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PREFACE

he World Economic Survey, 1993 is the forty-sixth annual report of the United
A Nations Secretariat on the major developments and issues in the world economy.

Persistent weakness in the developed market economies and a further steep fall
in output and living standards in the economies in transition were dominant features
of the world economy in 1992, Despite strong growth in a number of developing coun-
tries, accounting for half of the world's population, overall there was negligible
growth in the world economy. In 1993, for the third year in a row, the growth of world
output will fall below the growth of world population,

Chapter I of the Survey provides an overview of the world economy in 1992 and
in recent months and presents a forecast of short-term prospects. It reviews economic
policies in the major developed market economies and the difficult task of transition
still facing the economies of eastern Europe and the former Soviet Union. It points to
reasons for cautious optimism about the prospects for developing countries after years
of adjustment and reform, but emphasizes the daunting challenges that still face many
of them. The conclusion highlights the major policy issues confronting the world
economy.

Major trends in output and the policies pursued in the various groups of countries
in 1992 are examined in some detail in chapter I It analyses the nature of the weak-
nesses in the developed market economies; the continuing decline in output being
experienced by mosteconomies in transition; and the great diversity of economic pro-
gress in the developing countries—with South and East Asia and China and a number
of countries in Latin America continuing to grow vigorously but many other countries
still stagnating.

Chapter IfI examines major developments in international trade. After an over-
view of trade, which has been growing fast relative to growth of world output, the
chapter discusses developments in the major regions, trends in commodity prices, the
progress of negotiations in the Uruguay Round, the slide towards managed trade, and
the current wave of regionalism,

Recent trends in the international flow of financial resources are examined in
chapter IV, especially in response to General Assembly resolution 47/178, by which
the Assembly called for an analysis of the issue. In the past two years there has been
a significant reversal of the flow of net financial resources in favour of the developing
countries. The chapter analyses the nature, magnitude and distribution of financial re-
source transfers. It also examines the important changes that have taken place in trans-
fers among developed market economies, the recent evolution of the debt problem of
the developing countries and the flow of resources to the economies in transition,

Prices of energy are among the critical international prices. Chapter V analyses
recent developments and emerging trends in the oil market with special attention to the
production and supply policies of the Organization of the Petroleum Exporting Coun-

ix



X WORLD ECONOMIC SURVEY 1993

tries (OPEC) and the state of the oil industry in the former Soviet Union. Some of the
economic and environmental aspects of energy and carbon taxes are briefly exam-
ined.

In a world that is able to produce enough food to satisty the nutritional needs of
everybody, and one that is becoming increasingly integrated, it is a patent anachro-
nism that tens of millions still go hungry and hundreds of thousands still die of star-
vation. Chapter VI discusses undernourishment and famine in the developing coun-
tries. Partly in response to General Assembly resolution 42/178, the chapter also fo-
cuses on the key role of women in the nutrition picture.

Chapter VII examines the growth of the non-state sector in China in the context
of the country’s economic reform. The General Assembly, in resolution 47/171, re-
quested that the Secretariat report in the World Economic Survey pertinent findings on
privatization in the context of economic restructuring, economic growth and sustain-
able development. The Chinese experience shows the rapid and enthusiastic response
of individunal and local initiative to the process of econornic reform.

The Survey contains a statistical annex of world economic and financial data used
in the analysis. It provides data on main economic trends at the regional and global
levels.

The Survey was prepared in the Macroeconomic and Social Policy Analysis Di-
vision of the Department of Economic and Social Information and Policy Analysis
and is based on information available as of late April 1993. As in the past, the Survey
is based in part on information and analysis provided by agencies and organs of the
United Nations system, in particular, the United Nations Conference on Trade and De-
velopment (UNCTAD), the regional commissions, the International Monetary Fund
(IMF), the World Bank and the General Agreement on Tariffs and Trade
(GATT). The Organisation for Economic Co-operation and Development (OECD),
other international agencies and national institutions were also important sources of
information.

We hope that the World Economic Survey, 1993 will be useful to the Economic
and Social Council and the General Assembly in their deliberations on the current is-
sues in the world economy and to Governments, academic institutions and the public
at large.

— /
JEAN-CLAUDE MILLERON
Under-Secretary-General
Jor Economic and Social Information
and Policy Analysis




EXPLANATORY NOTES

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

The following abbreviations have been used:

Two dots
indicare that data are not available or are not
separately reported.

Adash
indicates that the amount is nil or negligible.

Ahyphen(-)
indicates that the item is not applicable.

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

Afullstop (.)
is used to indicate decimals.

Aslash ()
between years indicates a crop year or financial
year, for example, 1989/90,

Use of a hyphen (-)

between years, for example, 1986-1990,
signifies the full period involved, including the
beginning and end years.

Reference to*'tons”
indicates metric tons and to “dolars” ($) 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 1992 and 1993 are
rounded to the nearest half of a percentage
point.

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

%i

ACCISCN
Administrative Committee on Coordination
Subcommittee on Nulrition

ACM
Arab Commeon Market

ADR
American Depository Receipt

AFTA
ASEAN Free Trade Area

ALADI
Asociacién Latinoamericana de Integracién

ANCERTA
Austraha~New Zealand Closer Econommic
Relations Trade Agreement

APEC
Asia-Pacific Economic Cooperation
Conference

ASEAN

Association of South-East Asian Nations
BalU

Business-as-Usual (scenario)
BMR

basal metabolic rate

boe

barrel of oil equivalent

BTU

British thermal unit

CACM

Central American Common Market
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CAP
Common Agricultural Policy
(of the European Community)

CARICOM
Caribbean Community

CBN
Central Bank of Nigeria

CFA
Communauté financigre africaine

CGIAR
Consultative Group in International
Agricultural Research

Cis
Commonwealth of Independent States

CMEA
Council for Mutnal Economic Assistance

COMTRADE
External Trade Statistics Database

CPI
consumer price index

DAC
Developrent Assistance Committee
of OECD

DES
dietary energy supplies

DOM
Départements d’ outre-mer (France)

DME
Developed market economy

EAEG
East Asian Economic Grouping

EAP
Enhanced Access Policy (of IMF)

EC

European Community

ECE

Economic Commission for Europe

ECOWAS

Economic Community of West African States

ECU
European currency unit

EEA
European Economic Area

EFF
Extended Fund Facility
{of IMF)

EFTA
European Free Trade Association

EOR
enhanced oil recovery

ERM
Exchange Rate Mechanism

ESAF
Enhanced Structural Adjustment Facility
(of IMF)

FAO
Food and Agriculture Organization of the
United Nations

FDI

foreign direct investment

f.ob.

free on board

g/dl

gram per decilitre

GATT

General Agreement on TFariffs and Trade
GDpP

gross domestic product

GNP

gross national product

GREEN

General Equilibrium Environmental model
GSp

Generalized System of Preferences
ICRC

International Committee of the Red Cross
IDA

International Development Association
1BS

Institute of Development Studies

IEA

International Energy Agency
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IFAD

International Fund for Agricultural Pevelopment

1IFC
International Finance Corporation

IFPRI
International Food Policy Research Institute

IMF
International Monetary Fund

INRO
International Natural Rubber Organization

INSEE
Institut national de la statistique et des études
économiques

LAFTA
Latin American Free Trade Association

LIBOR
London interbank offered rate

mbd
million barrels per day

MERCOSUR
Southern Cone Common Market

MICE
Moscow Inter-bank Currency Exchange

MITI
Ministry of International Trade and Industry
of the Government of Japan

MFN

most favoured nation

MFA

Muhifibre Arrangement
NAFTA

North American Free Trade Agreement
NIE

Newly industrialized economy
NMP

net material product

oDA

official development assistance
OECD

Organisation for Economic Co-operation
and Development

CPEC
Orpanization of the Petroleum Exporting
Countries

PECC
Pacific Economic Cooperation Conference

Project LINK

International Research Group of
Econometric Model Builders, with
Headquarters at the Department of
Economic and Social Information
and Policy Analysis of the

United Nations Secretariat

RCC
rural credit cooperatives

SACU
Southern African Customs Union

SADC
Southern African Development Community

SDR
special drawing rights

SEPHA
Special Emergency Programme for the
Horn of Africa

SFF
Supplementary Financing Facility
{of IMF)

SH
Structural Impediments Initiative

SIPRI
Stockholm International Peace Research
Institute

SITC
Standard International Trade Classification

SS8TC
State Science and Technology Commission
{of China)

TNC
Trade Negotiations Committee

TRIMs
trade-related investment measures

TRIPs
trade-related intellectual property rights
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UN/DESIPA

Department of Economic and Social
Information and Policy Analysis of the United
Nations Secretariat

UNCTAD
United Nations Conference on Trade and
Development

UNDP
United Nations Development Programme

UNHCR
Office of the United Nations High
Commissioner for Refugees

UNICEF

United Nations Children’s Fund
UNITAF

Unified Task Force

UNOSOM

United Nations Operation in Somalia
USTR _
United States Trade Representative

WFC
World Food Council

WEFP
World Food Programme

WHO
World Health Organization

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

The designations employed and the presentation

of the material in this publication do not imply the ex-
pression of any opinion whatsoever on the part of the
United Nations Secretariat concerning the legal status
of any country, territory, city or area or of its authori-
ties, or concerning the delimitation of its frontiers or
boundaries.

The term “country™ as used in the text of this re-

port also refers, as appropriate, to territories or areas.

For analytical purposes, the following country

classification has been used:

Developed market economies:

North America, southern and western Europe
(excluding Cyprus, Malta and former Yugoslavia),
Australia, Japan, New Zealand, South Africa.

Economies in transition:

Albania, Bulgaria, the Czech Republic,
Hungary, Poland, Romania, Slovakia and the
former USSR, comprising the Baltic republics,
the Commonwealth of Independent

States (CIS) and Georgia.

Developing countries:

Latin America and the Caribbean, Africa
(other than South Africa), Asia and the Pacific
(excluding Australia, Japan and New Zealand),
Cyprus, Malta, former Yugoslavia. For

sorme analyses, China has been shown
separately.

South and East Asia:
Unless otherwise stated, South Asia, South-FEast
Asia and East Asia, excluding China.

Mediterranean:
Cyprus, Malta, Turkey, former Yugoslavia,

West Asia:

Buhrain, Iran (Islamic Republic of), {rag, Israel,
Jordan, Kuwait, Lebanon, Oman, Qatar, Saudi
Arabia, Syrian Arab Republic, United Arab
Emirates, Yemen.

Major developed market economies

{or the Group of Seven):

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

For particular analyses, developing countries

have been subdivided into the following groups:

Capiral-surplus countries

{or surplus energy exporters):

Brunei Darussalam, Iran (Islamic Republic of),
Iraq, Kuwait, Libyan Arab Jamahiriya, Qatar,
Saudi Arabia, United Arab Emirates.

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

Other net energy exporters

{ordeficit energy exporters};

Algeria, Angola, Bahrain, Bolivia, Cameroon,
Congo, Ecuador, Egypt, Gabon, Indonesia,
Malaysia, Mexico, Nigeria, Oman, Peru, Syrian
Arab Republic, Trinidad and Tobago, Tunisia,
Venezuela,
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Net energy importers:
All other developing countries.

Recent surplus economies:
Hong Kong, Republic of Korea, Singapore,
Taiwan Province of China.

Miscellaneous groupings:

Fifteen heavily indebted countries:

Argentina, Bolivia, Brazil, Chile, Colombia,
Cbte d'Ivoire, Ecuador, Mexico, Morocco,
Nigeria, Peru, Philippines, Urugunay, Venezuela,
former Yugoslavia,

Least developed countries:

(47 countries}

Afghanistan, Bangladesh, Benin, Bhutan,
Botswana, Burkina Faso, Burundi, Cambaodia,
Cape Verde, Central African Republic, Chad,
Comoros, Djibouti, Equatorial Guinea,
Ethiopia, Gambia, Guinea, Guinea-Bissau,

Haiti, Kiribati, Lao People’s Democratic
Repubilic, Lesotho, Liberia, Madagascar,
Malawi, Maldives, Mali, Mauritania,
Mozambique, Myanmar, Nepal, Niger,
Rwanda, Samoa, Sao Tome and Principe, Sierra
Leone, Solomon Islands, Somalia, Sudan,
Togo, Tuvalu, Uganda, United Republic of
Tanzania, Vanuatu, Yemen, Zaire, Zambia

Sub-Saharan Africa;

African continent and nearby islands, excluding
Nigeria, northern Africa (Algeria, Egypt,
Libyan Arab Jamahiriya, Morocco and
Tunista), South Africa.

The designations of country groups in the text
and the tables are intended s »lely for statistical or ana-
Iytical convenience and do not necessarily express a
judgement about the stage reached by a particular
country or area in the development process.






I

The state of the world economy

Thc world economy remains listiess. World output has
been growing well below potential since 1990. For
the third year in succession, in 1993 the rate of growth of
world output will be below that of world population.
Stagnation characterizes the developed market econo-
mies and decline continues to be a feature of the econo-
mies in transition. On the other hand, the developing
countries as a group are growing at a pace not seen since
the 1970s. Developing economies in Asia, including the
most populous countries, and in the Southem cone of
Latin America are expanding rapidly.

The reversal since the late 1980s of both the rapid
increases in military budgets and the rise in consumer
expenditures associated with the swift increases in stock
prices and real estate has contributed to the weakening of
growth impulses in developed countries in the 1990s. In
the aftermath of the decline in asset values, consumers
and investors in some of the largest developed econo-
mies are unusually cautious and hesitant, despite a con-
siderable drop in interest rates. Financial consolidation
in the banking sector has proceeded apace, but leans to
the private sector are still stagnant. Restructuring and
shedding of labour have bolstered corporate profits in
many sectors, but confidence that markets will expand
remains frail, and consequently higher profits have not
led to a spurt in investments.

In many developed countries, large budget deficits
constrained their ability to provide a fiscal boost to aggre-
gate demand. The few actions Governments took appeared
to be more a hesitant response to accumulated evidence

that conditions were deteriorating than a conscious effort
to anticipate events. Deregulation and globalization of
the financial markets have been eroding the ability of pol-
icy makers to control key parameters, as the turmoil in
exchange rate markets in the second half of 1992 showed.

In the international political sphere, some progress
has been made towards resolving conflicts in southern
Africa, Central America and the Middle East. But local-
ized conflicts have assumed major international im-
portance, absorbed the attention of Governments and
diverted resources from development needs. As a con-
sequence, much of the optimism about the new opportu-
nities for growth and investment coming from the end of
the cold war has dissipated.

Nevertheless, there are encouraging features in the
current state of affairs. Price pressures arc abating and
inflation has decelerated considerably, giving Govern-
ments increased room for action to respond to economic
stagnation. Labour productivity is growing again in sev-
eral developed countries, There would seem to be few, if
any, supply-side constraints on accelerating growth.
Since December 1992, large industrial economies-—in-
dividually and collectively—have taken action to stimu-
late their economies, and forecasts for the latter half of
1993 indicate a modest recovery with a more significant
growth in 1994. Yet uncertainties surrounding the fore-
casts are unusually large, especially as consumer and in-
vestor behaviour appears to be very different from that
exhibited during previous cycles.

DEVELOPMENTS IN 1992 AND EARLY 1993

World output increased by only about one half of one per
cent after a year of practically no growth (see table I.1).
The slow-down began in 1989 when output increased by
3.2 per cent, and growth is not expected to reach that rate
till 1994, making the present recovery much slower than
previous upturns, At the beginning of 1993, there wasno
major growth pole for the world economy.

The developed market economies, accounting for
about three quariers of world output, grew by only
about 1.5 per cent in 1992, after a 0.7 per cent growth in
1991. The United States economy began to recover from
recession but Japan and the European Community (EC)
were sliding into one. Unemployment in the developed
economies as a whole increased by 5.5 million, raising
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Table I 1.
Growth of the world economy, 1988-1994

Annual percentage change

1988 1989 1990 1991 1992 1993 1994

World output 4.4 32 1.6 02 06 1Y 3

Developed market economies 4.4 33 23 07 LS5 1% 3

Economies in transition 4.5 2.1 -6.3 90 -168 -10 0

Developing countries 44 35 34 34 4.9 5 5

World trade 8.1 7.8 5.1 is6 4.5 58 6.4

Mema item:

Growth of world

per capita income 2.7 1.5 0 -1.5 -1.1 -0.2 13

Source: UN/DESIPA . Figures for 1993 and $994 are forcensts based on Project LINK.

the rate of unemployment to 7.4 per cent of the labour
force, the highest since 1986. That rate is expected to rise
in 1993. New peaks of unemployment have been reached
in several countries.

The dramatic political changes that began in
1989 in eastern Europe and soon after in the Soviet
Union uitimately swung these economies in the direc-
tion of the market economy. But the transition pro-
cess has proved very difficult and has been accompa-
nied by sharp declines in output and standard of
living. After a decline of 9 per cent in 1991, output in
the group fell by a further 17 per cent in 1992. Much
of the deterioration in 1992 was due to a sharp wors-
ening of economic conditions in the Russian Federa-
tion. In eastern Europe, the decline in output appeared
to be ending in the Czech Republic, Hungary and Po-
land, with the prospect of an upturn in 1993 brighten-
ing in the latter two countries. Yet unempioyment con-
tinued to increase in almost all countries, in most of
them sharply, and as economic conditions deteriorated
and some of the old social values crumbled, social
problems greatly increased. The demise of the old po-
litical order also unleashed ethnic and regional conflicts,
resulting in great human suffering and waste of scarce
resources,

The output trend in the developing countries as a
whole contrasts with the stagnation in the industrial
econornies and the continuing decline in output in the
economies in transition. In 1992 tofal output in these
countries increased by about 5 per cent, compared with
3.4 per cent in 1991, which was close to the average rate
of growth in the 1980s. Much of the improvement was
due to an acceleration of growth in China to almost
13 percent and the recovery in West Asia from the effects
of the Gulf war. But a number of other countries, in par-

ticular in South and East Asia, also continued to grow
fast. Growth was thus widely dispersed, helping to
raise the living standards of a large majority of the
population of the developing countries and about 60 per
cent of the world population. In 1992, the population
of countries where per capita output increased ac-
counted for 80 per cent of the total population of the
developing countries. At the same time, in a large num-
ber of countries, particularly in Africa, accounting for
as much as a fifth of the population of the developing
countries, per capita output continued to decline. While
world output barely increased, world trade grew surpris-
ingly fast. The volume of world exports increased by
about 4.5 per cent in 1992, after a 3.6 per cent growth in
1991.

The statistics of the world economy fail to convey
the appatling increase in human suffering for which
there is no single measuze. Drought struck a number of
countries, especially in Africa, sharply reducing food
production and threatening famine, but the suffering of
the people was greatly compounded by civil strife. In
many other countries, ethnic and military conflict
brought immense misery to millions, Refugees from ex-
treme deprivation and military and ethnic conflicts num-
bered in the millions and millions more were displaced
in their own countries. The list of areas where human suf-
fering intensified or remained large is long: Afghani-
stan, Angola, Haiti, Liberia, Mozambique, Somalia, the
Sudan, parts of the former Soviet Union and the former
Yugoslavia. The suffering from droughts and famine is
rooted in poverty: only the poor are incapable of protect-
ing themselves from such disasters. Elsewhere, eco-
nomic deprivation and insecurity are the product of po-
litical turmoil which is also setting back prospects of
Iong-term economic development.
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POLICIES IN DEVELOPED MARKET ECONOMIES——
FROMNEGLECT TO TENTATIVE ACTIVISM

Most developed market economies began to slow down
in 1989, the major exceptions being Germany and Japan
which continued to grow vigorously through 1991. The
belief among policy makers in most countries appeared
to be that growth would soon recover as the business cy-
cle ran its normal course. Indeed most of the projections
in 1990 suggested that the stow-down would be mild and
the recovery would be quick. Governments in most in-
dustrialized countries opted to wait for the recovery.

But the assumption of a mild and short slow-down .

proved wrong and the expected arrival of the recovery
continued to recede into the future (see figure 1.1}, Most
projections of both national Governments and interna-
tional organizations, including multilateral financial in-
stitutions, turned out to be too optimistic

Governments and central banks were, of course,

Figure .1,

Recovery postponed: estimates of GDP growth of
developed market economies, 1988-1993
Perecentage

not unaware of the need for policy initiatives. Most de-
veloped countries have been relaxing monetary policy in
various degrees since late 1990 and early 1991. Interest
rates have fallen over the past two years, in some coun-
tries to record lows. This, however, did not provide the
expected stimulus to the economy. Moreover, in Europe,
interest rates remained high, especially in countries in
the Exchange Rate Mechanism (ERM), though they
have started to decline in recent months, In fact, high
German interest rates can be said to have hobbled Eurc-
pean economic growth and these have begun to come
down only recently.

Most Governments remain hamstrung by large
budget deficits. Fiscal consolidation has been an impor-
tant objective of policy in most countries and success
was beginning to be achieved by the mid-1980s. The re-
newed growth of fiscal deficit in some countries over the
past few years was thercfore considered disturbing even
though it had a large cyclical component, reflecting the
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economic stow-down. Most Governments also remained
committed to non-intervention in the economy, except to
keep prices and exchange rates reasonably stable. In the
short run, macrocconomic stability was seen as more im-
portant than low unemployment However, particularly
in EC, labour market policies to increase employment in
the long term are being emphasized.

The length of the economic downturn and the
weakness of the recovery, where it is taking place, have
recently induced a modest shift of policy towards greater
government involvement to stimulate growth. Macro-
economic policy in Japan now includes a package of fis-
cal stimulus, the new Usnited States administration has
proposed a modest fiscal programme for stimulating the
economy and the recent United Kingdom budget eases

the restraint on the growth of the deficit and provides fis- .

cal incentives to business. Of these, the Japanese pack-
age announced in the fall of 1992, and supplemented by
a larger package in April 1993, is by far the largest.  As
of Aprl 1993, however, political opposition in the
United States Congress resulted in a sharp whittling
down of the fiscal package proposed by the new admini-
stration.

The task of macroeconomic policy in the devel-
oped market econormies has also been made unusuaily
difficult by a serious erosion of consumer and business
confidence. Rising unemployment and the threat of it~
heightened by a string of announcements from large
business enterprises of very large layoffs—partly ex-
plain the cantion of consumers in their spending plans.
But spending has remained depressed alse because of
high debt levels of both households and enterprises and
asharp deflation of asset prices. Both appear more inter-
ested in reducing their past debt than in increasing cur-
rent spending. While credit is cheap, there are relatively
few takers, and, in fact, low interest rates were seen by
many as an opportunity to retire old debt rather than con-
tract new loans. This situation is only beginning to
change in some countries,

Policy coordination among the developed market
cconomies remains still limited to exchange rate stabil-
ity. Coordination is possible, however, only ifthere isa
convergence of national aims and these have diverged
widely. This was made starkly evident in the turmoil in
the ERM in September 1992, The overriding German
aim of keeping inflation in control by maintaining a high
rate of interest conflicted with the aims of othercountries
wanting to lower interest rates and stimulate growth. In
the end, some members broke away from the ERM,

which was conceived as the centre-piece ofthe European
scheme for the convergence of national policies.

In recent months, however, there has been a degree
of convergence of views on the need for action to help
economic recovery. This is reflected in the Group of
Seven (G-7) meetings and declarations. The coordina-
tion lay largely in ex post facto recognition of national
action already taken, but there has also been a degree
of consensus on the need to reduce German interest
rates, and a reaffirmation of the continuing need for
fiscal consolidation for non-inflationary growth. There
has been a gradual recognition that anticipatory action
was necessary.

ECONOMIES IN TRANSITION:
THE URGENCY OF SUCCESS

The standard of living in the economies in transition
has plunged since 1989. Per capita output has fallen by
almost a third in the States of the former Soviet Union
and by over a quarter in eastern Europe. It is expected to
fall again in 1993, sharply in the former Soviet Union,
Such decline is rare in history. Open unemployment, vir-
tually unknown in these countrics for decades, has been
rising fast in almost all of them, including those which
have achieved a measure of success in stopping the eco-
nomic slide. In Poland, almost 14 per cent of the labour
force was unemployed at the end of 1992, in Slovakia
some 10 per cent and in Hungary about 12 percent. Only
in the Czech Republic did unemployment fall. In the
Russian Federation, unemployment is officially esti-
mated at under 1 per cent of the labour force, but hides
considerable underemployment. Unemployment is al-
most certain to rise sharply in that country in the coming
months.

Reform efforts have proved politically more diffi-
cult than expected. Specific government programmes of
reform were delayed by popularly elected parliaments,
as in Poland, over the question of privatization. A reform-
ist administration was stymied by a conservative or
gradualist legislature, as in Russia. Disagreements on
the pace of change and discord on the sharing of its costs
and benefits split nations, as in Czechoslovakia. None of
this has stopped, far less reversed, the forces of reform.
But the tasks of the transition have become far more
complex than expected,

On the other hand, it would be too easy to blame
failures of policy on political opposition to reform.
Much of the economic turnoil in eastern Europe and the
former Soviet Union is due to the inherent difficulty of
replacing an old system with one that was almost totally
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new. At the same time, political leadership found itselfin
a new role and often on unfamiliar ground. Western ad-
vice has, on the other hand, been on many occasions
poorly conceived and haphazard.

The process of change is therefore likely to be slow
and it is essential both for these nations and for the inter-
national community to take a long-term view of the tran-
sition. In castern Europe significant headway has been
made. In particular, Hungary and Poland appear poised
for a turn-about. Nevertheless, therestill remains the po-
litical task of building popular support for reform every-
where. Political obstacles to transition appear even
higher in the Russian Federation and several other States
of the former Soviet Union, and consensus-building a
more formidable task, than in some countries of eastern
Europe.

Yet the difficulty of building and sustaining politi-
cal support for reform itself increases with the depth of
economic decline and human suffering. While no large
and quick benefits of transition should be expected, it is
essential to achieve early success in critical areas, if po-
litical consensus is not to erode further.

External support for {ransition remains essential
but has so far been inadequate, uncven and non-transpar-
ent, even though commitments have been large. There
was probably a net outflow of financial resources from
most eastern European countries in 1992, Capital flights
from Russia and other States also make it more difficult
to inject financial resources into some of these econo-
mics. A new package of assistance for Russia put to-
getherby G-7 in April 1993, partly induced by the recog-
nition of the need to support political forees of reform, is
expected to provide a more substantial inflow of finan-
cial resources.

Much of the external respurce needs of these
econommies have {o be met from increased export earn-
ings. In recent times, exports from eastern Europe to
Western Europe have indeed been growing fast, but only
from a small base, and have been the only source of
growth of their exports since the collapse of the Council
for Mutual Economic Assistance (CMEA). Neverthe-
less, and in spite of the conclusion of association agree-
ments between EC and Bulgaria, the former Czechoslo-
vakia, Hungary, Poland and Romania, Community
support for an open-door policy has been far less enthu-
siastic than it should be. Recession in Western Europe
has also made a fast growth of imports from the East
harder to achieve. An improvement in the external envi-
ronment, especially a recovery in Western Europe, can con-
siderably ease the difficulties of transition in the East.

DEVELOPING COUNTRIES:CAUTIOUS OPTIMISM

Developing countries as a group have been grow-
ing at an almost constant rate of 3.5 per cent since 1989,
when the world economy began to slow down. In 1992
their growth accelerated to 5 per cent, the highest rate
since 1979. Per capita cutput increased by about 3 per
cent in 1992, after a meve 1 5 per cent annual increase
over several years. This growth has been shared by coun-
tries accounting for 80 per cent of the population of the
developing countries, Furthermore, high growth was not
limited to a few countries. In a sample of close to 100
countries, some 30 per cent grew at an annual rate of 5
percent ormore in 1992, with 1 in 10 growing at 7.5 per
cent or more. Much of the growth occurred in Asia, espe-
cially South and East Asia and China, and there has been
a rencwal of growth in parts of Latin America.

Long-term dynamism in South and East Asia has
its roots in various combinations of export-oriented poli-
cies, pragmatic interrclation between the State and the
private sector in support of growth, active diversification
towards manufictures, human resources development,
and high levels of national savings. Meanwhile, in Latin
America, which had lost ground in the 1980s, economic
policy reform has taken hold in a few countries, but the
passage to a new more outward-looking model of eco-
nomic development is mostly at an early stage, educa-
tional and health systerns, which deteriorated in the
1980s, still suffer from neplect, and social inequities
seem to be worse than in any other region. Thenew Latin
American take-ofF is still frail

On the other hand, output continues Lo stagnate in
many countries, especially in Africa, where per capita
output declined once again in 1992, The efforts needed
in many developing countries to improve growth are
daunting, especially considering the time it takes fora
poor country to raise its level of income even modestly
{see box).

Therelatively highrate of growth of the developing
countries as a whole is heavily influenced by the large
countries, particularly China, which are less dependent
on external trade, and this partly explains the apparent
lack of relationship between growth in developing coun-
tries and that in developed market economies. However,
developing countries in general appear to have grown ir-
respective of the decline in the developed economies
during the post few years.

Some of the most export-oriented developing
countrics continued to grow fast despite the weakness in
the industrial economies. This does not suggest thatin
an increasingly integrated world, developing countries



BOXI1
Why growth is crucial.

Some orders of magnitude: the case of low-income countries

HE RECENT GROWTH of the developing
countries and their rising living standards
have to be seen in the perspective of the pre-
sent level of income in the vast majority of
these countries, the time it takes fora poor
country to attain even a modest level of in-
come and the continuing stagnation or de-
cline of per capita output in many areas. Itis
a sobering thought that, for a country witha
per capita income of $350, which is of the
order of income of some populous countries
like India and Pakistan in 1990, it would
take about 22 years to reach $600—the Inter-
national Development Association (IDA)
cut-offlevel for eligibility—-if its per capita

income grows at a rate of 2.5 percent (see
figure). That rate is the average rate of
growth of the developing countries asa
whole in 1992 and examples of countries
with a per capita income of about $600 are
Bolivia, Egypt and Indonesia. It would take
the country over 40 years to reach an income
of $1,000. A 4 per cent annual growth of per
capita output would cut the time to 14 years
and 27 years, respectively, but only a hand-
ful of countries have achieved that rate in the
past decade and maintained it over a signifi-
cant length of time. Examples of such
growth among the low-incame countries are
even rarer,

The arithmetic of growth of income
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In 1990 some 30 developing countyies,
inciuding some of the most populous, had a
per capita income of $400 or less, with a me-
dian value of about $200, or one hundredth
of the per capita income of the most devel-
oped countries. A country with the latler
level of income would take about 45 years to
reach 3 level of $600 ifit grows at an unfal-
tering ratc 0f 2.5 percent a year,

Secn in the context of this arithmetic of
growth, efforts needed are daunting for many
couniries. Qutput in countries outside China
and South and East Asia, accounting forone
third of the population of developing coun-
tries, increased at an annual rate of 1.3 per cent
over the period 1982-1992, or at half the rate
of growth of population. In other words, per
capita output declined over the period.
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Achieving a modest 2.5 percent
growth of per capita output would need
great efforts in many of these countries. In
1992, output per capita remained unchanged
or declined in 40 per cent of the developing
countries.

In the past decade, only onc country,
China, among the low-income countries has

grown at a rate that would sharply reduce the
transition time, although a number of newly
industrialized economies (NIEs) were low-
income not much carlier. The rate of growth
achieved in China would allow a country with
a per capita output of about $400 to reach
$600 in six years and $1,000 in 13 years.

would continue to grow independenily of the pace of
growth in the rest of the world economy. In fact, some of
the highly export-oriented countries of Asia—the Re-
public of Korea, Singapore and Thailand—slowed down
in 1992, though either marginally or for domestic rea-
sons as well Nevertheless, continuing and vigorous
growth in a large number of developing countries in re-
cent years has undoubtedly been a bright spot in the in-
ternational economy. It also partly explains the dyna-
mism of world import demand at a time of sluggish
growth of world output

One of the remarkable changes in the world econ-

omy in recent years is the wind of reform that has swept
the developing countries. A large number of these coun-
tries have undertaken programmes of stabilization, ad-
justment and liberalization (see chap. II). In many, the
changes have indeed been far-reaching, These have be-
gun to produce results in a number of countries. In some,
the reforms may be laying the foundation of long-term
development. Private flows of capital in the form of for-
eign direct investment and portfolio investment have
gathered pace. There has been a net transfer of financial
resources to a number of countries of Latin America, af-
ter years of net outflow,

SHORT-TERM OUTLOOK FOR THE WORLD ECONOMY

FORECAST FOR 1993 AND 1994

The growth of world output is expected to recover to only
1.5 percentin 1993 and to 3 percentin 1994, The devel-
oped market economices as a whole are expected to grow
at practically the same rate in 1993 as in 1992 Outputin
the economies in transition as a whole is expected to de-
cline further in 1993 and may stop falling only in 1994.
Developing countrics are expected to maintain their
1992 rate of 5 per cent in the next two years (see table 1.1).

