 48.2
Germany, Fed

Rep of 67.9 315 438 113 519

Source: International Labour Office, Yearbook of Labour Statistics 1988 (Geneva)

remain the larger. During periods of economic crisis, “non-
resident” domestic service tended to increase as it provided
a source of income to those who, although qualified for
other work, could not find suitable employment

In the less modernized countries, the proportion of
women in domestic service increased, particularly as a
result of the employment of young migrant women.

In all countries, as education levels rose, the proportion of
women in the professional and technical category increased.
Teaching particularly attracted women, and also the number
of women engaged as office employees rose with moderni-
zation and the expansion of the government bureaucracy. In
general, the higher the education level, the higher the activ-
ity rate. Among women with more than thirteen years of
education, the activity rates of ever-married women were
greater than those of single women. The higher income lev-
els resulting from higher education allowed married women
to employ other women to carry out domestic work.

The increase in the service sector, and the fact that this
sector absorbs the majority of the economically active fe-

males in the more developed countries suggests that the so-
cial changes involved in modernization will favour the so-
cio-economic advancment of women

The nature of the service sector changes with economic
development from being an employer of “last resort™, ab-
sorbing in very low skill occupations in the informal sector
women moving from rural to urban areas, to being one that
can provide employment in the most technologically ad-
vanced sectors of the economy. Furthermore, much work in
the service industries is compatible with part-time employ-
ment, and in the case of advanced countries and computer-
based professions, with home-based employment. Tasks re-
quiring hipgh technology equiprment, such as text and data
processing, are being transferred by banks, airlines and pub-
lishing houses from developed to developing countries
where pay scales are lower since the information can readily
be fed back via satellite equipment.

Women are, however, still under-represented in higher
level management positions in the service industry even in
the most developed countries.

Women in the manufacturing industry

The pattern of employment of women in the industrial sec-
tor is a reflection of that observed in connection with agri-
culture and services Growth in manufacturing output is ac-
companied by a growth in producer services, and more of
the relative decline in the female agricultural labour force
goes into services than into manuvfacturing. In the case of the
four fast-growing exporters of manufactures shown sepa-
rately in table §.1.2 (Hong Kong, Malaysia, Republic of Ko-
rea and Singapore) there was a decline of 15 percentage
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points between 1970 and 1980 in the share of female em-
ployment in agriculture: 5 per cent went to manufacturing
and 10 per cent to services.

The kinds of manufacturing industry that employ women
are much the same in all countries. As table 5.14 shows,
textiles, clothing and fabricated metal products including
electronic equipment, account for over half of the paid fe-
male employment in manufacturing in almost all countries.
However, in the poorer and largely rural developing coun-




Table S.1.4. Distribution of female paid employment
in manufacturing by major industry divisions,
selected countries and areas, 1980s
(latest data available)

ISIC

Division Botswanz Kenya Mauritius Hong Keng India Rep. of Korea
3t 202 423 2.5 I3 44 0 7.2
(32) 41.5 224 90 8 54.5 251 41 8
(33) 23 47 03 14 09 14
(34) 43 g2 1.1 25 17 24
{35) 29 124 09 93 102 13.2
(36) - 06 01 02 41 23
(3N - 0.6 00 01 25 08
(38) i632 59 14 291 99 254
39 123 04 28 2.6 1.0 57
ISIC

Division Singapore Sri Lanka Colombia Cuba United States  United Kingdom
a5 K] 13.4 19 6 389 g5 150
(32) 187 68 8 443 246 209 27
33 32 04 14 24 45 26
(34) 55 1.1 58 28 12.9 111
(35} 55 103 136 57 96 109
(36) 07 47 29 1.2 18 34
(3N 0.3 a0 08 20 16 2.0
(38) 600 135 98 132 373 300
{39} 2.6 08 18 92 27 24

Note: ISIC category:

(31} Food, bevernges and tobacco

(32) Textile, weaving apparel and leather industsies
(33) Wouod and wood products

(34) Paper and paper products, printing and publishing

{35) Chemicals and chericai products
(36) Non-metalfic mineral products
(37) Base metal industries

(38) Fabricuted metal products

(39) Other manufacturing industries

Source: International Labour Office, Yearbook of Labonur Statistics, 1988 (Geneva)

tries, such as India and Kenya, food, beverages and tobacco
employed a larger percentage of those women employed in
manufactures. Also, in almost all the developing countries
shown, textiles and clothing was a larger employer than fab-
ricated metal products whereas the reverse was the case in
the two developed market economy countries shown, the
United States and the United Kingdom.

Singapore, which is a major publishing centre, alsohad a
larger percentage of women employed in paper and paper
products, printing and publishing than most of the other de-
veloping countries. In developed market economties, such as
the United Kingdom and the United States, this sector was
similarly large.

20 R. Rapend S Husain,

As the textile and clothing industry is a very important
employer of informal labour, with women preparing gar-
ments in their homes, there are serious problems with under-
reporting. For instance, the garment industry in New Delhi
accounts for 60 per cent of the country’s annual garment
export, and recent official figures reported that it employed
13,563 workers in 353 units of production.” However, the
Garment Exporters Association gave a figure of 100,000, of
whom 25 per cent were women, and even those figures were
thought to be too low, as they did not take into account the
large number of house-based workers active in the industry.

Within the manufacturing industry, many occupations are
performed almost solely by women. Studies have found that

“Invisible hands: Women in home-based production in the garment industry in Delhi™ in A. M. Sengh and A K.
Viitanen, eds , Invisible Hands. Women in Home-based Production {New Delhi,

1987) quoted in World Survey on the Role of Women in Devel-

opment: First Regular Update (fortheoming), chap 7 The ILO Yearbook of Labour Statistics 1988 gave a figure for India in 1985 of 16,000
female paid employees working in *manufacture of wearing apparet, except [ootwear™
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in the typical textile factory in Asia, whereas the managers,
foremen and technicians are invariably men, the machine
operators are invariably women . This division of labour was
itself the result of a widespread perception that “‘women
have greater patience and nimbler fingers, can be paid lower
wages and are more docile and controllable”. ® Yet, from the
case studies reported by ESCAP of the conditions of women
workers in a number of textile and garment facilities in
Asian countries, this stereotype was seen to be over-simpli-
fied. In particular, the docility assumption was found to be
incorrect as women workers were found to be more union-
ized and more willing to organize strikes and take other
forms of industrial action in defence of their rights than men,
‘However, the studies indicated that this assertiveness was in
turn due to women within the enterprises on the whole being
assigned more onerous tasks, being subjected to harsher
working environment and having a higher rate of industrial
accidents.

The nature of the textiles and clothing and electronics in-
dustries are themselves changing in ways that require a
much higher skill content on the part of the labour force.
With advances in technology, and in particular computer-
aided design and computer manufacturing, capital costs
have risen considerably in relation to labour costs.” In these
circumstances, the availability of managerial and technical
skills and good research facilities will gain increasingly in
importance in decisions by international companies on
where to locate their manufacturing facilities and will be
major determinants of a country’s competitiveness on inter-
national markets. The developed market economies have al-
teady experienced a rapid shift away from semi- or unskilled
labour towards technicians, managers and administrative
and clerical staff,” and, similarly, in the developing coun-
tries the need is to provide greater training for women so that
they can assume managerial and highly skilled positions,
and continue to update their skills.

Technology and the future

Technological advances that have had profound impact on
women in developed and developing countries have been
made in the areas of health and human reproductiom. Mod-
ern birth control techniques have been significant in many
parts of the developing world and improved health facilities
have meant lower infant mortality, fewer pregnancies and
higher life expectancy. Such advances relate to rights of par-
enthood, health, safety and education of women and also
raise profound cultural and religious questions.

In agriculture, in many developing countries, men use
most of the machines available while for women, the univer-
sal tool, apart from baskets and winnowing fans, is the
sickle, with which they cut grass, weed and reap grain.*
Much research has been directed towards improving the ef-
ficiency of machines, such as tractors, and inputs, such as
seed varieties, fertilizers and herbicides. These are used by
men rather than women since the gender-based division of
farm management responsibilities gives men the power to
decide the use of such machines and inputs.

Technological advances in agriculture, which have raised
production and reduced costs, have been accompanied by
some social costs in the form of labour displacement. In
some instances the consequences affect women with particu-
lar harshness, as in the case of women engaged in rice husk-
ing in South Asia who were largely from poor households
and were displaced by mechanized milling. >

In the muuern manufacturing sector, earlier industrial re-
structuring, largely based on the redeployment of labour-
intensive manufactures of low skill content to developing
countries is increasingly being replaced by a restructuring
that involves (a) a partial relocation “back North™ of auto-
mated, previously labour-intensive processes; and (b) a new
international redeployment of more skill-intensive produc-
tion processes. The building up of competitive industrial
structures and capacities in the developing countries will,
therefore, require that the training of technical labour will be
done “rapidly enough, and on a large scale enough to foster
a second stage of 'off-shore’ productive decentralization
from the North's industrial base” *

Similarly, in the service industries, many routine tasks and
even cccupations are being eliminated by technology
changes, while at the same time new opportunities for
women are opening up in the office and commercial sectors,
the hotel and tourist industries, data-processing and com-
munications. The international aspects of these changes, as
outlined earlier, hold forth the potential for new sources of
income for developing countries which have labour forces
with the required skills in the new high-technology occupa-
tions.

For these reasons, education to provide and update wom-
en’s skills and abilities is essential to create a flexible labour
force, capable of responding to the continuous changes that

21 Econamic and Social Commission for Asia and the Pacific, *“Young women workers in manufacturing: i case study of rapidly industrializing
econosies of the ESCAP region™ (ST/ESCAP/553, Bangkok, 1987), p. 73.

22 1t has baen reported that not more than 10 per cent of the ex-factory costs of consumer electronic goods are now labour eosts World Survey on
the Role of Women in Development: First Regilar Update (forthcoming), chap. 7

23 In the United Kingdom's rranufacturing industry, it has been caleulated that semi-skilled or unskilled labour will falt from 40 per cent of the tozal
labour force in 1980 1o 10 per cent in 1995, and craftsmen from 33 to 15 per cent. Over the same period, managers would increase from 10t0 20
per ceat, and technicians, including engineers, from 6 to 40 per cent. (Commission of the European Communities, in connection with the
journal Futures. “*Eurofutures: the challenges of innovaticn™; The FAST Report (London, Butterworth, 1984), p 100 (Reproduced in World
Survey on the Role of Women in Development, First Regular Update, chap 7)

24 {. Ahmed, “Technology, production linkages and women's employment in South Asia”, International Labour Review, vol. 126, No 1

(Januery-February 1987), {Geneva, International Labour Office), p,

23,

23 K. Salahuddin, Women and technology: Impact of Technology Change in Agriculture on Rural Women of Bangladesh (1986).
26 M Castells, *'High technology, world development and structural transformation: the trend and the debate™, Alternatives, voi. 1 (1986), p.
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result from economic restructuring propelled by rapid tech-  sented in the sciences, and especially in engineering.” Rais-
nological change. Education can also ensure that women ing women's capabilities to have a more powerful presence
make a significant contribution to the advancement of scien- in science and technology will do much in terms of advanc-
tific knowledge, through research and its application. Statis-  ing equality and agsisting the overall development process.
tics reveal, however, that women are grossly under-repre- ‘ ’

27 International Research and 'i";aining Institute for the Advancement of Women, * Women and technology in developing countries: technoiogicai
change and women’s capabilities and bargaining positions™ (1985), table 3, p. 27
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II. EARLY IDENTIFICATION, ANALYSIS AND MONITORING OF WORLD ECONOMIC DEVELOPMENTS

Early identification of macro-economic disturbances is an
important element in averting potential crises at both the
national and international levels. This annex, prepared at the

request of the Economic and Social Council, discusses the
mechanisms available within the United Nations system for
early identification activities.

Conceptual issues

Meaning of “early identification”

The concept of “early identification’” would appear to be
intuitive and simple. The term connotes the collection of
timely and correct information and its proper interpretation,
the object of which is to enable GGovernments or other rele-
vant actors to anticipate events, especially adverse ones,
and, therefore, to be in a better position to deal with their
consequences, or even to prevent them.

The term “early identification’ is a recent variation of the
older concept of “‘early warning” . This latter term has mul-
tiple meanings. Since the Second Worid War, it has been
related in military parlance to securing information regard-
ing the launching of a nuclear attack in time to make an ef-
fective response . It has also been used in connection with the
control of damaging drugs, undesirable human behaviour
and, in the United Nations World Food Conference of 1974,
in relation to food security.' It has recently been used in dis-
cussions of refugees *

The term “early warning " is aiso associated with the con-
cept of preventive diplomacy® and is used in other fields as
well, such as natural disaster prevention. The concept of
early warning was {requently used in the late 1960s and
early 1970s, particularly in the area of environmental and
econormic forecasting. Under the auspicies of the Club of
Rome, a number of reports were prepared stressing the dan-
gers of depleting the shrinking non-renewable resource base
of the globe and people’s ability to affect their larger envi-
ronment in unanticipated and often undesirable ways. These
reparts were extensively publicized—to the point where,
even today, the general public is widely familiar with the
expression “‘limits to growth™ .

The fact that most of these warnings were rather wide off
the mark in their predictions limited their usefulness, how-
ever. It also dampened the enthusiasm for this type of early

warning. But the accelerating pace of change in all domains
and the serious or even disastrous consequences of being
caught unprepared and unaware have revived interest in the
concept of early warning.® Technological advances have
also seemingly made early warning more feasible as the ex-
pansion in the use of computers has led to an explosion of
model-building and forecasting.®

The terin “early warning’ suggests that, when a process
has started, the perceived threat will occur with virtually
100 per cent certainty. In the socio-economic sphere, how-
ever, events generally happen with less certitude. There-
fore, the tendency now is to use the term ‘‘early identifica-
tion™ in this context, “‘early identification” being attached
to an event which has a less than certain probability of hap-
pening.

Attempts to make the notion of early identification opera-
tional have revealed some of its complexities. One of the
fundamental problems is the issue of “What is early?”. For
an early identification system to be useful, the information it
provides must be both accurate and timely. Advance infor-
mation is usually questionable, although it becomes more
reliable over time, as new and more data are added How-
ever, waiting longer for more information may mean forgo-
ing the opportunity to take action early enough, which may
be a critical factor.

Leading indicators

The trade-off between accuracy and timeliness is one of
the principal concerns in the systems of leading indicators
used to predict business cycle swings.” These indicators are
used as an early identification system for ecopomic reces-
sion or recovery and are of interest to job seekers, business-
men, investors, policy makers and other economic actors. In
the United States, for example, the Department of Com-
merce publishes monthly a Composite Index of Leading In-

1 See Report of the World Food Conference. Rome. 5-16. November 1974 (United Nations publication, Sales No E75 I1.A 3. chap il resolu-

tion XVI.

2 Leon Gordenker, *“Early warning of disastrous population movement”, International Migraiion Review, vol 28, No. 2, pp. 170-180

3 Inthe area of preventive dipiomacy, see, for example, the report of the Secretary-General on the work of the organization {Official Records of
the General Assembly, Forty-second Session. Supplement No. 1 {A/42/1)).

4 Donella H Meadows, Dernis L. Meadows, lorgen Randers and Willlam K. Behrens, IH, Limirs 1o Growth {New York, Universal Boeks,

1972}

5 John Renninger, *Eacly warning: what role for the United Nutions?” (UNITAR, September 1988}, puper prepared for a United Nations
Roundtable entitled “Future role of the United Nations in an interdependent world ™.
6  For a recent description of forecasting advances over the past 20 years, see Kenneth F Wallis, " Macroeconomic forecasting: a survey ', The

Economic Journal, vol 99, No 394 (March 1989), pp 28-61

7 Recently, increasing attention hus been given to identifying leading indicators for inflation, particularly to the possible use of changes in com-
modity prices in this regard See, for example, James M Boughton and Wiiliam H. Branson, *'Commadity prices a5 a leading indicator of
inflation™, National Bureau of Economic Research, Working Paper No. 2750 (October 1988), und Martine Durand and Sveinbijora Biondal,
“Are commodity prices leading indicators of OECD prices?™, OECD, Department of Economics and Statistics, Working Paper No 49 (Febiu-

ary 1988)
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dicators, which is a weighted average of 11 different leading
indicators. Similarly, the Organisation for Economic Co-op-
eration and Development (OECD) publishes composite
leading indicators monthly for 20 countries *

A major concern arising from such composite indicators is
the weighting that should be used in constructing an aggre-
gate indicator. Not oniy do different components measure
different aspects of an economy, but the different indicators
have varying lead times. On average, for instance, the
change in consumer debt, the formation of buginess enter-
prises, the stock price index or housing construction indices
all have a longer median lead time than the change in busi-
ness inventories, the average manufacturing work week or
profits.