Growth in the United States economy iscexpected to
recover from 2 per cent in 1992 (o just over 3 percent in
1993 and maintain that rate in 1994 By way of compari-
son, the average rate of growth in the 19831984 recov-
ery was about 5 per cent. Nevertheless, growth in the
United States economy, with its gross output accounting
for one third of the total for the developed market econo-
mies, will be the dominant factor in the growth in these
economics in 1993. Any slackening of growth there will
seriously undermine growth prospects elsewhere. Re-
covery is expected to be fuelled by growth in fixed in-
vestment, construction and consumer durables. How-
ever, virtual stagnation in the rest of the industrial
economies precludes any positive external impulse to
United States growth. In Canada, the rate of growth

should accelerate to 3.6 per cent in 1993 and almost 5 per
cent in 1994,

In Japan, where a substantial package of fiscal
stimulus is in place, the sharp slide in output in the latter
half of 1992 is expected to tumn into a weak growth of
about 1.5 percentin 1993 and over 2.5 per cent in 1994,
The fiscal package itself is expected to add about 0.3 per
cent to the growth of domestic demand in 1993. Withan
already large trade surplus and a high yen the recovery is
expected to be based entirely on the strength of domestic
demand.

After an average rate of growth of only 1 per cent
during 1991-1992, EC is headed for a year of virtual stag-
nation but growth could rise to about 2.5 percent in 1994,

An exceptionally tight monetary policy and in-
creasing fiscal restraint contributed to a sharp slow-
down in western Germany in 1992 and is expected to
lead to a 1.5 per cent decline in output in 1993 In the
eastern part of the country output is expected to grow by
about 8 per cent in 1993, fuclled by government con-
sumption and investment expenditure. Forthe country as
a whole, output is expected to fall by nearly | percent in
1993, but to increase by 3 per cent in 1994, The trend in
the German economy will continue to set the pace of
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growth in other EC countries, especially those remaining
in the ERM. In France, growth is projected to be almost
nil in 1993, improving to 2 per cent in 1994.

The United Kingdom, which entered recession ear-
lier than other Furopean countries, was beginning to
show signs of recovery in early 1993 and should achieve
arate of growth of about 1.5 per cent for the yearasa whole.
Factors behind the growth are a substantial reduction of
interest rates following the exit of the country from the
ERM in September 1992, and a strong growth of exports
after the depreciation of sterling. In Italy, which also left
the ERM, the growth prospects are quite different. Faced
with the necessity to reduce its huge fiscal deficit, the
fiscal impulse in the country is expected to be strongly
contractionary. Cutput is expected to increase by a bare
0.5 per cent in 1993 and 2 per cent in 1994,

With stagnation in Europe and modest recovery in
North America and Japan, inflation should remain low in
most developed market economies, Forthese econornies
as a whole, the increase in consumer prices in 1993 isex-
pected to be about 3.2 per cent, with only a slightly
higher rate expected for 1994

The high social cost of cconomic stagnation is al-
ready reflected in high unemployment, which is ex-
pected to reach a new peak of 30 million in the developed
market economies as a whole in 1993. In EC the rate of
unemployment is expected to increase a full one percent-
age point in 1993 to 10.5 per cent and to remain at that
level in 1994, In some of the other Western Furopean
countries the problem of unemployment is already more
serious and is expected to get worse in 1993 and 1594, In
the United States, however, the unemployment rate is ex-
pected to decline gradually to under 7 per cent in 1994
from 7.2 per cent in 1992,

For the economies in transition, the very nature of
their transformation makes predictions of their short-
term output trend much more difficult than for other
groups of countries. In some of the six countries of east-
ern Europe, where reforms began earlier than in the for-
mer Sovict Union, a certain degree of macroeconomic
stability has been established, some progress has been
made towards privatization, and trade with Western
Europe has grown. For the six countries as a whole, the
decline in output in 1993 is expected to be about ] per
cent. Qutput is indeed expected to show an increase of
about 2 per cent in Poland and to stop falling in Hungary.
In the Czech Republic and Slovakia, an expected cop-
traction of trade between them is likely to weaken growth
prospects for both, especially the latter. A continued and
large fall in output is expected in Bulgaria and Romania.

In 1994 growth is expected to turn positive for the group,
with further contracton taking place only in Bulgaria and
Slovakia. In most of these countries the unemployment situ-
ation is, however, expected to worsen in the short terim.

In many of the successor States of the former So-
viet Union, reform efforts have much further to go than
in some of the eastern European countries and face
larger political uncertainties, In view of a sharp decline
in investment in the past two years, which still continues,
and the collapse of trade among them, there will be a fur-
ther decline in these economies in 1993, Output is ex-
pected to fall by as much as 13 per cent in 1993, follow-
ing a 20 per cent contraction in 1992, Western assistance
is only lately beginning to take a more coherent shape . Its
impact is still difficult to assess. The decline in output is
expected well into 1994 but may bottom out sometime
during the year, under the critical assumption of success
in macroeconomic stabilization and renewal of invest-
ment in some key sectors, such as energy.

InLatin America, GDP growthin Brazil, the largest
country in the region, is expected to be about 2 per cent
in 1993 after a contraction of 1 per cent in 1992. Al-
though growth in a number of other large and medium-
sized countries is expected to slow from the very high
rates exhibited in 1992, notably in Argentina, Chile, Uru-
guay and Venezuela, the turn-about in Brazil is expected
to result in GDP growth for the region as a whole of about
3 percentin 1993 and about 3.5 per cent in 1994, Inmost
of the large and medium-sized countries, real private in-
vestinent is expected to exhibit growth rates consider-
ably greater than for total GDP in 1993, 1994 or both.
The rise in investment in Mexico is related to anticipa-
tion of a successful conclusion of the North American
Free Trade Agreement. Substantial net capital inflows
into the region are expected to continue either in the form
of direct investment or mediated through the emerging
financial markets in several countries where real short-
termn interest rates are considerably higher than in the
United States.

Aggregate GDP growth in Africais expected to in-
crease from about 1.4 per centin 1992 to about 3 percent
in 1993. Sub-Saharan A frica is expected to grow by some-
what less than this average, while in North Africa GDP
growthis expected to be about 3,5 per cent. The aceelera-
tion in GDP growth is expected to result primarily from
the end of the drought and a reduced level of civil strife
in several countries. Low commodity prices for some
tropical beverages, metals and oils are expected tobe a
dampening factor on export earnings in 1993 but these
are expected to show some slight improvement in 1994,
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In West Asia, growth is expected to be only slightly
lowerin 1993 than the 6.6 per cent growth in 1992, asre-
construction in the wake of the Gulf war proceeds in Irag
and as oil production and refining capacity increases.
Growth is expected to be broadly similar in 1994 on the
assumption that oil production would increase in Irag
following a political scttlement with the international
community.

In South and East Asia, GDP growth in 1993 is ex-
pected to increase slightly to about 5.5 per cent in 1993
and 6 per cent in 1994. Tight fiscal policy is expected to
ease somewhat in India, permitting an increase in the rate
of growth of domestic demand, and a GDP growth of
about 4 percentin 1993. Rapid GDP growth is expected
to continue among the newly industrialized economies.
Growth of exports is expected to remain strong in 1993,
and in a sumber ofareas, notably Hong Kong and Taiwan
Province of China, large public sector infrastructure pro-
jects are expected to boost domestic demand.

In China, GDP growth in 1993 is expected to be
about 11 per cent owing to the continuation of less re-
sfrictive monetary policies and a more liberal import
policy facilitating the importation of machinery and
equipment needed to maintain investment ata high level,
The inflationary pressures building up afier two years of
double-digit GDP growth are expeeted to lead to a grad-
ual tightening of monetary policy in the second half of
1993 and a slow-down in the rate of growth of central
government expenditures. These policy measures are ex-
pected to lead to a reduction in GDP growth in 1994 to
below 10 percent.

DOWNWARD RISKS REMAIN LARGE

While the growth of world output is expected to increase,
from 0.6 per cent in 1992 to 1.5 per cent in 1993, the re-
covery is delicately poised, as projected growth is bal-
anced by considerable risks and uncertainties.

Though the United States economy is set for a con-
tinuation of the upturn that began in 1992, indications
are that the recovery will be weak. The modest fiscal
package of the new administration became unravelied in
Congress in April, while economic indicators were send-
ing mixed signals on the strength ofthe recovery. The fall

in output in Germany in 1993 might turn outto be larger
than projected, further weakening the growth prospects
of other countries, especially in EC. The easing of mone-
tary policy in the country may have been too late and is
considered inadequale. In France, recent evidence sug-
gests that the economy might be heading foranactual de-
cline in output. In Japan, while the latest fiscal package
brightens growth prospects, any over-zealous attempt to
reduce its trade surplus could slow the recovery in that
country.

Though consumer confidence has improved in a
number of developed economies in recent months, it is
still far from robust. In the recent past, corporations and
consurers have shown bursts of confidence that have,
after a while, fizzled out. Continuation of a high level of
unemployment may weaken the build-up of confidence.
Any new external shock could set it further back. Finan-
cial consolidation afier the asset deflation may take
longer than projected.

Great uncertainties surround the prospects of many
of the economies in transition. Recession in Western
Europe could dim the prospects of eastern Europe. Un-
settled political questions in the Russion Federation and
a large degree of uncertainty about the impact of Western
assistance make any prediction of economic trends in
that country extremely precarious.

Growth of the export-oriented developing coun-
tries which have hitherto expanded exports through mar-
ket penctration, might be adversely affected if the indus-
trialized countries continue to stagnate. A clear sign of
overheating was evident in China by April 1993, which
does not augur well for the continuation of the very high
rate of growth of the country in the recent past. Economic
prospects of Brazil, one of the largest developing econo-
mies, remain uncertain. Policy oscillations make fore-
cast for the economy subject to 2 wide margin of error

One of the major areas of uncertainty in the world
economy is the negotiation at the Uruguay Round which
remains stalemated. Major investment decisions, espe-
cially capital formation in trade-related activities, hinge
on effective action to strengthen the multilateral trading
system. The prolongation of the stalemate is bound to
have an adverse effect on such decision-making.

CONCLUSION

The resumption of growth remains the overriding issue
in the world economy in 1993. The urgent social con-
cerns in the developed countrics will remain unad-

dressed in the absence of growth, and major issues of de-
velopment in other areas of the world cannot be resolved
so long as the world economy continues to stagnate.
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Only a strong recovery can provide employment op-
portunities, compensate for the negative short-term
effects of cuts in military expenditure, lead to expansion
of trade, help revive commodity prices, and ease the tran-
sition process in eastern Europe and the former Soviet
Union.

na number of countries, the scope for further loos-
ening of monetary policy to stimulate the economy is al-
most exhausted. But, till recently, interest rates re-
mained high in Burope. Interest rates in Germany are
coming down and should decline further, aliowing other
countries, especially ERM members, to initiate similar
reductionss of their own, and thus stimulate their econo-
mies, It will also enable countries that suspended their
membership in ERM to rejoin the Mechanism and puy-
sue policy coordination at a higher plane of economic
activity.

Consolidation of the fiscal situation in the medium
term to long term in several industrialized countries re-
mains essential. Without it, the level of savings required
to maintain the dynamics of the world economy will not
be generated and disequilibria might accumulate,
thwarting—in the end—growth efforts everywhere. The
key issue is, thus, nurturing consumer and business con-
fidence in the short term while making progress towards
reducing the deficit in the medium term and eventually
clitninating it in the long run,

Except for Japan, policy-induced fiscal stimulus in
developed market economies is modest or non-existent,
Indeed, recent developments have shown the enormous
difficulty of using fiscal insttuments for short-term
stimulus when the perception of financial markets is that
budget deficits are already too high. Under such condi-
tions, a fiscal stimulus can only be effective if it is part of
a credible package of medium-term to long-term fiscal
consolidation.

A trade-off between meeting the urgent nced for
growth and the long-term necessity for fiscal consolida-
tion is certainly involved. Therefore, it is critical for pol-
icy makers to decide the speed of the consolidation proc-
ess and monitor it in the light of the evolution of
aggregate demand,

Considerable attention has been given, especially
in the United States, to the Japanese trade surplus, al-
though the increase in the surplus with the United States
in 1992 was quite small, Economic growth in Japanisit-
self expected to reduce the surplus. It is important to let
growth reduce the surplus rather than the alternative
sometimes being advocated, mainly in the United States,
of targeting specific Japanese markets for foreign pene-

tration, which undermines the rule-based multilateral
trading system and will ultimately harm the world
economy.

In recent months there has been a greater show of
determination in G-7 to strengthen the IMF role in mul-
tilateral surveillance of national macroeconomic and ex-
change rate policies, to warn against the emergence of
large frade and payments imbalances among countries
and prevent currency crises such as the turmoil in the
ERM in 1992, This role of the Fund is not new and was
given to it in its Charter, but has received scant support
of the major developed countries. The renewed support
from these countries, if continued in practice, should
strengthen the role of the Fund, Multilateral surveillance
could thus Iead to better policy mix in the major indus-
trialized countries and to low interest rates in the interna-
tional capital markets. The latter is particularly impor-
tant for avoiding a sudden reversal of the positive net
financial flows to developing countries in the past two
years,

In the economies in transition, a significant im-
provement in living standards is a considerable way
away. Some of the most difficult tasks still lic ahead in
most of these economies, including privatization and re-
structuring of the larger state enterprises. The transition
is essentially for the countries themselves to undertake.
The world economy stands to loge in the long run, how-
ever, if external assistance is not better coordinated and
targeted than ithas been so far, and unless there is greater
readiness in the developed countries fo open their mar-
kets to exporis from these economies. The decisionto set
upan IMF Systemic Transformation Facility and the $28
billion assistance package for Russia worked out by G-7
in Tokyo in April 1993 are important steps in this regard.
A sizeable special drawing rights (SDR) allocation
along the lines recommended by the Managing Director
of IMF would also facilitate the conduct of economic
policy in these countries as well as in other countries fac-
ing constraints owing to the low levels of international
Teserves.

The recent improvement in growth performance in
the developing countries provides some justification for
optimism, especially as it has begun to improve the liv-
ing standards of the iarge majority of the population of
these countries. But there is little reason for compla-
cency. The size of the population in the developing coun-
tries where per capita output declined in 1992 equals that
of the developed market economies and is twice the size
of the population in eastern Europe and the former So-
viet Union. With living standards at a small fraction of
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those in the developed countries and substantially lower
than in most economies in transition, the challenge ofde-
velopment in the vast majority of the developing coun-
tries has not diminished.

The net flow of financial resources to developing
countries has dramatically changed direction after al-
most a decade. It became significantly positive in 1991
and rose further in 1992, Much of this has been private
capital flows to Latin America, partly reflecting renewed
confidence of investors and international financial mar-
kets in these economies, and partly recession and lower
interest rates elsewhere. The inflow, however, consists
largely of short-term funds and its impact on the much-
needed increase in investment is still small, On the other
hand, the flow of official resources, on which many low-
income countries, many of them African, are almost en-
tirely dependent, has not been increasing fast enough,
and prospects of any significant increase are slim. The
political constituency for foreign economic assistance is
on the decline in many developed countries and appears
unlikely to sirengthen again at least till economic growth
has resumed in these countries and their fiscal worrics
have lessened. Yet, the international community has an
unshakeable responsibility to support sustainable devel-
opment in developing countries, as committed under
Agenda 21, and assist in efforts at poverty alleviation.

The debt crisis of the developing countries has
largely receded as large restructuring of commercial
debt of a number of heavily indebted countries has been
achicved, interest payments on debt have diminished,
and modest progress has been made in forgiveness and
rescheduling of oficial debt of the poorer countries. Yet
many countries are still hobbled by debt and there arc as
yet few signs of growth in the heavily indebted countries.
For some of the poorer countries, especially those in

Aftica, the debt burden has worsened, largely because of

a continuing fall of prices of primary commoditics.
While more debt relief is needed, the critical issue is an
adequate level of external financial support to adjust-

ment and reform, leading to increased investment and
growth.

The failure to complete the Uruguay Round of mul-
tilateral trade negotiations was a major disappointment
of 1992, The Round remains stalemated on the question
of farm trade and only the political wiil of the major ne-
gotiators can bring about its successful conclusion,
Meanwhile, efforts to manage trade through bilateral
deals and unilateral action continued and, in some cases,
strengthened. In recent months trade war has been nar-
rowly averted and its threat continues in a number of ar-
eas, The trading system has also been losing its multilat-
eral character through the strengthening of trade blocs.
These developments call for more effective commit-
ments for a rule-based system of multilateral trade.

Economic stagnation in much of the world, espe-
cially in the developed market cconomics, and decline in
eastern Burope and the former Soviet Union, have made
it more difficult to reap the peace dividend that the end
of the cold war promised. While arms expenditure has
been declining in the major military powers, concerns
about its employment implications in a situation of
growing unemployment have tended to restrict efforis at
winding up military establishments. Conversions and re-
training face budget constraints. There have alsobeenef-
forts to increase exports of military hardware to preserve
jobs and, in some cases, earn scarce foreign exchange
which has the potential consequence of fuelling tension
in the importing regions through competitive efforts to
build military strength.

The difficulties of reaping the peace dividend in a
stagnant world economy illustrate the critical interrela-
tionship between economic, social and political issues.
Sustainable development, a smooth reallocation of capi-
tal and human resources from military to civilian uses, a
substantial increase in employment opportunities and
economic recovery in industralized countries are
closely linked. The importance of this interrelationship
and the challenge it poses for international cooperation
in the 1990s are now being increasingly recognized.?

NOTES

This assessment by the United Nations Secretariat is largely
based on Project LINK, a global econometric model incorpo-
rating over 70 national models The forecasts are based on the
following major assumptions:

Monetary conditions are expected to case further ina number
of developed market economies The model forecasts that
average short-term interest rates in 1993 will be 200 basis
points lower than in 1992 in Germany and the United Kingdom,

50 to 100 basis points lower in Canada, Japan and the United
States and 20 to 30 basis points lower in France and Italy
The trend to lower interest rates is expected to continue
through 1993 However, in 1994, United States short-term
interest rales are expected to rise as the economy strengthens,
and in the United Kingdom interest rates arc also expected
to rise on the assumption that sterling will re-enter the ERM
None the less, average short-term inferest rates in the de-
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veloped countries are expected to be lower in 1994 than in
1993, .

The fiscal stance of most developed market economies s ex-
pected to remain moderately restrictive or neutral in 1993, as
was the case in 1992, The growth rate of real public consump-
tion iz expected to fall in the cases of France, Germany and Italy,
but little change is expected in Canada, the United Kingdom
and the United States. In Japan, it is expected to increase sub-
stantially in 1993 and 1994,

{tis assumed that the average dollar price of oil in 1993 will be

approximately the same ag in 1992 Beyond 1993, oil prices are
assumed to move in line with the price of manufactured exports
of the developed market economies,

2[n January 1992, the Summit of the Security Council requested
the Secretary-General to prepare an agenda for peace, which he
submitted in June of that year (A/47/277-5/2411 1) and which s
under consideration by the Council and the General Assembly,
In December 1992, the General Assembly requested the Secre-
tary-General to prepare an agenda for development (resolution
47/181).
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Current developments and policies

World output increased by under 1 per cent in 1992

after stagnating in 1991 (sce table IL1). For the
third consecutive year, the growth ofworld output lagged
behind the growth of world population. That trend is
likely to persist in 1993,

Developed market cconomics, accounting for over
70 per cent of world output, continued to be in serious
economic difficulties, with output growing at a bare 1.5
per cent in 1992 and unemployment continuing to rise.

Table Il 1.

There were signs of a turn-about in certain eastern Euro-
pean economies, but output plummeted in others and in
the Russian Federation nnd the other successor States of
the former Soviet Union, Qutput in the economies in
transition as a whole is estimated to have declined 17 per
cent in 1992, after a 9 per cent fallin 1991. In the devel-
oping countrics, output increased by some 5 per cent, a
significant improvement on 1991, but there was a great
diversity of growth among countries.

Growth of gross domestic product (GDP) by region, 1981-1993

Memo items: comparative indicators

Growth of
popuiation,
Growthof GDP 1991-1995
(annual nercentage chanpge) {nverage GDP
annua Population in 1992
1981- percentage in 1992  (percentage
1988 gy 1990 1941 19927 1993% change) {miltions) of world)
World 29 32 16 D2 06 it 1.7 5479 100
Developed market cconomics 28 33 23 407 15 ‘h 0.7 847 74
of which:
United States 28 25 0.8 «1.2 21 3 LD 255 25
European Community- 2} 34 27 ¢ 09 12 oy 03 346 25
Japan 40 47 48 40 13 12 0.4 124 16
LEconomies in transition® 31 21 63 €90 -168 -10 04 393 8
Developing countries 31 35 34 34 49 5 20 4 238 18
Latin America
and the Caribbean 14 11 0.1 29 22 3 18 458 4
Africa 18 30 29 20 14 3 29 642 2
West Asin -1.7 32 19 <D 66 6 27 142 2
South and East Asia 59 6.1 64 53 49 5 19 1726 6
China 99 306 52 7.7 128 11 14 1188 3
Mediterrancan 2.5 0.3 b1 -19 -5.2 3 1.5 83 1

Source: UN/DESIPA Dhata on population are those published by the Department in Torld Population Prospeets. 1992 (to be issued as ¢ United

Nations publication)
@ Preliminory

b
H The former Soviet Union and eastern Europe.
¢

Forecast, based on project LINK . Estimates are rounded to the nearest kalf percentage point

After 1990, the former German Demoeratic Republic is included in Germany
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SERIOUS WEAKNESSES IN DEVELOPED MARKET ECONOMIES

The number of unemployed in the developed market
economies rose by 5.6 million from 1990 to 1992, reach-
ing 28 million,' The prospect is that almost 30 million
people will be unemployed in 1993, despite a second
year of economic “recovery”. This means that almost 8
per cent of the active labour foree is still without work in
these economies (see table A.6), many of them for long
spells. In Australia, Canada, Denmark, Finland, France,
Ireland, Italy, New Zealand, Spain and the United King-
dom of Great Britain and Northern Ireland, at least one
in 10 workers was unemployed in 1992 and about the
same or a higher proportion is expected in 1993, In Ja-
pan, where the unemployment rate has remained under
2.5 per cent, largely because corporate strategies have
generally eschewed layoffs in slow periods, several large
firms announced layoffs and plant closings early in

Figure Il 1

1993, Even in the United States of America, where eco-
nomic growth picked up in the second half of 1992, un-
employment remained about 7 per cent and has swollen
the number of people collecting food stamps to 26.6 mil-
lion, more than 10 per cent of the population?

The industrialized countries are thus passing
through a period of unusual economic difficulties. Ithas
been made more trying, however, because it comes at the
end of a long period when the employment situation im-
proved only very slowly, after the sharp deterioration of
the early 1980s (see figure 1L 1). Despite the resumption
of output growth following the recession of 1982, job
growth was held down by structural adjustment in indus-
try and the controlled pace of demand expansion, as sev-
eral developed market cconomies sought to wring out
inflation and inflationary expectations, And again, al-

Economic growth, employment and unemployment in the developed market cconomies, 1980-1992

Annual percentage change

Per cant of labour force

10 10
8 7 Right axis L 8
Unemployment 3
6 - -6

24 Left axis L .o
B - @pP “* Employment
""4 T E 3 : T I T i? i I I "'4
1980 1982 1984 1988 1988 1990 1992

wtf

Sonrce: UN/DESIPA, based in part oa data of OECD
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though GDP rose in 1992, the number employed did
not.

Moreover, with weak labour-market conditions,
real compensation per employee in the member coun-
tries of the Organisation for Economic Co-operation and
Development (OECD) grew only 0.8 per cent a year on
averape in the 1980s, It had averaged 2.1 per cent a year
during the period 1974-1979.}

The difficult situation of workers in the 1980s was
not as salient politically as it might otherwise have been
because real consumption levels grew more rapidly than
compensation. To some degree this was made possible
by growing official transfers, including social security
payments to the elderly and unemployment benefits that
have been relatively generous in some countries. It was
also the result of a major and irreversible social change,
the entry of large nurmbers of women into the labour
force and the increasing number of houscholds with
more than one wage-earner. But it was the result as well
of increases in household borrowing, collateralized
largely by rising housing values. Now that housing and
other asset prices have fallen and future income growth
is more uncertain, that borrowing scems to have been ex-
cessive. Indeed, one main reason the cuirent economic
situation in the industrialized countries has improved so
slowly is that the growth of indebtedness has had to be
reduced to a more sustainable level

This anaemic situation and the uncertainty, high-
lighted by the possibility of years of continued high un-
employment, have weakened the prospect that the re-
covery will strengthen. Houscholds scem to share the
assessment, as indicated by consumer confidence sur-
veys (see figure I1.2). The fall in consumer sentiment in
Germany and Japan in 1992 as their economies weak-
ened was quite natural, but the bouts of pessimism in
1992 in the economies that went into recession in 1991,
in particular in Canada, the United Kingdom and the
United States, were more than simple volatility. They re-
flected a continuation of a generally cautious attitude.
This is significant, as consumer spending, afler all,
makes up over 60 per cent of total expenditure in the de-
veloped market cconomics.

The overall weakness of the developed market
cconomies is aiso a reflection of the international char-
acter of the current business cycle It is, for example,
about as widespread as the previous cycle, but the
troughs arc far less deep. In the 1982 recession, the
cconormies of five of the seven largest and 10 of the 17
smaller industrialized countries grew by less than 1.5

per cent or declined; in the 1991 episode, again five of

the largest but only seven of the smaller economies were
in that sitoation. But because the slow-downs were gen-
erally sharper in 1982, the pace of activity in the devel-
oped market economies as a whole fell to nil in 1982,
whileitgrew 0.7 percent in 1991. By the same token, the
growth of output has been far weakerin 1992 than during
the 1983 upswing (1.5 per cent versus 2.6 per cent).
There were growth impulses from fewer countries in
1992—and the domestic impulses in those countries
were themselves quite weak—and thus there was little
mutual reinforcement of growth through trade and
financial flows,

As 1992 wore on, government leaders in the major
countries increasingly began to look at fiscal and mone-
tary means to stimulate their economies. Inflation feli
through the year to relatively low rates in several coun-
tries and monetary restraints were eased. There also
seemed to be room for a non-inflationary fiscal stimulus
in some countries. Fiscal actions were thus taken or an-
nounced in 1992 in Japan, the United Kingdom and the
United States and at the European Community Summit,
but each stimulus was a modest one. However, after the
finance ministers of the seven major economies met on
27 February 1993, the possibility began to be discussed
of jointly arranging credible steps in a new spirit of co-
operation to strengthen economic growth.

DEVELOPMENTS IN THE LARGEST ECONOMIES

The recession in the United States, the world's largest
economy, ended in March 1991, according to the com-
mittee of the National Bureau of Economic Research
that formally dates United States business cycles. Since
then and untif the end of 1992 the economy grew at a
2 per cent annual rate, the weakest recovery on record.
In contrast, the average annual rate of growth during
the first seven quarters of the past five economic recov-
eries was 4.5 per cent. Moreover, for the first time since
the Second World War, the United States has been
experiencing a recovery without significant job growth.
Indeed, unemployment rose in 1992 in spite of the
growth in output.

The pace of recovery scems related to a number of
developments. First, the recovery of consumer spending
was relatively weak, although residential constriction
was spurred by sharply lower interest rates, Secondly,
government expenditure restrained recovery in 1992, as
the Federal Government implemented cut-backs in mili-
tary spending and as States and localitics were forced to
reduce their expenditures in the face of recession-in-
duced revenue declines.” Thirdly, following the depre-
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Figure [1.2,
Consumer confidence in seven major economies,” 1989-1992
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ciation of the dollar and a resumption of import growth
in Latin America, surging United States exports helped
dampen the recession in 1991 and continued to prop up
United States GDP growth in 1992. Prospects, however,
are for this impulse to diminish as the European and
Japanese economics have stowed. Finally, although in-
vestment has in general been weak, equipment pur-
chases—especially computers, office technology and
communication equipment-—have been strong, as there
has been a broad push to raise productivity in the busi-
ness sector,

More generally, many large United States enter-
prises have been rethinking corporate strategies and
restructuring operations to regain a competitive edge.
In the effort to reduce costs, payrolls in some large
firms have been cut permanently and older factorics
closed. Inthe services sectoras well as in manufacturing,
productivity-consciousness has been on the rise. Indeed,
labour productivity grew more rapidly in services in
1992 than in manufacturing, while hiring in services vir-
tually stalled ®

If such productivity gains are sustained, there may
be an increase in the potential long-term United States
growth rate and, consequently, a more rapid improve-
ment in the standard of living in the future. In addition,
small increases in unit labour costs associated with ac-
celerated productivity growth could resultin a long-term
reduction in inflation. The difficulty at the moment is
that with slow income growth, demand for the more effi-
ciently produced goods and services does not grow ade-
quately. Thus the new United States Administration has
proposed a short-term fiscal stimulus along with its pro-
gramme to bring about the necessary medium-term re-
duction in the federal budget deficit. The appropriate
size and timing of the impulse, however, is still to be
legislated.

In Japan, the world's second largest economy, rapid
expansion had been so common that annual growth of
less than 3 per cent came to be considered with concern.
However, in 1992 GDP fell for three quarters, leaving
Japan in a state of outright recession (see table 112),
Thus, although the Japanese cconomy grew |3 per cent
for the year as a whole, it marked the end of one of the
longest expansions in the post-warera (sec table A.2) As
of early 1993, there were too few signs of renewed activ-
ity to suggest that recovery had begun But when it does
commence, it is expected to be a slow rebuilding of
growth, as in the United States.

The main source of the slow-down in Japan has
been domestic private demand Private consumption ac-

tually fell for two quarters 0f 1992, Consumer sentiment,
which has been declining since 1990 (see figure I1.2),
hit a 10-year low, reflecting consumers’ concern about
future income and employment prospects. It also re-
flected the fall in household wealth owing to the fall
in real estate and stock-market prices and the high level
of debt houscholds were carrying, as discussed below.
Employment is being adjusted through such measures as
reduction in overtime work, cuts in part-timers and
scaling down of new recruits, thus largely evading out-
right layoffs. Since Japan is facing a long-run labour
shortage, while it is also reducing the length of the work
week, layoffs will be avoided as much as possible. But as
the need for restructuring became acute, some signs of
breaking with the tradition of lifetime contracts in large
enterprises began to appear. Since these measures do re-
duce wage incomes and raise concern about the future—
concern that clearly appears in the consumer senti-
ment index—consumers are indeed restraining their
spending.

In addition, investinent in equipment, once a major
contributor to growth, declined in the fourth quarter of
1992 for the fifth consccutive quarter on a seasonally
adjusted basis and overall investment plans for the first
halfof 1993 dropped 6 per cent below the level in the sec-
ond half of 1992.7 Under current expectations for the
growth of demand, the private sector now has consid-
erable excess capacity.

With the expansion of private consumption and in-
vestment thus expected to be tempered for some time, Ja-
pan’srecovery depends on growth in three sectors: public
expenditure, already supported by a fiscal stimulus in
1992; private residential investment, also partly sup-
ported by official stimulus; and the external sector. The
prospective impulse from the last factor, however, is not
large, as world demand is weak and a ballooning Japa-
nese trade surplus has already caused uncasiness among
some policy makers both in Japan and abroad. The ap-
preciation of the yen in early 1993, morcover, will re-
duce the international competitiveness of Japanese ex-
ports.