Another question raised by leading indicators is whether
they are consistent and accurate predictors of business cycle
trends. In general, they tend to retain certain behavioural
patterns over time, so that it is highly unusual for an indica-
tor that was once classified as leading to be reclassified as
coincident or lagging Furthermore, the record of such lead-
ing indicators has been reasonably good. They have pre-
dicted the course of the cycle fairly successfully in the past
(though certain variables, such as interest rates, have proved
difficult to forecast). However, the historical record of pre-
dictive accuracy fails to take into account changing patterns
of policy responses, which may have mitigated the predicted
fluctuations or, as some suspect, have aggravated them by
coming too late and having long delayed effects.

Moreover, leading indicator systems do not incorporate
socio-economic trends, in large part because social data are
generally available with greater delay than purely economic
data. However, various systems of socio-economic and so-
cial indicators have been devised in an attempt to measure
“social welfare™ or the “quality of life”. Most such
schemes include indicators in the areas of health, education,
housing, social security, the use of time and leisure and so-
cial stratification. With all social indicator systems, major
problems are encountered in selecting indicators that are
representative of each area and in weighting them into one
overall statistic. The more ambitious the scheme, the more
laden it is with value judgements and, hence, the more diffi-
cuit it is to determine whether the indicator system accu-
rately monitors emerging social and economic issues.

International surveillance of economic policies

In recent years, increased attention has been given both to
economic co-operation and co-ordination among the leading
industrialized countries and to the type of conditionality
which is associated with lending by international financial
institutions to developing countries. In both cases, the result
has been closer international surveillance of the economic
performance of individual countries; monitoring perform-

ance has, in turn, required a reinvestigation of the economic
indicators used,

In the case of the Group of Seven industrial countries,
agreement was reached at the Economic Summit held at
Venice in June 1987 to use “performance indicators to re-
view and assess current economic trends and to determine
whether there are significant deviations from an intended
course that require consideration of remedial actions™.® Six
indicators (growth of output, trade, budget balances, infla-
tion, interest rates and exchange rates) were initially used to
monitor the performance of the seven economies. Subse-
quently, in order to obtain early warning of an impending
acceleration in inflation, a commeodity price indicator was
added." For the major industrial countries, in addition to
using such indicators to oversee individual country perform-
ance, there is interest in ascertaining the impact of any
changes on the world economy at large.

No comparable indicators for developing countries exist
to monitor individual country performance. Although
greater flexibility is being introduced, the current perform-
antce indicators used by the international financial institu-
tions to monitor the economic performance of borrowing
deveioping countries, particularly those undergoing adjust-
ment programmes, tend to focus on specific aspects of the
domestic economy, such as the domestic money supply, the
size and financing of the government budget deficit, interna-
tional reserve holdings and changes in trade and exchange
1ate restrictions.

Problems of implementation

In a scheme where policy co-ordination plays a role, as in
the Group of Seven, the problem arises of weighing differ-
ent objectives and reconciling differing perceptions of the
efficacy of various solutions. An additional point is that
there is a major difference between indicator schemes, lead-
ing or otherwise, and an early identification system. Spot-
ting trends is only one aspect of early identification; an
equally important—and perhaps even more difficult—task is
to predict abrupt changes in trends, or turning points. What
is called for is not just prediction of the future in very general
terms, but prediction of events or specific developments.
These may be either events that one wishes to prevent or at
least protect oneself from or events that one wants to benefit
from by taking timely action.

Early identification, in the sense of indicators which
would show when a ciitical situation is arising, can be exem-
piified by the miner’s canary, which used to serve as an early
warning of gas in mines. In this case, it is not only the danger
that is apparent; it is also equally clear who is issuing the
warning and who is expected to heed it. In most cases, the
sitnation is less clear. In addition to early warning of disas-
ters, for example, there is the need for the early identifica-

8 Fora description of the OECD system of indicators, see OECD Leading Indicators and Business Cyeles in Member Countries, 1960-1985

(Paris, 1987)

See 1he Economic Declaration of the Venice Economic Summit, held from 8 to 10 June 1987 {A/42/344, annex), para. 11
1 See the economic declaration issued on 21 June 198R at the Toronto Economic Summit (A/43/435-S/19974, annex I), para 6
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tion of the erosion of a currently acceptable situation. This,
though, raises the guestion of what is “‘acceptable’” What
are the minimum levels that Governments or populations or
international organizations are willing to accept and what
erosion of these minimum levels is tolerable?

Value judgements are invelved, and from this perspective
it is relevant to ask who issues early warnings or carries out
early identification exercises. The question is equally rele-
vant from the angle of liability and costs. There may be a
very high cost to issuing warnings which stimulate expen-
sive counter-measures which furn out not to be needed
Even if inherently worth while, the cost of such schemes—
the Japanese system for earthquake warnings, for exam-
ple—can inhibit their general use."

Another aspect of early identification systems is whether
they are heeded or not. History is replete with exampies of
human beings disregarding warnings of unpleasant events
on the grounds that they are not likely to occur. Warnings
about earthquakes, hurricanes and the outbreak of war are
cases in point. Not heeding predictions need not be due to
wishful thinking, however. There tend to be economic, so-
cial and ingtitutional rigidities in any economy, as well a5 a
degree of resource immobility, which impede a quick and
ready response to anticipated difficult problems. Hence, it is
often considered easier to deal with an economic, social or
environmental disaster after the fact than to take ex ante
action on the grounds that a disaster might occur.

Scope and time horizon of early identification mecha-
nisms

Early identification mechanisms vary greatly in scope. On
the one hand, they range in subject from the strictly macro-
economic to systems seeking to identify larger socio-eco-
nomic issues. On the other hand, they also range from the
monitoring of developments, which, ex post, could serve as
the basis for identifying trends, to fully-fledged early identi-
fication exercises. Within the United Nations system, an ex-
ample of the former is the monitoring of commodity prices
on a daily basis by the Commodity Division of the World

Tarly identification mechanisms and

Within the United Nations system, there are a large num-
ber of mechanisms and means available for the early identi-
fication, monitoring and analysis of world socio-economic
developments. The following listing, which presents these
mechanisms by type of activity, is not exhaustive, but never-
theless demonstrates that there is a large amount of informa-
tion available from the system to provide Governments with
an indication of likely developments

Early identification systems

The prototype of an early identification system is the FAQ
Global Information and Earty Warning System on Food and

Bank. An instance of the latter is the work done by the
United Nations Office at Vienna in forecasting requirements
for the legal processing of opium-based substances, along
with which goes the power to impose production quotas.

There is a wide range of possible time horizons in early
identification and monitoring mechanisms. Population fore-
casts, for example, come out yearly at most. Gross national
product estimates are made quarterly in many instances.
Stock or comunodity prices are available on a daily basis, as
are exchange rates. There is an equally large diversity in the
time horizon of early identification mechanisms within the
United Nations system. Short-run early identification sys-
temns tend either to pertain to more strictly economic devel-
opments or to provide early warning of acts of nature. An
example of the former is the World Bank's daily monitoring
of commodity prices mentioned above. An example of the
latter is the work done by the Food and Agricultural Organi-
zation of the United Nations (FAQO) in continuatly monitor-
ing the desert locust situation and weather conditions world
wide, with the help of the World Meteorological Organiza-
tion (WMO). Both are major factors affecting global food
production.

Early identification in the short run could more properly
be called forecasting of what is likely to happen 6 to 18
months in the future. Such shorter-run forecasting tends to
be concerned with marginal changes, rather than early iden-
tification of drastic long-term shifts in conditions.

An example of early identification work of a long-run na-
ture is the work of the Population Division of the United
Nations Secretariat in monitoring populatioa trends, poli-
cies and programmes Similarly, the efforts of the Interna-
tional Labour Organization in encouraging and assisting
Governments to collect data on real earnings and unemploy-
ment have a long-term horizon. The work of the General
Agreement on Tariffs and Trade in monitoring and survey-
ing trade policies is of a medium-term nature  Some of these
medium-run and long-run identification systems have the
potential to be more socio-economically oriented than do the
primarily economic, short-run forecasts.

means within the United Nations system

Agriculture. This system is designed to monitor the supplies
of basic food and fertilizer on a continuous basts and to iden-
tify imminent food shortages in order to prepare in advarnce
for emergency interventions. As of 1988, over 100 countries
participated in the system, as well as intergovernmental or-
ganizations, such as the European Economic Community,
and some 23 non-governmental organizations. The informa-
tion provided by the latter is especially valuable for the mon-
itoring of socio-economic indicators and for the identifica-
tion and evaluation of the severity of localized food supply
difficulties. All information flows into a central computer-
ized system which provides a quantitative assessment of de-
mand and supply levels for the world as a whole, regions,

11 In this regard, an assessment of the probability of an event cccurring may deline preparatory action This approach is frequently used in meteo-
rology where the probability of 4 given eventis used us a weight and combined with other parameters, such as the cost of preventive measures.

in order to assess whether an action should be initiated
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countries and areas within countries. It forecasts crop size,
deficits or surpluses and food aid requirements for the fol-

lowing year. The information is disseminated in a variety of

ways, including special alerts which are sent by telex di-
rectly to Governments and donors whenever a possible
emergency is foreseen The monthly publication Food Out-
look provides comprehensive assessments of the global and
regional supply and demand position and the outlook for ba-
sic foods. Another monthly report, Food Crops and Short-
ages, contains an up-to-date, country-by-country evaluation
of foodcrop conditions, production prospects and cereal im-
port and food aid requirements for the low-income food def-
icit countries. A special report entitled Food Supply Sitna-
tion and Crap Prospects in sub-Saharan Africa, issued peri-
odically, provides the latest analyses and forecasts for that
area. The FAO system, which may be termed both a moni-
toring and an emergency alert system, is still evolving. In
recent years, efforts have been made to improve the quality
of information received and to use modern techniques, such
as remote sensing, to complement field observations.

For the past few years, the Centre for Science and Tech-
nology for Development of the United Nations Secretariat
has been developing an Advance Technology Alert System
(ATAS) to identify new technologies with major social and
economic implications, such as micro-electronics and bio-
technology, based on expertise in the scientific and policy-
making communities and industry The data include the
trends in each of these technologies, their social and eco-
nomic consequences, as well as the policy options available,
especially in the area of investment in science and technol-
ogy in developing countries. ATAS differs from most other
carly identification systems in that it is an effort to identify
the benefits that may be {ost from failing to take advantage of
favourable developments, rather than an attempt to avoid the
costs, or be prepared to assume the costs, of a possible ad-
verse event.

The World Health Organization (WHO) provides early
warning about the potential side-effects of development
projects on health, In the belief that all early warning
schemes are more effective at the regional and local levels,
WHO has set up regional training centres; the latest of which
is in Addis Ababa, called centres for emergency prepared-
ness and response. Similar systems already exist in the
Americas and Asia. Using advance information, these cen-
tres can take steps before a disaster strikes to move the nec~
vssary food and medical supplies into a threatened area.

WMO has long experience in issuing warnings of severe
weather and flood events which can have an enormous eco-
nomic impact Depending upon the phenomena concerned,
these warnings are issued either nationally or internationally
by means of specialized centres. As mentioned above,
WMO assists FAO in monitoring weather conditions affect-
ing locust breeding and movement in Afria. Under the Con-
vention on Early Notification of a Nuclear Accident, the In-
ternational Atomic Energy Agency and WMO collaborate in
a warning and advisory system using the WMO Global Tele-
communication System

The Population Division of the United Nations Secretariat
carries out early identification activities in the form of popu-

lation projections for alf countries and regions in the world—
at present, up to the year 2025 These projections are up-
dated every two years so that the impact of changes will be
visible. In addition to forecasting population size, the age-
sex distribution of the population is estimated, as are the two
basic demographic indicators—fertility and mortality—and
variations thereon. These projections are made in close co-
operation with the specialized agencies which use the esti-
mates for their own sectoral projections, one example being
the data base on human settlement statistics established by
the United Nations Centre for Human settlements (Habitat).
The Population Division has a number of studies in progress
which investigate the demogiaphic characteristics of various
mega cities, examine the nature of their economies and pro-
vide growth and migration projections.

In the poiitical area, the Office for Research and Collee-
tion of Information of the United Nations Secretariat pro-
vides “‘early warning'" by furnishing information and ad-
vice relevant to conflict prevention

Monitoring

The great variety of long-run and short-run monitoring of
activitles carried out within the United Nations system has
the potential to be used for early identification purposes,
although it does not necessarily lead to action to deal with
problems at an early stage.

The United Nations Environment Programme {(UNEP) is
responsible for identifying emerging environmental prob-
lems of global significance, as well as the means required to
deal with them. To do this, UNEP monitors and assesses
various environmental parameters through the Global Envi-
ronmental Monitoring Systerm {(GEMS). GEMS is a large
and growing computer-based system designed to make the
voluminous amounts of relevant and available information
useful to the world community, individual Governments and
other decision makers for management purposes. GEMS
works closely with other parts of the United Nations system
to obtain relevant information. For example, it works with
FAO on data on such parameters as deforestation, desertifi-
cation, soil degradation and soil loss, It works very closely
with WMO in monitoring pollutants in the atmosphere and
assessing issues such as the depletion of the ozone layer and
climatic change

IL.O has set up an Employment Committee for which it
produces a biannual report on the state of employment, un-
employment and earnings in the world. This monitoring is
directed towards Governments and worker and employer or-
ganizations, WHO undertakes a monitoring exercise which
tracks progress towards attaining the goal of “‘health for all
by the year 2000, while Habitat has started a similiar en-
deavour in connection with the Global Strategy for Shelter to
the Year 2000

The International Monetary Fund (IMF) has developed
operational criteria relating to domestic credit. When there
are fiscal or monetary policy slippages, a set of indicators
alerts the authorities that a programme is off-target. The
World Bank's Risk Management and Financial Policy De-
partment monitors the credit-worthiness of some 50 coun-




tries that are borrowing from the Bank, The Bank also un-
dertakes other tracking exercises~for example, in the area
of commodity prices. The United Nations Conference on
Trade and Development (UNCTAD) and FAO also monitor
commodity trends.

The GATT secretariat is involved in the monitoring and
surveillance of trade policies, including individual issues
such as {rade in textiles and clothing. Its most comprehen-
sive carrent exercise is the biannual report entitled “Devel-
opments in the trading system”, which takes stock of all
trade policy actions on the part of contracting parties. This
report investigates trends in global policies—whether pro-
tectionist or liberal—and serves as a basis for discussions in
the GATT Council of what can, if necessary, be done. The
new Trade Policy Review Mechanism involves efforts to en-
hance the surveiliance activity of GATT by regular reviews
of contracting parties’ trade policies and practices, country
by country, and their impact on the functioning of the multi-
lateral trading systen.

Surveys and reports

The vartous annual surveys and reports prepared within
the United Nations systemm may also be considered early
identification mechanisms. Some of these reports are pri-
marily economic in nature, but others deal with broader so~
cio-economic issues, in keeping with the mandates of the
organizations that produce them.

The United Nations World Economic Survey is an annual
publication which has been prepared at the request of the
General Assembly since [947. It reviews the year’s nmin
economic developments, analyses their implications and
presents short-term forecasts for the different regions of the
world. A major focus is the identification of emerging eco-
nomic issues of global concern—global in the sense either
that they affect a large number of countries or a large pro-
portion of the world population, or that they involve eco-
nomic interrelationships between countries. It is from this
perspective that chapter 11 of the Survey presents an assess-
ment of global prospects for the coming year. In addition,
specific issues of topical relevance and their implications for
the world economy are discussed, frequently in response to
mandates given by the Economic and Social Council and the
General Assembly. The 1988 Survey, for example, discussed
the growth implications of the fall in stock market prices in
October 1987, and the present Survey examines the severe
constraints to growth that a premature net transfer of re-
sources {rom developing to developed countries implies.
This issue was first raised in the 1985 Survey and has since
become of increasing international concern.

The United Nations Report on the World Social Situation,
prepared every four years, dates back to 1952, In accord-
ance with guidelines provided in General Assembly and Ec-
onomic and Social Council resolutions, the report provides a
global overview of the world social situation, giving special
attention to regional and other perspectives in social and
overall development . In the preparation of the repost special
emphasis is given to the relationship between national, re-
gional and international trends and policies and to turning
points in social conditions.
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The annual Trade and Development Report, introduced in
1981, is prepared by the secretariat of UNCTAD. It provides
an integrated review of recent international economic devel-
opments, together with forecasts for the world economy,
with special emphasis on the trade and development pros-
pects of the developing countries. In addition, each report
devotes attention to a selected topic of particular relevance
to trade, money, finance and development issues.

The economic and social surveys and reports of the re-
gional commissions provide, generally on an annual basis,
information on current conditions in their respective re-
gions, as well as a qualitative assessment of short-term pros-
pects. In some instances, the forward-looking nature of the
review takes centre stage; for example, the 1987/88 report
of the Economic Commission for Latin America and the
Caribbean discussed, among other things, restrictions on
sustained development in Latin America and the Caribbean
and suggestions for overcoming them.

The World Development Report is an annual study pre-
pared by the World Bank since 1978. Part I of the report
generally contains a review of recent trends in the world
economy and their implications for the future prospects of
developing countries. Part II usually deals with a specific
policy-oriented theme of current relevance. For instance,
the 1987 report examined the role of foreign trade in the
industrialization of developing countries, while the 1988 re-
port looked at the role of public finance in development.

The staff of the International Monetary Fund produces the
Waorld Economic Outlook biannually. The Quilook examines
the short-term economic prospects of industrialized coun-
tries and developing regions. Its projections and analysis are
the product of an interdepartmental review which draws on
information the staff of the Fund gathers through regular
and special consultations with member countries, as well as
through econometric modeiling.

International Trade, prepared by the GATT secretariat,
dates back to 1953 and is published annually in two volumes
In the first section of Volume I, trends in world trade by
major product group, major region and individual countries
are traced. In the second section, Jonger-term developments
of trade in a specific sector or region are analysed in depth—
for example, the latest issue, International Trade 1987/
1988, provides an analysis of world trade in agriculture. A
concluding section addresses specific trade policy issues
Volume I provides more detailed information about devel-
opments in wortd trade

Most of the specialized agencies publish regular reviews
of recent developments and future prospects in their respec-
tive areas of expertise, such as The State of Food and Agri-
ctelture, published annually by FAO. An annual publication
of the United Nations Industrial Development Organization,
Industry and Development: Global Report, provides short-
term forecasts of the level of output in a number of branches
of industry in regions and in as many countries as possible;
an important feature is the attempt to investigate the implica-
tions of macro-economic changes at the national and inter-
national levels In addition to reviewing the current situation



and providing an assessment of immediate prospects, the
Global Report examines a special topic each year.

Similarly, the Global Reporr on Human Settlements, pre-
pared by Habitat and issued annually, provides a complete
review of human settlements conditions, including an analy-
sis of the forces and trends accounting for both the present
development and the continuing creation, maintenance and
improvement of human settlements. The 1988 report fo-
cused on the forces of urbanization in developing countries
and on policies to avert a major crisis and turn the challenge
into an opportunity for development.

Also in this category are the following annual reports: The
State of the World's Children, prepared by the United Na-
tions Children’s Organization, The State of the Environment
Report, prepared by UNEP, which singles out a particular
subject or subjects each year, The State of World Population,
prepared by the United Nations Population Fund, which also
focuses particular attention on one or more subjects each
year.

Other documents which can be used for early identifica-
tion purposes are the numerous periodical statistical publica-
tions of the United Nations system. Almost all United Na-
tions bodies and agencies compile and periodically publish

data in their respective areas of expertise. Although most of

this information is not intended for early identification pur-
poses, it provides a quantitative basis for forward-locking
analysis. For instance, the ILO publication Economically
Active Population, Estimates and Projections shows, inter
alia, labour force trends for 1985-2025.

The Statistical Office of the United Nations Secretariat
compiles a wide variety of current statistics from countries
on economic output and industrial activity, international
trade, prices, population and housing. The latest available
data are published in the Monthly Bulletin of Statistics. They
are also circulated as soon as possible after receipt to users
and analysts in the organizations concerned throughout the
international system and other units of the United Nations
Secretarit for monitoring and assessment purposes.

Topical reports

Reports published by the organizations of the systemon a
wide array of subjects may also be used for early identifica-
tion purposes. These reports are generally far more specific
or narrow as far as subject-matter is concerned than are the
ones cited in the previous section, and they do not necessar-
ily appear with the same regularity. Not all fall under the
rubric of early identification, but some do—for example, the
“Overall socio-economic perspective of the world economy
to the year 2000, This report, which is prepared by the
United Nations with the help of contributions from the spe-
cialized agencies, is a periodic assessment of long-term
trends in the world’s economic and social development. The
report issued in 1988 (A/43/554) was intended to serve as a
quantitative and qualitative framework for considering a
number of long-term issues which the international commu-
nity should address in the 1990s.

The World Bank has issued a large number of forward-
looking studies on specific topics, such as Prospects for
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Food Production and Consumption in Developing Countries
(1983} or, jointly with FAO, Prospects for the World Tute
Industry (1986). Such World Bank publications include
books, commodity studies, country studies, discussion pa-
pers, policy studies, statistical working papers, symposium
papers, World Bank journals and informal documents.

Simiiarly, the United Nations Educational, Scientific and
Cultural Organization publishes numerous studies on spe-
cific topics in a wide range of social and socic-economic
areas, such as Reflections on the Future Development of Ed-
ucation (1985). The United Nations University and its
World Institute for Development Economics Research
(UNU/WIDER) publish specific study reports on corrent is-
sues of economic and development concern, such as pros-
pects for development in Africa or the problems of eco-
nomic openness to the century’s end.

Models

A further group of devices which can be used for early
identification purposes ate global models. Project LINK is a
co-operative, non-governmental, international research ac-
tivity, whose principal objective has been to integrate inde-
pendently developed national econometric models into a
world modelling system. Initiated in 1968 at the University
of Pennsylvania, the project has expanded from 7 country
models to 79 models, including 40 models of individual de-
veloping countries and regions. As an active participant in
Project LINK, the United Nations has made extensive use of
the Project’s multicountry model for periodic reporting on
the short-run outlook for the world economy.

In a similar vein, the World Bank prepares long-run pro-
jections annually, based on econometric models. While the
nature of the projections varies from year to year, in general
a number of alternative scenarios are prepared. The most
recent use of this mechanism, published in the World Devel-
opment Report 1988, presented the outlook for the world
economy to 1995. Two scenarios were set out: the “base
case” which assumed that industrial countries would leave
their policies broadly unaltered, and the “‘high case”, which
assumed that they would change them to conform to a num-
ber of specified criteria, such as reducing payments im-
balances.

UNCTAD also has a world model, supported by the Sys-
tem for Interlinked Global Modelling and Analysis
(SIGMA), which is used for forecasting. The system com-
prises 58 macro-economic madels for countries and regions,
linked by systems of trade flows, financial flows and inter-
national trade prices that ensure global consistency. Other
United Nations organizations also work with models. For
example, IMF uses short-term to medium-term models,
while the regional commissions work with medium-range to
long-range models.

Models are becoming increasingly relevant to early identi-
fication in the political area. A new generation of computer-
based global models developed in academia and elsewhere
are now better equipped than were earlier models to deal
with the question of the interdependence of political, eco-




nomic and social matters.” The Office for Research and
Collection of Information of the United Nations Secretariat
use computers and draws on such models in developing its
early warning system.

Conclusions

The foregoing analysis demonstrates that there is a
plethora of information available within the United Nations
system which can be drawn on for early identification pur-
poses. A large part of what the system does in the economic
and social sphere can be described as early identification of
one sort or another. A key question, however, is how much
of this information is comprehensive enough, yet suffi-
ciently synthesized, to be readily usable by policy makers
and others. A farther factor is that the information is not
uniformly distributed, much more being available for devel-
oped countries than for developing ones.

In specific sectoral fields, such as agriculture, health or
meteorology, early identification tends to work well at the
international level. The real issue in many such cases, espe-
cially in the social arena, is not detecting the problem, but
reacting to it In the social fields, the need is to ensure an
adequate response to problems. For example, regarding
health, the need for a greater response to the AIDS epidemic
is a case in point. However, in the economic sphere, infor-
mation is far more fragmented. Hence, though shocks occur
which have world-wide repercussions, the international sys-
tem's capacity for early warning or identification of such
potential trouble spots is fairly unfocused .’ Consequently,
in the economic sphere, the first need is to properly identify
potential disturbances. Despite all the information that was
available, few foresaw—and fewer took action to mitigate—
the oil price increase of the mid-1970s, the debt crisis of the
early 1980s or the stock market crash of October 1987, even

though such economic events can have potentially devastat-
ing effects on many economies. "

In an increasingly interdependent world, macro-economic
disturbances tend to be inexorably transmitted across coun-
tries. Early identification of such disturbances—as well as
an early assessment of whether they are temporary or per-
manent--has become ever more important. Yet the problem
is not so much the timely grasp of the phenomena as the
national and international action to counter them. Partly for
this reason, it might be useful to concentrate early identifica-
tion activities at the sectoral level.

Another conclusion is that early warnings are most fraitfil
if addressed to the local or regional level because large-scale
schemes addressed to Governments may not be heeded. The
usefulness of alarms depends on whether anybody is listen-
ing. In general, they are useful only if Governments take
them seriously. From this perspective, it makes sense to ex-
pand early identification activities in response to a perceived
demand from Governments.

A final problem is how to ensure that the information gar-
nered is used for early identification purposes rather than for
historical retrospectives. A criticism occasionally levied at
the United Nations system in the economic and social arena
is that, while resources are devoted to the analysis and moni-
toring of emerging problems, limited success is realized in
averting potential difficulties. Repeated and well-docu-
mented warnings are often issued and distegarded. More
effective pursuit of early identification activities may lead to
improvements in this area by enabling greater progress to be
made in anticipating and dealing with identified socio-eco-
nomic concerns Indeed, international organizations are in a
unique position to provide a global perspective to emerging
probiems and issues, from an angle which might be lacking,
or overlooked, at the national level

1z See, for exampie, Si\zar; A Bre mer, ed., GLOB US Model— Computer Sinudation of Werldwide Political and Economic Development

Franklurt-am-Main, (Campus Verlag. 1987)

13 This may also be indicative of the need for research linking economic forecasts with socio-economic trends  For instance, ILO is attempting to
develop a system of employment [orecasting based on indicators of both the output cycle and conditions alfecting the labour market

14 In the area of energy, for exampie, the developed countries have established their own “carly warning system’ within the International Encigy
Agency. The Organization of the Petroleum Exporting Countries also has its own early idemification scheme However, the energy-deficient
developing countries have no such system, though they would be among the hardest hit in the event of a crisis This suggests the need for
co-operation among Governments in these countries to provide up-to-date information on their encrgy situation and pians in order to provide an

early warniag system in this area
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ITf. SELECTED DEMOGRAPHIC INDICATORS

It is generally agreed that there is a significant but not
necessarily simple or direct relationship between population
changes and economic development. The following tables
show demographic trends up to 1990. To typify country situ-
ations at the regional level, the median rather than weighted
regional averages has been used.

For mid-1989, the total population of the world is pro-
jected to reach 5.2 billion; 4.0 billion in the countries of the
developing regions and 1.2 in the developed. The world's
population is currently increasing by an annual increment of
some 89 million, 83 million of whom are added to the popu-
lations of the developing regions. After a period of decelera-
tion from its historic peak (2 per cent per year) in the late
1960s, the rate of population growth has levelled off at about
1.7 per cent per year and is expected to remain there into the
early 1990s.

The available evidence indicates that mortality measured
at the nationaj level is continuing to decline in the countries
of all regions; the global expectation of life at birth was ris-
ing by 2.9 years per decade through the first half of the
1980s. Differences in mortality remain very large, however,
with Africa lagging significantly behind other regions

The world’s population has entered a period of demo-
graphic aging; only in Africa is the average age continuing
to drop, chiefly as a result of very high fertility. Overall, the
ratio of persons in the dependent years to those in the more
productive years is declining. The burden of dependency is
about 40 per cent heavier in the developing than in the devel-
oped regions.

Table S.1I1.1.

The urban population of the world is projected to be 2.26
billion for 1990. Each year, the global urban population in-
creases by about 50 million persons, growing at a rate of 2.5
per cent per year— twice the rate of growth of the world’s
rurai population.

The data used to prepare the population estimates and pro- .
jections are based on information derived from censuses,
vital statistics, population registries and representative sam-
ple surveys. The estimates and projections are revised by the
Population Division of the United Nations Secretariat every
two years on a country-by-country basis, to take into ac-
count all new televant data. In general, the supply of demo-
graphic data has improved substantially during recent dec-
ades. During the 1980 census decade, 191 countries or areas
took at least one population census and over 95 per cent of
the world’s popuiation were enumerated. Nevertheless,
demographic data remain insufficient in both quantity and
quality for the countries of some developing regions — most
notably Africa.

In preparing the estimates and projections for each coun-
try, the statistical data are examined for reliability and inter-
nal consistency. The assumptions used to make population
projections are based on demographic experience relevant to
each specific country. On the whole, the reliability of popu-
lation estimates and projections has proved to be quite high
over recent decades. Population trends have a considerable
amount of internal momentum and, with the exception of
migration, major famines or armed conflicts, the range over
which demographic variables may vary is constrained by
known biological parameters.!

Population and population growth,

1975-1990, medium variant

Annaual rate of change

1975- 1980- 1985~
Population 1980 {985 1950
1980

Region and country or area! {Thousands} (Percentage}
World 5286714 223 23 235
(5292 178) (1 74) {174) (173}
Peveloping countries 4071061 2.53 159 264
Aftica 611901 293 295 2.95
Algeria 25364 3 06 301 31z
Angola 10020 339 251 270
Benin 4741 277 296 315
Botswani 1285 355 358 335l
Burkina Fdso 9007 23 249 267
Burundi 5451 180 282 288
Cameroon i1 245 257 271 260

I More detailed information on population estimates and projections, data sources and methods can be found in World Poputation Prospects, 1988

(United Nations publication, Sales No E 88 XIHI D
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Table §.1I1. 1. (Continued)

Annual rate of change
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1975- 1980- 1985-
Population 1980 1985 1990
1990

Region and country or aread {Thousands) (Percentage)
Cape Verde 379 087 217 2.84
Central African Republic 2913 222 228 2.46
Chad 5678 2 10 228 2.47
Comoros 519 3.40 305 in
Congo 1994 2.46 259 2.73
Cite d'hvoire 12 596 419 416 4.12
Djibouti 406 4 48 3.09 296
Egypt 54059 2.69 272 2.55
Equatorial Guinea 440 1.99 215 234
Ethiopia 46743 2.43 [.74 201
Gabon 1171 470 401 345
Gambia 858 3.15 iol 2.83
(hana 15020 176 358 314
Guinea 6876 217 233 248
Guinea-Bissau 987 504 191 208
Kenya 25130 3182 4 04 4.22
Lesotho 1774 241 2778 285
Liberia 2554 309 321 3.18
Libyan Arab Jamahiriya 4 544 4.37 4.37 365
Madagascar 11980 290 305 3.18
Malawi 8428 3.00 318 3131
Mali 9362 219 2.81 294
Mauritania 2024 2.46 2.60 273
Mauritius 1103 191 I 60 125
Merocco 25139 227 2 64 2 56
Mozambigue 15683 283 2.51 2.65
Namibia 1876 297 308 319
Niger 7 109 2.59 282 301
Nigeria 113016 349 i 343
Réunion 595 0.95 145 1.72
Rwanda 7232 37 334 340
Senegal 7369 3 46 2.55 2.69
Sierra Leone 4151 215 232 2.49
Somalia 7555 5.06 357 332
Sudan 25195 308 3l 2.88
Swaziland 789 312 330 343
Toge 3455 252 295 3oy
Tunisia 8169 258 257 236
Uganda 18442 kIRt 332 3.49
United Republic of Tenzania 27328 342 374 367
Zaire 35990 327 304 KRV
Zambia 8 456 3.40 399 376
Zimbabwe 9721 2.96 303 3.15
South and East Asia 2801466 213 223 2.24
Afghanistan 16 557 0 87 =202 263
Bangladesh 115593 283 273 267
Bhutan 1516 1.70 180 2.15
Burma 41 675 21 209 209
China i 135496 143 123 1139
Democratic Kampuchea 8246 -2.07 2.59 2.48
East Timor 737 -2.91 250 224
Fiji 749 177 187 160
Hong Kong 5841 273 1.59 136
India 853373 208 221 208
Indonesia 1805:4 214 196 1.62
Korea 66519 187 1.80 1.59
Democratic People's Republie of Korea 22937 257 2 46 2136
Repubtiic of Kerea 43 582 153 1.48 I 19
Lao People’s Democratic Republic 4071 118 229 2.49
Malaysia 17339 232 231 2 3t
Mongelia 2227 282 275 309
Nepat 19 i43 267 259 247
Pakistan 122 666 2.64 382 345
_Papua New Guinea 401t 270 2.58 2.66




Table S.1II. 1. (Continued)