Much hinges, in other words, on government pol-
icy, which in 1992 was applied with great caution. Mone-
tary policy was cased in several steps, albeit modest ones
that scemed to follow the downturn in the cconomy
rather than counter it; but the sources of weakness in pri-
vate demand do not seem very closely tied to credit con-
ditions. The Government also sought to stem the decline
in stock prices through increased purchases by official
entities. The concern here was not only the dampening
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Table I1.2.
Output, unemployment and inflation in seven major industrialized economies, 1991-1992
Quatier
991 1992 Year
i 1l 11 v 1 u ¢ w* 1991 1992°
Growth of gross domestic product®
Canada -5.9 55 04 00 04 04 1.2 35 -1.7 09
France 0.6 28 38 07 3.1 13 12 20 12 1.6
Germany® 10.1 24 -19  -14 79 -05 -20 -39 17 15
Italy 1.7 21 0.7 24 23 g9 24 35 1.6 09
Japan 6.7 40 1.7 2.1 4.1 09 22 03 40 i3
United Kingdom ~2.1 =31 1.1 03 28 07 04 64 23 -0.5
United States -2.8 18 11 0.7 29 1.4 34 47 -12 21
Total 1.4 1.8 1.1 0.9 32 0.4 0.6 1.1 1.0 15
Unempio)menf‘
Canada 101 103 103 103 107 112 115 115 102 112
France 9.0 92 9.7 a9 101 103 103 104 9.5 103
Germany® 4.3 43 4.4 43 4.5 417 48 5.1 44 48
Italy 99 100 9.6 9.9 929 939 99 104 99 101
Japan 20 2.1 21 21 20 2.1 22 23 2.1 22
United Kingdom B2 8.7 9.1 93 9.5 a7 161 10.5 87 100
United States 64 6.7 6.7 69 72 14 7.4 7.2 6.6 12
' Total 6.1 6.3 6.4 6.5 6.6 6.8 6.9 7.0 6.3 6.8
Consumer price increases®
Canada 6.4 62 57 4.1 1.7 1.4 1.3 1.7 56 15
France 3.5 32 3.0 29 3.0 3.1 27 21 31 28
Germany® 2.7 31 42 4.0 43 4.5 4 37 3.5 4.1
Haly 6.4 6.7 6.4 6.1 58 55 52 48 6.4 54
Japan 7 34 32 28 19 22 1.8 09 33 1.7
United Kingdom 86 60 48 4.1 41 42 36 X 59 3.7
United States 53 438 3.8 3.0 29 3] 3.1 30 43 30
Total 50 4.6 4.0 34 il 32 29 26 4.2 3.0

Source: UIN/DESIPA, based on data of IMF, OECD and national antherities

a Partly estimated,

b Percentage change in scasonally adjusted data from preceding quarter, expressed at annual rate {total is
weighted average with weights being 1991 GDP, valued at 1988 prices and exchange rates)

Ciermany is weslermn Germany only in this table

c
d Percentage of total labour foree; seasonatly adjusted data as standardized by CECD.
e Percentage change in average consumer price index in quarter relative to same quarter of preceding year
(total is weighted averge, with weights being annuad consemption vatued in 1988 prices and exchange rates).

effect on business and household spending, but also the
security of the banking system that was using as reserves
a portion of the capital gains earned on their own stock
portfolios. A fiscal stimulus had been incorporated into
the budget of 1992/93, mainly by “front-loading” expen-
diture on public investment projects; but this served
mainly to slow the deceleration in total demand. A sup-
plementary fiscal package totalling over 2 per cent of
GDP was announced in August 1992; yet it was not fully
adopted until the end of the year. As the economy still
looked weak in early 1993 and taking into consideration
requests from other members of the Group of Seven, the

Government announced its preparedness to embark on
an even larger stimulus package than the one in August.

1f macroeconomic policy in Japan and the United
States has been focused recently on designing a short-
term fiscal stimulus, the main concern in Germany has
been to bring down the government deficit that had been
swollen by the cost of integrating the new Lander into the
Federal Republic and pulling down the relatively rapid
rate of inflation that the integration strategy had set in
motion (sce tables A7 and A 8). Indeed, unlike in Japan
and the United States, the cyclically adjusted fiscal bal-
ance in Germany tightened in 1992. The main weapon
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thus far brought to bear against Germany’s inflation,
however, has been monetary tightening, The Deutsche
Bundesbank raised its interest rates from February 1991
into the summer of 1992, when they reached the highest
levels of the post-war era. Inflation has been slow to
abate, but real output was negatively affected (sce table
11.2)°

Output in western Germany stopped growing and
then declined increasingly rapidly during 1992, pulled
down by the high cost of borrowing owing to stringent
monetary policy. A major indirect circuit by which
monetary tightness cut back output involved a decline in
exports—particularly capital equipment—to weakened
European economies that had to keep their own inter-
est rates high to match the German rate moves. In addi-
tion, business confidence in partner countries was
shaken by a currency crisis that spread across Europe in
September,

The currency crisis arose out of the commitments
of several European Governments—both fellow mem-
bers of the European Community (EC) and its Exchange
Rate Mechanism and other neighbouring countries—to
maintain virtwally fixed parities of their currencies
against the mark (see box 11.1). Most European countries
had entered 1992 with slowly growing or declining
cconomies, high unemployment and slowing rates of in-
flation. Indeed, by the end of the year, inflation in France
fell to 2 per cent, a 36-year low. With commitments for
fiscal consolidation in many countries, monctary easing
was the policy of choice to try to raise the level of eco-
nomic activity. Nevertheless, in order to preserve ex-
change rate parities against the mark, these countries had
to maintain short-term interest rates above those in Ger-
many. The latter had come to set the floor under the in-
terest rates of partner countries as financial markets be-
came convinced that the mark would never be devalued
against any of the others.

For a time, the financial markets ignored the con-
flict between growth and employment priorities on the
one hand and fixed exchange rates on the other. But by
August, it seemed that the persistent recession in the
United Kingdom would require a British policy re-
sponse and the pound began to fall against the mark.
Speculators had begun to bet on a forthcoming devalu-
ation. Italian budgetary difficulties and fears that infla-
tion would ultimately force a lira devaluation also at-
tracted the attention of speculators. By September, there
had been several bouts of official intervention to defend
the established parities of these currencies as well as
statements and international meetings to bolster confi-

dence. On 8 September, Finland floated the markka and
speculators began to attack other currencies, in particu-
lar the Swedish krona. Sweden’s central bank raised its
marginal lending rate to 25 percent, then 75 percent and
later to 500 per cent in a battle that ultimately could not
be won.

By the end of September, the pound and the lira
were cut free of their link to the mark. Italy was on its way
to major budgetary reform and the United Kingdom
would develop a fiscal stimulus package as wel] as re-
duce interestrates. By the end of January 1993, the Span-
ish peseta was devalued twice, the Portuguese escudo
and Irish punt once, and Norway and Sweden abandoned
their policies of pegging their currencies to the Furopean
currency unit, the composite European currency. None
of these countries had been able to persuade the markets
that high and rising interest rates would be sustained un-
der recession, especially as these countries had to cope
with high levels of private debt that had accumulated in
the 1980s, as will be discussed below.

Along with speculative fever, a gencral business
uncertainty scemed to pervade Western Europe. It even
unsettled the franc-deutsche mark rate, which most in
the market believed had not been fundamentally mis-
aligned. Although that parity was maintained, the
Bangue de France spent FF 80 billion in one week in
September in its defence and interest rates had to be
raised despite a weak economy. In the fourth quarter of
1992, slow economic growth in France turned into
shrinking output (see table 11 2).

The year ended with a summit meeting of the Euro-
pean Community that, infer alia, adopted a growth in-
itiative containing a modest EC expenditure package
and a reaffirmation of the importance of econormic
growth. The Bundesbank raised its target growth of the
German money supply for 1993 and indeed German in-
terest rates have eased, if slightly and slowly, in the early
months of the new year. However, the scope for further
German interest rate reductions—and international
pressures to enact them—clearly siill existed

AFINANCIAL CONSTRAINT ON RECOVERY

Everywhere in the developed market economies the
prospect for recovery is weak. The watchword for con-
sumers and enterprises is caution amid uncertainty, a re-
action to the past as well as an assessment of the future.

In many countries, it reflects back on a time in the
1980s when there was much less caution, and when de-
regulation and financial innovations and the expecta-
tions of even higher values of shares and real estate led
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Policy-making, fixed rules and confidence: European lessons

OR SEVERAL YEARS exchange rates among
the currencies of the member countries of
the European Community (EC) were essen-
tially fixed, as were the parities against EC
currencies of five European trading pariners.
Then in September 1992 Western Europe
went through a foreign exchange convulsion,
the aftershocks of which continued into early
1993, Italy and the United Kingdom no
longer even seek to maintain the almost fixed
grid of intra-European parities that became
the hallmark of European monetary rela-
tions, and non-members Finland, Norway
and Sweden no longer peg their exchange
rates to the European currency unit.

The major interest in stabilizing Euro-
pean exchange rates and moving to a single
currency under the Community’s Maastricht
‘Freaty was to foster regional trade and finan-
cial flows. But the operations of the Ex-
change Rate Mechanism (ERM) of EC and
the informal pegging arrangements of the
non-EC currencies also served as a strategy
for monetary policy. For most patticipants,
fixing their exchange rates meant that their
monetary policy had to return their exchange
rates towards their central parities whenever
they began to depart. By an informal under-
standing, Germany’s monetary strategy was
different. It was expecled to actively steer the
(German economy, the largest in Western
Furope, to a low-inflation growth path.’

The premise on which the countries had
tied their exchange rates together and formu-
lated much of their macroeconomic policy
was that Germany would indeed providea
stable anti-inflationary anchor for the other
countries. Thus, the jump in inflation in Ger-
many in 1991 chatlenged that premise, It also
added a new chapter to a decades-old debate
on the efficacy of rules versus discretion in
the formulation of monetary policy.

The essence of the debate was whether
anation’s monetary authority could more ef-
fectively achieve a sustainable low-inflation
growth path (a) by secking to steer the
growth of the money supply and alter interest
rates and other financial market conditions
as the economic situation evolved, or (b) by
tying itselfto fixed rules for setting policy

variables. The key question was whether the
central bank had sufficient information to an-
ticipate the economy's changing monetary
needs or whether it would add to instability
by inappropriate reactions. Advocates of
rules supggested that regularly increasing the
money supply at a rate fixed with reference
to a measure of long-run nced would be pref-
erable to discretionary policy, although it
turned out that keeping the growth of
money—let alone credit—within targeted
ranges was not easily accomplished.

In more recent applications of rules for
policy-making, the national currency’s ex-
change rate is anchored to a stable foreign
currency or basket of currencies. If a coun-
try’s exchange rate was falling, the monetary
authorities would rein in the growth of
money and raise local interest rates, which
would encourage a movement of foreign
funds inta the country, strengthening demand
for the currency and pushing up its exchange
rate. [fthe currency’s initial weakness had
been the result of relatively high inflation,
the fixed-rule policy would be consistent
with one that sought to steer the growth of
money and the level of interest rates towards
targets that would be consistent with lower in-
flation. Indeed, policies that might have been
politically difficuit to follow had they been
discretionary could then be viewed asacon-
sequence of a larger, binding commitment to
exchange rate stability, as in the ERM.

Past experience with “pegged” ex-~
change rates, however, has shown that they
do not always work smoothly. Even when
there were restrictions on international capi-
tal flows, private finance found ways to move
funds from currency to currency when the
prospects of substantial profits arose from de-
valuations that monetary suthorities were try-
ing to prevent. Indeed, all major currency ex-
change rates have floated since the early
1970s, although groups of Western European
countries repeatedly sought to recreate rela-
tively stable rates among themselves. To com-
plicate matters further, financial markets
have been developing rapidly and becoming
increasingly integrated internationally, as-
sisted by a progressive liberalization of
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policy regulations and the advance of com-
munications technology. In Europe, the last
restrictions on intra-EC capital movements
were removed in July 1992 ineight of the 12
member countries. In effect, the only way
that the exchange-rate anchor could work as
a fixed rule for monetary policy was if the fi-
nancial markets believed that the exchange
rate target was a reasonable one, i.e., that it
was consistent with what discretionary pol-
icy-making would choose. This was thus the
broad theme of European monetary policy in
the 1980s. Germany had the lowest rate of in-
flatton and to maintain fixed parities with the
deutsche mark, partner countries necded to
bring their inflation rates down to the Ger-

man level. As the figure shows for the four
largest EC countries, this was largely happen-
ing. The difficulty began whea Germany no
longer had the lowest inflation rate in EC.
Absorbing the eastern Ldnder into Germany
was & major economic event that required a
large economic adjustment by Gerny. By
1992, German inflation was the highest it
had been in a decade and was not even among
the lowest in EC. The German authorities
thus raised domestic interest rates to fight
inflation, which also attracted funds from
around the world. The deutsche mark rose
sharply against every currency that was not
tied to it.

European inflation rates, 1980-1992
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Had the partners followed discretionary
policies, they wauld have steered a low-inter-
est course and benefited from the trade stimu-
lus coming from a fall in their exchange rates
against the deutsche mark. In addition, in
some countries, as discussed in the text, the
financial system had been weakened by an
excessive spate of borrowing by enterprises
and households and low interest rates would

have helped to spur the financial adjustment
process that had bepun.

As it was, Germany’s partners were fol-
lowing a fixed-rule policy that had become
untenable. In some of these currencies, the
accumulation of years of domestic prices ris-
ing more rapidly than German prices had
made their fixed exchange rates overvalued,
requiring either a devaluation ora long
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period of slower inflation and thus weaker
growth than in Germany to restore “equilib-
rium’”. Yet, devaluation was ruled out. More-
over, to maintain fixed parities with the mark
after German interest rates rose required
higher rates in partner countries. Meanwhile,
the higher exchange rate of the mark against
the dollar and other currencies also raised the
exchange rate of the pound, the lira and all
the others that were tied to the mark. Their
degree of overvaluation was thus accentu-
ated.

The financial markets began to take no-
tice of the potential difficulties, especially af-
ter the Danish and French votes on the Maas-
tricht Treaty suggested less popular
enthusiasm for the policy directions embod-
ied in the Treaty than had been supposed. The
atmosphere became such that even ifa coun-
try had devalued, market sentiment would
have been damaged anyway and domestic in-
terest rates would have had to be high to stem
a market overreaction. Indeed, Spain raised
rates to defend the peseta before it was deval-
ued and then lowered interest rates, but not
by the full amount by which they had been
raised,

One lesson of this episode seems to be
that rules cannot substitute for discretion in
policy-making. The confidence of the finan-
cial market grows out of the credibility of the

policy choices made, not in the rules being
followed. A central bank that decides to fol-
low a rule is still a policy-making organ and
no one rule gives the right policy for every
situation. If a central bank convinces the fi-
nancial market that its policy is to follow a
particular rule, then there will be a period of
uncertainty and speculation first when the
rule becomes untenable and then afler the
rule is dropped or altered. The persistence of
relatively high interest rates in some Euro-
pean countries after the 1992 devaluations is
a case in point.

Exchange rates can be fixed, but the
commitment to fix rates must be irrevocable
and national monetary policy must be fully
devoted to the commitment. Active monetary
policy, for example, counter-cyclical policy,
would require joint decisions by the grouping
of countries. The pressures that would push
member countries te enact any other national
monctary policy must be eased through other
means, such as automatic — and perhaps dis-
cretionary — fiscal transfers to depressed re-
gions. Indeed, one value of a strong central
authority in a federal state is that automatic
fiscal stabilizers can make the short-run
costs of belonging to the unijon acceptable so
the long-run benefits may be garmered. Euro-
pean attachment to fixed exchange rates was
far from such a commitment.

2 Germany akso had to help maintain parities when they came under altack, ¢.g., buying
partner currencics that were falling against the deetsche mark. As a side effect of the latter
was to increase the supply of marks in circulation, German monetary management became
complicated whenever there was a European speculative episode.

firms and houscholds to spend beyond their means. In-
deed, in several couniries the recession was itself a part
of the adjustment to a more sustainable financial situ-
ation in the private sector.'

During the 1980s, private debt levels jumped in
Australia, Canada, France, the Nordic countries, Japan,
the United Kingdom and the United States (sce figure
I1.3). Debt climbed to record levels in relation to output,
after having been broadiy stable in the 1970s. For exam-
ple, from 1950 to 1982, the relationship in the United
States between private sector debt and output was quite
stable, with growth in debt slightly outpacing that of
nominal GDP. This close relationship broke in the 1980s
and by 1990 the ratio of private debt to GDP reached
1.35,up from 1.03 in 1982, In the United Kingdom, debt

of the private non-financial sector doubled as a percent-
age of GDP between 1980 and 1992; it rose by over 80
per cent in Australia, 75 per cent in Sweden and over 40
per cent in Finland and Norway.

The United Kingdom was the most extreme case of
the growth of household debt. It would require a 32 per
cent fall in debt or a 46 per cent rise in personal income
to return the British debt-to-income ratio to the 1980s av-
erage. In Japan, it would require a 26 per cent fall in debt
or a 35 per cent rise in income; in the United States, a 19
per cent fall in debt or a 23 per cent rise in income would
be needed."!

If the details and scale of the debt problems varied
from country to country, the main causes and the end re-
sults were similar. Expectations of long-run increases
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Figure I1.3.
Private debt in selected developed market economies, 1980 and 19906°
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in asset prices associated with rising demand had
fuelled a surge in financial activities that was released
by financial liberalization policies. Rapid credit
growth drove up house and property prices, as well as
the values of financial assets, thereby adding to personal
and corporate wealth. The prospect of further gains pro-
vided yet additional incentives for new borrowing and
lending and the higher-valued assets provided increased
collateral. For some time the debt build-up thus fed on
itself.

By the end of the 19803, inflation began to rise and
monetary authorities in several countries tightened pol-
icy. The process of new debt creation stalled and the mis-
match between debt-service costs, on the one hand, and
profits and incomes, on the other, became unsustainable.
Personal income growth lagged far behind mounting
debt-servicing payments, while corporations lost some
of the ability to pass on cost increases — in this case
sternming from high interest costs - to final buyers who
had become more cautious spenders. Strains on profit-
ability came to the surface, and in the absence of new
credit injections, asset values tumbled. The rise in the
share of income devoted to interest payments began to
restrain private sector spending. The recessionary forces
gained momentum.

In some cases, the subsequent expenditure con-
straint was quite marked. In Australia, for example,
where the comparative level of corporate debt had been
unusually low, borrowing doubled the debt-to-GDP ratio
inthe 1980s and raised the debt burden even more as real
interest rates rose. As a consequence, even with the sub-
sequent easing of interest rates in the Australian reces-
sion, gross fixed capital formation fell more than one
fifth from its 1989 peak to 1992 when output recovery
began, albeit without a pick-up in investment.

One of the problems in Australia had been an over-
building of business structures and, indeed, real estate
seems to have been one sector that was widely affected
by the debt surge. It formed part of the problem in Japan
and the United States, as will be discussed below. In
Europe, the debt build-up has been mostly, if not solely,
associated with real estate, both residential and commer-
cial. And just as the debt build-up raised property prices,
the collapse in private credit growth caused a rapid fall
in property values, with commercial properties falling
more sharply than houses. In the United Kingdom, for
example, prices of commercial property plunged 45 per
cent from their peak in 1989 to 1992, while housing
prices fell 25 per cent. Commercial property prices have
plummeted in many of the major cities in Australia, Can-

ada and Europe. For instance, capital values fell by 50
per cent in Stockholm and 40 per cent in Paris from
their peaks in 1990 to 1992, and about 30 per cent in Bar-
celona and Madrid and 20 per cent in Milan from 1991
to 1992

Another consequence of the 1980s eruption of debt
has been to weaken the financial sector itself in many de-
veloped market economies, The intent of the wave of fi-
nancial deregulation in the 1980s had been to promote
greater competition and efficiency in the financial sector
and the surge of innovations in financial products and
new uses of debt were testimony to its effectiveness. But
the combination of high debt burdens and failing asset
prices also badly damaged the credit standing of finan-
cial institutions themselves.

The Nordic countries have had particular difficul-
ties, Many of the big banks in the region have gone bank-
rupt or have been sustaining large losses in the midst of
collapsed property markets and record loan defaults. The
Governments of Finland, Norway and Sweden have
spent over $16 billion supporting their banks in the past
three years. After expansion in the 1980s, total write-offs
of Norwegian banks’ property holdings alone exceeded
$9 biltion by mid-February 1993, and as part of its finan-
cial rescue, the Government has taken over full or con-
trolling ownership of all of the country’s biggest com-
mercial banks. Losses by all Finnish banks were
estimated at about $4.5 billion in 1992 and about the
same order of magnitude of losses is expected in 1993
With equity capital in the Finnish banking system at the
end of 1991 of $11.4 billion, the two years’ losses would
virtually wipe out the sector’s equity capital.”

Even in less extreme cases, the financial sector has
been jolted. In France, for example, banks and insurance
companies that were hit quite strongly when the property
market turned downward have been shoring up the mar-
ket through cross acquisitions and support for property
developers. Banks themselves showed large declines in
profits in 1992 or outright losses—most for the first time
in their history—owing to debt write-offs or taking pro-
visions against bad loans,

Thus the financial sector, as well as non-financial
institutions, have had to modify their borrowing and
lending strategies and repair their balance sheetsasare-
sult of the debt explosion, Restraints on the ability to ex-
pand private credit seem likely to subside only gradually,
limiting the potential pace of economic recovery for
the next few years in several countries. On the other
hand, the situation of financial institutions in the United
States advanced more rapidly in 1992 than might have
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been expected, although even there, several difficulties
Ternain.

The case of the United States

Private debt had exploded in both the business and the
household sectors in the United States. Most new house-
hold debt was in the form of residential mortgages,
which accounted for 75 per cent of the growth in the
total between 1982 and 1992. The combination of the
baby-boom generation moving into the family-forma-
tion stage of life, an casier access to credit sources and a
steady rise in housing prices more than offset the disin-
centive to mortgage borrowing from high real inter-
est rates in the 1980s. All in all, total household debt in-
creased from 75 per cent of disposable personal income
in 1980 to 94 per cent in 1990 and interest payments rose
from about 15 per cent of income to 18 per cent.

Inthe corporate sector, heavy debt growth had been
driven by excessive investment in commercial structures
and by a wave of mergers and buy-outs facilitated by
ready availability of finance. Between 1984 and 1990,
United States corporations retired $640 billion of equity
while borrowing about $400 billion from banks and
other depository institutions and another $650 billion in
the securities markets. As a result, the ratio of corporte
debt to operating income climbed from 2.0in 1982103 2
by 1991.

Only a portion of the corporate debt build-up was
used for capital accumulation. Indeed, the ratio of do-
mestic investment to GDP suffered a substantial decline
during the period when debt growth was most rapid. The
vast bulk of the debt was associated with increased
spending on real estate and company reorganizations

It seems likely that the limit to private debt capacity
was reached as the 1980s ended. The gap between debt
and the capacity to service it suddenly seemed to widen
dangerously, as the prospects for incomes and asset val-
ues changed in the slow growth environment that the
1990s were turning out to be. Amid growing financial
strains, businesses and houscholds therefore began a
balance-sheet restructuring to reduce their debtrisks and
the cost of debt service. Atthe same time, the banking in-
dustry that extended many of those credits has been

struggling to improve its financial health in the wake of

expanding loan losses.

Houscholds have tempered their expenditures and
begun to reduce their debt. In both 1991 and 1992 con-
sumer instalment debt fell—the first such decline onre-
cord—while the growth of mortgage indebtedness flat-

tened. In addition, as long-term interest rates have de-
clined, houscholds refinanced mortgages and other
loans. As a result, by the end of 1992 the ratio of house-
hold interest payments to income fell back to approxi-
mately 16.5 per cent, thereby cutting the 1580s’ prowth
in the interest ratio in half.

United States corporations have also taken advan-
tage of lower long-term interest rates by refunding their
outstanding high-rate debt. In addition, since 1991, after
cight years of net cquity refirement, equity financing re-
sumed. Moreover, to restore profitability, companies
have aggressively cut non-interest costs through plant,
office or outlet closure, permanent staff reductions and
equipment investment, as noted previously. Together,
all these efforts have significantly reduced financial
stress in the corporate sector so that by the end of 1992,
its ratio of netinterest payments to operating income was
about 19 per cent, down nearly 5 percentage points from
the mid-1989 peak and returning to levels of the mid-
1980s.

In the financial sector itself, job cuts and unusually
heavy purchases of long-term government securities,
instead of making loans, have increased earnings. In-
deed, in 1992, for the first time ever, the share of govern-
ment securities surpassed commercial and industrial
loans in the portfolios of United States commercial
banks. Besides, reduced dividends and record equity is-
sues have helped to strengthen the capitalization of com-
mercial banks. Thus, in 1992 the number of bank failures
and the amount of assets involved were well below the
1991 totals,

At the macroeconomic level, this balance-sheet
adjustment seems to have curtailed aggregate spending
in 1992. Not only have borrowers been reluctant to in-
crease their debt at this time, the need to improve capital
positions may also have forced banks to restrict lending,
not merely for commercial real estate and highly lever-
aged acquisitions, but, in some cases, also for normal
short-term financing. All in all, the broad money supply
(M2) grew only 2.2 per cent, the smallest increase in over
30 years and less than the growth in prices. The real
money supply thus decreased in 1992, the fourth succes-
sive year of contraction {see fable A.8). Nevertheless, the
sluggish behaviour of spending and, consequently, weak
demand for loans seem to have accounted for much of
the sluggishness in bank lending.

Although considerable progress has been made in
the adjustment process in the United Siates, financial
strains are likely to continue to dampen growth in 1993
Despite the developments noted above, debi-to-income
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ratios have declined only modestly. Morcover, itappears
likely that the restoration of debt-to-income ratios to the
levels of the 1980s will not lead to the resumption of the
borrowing habits of the 1980s. On the contrary, desired
debt levels may have been moving downward. There may
have been a fundamental reassessment of the underlying
assumptions and expectations that boosted the debt
build-up in the first place. But for debt ratios to fali be-
low the level of 1980, it would require the growth in pri-
vate debt to remain below that of GDP for an extended
period. That has not occurred since the 1930s.

The case of Japan

If Japan also succumbed to financial excesses in the
1980s, it led there to an excessive amount of investment.
In the late 1980s, private non-residential investment rose
to 22 per cent of GNP compared to 14 to 15 per cent in
the first half of the 1980s.

During the mid- to late 1980s, bank lending grew at
an unprecedented rate, as borrowers were drawn by low
interest rates and lenders were spurred by financial de-
regulation. As a result, land and property prices as well
as equity prices skyrocketed. Indeed, the land value of
the Tokyo area alone tripled in three years, 1986-1988,
before beginning to recede in 1989, The capitalization of
the Tokyo Stock Exchange tripled over four years, 1986-
1989, before it, too, began to contract, These were clearly
speculative “bubbles”.

The boom in the stock market made it cheaper for
corporations to raise capital. Between 1987 and 1989,
corporations raised about $350 billion of new capital by
issuing stocks and equity-linked bonds, i.c., bonds that
paid unusually low interest rates because they also car-
ried warrants for conversion into equity. The effective
cost of equity finance was less than 2.5 per cent.” These
rates were possible only because of the belief that the
Japanese equity market would only move in one direc-
tion—upward.

With cheap, equity-linked funding available, the
big manufacturing companies reduced their borrowing
from the banking sector. The banks then shifted their
lending to smaller companies, especially real estate and
construction firms. The stock of bank loans extended to
the real estate and construction sectors thus grew from
¥34 trillion in 1985 to ¥73 willion in 1991. Real estate
companies, in turn, invested the borrowed money in
land, mostly for speculative motives. At the same tirne,
other financial institutions also substantially increased
their lending to these sectors.

By 1989, the Bank of Japan became concerned
about the “asset inflation” and signs that pressures for
price inflation were building. Monetary policy was thus
tightened and interest rates began to rise. The Nikkei
stock index responded by descending from the peak
reached at the end of 1989 and fell 40 per cent in one
year. Following a relatively calm 1991, it fell another 38
per cent by mid-August 1992, which was one factor that
prompted the Government’s economic package an-
nounced at that time. Land prices started to fall in the lat-
ter half of 1990 and fell through 1992, After asubstantial
fall in 1991, prices of land in residential areas in the To-
kyo region still fell by 14.6 per cent and in the Osaka re-
gion by 17.1 per cent during 1992, according to a survey
by the National Land Agency. It was only the second
time since the end of the Second World War that land
prices fell.

The decline in stock prices and property value left
the banks with large amounts of bad loans: in the six
months to September 1992, non-performing loans—
loans on which interest was not paid for at least
six months—of the largest 21 banks rose by more than
50 per cent to ¥12 trillion (about 2.6 per cent of total
assets), according to data released by the Ministry of
Finance.

Given the accelerated decline in land prices, the
banks’ bad debts were likely to continue to grow. At
the same time, the banks’ loan-loss reserves have not
risen. In addition, the plunge in the stock market reduced
the banks’ unrealized gains on holdings of securities,
part of which is officially considered loan reserves, from
apeak of ¥61 trillion in September 1989 to less than¥135
trillion in September 1992. This still covered the poten-
tial losses from non-performing loans, but if the banks
had to sell their sharcholdings to cover losses, it would
disrupt the market, lower prices and reduce the revenues
realized.

In the meantime, although some portion of new in-
vestment made in the late 1980s went for productivity
enhancement, most companies came to carry huge ex-
cess capacity, amid falling demand and a sharp profit
squeeze. To enhance profits, corporations are thus mak-
ing deep reductions in costs, including prospective wage
and job cuts and sharp cut-backs in investment. More-
over, the enormous decline in equity prices raised the
cost of capital, both for firms that might be interested in
floating new equity issues and for firms that had used the
equity-linked bond financing. Where the equity war-
rants were not exercised, the firms have to refinance the
maturing bonds at higher cost.
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If, in the United States, the adjustment has concen-
trated on reducing the private sector’s debt-to-income ra-
tio, the adjustment in Japan centres around absorbing ex-
cess capacity and learning to live with less paper wealth.
Both point to less buoyant demand conditions in the
years ahcad. But whereas the adjustment in the United
States has already served to strengthen bank balance
sheets, the health of the banking system remains a major
concern in Japan To address the problem, the Govern-
ment has supported the stock market, purchasing shares
using government-controlled funds to buoy prices, as
noted above. In addition, 162 private financial institu-
tions set up a company in late January 1993 with an in-

vestment of over ¥7.9 billion, which is to buy up about
¥500 biltion worth of non-performing debt in the fiscal
year ending in March 1993. The company bought up
¥682 billion of non-performing loans by the end of
March 1993, 36 per cent over the initial expectation. The
peak of the operation, however, is expected to be the
1993/94 fiscal year. The banks are thus hoping to resolve
the problem of the bad loans themselves. Unless they do
s0, they would not be able to expand lending adequately,
which might severely undermine the growth of eco-
nomic activity and a banking rescue by the Government
might be needed. This could only dampen the pace of
ECOTIOMIC recovery.

DIFFICULT TRANSITIONS TO MARKET ECONOMIES

The transformation from centrally planned to market
economies and from closed to open political systems in
eastern Europe and the successor States of the Soviet Un-
ion has been under way for several years, at least in some
of these countries. All of them have undergone severe
economic depressions and most have seen very high in-
flation and substantial unemployment without an ade-
quate social safety net to cushion the loss of carnings.™
In 1992, at last, it seems that the corner might have been
turned in three relatively fast-reforming countries in
eastern burope: the former Czechoslovakia, Hungary
and Poland. For the others, additional economic decline
seems to still lie ahead.

POSSIBLE TURNING POINTS IN EASTERN EUROPE

Although output declined about as rapidly in 1992
as in 1991 in Bulgaria and Romania, the decline in
output slowed (and on a month-to-month basis ended)
in the three faster-reforming cconomies, giving a
sensc that their transition processes might soon stast an
expansionary phase. Indeed, the economics of Hungary
and Poland are expected to grow in 1993 (see table
ANE

Industrial production in eastern Burope followed
a similar, if more accentuated, course to that of total
output, while severe drought, policy uncertainties and
an inadequate agricultural credit system combined to
produce a very poor harvest and the lowest level of agri-
cultural production in a decade across the region (see
table A.10} In the faster-reforming countries, con-
struction activity showed signs that the end of the re-
cession might be close. After a long and severe

decline associated with falling investment activity,
construction grew in Czechoslovakia and Poland in
1892 and in Hungary the decline in construction activity
slowed.

The relatively more successful countries also shared
certain features in the structure of demand for their out-
putin 1992. Thus, while domestic demand continued to
drop, export volumes grew (sec table A.19). Although
Czechoslovakia's trade had earlier been more oriented to
enstern European and Soviet trade partners, by 1992 its
trade structure approached that of Hungary and Poland,
which had eartier built up exports to the developed
market economies. In cach case, roughly two thirds
of shipments are now made to those economies, ahout
haif to the European Community (see chap. HI),

Investment still remains depressed, however,
throughout the region (see table A 10). In Poland,
though investment stopped declining in 1992, gross
capital formation was still at four fifths of its previous
peak in 1988 In Hungary, the decline in investment had
been much steeper; its gross capital formation in 1992
was about three quarters of the level in 1989 Czechoslo-
vakia's recession began only in 1991, but investment ex-
perienced an cven faster decline, with the level in 1992 at
about 70 per cent of the 1990 level. The investment situ-
ation was far worse, however, in Romania: after three
years of severe contraction, investment dropped an addi-
tional 20 per cent in 1992, bringing it to only one third of
the published level for 1988.