Annual rate of change

1975- 1980~ {D835-
_Population 1980 1985 1990
1980
Region and country or area? {Thousands) {Percentage)
Philippines 62 409 2.53 263 2.48
Singapore 2702 1.30 116 1.09
Sri Lanka 17209 1.74 1.67 1.32
Thaijand 55702 2.44 199 1.53
Viet Nam 67171 2.23 224 224
West Asia 130 489 3.56 3.85 347
Bahrain 515 4 .87 4,27 3.64
Demiocratic Yemen 2491 236 276 307
Iran (Istamic Republic of) 56 585 3.08 4 05 345
frag 18920 375 358 348
Esrael 4581 231 175 158
Jordan 4270 234 364 304
Kuwait 2090 6.24 436 402
Lebanon 2965 -0.72 -0 01 21t
Oman I 468 50 4 67 334
Qatar 367 5.84 529 415
Saudi Arabia 14 13§ 513 426 396
Syrian Arab Republic 12 50% 3.36 345 357
United Arab Emirates I 588 13.97 569 3126
Yemen 8017 2.53 278 304
Mediterranean 80519 148 092 83
Cyprus 701 0.65 111 104
Malla 353 209 11 049
Turkey 55616 2.09 2 50 1.99
Yugoslavia 23 849 087 072 .62
Western hemisphere 446 626 211 205 1.99
Argentina 32322 1 61 143 .27
Barbados 261 028 0.3 062
Bolivia 7314 259 269 276
Brazil 150 368 231 223 07
Chile 13173 148 1 .68 [ 66
Colombia 31819 2 2.14 205
Costa Rica 3015 298 191 164
Cuba 10324 084 044 075
Bominican Republic 7170 242 238 222
Ecuador 10782 288 2 .87 2719
El Salvador 5252 205 1.04 193
Guadeloupe 340 -0 82 .47 034
Guatemala 9197 277 282 288
Guyana 1040 207 195 174
Haiti 6504 176 1.80 1.88
Honduras 5138 3.46 359 318
Jamaica 2521 1.24 145 152
Martinigue 331 -0.14 g12 018
Mexico 88 598 1.57 240 220
Nicaragun 3871 2.81 332 136
Panama 2418 2.26 217 207
Paraguay 4277 320 3.20 293
Peru 22332 263 2.60 251
Puerto Rico 3709 133 151 1 44
Suriname 403 -0.54 110 146
Trinidad and Tobago 1283 1.64 158 159
Urnguay 3128 0.56 470 0.76
Venezuela 19736 342 284 161
Developed market economies 810904 042 049 029
Australia 16 746 1 51 1.40 1.22
Canada 26 525 104 HEV 088
Japan 123 457 0.93 0 66 044
New Zesland 3379 o 17 0 84 079
South Africa 35248 222 221 219
United States 249 235 1.06 099 G 81
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Table §.1I1.1. (Continued)

Annual rate of change

1975- 1680~ 1985-
Population 1980 1985 1990
1990
Region and country or ares® {Thousands} (Percentage)

Europe 156314 033 .39 0.19
Austria 7492 008 -3.13 -0.03
Belgium 9938 .11 010 0.07
Denmark 5120 025 000 -0.01
Finland 4975 (29 Q.51 029
France 56173 (44 047 0.36
Germany, Federal Republic of 60539 -0.09 -0 18 -0.16
Greece 10047 128 .60 0.23
Iceland 253 091 113 0.97
Ireland 3720 118 087 092
Italy 57322 0.36 024 0.07
Luxembourg 367 0.09 015 0.04
Netherlands 14752 ¢ 70 47 037
Norway 4212 .39 0.32 0.28
Portugal 10285 143 078 025
Spain 39333 i 06 0.56 038
Sweden 8339 029 0.10 -0.03
Switzeriand 652t 025 045 015
United Kingdom 56926 004 010 011

Centrally planned economies 404 809 075 0736 0135
Atbania 3245 [ 94 207 1.83
Bulgaria 9010 Q32 022 011
Czechoslovakia 15667 0.68 028 0121
German Democratic Republic 16 649 013 011 0.01
Hungary 10552 032 012 -0 18
Poland 38423 0.89 090 065
Romania 23272 0.88 047 048
USSR 287991 Q.82 0.84 0.78

Source. World Population Prospects, 1988 (United Nations publication, Sales No E. 88 X1I1.7}

a  Data for small countries or areas, generally those with population of 300,000 or less in 1985, are not given in
this table separately. Data for regions are total population and respective median values for countries or areas
listed . For the world, data in parentheses represent 1otal population, including smalt countties or areas not Histed

here and respective weighted average values The original source contains data for all countries or areas.

Table S.IIT.2. Infant mortality rates, 1970-1990, medium variant®
1970- 1975- 1980- 1985-
Region and country or area® 1975 1980 1985 1950
World 94 §2 71 59
(94) (86) (79) €43
Developing countries HO 96 84 73
Aftica 138 126 116 106
Algeria 132 112 88 74
Angola 173 160 149 137
Benin 151 130 120 110
Botswana 95 82 76 &7
Burkina Faso 173 162 149 138
Burundi 135 130 124 112
Cameroon 119 111 103 94
Cape Verde 103 87 75 66
Central African Repubiic 148 145 142 132
Chad 166 154 143 132
Comoros 106 a7 88 80
Congo an 85 81 73
Cote d'Ivoire 129 1i6 105 96
Diibouti 154 143 132 122
Egypt 150 120 100 85
Equatorial Guinea 160 149 137 127
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Table §.I1.2. (Continued)

170- 1975- 1980- 1985-
Region and country or areab 1975 1980 1985 1990
Ethiopia 155 149 159 154
Gaben 132 122 112 i03
Gambia 179 166 154 143
Ghana 107 103 98 90
Guinea 181 m 159 147
Guinea-Bissau I63 154 143 132
Keaya 98 88 80 72
Lesotho 130 123 11 100
Liberia 119 107 96 87
Libyan Arab Jamahiriya 117 107 97 82
Madagascar 172 150 130 i20
Malawi 191 177 163 i50
Mali 203 Hey| 180 169
Mauritaniz 160 149 137 127
Mauritivs 55 38 28 23
Moroceo 122 HO 97 82
Mozambique 168 160 153 141
Namibia 134 126 116 166
Niger 166 157 146 i35
Nigeria 148 124 il4 105
Réunion 4] 19 16 14
Rwanda 140 140 132 i22
Senegal 162 154 142 128
Sierra Leone 193 176 166 154
Somalia 155 149 143 132
Sudan 145 131 18 108
Swaziland 144 140 128 118
Togo 121 1 162 94
Tunisia 120 88 71 59
Upganda 116 114 112 13
United Republic of Tanzania 130 125 115 106
Zaire 127 H7 7 98
Zambia 100 04 88 80
Zimbabwe 93 86 80 72
South and East Asia 103 88 75 62
Afghanistan 194 183 i83 172
Bangladesh 140 137 128 119
Bhutan 153 147 139 128
Burma 100 90 80 70
China 61 41 39 32
Democratic Kampuchen 181 263 160 130
East Timor 183 254 i83 166
Fiji 45 37 Dl 27
Hong Kong 17 13 10 8
India i35 126 110 09
Indonesia 114 105 95 84
Korea 47 35 30 25
Democratic Peopie's Republic of Korea 47 35 30 24
Repubtic of Korea 47 35 30 25
Lao People's Democratic Republic 145 135 122 110
Maiaysia 42 34 28 24
Mongolia 71 62 53 45
Nepal 153 147 139 128
Pakistan 140 130 120 109
Papua New Guinea 105 85 74 59
Philippines 64 54 51 45
Singapore 19 13 10 9
Sri Lanka 56 48 39 33
Thailand 65 56 48 39
Vie: Nam i20 90 6 64
West Asia 85 68 57 46
Bahrain 55 38 32 26
Democratic Yemen 168 150 135 120
Iran (Islamic Republic of) 122 160 78 63
Iraq 96 83 71 69
Israel 23 8 14 12
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Table 8.1H.2. (Continued)

216

1970- 1975- 1980- 1985

Region and country or arcab 1975 1980 1985 1990
Jordar 82 65 54 44
Kuwait 43 M4 23 19
Lebanon 48 48 48 40
Oman 160 135 117 100
Qatar 57 46 38 31
Saudi Arabia 120 100 85 71
Syrian Arab Republic 88 10 59 48
United Arab Emirates 57 38 32 26
Yemen 168 144 30 116
Mediterranean 37 28 23 19
Cyprus 29 20 16 12
Malta 26 1B 13 10
Turkey 138 120 92 76
Yugoslavia 45 35 30 25
Western hemisphere 55 48 38 34
Argentina 49 41 36 32
Barbados 27 14 11 il
Bolivia 151 138 124 HO
Brazii 91 79 71 63
Chile T 45 23 20
Colombin 65 55 50 46
Costa Rica 51 30 20 18
Cuba 6 23 i7 15
Dominican Republic 94 84 T3 65
Ecuador 95 82 70 63
El Salvador 97 #2 70 59
Guadefoupe 42 25 14 12
Guatemala a5 82 70 59
Guyana 56 49 36 30
Haiti 155 139 128 17
Honduras 110 95 82 69
Jamaica 36 25 21 i8
Martinigue 35 22 14 13
Mexico 69 60 53 47
Nicaragua 100 93 76 62
Panamsa 43 32 26 23
Paraguny 53 49 43 42
Peru 110 105 99 88
Puerto Rico 25 20 17 15
Suriname 49 44 36 31
Triridad and Tobago 30 26 24 20
Uruguay 47 44 30 27
Venczuela 49 43 39 36
Deveioped market economies 17 13 10 9
Australia 17 12 10 8
Canada 16 12 9 7
Japan 12 9 7 3
New Zealand 16 14 12 [1
South Africa 110 95 83 72
United States 18 14 13 0
Europe 17 13 9 9
Austria 24 16 12 il
Belgium 19 13 il 10
Benmark 12 9 8 7
Finland 12 9 & 6
France 16 il 9 ]
Germany, Federal Republic of 22 15 11 g
Greece 34 25 I5 17
fceland 2 9 6 5
freland I8 15 9 9
Rtaly 22 15 i3 13
Luxembourg i6 13 9 i
Netheriands i2 10 8 8
Norway 2 9 8 7
Portugal 45 30 20 i3
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Table S .1II.2. (Continued)

1970- 1975~ 1980- 19835-

Region and country or arca® 1975 1080 1985 1990
Spain 21 16 1 10
Sweden 10 8 7 8
Switzerland 13 10 8 7
United Kinpdom 17 14 il 9
-Centrally planned economies 27 25 20 i5
Albania 58 50 45 39
Bulgaria 26 2 17 16
Czechostovakia 21 i9 6 15
German Democratic Republic 17 i3 1 9
Hungary 34 27 20 20
Poland 27 23 20 i8
Romania 40 31 26 22
USSR 26 28 26 24

Source. World Population Prospects, 1988 (United Nations publication, Sales No. E.88 XH17).
a  Number of deaths of children less than ane year old, per 1,000 five births

b Data for small countries or areas, penerally those with population of 300,000 or less in 1983, are not given in
this table separately Data for regions are median values for countries or oreas listed. For the world, data in
parentheses are weighted average for all countries or areas

Table $.111. 3. Life expectancy at birth, males and females, 1970-1990, medium variant

{In years)
1970- 1975- 1980-
1975 1980 1083
Region and courtry or area® M _F M F M F M F
World 56.2 59 ¢ 58 8 624 60.5 64.0 62.6 66.0
{55 6) (57.8) (56 %) {59 4) (58.2) (GINY (60.0) (63 0)
Developing countries 311 537 536 571 56.2 598 587 619
Africa 432 46 8 452 489 492 507 492 529
Algeria 52.5 545 550 571 585 6t 6 610 64 1
Angoia 365 39.6 385 416 404 43 6 429 461
Benin 385 416 404 43 6 424 456 4.9 48 1
Botswana 490 530 510 56 O 530 59.0 555 6135
Burkina Faso 397 42 8 416 44 9 437 46 8 45 6 489
Burundi 43.0 46 2 43 4 46 .6 44 9 481 474 507
Cameroon 430 47.0 450 43 0 470 51.0 49.0 53.0
Cape Verde 517 54.0 54 9 58.3 373 60.8 39.3 62.8
Central African Republic 394 42.6 40.4 436 414 44.6 439 471
Chad 375 40.6 154 426 414 44 6 439 471
Comoros 44 9 48] 46 4 497 48.3 517 503 53 8
Congo 409 44 1 429 461 44 9 48 i 46.9 50.2
Cote d'lvoire 439 471 46 4 497 48 8 522 50.8 542
Diibout 394 41 6 414 44 6 434 406 45 4 487
Egypt 50.8 534 543 570 36 8 595 593 620
Equatoriat Guinea 385 416 40.4 43 6 42 4 456 49 48 1
Ethiopia 04 42 6 40.4 43 6 384 416 94 42 6
Gabon 43 4 46 6 454 487 47 4 507 499 532
Gambia 355 386 375 40.6 394 42.6 41.4 44 6
Ghana 483 517 453 527 50.3 538 522 558
Guinea 352 383 367 398 387 418 40.6 438
Guinea-Bissau 380 411 394 426 414 446 43 4 46 .6
Kenya 490 530 515 555 540 580 565 &60.5
Lesotho 44 0 530 46 5 55.5 490 580 Sk 60.5
Liberia 46 0 490 48 5 515 510 54.0 53.0 56.0
Libyan Arab Jamahiriya 514 545 54.1 575 56 6 60.0 591 625
Madugascar 450 480 480 510G 50.0 330 52.0 55.0
Malawi 433 417 42 4 437 44.4 457 46.3 477
Mali 370 401 385 41.6 40.4 43 6 42 4 456



Table S.IIE.3. (Continued)

1970 S 9 1980- ~198s-
1975 1980 1985 1990 |
Region and country or area® M F M F M F M F
Mauritania 385 416 44 436 42 4 45.6 44 4 476
Mauritiss 60.7 653 62.6 473 643 69.2 66.4 L7
Morocco 5t4 45 54.1 57.5 566 600 59.1 62.5
Mozambigue 409 441 419 451 42.9 461 449 481
Namibia 475 5090 50.0 52 5 52.5 550 55.0 575
Niger 375 406 390 421 409 44 1 42.9 46.1
Nigeria 429 46.1 449 48.1 46 ¢ 50.2 488 522
Réunion' 60.4 68.1 63.5 725 655 4.0 £70 7540
Rwanda 430 462 43.4 46.6 449 48.1 46.9 502
Senegal 383 416 39.7 429 417 449 4.2 474
Sierra Leone 335 35.5 355 86 375 40.6 0.4 426
Somalia 394 42.6 40.4 43 6 41.4 44 6 43 4 46.6
Sudan 414 43.9 439 46 4 46.6 45.0 48 6 510
Swaziland 451 49.6 476 523 51.2 548 537 573
Togo 43.9 471 46 4 497 48.8 522 513 54 8
Tunisia 551 36.1 59.6 60.6 62.6 63.6 64.6 661
Upganda 45 4 486 46.4 497 474 507 49.4 527
United Republic of Tanzania 49 48 1 473 307 493 5217 513 347
Zaire 4.4 47.6 46.4 497 483 57 508 542
Zambia 457 490 471 510 50.4 52.5 524 54.5
Zimbabwe 49.8 532 520 55.6 540 576 6.5 60.1
South and East Asia 511 536 536 574 563 602 588 627
Afghanistan 380 380 440 400 40.0 410 410 42.0
Bangladesh 456 44.1 471 46.1 491 483 5i1 504
Bhutan 430 413 446 431 46.6 451 486 471
Burma 510 541 534 567 558 593 583 618
Chinz 625 63.9 65.5 66.2 66.7 68.9 68.0 709
Democratic Kampuchea o 417 300 325 420 4.9 410 489
East Timor 392 407 30,0 315 392 407 416 43 4
Fiji 63.6 6.7 65.3 69.0 670 710 68 2 727
Hong Kong 68.5 75.6 0.5 76.8 726 783 73 4 i
India 52 493 533 524 55.6 552 378 519
Indonesta 46 4 487 487 513 522 549 54 6 574
Korea 592 64.0 62 4 68.8 64 6 7.0 662 726
Democratic People's Republic of
Kores 59.2 640 624 68 8 64.6 7.0 66 2 72.7
Republic of Korea 392 64 0 62 4 68 8 64.6 no 662 725
Lao People’s Demccratic Repubtic 39.1 418 421 450 445 475 470 50.0
Malaysia 61.4 647 633 671 66 0 70.0 675 16
Mongolia 591 623 393 628 60.0 641 615 656
Nepai 40 425 46 5 450 490 415 515 50.3
Pakistan 500 480 520 510 54 0 540 565 565
Papua New Guinea 477 476 505 50.0 512 527 532 548
Philippines 564 59.4 583 61.5 602 637 6L6 65.4
Singapore 674 718 68.6 731 69.2 74.6 702 757
Sri Lanka 64.0 06.0 65.0 68 5 67.0 710 68.3 72.5
Thailand 577 61.6 593 63 2 60.7 4.8 63.0 67.1
Viet Nam 477 531 537 58.1 567 61.1 59.2 63.6
West Asia 562 585 60.0 627 617 65.0 64.6 674
Bahrain 617 65 4 656 695 671 714 68.6 72.9
Democzatic Yemen 425 4.3 447 471 46 9 499 494 524
Iran (Islamic Republic of) 56.2 555 582 59.0 9.4 63.0 65.0 655
Iragq 561 519 60.3 623 615 63.3 630 64 8
Israet 701 733 714 74.9 728 76.2 76 77.2
Yordan 549 58.3 59.4 63.0 61.9 65.5 64.2 618
Kuwait 65.3 69.3 675 717 69 6 737 707 75.0
Lebanon 631 67.0 631 670 63.1 67.0 65.1 69.0
Oman 45.2 476 480 508 510 537 54.1 56.8
Qatar 607 644 635 676 654 69.8 66.9 78
Saudi Arabia 52.4 555 562 397 592 627 617 652
Syrian Arab Republic 55.4 587 583 619 60.8 64.4 63.2 66.9
United Arab Emirates 607 64.4 647 689 67.1 714 68.6 729
Yemen 425 44 3 47 4711 46.9 439 49.5 524
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Table S.I11.3.  (Continued)

1970- 1975- 1980- 1985-
1975 ‘ 1980 1985 1990
Region and country or area® M F M F M F M F
Mediterrancan 67.3 719 68.2 731 69.0 735 70.4 704
Cyprus 0.0 729 720 755 72.5 715 133 782
Malta 685 72.8 68 8 733 700 73.4 7.0 47.6
Turkey 55.9 60.0 58.0 62.5 60.0 633 625 65.8
Yugoslavia 66.0 70.9 676 7.9 67.9 735 69 1 75.0
Western hemisphere 62.3 671 64.0 68.8 657 707 66.9 123
Arpentina 64.1 70.7 65.4 721 66 4 731 673 740
Barbados 669 720 687 739 10.0 75.4 71.0 710
Bolivia 44 6 490 46 5 50.9 48 6 53.0 50.9 55.4
Brazil 576 622 595 64.3 60.9 66.0 62.3 67.6
Chile 60.5 66.8 639 70.6 67 6 74.6 68.1 751
Colombin 582 627 60.0 64.5 61 4 66.0 62.6 612
Costa Rica a6 1 70.2 686 731 713 759 72.4 Ay
Cuba 69.3 72.6 114 74 4 78 752 722 75.8
Dominican Republic 581 618 60.3 64 0 622 66.1 63.9 681
Ecuador 574 60.5 547 632 623 66.4 63.4 67.6
El Salvador 366 611 524 62.6 507 639 58.0 66 5
Guadeloupe 647 709 66 4 734 68 9 76 1 70.1 167
Guatemala 526 555 545 58 4 368 61.3 597 64 4
Guyana 619 66.4 64 1 689 658 70.8 673 723
Haiti 47 1 500 491 522 512 544 531 564
Honduras 522 55.8 55.8 59.6 60.0 640 619 66.1
Jamaica 66.0 697 670 L0 703 757 n3 761
Martinigue 667 no 68.9 133 o 753 720 76 5
Mexico 60.4 649 626 68 2 642 70.6 657 72.3
Nicaragua 537 558 553 573 587 6106 620 64 6
Panama 650 618 676 09 69.2 729 70.1 74.1
Paraguay 637 676 641 68.1 64 4 68.6 64 8 69.1
Peru 539 573 35.2 58 8 56 8 60.5 59.5 63 4
Puerto Rico 69 40 62 70.2 1.0 0.5 716 715 784
Suriname 627 673 638 68 6 63 6 70.6 671 721
Frinidad and Tobago 64 4 687 651 10.0 662 713 677 72.8
Uruguay 65.6 722 66 4 730 67.4 737 678 744
Venczuela 63.3 691 64 9 167 66 0 2 66.7 728
Developed market economies 69.0 752 699 170 73 8.0 724 789
Australia 68 4 7512 701 77.0 7.9 787 729 79.5
Canada 697 768 70.5 781 724 56 733 80.3
Japan 70.6 762 72.8 782 74.2 757 154 8r.1
New Zealand 687 748" 693 757 707 7698 718 779
South Africa 510 570 530 590 550 610 575 635
United States 675 753 69 4 772 709 74.3 719 190
Europe 691 752 70.1 76.8 712 7 24 786
Austria 67.0 743 68.5 156 69.6 768 0.6 778
Belgium 682 4.7 69.1 757 70.4 2 715 81
Denmark 709 76.4 TE3 773 76 775 716 783
Finland 66 6 750 68.0 76 6 70.0 779 710, 788
France 68 6 763 650 778 07 789 L 79.8
Germuany, Federal Republic of 616 737 69 0 75.8 0.6 773 716 782
Greece 0.6 742 717 758 27 769 735 779
Iceland 714 774 734 793 739 798 74 8 804
Ireland 689 738 69.6 746 0.4 759 715 769
faly 692 752 70.4 769 714 78.0 724 791
Luxembourg 67.0 74 1 68 2 755 0.0 767 o 777
Netherlands 71t 1.0 721 86 728 95 735 80.2
Norway 714 776 722 786 727 795 35 80.2
Portugal 649 713 667 738 688 758 70.0 768
Spain 70.2 57 714 774 728 789 136 9.7
Sweden 721 175 723 783 734 79.3 4.2 80.1
Switzerland 10.8 770 720 78.6 730 797 738 804
United Kingdom 69 0 752 657 760 710 y 724 18.1
Centrally planned economies 66 9 735 670 737 670 4.0 675 146
Albania 66.0 695 66 8 e 680 73.0 692 74.2
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Table 8§ 111.3. (Continued)

1970- 1975- 1980- 1985-
975 1980 1985 1990
Region and country or area? M F M F M F M F

Bulgaria 687 741 68 5 741 68 5 74 4 69.2 750
Czechoslovakia 66 6 735 67.0 41 670 74.4 675 75 ¢
German Democratic
Repubiic 68.6 739 68 .8 746 693 75.2 704 76.2
Hungary 670 729 66 8 733 65 .8 735 66 5 4.0
Poland 670 4% 670 750 670 750 675 75.5
Romania 66.8 73 673 720 66.9 72.5 675 730

USSR 64 0 735 63.0 73.0 63.0 73.0 65.0 742

Source. World Fopulation Prospects, 1988 (United Nations publication, Sales No
E.B8 XIILN.

a Data for small countries or areas, generally those with population of 300,000 or less in 1985, are not given in this table separately Data for regions are median
vaiues for countries or areas listed For the world, duta in parentheses are weighted averages for all countries or areas.

Table S.IT.4. Child and old-age dependency ratios, 1975-1990, medium variant

Child® Old ageh

Region and country or area® 1975 1980 1985 1990 ' 1975 1980 1985 1990
World 7715 737 69 4 647 687 67 6.7 67
{64 2) (59 9) (35.4) {52 6) O (161) @9 (10.1)

Developing countries 813 718 770 76 4 6.1 62 6.2 63
Africa 83.4 843 866 870 56 5.7 59 59
Algeria 98.8 93 8 90.1 85.2 87 79 72 6.6
Angola 812 8.6 85.1 862 55 56 57 338
Benin 869 90.1 928 g5.7 68 6.0 57 55
Botswana 105 8 99 5 100.9 1007 43 108 8.1 71
Burkina Faso 825 822 820 824 52 53 54 5.6
Burundi 8.3 823 86.3 89.3 589 6.2 64 6.6
Camercon 759 78.8 821 82.¢ 6.9 72 74 74
Cape Verde 979 96.0 78.5 766 114 128 9.6 i3
Central African Republic 732 764 793 88 71 72 72 72
Chad 76 1 769 782 79.9 6.6 66 6.6 67
Coemoros 877 88.8 902 904 3.5 55 36 56
Congo 793 808 823 835 6.1 62 63 6.4
Céote d'Ivoire 956 977 0.0 023 4.6 46 4.6 46
Djibouti 837 859 878 88 4 40 41 43 46
Egypt 77 15 728 74.0 76 713 10 70
Equaterinl Guinea 3 740 76 | 780 77 76 7.6 16
Ethiopia 8318 84.0 930 B7.1 49 30 g2 6.8
Gabon 523 531 573 520 9.3 9.6 9.8 94
Gambia 76 4 78.2 80.8 g27 52 5.2 53 55
Ghana 875 BS.7 872 876 52 53 54 55
Guinea 783 7940 797 817 52 33 5.4 56
Guinea-Bissau 677 722 740 5.9 75 76 7.7 78
Kenyz 1041 1077 1119 Hns3 78 73 67 62
Lesotho 76 2 770 79.3 812 6.5 66 68 6.9
Liberia 810 830 870 895 .0 61 6.2 6.3
Libyan Arab Jamahiriya 89.0 913 50.5 88 6 4.4 44 4.5 47
Mudagascar 89 832 846 B6.8 5.6 56 57 57
Malawi 93.4 900 89.6 899 4.3 45 50 52
Mali 877 857 907 921 52 34 53 5.4
Mauritania 805 821 837 852 56 57 58 59
Mauritiug 689 543 465 421 48 4.9 53 62
Moroceco 96.0 820 782 730 74 77 72 6.5
Mozambique 827 813 g22 835 59 59 60 6.1
Namibia 82,4 849 874 897 6.1 6.2 6.3 6.4
Niger 877 913 934 94 8 79 75 6.5 57
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Table S.I11.4, (Continued)

Chijd® Old age”

Region and country or area® 1975 1980 1985 1950 1975 1980 1985 1950
Nigeria 953 973 978 98.6 48 49 49 5.0
Réunion 71.5 6.1 537 494 71 16 16 83
Rwanda 977 99 8 100.6 100.6 4.9 49 49 49
Senegal 823 83.4 84.2 846 535 55 56 57
Sieyra Leone 782 80.6 828 84.7 58 59 56 6.0
Somalia 842 812 893 958 59 54 53 53
Sudan 84 1 856 86.9 871 5.1 52 53 535
Swaziland 883 90.6 93.1 952 5.6 57 59 59
Togo 830 B46 86.1 882 59 61 6.1 62
Tunisia 83.1 162 T0.0 649 67 69 68 69
Uganda 946 9.2 97.3 992 51 51 51 51
United Republic of Tanzania 960 98 1 98.9 103 2 47 47 47 48
Zaire 84 B 90.1 85.9 o0 54 49 49 50
Zambia 915 102 4 99 3 1012 5.1 50 48 47
Zimhabwe 101 2 9 5 0.6 854 54 52 53 52

South and East Asia 76.1 713 669 622 6.1 62 6.1 63
Afghanistan 812 78.9 75.3 759 4.4 47 48 50
Bangiadesh S0.8 91.6 894 82.5 7.1 68 6.0 55
Bhaotan 77 Ti6 107 69.7 57 57 5.8 58
Burma 734 70.3 689 633 69 11 67 7.0
China 703 593 45.8 386 7.8 79 L 86
Democratic Kampuchea 747 580 50.2 560 51 39 4.1 47
East Timor 76 0 540 553 519 49 a7 412 47
Fiii 693 632 628 618 46 52 59 66
Hong Kong 472 37.5 3313 318 84 95 i0. 127
India 706 672 648 618 68 11 73 76
Indonesia 16 6 731 668 574 58 6.0 62 63
Korea 678 598 521 46.0 62 62 64 67
Democratic People's Republic of Korea 759 718 670 62.6 64 6.3 62 6.4
Republic of Korea 64 4 547 456 385 62 61 65 69
Lao People’s Democratic Republic 76.2 762 783 78 6 48 51 53 55
Malaysia 777 690 64.6 603 69 64 65 64
Mongolia 824 80.2 155 762 61 59 59 6.1
Nepal 797 736 772 771 61 54 55 57
Pakistan 88.2 841 84.9 B8 4 57 55 53 52
Papun New Guinea 76 4 774 742 758 57 28 44 47
Philippines 785 771 14 1 10.9 50 62 6.1 60
Singapore 521 397 348 319 635 6.9 14 78
Sri Lanka 69 6 584 557 52.2 72 72 77 83
Thailand 86 3 0.9 60.9 514 57 63 6.1 62
Viet Nam 835 8038 4.0 69 .6 77 91 81 78

West Asia B84.5 B2 8 820 84 ¢ 55 53 54 52
Bahrain 786 54 8 515 49.9 41 i3 30 3.0
Democratic Yemen 953 895 B6 5 85.1 33 53 54 54
Iran {Islamic Republic of) 884 B5 1 80.6 830 65 64 61 61
Irng 915 933 831 913 49 51 53 54
Isracl 553 571 555 514 131 4.8 150 148
Jordan 945 HIZ| 977 96 4 57 66 56 50
Kuwait 821 68 9 682 64 8 29 24 22 25
Eebanon 76.4 736 653 592 92 99 89 86
Oman 849 B2.5 833 886 52 49 47 4.9
Qator 517 48.6 525 556 31 17 25 28
Saudi Arabia 84 0 833 854 87.5 57 53 50 50
Syrian Arab Republic 1015 964 97.9 915 17 65 56 53
United Arab Emirates 40.4 40-8 458 46 2 29 i8 22 25
Yemen 921 962 983 989 6.4 66 6F 66
Mediterranean 397 374 38.0 373 1309 i41 138 144
Cyprus 403 373 394 99 153 157 166 i6.0
Malta 376 344 366 347 14 6 147 149 15.3
Turkey 724 70.0 612 36.0 82 84 71 69
Yugosiavia 341 374 358 337 31 135 12.6 134
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Table 8.1IL.4. (Continued)

222

Chitd® Old aged
Region and country or area® 1975 1980 1985 1990 1975 1980 1985 19%0
Western hemisphere 810 72.2 63.9 596 69 6.9 68 7.1
Argenting 46 2 48 6 300 491 120 132 141 149
Barbados 538 49.5 43.6 32 16.8 176 171 158
Bolivia _Bos LABLE L8258 830 6.2 6.1 60 61
Brazil 714 64 8 614 386 56 69 73 17
Chile 636 547 502 483 93 92 2.3 9.5
Colombia 785 69.1 629 605 59 61 64 67
Costa Rica 715 674 62.1 607 62 63 656 71
Cuba 65.2 510 387 13 115 119 120 120
Dominican Republic 87.8 714 695 64.5 58 57 57 57
Ecuador 86 4 817 167 73.0 70 68 648 67
El Salvador 89.5 90.3 910 857 56 6.0 6.7 T
Guadeloupe 8.4 516 437 406 11 121 127 138
Guatemala 83.9 895 897 884 5.4 56 57 6.2
Guyana 829 693 62.5 56 4 6.5 66 66 6.8
Haiti 774 75.3 ni 68 8 69 69 68 68
Honduras 98 1 959 92.0 855 54 6.0 6.4 63
Jamaica 924 757 641 577 118 0.8 107 10.0
Martinigue 753 452 367 36.1 117 133 138 151
Mexico 92 8 841 737 63.1 68 68 635 6.5
Nicaragua 96.5 94.6 921 89.0 4.8 438 50 53
Panama 813 731 64.8 580 74 7.5 77 7.9
Paraguay 849 713 738 72.0 67 63 6.3 64
Peru 813 76.5 723 68.5 6.6 66 6.4 6.4
Puerto Rico 559 522 479 456 HU] 130 133 137
Suriname 98.3 7.3 63.6 563 80 80 73 74
Trinidad and Tobago 639 574 534 512 69 92 88 88
Uruguay 442 433 431 41.9 154 16.7 172 180
Venezuela 813 738 69.2 659 58 57 6.0 6.3
Developed market economies 381 343 3l 289 19.0 162 188 196
Australia 433 388 356 33.2 136 147 153 164
Canada 407 332 KIN 310 13.1 473 153 169
Japan 358 9 il6 265 116 13 4 151 16.8
New Zealand 48.9 422 374 337 42 157 16.1 16.5
South Africa 712 67.2 65.0 629 69 69 70 71
United States 391 340 27 326 163 i71 18.0 191
Europe 376 332 287 2717 197 207 200 208
Austria 377 318 276 263 242 24.0 210 223
Belgium 48 308 283 26.9 218 219 203 219
Denmark 353 322 281 252 209 223 225 2209
Finland 327 300 285 285 15.8 177 18.3 195
France 382 349 322 306 215 219 197 20.8
Germany, Federal Republic of 335 274 224 213 226 23 4 211 220
Greece 374 356 326 29.6 i9.1 205 203 207
Icetand 495 439 417 387 151 157 15.8 162
Ireland 54.0 52.2 497 445 190 183 177 167
Ttaly 380 345 289 249 189 04 188 207
Luxembourg 3o 282 249 245 200 200 190 193
Netherlands 397 337 28 4 258 16.9 174 176 186
Norway 381 351 kIR 28.9 219 234 242 253
Portugal 449 408 36.5 322 159 164 186 19.5
Spain 44 3 42.4 352 307 16.1 170 187 196
Sweden 322 30.6 271 254 235 254 276 281
Switzerland 343 297 24.7 24.1 194 20.8 22 224
United Kingdom 372 326 293 289 222 2335 230 237
Centrally planned cconomies 363 376 377 355 15.6 172 5.8 166
Albania 7.8 608 573 5235 8.1 89 87 86
Buigaria 328 335 35 300 16.3 8.0 168 19 4
Crechosiovakia 363 383 379 357 188 197 171 177
German Democratic Republic 348 3035 287 294 26.1 247 202 19.5
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Table S.1II. 4. __(Continuerdﬁ)

Child® Old nged
Region and country or ares® 1675 1980 1985 1990 1975 1980 1985 1950
Hungary 30.3 339 325 20.8 18 8 20.8 18.7 201
Poland 3.2 370 393 38.8 144 154 14.5 154
Romania 387 423 374 352 47 163 14 4 135
USSR 40.4 381 387 392 14.8 15.8 147 14.8

Sowrce; World Population Prospects, 1988 (United Natioas publicution, Sales No.