The degree of social upheaval brought on by the
transition is not adequately captured in economic statis-
tics, but they do give an indication of the changes thatare
under way. Thus, in aregion in which unemployment was
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Table 1.3,

Unemployment and inflation in eastern Evrope, 1990-1992

Unemployment

Consumer price increases®

1994 1991 1992 1990 1991 1992

Albania . - " . 104.1¢ 249.1¢
Bulgaria 1.6 11.5 159 193 3385 793
Czechostovakia 1.0 6.6 5.1 9% 579 108
Hungary 1.7 7.4 123 289 350 230
Poland 63 11.8 136 5847 70.3 430
Romania 1.3 30 84 57 165.5 2104

Source: UNECE and UN/DESIPA.

a Registered uneeaployed as 2 percentage of lubour force, end-of-period.

b Perceatage change in avernge consumer price index in year relative to the preceding year

c Within-year {December to December of preceding year),

once quite unusual, millions are unemployed and three
Governments are now reporting double-digit unemploy-
ment rates (see table 11.3). One country that is not is the
former Czechoslovakia, where unemployment fell from
6.6 per cent of the labour force in 1991 to 5.1 percent in
1992, aithough the low unemployment was restricted to
the Czech Republic, which ended the year witha2 5 per
cent rate. In Slovakia, the unemployment rate was 10.2
percent at that time, Bulgaria had the highest unemploy-
ment rate in eastern Europe in 1992, overtaking Poland,
which had the highest rate in 1991 Unemployment in
Poland reached 13.6 per cent in September 1992, which
was also the rate at the end of the year, although itisex-
pected to rise again in 1993, In Hungary, 12 per cent of
the labour force was unemployed at the end of 1992 and
the rate was expected to rise further this year, albeit ata
slower rate.

When most of these economies were centrally
planned, demand-supply imbalances at the consumer
level resulted in various forms of rationing. High infla-
tion was an unusual phenomenon; but it soared every-
where in the region once the transition process began
(see table 11.3) '® In all the eastern European countries
except Albania and Romania, however, inflation de-
clined in 1992. In the former Czechoslovakia, after a
large price adjustment in carly 1991, inflation slowed un-
der tight monetary policy. Thus, although consumer
prices rose 58 per centon average in 1991, there was only
an 11 per cent rise in 1992, Nevertheless, inflation began
to rise again in the early months of 1993 in both succes-
sor States, in part as a result of the introduction of a
value-added tax and possibly its abuse by companies and
traders who raised prices by more than the amount of
the tax.

EASTERN EUROPEAN EXPERIENCES IN THE PROCESS
OF TRANSITION

The fundamental business of economic transition is in-
troducing and spreading all the necessary institutions of
a market economy. The centrepiece is the enterprise—
whether farm, factory or service provider—that makes
decisions about what to produce, how to produce it and
where to sell it, and that negotiates with workers over
wages, with financial institutions over credit, with sup-
pliers over inputs and buyers over outputs. The enterprise
is responsible for all these decisions and more and it is
normally rewarded with profits if it makes good deci-
sions and with losses-~—and ultimately bankruptey-—if it
makes poor ones. The enterprise needs an appropriate
ownership structure, a system of corporate governance
and a process for transferring ownership.'” The market
economy also needs an adequate legal system to define
and enforce contracts that are the formalization of all the
decisions, as wel! as defining and enforcing property
rights themselves. It needs a financial system that canal-
locate credit appropriately, as well as provide a proper
range of credit instruments. It needs a Government that
can oversee market activities, define acceptable stand-
ards of market behaviour, prevent some abuses and cor-
rect others, foster competition and provide public goods.
It also needs some intangible factors, such as a presump-
tion of self-reliance and personal initiative and a shared
perception that the inequities of the society will be lim-
ited. Almost all of these institutional requirements of a
market economy had to be created anew in eastern
Europe.

Asif creating the institutions of market economies
was not difficult enough, the transitions began (or earlier
reform efforts ended) with policies that led to the emer-
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genceofrapidinflationandturbulent conditions in gov-
ernment budgets. Institution building had to be done at
the same time as economic stabilization,

In several cases of very high inflation in market
economies, an approach to macroeconomic stabilization
known as “shock therapy” was applied, wherein mush-
rooming budget deficits were sharply cut back, domestic
prices and imports liberalized, the exchange rate deval-
ued and interest rates stepped up while the growth of the
money supply was qguickly reduced. The purpose of the
shock was to squeeze inflationary expectations out of the
cconomy, while reducing the economic---as opposed to
administrative—ability to raise prices. As far as reduc-
ing inflation was concerned, especially very highrates of
inflation, the treatment worked. However, it could not by
itself address the important social and economic pres-
sures and structural inadeguacies that led the Govern-
ments to create the high inflation situations in the first
place.'® Such a shock therapy was vigorously applied in
Poland where near hyper-inflationary price increases
were stopped by 1991; however, inflation was still 43 per
cent in 1992, with no growth in output,

The netion of shock therapy was also extended into
a strategy of transition itself, although it focused mainly
on changing the ownership structure of property. Per-
haps the idea here was to push privatization quickly and
keep potential opponents off balance. But it is clearer to-
day that all policies for the main institutional compo-
nents of transition, letalone stabilization, need to be con-
sidered simultaneously and that the requisite policy
package might not entail a generalized “shock™ ap-
preach. Indeed, some forms of privatization usually can-
not be done quickly. In particular, if a high level of for-
eign debt essentially restricts foreign capital inflows to
aid or direct investment or if access is sought to advanced
technology and management, a Government may seek to
sell some state enterprises to foreign investors. Even
when market economies sell state enterprises, the proe-
ess is generally a lengthy one.

The transition countries began their transformation
process with different degrees of market odentation
within their basically planned systems and different
stocks of management skills and entrepreneurial spirit,
both at home or in émigré communities that might con-
sider local investment. Hungary, in particular, was in a
unique situation on the eve of transition. As a result of
earlier market-oriented reforms, Hungary could opt for
a gradualist approach and try to avoid-—albeit unsuc-
cessfully—the steep decline in economic activity that

was experienced by, say, Poland, which sought to follow
a shock-therapy strategy.

Despite all the controversy about shock therapy or
a gradualist approach to transition, the pace of the re-
forms in the three faster-reforming cconomies has been
quite similar. The share of the private sector, for exam-
ple, is increasing relatively fast in ail three countries.
Besides the varions privatization programmes, large
numbers of sinall businesses are continuously being es-
tablished.”

Poland is the most advanced on this score. Hs pri-
vate sector produced about 45 per cent of GDP in 1992,
owing in part to the weight of agriculture, which has tra-
ditionally been private, butalso as a result of the success-
ful “small privatization” programme under which the
Government sold or licensed small-scale retail rade and
a large part of consumer services.” Small, foreign-
owned companies have also been burgeoning in the
country.

In Hungary, the proportion of private-sector output
was smaller than in Poland, although Hungary advanced
much further in privatizing medium and large compa-
nies. The transformation of agriculture has not been
completed and the extent of privatization in retail trade
has been slowed by the local government councils that
own the land on which state-owned properties to be pri-
vatized are situated.

In the former Czechoslovakia, the programme to
foster small-scale private enterprise was successfully
completed, although the firms generally operate in prop-
crties leased from the State, while ownership reform in
agriculture was stalied. The 1992 wave of privatizing al-
most 1,500 companics is slated to be complsted this
year, i.e., equity shares were priced in 1992 and are to be
distributed and be available for trading in 1993.2' Sub-
sequent waves would be arranged separately in the
Czech Republic and Slovakia.

It seems from the experience thus far, in other
words, that macroeconomic stabilization and institu-
tional transformation are closely linked and that some
measures in one arca are prerequisites or must be taken
simultaneously for policy to be effective in another For
example, by now all transition economies have learned
that tight monetary control will not work as expected to
bring down inflation if firms can evade the control by in
effect creating their own credit in the form of arrears.
Hungary was the first transition cconomy to experience
widespread non-payment among state enterprises after
tightening its monetary policy. Non-performing assets
may be a general feature of market economies, espe-



30 WORLD ECONOMIC SURVEY 1993

cially in recessionary periods, but not on the scale of the
transition economies.** In Hungary, the bankruptey law
that began to be enforced in 1992 brought the first signs
that the practice could be curbed, as the stock of unpaid
obligations began to decline.®

The economic function of bankruptcy law is to
close or reorganize insolvent firms. But a potentially
profitable and productive enterprise can become bank-
rupt as a result of a cash squeeze. Thus, firms should
have appropriate access to credit, This requires that fi-
nancial institutions be able to distinguish solvency prob-
lems from liquidity problems in enterprises; e.g., loan
officers in banks need to understand the enterprises well
and the industries in which they operate. The financial
institutions also need to be able to mobilize sufficient
credit to prevent unnecessary bankruptcies. Toactasa
financial intermediary, the banks must themselves earn
the confidence of potential depositors and lenders,
which in turn requires that the bad debt that they inher-
ited when they were formed out of the state financial sys-
tern and which they hold as assets on their own books
must be cleaned up. In short, for a bankruptey law to op-
erate efficiently, a country also needs an effective finan-
cial system.?*

It is also important to recognize explicitly the
highly political nature of the transition. What is at stake
is nota mere technical exercise to be left to “experts”, but
a reallocation of the productive wealth and liabilities of
the nation and the power to use it. Indeed, in eastern
Europe, where centrally planned economies were intro-
duced only after the Second World War, one question
that held up reform in some countries was the potential
and actual claims of property owners whose land and
other assets had been nationalized after the War. Princi-
ples had to be established by which those claims would
be accepted or rejected, and if the former, whether the
property would be returned. Countries chose different
solutions for the various types of properties, but in most
countries, these questions are no longer expected to deter
privatization **

Aside from claims of former owners, ownership
and distribution of land has been another politically sen-
sitive question that none of the countries have fully re-
solved yet. Even in Poland, where agriculture always re-
mained largely in private hands, the process for
privatizing state farms has not been decided.

Another—perhaps the most crucial—political di-
mension of the transformation has been the severe drop
in living standards it has imposed across a broad spec-
trurn of the population, Although people all over the re-

gion voted for transition, they are facing unwelcome
changes in life as a result. In the inflations that ensued,
some fortunes were made, while personal assets, such as
pensions, lost most of their value. The privately held
wealth of countries was thus radically redistributed. Peo-
ple have been most threatened by the loss of economic
security, of stable jobs and incomes. Even though ali the
countries have had social security systems, none were
able to adjust to the abrupt increases in inflation, The un-
employed and the pensioners were thus in the weakest
position to cope with transition. Unskilled workers, for
whom demand is lowest, have been the hardest hit by un-
employment, They have also been the most militant in
seeking to protect their jobs, even in slowing, or at least
questioning, the transition itself.

Increased criminal activities have come in the wake
of all these changes. The fastest increases in crime rates
have been for economic crimes, 1.e., burglary, fraud and
tax evasion. But greater freedom to travel abroad as well
as for foreigness to enter these countries seems to have
also fostered the growth of drug trafficking and drug-re-
lated crimes. The police, who in some cases had been
discredited by their role in suppressing non-violent op-
position, have not in general been able to catch up with
the pace of the surge in crime.

For the transition to succeed, pro-reform forces
must maintain the confidence of the people. For this, af-
ter several years of decline, people must begin to seereal
improvements in their living situation. The old system
was largely discredited. The new system, still in forma-
tion, cannot wait too long before producing tangible re-
sults. Inthisregard, the beginning ofthe growth of output
in some eastern Furopean countries is most important
and must be followed there by broad-based improvement
in real incomes. Progress in those countries would indi-
cate what can be done, as well as what is yet to be
achieved, in the economies where conditions are still
deteriorating.

SUCCESSOR STATES OF THE SOVIET UNION
AFTER ONE YEAR

The USSR had been a highly centralized economy and
polity, with most important and even many secondary
decisions made in Moscow. By ! January 1992, 15 inde-
pendent successor republics had become fully responsi-
ble for their own governance and for designing and im-
plementing their own economic programmes. Some of
them—the Russian Federation and the three Baltic
States—took substantial, if not always sustained, steps
towards a new economic model, while others adopted
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moregradualistand,insomecases, hesitant approaches.
The scope, tempo and sequence of reforms in each coun-
try in the more rapidly reforming group were different,
as were the degrees of circumspection, reluctance and, in
some cases, even retreat in the others.

All the successor States nevertheless shared two
important features in 1992 their economies contracted
sharply and inflation exploded. Although quantitative
data for some of the republics are extremely patchy and
open to interpretation and challenge (see box 11.2), it
does seem that aggregate output fell in 1992 by as much
as 20 per cent or more in a large majority of cases (see
table I1.4}. The declines were very steep in the Batltics
and the Russian Federation. Declines were the smallest
in Belarus, Kazakhstan, Turkmenistan and Uzbekisian,
where the Governments retained state control over the
economiy. It 1s unclear at this stage whether they have
merely postponed sharper declines, or whether they may
learn from the more rapid reformers and avoid some of
their pitfalls. It is clear, however, that the armed regional
or ethnic conflicts in Armenia, Azerbaijan, Georgia,
Moldova and Tajikistan have been economically costly
as well as a tragedy in terms of human life lost

The 1992 decline in output was quite severe in the

Table I1 4.

Russian Federation, which remains a focus of interna-
tional attention because of its economic size and strate-
gic importance for global security. The rate of decline
was very uneven during the year. Compared to the pre-
vious quarter, industrial production fell 5.3 per cent in
the first quarter of 1992, and almost 20 per cent in the
third quarter, but was almost stable during the second
and fourlh quarters. Inflation was extraordinarify high:
retail prices of consumer goods and services in Decem-
ber 1992 were 26 times those a year before. In January
1993, the monthly inflation rate was close to 30 per cent.

The output decline was spread widely among re-
gions of the country and productive sectors in the econ-
omy. OQutput fell by 20 per cent or more in non-ferrous
metals, electronics, light industry, chemicals, petro-
chemicals and petroleum extraction.?® Qutput fell 9 per
cent in agriculture, with meat and dairy shortfalls hold-
ing down output in the food industry as well, and 37 per
cent in construction. Capital investment declined by
ncarly 50 per cent. Not surprisingly, in the state of confu-
sion and uncertainty about economic output and policy
trends that came to characterize 1992, enterprises were
mostly unwilling to commit whatever resources they had
to new investments.

Economic performance in 1992 in the successor States of the Soviet Union

1991 =100

Whiiolesale
Industrial price index Retail
NMP production in industry price index®
Commonwealth of Independent States
Azerbaijan T1.8 760 1300 2180
Armenia 574 475 1047 1230
Belarus 89.0 90 4 2465 1950
Kazakhstan 858 852 2469 1440
Kyrgyzstan 74.0 732 1764 1 660
Moldova 787 783 1311 1360
Russian Federation 80.0 812 2049 1 650
Tajikistan 69.0 157 1423 1350
Furkmenistan 833 1094 B8O
Uzbekistun B7.1 938 1396 740
Ukraine 850 21.0 2400 2 080
Other countries

Georgia 550 537 .
Estonia T3P 594 1520
Latvia 56.1° 61.0 1059
Lithuania 67.0° 54.2 436°

Sonrce: Ekenomika Sodruzhestva Nezavisimykh Gosudarsty v 1992 godu (Moscow, Goskomsiat, 29 Junuary 1993)
for the CIS countries; data of ECE and IMF for the Baltic States

a December 1992 relative 10 December 1991 consumer goods only (no services)

b GIP
c January-July 1992



BOXI1.2.

Economic data in the new States of the former Soviet Union

verywhere, applied economic anatysis is
based on data that may look more precise to
the general reader than they are. Statisti-
cians report the data as compiled, as specific
numbers that have been counted or esti-
mated, although it is understood that the data
are subject to a certain degree—in some
cases, a large degree—of error. In some coun-
tries, statistical data have regularly been dis-
torted or withheld from public release for
political reasons. All this should be kept in
mind by the critical reader of any economic
report.

The data situation in recent years in the
Soviet Union and the successor States, how-
ever, has been especially confusing, which is
highlighted, for example, by the degree of re-
vision in the estimated decline of GDP in the
Soviet Unionin 1991. As may be seen in table
A3, GDP is now estimated to have declined
8 per cent in the USSR in 1991. One year
ago, the cornparable table of the Survey re-
ported the decline in GDP as 17 percent, as
did the main economic reports of the Eco-
nomic Commission for Europe, IMF and
OECD.® At that time, all were reporting the
same estimate, based on published national
data and several international missions to the
[JSSR and its successor States. The authors
of the Survey—and the authors of the other re-
ports as well—were concerned about seem-
ing inconsistencies in components of the
data, but were hard pressed to produce
counter-estimates. The 1992 Survey, how-
ever, included a general cavear, “Quantita-
tive data from the economies in transition
must be interpreted with great caution as na-
tional statistical systems and data collection
are in flux” (chap. [}, footnote 19). That
caveal remains valid,

Inaddition to the many puzzles of meth-
odology, including consistency, scope and
comparability with terms used in statistics
compiled in market economies, there is now
a new predicament concerning data from the
Russian Federation: multiplicity of voices.
Whereas the USSR Goskomstar (the State
Committee on Statistics) had been the unique
source of all official data, now virtually
every major government economic agency
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{including several expert groups) has its own
set of statistics, and an animated public de-
bate as to which of these many sets is more
comprehensive and methodologically sound
exists. For example, the Ministry of Foreign
Economic Relations and Geskomstat, now
the Russian statistical committee, published
significantly different figures on the coun-
try’s foreign trade performance in 1992, the
Ministry of Finance and the Central Bank of
Russia announced very different estimates of
the 1992 budget deficit; and Goskomstat and
the Ministry of Economy use different meth-
ods to calculate the country’s GDP.

Moreover, full information on many
economic and social indicators is nof readily
available. Too often the analyst from outside
the relevant government ministry, agency or
ad hoc group has to rely on a descriptive re-
port showing rates of change or other analyti-
cal measures, but not the underlying data.
While it is appropriate and useful for the stat-
isticians to highlight the most significant de-
velopments and, of course, identify correc-
tions of previously reported datainan
introductory article, only the actual data—if
deemed a good estimate of the actual vari-
ables—provide an adequate basis for
analysis.

It is extremely important in an open so-
ciety that comprehensive, transparent and re-
liable data be readily available. They are the
key to adequate economic and social policy
formulation and evaluation of results. In-
deed, data have market value and national sta-
tistical services could offset part of the cost
of preparing them by selling their statistical
publications. Published statistics may not
have been important for decision-making in a
self-contained, central planning mechanism.
Today, the successor States of the Soviet
Union aim to operate differently, but the lack
of comprehensive socio-economic data con-
tributes significantly to the many difficulties
of the introduction and strengthening of the
market mechanism in these countries. Also,
the international community needs reliable
statistics in order to target its assistance for
econornic transition more effectively, as do
prospective investors.
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The international community is already
providing assistance in improving the statisti-
cal systems in these countries. In many cases,
completely new methods need to be intro-
duced for collecting data in a decentralized,
market economy. New categories of data are

also needed. Reorienting statistical systems
towards the requirements of emerging market
economies should indeed have high priority,
both for the national Governments and the in-
ternational community.

a See, respectively, Economic Survey of Europe in 1991-1992 (United Nations publication,
Sales No. E.92 ILE.1), table 4.1.1: World Economic Outlook (Washington, D.C., IMF, May
1992), 1able A.5; and OECD Economic Ourlook, No. 51 (Paris, OECD, June 1992), table 17.

The output collapse and inflation surpe was re-
flected in average real wages which fell more than 50 per
cent in the 12 months to December 1992, according to of-
ficial measurements. Real incomes did not fall as much,
however, since surveys find that nearly half of the work-
ing population of the country now hold more than one
Jjob, often in the growing non-state and informal sectors
which are not reported in official data.®” The fact that
people found it imperative to take those extra jobs, how-
ever, suggests the high degree of economice dislocationin
1992,

The pressure on wage-earners was reflected in con-
sumer spending patterns: on average almost 50 per cent
of household expenditure was for food in 1992, com-
pared to less than 40 per cent a year earlier. To mitigate
such hardships, many employers provided additional in-
come to their personnel in the form of payments in kind,
partial reimbursements of the cost of food, transporta-
tion, recreation and medicine. This form of support grew
substantially since the beginning of 1992 and amounted
to almost 7 per cent of the average wage in October,
Nevertheless, during 1992 consumption of meat, fish,
milk, sugar and fruit fell 13 to 19 per cent.

As of November, over 28 per cent of the Russian
population lived in households with per capita incomes
tower than the subsistence level that the Ministry of La-
bour has begun to report ® This may be expected to in-
crease in 1993 since unemployment, which remained be-
low 1 per cent of the labour force in 1992, is certain to
grow as new bankruptey legislation comes into force. It
was, in effect, a social policy of the Soviet Union foren-
terprises to carry excessive staff, including in the skilled
and professional categories of work. This is no longer
sustainable. Even now over 11 per cent of industrial
workers in Russia are on part-time schedules. Since
autumn the number of job openings was for the first time
fewer than the total number of unemployed. Almost 50
per cent of the vacancies were in low-paid menial jobs,
while more than half of the unemployed have college or

vocational school degrees and over 70 per cent are
women.

Another dramatic indicator of the impact of the dif-
ficult situation in the Russian Federation was that for the
first time since the end of the Second World War, the size
of the population fell. The 1.4 percent decline was due to
an 11 percent drop in the number of births, as many fami-
lies postponed child-bearing, and 4 5 pereent rise in mor-
tality. Most revealing of the social trauma are the fast-
growing causes of death: for the first [0 months of 1992,
the number of murders rose 15 per cent over the compa-
rable period in 1991; those from alcohol abuse rose 38
per cent, and from suicide 41 per cent, according to
Goskomstat. The crime rate increased 27 per cent in
1992, with almost 60 per cent of all registered crimes be-
ing theft of property.

TRANSITION BEGINS IN THE RUSSIAN FEDERATION

The first year of post-Soviet Russia was so tumultuous in
part because it marked the real beginning of the transi-
tion to a market economy. After several years of debate
and hesitant halfmeasures, the Russian Federation en-
tered the year with its command-economy structures al-
most completely non-operational, but not yet replaced
by a new mechanism * Production decisions were being
made at the enterprise level, although formal mecha-
nisms of ownership and control of enterprises were in
flux.

The government of young reformers set in motion
a set of institutional changes that will, inter alia, privat-
ize many state enterprises in 1993, They also liberalized
prices and thus released powerful inflationary forces,
which they then sought to contain through monetary and
fiscal policy. The strategy was based on the classic argu-
ment that decentralized decision-making in a market
economy requires economically meaningful prices and a
cwrrency in which economic agents have confidence ™
This emphasis on market-based reforms coupled with
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fiscal and monetary discipline was bitterly opposed by
an influential “industrial lobby"” which feared the chaos
the policy seemed to be bringing and sought to make the
main goal of economic policy the reversal of the severe
drop in industrial production.

Price liberalization was probably a misnomer for
the policy the reformers introduced because it was nota
standard relaxation of price controls in a market econ-
omy. Rather, it sought to destroy the maze of administra-
tively fixed prices and allow prices to rise for goods in
high demand. Producers of the goods were expected to
increase the supply of those goods in order to raise their
profits, and firms that used the goods as inputs would
seek to economize on them,

After prices were liberalized in January 1992, the
consumer price index more than tripled and wholesale
prices rose almost five times, all in one month. Monthly
price increases then slowed, as the “monetary overhang”
of unspent cash from earlier monetary expansion was
absorbed in the higher priced transactions and goods that
had previously been hoarded began reappearing in
shops. In addition, after rapid growth in 1991, the growth
of the money supply was held down in 1992, at least until
June®! (see figure 11.4).

Figure f1.4.

There had been two major sources of the rapid
growth of money in 1991, First, as is common in high-in-
flation economies, a large government budget deficit
was financed by central bank money creation. Secondly,
in 1991 the Central Bank of Russia—contrary to the
monetary policy of Gosbank, the central bank of the
JSSR—had extended large amounts of new funds to
Russian commercial banks which, bolstered by the new
bank reserves, then increased loans to the enterprise sec-
tor. The policy of the reformers in 1992 was thus to cut
the fiscal deficit through reduction of expenditures—
mainly affecting the military sector, investment and
some subsidies—and through introduction of new and
higher taxes. Furthermore, under the new policy,
Russia’s central bank was to make smaller (and more
expensive) infusions of reserves to the banks, which
would mean less growth of money and credit for
enterprises.

The financial stabilization package began to work.
Whereas by the end of 1991, enterprises were exten-
sively using barter for inter-firm transactions, by March
1992 they were seeking sales for roubles and credit from
banks. Prices were beginning to play their role as an al-
location instrument.

Monthly growth of the money supply and prices in the Russian Federation in 1992
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Nevertheless, the level of output continued the fall
that had begun in 1990. Part of the reason was the mac-
reeconomic strategy itself. Besides the reduced subsi-
dies and increased taxes that firms were expected to pay,
credit became very tight.*? At the same time, inflation
was rapidly depreciating the value of the financial assets
of enterprises. This was further exacerbated by the ex-
ceedingly slow process of payments settlement.™ Enter-
prises thus found themselves in a severe liguidity
squeeze. Even those enterprises that were in a position
and willing to do business inn a new way were left without
the wherewithal to try it. There were even delays in pay-
ing wages and salaries.

Firms responded by, in effect, creating their own
credit: they stopped making payments to other firms and
accurnulated inter-enterprise arrears. This was a recipe
for accelerated output decline: although arrears gave en-
terprises a certain temporary breathing space, enter-
prises that looked to sales revenues for their own cash
flow would quickly cease making sales to customers in
arreas.

When the stabilization exercise began at the begin-
ning of the year, the habitual matrix of enterprise links
had already been disrupted by the collapse of the admin-
istrative planning mechanism and the emergence of new
sovereign States, but no new modus operandi had yet
been established. The Government expected the enter-
prises to act as “normat” market entities would have if
they had faced a comparable mixture of tight credit,
withdrawal of government subsidies, depletion of cen-
tralized investment and supply flows, falling sales and
growing cost of their own production inputs. Thatis, they
expected the enterprises to change their production
programme, shed redundant workers and develop new
markets.

Some enterprises had been expected to go bankrupt
under the transition strategy, while the rest, it was hoped,
would no longer even need government subsidies. In-
creased competition of newly efficient enterprises com-
bined with structural change in production, it was
thought, would eventually keep a lid on price increases,
if not force prices down. The rise in unemployment in
this scenario was expected to be politically tolerable,

Firms did not act as independent, private enter-
prises might have because that is not what they were.
First of all, property rights were very confusing. No one
knew how the government’s privatization programme
would be carried out or how long it would take** Man-
agement of state-owned enterprises was cut loose and
made independent, but that meant primarily termination

of state subsidies and centralized investment, with no
prod or incentive to improve efficiency or expand pro-
duction.

in addition, industrial production was dominated
by extremely large enterprises that enjoyed a high level
of market power. There was considerable organizational
slack, much experience in absorbing inefficient produc-
tion runs, and hardly the vigilant monitoring of profits
that corporate boards of directors or the stock market it-
self are supposed to undertake. Thus, Russian enter-
prises would not necessarily interpret the message thata
falling sales volume sends fo firms in market economies
to lower prices. Instead, enterprises generally either
stocked up their inventories, or, believing that dernand
was inelastic, raised prices and reduced the volume of
production to try to sustain revenues.

When enterprises stopped paying their bills, they
were responding in a traditional “command economy”
way: they simply waited for the Government either to
bail them out by issuing new sectoral credits at hugely
subsidized interest rates, or, betler, to reintroduce some
sortof centralized supply discipline. As aresult, produc-
tion links were further disrupted and output plummeted.

There was yet another shortcoming in the policy
package in that it did not adequately consider its effect
on aggregate demand. It focused on questions of re-
source allocation, efficiency and flexibility of produc-
tion, and monetary stabilization. It is hard to imagine,
however, even maintaining output for sales to domestic
customers when purchasers of intermediate goods were
caught in a credit crunch, domestic buyers of consumer
goods were experiencing a fall in real incomes and had
great concern about future incomes, and buyers of in-
vestment goods did not know who would own or control
the enterprises when potential investments might reach
fruition* In short, the adjustment programme severely
curtailed aggregate demand as well as supply

In the event, the great majority of enterprises found
themselves in a liquidity squeeze and threatened by
bankruptcy. As policy makers could not countenance
that prospect, none of them were allowed to go bank-
rupt.® Instead, the rate of growth of the money supply
was increased and substantial new credits again flowed
to the enterprise sector. Also, seasonal credit require-
ments for agriculture and for supplies for the Far North
regions had to be financed.” By the fourth quarter of the
year, industry reacted by stabilizing and in some-—albeit
isolated—cases increasing production. As enterprises
caught up on their tax arrears, fiscal revenues increased
substantially and in September and October, Govern-
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ment budget revenues exceeded expenditures. But the
steep increase in money supply coupled with the overall
fall in physical output spurred a new wave of inflation,
stimulated also in part by the increase in energy prices,
which were still set administratively.

With the new upsurge in prices, enterprises again
found themselves in a liquidity squeeze. Their profits
fell in Qctober and November and their liquid assets cov-
ered on average less than a third of payments due. Non-
payments swelled to 4 trillion roubles, and there were
again very disturbing delays in payment of wages and
salaries. Qutput continued to drop. In an effort to check
the decline, the Government again loosened money and
credit, although in November it declared a new tighten-
ing of fiscal expenditures in order to renew its attack on
inflation. In December, however, the Congress of Rus-
sian Federation Deputies directed the Government to in-

troduce a number of measures that would have major in-
flationary consequences, such as indexing fixed nomi~
nal incomes (pensions, student stipends etc.) and savings
deposits and compensating agricultural producers for
the higher prices of their industrial inputs. Meanwhile,
the money supply continued to grow at a rate of over 25
per cent a month (see figure I11.4),

As the year ended, inflation was spiralling upward,
output was still falling and a new approach to macroeco-
nomic adjustment was sought, one that would achieve
monetary stabilization and structural change, while also
allowing sufficient demand to give most enterprises——
whether state-owned or not—the opportunity to meet
payroll, pay taxes, benefit from exports and invest prof-
itably. When this problem is solved through concerted
action of policy-making institutions, the economic tran-
sition in Russia will be past the point of no return.

DEVELOPING COUNTRIES: UNEVEN GROWTH

The average rate of growth of all developing countries,
stalled at 3.5 per cent in the three previous years, im-
proved to nearly 5 percentin 1992 (see table I1.5). Nearly
half of the population of developing countries was in
countries that grew by more than 5 per cent in 1992,
China weighs heavily in this figure, but 26 other coun-
tries were also in that grouping. Excluding China, about
26 per cent of the population was in the faster growing
range, up from 22 per cent in 1991. On the other hand,
about 18 per cent of the population of the developing
countries, or 535 million people, were in countries that
experienced no growth at all or a fall in output (see table
iL.6).

The acceleration in growth was the net result of
very divergent trends. Three countries (Chile, Chinaand
Kuwait) expanded more than 10 per cent, while coun-
tries at the other extreme (man-made disasters Somalia
and ex-Yugoslavia) declined more than 10 per cent.
Taking the average growth of developing countries up-
wards was the boom in China and reconstruction in West
Asia. The successful Asian exporters of manufactures
were not entirely unscathed by the recession in the devel-
oped countries: South and East Asia, after the marked
deceleration from 6.4 per cent to 5.3 percentin 1991, re-
duced its pace again, with growth below 5 per cent in
1992, the slowest in seven years. Pushing the average
downward was Latin America, which, after the modest
recovery of 1991 to 2.9 per cent, decelerated againto 2.2
per cent in 1992, a rate explained mainly by stagflation

in Brazil but also by some slow-down in Mexico. Also
pushing downward again was Africa, where average
GDP growth reached new lows of 2 per cent in 1991 and
1.4 per cent in 1992, owing to drought, wars, political in-
stability and the long-term effect of the continuing dete-
rioration of terms of trade.

LATIN AMERICA: STABILIZATION GAINS
FURTHER GROUND

In Latin America and the Caribbean output increased by
2.2 per cent in 1992, down from near 3 per cent in 1991,
leaving per capita incomes almost unchanged from the
previous year Overall, the stabilization effort gained
ground and inflation continued to decline in most coun-
tries. The external sector registered its first trade deficit
in many years, which was amply financed by substantial
capital inflows. In addition, the debt burden continued to
ease, owing, in particular, to the fall in interest payments
following the decline in international interest rates (see
chap, IV).

This aggregate picture hides mixed performances.
A widening gap is observed between some countries
with relatively poor results, mostly owing to either theic
delay in the implementation of stabilization policies
(Brazil) or exogenous factors (Cuba and Haiti), and a
majority of countries that are starting to see the results of
their severe adjustment. However, within the latter
group, a number of economies seem to be on an unsus-
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Table IL5.

Developing countries: rates of growth of gross domestic product, 1981-1993

Annual percentage change

Memo item:
approximate
1981- share in 1991
I988 1989 1950 1991 1992 1993  world cutpwt
Developing countries® 31 35 34 34 49 5 16.6
Latin America and the Canibbean 1.4 1.1 0.1 29 22 3 43
Energy exporters 1.5 07 47 47 38 k! 1.6
Encrgy importers 14 14 .23 19 13 2 2.7
Africa 18 30 29 20 14 3 16
Energy exporters 1.9 33 35 24 23 3p 11
Energy importers 1.8 25 18 14 85 2 0.6
West Asia -1.7 32 19 -01 6.6 4 2.1
South and East Asia 59 61 64 53 49 5ip 5.3
China 99 i6 52 77 128 11 24
Mediterranean 25 03 i1 =79 .52 3 06
Memo items:
15 heavily indebied countries? 1.3 14 ¢ 18 09 2'h 4.7
Sub-Saharan Africa (excluding Nigeria) 1 20 12 02 0.3 3 035
Major developing economies
Brazil 2.1 32 -38 69 .09 2 1.7
India 53 5.2 55 20 33 4 1.5
Republic of Korea 87 6.1 a0 84 47 7 1.1
Mexico 11 31 44 36 27 2t 0.9
Iran (Islamic Republic of) 1.7 40 100 6.0 6.0 4 09
Taiwan Provinee of China 81 76 50 12 61 G6'h 06
Indonesia 42 74 74 66 65 6'h 0.5
Saudi Ambia -2.0 0.2 90 100 50 44 05
Argentina 10 46 04 B85 B0 34 04
Turkey 43 04 9.2 0.7 53 4'h 04
Thailand 62 122 100 8.0 15 8 0.4

Source: UN/DESIPA

Preliminary cstimaie
Forecast

RO &R

Covers 92 countrics that account for 98 per ceat of the population of ll developing countrics,
Countries in this group are: Argenting, Bolivia, Brazil, Chile, Colombia, Céte d'Ivoire, Ecuador, Mexico,

Moeroceo, Nigeria, Pery, Philippines, Uruguay, Venezuels and ex-Yugoslavin,

tainable path given the rapid deterioration in their cur-
rent account related to their specific stabilization pack-
ages. The recession that hit Brazil—in conjunction with
the deep political crisis in the second half of the year and
the continued instability—sharply pushed down the re-
gional growth figure. Excluding Brazil, the largest ccon-
omy in the subcontinent, the region grew over4 percent,
in spite of a slow-down in Mexico, with Chile, Argen-
tina, Panama and Venezuela leading the group at rates
between 7 and 10 per cent. Chile’s remarkable growth of
over 10 per cent was spurred by a 20 per cent increase in
investment and a 15 per cent increase in exports. At the
opposite end of the spectrum, Cuba and Haiti both suf-
fered from penalizing external conditions which aggra-

vated their economic difficulties. Cuba was still suffer-
ing from the loss of its advantageous economic relations
with the eastern European countries, and especially the
former Soviet Union,*® only mitigated by a stable growth
of tourism. In Haiti, the trade embargo declared by the
Organization of American States at the end of 1991 and
the drop in concessional external financing inreaction to
the military coup that ousted President Aristide contrib-
uted to a 4 per cent fall in output, a crisis in government
finances and the increasing misery of the population.
Several countries experienced a substantial decline
in inflation.”® Key to the process was a combination of
fiscal adjustment and substantial structural reform, with
less emphasis being placed on price and wage controls
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Table 11.6.

Developing countries:” frequency distribution of rates of growth of output, 1084-1992

1984 1985 1986 1987 1988 1989 1990 1991 1592

PT—— ee—_ I il I

Zero or below 28 27 20 23 19 21 26
0.1-2.5 percent 15 17 15 17 18 16 13
2.6 - 5.0 percent 20 28 26 29 20 29 25
5.1 -7.5 percent 16 11 20 13 20 i5 13

7 .6 per cent and over 12 8 1060 9 14 10 14
Total 91 91 91 91 St %1 9l

Population of countries

1950 1991 1992

Percent- Percent- Percent-

Number  ageof Number apeof Number  ageof

(Mn) total (Mn} total Mn) total

21 21 481 16.8 331 11.3 535 17.9
25 15 119 42 1332 457 138 46
24 29 612 215 603 207 1548 519
16 18 1256 440 447 153 550 198
il & 385 13.5 205 70 173 58
91 91 2853 1000 2918 100.0 2984 100.0

Source: UN/DESIPA. The data on population and population growth rates are those published by the Depariment in Horld Population Prospects.

1992 (1o be issued as a United Nations publication), annex tables,

a Based on data for 91 countries that nccount for 98 per cent of the population of developing countries in 1992, excluding China.

than in the past, Fiscal adjustment contributed directly,
through its effect on monetary expansion, and indirectly,
by bolstering the confidence of private agents in the sta-
bitity of economic policy. Structural reform aimed at re~
inforcing trade liberalization, tariff reduction and de-
regulation of the price system. Chile is at an advanced
stage in the process of consolidating its fiscal and mone-
tary balance, having reduced inflation from 19 to 13 per
cent in 1992, in spite of the sustained economic expan-
sion, thanks to a combination of fiscal surplus and care-
ful monetary and exchange rates policies.

In Argentina and Honduras stabilization was ac-
companied by a marked recovery of output, and in Bo-
livia and Mexico stabilization was accompanied by
growth considerably above that of the 1980s. On the
other hand, in Nicaragua and Peru, which were able to go
from hyper-inflation in the late 1980s to single- and dou-
ble-digit inflation respectively by 1992, stabilization and
adjustment kept the economy in a recession.

The main exception to this trend was Brazil (sec
figure 11.5), where inflation rose from 480 per cent in
1991 to 1,160 per cent in 1992,* owing to, among other
things, the high and rising level of domestic indebted-
ness of the public sector, the fiscal deficit, high debts of
municipalities, States and some state firms with the Un-
jon, and indcxation throughout the economy. Further in-
flationary pressure was exerled by the monetization of
the trade surplus which led to a rise in foreign reserves
from $11 bilkion to $20 billion (December 1991 to De-
cember 1992). A new tax of 0.25 per cent on bank-inter-
mediated transactions approved by Congress in March

1993 is expected to increase government revenues but
does not provide enough fiscal adjustment.

Sustainability of the present path

In an external context marked by continued sluggishness
of industrial economies, Latin America was again con-
fronted with a slow demand both for commeodities and
manufactured goods and a further decline in its terms of
trade. On the other hand, the region benefited, for the
second year in a tow, from falling doilar interest rates
and an estimated $56 billion capital inflow, after
the already remarkable $42 billion the previous year
{seetablc A 29).

Moderate growth of world markets and thus ex-
ports, combined with the recovery in several Latin
American countries, the generalized trend towards trade
liberalization and tariff reduction, and the appreciation
of local currencies, led to a sharp deterioration in the
regional trade balance. For the first time in a decade, it
registered a $14 billion deficit, a $20 billion shift from a
surplus of $6 billion in 1991 (table A.25).

In contrast to the 1970s and early 1980s, the sharp
rise in imports has not derived from expansionary poli-
cies. In some cases this rise can even be seen as a by-
product of the stabilization strategy adopted. Argentina
and Mexico are extreme examples of this situation in
Latin America.

Both in Argentina and in Mexico, the trade imbal-
ance is the result of the gap between the private sector’s
total expenditure and total output, since the public sector
is in equilibrium in the former country and in surplus in
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Figure Il.5,
Latin America: Consumer price indexes, 1983-1992
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thelatter. To fill the gap, imports have been rising rapidly
since import liberalization started in the mid-1980s. Ar-
gentina fixed the peso-dollar parity in April 1991, thus
using the exchange rate as a nominal anchor of the gen-
eral price level. Even though inflation was brought
down, domestic prices have still risen faster than dollar
inflation, leading to appreciation of the peso (see table
A.15) This has led toa flood of imports which is causing
some local firms to lose domestic market shares and
turned a $3.7 billion trade surplus in 1991 into a $2.9 bil-
lion deficit. As the credibility of the stabilization pro-
gramme becomes tied to the permanence of the nominal
value of the exchange rate, the private sector is forced to
become more competitive to counter the appreciated ex-
change rate. The Government intends to reform the pen-
sion system and climinate various regulations to improve
the flexibility of the Iabour market and to reduce domes-
tic production costs of private firms. If cost-reducing
measures cannot be implemented, pressure for deprecia-
tion would increase.

The Government of Mexico has, since 1988, a sta-
bilization programme based on a series of labour, busi-

ness and government agreements known as the Pacio.
The first Pacto included an exchange rate regime charac-
terized by a crawling peg, i.¢., fixed daily devaluations of
the peso against the dollar. In November 1991, this pol-
icy was modified by creating a band within which the
peso was free to float. Facing very rapid increases in the
trade deficit, the Government allowed a slight deprecia-
tion of the peso. In October 1992, in the renewal of the
Pacto for 1993, an increase from 20 to 40 centavos was
announced in the daily band, raising the maximum an-
nual rate of devaluation to 4.6 per cent. In addition, ad-
ministrative measures intended to prevent unfair trade
practices and to enforce compliance with national qual-
ity standards contributed to a deceleration in imports in
the second half of 1992. Nevertheless, the trade deficit
almost doubled in 1992, to $21 billion. A large devalu-
ation is being avoided by the Government because it
could unravel the stabilization programme, but the ex-
change rate can only be sustained-—as in Argentina—if
the trade deficit is financed by new capital inflows. The
main response by the Mexican authorities to the worsen-
ing external account and the resulting need for stable
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capital inflows has been the adoption of tight fiscal and
monetary policies, with persistently high interest rates.
The result was slower growth than the year before.

Although Latin America’s growth has been less
than 3 per cent in the past two years, it was higher than in
the 1980s (see table 11.5). Growth, trade liberalization
and currency appreciation, in various combinations, led
to increased imports, They were made possible almost
entirely by the large rise in private capital inflows, as ex-
port earnings rose only modestly. Net payments for fac-
tor services benefited from lower interest rates on the
dollar, but remittances of profits on foreign direct invest-
ment increased significantly. Altogether, the net transfer
of resources to the region, defined on a financial basis,
registercd a considerablerise for the second yearinarow,
to over $25 billion, after nine years of net transfers
abroad (see table A.29). The inflows remained highly
concentrated in a few countries, with Mexico still receiv-
ing 40 per cent of the total. However, the increase in the
inflow in 1992 went largely to Argentina and Brazil, and,
to a much lesser extent, Chile, Mexico and Venezuela.
Capital inflows to Central America and the Caribbean
stabilized at the preceding year's levels.

The large differential between domestic and for-
eign interest rates was still the main incentive behind the
flow, both for foreign funds and capital repatriated by
residents. However, in the second halfof 1992, achanged
perception of local economic and political risks, and of
the permanence of the results of stabilization policies,
led to a considerable decrease in these flows to Latin
America. Much of the inflow was speculative and the
real challenge for Latin American policy makers is o
transform even a small but more sustainable financial in-
flow into more capital formation. To this end, the crea-
tion and maintenance of a stable economic environ-
ment that minimizes uncertainty for investors—
doinestic and foreign—appears crucial.

Indeed, most of the region registered a sharp de-
crease in investment during the 1980s (see table A.12).
Between 1981 and 1991, investment as a proportion of
GDP shrank from 21 per cent to below 16 per cent. Only
in Guyana and Venezuela was the ratio higher at the end
of the period than at the beginning. The main reason for
such a trend was the drop in domestic savings owing to
the decline in national incomes, a large proportion of the
savings going abroad for servicing the external debt and
through capital flight, while the drastic reduction in ex-
ternal credits meant less foreign savings available to
these countries. According to preliminary estimates, in-
vestment recorded an upturn in both 1991 and 1992, par-

ticularly among the countries receiving the largest capi-
tal inflows, such as Argentina, Chile, Mexico and Vene-
zuela, In other countries, such as Costa Rica, capital in-
flows, which were large in proportion to the economy,
and lower domestic interest rates led to a recovery in pri-
vate investment. In Brazil fixed investment declined in
both years,

During the 1980s, adjustment and economic re-
forms had large social costs, as indicated by lower per
capita consumption, higher unemployment, large real
wage cuts and reductions in social expenditure.*' Pressed
by the increasing number of people living in extreme
poverty conditions-—estimated in 1992 at over 190 mil-
lion, or 40 per cent of the population-—several Govern-
ments have recently introduced new anti-poverty pro-
grammes. Afier Chile and Mexico, Brazil, Peru and
Argentina, among others, have shown a policy shift plac-
ing new emphasis on the eradication of poverty within
their development strategy. Social policies strengthening
equity in the development process are increasingly seen
as an integral component of economic reforms if the lat-
ter are to succeed.

AFRICA: THE DECLINE CONTINUES

In Africa, output grew by about 1.5 percent in 1992, after
a similar rate of growth in 1991 ** Per capita output de-
clined once again, as it has almost every year since the
early 1980s. OQutput in northern Africa is estimated to
have grown by 1.6 per cent in 1992 owing mainly to in-
creased oil production, increased tourism and workers’
rernittances following the end of the Guif crisis, and a
rise in foreign direct investment into oil and gas and tour-
ism. In sub-Saharan A frica, the record was far worse. Af-
fected by drought, political crisis and civil strife, output
in the region barely grew while human suffering in-
creased. In Somalia an estimated 300,000 people have
died of starvation and diseases caused by it, brought on
by civil war. Drought affected eastern and southern Af-
rica and Moroceo. Cereal output declined by more than
50 per cent in 1992 in Botswana, Lesotho, Malawi, Mo-
zambique, South Africa, Swaziland and Zambia, and by
more than 70 per cent in Namibia and Zimbabwe. Early
and massive measures by Governments and the interna-
tional community have prevented large-scale famine
(see chap. VI}. Nevertheless, severe food shortages ex-
isted among refugees and drought-affected and dis-
placed persons in Kenya and Malawi, where the number
of refugees has almost reached 1 million, Mozambique,
strife-affected Angola, Liberia, Rwanda and Sierra
Leone, and drought- and strife-affected Ethiopia and the
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Sudan, and in urban areas in Zaire. The food situation
was tight in Mauritania.

The drought increased pressure on the balance of
payments, owing to higher food imports and lower ex-
ports, and on fiscal budgets, as a result of relief pro-
grammes implemented. Export crops were in general not
as much affected by the drought as food crops, because
export crops grow in areas where rainfall was better or
that were irrigated, or they are more drought-resistant
{e.g., cotton and tobacco). Tobacco output increased in
Malawi and Zimbabwe, but quality was lower owing to
the drought. Moreover, as water became scarce and graz-
ing conditions worsened on many pastures, farmers sold
cattle, often at depressed prices, leading to increased
beef production, as in Botswana, Namibia and Zim-
babwe. Drought hit not only agriculture but also indus-
trics processing agricultural products and other manu-
factures, either because water-generated clectricity
became more expensive and water scarce for the produc-
tion process requiring water, or because the lack of water
(and food) had a negative effect on the productivity of the
labour force. Industry in Zimbabwe was particularly af-
fected by power scarcity and reduction in agricultural
inputs.

Drought-induced food scarcity contributed to in-
creased inflation, combined sometimes with price libet-
alization, changes in taxes, devaluation, wage Increases
or excessive money creation, The combination was dif
ferent from country to country, but inflation increased in
1992 in a large number of countries (Algeria, Angola,
Botswana, Guinea, Kenya, Malawi, Mauritania, Mo-
zambique, Namibia, Nigeria, Uganda, Zaire, Zambia
and Zimbabwe). Inflationary pressure fell in Egypt,
Ghana, Mauritius and Tunisia and remained low in mem-
bers of the franc zone. South Africa’s inflation fell to its
lowest level in 14 years and is now below 10 per cent,

Insecurity and civil strife

Insecurity and civil strife have continued to be ruinous to
economic activity in 1992 in several countries. The civil
war in Somalia virtually destroyed its cconomy. Fighting
escalated in Liberia in August 1992, resulting in many
deaths, a large number of displaced people, disruption of
agricultural activities, exports and relief operations, and
a deterioration of the food supply.® Similar effects re-
sulted from the resumption of the civil war in Angola af-
ter the National Union for the Total Independence of An-
gola (UNITA) refused to accept the results of the Sep-
tember election. While the fighting stopped in the north

of Ethiopia, there was unrest and fighting in other parts
of the country during most of 1992. Asaresultofinsecu-
rity, tax collections decreased, relief operations were hin-
dered and coffee farmers could not transport their pro-
duce to the sales points. The situation became calmer,
however, towards the end of the year. Civil strife also af-
fected Burundi, Chad, Mali, the Niger, Nigeria, Rwanda,
Senegal, Sierra Leone, the Sudan and Uganda, though its
impact varied greatly among countries. In Zaire, eco-
nomic activity was greatly hampered by insecurity,
which led to a large-scale exodus of skilled labour, espe-
cially since the riots of September and October 1991.
Mutiny among troops in January and February 1993,
which was triggered by salary payments with a new
bank note issued by the central bank that was declared
worthless by the interim government and rejected by
businesses, led to a new exodus. GDP fell by nearly 5 per
cent in 1992 after a decline of 10 percent in 1991,

During the first half of 1992 some fighting contin-
ued in Mozambique but hostilities declined markedly af-
ter the peace agreement of 4 October between the Gov-
ernment and the Mozambique National Resistance
(RENAMO).* Tens of thousands of refugees are return-
ing from neighbouring countries and are resuming farm-
ing activitics with seeds and tools distributed by the
United Nations and other organizations, although many
fled the severely drought-affiected south,

The fall of investment

Recovery of investment is crucial to a long-term im-
provement in economic performance in Africa. Eco-
nomic reform has not, however, brought a significant in-
crease in investment. In some countries the investment
ratio has marginally improved. However, in almost all
African countrics it remains far below its peak levels of
the mid-1970s (see figure 11.6). Several factors have con-
tributed to this." First, profit or net income expectations
have been low because of a generally weak economy and
declining export commodity prices. Secondly, the poor
and deteriorating state of infrastructure in many coun-
tries has driven up the costs of private investment. Pre-
sent levels of public investment in many countrics are in-
sufficient to reverse this and are unlikely to increase sig-
nificantly because of fiscal adjustiment.*® In countrics
such as Burkina Faso, Chad, Ghana and Guinea, public
investment levels have increased or been maintained
largely owing to external finance.

Thirdly, investment continues to be hampered by
the legal and administrative framework. Several coun-
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Figure IL6.
Africa: gross domestic investment, 1970-1991
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tries have taken measures to improve this framework to
attract foreign investment by establishing investment
promotion centres and export processing zones, and
adopting new investment codes that usually include in-
centives such as tax breaks, duty-free imports, repatria-
tion of profits and ownership guarantees. Among these
are Algeria, Angola, Benin, Cameroon, Congo, Egypt,
Ghana, Kenya, Sao Tomé and Principe, the United Re-
public of Tanzania, Togo, Uganda, Zambia and Zim-
babwe. In 1992 Burundi established that any non-tradi-
tional exporter could import free of customs duty and
receive a tax holiday for 10 years. Similar measures are
planned by Burkina Faso, Cameroon, the Comoros, Le-
sotho, Malawi, Mozambique and Nigeria. All these
measures have not been able to increase Africa’s share of
world foreign direct investment. The increase in volume
went largely to the mining sector of energy-exporting
countries. Since 1980, foreign direct investment to en~
ergy-importing countries remained below half a billion
dollars per year {except in 1989), with a small upward
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trend since 1983, and stayed below the average level of
the period 1975-1980.4

Fourthly, foreign exchange scarcity, associated
with debt servicing, low and declining prices of com-
modities and terms-of-trade losses, has limited the ca-
pacity to import capital goods. In addition, the debt over-
hang is a deterrent to investment, because it imparts a
devaluationary bias to the economy and because of the
heightened potential that the Government might in the
future tax foreign exchange eamnings to honour commit-
ments to foreign creditors. In 1992, the value of gxports
increased somewhat, but the drought forced countries in
eastern and southern Africa to increase food imports
drastically. In Kenya, Malawi and Zaire, cutting ofaidby
donors to foster political changes has aggravated foreign
exchange scarcity.

Several countries have liberalized their foreign ex-
change regimes. Reforms in the foreign exchange mar-
ket have improved the access of the private sector to for-
eign currency. Nigeria let the naira float in March 1992,
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Under the new system, therole of the Central Bank of Ni-
geria (CBN) was limited to open market operations, but
a large potential to influence the market remains, since
CBN provides the bulk of the foreign exchange. ** Coun-
tries that in various ways and degrees liberalized foreign
exchange controls and broadened access by individuals
to foreign exchange in 1992 include Sicrra Leone, the
Sudan, the United Republic of Tanzania, Zambia and
Zimbabwe. Several other countries devalued their cur-
rencies in 1992.%

A number of countries facing emergency situations
interrupted liberalization. Kenya reformed its foreign
exchange market in 1992 and early 1993 but later re-
versed the reforms as they proved unsustainable without
balance-of-payments support. South Africa tightened
exchange controls because investment abroad by South
African companies had put the financial rand under pres-
sure, Malawi temporarily suspended the normally liberal
foreign exchange arrangements owing to foreign ex-
change shortages caused by aid suspension and
drought-related food imports. Similarly, Zatre imposcd
import quotas when facing the dive of its currency (from
15,600 zaires per dollarin 1991 to 1.6 million in Novem-
ber 1992). Algeria tightened imports of some consump-
tion goods to free foreign exchange for imports of spare
parts and other essential goods, given the pressure of
large debt-service payments. In early 1993, Nigeria re-
formed the foreign exchange market again, increasing
the role of the Central Bank of Nigeria, and tightencd
foreign exchanpe regulation in face of dwindling re-
serves.

Fifthly, investment has been curtailed because of
lack of finance. Access to bank eredit is imited owing to
high administrative and transaction costs compared to
{oan size, lack of collateral and the difficultics banks
have in assessing credit risk. Credit to the private sector
also has to compete with lending by banks to Govern-
ments and parastatals.® Restrictive monetary policies
have also limited formal credit expansion, as was the
case in Zimbabwe in 1992 *' Finally, outside South Af
rica, formal stock exchanges are rudimentary and exist
in only a handful of countries.

Insufficient attention has been given to the infor-
mal financial sector, although for smaliholders and small
enterprises it is the dominant source of credit. Informal
institutions, such as (rotating) savings and credit associa-
tions and other group-bascd arrangements, have some
advantages over formal {inancial institutions. Because
of the personal relations and group control, it is easierto
assess credit risk, administrative costs are lower and pro-

cedures are simpler and quicker. Linkages between for-
mal and informal institutions can retain some of the posi-
tive attributes of the latter while resources are angmented
and costs of lending remain low.*

Last but not least, because most investment is
lumpy and irreversible, investors are reluctant to invest
when the degree of uncertainty is high. The variability of
income and purchasing power in Africa is rather high be-
cause of the dominance of rainfed agriculture. Input and
output prices can also be hard to predict in countrics with
high inflation, floating and/or misaligned exchange
rates. In the franc zone, for example, foreign investors
are holding back and some increase in capital flight has
been noticed because of the speculation about CFA franc
devaloation. In many African countries, investments
have been hampered by an unstable policy environment,
resulting from poor policy implementation, sometimes
policy reversal, political instability, civil strife and war.
Because investors always have the option to wait, sus-
tainability of policies becomes more important than the
scope of the reform programme, the depth of liberaliza-
tion measures or price policy.”

Political instability has negatively affected eco-
nomic growth, often through its impact on domestic and
foreign investment.™ In the past few years, several coun-
tries faced demonstrations, strikes and riots, as well as
demands for political change. In several countries, na-
tional conferences have rewritten constitutions, allow-
ing multi-party elections, organized referendums on
new constitutions, and appointed interim governments.
During the transition period instability and uncertainty
has often increased. For instance, in Chad and the Congo
in early 1992 and in Togo since 1991, the deposed or
marginalized ruler and/or the army have tried to revert
the process, Certain groups (based on ethnicity, religion,
clan or regional origin), underrepresented in the ccon-
omy ot the Government in the past, have sought to gain
political power, in some cases leading to armed con-
flicts. Deferred multi-party elections have also pro-
longed instability in some countries. In 1992, in coun-
tries such as Chad, Kenya, Madagascar, Nigeria, South
Africa, Togo and Zaire, the political transition has fo-
cused the attention of the Government, required re-
sources, and delayed implementation and increased un-
certainty of cconomic policy, with negative effects on
investment in several cases. In Zaire mvestment almost
collapsed in 1992 after continued looting, riots, ethnic
conflict and extreme economic and political instability
On the other hand, in Benin, the Congo and Zambia, for
example, the level of political tenston declined during
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1992 after a relatively smooth transfer of power. Zambia
benefited from the peaceful transition, the comprehen-
sive reform programme the new Government initiated,
and donor support, despite public pressure to ease cer-
tain reform measures that have affected living standards.
Forexample, the Zambian investment centre, established
at the end of 1991, approved more than 440 projects,
worth $6350 million, during the first nine months of 1992
and during the first 10 months issued 300 licenses, worth
£300 million,

Movements towards democracy have been accom-
panicd by more openness and have in some cases given
way to protests against economic reform programmes,
increasing uncertainty and complicating implementa-
tion. In about a dozen countries, strikes and protests
against unpaid wages and stipends or against economic
policies were organized in 1992. Among them are Benin,
Burkina Faso and Sao Tomé and Principe, countries in
which multi-party elections have recently been held.
Elections were also held in Cameroon, the Central Afii-
can Republic (annulled), the Congo, Ethiopia, the Gam-
bia, Ghana, Kenya, Madagascar, Mali, the Niger (in
1993), Senegal (in 1993) and the Seychelles, In the
medium and long run a stable political environment for
economic activity might depend on reforms that consoli-
date democracy and that go beyond holding formal
elections.*

MEDITERRANEAN: WARINEX-YUGOSLAVIA

Despite the acceleration of growth in Turkey o over 5 per
cent and the high rates of growth in Cyprus and Malta,
the region’s GDP declined by about 5 per cent in 1992,
following the sharp fall of 1991, The reasen is devasta-
tion from the war in the former Yugoslavia.*® The econo-
mies of the newly independent republics collapsed with
the war and the rupture of the trade linkages that existed
within the former Yugoslavia,

Domestic output in Croatia fell again, by some 20
percent in 1992, the unemployment rate rosc above 8 per
cent and inflation accelerated to about 25 per cent per
month in the second half of 1992,

The once prosperous Slovenia has been hit hard by
the loss of most of its markets in the former Yugoslavia,
Slovenia trade with Croatia—its biggest single trading
partner-—felt by 50 per cent and efforts to revive trade
with Serbia were undermined by the war and United
Nations sanctions. The Bosnian market has also been
mostly lost. Industrial output fell 16 per cent and most
industries are operating below capacity owing to short-
ages of spare parts and raw materials. Unemployment

has reached 15 per cent of the labour force. Restrictive
monetary policy succeeded in reducing monthly infla-
tion to 1 or 2 per cent during the latter part of 1992, but
it was 200 per cent for the year as a whole.

In the Federal Republic of Yugoslavia (i.e., Serbia
and Montenegro), prices escalated to hyper-inflation
(estimated at about 20,000 per cent annualized by the
end of 1992) as government spending for the war was
mainly financed by printing money. Perhaps more than
750,000 people are unemployed. Social tension
mounted and several strikes were registered during the
year. The economy is damaged, but it is hard to put a fig-
ure on the damage.

The other Mediterranean economies by contrast
grew strongly in 1992 Cyprus and Malta benefited from
a strong expansion in tourism, contributing to over 6 per
cent GDP growth. Turkey, the largest economy in this
group, recovered from the Gulf war sequels and near
stagnation of 19915 GDP growth of over 5 per cent
originated mainly in the manufacturing sector The coun-
try still has not come to grips with high inflation and
budget deficits financed by the Central Bank. Inflation
accelerated to about 70 per cent in 1992, The privatiza-
tion process, which has among its aims to release pres-
sure on the budget, has continued, and fiscal reform has
been announced.

WEST ASIA: RECOVERY UNDER WAY

For the first time in a decade output in West Asia in-
creased significantly in 1992, with real GDP growth es-
timated at over 6 per cent. Qutput increased in almost all
countries of the region. Much of the economic revival
was due to a sharp increase in oil production in Kuwait
after the precipitous decline of the previous years, but
production also increased in other countries, thoughata
slower pace than in 1991, Manufacturing outpute..
mainly refining, petrochemical and aluminium-~—also
rose.*® The post-war reconstruction programme in Ku-
wait, together with expanding infrastructural and indus-
trial projects in several countries, brought about a strong
recovery in the construction sector. There was a surge in
banking activities.” Improved weather conditions re-
sulted in record harvests in some countries. The overall
economic recovery may, however, turn out to be fragileif
the fiscal and balance-of-payments constraints that
many of these countries face are not addressed and the
political tension that exists in a number of areas is not
diffused.

Fiscal policy in 1992 was expansionary in almost
all countries in the region. Current spending increased
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sharply. In most countries, defence expenditure was the

fastest growing item and accounted for the lion's share of

government outlays ® Development spending also rose
significantly, in particular investment in infrastructure,
including larpe projects to deal with water shortage (see
box I1.3). Government revenues, however, rose only
moderately, thus contributing to mounting budget defi-
cits in many countries.”’

Expansionary fiscal policics led to rising inflation,
especially in the Islamic Republic of Tran, Img and the
Syrian Arab Republic. Consumer prices increased by
more than 1,000 per cent in Iraq and about 25 percent in
the Islarnic Republic of Iran and in the Syrian Arab Re-
pubtic. Inflation persisted in the net energy-importing
countries of the region.

The private sector in most of the energy-exporting
countries continues to rely heavily on foreign labour®
The public sector, where nationals prefer to work, is fac-
ing increased difficulties in absorbing university gradu-
ates and others entering the labour market, and thus un-
employment among nationals has been rising. In late
1992 most countries announced new programmes under
which private companics are to receive financial com-
pensation for hiring nationals.

The region’s current account has been in deficit
since 1983, and 1992 was not an exception. The region's
oil exports rose only slightly. With almost unchanged
prices, there was only a small increase in export earn-
ings. Non-oil exports—rmainly aluminium and petro-
chemical-—continued to decline owing to iower prices
Meanwhile, import demand rose much faster, reflecting
higher defence spending and accelerated diversifica-
tion policies which brought more capital and interme-
diate poods to the region. Investment income (interest
and dividend received) declined with the fall of interna-
tional interest rates, and adversely affected earnings
from the large volume of foreign assets held by the major
oil-producing countries of the region Unrequited
private transfers outflows (essentially labour remit-
tances) continued to be large in the net energy-exporting
countries despite some reduction in wage rates for
immigrants.

Transmission mechanisms collapsed

Although 1992 saw the highest cconomic growth in West
Asia since the early 1980s, the consequences of the Gulf
war are still being felt in the region. Major channels that
helped recycle the oil wealth from the richer to the poorer
countries of the region (workers’ remittances, unrequited

transfers and soft loans) have been disrupted. Of the net
energy-cxporting countries, Bahrain and the Syrian Arab
Republic are heavily dependent on their richer neigh-
bours for aid flows but are now receiving much reduced
levels of assistance following the Gulf war, which
drained the donor countries

The situation is more scvere for the less wealthy
countries. Almost 1 million Yemenis returned home
from the Gulf countries, leading to a collapse of private
transfers and a doubling of the country’s unemployment
rate to about 36 per cent. Official transfers from neigh-
bouring countries have stopped. The economic recovery
of about 3 per cent in 1992, after two years of decline,
was mainly the result of increased oil output. Mean-
while, inflation reached 100 per cent which, together
with mounting unemployment, is contributing to social
tension. Yemen is facing increased difficulties in meet-
ing its foreign debt-service commitments.

Jordan recovered much faster than expected as real
GDF grew by over 7 per cent, driven basically by buoyant
construction and tourism activities and expanded manu-
facturing output. There was also a combination of other
factors, such as aid disbursements {mainly Japan and the
EC countries) together with repatriation of savings by
Jordanians returning from the Gulf, which have more
than compensated for the loss of aid and remittances
from richer neighbouring States. Despite the recovery,
however, uncmployment remains high and is estimated
to be over 25 per cent.

Confionting fiscal and external imbalances

Fiscal deficits in the region, since 1983, underline the
weakness of the tax structure In the net encrgy-ex-
porting countries, the ot sector continues to provide the
bulk of government revenues. Plans for tax reform and
new revenue-raising measures weee considercd, but not
implemented. Countrics such as Bahrain, Jordan, the
Syrian Arab Republic and Yemen increased their tax
revenues through higher import duties and increases in
tand, car registration and commercial fees. In the neten-
ergy-importing countries, the bulk of tax revenuces is ob-
tained from taxes on international trade and indirect
taxes. Taxes on income and wealth do not provide a sig-
nificant part of total tax revenues. The tax-GDP ratio re-
mains low.”> Attempts are, however, being made to shift
the tax incidence from customs tariffs to income and
sales taxes,

The sluggish world demand for crude oil and over-
production continue to put pressure on the balance of



BOX I3
The struggle for water in West Asia

TEST AS1A is mostly arid or semi-arid. The
Gulf States (Bahrain, Kuwait, Ginan, Qatar,
Saudi Arabia and the United Arab Emirates)
are situated in an arid zone; Iraq, lsrael,
Jordan, Lebanon, the Syrian Arab Republic
and Yemen are in relatively arid or semi-arid
zones. The Islamic Republic of ran has some
arid zones The region has two types of water
resources: the conventional groundwater and
surface water and the non-conventienal de-
salinated water, reused sewage effluentand
transported water. With the exception of the
Tigris and the Euphrates, there are only a
fow small rivers in Jordan, Lebanon and the
Syrian Arab Republic. Wadis, or water-
courses of the rainy season, exist in most of
the region but can be dry for years. Ground-
water reserveirs are critical for the region but
are fast depleting.”