E 88 XHI7)

a  Populaticnage 0-14
Populution age 15-64

b Popuiation age 65+
Population age 15-64

values for countries or areas listed For the world, data in parentheses are weighted averages for all countries of areas.

Table S.II1.5  Population in urban areas, 1975-1990, medium variant®

{Percentage)

Region and country or area® 1675 1980 1985 1990
World 416 437 46 4 498
(38 5) (39 B) (412) {4z

Developiag countrics 43 374 411 44.0
Africa 214 270 33 343
Algeria 40.3 412 42 6 447
Angola 178 210 245 28.3
Benin 285 282 52 42.0
Botswana 120 i53 92 236
Burkina Faso 63 70 79 90
Burundi 3¢ 41 56 73
Cameroon 269 347 42 4 49 4
Cupe Verde 302 43 4 533 615
Central African Republic 342 382 42 4 46 6
Chad 152 208 270 333
Comoros 213 232 252 216
Congo 358 373 5 422
Cowe d'lvoire 322 kYD 42.0 460
Djibouti 685 737 7 807
Egypt 43 5 447 46.5 48.8
Equatorial Guinea 46 6 537 597 64 5
Ethiopia 9.5 10.5 HEY 12.9
Gabon 306 358 40.9 457
Gumbin 166 18.1 201 225
Ghana 298 307 ils 330
Guinca 163 191 222 256
Guinea-Bissau 208 238 271 30.8
Kenya 24 161 197 236
Lesotho 108 136 167 0.3
L.iberia 304 349 395 44 0
Libyan Arab Jamahiriya 46.8 566 64 5 70.2
Madagascar 163 18.9 218 23.0
Maiawi 79 97 1z 0 148
Mali 16 2 173 180 192
Mauritania 19 6 269 46 421
Mauritius 43 6 429 422 42 3
Maoroceo 378 413 44 8 485
Mozambigue 8.6 31 194 26.8
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Table S II1.5.  (Continued)

Region and country or area® 1975 1980 1985 1990
Namibia 392 452 513 570
Niger 106 13.2 162 19 5
Nigeria 234 271 310 35.2
Réunion 496 549 59.8 63.9
Rwanda 4.0 50 62 17
Senegal 342 349 364 384
Sierra Leone 211 245 283 322
Somalia 256 28.9 325 364
Sudan 189 197 206 220
Swaziland 140 19.8 26.3 331
Togo 15.8 13.8 221 257
Tunisia 476 522 530 543
Uganda £3 87 9.4 10.4
United Republic of

Tanzania 101 165 24 4 328
Zaire 322 42 366 395
Zambia 363 42.8 495 556
Zimbabwe 19.4 219 246 276

South and East Asia 209 219 225 236
Afghanistan 131 156 18.5 217
Bangladesh 91 104 19 136
Bhutan s 39 45 513
Burma 239 239 239 4.6
China 202 204 06 2t 4
Democratic Kampuches 103 103 108 1.6
East Timor 10.4 1.9 18 31
Fiji 367 387 412 4.0
Hong Kong Q06 916 92.4 93.2
India 215 234 25.5 280
Indenesia 19.4 222 253 288
Korea 502 578 64 .8 704
Democratic People's
Republic of Korea 351 597 63 8 674
Republic of Korea 48.0 569 653 72.0
Lao People’s Democratic
Republic 114 i34 15.9 186
Malaysia 30.5 342 382 423
Mongolia 487 511 38 512
Nepal 48 6.1 77 96
Pakistan 26.4 28.1 298 32.0
Papua New Guinea 1He 13.0 143 15.8
Philippines 356 374 396 42 4
Singapore 1000 100.0 1000 1060
Sri Lanka 220 218 211 214
Thailand 152 1713 19.8 22.6
Viet Nam i8.8 193 203 219
West Asia 601 66 6 718 77.6
Baitrain 793 80.5 817 829
Democratic Yemen 343 389 99 433
Iran (Eslamic Republic
of} 457 49 1 519 54.9
Irag 61 4 66.4 70.6 74.2
Isrzel 86 6 88.6 90.3 516
Jordan 55 4 60.1 64 4 68 1
Kuwait 83.8 902 937 956
Lebanon 68.6 75.5 804 837
Oman 61 7.3 B.8 10.6
Qatar 8186 86.1 88.0 8% 3
Saudi Arabia 587 66.8 73.0 773
Syrian Arab Republic 454 474 495 51.8
United Arab Emirates 798 812 718 718
Yemen Ho 153 260 250
Mediterrancan 42.5 45t 479 515
Cyprus 431 4 4613 49 5 528
Malta 807 83.4 854 871

224



Table 8.111.5. (Continued)

Region and country or arca® 1975 1980 1983 1950
Turkey 41.6 43 8 459 484
Yugoslavia 385 42.3 463 0.2

Western hemisphere 445 471 511 54 2

Argentina 80.6 827 84.6 86.2
Barbados 386 40.1 42.2 447
Botivia 415 443 47.8 514
Brazil 61.8 675 721 769
Chiie 783 811 83.6 836
Colombia 60.8 64 2 674 70.3
Costa Rica 422 46 0 49.8 536
Cuba 64.2 68 4 718 74 9
Pominican Republic 45.3 50.5 557 60.4
Ecundor 42 4 47.3 523 56.9
£ Salvador 40.4 415 a7 44 .4
Guadeloupe 418 435 457 48 5
Guatermala 371 385 440.0 42.0
Guyana W6 305 2z 34.6
Haiti 221 246 272 303
Honduras 323 359 397 43 6
Jamaica 44.1 46 8 49 4 52.3
Martinigue 60.6 66.4 7il 747
Mexico 628 66 4 69 .6 726
Nicaragua 30.3 534 56.6 598
Panama 49.1 50.5 32 4 348
Pasaguay 10 417 44 4 473
Peru 614 64 5 674 702
Puerto Rico 628 670 707 739
Suriname 44 8 44 8 457 475
Trinidad and Tobago 48 4 56.9 639 69 1
Uruguay 830 8318 84 6 B5.5
Venezuela T8 83.3 876 90.5

Developed market

aconomics 737 47 759 76.7
Australin 859 35.8 855 855
Canada 756 757 759 76.4
Japan 757 762 767 770
New Zealand 82 8 833 837 842
South Africa 50.5 53.2 560 589
United Swates 736 737 739 74.0

Europe 783 730 746 76 4
Austrin 531 54.6 56.1 577
Belgium 94 .6 95 4 963 969
Denmark 821 g38 851 86.4
Finland 551 59.6 64.0 679
France 730 732 734 741
Germany, Federal

Republic of 831 84.4 855 86 4
Greece 5513 517 61 62.6
Teeland 868 882 89 4 90.5
Iretand 536 553 570 50t
Ealy 65 .6 665 674 68 6
Luxembourg 737 78 4 818 843
Netherlands 884 88 4 88 4 88 5
Notway 68 2 70.5 728 74 4
Portugat 278 295 312 333
Spain 69.6 728 758 78 4
Sweden 827 831 834 84.0
Switzeriand 557 57¢ 58.2 5396
United Kingdom 89 8 90.8 917 9235

Centrally planned

economies 56 4 602 633 65 4
Albania 328 334 340 3513
Bulgaria 575 625 66 5 70.3
Czechoslovakin 587 622 655 68.6

28]
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Table S.1I1.5. (Continued)

Region and country or area® 1975 1980 1985 1990

German Democratic

Republic 752 762 7.0 780
Hungary 501 535 570 60.3
Poland 352 582 61.0 63.2
Romania 462 481 49.0 50.4
USSR 60.0 631 65 6 675

Source: World Population Prospects, 1988 (United Nations publication, Sales No.
E 88 XIlI 7)

a Population living in areas defined as urban by national authorities (in per cent of tota) popuiation)
b Data for small countries or areas, generally those with population of | 300,000 or Jess in 1985, are not given in

this table separately Data for regions are median values for countries ar areas Eisted. For the world, data in
purentheses are weigited averages for all countries or areas

Table S.IIL.6. The world’s largest urban agglomerations

Percentage

Population of nationat

Rank {Milljons) population

in

1985 Agglomeration Country or area 1970 1985 2000 1970 1985 2000
i Tokyo/Yokohama Japan 14.87 19 04 2132 43 i5.8 16.5
2 Mexico City Mexico 874 16.65 24 44 16 & 210 228
3 New York United States 16 19 £3.62 16 10 79 65 60
4 Sao Paulo Brazil 806 15.54 23 60 84 11.5 131
5 Shanghai China 11 41 12.06 14 69 14 1.t 1t
6 Buenos Aires Argentina 8.31 10.76 13 05 347 355 B0
7 London United Kingdom 10 55 10.49 1079 190 18.5 188
8 Caleutta India 6 91 10.29 i5.94 L2 13 15
9 Rio de Janeiro Brazil 704 1014 13.00 73 7.5 72
I Seoul Republic of Korea 531 10.07 12.97 167 245 210
1t Los Angeles United States 838 10.04 10.91 4.0 432 4.1
12 Osaka/Kobe Tapan 760 9 36 11.18 73 79 87
i3 Greater Bombay India 581 9 .47 1543 10 12 1.5
14 Beijing China 82% 9.33 11 47 10 09 09
15 Moscow USSR 711 891 10.F1 29 32 33
16 Paris France 833 875 876 16.4 159 5.1
17 Tianfin China 6.87 796 956 08 08 08
18 Cairo/Giza Egypt 533 7.92 1177 6.1 16 6 176
19 Jakaria Indonesia 432 779 13.23 36 47 6.4
20 Milan Italy 553 750 8 74 10.3 131 151

Sonrce. Department of International Economic and Social Affairs of the United Nations
Secretariat, based on World Population FProspects, 1988 (United Nations publication, Sales

No. E.88 XII17)
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Table A.1. Developed market econonties: annual rates of growth
of real gross domestic product, 1983-1990

{Annual percentage change)

Country or country group 1983 1984 1985 1986 1987 1988 1989» 19000
All developed market econemies® 27 4.7 34 27 30 4.1 28 26

Excluding United States 21 35 33 25 3.1 4.2 3z 21
Major industriat countries® 3.0 49 31 28 31 4.2 28 2.6

Canada 33 6.3 45 33 39 43 23 33

France 07 1.4 17 21 23 36 26 26

Germany, Federal Republic of* I9 33 1.9 23 18 35 2.7 2.2

Italy Il 32 29 29 3 3.8 32 31

Japan© 32 51 4.7 2.5 44 51 45 33

United Kingdom 36 21 37 31 4.6 45 30 22

United States® 36 6.4 27 29 33 ig 22 24
Sraaller industrizl countries 1.3 36 29 22 25 3.2 27 22

Source: Department of International Economic and Social Affairs of the United Nations Secretariat
#  Prefiminary estimates
b Forecasts, based on Project LINK
Measure used is real gross national product
Table A.2. Developed market economies: unemployment rates, 1980-1988
(Percentage of total Jabour force)
1982 1983 1984 1985 1986 1987 1988

Australia® 71 9.9 89 82 80 81 72
Austria 35 41 38 i6 3.1 37 400
Belgivm® 12 6 121 123 113 11.2 11 102
Canada® 109 i1.8 112 104 95 88 77
Denmark 110 ild 85 73 63 6.3 6.8b
Finland® 53 54 52 50 53 50 4.5
France® 81 B3 97 i02 10 4 105 03
Germany, Federal

Republic oft 61 80 7.0 72 65 62 62
Greece 58 79 81 7.8 74 7.8 8o
feciand 0.7 i0 13 09 67 07 0.70
freland il4 14 1 156 17.4 180 194 2020
Ttaly® 90 g8 102 16.5 109 116 12 2b
Japan® 24 26 27 26 28 28 25
Luxembourg 12 1.6 1.7 1.6 14 16 1 5%
Netherlands? 114 120 118 10 6 99 9.6 9.5
New Zeatand 35 56 57 4.1 55 72 37
Norway? 26 34 31 26 20 2t 32
Portugai 73 79 84 85 85 7.0 57
Spain 158 172 200 214 210 201 19 4b
Sweden 32 35 31 28 27 19 16
Switzerland 04 09 1} 09 08 08 0 gb
United Kingdom? 113 125 1.7 112 112 103 g3
United States® 95 45 74 71 69 61 54

Source OECD, Employment Quilook (Paris, September), tible 1 6; and OECD, Main Economic Indicarors (Paris,
March 1989).

2 Data for these countries are standardized by the OECD to preserve comparability over time and to conform to the
definitions of the International Labour Office (sce Standardized Unemployment Rates: Sources and Methods
{QECD, Paris, 1985))

b Estimates by the Department of International Economic and Soctal Affairs of the United Natlons Secretariat
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Table A 3. Developed market economies: rates of change of
GDP deflator and consumer prices, 1982-1988

{Annual percentage change)

Country or country group 1982 1983 1984 1985 1986 1987 19888
GDP deftators
All developed market economiesb 72 53 48 45 37 36 37
Major industrial countries? 67 48 42 44 30 29 32
Canada 87 50 31 29 25 43 38
France 117 97 7.5 59 51 25 22
Germany, Federal Republic of¢ 44 33 20 22 31 21 0.9
Ttaly 162 150 113 89 75 56 55
Jepan© 1.9 0.8 P2 15 1.9 03 13
United Kingdom 7.6 52 43 59 37 44 4.8
United Statese 6.4 39 39 37 20 31 37
Other industrial countries? 10.0 81 75 7.0 7.4 6.2 6.0
Notih Americab 6.7 41 4.2 37 21 35 37
Western Europel 96 76 6.3 5.8 53 4.0 37
Developed Asiat 26 20 21 2.4 31 18 2.7
Consumer prices
All developed market economies? 19 5.7 54 49 32 36 38
Major industrial countriest 73 4.8 48 42 22 29 33
Canada i08 58 4.3 4.0 4.2 4.3 4.1
France I1L8 96 15 57 2.5 i3 27
Germany, Federal Republic of 52 34 24 2.2 02 03 il
Ttaly 165 147 0.8 9.2 6.0 4.6 50
Iapan 27 18 23 20 06 g1 0.7
United Kingdom Bé 4.6 5.1 6.0 34 4.2 4.9
United States 6.2 32 43 35 20 36 4.0
Other industrial countries® o 94 83 80 73 6.3 60
North Amerigab 6.5 s 43 36 2.2 37 40
Western Europeb 0.1 80 7.0 6.1 38 36 38
Developed Asiab 47 38 33 4.1 3.7 34 32

Source: IMF, International Financial Statistics, and GECD, Economic Outlook

& GDP deflators for 1988 are cstimntes by the Department of International Economic and Social Affairs of the United
Nations Secretariat, based on Project LINK and official national and international sources,

b Ratesof change in individual countries are aggregated by using the value of output in 1982 in dollars as weights

€ GNP deflator
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Table A.4. Centrally planned economies of Eastern Europe:
selected macro-economic indicators, 1982-1989

{Annuzl percentage rate of growth)

1982 1983 1984 1985 1986 1987 15882 1989

Total ontpur
Bulgaria 42 30 46 18 53 50 62 62
Czechoslovakia 0.2 23 35 30 2.6 22 25 14
German Democratic

Republic 26 4.6 55 52 4.3 36 0 4.0
Hungary 26 03 2.3 -1.4 0.9 41 05 0.0
Poland 55 60 50 34 49 19 47 472
Romania 2.7 37 77 5.9 73 4.8 32 85
Eastern Europe 01 39 5 3.7 46 33 35 45
Industrial putpus
Bulgaria 4.6 4.3 432 32 40 42 52 50
Czechostovakin 11 28 4.0 35 32 25 20 1.9
German Democratic

Republic 34 4.1 42 4.4 37 31 37 15
Hungary 2.5 1.2 3.2 0.7 1.9 35 0.0 05
Poland -2 6.4 52 4.5 4.7 34 5.4 42
Romaniz il 47 6.7 49 77 45 36 6.5
Eastern Europe 12 44 4.8 4.1 46 35 37 ERY
Agriculture
Bulgaria 52 ~12 70 -123 187 51 Gl 85
Czechostovakia 4.4 42 44 -16 0.6 09 22 0.3
German Democratic

Republic -4 0 4.1 77 3.2 Go 0.7 -4 Q¢
Hungary 73 2.7 29 -5.5 24 -2.0 4.5 05
Poland 2.8 33 57 07 5.0 223 0.6 28
Romagia 7.6 -1.6 133 01 12.8 23 29 52
Fastern Europe i6 09 1.0 11 53 09 09
Invesiment
Bulparia 3.6 07 03 86 7.2 39 .
Czechosiovakia 223 06 ) 54 14 4.4 4.5 35
German Democratic

Republic 5.1 -0.3 -4.9 34 53 B0 50
Hungary -1.G 34 37 -3.0 65 98 7.7 1.5
Poland -121 94 114 6.0 5.1 432 6.0 52
Romania -3 1 24 6.0 1.6 1.2 09 -13 42
Eastern Europe 44 23 2z 39 39 4.7 25

Source: Department of Intersational Economic and Social Affairs of the United Nations Secretariat, based on
national and international sources

& Preliminary estimates
Planned
€ Secretarist estimate
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Table A.5. World trade: annual rates of change in
volume and prices, 1976-1989

(Percentage)
1976- 198t-
1980 1988 1986 1987 1988 19890
Volume of exports
Wotld H is 38 57 8.3 60
Developed market economies 6 ig 20 4.3 8d 6.0
Developing countries 1.9 23 88 108 101 6.5
Capital surplus countries -1.6 5.7 185 41 10.2
Other net energy-exporters 2.1 15 60 4.1 68
Net energy importers 7.4 8.7 6.5 153 0.5 )
China 127 16 268 18.8 12.2
Centrally planned economies 57 34 4.4 1.9 4 6 40
Yolume of imports
World 55 4.1 31 68 87 6.3
Developed market cconomies 36 49 6.8 8.0 87 65
Developing countries 35 22 “1.2 54 103 55
Capital surplus countries i1 4 -4 2 ~190 48 3.1
Other net energy-exporiers 61 -1.4 -14.2 0.1 38
Net energy importers 38 46 10 102 13.0 ‘
China 84 231 27 4.2 9.0
Centrally planned economies 48 22 -0.6 -0.4 42 37
Unit value of exports
Worid 12.2 0.8 59 109 3g 4.0
Developed market economies 9.8 1.9 14.4 12.¢ 57 42
Developing countries 19.0 27 -16.7 10.1 06 42
Capital surplus countries 233 6.9 =376 147 -15.7 9.0
Other net encrgy-exporters 209 4.8 =282 145 -8.7 7.1
Net eaergy importers 1.2 -0.6 -1.2 66 8.7 21
China : -1 6 4.7 63 23 4.4
Centrally planned economies 87 0.7 59 72 -14 Lo
Unit value of imports
World 11.7 03 59 9.6 45 4.3
Deveioped market economies 2.1 01 59 96 435 43
Developing countries 12.5 04 63 10.2 43 4.2
Capital surplus countries i0.8 12 a9 103 58 4.0
Other net energy-exporters Il 1.3 99 107 58 42
Net energy importers 134 0.0 2.8 1049 41 43
China 0.0 18.7 72 21 52
Centratly planned economies 6.8 1.5 115 84 14 10
Terms of trade
BDeveloped market economies 2.1 1.8 80 21 I -0.1
Developing couniries 58 -3 1 21.6 02 -3.5 0.1
Capital surplus countries i1.5 -8.0 -432 4.0 -20.3 48
Other net energy-exporters 48 61 -35.6 35 -137 29
Net energy importers «20 06 -39 -38 4.5 -20
China -1.1 -197 0.8 032 -0.8
Centrally planned cconomies 1.7 -0.8 -5.0 - 28 0.0

Source; Department of Internationet Economie and Social Affairs of the United Nations secretariat

a4 Preliminary estimates
b Forecast
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Table A.6. Indices of prices of non-fuel primary commeodities
exported by developing countries, 1980-1988

(1979-1981 =100}

Combined
Agri- index
Vegetable  cultural  Minerals . Pricesof Real
Tropicai oifsceds raw and marufac- prices of
Food beverages  andoils  materials metals Dollar SDR  tures? commoditics®
1980 123 104 96 109 109 110 106 106 104
1981 a9 85 92 95 94 93 99 99 94
1982 71 81 12 82 85 7 90 97 81
1983 74 85 8 88 84 83 98 93 89
1984 64 97 119 85 78 B4 103 91 92
1985 57 89 82 77 76 75 93 92 82
1986 62 110 51 T 71 9 85 108 73
1987 66 72 60 96 B2 76 74 122 62
I 63 15 56 88 72 73 72119 61
11 64 69 59 93 76 74 71121 61
i 64 67 59 100 84 75 4 121 62
v 71 74 64 102 97 84 78 128 65
1988 83 73 78 104 110 90 8 130 69
I 76 16 71 104 103 87 80 131 66
It 82 73 77 110 112 91 g4 131 69
m 87 69 86 103 105 88 86 125 71
v B4 73 78 103 2% 92 86 132 70

Sotrce: UNCTAD, Monthly Commadity Price Bulletin; and United Nations, Menthly Bulletin of Statistics,
Pecember 1986 and March 1989

& Unit vaiues of exports of manufactures from developed market economies The base of the originel index was
shifted to 1979-1981.

b Dollar index deflated by prices of manufactures.



Table A7  Balance of payments on current account:d developed market economies, 1980-1988

{Billions of dollars)

1980 198F 1982 1983 1984 1985 1986 1987 1988?

Major industrial countries®

Merchandise exports 8959 0052 8462 8366 8977 9261 1070.5 12357 14313
Merchandisc imports {fob) -9294 9054 -8458 -B488 9443 0652 -1069.6 -12476 -14301
Batance of trade 335 62 04 -122 466 -39 09 -1 9 1.2

Net services and
private transfers 222 210 139 144 66 1412 131 62 -16.2
Current account -113 208 143 22 400 -249 140 -5.6 -150

Other devetoped market economies

Merchandise exports 340.1 3170 3026 3091 3235 3330 3943 4744 5201
Merchandise imports (fob) 3766 -3483 -3277 -3192 -3236 -3322 3985 4853 5401
Balance of trade -365 -3L3 252 -2 01 cs 43 -11g¢ 200

Net services and
private transfess i20 57 4.6 6.1 ¢e 07 6.1 87 11.6
Current gecount <244 256 205 .41 03 01 18 -23 -8.4

Source: IMF, Imternational Financial Statistics and World Economic Outlook, national data and Secretariat
estimates

=

Balance on goods, services and private transfers
b Proliminary estimates

¢ Canada, France, Federal Republic of Germany, HMaly, Japan, United Kingdom and United States.
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Table A.8.

Balance of payments of the United States, 1980-1988

(Billions of dollars)?

I980 1981 1982 1983 1984  i983 1986 1987 1988
Merchandise exports 2243 2371 2412 2008 2199 2159 2240 2496 3199
Merchandise imports, fo b -2497 L2651 2476 -26B9 3324 3381 3685 4099 -4d6.4
Balance of trade 255 280 -364 -67.1 -1125 -1221 1445 -1603 -126.5
Net services and private transfers, 328 400 339 272 14.1 i§3 17.6 164 1.3
of which:

Net investment incoms 304 341 287 249 18.5 259 23.1 204 26
Current account balance® 74 2.0 26 -39 984 1638 -127.0 -1439 -1252
Official trassfers (net) =55 -5.1 -61 -6 4 87 113 118 -10%  -101
Current account balancet! 19 6.9 87 462 1071 -115.% -138.8 -1540 -1353
Net private capital lows 2302 226 199 354 856 1051 84 802 797

United States private capital -728 -1007 1101 436 -137 259 963 863 920

Direct investment -192 9.6 2.4 G4 28 -1B1 2T8 445 204

Securities 36 57 -§.0 -6.8 48 -1.5 43 4.5 7.5

Banking flows 468 -842 -{it.l 289 - 111 -3 600 405 -5735

Non-banking flows 31 -12 6.6 -6.5 5.0 0.9 -4 2 31 6.6

Foreign private capital 426 181 90.2 790 995 1311 1857 1665 717
Direct investiment 169 252 i38 L9 254 1906 341 420 4212
Securities, of which: 81 g8 i3l 16.9 35.6 714 74 8 346 46 8

Equity shares 42 51 36 64 -13 43 172 i55 0.7

Banking flows 107 421 656 503 338 410 798 878 789

Non-banking fows 6.9 a9 24 01 47 0.4 29 22 38
Net official flows 33 -4.2 -75 -0 4 55 7% 338 553 391

Foreign official capital 15.5 50 36 58 31 12 355 450 350

United States official reserves -T0 4.1 =58 -12 -31 -39 a3 g1 36

(Hher 1.8 Government assets 52 =51 -6 1 -50 -55 -2 8 20 12 16
Statisticai discrepancy 250 199 361 i1z 268 17 8 156 i85 16.5
Memorandum item

Net transfer of resourcest 2390 221 3t 3 647 1169 12868 1501 143 1278

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

Preliminary estimates

Including official transfers

o osoom

Bulahce on goods, services and private transfers
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Expenditure definition (negative of balance on goods and services, excluding investment income)

Misaus sign (-) indieates payment outflow from the United States or increase in United States official reserves.



Table A.9. Balance of payments of the Federal Republic of Germany, 1980-1988

(Billions of dollars)*

1980 1981 1982 1983 984 19RS 1986 1987  |9Rgb
Merchandise exports 1822 1656 1649 1590 1604 1714 2290 2761 3046
Merchandise imports, fo.b -1743 <1502 1409 1385 -13B8 1443 -1751 -2079 -2308
Balance of trade 79 153 240 206 216 272 539 681 738
Met services and private transfers, -150 -129  -129 -5.g 55 -4.7 14 -131 0 -13 9
of which:

Net investment income 20 0.5 -1 2 16 36 32 40 37 42
Current account balancet <711 24 I3 106 161 225 465 54 600
Official transfers {net) -6 7 -5.9 -6.0 -5.3 62 60 <74 101 -116
Current aecount batance® -13.8 -3.6 51 53 938 16.4 391 4540 48 4
Long-lerm capital, net 32 37 5.8 27 10 4.6 153 .13t 476
German investment abroad -155 119 <117 -143 -158 210 -254 347 530

Direct investment 4.0 -39 -2.3 32 -4 4 -4 8 -93 92 104

Securities 42 27 -4 7 4.1 55 -107 -100 -138 403

Leng-term credit transactions 61 -4.3 -36 58 50 44 47 -103 08

Other -1l -1.1 09 -1.3 0.9 -1.0 -14 -1.5 -1 4

Foreign investment in the Federal
Repubiic of Germany 18.7 15.6 58 116 g9 i64 407 216 54

Direct investment 04 03 a8 18 0.6 06 10 19 09

Securities 0.5 04 11 53 61 30 341 18.5 43

Long-term credit transactions 179 148 39 4.5 22 28 36 13 02

OGther Ot 00 0¢ 01 0.0 o0 01 40 .1
Short-term capital, net -3 4 «1.2 4.5 45 62 -142 522 114 2207

Net bank flows 4.9 4.5 33 07 0.0 94 2712 34  -11.5

Enterprises, individuals 12 2.6 13 35 57 48 246 65 499

Official 02 08 0.1 <17 06 00 -0.4 -1 5 0.7
Errors and omissions -13 g0 2.5 03 23 29 0.5 25 02
Reserve-related flows i53 10 -1.3 16 11 06 27 2229 197
Memorandum Hem

Net transfer of resources® 9.1 1% -123 90 -124 -192 425 513 558

Source. Federal Republic of Germany, Statistical Supplements 1o the Montlily Report of the Dewtsche Bundesbank,

a  Minus sign (-) indicates outflow from the Federal Republic of Germany or increase in reserves; dollar values are
converted from dewtsche marks at average annual exchange rates.

Trade data are partly estimated

Including official transfers.

o L0 g

Balance on goods, services and private transfers
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Expenditure definition (negative of balance on goods and services, excluding investment income)



Table A.10. Balance of payments of Japan, 1980-1988

{Biilions of doillars)®

1980 1981 1982 1983 1984 1985 1986 1987  198Bb

Merchandise exports 126.7 1495 1377 1455 I6B3 1740 2056 2246 2596

Merchandise imports, fo b 1246 -1296 -1196 -1140 -1240 1180 -1128 -1282 -1648

Balance of trade 2.1 200 18.1 315 443 560 928 964 948

Net services and private trunsfers -11.6 -13 8 9.9 43 19 -54 55 67 -123
of which:

Net investment income 09 -8 1.7 31 412 68 9.5 16.7 211
Current account balances 9.5 62 8.1 222 354 505 B73 897 825
Official transfers {aet) -1.3 -1.4 -13 -1.4 -i4 -14 -1.5 27 30
Current account balanced -107 48 69 208 350 492 858 87.0 798
Long-term capital, net 23 97 150 -177 496 645 -131.5 -1365 -13013

Japancse investment abroad -J08 228 274 325 568 818 -1321 1328 1493

Direct investment 24 -4 9 -4.5 -3.6 -6 0 65 -M3 -195 341

Troade credits 0.7 229 -3.2 -2 6 -4 9 28 -1.8 0.5 -6 7

Loans 2.6 -5.1 -1.9 -84 -119% -104 93 182 -149

Securities -3 8 -8.8 97 -160 -308 -598 -1020 -878 871

Other -14 -1.3 -2.0 -1.8 32 23 4.5 -8.8 64

Foreign investmert in Japan 131 131 124 14.8 71 173 0.6 =37 190

Direct investment 03 02 04 0.4 0.0 06 02 i2 0.5

Securities® 13 13.2 il1g 141 72 167 0.5 61 203

Otherf 03 -03 02 02 01 0.1 0.1 12 -0.9
Short-term capital, net 16.3 87 -1.5 -3.5 133 99 569 957 640

Non-bank transactions 3 23 -1.6 0.0 43 0.9 16 239 19.5

Foreign exchange banks 131 64 0.0 36 176 108 585 M8 445
Errors and omissions 31 05 4.7 21 37 40 25 39 23
Reserve-related {lows 47 -472 4.9 -16 24 PS5 -137 423 -155
Memorandurm item

Net transfer of resourcess 10.3 69 64 -191 321 437 778 -730 -614

Source. Bank of Japan, Balance of Payments Monrhiy.

Provisional

Muainly foans

w6 a6 o

Balance on goods, services and private transfers
Including official transfers
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Minus sigs {-) indicates outflow of capital from Japan or addition to reserves

Excluding Gensaki transactions, which are included in short-term capital

Expenditure definition (nepative of balance on goods and services, excluding investment income) .



Table A.11. Balance of payments on current account: centrally planned economies,

1980-1988

(Billions of dollars)

1980 1981 1982 1983 1984 1985 1986 1987  1988°
A Eastern Burope
Merchandise exports 325 326 330 331 Me 329 3% 358 407
Merchandise imports (fob) -3533  -318 278 -274 275 289 309 326 -365
Balance of trade 2.8 08 52 57 71 4.9 20 32 42
Net services and
private transfers -38 59 45 =35 34 27 -2.9 -2.0 -3.1
Current account -6 6 51 07 232 37 13 0.0 1.2 i1
B.  Soviet Union
Merchandise exports 382 391 434 442 433 369 347 378 43 |
Merchandise imports{fob) -348 .39 .39¢ .30 -366 -362 -333 294 389
Balance of trade 34 08 43 62 67 07 t4 84 42
Net services and
private transfers .6 09 08 03 01 0.1 035 -1.8 -04
Curreat account 28 -17 315 59 6.6 06 09 66 38
C. Estimated net investment
Income of CMEAbanks 05 6 0§ 04 -0 4 0.2 02 -0.5 -0 4
D Regional current account -4.3 -1.4 37 77 99 1.7 -0 2 73 45

Source, United Nations Economic Commission for Europe, Economic Survey of Europe in 1988-1989 {United
Nations publication, Sales No. E 89 LE.1).

2  Balance on goods, services and private transfers in convertible currencies

b Preliminary estimates.