Caught between diminishing ground-
water resources and the rising needs of a fast-
growing urban pepulation, as well as expand-
ing industry and agricuiture, countries in
the region have designed programmes to
increase water production. In most national
development plans, “water security” has
been a priority issue since the early 1980s
and will be even more so in the 1990s, Desali-
nation plants have been built and the region’s
on-line desalination capacity ranks highest in
the world. Saudi Arabia alone has more de-
salination capacity than the rest of the world
put together, and more is planned. Because
desalinated water is costly, it is generally
used for household censumption and has lim-
ited industrial use. Evenin Saudi Arabia,
aquifers supply two thirds of the needs,
Ffforts have been made to improve effi-
cieney inirrigation schemes and o recycle
water by industrics In various countries,
treated municipal sewage effluent is being
used for irrigation of public parks and
gardens.

In several countries, the population is
dispersed, and it was necessary to build pipe-
lines to transport water from desalination and
water treatment plants to remote areas. For
more than a decade proposals have been
made for transporting water across countries
within the region and cven importing water,

but their feasibility remains mostly doubtful,
Saudi Arabia conducted a feasibility study on
transporting water by towing icebergs to its
coast but with negative results " Jordanen-
visaged the construction of 2 600-kilometre
pipeline to receive water from the Euphrates
Riverin Irag Kuwait, which relies heavily on
desalination, began importing water from
Iraq but the project was cut short by the Gulf
war. Before the crisis it considered building a
290-kilometre water pipeline to link with the
Shatt Al-Ghoraf Canal in southern Iraq.’

The United Arab Emirates, forced to draw
water from aquifers at three times the replen-
ishment rate, envisaged importing water
from Pakistan via a water pipeline across

the Arabian Sea. Turkey has the Peace Pipe-
line project to carry water from two of its
small rivers, Seyhan and Ceyhan, to Jordan,
the Syrian Arab Republic and the Gulf States.

Turkey controls the water flowing from
its mountainous eastern repion, the sources
of the Tigris and Euphrates Rivers, as weil as
the waters of the Seyhan and Ceyhan, which
flow entirely in Turkey and empty into the
Mediterrancan Sea at the Bay of Iskenderun.
‘The Euphrates flows through Iraq and the
Syrian Arab Republic to the tip of the Per-
sian Gulf, and the Tigris flows directly to
Irag—receiving additional supplies from
tributaries in the Zagros mountains in the
Islamic Republic of Iran, then joining the
Euphrates and into the Guif. Thus, the major
rivers originate from outside West Asia, mak-
ing the region dependent en upstream devel-
opments which may reduce the availability of
water resources in the lower riparian coun-
tries,

Iraqand the Syrian Arab Republic are
the countries in the region to be most ad-
versely affected by any possible diversion of
water in Turkey, The Buphrates feeds Iraq’s
agriculture sector, and the Syrian Arab Re-
public relies mainly on hydroelectricity for
power. krrigation and hydroelectric power
schemes involving dams in the Tigris and
Fuphrates Rivers in Turkey couldreduce the
quantity and quality of the water that these
countries receive. The issue could become
acute when Turkey completes its ambitious
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Southeast Anatolian Project (GAP)* of large
hydroelectric and irrigation dams in Upper
Mesopotamia, started in the late 1970s.°

The three riparian countries have estab-
lished the Trilateral Commission of the
Euphrates River to discuss matters of com-
mon inferest. Successive meetings have so
far failed to produce any water-sharing agree-
ment. Foreign assistance to the GAP project
also depends on a resolution of the water
dizpute.

Another source of potential conflictor
cooperation lies within the region itself.
There are several groundwater aquifers that
extend between two or more countries,
Groundwater extraction by one State canaf-
fect the quantity and quality of supply avail-
able to other States. Up to now, the region
lacks an appropriate institutional mechanism
and a regional strategy for cooperation and
for the equitable allocation, use and manage-
ment of its shared water resources.

2 For a detailed report on water in West Asia and North Africa, see Priit}. Vesilind and Ed Ka-
shi, “Middle East water - critical resource”, Narional Geagraphic (May 1993).
b Survey of Economic and Social Developments in the ESCWA Region in the 19805

(E/ESCWA/DPD/8%/S), p 129

€ Gulf States Newsletter, No. 452 (January 1993), p. 12,

4 Guneydogu Anadolu Projesi,

® One study estimates that if the GAP programme and the Syrian Arab Republic’s water stor-
age schemes are fully implemented, the annual flow of the Euphrates into Iraqg could be re-
duced by two thirds, from 32 billion cubic metres to 11 bitlion cubic metres (Ramzi Musal-
fam, “Water: the Middle East problem of the 1990s", Gulf Report Special Issue (Gulf Centre

for Strategic Studies, 1991).p. 3)

payments of the region. The trade surplus of the region
declined from more than $100 billion in 1980 10 $2.7 bil-
lion in 1986, with occasional small improvements
thereafier, particularly in 1991, when the trade surplus
reached about $20 billion. Since services and unrequited
transfer accounts (mainly labour remittances) were al-
ways in deficit, the erosion of the trade balance led to a
persistent current account deficit, which reached $31
billion in 1991, with a smaller deficit in 1992 (see table
A.25). The large capital-surplus status of the region in
the 1970s and carly 19805 was dramatically reversed (see
figure I1.7).

Various measures were taken to address the bal-
ance-of-payments problem. The net energy-exporting
countries (which are also labour-importing) resorted to
quantitative restrictions. Imports of goods and services
(particulatly Jabour services) were curtailed. Aid and
soft loans to other developing countries were also re-
duced. The balance-of-payments problem is more severe
for the net energy-importing countries (also labour-gx-
porting) of the region. In response to declining official
assistance, private transfers and exports, those countries
also resorted to quantitative restrictiong on imports and
currencies were devalued

In addition to quantitative restrictions, efforts were
made to diversify exports away from oil To this end, pet-

rochemicals, fertilizers, aluminium and a few other in-
digenous semi-manufactured and manufactured prod-
ucts were promoted. Increasing attention has also been
paid to the prometion of trade in services. Some coun-
tries have been endeavouring, with some success, to in-
crease their camings from services by creating condi-
tions that would attract service-oriented activities and/or
produce services for export such as ship repairing, travel
and banking (Bahrain); ship repairing and transit serv-
ices (United Arab Emirates); and the expansion of mer-
chant fleets (Kuwait).

SOUTH AND EAST ASIA: SLOWER EXPANSION

South and East Asia, with its high concentration of suc-
cessful exporters of manufactures, was not entirely im-
mumne to the world recession, even though the decelera-
tion of growth in the region cannot be ascribed directly
and entirely to the slight slow-down of its export growth
in 1992 (see chap. HI). On the whole, growth rates of the
region slowed down to below 5 per cent, from 5.3 per
cent in 1991. The deceleration was concentrated in the
first generation of newly industrialized economics
{NIEs)— Hong Kong, the Republic of Korea, Singapore
and Taivan Province of China— the four mature “Asian
tipers”. Together, they lost almost two percentage points,
growing at 5.4 per cent, compared with 7.3 per cent in
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Figure I1.7.
West Asia: current account balances
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1991. The second generation of NIEs—Indonesia, Ma-
laysia and Thailand—almost kept its pace, growing at
7.1 per cent, compared to 7.5 per cent the year before. In-
dia made a modest recovery in 1992, after a 2 per cent
growth in 1991, its lowest growth rate since 1979. The
rest of the countries in South and East Asta, taken to-
gether, kept up an average growth near 4 per cent, and
have not changed much since 1989 (sce figure 1.8}, The
growth rates varied widely, however, in the last group.
The strongest deceleration occurred in the largest
of the NIEs, the Republic of Korea, which experienced
its slowest growth in 12 years. It was, however, largely
policy-induced, i.e., brought about by restrictive fiscal
and monetary policies aimed at reducing inflation that
had reached double digits and at containing the rapid ex-
pansion of its current account deficit.”* Permits for resi-
dential construction were almost frozen and construc-
tion of new commercial buildings was virtually stopped.
The package brought down inflation to 6 per cent in 1992,
half the level of the previous year, and almost halved the

current acount deficit to $5 billion. There was virtually
no growth in investment and GDP growth slowed to 4.7
per cent from 8.4 in the previous year. In Taiwan Province
of China, economic growth slowed with a slow-down of
export growth that reduced its trade surplus to an eight-
year low of $10 billion, while in Singapore limits to
growth arc being set by constraints in the domestic sup-
ply of labour and land, in spite of relocation of labour-in-
tensive industries to neighbouring countries, in particu-
lar Indonesia’s Batamn island and the Malaysian State of
Johore. The currencies of Hong Kong, Taiwan Province
of China and Singapore appreciated against the dollar,
which contributed to slower growth of exports. Hong
Kong was the exception among the NIEs in 1992, and its
growth accelerated by almost one percentage point, to 5
per cent. Its economy benefited from the economic
hoom in the southern provinces of China, in particular
Guangdong, the province closest to it. About two thirds
of China’s exports to the United States are conducted via
Hong Kong, and it is also prospering as the middleman
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Figure I1.8.
South and East Asia: real GDP growth, 1984-1992
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between China and Taiwan Province of China in chan-
neliing trade and investment. Such linkages were re-
flected in the 1992 export performance: re-export of
goods from Hong Kong increased by about 30 per cent,
while domestic exports rose by only 1.5 percent.
Continuing a trend since 1988, the second genera-
tion of Asian NIEs remained at the top of the growth
league for the region, with a rate of growth above 7 per
cent. Investment ratios have remained high, at above one
third of GDP, although the pace at which investment ex-
panded did slow down somewhat in 1991 and 1992, In
the last years, these countries have increasingly received
capital from the Asian NIEs, in an industrial restructur-
ing process in which the latter, having moved up the in-
dustrial ladder towards a mature industrial structure at
home, are relocating to the second generation of NIEs

(and also to China and the countries of “greater Indo-
china”, and more rccently to the Asian republics of the
former Soviet Union) industrial activities that are more
labour-intensive and ofien are in the lower end of the
technological spectrum. In all three, industry has been
the driving force, and remained so in 1992, with rates of
growth that are far higher than those in agriculture or in
services. Although foreign direct investment from the
United States is still important in the accumulated stock,
in recent years the largest share of foreign direct invest-
ment in Indonesia, Malaysia and Thailand has come
from the Asian NIEs.®

In this group too there was a slight deceleration.
Indonesia maintained its 6.5 per cent growth (see table
11.5) despite brakes on monetary expansion and a cau-
tionary fiscal policy that reduced consumer price infla-
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tion from almost 10 per cent to 5 per cent. Growth was
led by 11 per cent growth in the industrial sector, sup-
ported by a 12 per cent growth in manufacture exports,
the bulk of which went to Asian markets. Gross domestic
investment grew at a slower pace in 1992 (about 5.5 per
cent), partly owing to high domestic interest rates. In
Malaysia, a slight deceleration to 8 per cent, from 8.8 per
cent in 1991, derived mainly from the slow-down in ex-
port-oriented industries, in particular machinery, electri-
cal and electronic sectors, partly owing to currency ap-
preciation. The strong expansion in manufacturing
{about 13 per cent) was sustained by the domestic-ori-
ented industries. Fiscal and monetary policies were on
the cautious side. In Thailand, economic activity slowed
down (see table 11.5) mainly as the result of stabilization
policies in reaction to the acceleration of inflation that
accompanicd double-digit growth before the Gulfcrisis.
The May 1992 political crisis delayed some private in-
vestment and affected tourism.

The Indian economy recovered in 1992 from the
marked slow-down of 1991. GDP growth was about 3
per cent, up from 2 per cent the year before, At the same
time, macroeconomic balance was beginning to be re-
stored. A tight fiscal and monetary policy combined
with rapid import Jiberalization and a goed monsoon re-
sulted in a rapid fall in inflation rates. From its peak ofa
17 per cent annual rate reached in August 1991, inflation
was reduced to an average rate of 9 per cent in 1992, and
by the end of the third quarter of 1992 had fallen to an
annual rate of less than 7 per cent. At the origin of the ac-
celeration in inflation in 1991 were the balance-of-pay-
ments difficulties thatbecame acute in 1990, in the wake
of the Gulf crisis and a higher oil import bill. Foreign re-
serves at the end of 1990 had already reached a level in-
sufficient to cover even one month’s imports, and they
were even lower by the end of the second quarterof 1991,
To face the widening balance-of-payments gap, the Gov-
ernment sharply cut imports, which contributed not only
to the slow-down but also to rising prices in 1991. To
cope with inflation, austerity measures were introduced
in the last quarter of 1991 and a process of trade {iberali-
zation was started. In 1992, the budget deficit was re-
duced to 4.9 per cent of GDP because of tax increases,
but even more owing to cuts in expenditure, Major sub-
sidies were cut by about 16 per cent; fertilizer subsidies
were reduced by 30 percent.

Regulations for industry were relaxed. For exam-
ple, much of the previous requirement to obtain povera-
ment permission to set up industries was abolished.
Quantitative restrictions to imports were virtuaily abol-

ished and tariffs were reduced, leading to a degree of im-
port liberalization unprecedented in India. Imports in-
creased almost 20 per ceat, not only because of the re-
laxation of constraints, but also hecause of the generally
higher level of economic activify. But total exports
lagged (with only 3 to 4 per cent growth) as sales to the
ex~Soviet Union, India’s largest trading partner, plunged
50 per cent for the second year in a row. Hard currency
exports, however, rose 10 per cent, helped by the rupee
devaluation. Debt service on the country’s $75 billion
external debt has, however, begun to consume over 30
per cent of export earnings.

Altogether, the current account deficit, which had
been reduced in 1991 with a sharp fall of imports in that
year, started to increase again in 1992, Stabilization ef-
forts require an increase in imports to help contain prices
in the domestic market, but the trade-off is a worsening
of the current account. In support of its balance of pay-
ments, India increased its use of IMF credit, through a
stand-by facility of $2.2 billion approved in October
1991. Foreign direct investment recovered from the
strong decline of 1991, Foreign exchange reserves had
recovered by the end of 1992 to a level sufficient to cover
four months of imports.

Building on its success in controlling inflation and
the strong reduction obtained in the budget deficit in
1992, the Government has proposed an expansionary
budget starting April 1993, On the one hand, it includes
cuts in taxes such as customs and excise duties, tax holi~
days for new power plants and a reduction in the short-
termn capital-gaing taxes on foreign investors in India’s
stock markets. On the other hand, public investment is to
go up, with emphasis on infrastructure, and spending on
anti-poverty programmes is also to increase. The expec-
tation is that a reduction in budget support fo state enter-
prises will keep the budget deficit within limits. A dual
exchange rate system was replaced by a unified market-
determined single rate for the trade account, a de facto
depreciation that is expected to help exports. The sus-
tainability of growth and stabilization hinges on capital
inflows sufficient to compensate for the widening trade
and current account deficit.

The other economies in South and East Asia had
mixed performances but achieved rates between 3 and 6
per cent, with the exception of the Philippines, which
registered barely any growth in the past two years. Viet
Nam continued to reap good results from its economic
reforms (or doi moi). In 1992, the national economy
grew by 5.3 percent, up from4 percent in 1991. Industry
has led the expansion (with a rate of 15 percent). Despite
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unfavourable weather conditions, agriculture grew by
over 4 percent, enabling Viet Nam to increase its rice ex-
ports by 30 per cent over the level of 1991. This, com-
bined with crude oil exports, helped turn the trade bal-
ance into a surplus (of $75 million) for the first time in
over 40 years. Although the United States econotmic em-
bargo remained in place, other countries have started re-
suming their ties with Viet Nam. Foreign direct invest-
ment in the country is estimated to have increased by
over 70 per cent during 1992. Taiwan Province of China
and Hong Kong are the leading investors, and together
with other Asian couniries including Japan, account for
more than half of total foreign direct investment, sug-
gesting that Viet Nam might become another link in the
emerging intra-Asia growth circle.

Typical of countries in South and East Asia, in par-
ticalar the old and the new NIEs, has been a high invest-
ment ratio during the 1980s, about or even above 30 per
cent, far higher than rates in Latin America or in Africa
inthe same decade. Anothercharacteristic has been their
high share in foreign direct investrnent flows, and the
way in which this investment moved from one country
group to another, helping to evolve as well ag responding
to certain patterns of industrialization, and the corre-
sponding change in their trade structure—the phenome-
non that various analysts have described as the formation
of a nurnber of regional sub-zones, each one with a cen-
tre providing technological, financial and marketing
services linked to an area with more abundant and
cheaper labour. The sub-zones most commonly identi-
fied are the South China zone, consisting of Hong Kong
and the southern and Taiwan Province of China, and the
“growth triangle” of Singapore, Malaysia’s Johore and
Indonesta’s Batam island.®’

Beyond these well-known characteristics of invest-
ment in the region, another trait typical of countries in
South and East Asia, in particular both the old and the
new NIEs, is that investment in infrastructure was not
abandoned during the 1980s, even though at present se-
vere bottlenecks are being identified afier a period of
very rapid growth in private investment. With few excep-
tions, Governments in South and East Asia did not run
into the deep and prolonged fiscal crises that caused
strong decline in public investment and deterioration of
the infrastructure in several Latin American and A frican
countries during the 1980s. Governments in South and
East Asia continued to develop large infrastructure pro-
jects, directly, through the private sector, or on a mixed
funding basis. In the near future, investment in infra-
structure is expected to be even more important as a fac-

tor of growth. Public investment has increased in Singa-
pore and in Taiwan Province of China. The Republic of
Korea has approved large road and railway projects. In
Hong Kong, despite the on-and-off debate over financ-
ing of the new airport between the Governments of
China and the United Kingdom of Great Britain and
Northern Ireland, the construction of components of the
project is proceeding. Ports are being expanded in Sin-
gapore and Pakistan. Power generation and transmission
is being expanded in Indonesia. Malaysia is to imple-
ment its large-scale project of the North-South Highway,
a new airport at Sepang and expansion of telecommunpi-
cations. Thailand is starting large infrastructure invest-
ments, in particular to ease transportation bottlenecks in
Bangkok.

CHINA: STRONG GROWTH

China turned out another outstanding economic per-
formance in 1992, GDP growth rate accelerated to 12.8
per cent, the highest in the world. This expansion is
brought on targely by a 20 per cent increase in industrial
production. Agricultural production increased by about
3 per cent. Investment, both domestic and foreign, in-
ereased at a phenomenal rate, while international trade
expanded rapidly. Inflation inched up, reaching 5.3 per
centin 1992 (see table 11.7).

Growth was fostered by a generally liberal macro-
econormnic policy environment which spurred optimism
in the economy. The fourteenth Congress of the Chinese
Communist Party, convened in October 1992, reaf-
firmed the continuation of the policy of economic re-
form and opening up to the outside world. Such an assur-

Table I1.7.
China: selected economic indicators, 1993-1993
Annual percemtage change

1990 1991 19920 J993b
Gross national product 4.1 77 128 11
Industrial cutput 78 145 202 18
Agricultural output 7.6 37 3.0 4
Gross fixed investment 75 238 330 24
Value of retail sales 25 134 157 15
Retail price index 2.1 29 53 7
Total exports (dollar value) 181 150 143 16
Total imports {dollar value) -10.1 151 220 19

Source: State Statisticat Burcau of China and IMF, International

Financial Statistics.
a Preliminary.
b Forecast based on project LINK
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ance sent a positive signal to domestic economic agents
and foreign investors alike.

Several economic measures were taken as further
steps to a more market-oriented economy. More prices
were raised or freed; experiment in enterprise reform
continued; new rules simplified procedures for foreign
investment, opened up more economic sectors to foreign
investment and reduced trade barriers; a campaign was
launched to adapt China’s enterprise accounting practice
to international standards; commodity exchanges and
the experimental stock market were expanded in scope.

The monetary policy was, de facto, loose. Defying
government directives on credit expansion, banks in-
creased their lending by 20 per cent over 1991, doubling
the rate set by the government target. This contributedto
a 30 per cent surge in total money supply when total out-
put expanded by 12.8 per cent.

Although the estimated fiscal deficit was about 10
per cent higher than planned, it is still fess than 4 per cent
of total GDP in 1992, The number of loss-making state-
owned firms declined. Food price subsidies to urban
residents were eliminated, But the increase in central
government revenues has not paralleled that in industrial
output, owing to the lack of effective tax administration
in the fast-growing and profitable non-state sector,
which remains the most dynamic component of the na-
tional economy.*®

Favourable policy environment and optimism en-
couraged a high growth of investment, Even after taking
into consideration that China has maintained a relatively
high rate ofinvestment, atabout 30 percent of GDP since
the 1970s, the increase in both domestic and foreign in-
vestment in China was very high during 1992. Total in-
vestment in fixed assets was 20 per cent higher in real
termns than in 1991, The number of contracted new pio-
jects and new committed investment doubled their 1991
level, reaching over 40,000 projects and $58 billion re-
spectively. Foreign capital inflow (investment and credit-
related) totalled over $16 billion, about 50 per cent
higher than in 1991.

Hong Kong remained the largest investor in China,
with Taiwan Province of China catching up by increasing
its investment rapidly.® Combined with increasing di-
rect and indirect trade {mainly in the case of China-Tai-
wan Province of China trade through Hong Kong)
among the three economies, investment in China origi-
nating from the other two is strengthening the economic
ties among them. This linkage is part of the larger picture
of increasing intra-Asia trade and investment ties.

General optimism in the Chinese economy is also
reflected in consumer spending. Total domestic retail
sales increased by 15.7 per cent, aftera 13 per centrise in
1991. This boom in consumption was supported by a 7
per cent increase in urban and a 5 per cent increase in ru-
ral real personal incomes per capita.

The 5.3 per cent rate of inflation (see table I1.7) is
moderate considering that the Government sanctioned
retail price hikes for state-rationed grain and its proc-
essed products in April 1992, eliminating state subsidies
that averaged about 30 per cent on these staples, Prices
of industrial raw materials, coal, natural gas, rail freight
charges and chemical products were also raised, leading
to higher prices for some consumer goods. But excess
supply pushed prices of textile downward. It should be
pointed out, however, that the impact of these price re-
forms is felt more strongly by the urban population. The
cost-of-living index compiled for 35 large and medium-
sized cities registered an increase of 11 per cent. Such
overall price inflation, together with signs of material
shortage and unabated bottlenecks in energy, transport
and other infrastructure facilities, hints at the possibility
that the Chinese economy is overheating again.

As in the past decade or so, export growth in 1992
contributed significantly to GDP growth, even for as
large a country as China where trade as a proportion of
GDP is expected to be small. Custom-based data show
that export value totalled $81 billion in 1992, repre-
senting a 14 per cent increase over 1991. Meanwhile, to-
tal imports rose by even more, 22 per cent over 1991,
reaching $76 biltion.™

NOTES

Hncluding only developed marke! economies that are members
of the Organisation for Economic Co-operation and Develop-
ment {excluding the eastern Lander of Germany)

2Fpod stamps arc provided under a government programme to
subsidize food purchases by the poor. The unemployed in the
United States qualify for food stamps only after they exhaust
their savings and become peor (data supplied by United States
Department of Agriculture)

3IThe growth of real compensation in the 1970s period, after
oil prices jumped, was itself less than half the 4.4 per
cent growth in the 1966-1973 period (breaking points be-
tween periods are defined relative to economic growth
cyeles, as per OECD; calculations are based on estimates
of compensation per employee in the business sector in
21 QECD member countries in QECD Economic Outlook,
No. 52 (Paris, QECD, December 1992) and private consump-
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tion deflators in United Nations database of national ac-
counts).

4In the case of the United States, the end-year rebound in confi-
dence was followed by successively lower levels of consumer
sentiment in January, February and March 1993

SFiscal policy as a whole, including revenue as well as expendi-
ture effects, was slightly expansionary; i.¢, the cyclically ad-
justed fiscal balance of general government deteriorated by
0.4 per cent of GDP, about the same change as in 1991 (QECD
Economic Qutlock. ., p. 146), The actual 1992 deficit was 4 7
per cent of GDP (sce table A B).

68¢e United States Department of Labor, Monthly Labor Review,
February 1993,

"Economic Planning Agency of Japan, “Hojin kigyo doko
chosa”, February 1993,

8See OECD Economic OQutlook. ., p. 146.

GDP in eastern Germany, in contrast to the west, grew in 1992
for the first time since reunification, despite continued weak-
ness in manufacturing that was refated in past to the loss of main
export markets in eastern Europe and the former Soviet Union.
The 6 8 per cent growth largely resulied from 2 surge in con-
struction and other service sectors (sce *The economic scene in
Germany in winter 1992-3", Deutsclie Bundesbank Monithiy Re-
port, vol. 45, No. 2 (February 1993)).

HAdjustment of the financial situation of government is a parallel
concern in some of the countries, but with the higher credit-
worthiness of most government entitics compared to the private
sector, the adjustment pressures are of a different nature and
magnitude (see, for example, the discussion of government ac-
tivism, adjustment and policy prioritics in Germany, taly and
Japan in World Economic Survey, 1992 {(Unied Nations publi-
cation, Sales No. E 92.11.C. 1 and corrigenda), pp 16-23)

HThe comparable debt reductions and income increases were 15
per cent and 18 per cent in Canada, and 14 per cent and 16 per
cent in France (see Amex Bank Review, vol 20, No. 1 (25 Janu-
ary 1993),p.4)

128¢e The Scandinavian Econemies, vol. XX11I, No. 2 (February
1993),p. 15

B3¥ukio Noguchi, Baburu no Keizaigaku (Tokyo, Nihon Keizai
Shimbun-sha, 1992),p. 31.

HQuantitative data on those and other economic areas from sev-
cral of the cconomies in transition must be interpreted with
great caution as national statistical systems and data collection
remain in flux (sce also box 11.2).

15With the split-up of Czechoslovakias on 1 January 1993, the pace
of reform seems sct to move more rapidly in the Czech Republic
than in Slovakia. Nevertheless, output is expeeted to decline in

1993 in both republics because of the economic disruptions
caused by the split

15Consumer prices have risen much more rapidly than producer
prices in eastern Europe and a large gap has opened between in-
dices of the two sets of prices. Sources of the gap include cuts in
governament swbsidics of consumer goods, introduction of
value-added taxes, and improvements in the svailability and va-
riety of consumer goods and in the retail services in providing
these goods.

171t is convenient, but not essential, that participation in owner-
shipbe liquid, e.g , that there be a formal market in equity shares
in corporations.

YFor a discussion of the successful but in this sense incomplete
adjustment programme in Bolivia, see World Economic Survey.

1989 {(United Nations publication, Sales No. E8911.C 1 and
corrigendum}, pp 164-169.

9Privatization has been progressing in the other castern Euro-
pean countries as well For example, in Romania, large parts of
retail trade and the services sector were put in private hands
through state asset sales.

0Z¢e R. Frydman, A. Rapaczyski and J. S. Earle, eds., The Pri-
vatization Process in Central Europe {(Budapest, Central Euro-
pean University Press, 1993}, pp. 201-202; and for most recent
data, Heti Vilaggazdasag (Budapest) 13 March 1993,

Y The plan had three steps: first, the population received vouchers
to be used to buy ownership shares in state enterprises being pri-
vatized; secondly, people {or mutual funds to which they trans-
ferred their shares) bid on the firms at a sequence of auctions
untii prices for the shares were determined; and in the third step,
yet to be completed, the shares are distributed.

2for example, the stock of late payments in Czechoslovakiz was
estimated to have exceeded 25 percent of GDP (EKONOM (Pra-
gue), 23-29 October 1992, citing a study by the Czechoslovak
Statistical Office).

235ce Istvan Abel and Pierre Sikids, “Constraints on enterprise li-
quidity and its impact on the monetary sector in Hungary™” (Bu-
dapest University of Economics, December 1992).

MFor a review of issues in creating effective financial systems in
transition economies and policies undertaken to foster their de-
velopment, sce World Economic Survey, 1992 ,pp 81-84.

5Bulgaria and Romania opted for restitution of land to eriginal
owncers, but Hunpary chose financial compensation of previous
owsners, who could then seek to buy their land back . Inthe Czech
Republic and Stovakia, restitution issues are expected to be
completed in 1993, while in Poland, the Parlinment considered
several proposals for restitution, but agreed on none (see Fryd-
man ., pp 202-203) This latter case may threaten the broader
privatization process since investors would be rejuctant to buy
properties on which others might assert 2 claim

26 At Jeast some part of the decline in industrial output may be at-
tributed to welcome changes in production structure, with con-
version of military facilities to civilian use being a prime exam-
ple. According to Goskomstat data, the military-industrial com-
plex was expected to cut military production in its enterprisesin
half during 1992, with civilian manufacturing in the spme facili-
ties increasing only 9 per cent.

Tivtoreover, measured real wages of the Soviet Union had risen
substantially in the period 1988-1990 without a concomitant in-
crease in living standards Goods at official prices were in short
supply and people spent inordinate amounts of time in quenes or
paid extra to obtain whatever was available Thus, the 1992 fall
in measured real wages oversteted the actual fall in living stand-
ards (see aiso David Lipton and JefTrey D Sachs, “Prospects for
Russia’s economic reforms”, Brookings Papers on Economic
Activity, No 2 (1992),pp 213-283)

B razvitii ekonomicheskikh reform v Rossiyskay Federatsii |
(Moscow, Gaskomstat, December 1992), p 29

Tor coneise reviews of the policy debates and actions leading to
the dissolution of the USSR, sce Horld Economic Survey, 1991
{United Nations publication, Sales No E.91.11.C 1}, pp 22-25;
and World Economic Survey, 1992 ., pp 26-30

383ee “Programma ughublenia ckonomicheskikh reform Pravitel-
stva Rossiyskoy Federatsii®, Foprosy Ekonomiki, No 8, 1992

3N The money supply is defined here as the amount of cash in cir-
culation plus demand end time deposits (Mz)
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2Tightening of credit meant tight administrative ratiening of
credit, as real interest rates remained highly negative

33 Apparently, some banks deliberately slowed payments to retain
larger amounts of enterprise funds at their disposal for short-
term credits and hard-currency arbitrage-— very profitable ac-
tivities in times of rapid inflation.

34Most of the privatization in 1992 involved small enterprises. By
the end of November almost 34,000 enterprises belonged fully
or partially to private owners, but four fifths of privatized busi-
nesses were small. Allogether, 40 per cent of wholesale and 8
per cent of retail trade were privatized, as were 3 per cent of pub-
lic catering and 7 per cent of other services. But in industry less
than 6 per cent of the total number of enterprises were privately
owned by the end of the year, and their share in the 1992 indus-
trial output was not even 7 per cent. On the other hand, the proe-
ess that is to privatize large and medium-sized enterprises be-
ginning in 1993 was worked out during 1992 A voucher scheme
having seme similarity to that of Czechoslovakia, noted above,
was adopted and privatization vouchers began to be distributed
to all citizens in October With the privatization programme
now gathering sleam, non-state enterprises are expected to sig-
nificanty increase their share in industrial output in 1993

350ne promising sales cutlet was exports, where under-invoicing
of exports also provided a means to transfer financinl resources
abroad until domestic conditions stabilized (see chap 1V).

361y fact, the long-awaited law on bankruptcy was not passed by
Russia’s Parliament until November 1992, and then did not take
effectuntil | March 1993 At the time of writing, a limited num-
ber of weli-publicized bankruptcies is providing a model of how
the new procedure will work

37 Another major source of the swelling money supply was rouble
credits issuced by the Governments of other successor States to
their own enterprises which, in tura, fed them into the economy
of the Russian Federation {see chap IV).

38Trade between Cuba and the former CMEA countries in 1992
amounted {o a mere 7 per cent of its 1989 level.

39Fpr a detailed review of the subject, see Economic Commission
for Latin America and the Caribbean, Preliminary Overview
of the Economy of Latin America and the Caribbean, 1992,
pp 7-17.

40Thus, while the regional weighted inflation average doubled to
410 per cent, excluding Brazil it fell to only 22 per cent from 49
per centin 1991 and over 900 per cent in 1990

41For adiscussion ofthis issue, see Samuel A Morley, “Structural
adjustment and the determinants of poverty in Latin America”
{Vanderbilt University and Inter-American Development Bank,
May 1992), and Carlos Massad, “Equidad y transformacion
productiva como cstrategia de desarrollo: la vision de la
CEPAL", CEPAL, documento de trabajo No 12, diciembre
1992,

42 Although classified by the Survey as a developed market ceon-
omy, South Africa is discussed as part of the African region. The
aggregate of Africa does not include data for South Africa,

43The Security Council imposed an arms embargo against Li-
beria in November 1992 {resolution 788 (1992)). The Economic
Community of West African States {(ECOWAS) also imposed
sanctions

410n 16 December 1992 the Security Council approved an opera-
tion to monitor and verify the cease-fire agreement and the de-
mobilization, to provide security for activities in support of the
peace process, to coordinate and monitor all humaritarian as-
sistance, and to provide technical assistance and monitor the

elections (see resolution 797 (1992) and document $/24892).
Resources towards the United Nations operation are, however,
stil} insufficient, albeit donors pledged about $1 billion towards
economic rehabilitation and drought relief,

45Gee, for example, Temitope W. Oshikoya, “Macreeconomic ad-
justment, uncertainty and domestic private investment in se-
lected African countries”, Economic Research Papers, No. 16
{Abidjan, African Development Bank, 1992).

46K arim Nashashibi and others, “The fiscal dimensions of adjust-
ment in low-income countries”, Occasional Paper, No. 95
(Washington, D C, International Monetary Fund, April 1992},
pp. 11-12,

$TWorid Invesiment Report, 1992 (United Nations publication,
Sales No. E.92 1L A 19),

BUntii early 1993, foreign exchange was sold by CBN at & rate
close to the parallel rate, the rate at which the bureaux de change
sell currency from privaie sources. Earlier reforms in the for-
eign exchange markets of Nigeria were reviewed in World Eco-
nomic Survey, 1990 (United Nations publication, Sales No.
E.90 I11.C.1 and corrigenda), p. 30

49 Angola, Ethiopia, Malawi, Mauritania, Mozambique, Rwanda
and the United Republic of Tanzania.

0]y Nigeria, for example, 88 per cent of state debts to govern-
ment-controlled banks were non-performing in June 1991 (The
Banker (October 1992), p. 29)

5i_ow private investment in Ghana has been ascribed to credit
ceilings imposed to counteract monetization of foreign aid (see
Stephen D Younger, “Aid and Dutch disease: macroeconomic
management when everybody loves you®, Horld Development,
vol 20, No. 11 (November 1992}, pp. 1587-1597). Othercauses
of low private investment are discussed in Ishan Kapur and oth-
ers, “Ghana: adjustment and growth, 1983.91", Occasional Pa-
per, No. 86 (Washington, D.C., International Monetary Fund,
September 1991), pp. 15-16.

S2{FAD, The State of World Rural Poverty: An Ingquiry imto lis
Causes and Consequences (New York, New York University
Press, 1992), chap. 7; Savings and Credit for Development, re-
port of the International Conference on Savings and Credit for
Development, Klarskovgard, Denmark, 28-31 May 1990
{United Nations publication, Sales No, E92.I1A.1; It B.
Ghate, “Interaction between the formal and informal financial
sectors: the Asian experience”, World Development, vol. 20,
No 6 (June 1992), pp. 859-872.

538¢e Dani Rodrik, “How should structural adjustment programs
be designed?”, World Development, vol. 18, No. 7 (July 1950},
pp. 943-944,

548¢e Augustin Kwasi Fosu, “Political instability and economic
growth: evidence from sub-Sahasan Africa”, Economie Devel-
opment and Cultural Change, vol 40, No. 4 (July 1992},
pp. 829-841

$5African Charter for Popular Participation in Develapment,
Arusha, 12-16 February 1990, (E/ECA/CM.16/11); The State
and the Crisis in Africa; In Search of a Second Liberation,
report of the Mweya Conference in Uganda, 12-17 May
1990 (Uppsala, Dag Hammarskjbld Foundation, 1992); and
Rodrik. ., p. 935.

56The former Yugoslavia includes the Federal Republic of Yugo-
slavia {Serbia and Montenegro), Bosnia and Herzegovina,
Croatia, Slovenia and the former Yugeslav Republic of Macedo-
nia.

518ee World Econoniic Survey, 1992 ., p. 45,

58Preliminary figures indicate that output of petrochemicals in
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the Istamic Republic of Iran and Saudi Arabia-—the larpest pro-
ducers in the region—increased in real terms by 8 per cemt and
6 per cent, respectively.

59The rise in banking activitics is mainly duc to the fact that some
countries in the region which used reserves and external bor-
rowing to finance fiscal deficits turned in 1992 to local banks.
In addition, for the first time major government-controlled
agencies and corporations have also been allowed to turn to the
market to raise funds. Preliminary figures indicate that in 1992
major banks in the region reported increased profit

89Decfence outlays in Knwait alone more than quadrupled in 1992
and its share in total povernment expenditure stood at 43 per
cent. The share in Saudi Arabia was 30 per cent, 34 per cent in
Oman, 37 in the Islamic Republic of Iran, and between 20 and
30 per cent in the remaining countries. The high defence spend-
ing ratio in the region reflects the unprecedented rise of man-
power in the armies and increased weapons purchases.

81A1 countries in the region faced fiscal deficits in 1992 and most
of them {except Saudi Arabia, Jordan and Yemen) widened
them . In the case of Saudi Arabin, the dimension of the deficit
is unclear. In 1992, major state ventuores of the Kingdom were
allowed to raise loans from domestic sources. Since the Govern-
ment has traditionally funded them directly, there is an argu-
ment that the 1992 deficit could be much larger than displayed
by the statistics. The fiscal deficit ratio to GDP was 25 percent
in Kuwait, 7 per cent in Saudi Arabia, 7 per cent in Oman
{against a surplus of 6.6 per cent in 1991) and 5 percent in Qatar
{against a 2 per cent surplus in 1991).

2]t seems that the privaie enterprises prefer the flexibility gained
by hiring foreigners, and nationals reject them for lack of social
security legislation and other protection or benefits. In 1992,
for instance, wage rates in the private sector for many immi-
grants were reduced by one third,

63The tax-GDP ratio was 2.8 percent in 1991 and 2 7 per cent in

1992 for Jordan. In Yemen, it was 12,3 and 15 percent in 1991
and 1992, respectively, in the Syrian Arab Republic, 78and 9 2
per cent, respectively

64Survey of Economic and Social Developments in the ESCWA
Region in the 19805 (E/ESCWA/DPD/89/5), table 6.1, p. 98.

5A shift of almost $23 billion in the current account took place in
the Republic of Korea in three years, from a surplus of $14 bil-
lionin 1988 to an $8.8 billion deficit in 1991.

66in 1991, the four Asian NIEs invested over $3 billion in Indone-
sin, Malaysia and Thailand, while United States investment was
about $500 million, Europe's was about $1 4 billion and Japan's
about $1.6 billion (based on Merrill-Lynch, Asian Economic
Conumnentary, May 1992)

§"More recently, other sub-zones have been mentioned, such as
the Yellow Sen zone, including the Republic of Korea and the
Democratic People’s Republic of Korea and north-east China;
the Japan Sca zone, which adds Japan and Asiatic Russia to the
Yellow Sea zone; and the “Greater Indochina™ zone, centred on
Thailand and including Yuanan Province of China, the three
Indochina countrics and Myanmar (Professor Edward Chen,
Director of the Centre of Asian Studies at Hong Kong Univer-
sity, as quoted in Alexander Nicoll, “The challenge facing
Asia's prowth eycle”, Financial Times, 24 February 1992)

S8Preliminary data show that industrial output of state-owned
firms increased by some 13 per cent in 1992, while that of col-
lectives and other ownership forms grew by close to 31 and
50 per cent, respectively (State Statistical Burcau of Chine,
November 1992).

§9In 1992, the estimated growth rate of Taiwanese investment in
China was over 75 per cent, pushing total investment to $2.5 bil-
lion. This would make Taiwan Province of China the fourth
larpest investor in China, after Hong Kong, the United States
and Japan

708¢e box on China trade in chap. 111






International trade

The volume of world exports grew by 4.5 per cent in
1992, compared with around 3.5 per cent in 1991
(table 111.1). Growth was modest in comparison with
that reflected by the rates of the late 1980s, but it far ex-
ceeded the growth of world output, which barely recov-
ered from the recession of the preceding year. There were
also no large shocks. Commodity prices in general re-
mained fairly stable though depressed. With a few excep-
tions, the pattern of trade flows did not suggest a large
change from the trends of the recent past.

Yet thete was heightened tension in a number of
areas. The stalemate in the Uruguay Round of multilat-
eral trade negotiations, already over two years behind
schedule, continued to cast doubts on the future of the

multilateral trading system. The preference for unilat-
eralism and for bilateral and regional trading arrange-
ments continued to grow stronger, while faith in the mul-
tilateral system appeared to wane. In recent months there
has been a greaterreadiness to yield to protectionist pres-
sures. Frictions between some of the largest trading part-
ners rose after a period of relative calm. In early 1993,
trade tensions between the European Community and
the United States of America spilled over from the Uru-
guay Round of multilateral trade negotiations into the is-
sues of trade in steel, and semiconductors and govern-
ment procurement. Japan’s trade surplus rose to record
levels and aggravated the old tension between the coun-
try and its major trade partners, especially the United

Table L1
World trade, 1983-1993
1983 1984 1985 1986 1987 1988 1989 1990 1991 1992° 1993b
Value af exports (billions of dollars)
World 1771 1874 1896 2084 2437 2763 2990 3412 3476 3692 1391l
Developed market economies P171 1248 1289 1504 1759 2007 2147 2476 2541 2695 2800
Developing countries 475 501 486 453 546 623 713 812 854 922 1034
Economies in transition 124 124 121 127 132 131 129 124 81 v
Eastern Europe 61 62 64 67 69 69 67 65 44 46 4%
Former USSR 64 62 57 60 63 62 62 59 37
Volume of exports (annual percentage change)
World 1.6 8.5 38 41 5.8 8.1 78 5.1 36 45 58
Developed market economics 1.8 9.8 52 34 5.0 8.6 67 57 25 39 49
Developing countries 0.0 6.1 13 116 9.7 g0 17 7.9 97 74 9.2
Economies in transition 59 51 -08 4.0 25 45 .10 97 -180
Eastern Europe B.2 7.2 21 -07 1.7 43 -18 65 -10 50
Former USSR 33 25 43 100 34 4.8 06 -130 277
Memo item: growth of world oniput (annual percentage change)
2.6 43 32 30 33 44 32 1.6 0.2 0.6 1.5

Source: IMF, International Financial Statistics, and UN/DESIPA estimates.

Preliminary estimates.
Forecasts, based on Project LINK.

o
b
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United States. Finally, the case for managed trade ap-
peared to gain intellectual support, pitting itself more
strongly than before against the traditional advocacy of
a liberal trading system.

While concern over the future of the trading system
increased, a notable feature of world trade in recent years
has been that trade has been growing more rapidly than
warranted by the past relationship between the growth of
trade and of world output. During the period 19881992,
the growth of world output slowed sharply, its annual rate
decreasing from 4.4 to 0.6 per cent. The growth of world
trade alse slowed but far less sharply, its annual rate de-
creasing from around 8 to 4.5 per cent. In other words,
the grawth of world trade remained more vigorous than
that of world output. The decline in the responsivenessof
world trade, that is, in its elasticity with respect to the
growth of world income in the 1970s and the early 1980s,
which had been causing concern,' appears to have been
reversed. While that elasticity declined from around 1.6
per cent during the period 1951-1970 to 1.3 per cent dur-
ing the period 1971-1975 and to 1.1 per cent during the
period 1981-1985, itrose to around 2.4 during the period
1986-1992 (table H1.2). It is too early to suggest, how-
ever, that this relatively high responsiveness will con-
tinue. Moreover, the growth of both trade and output has
slowed down in the recent past, with the association be-
tween the growth of output and that of trade remaining
an unmistakably close one (see figure 1{1.1).

The growth oftrade in 1992 in fact closely reflected
the regional pattern of the growth of output. The growth
of both differed widely among countries and regions. A
number of areas of growth and of contraction of world
trade stand out. First, there was a contraction in Japans
imports as the growth of the economy slowed, coming to
a virtual standstill at the end of the year. The slow-down
in the growth of volume of exports was also steep,
though the trade gap in dollar value widened as a result
of the appreciation of the yen and a continuing shift in

Table IIf.2,
Apparent elasticity of world trade with respect to
world output, 1951-1992°

19511970 1971-1975  1976-1980  1981-1985  1986-1992

.64 130 1.30 1.12 237

Source; UN/DESIPA, based partly on data in GATT, Internaiional
Trade, various issues.

i Percentage change in export volume over the period di-
vided by percentage change in cutput,

Japanese exporis to higher-value products, in some
cases as a consequence of “voluntary™ export restraints.
Second, United States imports rose sharply as the do-
mestic economy began to recover from the recession,
while the country’s exports increased only modestly.
Third, the external trade of South and East Asia and
China continued to grow strongly, outpacing the growth
of trade of all other regions. The volume both of imports
and of exports of South and East Asia grew by around 10
per cent. China’s exports grew by some 14 per cent and
imports by 20 per cent. The external trade of the region
remained the most dynamic element of' world trade. This
was all the more remarkable as the region’s exports to Ja-
pan virtually stagnated. Fourth, imports of Latin Amer-
ica continued to surge, with those from the United States
accounting for a large proportion of the increase. Japan’s
export to the region also increased significantly. Fifth,
the volume of external trade of the economies in tran-
sition continued to decline, but at a slower rate than
in 1991, despite the growth of their convertible currency
trade.

Though trade showed some resilience in the face of
sluggish world output, threats to its growth remained
large. Few trade liberalization measures were taken by
the industrial countries which account for the bulk of
world trade. Yet, a considerable number of new trade re-
strictions have in fact been undertaken, particularly in
the form of anti-dumping actions, There was a discern-
ible tendency among policy makers to give way to
pressures for protection with respect to specific indus-
tries. By contrast, a large number of developing coun-
tries continued to adopt more liberal trade regimes (see
chap. II}.

Confidence in the efficacy of the multilateral trad-
ing system appeared to erode further. This was partly re-
flected in the proliferation of regional trade blocs and in
efforts to strengthen them, as well as in the growing
readiness to manage trade through bilateral deals. The
failure of the major trading nations to reach agreements
on some of the critical issues on which the successful
completion of the Uruguay Round of multilateral trade
negotiations depended only contributed to the erosion of
confidence in the General Agreement on Tariffs and
Trade (GATT) systemn, It also appeared to strengthen
both the case for achieving the objective of higher levels
of international trade through the alternative routes of re-
gionalism and the arguments for more government inter-
vention in trade in the name of the national interest.

Arguments for “strategic” government interven-
tion to influence the pattern of trade are now being heard
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Figure IIL 1.
Growth of world trade and worid output
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Source: UN/DESIPA.

more frequently and appear to be gaining support both in
the profession of economics, still dominated by propo-
nents of liberal trade, and among policy makers, in some
important cases with new intellectual support for inter-
vention. A not-quite-new genre of trade theory, which
takes account of imperfect competition and external
cconomies, and appeats to provide an intellectual under-
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pinning to the new policy, is now available. In fact, there
has been a certain strengthening of the alliance of policy
makers and economists believing in intervention and in-
dustrial policy, especially in the United States following
the recent change in government.® The nature and future
evolution of government action in trade remain unclear,
however.

TRADE FLOWS IN 1992: SALIENT FEATURES

DEVELQPED MARKET ECONOMIES

International policy discussions of poles of growth in
gross domestic product (GDP} and trade have generally
focuged on the developed market cconomies because to-
gether these countries account for over 70 per cent of
world frade.> However, only one of the larger areas of
strong import growth in 1992 involved any developed
economies. This was North America, where the volume
of imports surged 11 per cent, after two years of almost
no import growth at all . The imports of North America,
however, account for less than one quarter of the trade of
the developed market economies. The other farge eco-

nomic areas within the group experienced very slow im-
port growth on average, and in the case of Japan, there
was an outright 1 per cent decline in the volume of im-
ports (see figure I11.2). As a whole, therefore, the devel-
oped market economies gave only a weak impetus to
world trade in 1992 and under the economic outlook pre-
sented in chapter 1, they are not expected to be a major
source of dynamism in 1993 either.

The increase in North American imports in 1992
reflected the economic recovery that began to take hold
in the United States and Canada during the year (see
chap. 1I). United States import growth was especially
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Figure I11.2,

Growth of imports in the world’s five largest trading nations, 1990-1992
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strong, and led by consumer and capital goods, espe-
cially computers and semiconductors, surged almost 12
percent. While all major exporters of capital goods to the
United States increased their sales, the growth of im-
ports of consumer goods was dominated by suppliers
from the developing countries of Asia, especially China.
By the end of 1992, China accounted for 16 per cent of
United States imports of consumer goods, the figure be-
ing up from 14 percent in 1991.°

The growth of United States exportsin 1992 did not
quite keep pace with that of previous years, as the major
United States markets in Europe and Japan were quite
stuggish.’ The deceleration was especially marked for
exports of capital goods, which grew at one haif the 1991
pace. The decline in demand in Western Europe and
Japan where investment was very weak was only partly
offset by strong sales to developing countries in Asiaand
Latin America,

The volume of United States exports nevertheless
grew in 1992 by 7 per cent which was almost twice the
global growth rate and represented a continuation of the
strong export growth that had begun in the second halfof
the 1980s. Although those exports had benefited from
strong international demand during several years, their
continued strength when that demand weakened illus-

trated the degree of international competitiveness that
the United States had regained in recent years. Indeed,
the real effective exchange rate of the dollar measured
against the currency of industrial country trade partners
fell for the third consecutive yearin 1992 (see table A.9),
It is now more than 25 per centbelow its level in the early
1980s, before the period of overvaluation of the dollar
began. The change in 1992 reflected a small fall in the
average exchange rate of the dollar, as well as smallerin-
creases in United States wage rates than in those of major
trading partners and the country’s improving productiv-
ity growth.® One particularly sensitive market for United
States exports is Japan, with which the United States has
had a large and persisting trade deficit that has been a fo-
cus of political attention in both countries for several
years. Japan imported $52 billion of merchandise from
the United States in 1992, a figure representing about the
same dollar value as in 1991; but with United States im-
ports from Japan rising, the bilateral Japanese trade sur-
plus reached $44 billion, a figure $5.5 billion greater
than that of 1991. Japan’s trade surplus with other major
trading partners also grew substantially in 1992, reach-
ing record levels vis-g-vis the European Community
(331 billion) and Asia ($42 billion), but excluding the
Middle East with which Japan persistently runs a trade
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deficit owing to its oil imports. In each case, the main
reason for the growth of the surplus was the very weak
import demand in Japan due to its slowing economy. Im-
ports of intermediate goods in particular fell sharply; for
example, steel imports dropped 31 per cent and petro-
leum products almost 17 per cent.”

If the growth of trade was assisted in 1952 by the
surge in the imports of the United States, which is the
world’s largest trading econorny, it was also held back by
the sharp curtailment of imports in Germany, the world’s
second largest trading country. The volume of Ger-
many’s imports had grown by double-digit rates in each
of the previous two years owing to the programme of
support of the Government for integrating the eastern
Lénder into the federal republic. With the sharply higher
levels of demand pushing up the German inflation rate,
a policy correction was needed and the German reces-
sion of the period 1992-1993 has been the result (see
chap. II). The sharp reduction in German import growth
in 1992 followed.

The weakening import demand in Germany and in
other European economies during 1992 had important
repercussions on their European trading partners.
France, for example, had built up considerable gains in
export-price competitiveness after four years of rela-
tively slow growth in wage rates, rising labour produc-
tivity, low inflation and a propensity of exporting firms
for squeezing profit margins to increase market share ®
France thus entered 1992 with relatively strong export
growth; indeed, exports were the most dynamic part of
an otherwise sluggish economy, at least for the first four
months of the year. With increasingly weak partner-
economies, however, exports stagnated. The biggest fall
was in exports of passenger motor cars and investment
goods, in which France had made substantial gains in
market share. Without its export stimulus, the French
economy itself weakened and its own imports slackened.
The French trade balance fuined into a surplus in 1992
of almost $6 billion. It was only the sixth trade surplus in
30 years.

The counterpart of the higher-level competitive-
ness of French production was the Jower-level competi-
tiveness of some partner countries, especially within the
Furopean Community where exchange rates among
member countries of the Exchange Rate Mechanism
(ERM) had been essentially fixed from 1987 until Sep-
tember 1992. Indeed, the two countries that left the ERM
in September, Italy and the United Kingdom of Great
Britain and Northern Ireland, experienced particularly
sharp deteriorations in their competitive position.

The United Kingdom had entered the ERM only in
October 1990, in part as a means to impose some exter-
nal discipline on the increasingly rapid growth of money
wages, which it had been argued was having negative
consequences for external competitiveness.” The
United Kingdom's recession in the period 1991-1992, if
not the pegging of the pound, slowed the growth of real
wages, but the fall in external competitiveness contin-
wed. However, British inflation was dropping rapidly in
the recession and had fallen below that of Germany. This
would have tended to improve competitiveness, but the
pound rose against the dollar and the yen because the
dentsche mark rose and the pound was held in the ERM
grid. British competitiveness thus continued to deterio-
rate. In the first quarter of 1992 the rise in total imports
was greater than the increase in domestic demand and
for the year asa whole imports grew by 6 per cent (figure
1I1.2). As discussed in chapter 11, the ERM exchange
rates became unsustainable and the currency crisis en-
sued. The subsequent devaluation of the pound brought
the real effective exchange rate against the currency of
industria! country partners down 15 per cent by Novem-
ber from its August peak. British production of tradable
goods should thus regain a degree of competitiveness in
1993 and although export markets will remain sluggish,
the import penetration level might recede and domestic
growth prospects improve.

The deterioration in competitiveness in Italy up to
September 1992 was also quite marked. In 1991, the vol-
ume of exports had stagnated and the dollar value had
fallen, the worst export performance since the early
1980s. As in the United Kingdom, wage rates had risen
significantly faster than those in competitor countries.
Relative unit Iabour costs in manufacturing rose 10 per
cent against those of major trading partners over the pe-
riod extending from the last ERM realignment in 1987 to
the first half of 1992.' However, the currency realign-
ment starting in September eliminated this accumulated
loss of competitiveness.

ECONOMIES IN TRANSITION

International trade is of critical importance to transition
economies. Since the transition process began in earnest
in 1989 with changes of government first in eastern
Europe and then in the Union of Soviet Socialist Repub-
lics, international trade has also encompassed the politi-
cal dimension of being one vehicle for integration into
the universe of the market economies. First eastern
Europe, then the Baltic States, and then the other States
of the former Soviet Union sought to build or strengthen
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trading bridges to the West and to the South. They aban-
doned the complicated and inefficient administrative
network of trade agreements that they had developed
among themselves as centrally planned economies and
concentrated on increasing hard-currency earnings.
They looked for new sources of supply and new poods to
import, as well as new markets for exports, seeking, in
particular, to strengthen relations with the European
Community (EC)." Developments in 1992 marked a
continuation and intensification of these trends.
Throughout the group of transition economies, the
net effect of the attempt to redirect their trade has been a

sharp decline in exports and imports, as the degree of

growth of trade with new partners could not match that
of its contraction with old ones. The States of the former
Soviet Union entered deeply into this process in 1992,
while in eastern Europe, where the transition started
eatlier, the overall contraction in trade appears to have
ended.”

Lastern European turn around

Although the value of intrarcgional trade continued to
decline in 1992, trade of eastern Europe with the devel-
oped market economies burgeoned, and as a result the
value of exports of the region grew by more than 5 per
cent (table A 19). Bulgaria and the former Czechoslova-
kia experienced the largest increases in exports to market
economies (61 per cent—albeit from a very low base —
and 26 per cent respectively). Hungary and Poland had
shifted most of their exports to market economies by
1991, but still raised the level of those exports by 10 per
cent and 14 per centrespectively, Most encouraging was
the fact that the free fall in their trade with other transi-
tion cconomies ended: exports of Hungary to other tran-
sition economics rose 14 percent and those of Poland fell
only slightly.

The growth of eastern European exports to market
economies occurred despite the recessionary conditions
in those economies that were discussed in chapter 11, In-
deed, the value of exports to European developed market
economies grew by more than one fifth in 1992, helped
by the association agreements of the former Czechoslo-
vakia, Hungary and Poland with the European Commu-
nity. Signed at the end of 1991, the trade portions of the
agreements came into force on 1 March 1992, The
growth of exports to the Furopean Community has nev-
ertheless had its tensions and in November 1992 the
Commission of the European Communities imposed a
dumping duty on steel tubes imported from the three

above mentioned eastern European countries. Moreover,
the three major commodity groups in which the eastern
European exporters would be most competitive-—agri-
cultural products, steel and textiles—were not given full
preferences.

Eastern Europe, meanwhile, is becoming a more
significant market for exports from market economies,
particularly those in Western Europe. While the eastern
European market is still small, its share of Western Euro-
pean exports rose from 3 per cent in 1989 to 5 percent in
1992, However, since eastern European imports from
Western Europe grew more rapidly than exports from
eastern Furope to the West, the eastern countries devel-
oped an overall regional trade deficit that was on the or-
der of $3 billion. This has had to be financed with new
credits on commercial terms, which will raise the foreign
debt burden of the region. Exporters in the eastern Euro-
pean countries believe that had industrial countries fur-
ther relaxed restrictions on imports of agricultural and
other products (admittedly the goods are politically sen-
sitive ones) or had they not had to compete in the tradi-
tional markets of other transition economies against the
European Community’s very low-priced, subsidized,
surplus commodities, eastern European export earnings
would have been significantly higher and their borrow-
ing needs lower.

This notwithstanding, eastern and Western Euro-
pean partners have been secking to further deepen their
trading ties. Thus, besides the three EC association
agreements signed in 1991, agreements were signed
with Bulgaria and Romania, while the former Czecho-
slovakia, Hungary and Poland signed agreements with
the Euvropean Free Trade Association."?

Trade implosion in the former Soviet Union

Before the dissolution of the Soviet Union late in 1991,
inter-republic trade, as part of a matrix of supply links
of state enterprises, was determined centrally. Since
decisions on the location of factories in the Soviet Union
sought to take advantage of scale economies and to
spread manufacturing around the country, most of the re-
publics became highly dependent on inter-republic sup-
ply flows.’ With the breakup of the Soviet Union, those
flows were abruptly transformed into international
trade. The newly sovereign countries began restricting
the outflow of their poods to other former republics of the
Soviet Union early in 1992 in order to increase domes-
tic consumption and boost exports that earned hard cur-
rencies. The vital inter-republic supply links thus suf-
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fered, and thus contributed heavily to the decline in out-
put in all countries of the group (see chap. ). New, bi-
lateral agreements were negotiated in order to protect
trade flows. They provided for volumes of supplies that
were significantly lower than before, buteven these were
not achieved. By the end of 1992, customs barriers were
being established, and new national currencies or their
surrogates (for example, currency coupons) were intro-
duced in several countries of the group.

With the Russian Federation stating its intention to
raise the prices of its energy exports to world levels and
1o demand payment in hard currency, and given the fact
that ali the States lacked adequate foreign exchange re-
serves, continued trade required some mechanism for
settling payments without hard currency. The members
of the Commonwealth of Independent States (CIS)
signed an agreement in February 1992 to use the rouble

for all inter-State payments and credits. A mechanism of

correspondent bank accounts was introduced to service
trade payments between the Russian Federation and
other States of CIS, but trade suffered from many pay-
ment and pricing disputes. Moreover, the Governments
of the rouble-zone countries had to extend rouble credits
to their enterprises to pay for imports. In the absence of
the corresponding rouble deposits, this arrangement ad-
versely affected the effort of the Russian Government to
limit the growth of its money supply.

Trade of CIS as a whole with the rest of the world
declined steeply as well. According to estimates of the
CIS Statistical Committee, the value of exports fell by
one quarterin 1992. The value of imports fell even faster
than that of exports, and this gave a balance-of-trade sur-
plus for the CIS as a whole that was essentially the result
of the positive balances of trade of the two largestexport-
ers of fuels and metals—the Russian Federation and
Kazakhstan.

The distuptions experienced on the supply side in
the former Soviet Union in 1992, as discussed in chapter
11, could not but affect the production of exportables
along with other goods and services. In addition, trade
policics, regulations, and customs procedures changed
frequently, and this affected negatively both exports and
imports, especially in the Russian Federation. Tradi-
tional exports of petroleum and gas from the Russian
Federation were sustained, however, through the redue-
tion of supplies to the other CIS countries. Russian ex-
ports of oil outside the former Soviet Union, in fact, grew
14 per cent, while gas exports fell only 2 per cent

Barter became an important mechanism for trade
with countries outside the former Sovict Union. An

acute shortage of hard currency in most of the countries
of CIS and difficulty in finding markets were prime
stimuli. In Belarus, for example, the share of barter in
imports grew from 3 per cent in 1991 to 41 per cent in
1992; in Kazakhstan, it increased from 2 to 32 per cent;
and in Uzbekistan, from 4 to 61 per cent.

DEVELOPFING COUNTRIES

Trade of developing countries, including imports as well
as exports, grew faster than the world average, continu-
ing a trend of the recent past. The most important force
behind that trend was the performance of developing
countries in Asia, in particular the successful exporters
of manufactures whose trade expanded at more than
double the world average. The rate of growth of trade of
developing countries as a whole slowed somewhat in
1992. Nevertheless, with exports growing at 7 per cent
and imports at 10 per cent, they contributed signifi-
cantly to the growth of world trade.

Imports of developing countries grew faster than
exports, and this was true across the subregions, except
for Africa, even if in different degrees and for different
reasons. The largest differential between import growth
and export growth was in Latin America and the Carib-
bean, the smallest in South and East Asia, where the
main manufacture exporters expanded imports and ex-
ports more or less in tandem. Very few countries—Ku-
wait, and some newly industrialized economies—ex-
panded exports more rapidly than imports. Trade
liberalization in developing countries continued, though
it was not the most important cause of growth in imports.
In a number of developing countries, especially in
Latin America and the Caribbean, appreciation of the
currency contributed to a slowing of exports and accel-
erating growth of imports.

Latin America and the Caribbean

Reflecting a modest revival of economic growth in
the region, trade liberalization measures, progress
in regional integration and greater availability of exter-
nal finance, Latin American trade, and particularly im-
ports, expanded rapidly in 1992. The volume of exports
increased by over 6 per cent in 1992 but weak export
prices resulted in a lower increase in the value of exporis.
The increase in export earnings was, however, a signifi-
cantimprovement over the situation of the previous year,
when the value of exports declined by 3 per cent. The
overall results for the region reflected, on balance, the
rapid expansion of exports of Brazil, Chile and a few of
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the Central American countries and moderate increases
for Argentina, Ecuador, Uruguay and Mexico. Intrare-
gional trade grew much faster than total trade, in particu-
lar in the Southern Cone Common Market (MERCO-
SUR), the subregional trade grouping of Argentina, Bra-
zil, Paraguay and Uruguay, but intraregional trade is not
much more than 15 per cent of total trade.

Exports of the non-oil-exporting countries in the
region increased in value by 9 per cent and in volume by
an even higher 11 per cent, Brazil’s export earnings re-
covered from a sizeable 9 per cent decrease in 1990 and
afeeble recovery in 1991 toregister an increase of 13 per
cent for 1992, owing partly to the decline in domestic de-
mand, and partly to a competitive foreign exchange pol-
icy. Chile’s growth was similarly strong—an increase of
12 per cent following an increase of 7 per cent in the
previous year—reaping the results of the diversification
of its natural resources-based exports. Both countries
benefited from increased intraregional trade and from a
higher volume of exports of higher-value manufactured
goods. Export earnings of the oil-exporting countries, on
the other hand, declined stightly, by 2 per cent, owing to
both weaker prices and lower volumes. Mexico’s export
growth slowed sharply to around only 1 per cent after an
18 per cent increase in the previous year, largely because
ofa sharp slow-down in the growth ofits non-oil exports.
Venezuela’s exports also declined.

A vigorous growth of imports continued for the
third consecutive year. Imports grew at a rate of 22 per
centin volume in 1992, following an 18 per centincrease
in 1991. Almost all countries registered increases, with
Mexico and Argentina alone accounting for 70 per cent
ofthe increase. Much of the increase in the imports of the
region was accounted for by the high levels of net capital
inflows that strengthened the import capacity of many
countries and the trade liberalization policies that many
countries had begun te pursue.

Real appreciation of the currency, a policy fol-
lowed in various countries to help contain inflation, was
another major cause of the rapid import growth and the
slow export growth of which Argentina and Mexico were
only extreme cases (see chap. II).