Table A 12. Balance of payments on current account;2 developing countries, 1980-1988

(Billicns of dollars)?
1980 1981 1982 1983 1984 1985  19B6 1987  198gb
Surplus energy exporters
{8 economies)

Merchandise exports 2159 1975 1559 212 1105 945 60.5 76.1 720
Merchandise imports (fo.b)  -75.1 9153 953 -864 -745 -604 -520 -509 -530
Balance of trade 1408 1060 606 348 360 341 85 252 15.0

Net services and
private transfers <36 446 427 400 363 -269 -183 -204 -205
1043 614 179 -52 03 72 98 48 -1.5

Current account

238



Table A.12 {continued)

1980 1981 1982 1983 1UB4 1985 1986 1937 1988t
Delicit enerpy exporters
(19 economics)
Merchandise exports 1404 1401 1259 1214 1324 1266 902 1073 1125
Merchardise imports (fo b.) -1080 -1284 -1160 970 963 912 795 -B43 -99.5
Balance of trade 324 187 9.9 24.4 361 354 10.3 229 13.0
Net services and
private transfers 328 411 448 349 371 372 307 266 295
Current aceount 04 294 349 106 -0 18 <203 36 -165
Energy-importing countries
{99 economies)
Merchandise exports 20009 2147 2041 2115 2405 2368 2615 3271 3985
Merchandise imports (fo b.) -258.8 2715 -2498 -2407 2482 -24l 9 2572 .3202 3880
Balance of trade -579 -568 457 292 17 -5.1 44 69 i0.5
Net services and
private transfers .114 -152 -89 -160 219 -i77 -i46 -i45  -150
Current zceount 692 720 646 452 299 228 -i02 -16 45
Recent surpius economies
(4 economies)®
Merchandise exports 747 847 831 907 1076 1086 1294 1742 2185
Merchandise imports (feb) -839 937 905 932 -1010 998 -l 105 -1483 -198.0
Balance of trade 92 90 -74 -2.5 6.6 38 189 26.0 20.5
Net services and
private transfers 0.2 i9 45 40 0z 1.6 472 4.6 55
Current account -89 ~11 20 15 67 04 23.1 305 260
Other energy importers
(95 economies)
Merchandise exports 1261 1300 1210 1208 1329 (282 1321 1529 1800
Merchandise imports (f e b} -174.9 -1778 -1593 -1475 -i471 -1421 -1466 -1720 -1900
Balance of trade 487 478 -383 267 -142 -138 -145 190 -10.0
Net services and
private transfers 16 170 234 200 221 -193 -188 191 205
Current account 603 648 -6l 467  -363 332 333 -38.1 303
China
Merchandise exports 18.5 20 211 207 239 251 5.8 347 450
Merchandise imports (fo.b)  -212 203 169 -187 239 382 349 -364 505
Balance of trade <28 17 42 20 00 131 91 -1.7 55
Net services and
private transfers 03 03 16 24 24 16 20 20 25
Currenl account -2 4 20 59 44 24 -i15 -7.2 033 30
Long-term capitai-importing
countrics
{119 economics)
Merchandise exports 3508 3768 3512 3536 3968 3885 3775 4692 5360
Merchandise imports (fo.b ) -3B8.0 -4202 -3827 3564 -3683 3713 3719 -440 9 -538.0
Balance of trade 282 434 316 28 285 172 56 28 2 18.0
Net services and
private transfers 438 -560 621 485 567 -533 433 391 420
Current account 720 894 .93 -513 282 361 377 -169 240
All developing countries
(127 economics)
Merchandise exports 5757 5964 5282 4955 5312 S0B1 4637 5800 6730
Merchandise imports (Fo by 463 1 -5320 -4949 4615 -4667 4699 458 8 -528.2  -641.5
Balance of trade 126 64 4 313 340 645 382 49 518 35
Net services and
private transfers 803 1023 -840 905 930 670 -524 -578 570
Current account 323 -380 -758 365 285 289 4735 61 255

Source: Department of Internutional Economic and Social Affairs of the United Nations Secretariat, based on data

from IMF, and official national and other sources

4 Balance on goods, services and private transfers
Preliminary estimates, rounded to nearest half-billion dollars
¢ Hong Kong, Republic of Korea, Singapore and Taiwan Province of China.
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Table A.13. Official reserves and ratios of reserves to current expenditures
of the capital-importing developing countries

1980 1981 1982 1983 1984  [985 1986 1987  198%»
Billions af dollars
Level of reservest 1139 1110 1008 1092 1274 1389 1571 2068 2091
of which:

Energy exporters 445 398 288 313 364 389 330 419 28 8
Energy importers 663 657 601 624 732 860 122 1480 1612

Recent surplus countries

and area© 119 176 200 236 290 385 628 960 1033

Other 544 481 402 388 442 48B4 493 520 577
China 31 56 {18 155 178 132 12 0 169 191
Miscellaneous groupings

Fifteen heavily-indebted

countriesd 500 417 263 215 396 400 4 386 323
Sub-Saharan Africac 34 28 30 3t 41 51 59 63 74
Mumnber of months
Coverage of current expenditures’ 27 22 E8 21 24 2.7 2.7 2.8 25
of which:

Enerpy exporters 32 2.4 1.8 24 27 30 29 3s 22
Energy importers 24 21 19 20 23 26 26 24 25
15 heavily-indebted countriesd 3t 23 1.6 21 30 33 28 30 24
Sub-Saharan Africat 1.1 1o 09 [.1 11 15 i6 18 17

Source: Department of Intersationzl Economic and Social Affairs of the United Nations Secretariat, based on data

from IMF and national aad regional estimates.

2 Partly estimated

b ‘Total reserves, end of period (with gold valued at SDR 35 per ounce).

© Republic of Korea, Singapore and Taiwan Province of China (data for Hong Kong unavailabie)

d Argentina, Bolivia, Brazil, Chile, Cclombia, Cote d'Ivoire, Feuador, Mexice, Morocco, Nigeria, Peru,
Philippines, Uruguay, Venezuela and Yugoslavia.

¢ Excluding Nigeria

f Expenditures on goods and services (including intcrest payments) for given year relative to total reserves at end

of year, sample of 98 countries
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Table A.14. Resource commitments of multilateral development institutions, 1980-1988°

(Millions of dollars)
1980 1981 1982 1983 1984 1985 1986 1987 1988
Financial institutions
African Development Bank 571 636 766 899 897 [154 1640 2140 2176
Asian Development Bank 1452 1694 1702 1922 2257 1B45 2044 2508 3241
Curibbean Development Bank 45 42 45 48 65 50 67 41 74
Inter-American Development
Bank 2341 2534 2793 3099 3615 3102 3057 2408 1738
Internationai Fund for
Agricultural Development 394 mn 338 282 2i1 131 147 233 244
World Bank Group 12780 13385 12695 15786 13255 17527 IB005 19310 20182
International Bank for
Reconstruction and
Development 8148 8905 9398 11721 9448 12052 13593 14066 14411
International Development
Association 3817 3688 2832 3112 3222 3541 3373 3841 4350
international Finance
Corporation 815 792 465 953 585 1034 1039 1403 1421
Subtotal 17583 18668 18339 22036 20300 23809 24960 26640 27655
Operational agencies of the
United Nations
tnited Nations
Development Programme® 639 696 621 527 531 567 656 809 942
United Nations Population Fund 146 127 115 117 134 141 116 134 169
United Nations Children’s Fund 279 295 405 192 204 452 248 330 454
Worid Fooed Programme 479 543 613 696 925 642 629 621 779
Subtotai 1543 1660 1754 1522 1794 1802 1649 1894 2344
Total commitments 19126 20329 20093 23558 22094 25611 26609 28534 29999
Memorandum item
Commitments in units of
1980 purchasing power® 19126 21637 21840 26470 25691 20780 25834 24598 24380

Source: Annual reports and information supplied by individual institutions

& Loans, grants, technical assistance and equity participation, as appropriate; all data are on a calendar year basis.
b Including UNDP-administered funds
¢ Total commitments deflated by the United Nations index of manufactured export prices in dollars of developed

market economies, 1980 = 100 (see United Nations, Monthly Bulletin of Statistics, March 1989)



Table A 15.

Resource commitments of Arab national and regional
development institutions,* 1982-1988

{Millions of doliars)
Two
thirds
1982 {983 1984 1985 1986 1987 1988
Functional composition
Project finance
{toans, equity or graats) 20858 14102 11582 9996 11631 10117 625 4
Technical assistance
(grants and oans) 529 24.2 2009 431 371 8572 24 1
Import financing
grants, loans and leasing) 436 4 506 0 768 3 603 9 658 6 520 8 3630
Balance of payments
{mainly OPEC Fund loans) B3 s 255 37 - 58 114 132
Other {grants)? 350 64 T4 6.1 09 [0 02
Total 26936 19723 19585 16517 18655 16391 10258
Geographical distribution
Africa 1458 4 8417 864.5 6164 10085 748 1 534 7
West Asia 4256 424 | 344 0 485 8 378 1 41912 285.3
Other Asia and Pacific® 6550 507.3 393 4 393 6 314 1 3432 186.9
Otherd 154 6 1992 136 6 156 0 164 8 128.6 19.0
Total 26936 19723 19585 16517 18655 16301 10258

Seource: Department of International Economic and Social Affairs of the United Nations Secretariat, based on data
from the Co-ordination Secretariat of Arab National and Regional Development Institutions (Kuwait)

8 Abu Dhabi Fund for Arab Economic Development, Arab Bank for Economic Developmest in Africa, Arab Fund
for Economic and Secial Development, fragi Fund for External Development (1982), Islamic Development
Bank, Kuwait Fund for Arab Ecenomic Development, OPEC Fund for International Development and Saudi
Fund for Development. (The funds included here account for roughly o third (1982) of official development
assistance (ODA) commitments by developing countries as reported by OECD (i e. data exclude contributions to
most multilateral institutions and bilateral ODA outside the listed institutions and ODA by non-Arab donors )

b Inciuding contributions to IFAD, subscriptions to the UNCTAD Common Fund on behaif of fow-income

countries and research projects to be undertaken by various institutions

¢ Including China.

d Including internationai agencies and orgasizations

Table A.16. Net IMF lending to developing countries: by facility, 1980-1988

(Billions of dollars)
1980 1981 1982 1983 i984 1985 1986 1087 1988
Regular facilities 2.3 6.2 42 g4 4 4 11 61 -38 -38
Credit tranche drawings 15 39 19 35 12 1.1 it ~18 -1¢
Extended facility drawings Q7 24 23 4.9 32 - 09 -9 -28
Special facilities 12 - 14 22 02 -08 2% -10 -07
Buffer stock financing - - 01 43 006 02 ~02 -01 -
Compensatory firancing 03 g6 17 21 - -04 ~14 07 -04
Oil facility <07 07 04 -01 - - - - -
Trust Fund 16 04 - - 02 -03 -06 -07 07
Structural adjustment facility - - - - - - 01 03 G35
Total 34 66 37 106 42 02 -20 -47 -47
Memorandum items
Selected characleristics of higher
conditionality lending agreements
Number initiated during year 28 3i 19 33 20 26 3 25 28
Average leagth (months) 20 23 14 18 14 16 n 26 25
Totel amount committed 75 244 26 157 40 34 4.0 44 54

Sowrce. Duta from IMFE, International Financial Statistics and IMF Survey
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Table A.17. Value of oil exports of OPEC member countries,” 1970-1988

{Millions of dollass)

Country 1970 1980 1985 1986 1987 1988
Algeria 681 12647 9170 4810 5620 2700
Ecuador 1 1563 1927 983 820 1200
Gabon 58 1876 1 668 725 055 800
Indonesia 446 15595 9083 5501 6335 3700
Iran (Islamic Republic of) 2358 13286 13115 7199 0000 6900
Irag 788 26296 11380 7238 11300 11400
Kuwail 1596 17678 9 817 6378 7520 5600
Libyan Arab Jamahiriya 2357 21396 10523 6139 5650 4700
Nigeria 715 25262 12327 6176 Ti66 6300
Qatar 228 5405 3584 1 669 1781 1500
Saudi Arabia 2418 108174 25936 17794 20481 19900
United Arab Emirates 485 19558 11799 7500 B 721 6500
Venezuela 2371 18248 10352 6713 9050 6000
Total 14502 286984 1306BF T7BBI4 95699 77200

Source: OPEC, Annual Statistical Bulletin, 1987 for 1970, 1980, 1985, 1986 and 1987, and
Petrolenm Intelligence Weekly, 14 November 1988, supplement for 1988 estimates

a Including, where applicable, eil product exports For some coustries, exports of condensate may
be included.

b Estimate

Table A.18 OPEC crude oil production, 1988

{ Thousands of barrels per day)

Country Fan Feb March April May June July Aug. Sep Qe Nov  Bec
Algeria 600 600 600 600 630 650 650 650 650 650 650 650
Feuador 360 310 310 310 310 310 310 310 310 310 310 3:0
Gabon L7 175 175 175 i75 i75 175 {75 175 115 175 175
Indonesia 17220 1210 1220 1320 1320 1320 1320 1320 1220 1220 1220 1320
Iran (Eslamic

Republicofy 2000 1500 2000 2 200 2200 2150 2300 2300 2500 2400 2500 2500
frag 2400 2500 2500 2650 2600 2650 26060 2600 2700 2700 2700 2700
Kuwait? 1300 1100 LI05 1300 [212 463 1325 1570 1660 1650 1750 1650
Libyan Arab

Jamahiriya 950 1000 900 950 1000 1000 1006 1600 1050 1100 1100 1100
Nigeria 1397 1385 1352 1319 1373 1394 1350 1400 1450 1450 1300 1500
Qatar 315 300 300 300 300 300 300 300 300 350 350 350
Saudi Arabia 47230 4350 4105 4550 4562 4415 4525 5170 5260 5950 6650 63550
United Arab

Emirales t205 1015 1215 1385 1365 1365 1450 1865 1925 1960 2060 1960
Venezuela 1730 1735 1750 1750 1750 1750 1805 1805 1880 1880 2030 2030
Total 17832 17580 17532 (8809 18817 18942 19110 20465 21080 21795 22795 22795

Source Department of International Economic and Sacial Affairs of the United Nations Seeretariat, based on
Petrolennt Economist, vol LVI, No. 2 (February 1989), p 76

a  Includes share of neutral zone
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Table A.19. OPEC crude oil production quotas

{Thousands of barrels per day)

March Qctober September November January July January
Country 1983 1984 1986 1986 1987 1987 1989
Algeria 725 663 663 669 635 667 695
Ecuador 200 183 183 221 210 221 230
Gabon 150 137 137 160 152 159 166
Indonesia 1300 1189 1189 1193 1133 1150 1240
Iran (Islamic
Republic of) 2400 2300 2300 23117 2155 2369 2640
Irag® 1200 1200 1200 I 466 I 466 1540 2640
Kuwait 1 050 900 900 999 948 996 1037
Libyan Arab
Jamahiriya 1160 990 950 999 548 996 1037
Nigeria 1300 1300 1300 1304 1238 1301 1355
Qatar 300 280 280 00 285 299 312
Srudi Arabia 5000 4353 4353 41353 4133 4343 4524
United Arab
Emirates 1100 950 950 950 902 948 988
Venezuela 1675 1555 1555 1574 1 495 1571 1636
Total 17 560 16000 16000 16 505 15 800 16 600 18 500

Source: Department of International Ecanomic and Social Affairs of the United Nations Secretariat, based on
various OPEC press releases.

2 Theoretical quota for Irag from September 1986 throu gh July 1987

Table A.20  United States petroleum industry indicators, 1980-1988

Year 1980 1981 1982 1983 1984 1985 1986 1987 1988
Proved ol reserves

(billion barrels) 2640 2079 2979 2730 2730 2B00 2456 25327 2650
Crude oil production

{million barrels per day) 8 60 8.57 g 65 8.69 888 897 8 68 835 g 17
Reserves/production ratio

{years) 841 952 %43 861 8.42 855 715 829 8 8%
Natural gas liguids

and other supply

(million barrels per day) 1.62 1.66 1.60 1.61 1.68 167 1.61 .66 168
Qit consumption

(miltion barrels per day) 1706 16066 1530 1523 1373 1573 1628 1667 1700
Net crude oil and petroleum

products imports®

{(million barrels per day) 637 540 430 43} 4.72 429 5.44 591 6.44
Net imports as percentage

of oil consumption 373 336 281 283 300 273 334 355 379
Completion of exploration

and development wells 69486 89234 83889 75738 84983 V0806 38870 34927 34570

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

United States Department of Energy, Energy Information Administration, Monthly Energy Review, various issues;

and Oif and Gas Journal various issues.

& Net import equals imports minus exports
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Table A.21. World proved oil reserves, end-1979 to end-1988

End 1979 End 1988
Miilions of Percentage Millions of Percentage
barrels of worid barrels of world

Peveloped market economies 58 796 92 53373 54
Centrally planned economies 70000 109 60250 6.1
Developing countries 512 545 799 875325 885
OPEC member countries 435611 679 758019 76.6
Non-OPEC oil exporting 69930 109 101418 103

Gil importing 7004 i1 15 888 16
Total 641341 100 0 988 948 100 00

Source: Department of International Econornic and Social Affairs of the United Nations Secretariat, based on Ol
and Gas Journal, 27 December 1979 and 26 December 1988; and Middle East Economic Survey, 16 January 1989

Table A.22. World coal reserves as of end-1988a

(Million metric tons)

Region and country Reserves Percentage of world
Developed market economies 226 694 391
United States 92 000 158
Australia 55 800 96
South Africa 30000 52
Federal Repubiic of Germany 25500 44
United Kingdom 14 000 24
Others 91394 16
Centrally planned cconomies 240018 414
USSR 172248 297
Poland 47 400 82
German Pemocratic Republic 13060 22
Czechoslovakia 6000 1
Others 1370 03
Developing countries 113736 196
China 70720 122
India 19 505 34
Others 2351 40
Totat 580448 100.0

Source: Department of International Bconemic and Social Affairs of the United Nations Secretartat, based on
International Energy Agency, Coal Information 1988 (Paris, 1988),p I 82

& Accessible coal reserves; includes bituminous coal and anthracite, sub-bituminious coal, brown coal, lignite
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