Africa

Africa’s exports, dominated by primary products, in-
creased in volume by only 4 per cent, a figure reflecting
a much slower rate of increase than that represented by
the figure of 7 per cent in 1991. Prices of primary com-
modities remained depressed and thus the value of ex-

ports increased by only 2 per cent, but this was an im-
provement over the 5 per cent decline in the previous
year. Africa’s share of international trade has been de-
clining even in the area of pritnary commeodities, which
dominate Africa’s exports (see box I1.1), and this trend
continues,

Weak non-oil commodity prices further depressed
the export earnings of the majority of countries in the
region that were wholly dependent on commodity ex-
ports. Manufactures still constitute only around 10 per
cent of Africa’s exports and most of them are low-
value consumer items and other light manufactures
that are primarily traded intraregionally among neigh-
bouring countries. In 1992, the prices of virtually all pri-
mary commodities were lower (see below), The prices
of coffee and cocoa—the region’s most important ex-
ports after crude petroleumn—fell another 15 per cent to
their lowest levels in over 20 years. Earnings from
crude oil exports increased only marginally because of de-
pressed oil prices and only slight increases in volume.

Supply disruptions in some cases contributed to the
region’s depressed earnings. Tea output dropped sharply
in Malawi, Zimbabwe and Kenya because of drought.
Exports of a wide range ofagricultural and mineral comn-
modities from some of the region’s largest exporters
were also reduced because of civil unrest that caused
widespread disruption of production and transportation
facilities in the countries affected.

Imports recovered modestly from the depressed
1991 level. Most of the increase was in food imports to
supplement production shortfalls in the drought-
stricken areas.

Asia

Trade of South and East Asia remained a major growth
pole of world trade in 1992, although the growth of both
imports and exports stowed after the vigorous expan-
sion in the previous year. There was an increase in the
volume of exports of some 11 per cent (a figure repre-
senting the most rapid growth in the world after China)
compared with an increase of 17 per cent in 1991, The re-
gion was able to sustain this vigorous export growth, de-
spite the persistent slump in sales to the European Com-
munity and other industrialized economies, because of
the offsetting stimulus provided by a substantial expan-
gion ofexports to new markets in Latin America, a recov-
ery of demand in the United States—the region’s biggest
trading partner-—and a marked increase in exports to
West Asia as post-war reconstruction in that area gath-




BOX HI.1.

Dwindling share of Africa in commodity trade

COUNTRY that depends on a narrow range
of commodities in some sense can be said to
specialize in them. Other things remaining
equal, it would outcompete other countries
producing, but not specializing in, those com-
modities. In 1980, 95 per cent of Affica’s
exports congisted of primary products. Non-

fuel primary commodities accounted for

20 per cent of the continent’s exports. Africa
has thus been “specializing” in primary com-
modities. Yet the share of the continent’s ex-
ports in the total primary commodity exports
of'all developing countries has been steadily
declining, as the following table shows.

Share of Africa in developing country exports, 1980-1989

Percentage

1980 1985 1990
Food 46 39 28
Agriculiural raw materials 40 39 30
Ores and metals 6.0 47 36
Fuel 14.9 IS5 187

Source: Table A17

The explanation is not farto seck.
Technological progress, innovative produc-
tion processes and productivity increases
aften accompany specialization, leading to
reduction of cost; though with stagnant de-
mand this would only lead to fower prices
and revenues, the country still could be ex-
pected to increase its share of the export mar-
ket. However, adoption of better technolo-
gies and innovations does not depend (as it
does in many countries of Africa)onthe

mere act of specialization, much of which in
any event has been the product of historical
forces rather than of choice; it critically de-~
pends on policy choices and the ability to
invest in the production process which in
turn largely depends on the dynamism of the
rest of the economy. The lack of investment
and general economic stagnation have been
major reasons behind the dwindling share of
Africa in the primary exports on which it so
overwhelmingly depends.

ered momenturn, Intraregional trade continued to grow
vigorously, though exports to Japan slowed sharply.

The newly industrialized economies (NIEs)—Tai-
wan Province of China, the Republic of Korea, Singa-
pore and Hong Kong—maintained high rates of growth
in trade averaging 14 per cent for the year. Exports of
Hong Kong and the Republic of Korea expanded moder-
ately compared with those of 1991 (from 20 to 22 per
cent and from 9to 11 percentrespectively), while Singa-
pote’s growth slowed to 13 per cent from 14 per cent and
that of Taiwan Province of China decelerated markedly
(a 7 per cent increase, compared with a 13 per cent in-
crease in the previous ycar). Roughly the same results
(high growth rates but at a slower pace thanin 199 1) were
obtained for Malaysia {12 per cent, compared with 19 per
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cent) and Thailand (18 per cent, compared with 24 per
cent) among the second-generation NIEs. Growth of In-
donesia’s exports improved slightly, increasing from 10
to 11 per cent, largely as a result of a surge in non-oil ex-
port earnings which in 1992 and for the first time, sur-
passed oil receipts in total exports.

Exports of other countries in the region also ex-
panded rapidly Growth rates between 12 and 24 per cent
were attained by Bangladesh, Pakistan and SriLanka. In-
dia’s exports, recovering fiom a 2 per cent decline,
achieved a § per cent increase mainly because of the suc-
cessful implementation of various trade-enhancing in-
dustrial reform policies.

Imports of South and East Asia also increased rap-
idly, but as with exports, growth slowed. The volume of
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imports increased by 10 per cent, compared with 15 per
cent in 1991, Imports rose sharply in Indonesia, Hong
Kong, India and Pakistan. In the Republic of Korea, the
growth of imperts declined sharply, partly reflecting the
slow-down of the economy.

China’s trade continued to expand vigorously in
1992, The value of its exports grew by some 14 per cent
aftera 15 percent increase in 1991. Imports had been in-
creasing even faster, by about 19 per cent in 1991, fol-
lowed by 22 per cent in 1992, The very rapid growth of
the country’s exports and imports in recent years is a re-
flection of the success of its outward-looking develop-
ment strategy (see box 111.2). The country has also been
undertaking trade liberalization measures in the context
of its application for re-entry into GATT and the easing
of trade tensions with the United States.

The value of exports of West Asia barely increased
after the sharp 10 per cent reduction in 1991. This was

entirely due to depressed oil prices. The small increase
in the value of exporis (under 1 per cent) resulted mostly
from the restoration of Kuwait’s oil exports to just about
pre-war levels, Saudi Arabia’s exports fell sharply, by
10.5 per cent, mainly because of a 6 per cent decline in
oil shipments; but sales in its small-but-growing non-oil
sector also weakened. Exports of the Islamic Republic of
Iran and the United Arab Emirates declined by 6 percent
and 7 per cent respectively. The value of exports of the
non-oil-exporting countries in the area expanded ro-
bustly by 10 per cent.

Imports of the region expanded by 7 per cent after
a 12 per cent increase in 1991, The increase was largely
accounted for by a sharp rise in Kuwait’s imports to sup-
port its massive rebuilding effort. The growth of imports
in the region as a whole has been far outpacing that of its
exporis, greatly increasing pressure on the balance of
payments (see chap. II).

INTERNATIONAL PRICES: COMMODITIES

Some of the critical international prices—interest rates
and exchange rates—changed sharply in 1592, The 1992
average London interbank offered rate (L1IBOR) on six-
month dollar deposits fell by about a third from their
1991 average level. The movement of the rates of ex-
change of major currencies was also considerable, with
the dollar falling to record lows against the Japanese yen
and fluctuating widely against the deutsche mask. By
comparison, changes in the prices of internationally
traded goods were modest,

Export prices of manufactures, which account for
around 70 per cent of world exports, increased only mod-
erately. The unit values of manufactured exports of the
developed market economies increased by around 3.8
per cent in dollar terms over their 1991 average. This re-
flected a further moderation of inflation in those econo-
mies and only a small increase in unit labour costs,

Oil prices remained relatively stable though de-
pressed (see chap. V). The average spot price of OPEC
crude was about $18.4, almost the same as the average of
$18.7 for 1991, In real terms—in terms of the manufac-
tured imports oil would buy—oil prices declined by
about 4 per cent, the decline taking them to their lowest
level since 1988.

Prices of non-fuel primary commodities, which ac-
count for a little over 15 per cent of world trade but fora
much larger proportion of the exports of many develop-
ing countries, declined in 1992 for the third year in a row.

The combined index of nominal dollar prices of the
United Nations Conference on Trade and Development
{(UNCTAD) declined by 3.4 per cent, following declines
of 6 per cent in each of the previous two years. When
measured in special drawing rights (SDR), the fall in the
index wasa steeper 5.7 per cent, because of the deprecia-
tion of the dollar vis-g-vis the currencies of other major
industrial countries. Inreal terms, the decrease was 6 per
cent (table A.21 and figure I11.3).

The principal reasons for the decline in commodity
prices in 1992 were weak demand for raw materials in
most industrialized economies; severe contraction of de-
mand for many commodities in the former Soviet Union
and eastern Europe; high levels of exports of minerals
and metals from the former Soviet Union and countries
of eastern Europe; and a chronic excess supply of a wide
range of agricultural commodities on world markets,

The adverse repercussions of disruption of normal
economic activity in the transition economies of the for-
mer Soviet Union and eastern Europe continued to be felt
in many commodity markets. Although imports picked
up slightly in some eastern European countries, the re-
duction inimport demand in the economies of the former
Soviet Union was as severe as in 1991, Imports of a wide
range of commodities were reduced to a fraction of pre-
vious levels because of severe foreign exchange short-
ages; virtual collapse of industrial activity in many of
those economies; and disruption of trade links with tra-




BOX 1H.2.

China: another success in Asia of an outward-looking

development strategy

HERE HAVE been many instances of develop-
ing countries adopting outward-looking eco-
nomic policies and thereby achieving rapid
economic growth. Most of these economies
have been relatively small. Cana very larpe
country successfully adopt a similar stratepy
based on its comparative advantage and in-
crease its exports—and imports—-rapidly?
The case of China sugpests an affirmative
answer,

Opening up to the outside world has
been an integral component of China’s eco-
nomic reform since 1978; economic growth
has been accompanied by rapid expansion in
China's international trade. During the period
1978-1991, real gross national product
(GNP} growth averaged 8.6 per eent peran-
nurmn, while the total value of trade (import
and export) increased by more than 15 per
cent per year. Export value alone—meas-
ured in dollar terms——grew at an annual rate
of over 16 percent in the same period. Asa
result, the ratio of exports to GNP increased
from 4.7 percent in 1978 to about 19 per
centin 1991,% a dramatic change for a coun-
try the size of China. Even after domestic in-
flation and currency devaluation are taken
into consideration, the ratio of exports to
GNP at 1980 prices and exchange rates is
still about 11 per cent, a much higher figure
than that for India, Among the world’s ex-
porters, China rose from twenty-seventh
place in 1980 to eleventh place in 1992 °
Moreover, the Chinese economy, especially
its southern region’s, is becoming increas-
ingly integrated with those of Hong Kong
and Taiwan Province of China, two of the
newly industrialized economies (NI1Es)

It has been supgested that the arca encom-
passing Guangdong Province of China,
Hong Kong and Taiwan Province of China
isemerging as a significant growth polein
Asia.

The composition of China’s trade has
also changed significantly. In 1980, China’s
exports were divided about evenly between
primary commodities and manufactured
products. By 1991, the share of manufac-
tures in total exports had risen to over 77 per

cent. The destination of China’s exports also
shifted from other developing countries to
the more developed cconomies of Japan, the
United States and Eurepe. In 1981 about 42
percent of China's exports were to these
countries; the share went up to 63.5 per cent
in 1991,

An outward-loeking development
strategy and currency devaluation certainly
helped exports. From 1978 to 1992, the Chi-
nese yuan depreciated 328 per cent against
the United States dollar. Such devaluation
was high in relation to the domestic rate of
inflation and entailed deprecistion against
the currencies of other developing countries
as well, hence strengthening the competi-
tiveness of Chinese exports in the global
market-place. An abundant supply of low-
cost labour is at the core of Chtina’s success-
ful export drive. Not only does that labour
supply enable the country to export labour-
intensive manufacturing goods, but it aiso at-
tracts international investors to set up manu-
facturing bases in China. In recent years,
investors from Hong Kong and Taiwan Prov-
ince of China, to take advantage of China’s
less expensive labour, have refocated their
production of more labour-intensive prod-
ucts such as parments and textile-related
goods Foreign direct investment has played
an important role in China's success in ex-
ports, Joint venture companics alone ex-
ported more than $10.5 billion (or 12.4 per
cent of China’s total export value) in 1992,
All enterprises with outside investment, in-
cluding joint veatures and totally-foreign-
owned firms, accounted fora quarter of
China’s total imports and exportsin 1992.°

Developed countries—the United
States in particular (Iately joined by those
of the EC}—have claimed, however, that
unfair trade practices, excessive trade barri-
ers, and violation of patent and intellectual
property rights do exist in China. To im-
prove refations with its trade partners, and to
prepare China for re-entry into the General
Agrecement on Tariffs and Trade (GATT),
which will not only raise the rank of the
country to that of the world's major
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trading nations, but also enable it to enjoy
the most favoured nation (MFN) status
granted to a contracting party without re-
course to annual renewals, the Government
has taken steps to liberalize external trade.
Those steps include joining international
conventions protecting copyright, reducing
tariffs and import licence requirements, and
maintaining a more flexible exchange rate,
which is mostly market-based today, Com-

* Statistical Yearbook of China, 1992.

bined with strong domestic demand, these
measures have already boosted imports,
which have been growing faster than exports
in the past two years.

Present policies indicate that the trade
liberalization process will be maintained. As
aresult, trade intensities—exports and im-
ports as a share of gross domestic product—
should increase further.

b UNCTAD, Handbook of International Trade and Development Statistics, 1991, (United
Nations publication, Sales No. E/F92 ILD .6}, and GATT.

¢ State Statistical Bureau of China,

ditional trading partners. At the same time, exports of
aluminium, copper and nickel from the former Soviet
Union continued ata brisk pace that sent prices plunging
to new lows.

The persistent excess supply of a number of agri-
cultural commodities such as tropical beverages and
cotton, among others, resulted from several consecu-
tive years of favourable weather conditions and bumper
crops, and vigorous export policies in many producing
countries. In the absence of demand growth to match the
increased supplies, stocks of those commodities accu-
mutated while prices fell to new lows. Combined con-
sumer and producer stocks of coffee, for example, were
estimated to be the equivalent of a year’s consumption in
the major impotting countries. In other markets, new
competitors emerged with significant exportable sur-
pluses. In 1992, for example, Viet Nam's record rice
exports weakened prices in a market that is very sen-
sitive to sudden supply and demand shifts, since only a
small percentage of world production is traded. Sugar
prices increased only marginally, despite a fall in the ex-
ports of Cuba and other traditional developing country
exporters, because of increased output in Australia, the
European Community and Thailand. In the market for
cocoa, West African producers sought to strengthen
prices by restraining exports. Indonesia, on the other
hand, currently the worlds fourth largest producer,
steadily increased its exports, The West African produc-
ers had to abandon the strategy of exports curbs in order
to preserve their market shares. Prices continued to slide
as supply increased.

Despite the overall decline, there were indications
of incipient recovery in some prices. A resumption of

growth in the United States led to increased demand and
strengthened prices for some raw materials. Many devel-
oping countries, no longer dependent on exports of pri-
mary commodities, are themselves becoming important
markets for those commodities. Without the continued
strong déemand by Asian exporters of manufactures and
the emergence of China as & large and growing market
for industrial raw materials, the erosion of the prices of
minerals and metals as well as of agricultucal raw mate-
rials would have been more severe.

Except for vegetable oils and oil-seeds which reg-
istered an increase, average prices for all the major com-
modity groupings declined in 1992. Prices of fropical
beverages fell by 14 per cent, a figure representing dou-
ble the rate of decline in the previous year. In midyear,
robusta coffee prices had plummeted to their lowest level
in 22 years. Coffee prices, on average, were 21 per cent
lower than in 1991. Cocoa prices declined by around 8
per cent, also to all-time lows. Consumption increased
faster than output in 1992 but excess supplies and high
stock levels continued to depress prices. Tea prices im-
proved by 8 per cent to reach their highest levels in three
years. Shortages caused by drought in Sri Lanka and
major producing countries in Africa, and by drought
followed by heavy rains in southern India, led to a de-
cline of 6 per cent in global output (output in Sri Lanka
and southern India fell more drastically, by 26 per cent
and 15 per cent respectively). On the other hand, import
demand of the Commonwealth of Independent States
fell sharply in 1992, and was less than 40 per cent of the
1990 level.

Food prices continued to decline, falling by 2 per
cent in 1992 following a decline of 7 per cent in 1991
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Figure Il 3.
Non-fuel commodity price indices, 1982-1992
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of 6 per cent in 1990, Wheat prices jumped 17 per cent
for the year as a consequence of tighter world supplies
resulting from lower output of high-quality crops in
Australia, Argentina and Canada and higher-than-
anticipated demand in Mexico, the drought-affected
countries insouthern Africa, Nigeria (after lifting its ban
on wheat imports) and several countries in South and
East Asia. Prices weakened, however, when the United
States and other countries suspended exports to the Rus-
sian Federation afier that country defaulted on repay-
ments of loans for 1991 grain imports. Maize prices fell
by 3 per cent, because of record harvests in the United
States and increased output and lower import demand in
the former Soviet Union. Prices of vegetable oil-seeds
and oils increased by 7.5 per cent largely on the strength
of significant increases in coconut oil, copra and palm eil
prices.

Prices of agriculfural raw materials as a whole de-
clined by 3.1 per cent. Timber prices increased sharply
because of the constraints imposed on logging in the
United States at about the same time that its housing in-
dustry started to recover. Wool prices remain depressed
becanse of lower import demand in the former Soviet
Union, Japan and the European Community but
strengthened slightly as a result of increased Chinese
buying Prices of other major commodities in this group,
such as natural rubber, cotton, jute and sisal, declined by
3to 25 pereent.

The index of minerals and base metals prices de-
clined by 3 per cent. This followed a decline averaging 9
per cent over the preceding two years. Zinc and tin prices
increased, by 11 and 9 per cent respectively, but prices of
all other commodities in this group fell. The increases for
zine were largely attributed to suspected market manipu-
lations, while the incresses for tin were the resuit of
tighter supplies and lower world stocks due to lower out-
put and exports of Brazil, Malaysia and Bolivia and a
slow-down in exports from China. Prices of other com-
modities weakened as demand remained depressed in
most industriatized countries and collapsed in the transi-
tion economies. Nickel suffered the sharpest decline, a
14 per cent decrease, while prices of aluminium, copper,
lead, iron ore and manganese ore felf less, by between 2
and 5 per cent.

Exports of aluminium, copper and nickel from the
former Soviet Union declined somewhat after the sharp
increase in 1991 but still remained high. The effect was
felt among the producers of other countries leading to de-
mand for protection. Aluminium producers in several
European Community countries, claiming that 80 per
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cent of Western Europe’s productive capacity was idle
because of increased imports from the Commonwealth
of Independent States (600,000 tons in 1992 and
450,000 tons in 1991, compared with 82,000 tons in
1990), pressured their Governments to appeal to the
Commission of the European Communities for the im-
position of a ceiling on those impeorts.

Little progress was made in efforts to finalize ar-
rangements for new international agreements regarding
cocoa and coffee. Members of the International Cocoa
Organization agreed in principle to a buffer stock ar-
rangement with a limit of 350,000 tons that could be
withheld from the market to stabilize prices. Beyond
that, the major producing and consuming countries dis-
agree on the financing arrangements for the new scheme
and the price range to be defended in the new agreement.
Similar stumbling-blocks are impeding progress to-
wards a new international coffee agreement. Producers
and consumers differ on some proposals, while produc-
ers differ among themselves on others. The United
States, the largest consuming country, insists on an

agreement that is market oriented—one free of buffer
stocks and retention schemes—and a quota system that
reflects the higher demand in that country for mild ara-
bica coffees rather than robusta, Brazil, the world’s larg-
est producer and also the largest producer of robusta cof-
fee, fearing a loss of market share, disagrees with the
proposals of the United States. African producers differ
with Brazil on its proposals for a quota system based on
exports over the most recent 21 months in favour of a
system based on exports over a longer period.

The International Natural Rubber Agreement ex-
pires at the end of 1993 although there is a provision for
an extension for up to two years. In 1992, the Interna-
tional Natural Rubber Organization (INRO) was under
pressure to cut its buffer stock intervention price when
the average market price in the preceding six months had
fallen below the intervention price. Under the present
agreement, the intervention price should have been low-
ered by 5 per cent. Major consumers are insisting on the
cut while producers are arguing for  higher intervention
price in the new agreement to be negotiated.

DEVELOPMENTS IN THE TRADING SYSTEM

GATT AND THE PRECARIOUS URUGUAY ROUND

The Uruguay Round of multilateral trade negotiations,
now lurching into its seventh year, has been the most
ambitious by far of the eight GATT liberalization
rounds. The ambitiousness lies in the attempt to bring
some entirely new areas—trade in services, the trade-re-
lated aspects of intellectual property rights (TRIPs) and
trade-related investment measures (TRIMs)—within
GATT’s purview, as well as in the effort to incorporate
some old but contentious elements—agriculture and
textiles—into the GATT system. While the talks clearly
reflect multilateral commitments to strengthen the mul-
tilateral trading system, the past6 1/2 years have demon-
strated the difficulties of translating such commitments
into action.

The two old but obdurate areas that the Uruguay
Round has sought to tackle are agriculture and textiles.
Agriculture, which accounts for justunder 15 per cent
of world exports, has remained outside the purview of
normal GATT rules since the inception of the organi-
zation. This stemmed from a 1955 waiver granted to
the United States by GATT, permitting that country to
use quota restrictions to support domestic farm poli-
cies. Supported by high subsidies and defended by

import restrictions in many countries, agricultural pro-
duction and trade are today among the most protected
sectors in the world. The Common Agricultural Policy of
the European Community (CAP) and the Export En-
hancement Programme of the United States have en-
abled the European Community and the United States to
become the world’s largest grain exporters, displacing
traditional exporters such as Argentina, Australia and
Canada.

Textiles, long governed by the Multifibre Arrange-
ment (MFA), have thus far also resisted serious efforts at
trade liberalization. The MFA isa detailed set ofbilateral
quotas for exports of clothing and textiles from develop-
ing to developed countries, Major holders of these quota
rights are the countries that were the principal producers
when the scheme was put into place in the 1960s—
namely, Asian middle- and low-income developing
countries, Today, therefore, some lowest-cost producers,
such as Bangladesh and China, have lower quota rights
than some long-standing exporters, such as Hong Kong
and the Republic of Korea, which are no longer the most
efficient exporters. Thus, as a general rule, most low-
and middle-income developing countries want to see the
MFA scrapped, with trade in textiles and clothing placed
under the rubric of GATT rules.
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Status of the negotiations

The Draft Final Act of the Uruguay Round (DFA)" ~-
which was tabled by the Chairman of the Trade Negotia-
tions Commitiee in December 199 1—is still considered
by the majority of participants to constitute the basis
for a successful conclusion to the Uruguay Round. The
DFA represents a substantial effort to reach a global
consensus in all negotiating arcas, although the need
for further work has been identified in a number of
spheres, involving, inter alia, certain limits on agricul-
tural subsidies, market access negotiations on goods and
services and ensuring of the legal compatibility of the
various texts.

The Trade Negotiations Committee (TNC) meet-
ing of 26 November 1992 adopted the Uruguay
Rounds current work programme. Basically, a four-
track approach was reaffirmed, working on the proposi-
tion that nothing was final until everything was settled '¢
This strategy had already been agreed upon in January
1992, Track one provided for intensive bilateral and mul-
tilateral negotiations on market access, an area where
substantive results were still facking. Track two envis-
aged intensive negotiations on initial commitments in
services, the second substantive area not covered by
GATT. Track three aimed at ensuring the legal conform-
ity and the internal consistency of the various agree-
ments constituting the Draft Final Act. It was understood,
however, that this exercise would not lead to changes in
the balance of rights and obligations established in the
agreements. Finally, track four envisaged work, at the
level of the Trade Negotiating Committee, aimed at de-
termining to what extent it inight be possible to adjust
the tesults in specific areas without unraveiling the
whole package. However, as indicated by the TNC
Chairman in November 1992, negotiations had never ac-
tually taken off and tracks one, two and three were in
effect blocked.”

The final results of the Uruguay Round—when and
if achieved--would be consolidated in a document con-
sisting of two elements: the Draft Final Act and the
Schedules of Concessions (on market access and serv-
ices). The Draft would then be multilaterally reviewed
and finalized, one time only. However, & number of par-
ticipants have submitted informal proposals designed to
inject substantial changes into the DFA. At the January
1993 meeting of the TNC, the majority view was that the
DFA remained the only viable basis for a rapid and bal-
anced conclusion to the Uruguay Round—despite the
fact that a number of political decisions still needed to be

taken on a number of substantive items. This being the
case, the TNC did not set any specific deadline for the
conclugion of the Uruguay Round.

Impasse on agriculture

From the start, the Urugnay Round’s objective was to
tackle the national agricultural policies that distorted
production, consumption and trade. Hence, fundamental
differences have persisted in a number of key areas, in-
cluding market access, internal supports and export
competition.

It is the differences between EC and the United
States that have drawn the most attention in recent times
and are seen as a stumbling-block in the Urupuay Round
of multilateral trade negotiations. The origin of the diffi-
culties lies partly in the stagnating share of United States
farm exports, which derive from one of the few sectors
of the American economy that is still producing a trade
surplus {in contrast with a growing EC share, seen
largely as aresult of CAP), and in the considerable politi-
cal influence of farm lobbies on both sides of the Atlan-
tic, especially in France (see box I11.3). However, the dis-
pute also involves other major agricultural exporters,
including Arpentina, Australia and Canada. The very
high levels of protection accorded to apriculture in Japan
is a major area of dispute.

The policies at stake in the area of market access
are extremely sensitive ones politically; they include
the EC variable levy; a United States waiver to protect
dairy products, sugar, cotton and peanuts; and Japan’s
prohibition against rice imports. All these policies
have two common denominators, namely, maintaining
domestic prices above world prices and isolating pro-
ducers from competition and changes in world markets.
Potential approaches to reform in this area range from
eliminating production subsidies and trade barriers
entirely and replacing them with transparent protec-
tion in the form of tariffs, to allowing present import
policies to be continued but limiting the difference be-
tween the world price and the domestic price of a given
commodity

As regards internal supports, it has become clear
that the quest for total elimination of trade-distorting do-
mestic subsidies to agriculture is not realistic. Similarly,
reform of policies relating to export competition would
imply the complete phasing out and prohibition of all ex-
port subsidies for either raw or processed agricultural
products,
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Trade in grains: the situation in the 1990s

OVER THE PAST few months, the six-year-old
Uruguay Round of multilateral trade nego-
tiations has several times come tantalizingly
close to a successful conclusion. Thus faz,
one unsurmountable hitch has been Euro-
pean subsidies to agriculture and, most re-
cently and more specifically, the level of
European oil-seed production. The United
States has ingisted that European farmers re-
duce their subsidized production of oil-
seeds. Meanwhile, the EC-—~in the process
of reforming its costly Common Agricul-
tural Policy-—has already mandated a 15 per
cent reduction in the area planted, but has
baulked at sefting the precise output limits
being demanded by the United States. Why
is this such a sensitive issue for these two
players?

Much of the touchiness of the subject
can be understood by observing the United
States and EC shares of world agricultural
exports over the period 1970-1990. Whereas
the EC share increased steadily and signifi-
cantly over the past two decades, the United
States share stagnated. This is especially
worrisome for Americans since for years the
United States farm sector was the world’s
leading producer of agricultural products.
Moreover, agriculture is now one of buta
handful of sectors that generate a trade sur-
plus for the United States, (The agricultural
sector generated a trade surplus amounting
toan estimated $18 billion for fiscal 1992,
ranking it fifth by export value).

However, the competition has become
far more intense of late. To begin with, many
countries subsidize agricultural production
and exports. Then too, the spread of modern
farming technology—high-yield varieties,
as well as the use of potent pesticides and
fertilizers—has allowed many countries,
such as India and Mexico, to become more
self-sufficient, thereby reducing their de-
pendence on United States imports. More-
over, greater competition is also eating away
at United States agricultural sales abroad,
Thus, Brazilian soybean exporters now ac-
count for some 12 per cent of the world mar-
ket and China has become the world’s sec-
ond largest corn exporter.
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On the supply side, there are at least
two problems from the United States per-
spective, First, the United States has not gen-
erated a major new crop in over 30 years,
and this stands in contrast both to its own
past tradition and to some of its competitors.
Canadian scientists, for example, have de-
veloped an oil-seed plant from which to pro-
duce canola oil, which is low in saturated
fat. Second, as the United States share of
world agricultural output continues to de-
cline relatively, American farmers are losing
their monopoly power in trade. Thus, supply
and demand are now defined globally and
world supplies, not domestic stocks, are in-
creasingly determining United States crop
prices.

Not having perhaps recognized the
phenomenon of globalization fast enough,
during the course of the 1980s the United
States Administration tackled a grain glut
by paying farmers to idie their land. The up-
shot was that production of the three biggest
United States crops—namely, corn, wheat
and soybeans—fell some 7 per cont
through the 1980s, while the rest of the
world increased production roughly 30 per
cent,®

The European Community stepped in
as a particularly successful competitor in the
wheat market, in large part owing to its ex-
tensive farm subsidies. From the early 1980s
on, the United States and other major grain
exporters pressed the EC to reduce those
subsidies. When the EC complied, many
European farmers switched to oil-seed
crops—such as soybeans, rape-seed and sun-
flower seeds——which had been subsidized
since 1966. Production of these oil-seeds,
which are used as animal food supplements
and for cooking oil, surged, reducing de-
pendence on the United States for such
crops, For example, between 1976 and 1985,
the United States exported roughly 2 million
tons a year of sunflower seeds to the EC.
That market has totally vanished.

From the United States perspective,
complete elimination of agricuitural subsi-
dies would at least boost demand for sagging
American grain exports.
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However, while many nations are
banlking at the cost of such subsidies, their
complete removal is probably a long way
off. In the mean tire, many American farm-
ers regard the tentative farm trade accord,
which the United States reached with the
European Community in November 1992, as
a victory with respect to grain subsidies, but
as a defeat with respect to subsidies for soy-
beans and other oil-seeds.

Frustration over the results with regard
to oil-seeds stems from the United States” in-
ability to cap the European Community’s
burgeoning oil-seed production levels. In
1992, Europe’s oil-seed crops amounted to
over 12 million metric tons, as compared
with only some 3 million in 1982 and about
2 million in 1980. The American Soya Bean
Association had hoped for an agreement
that would roll back EC production levels to
the 1986-1987 average of 7-8 million tons
annually.

However, to the European Commu-
nity—and the French, in particular—the is-
sue is more than simply output. While under
10 per cent of the French population Hve or
work on farms (a figure down from over 20
percent in 1960 but still representing mose
than twice that of the United States), those
that do carry a large weight pelitically.
Meanwhile, the issue is also a difficult one
for the German Government, since German
farmers are among the biggest beneficiaries
of oil-seed production subsidies. Moreover,
some 40 per cent of the one million hectares
of German land planted with oil-seeds are
gsituated in the impoverished east, making
subsidy cut-backs today a potitically unsa-
voury policy alternative.

Meanwhile, United States farming
groups also wield a fair amount of influence.
Thus, among the two major players, an al-
ready sensitive issue has increasingly been
taking on a political spin.

 United States Department of Agriculture, as cited in The Wall Sireet Journal, 3 December

1992,

Services, TRIMs and TRIPs

Trade in some services has been growing rapidly {sce
box 111.4), but the question of inclusion of services in the
Uruguay Round was highly contentious. Nevertheless,
negotiations on services have proceeded on the fol-
lowing three fronts: framework agreement, especially
sensitive sectors, and initial commitments by countries
to liberalize trade in services. Many see simultaneous
progress in all three areas as critical. The United States
services industry, for example, has stressed the fact that
it would regard as inadequate any agrecement consisting
of atough framework of international rules and an annex
for financial services, but with little or no assurance that
foreign markets would indeed be opened and no mecha-
nism to prevent “frec riders"—countries signing the
agreement, but making few, if any, binding commitments
to liberalize.

Many countries stopped negotiating on services
while waiting to see the outcome of the talks between the
United States and the European Comymunity on agricul-
ture. However, the services hurdle to an Uruguay Round
agreement resurfaced in late March of 1992 as countries
presented their initial commitments on opening their
services markets and lists of sectors in which they

wanted to keep restrictions. The United States, for exam-
ple, wished to exclude sea transport, and financial and air
transport seivices, as well as telecommunications, from
rules that would bar countries from discriminating in
favour of domestic companics. However, EC officials
maintain that the exclusion of these sectors would ex-
empt some 75 per centof potential services trade from an
agreement on trade in services.

The negotiations on trade-related investment meas-
ures (TRIMs) have been among the most trying in the
Uruguay Round, owing in part to differing interpreta-
tions by developed and developing countries of the nego-
tiating mandate. Thus, while developed countries have
sought a prohibition of some TRIMSs {mainly local con-
tent and export performance requirements), developing
countries have opposed such prohibitions and tend to be
of the view that the negotiations should deal with the ad-
verse trade effects of TRIMs.

Owing to this wide divergence in positions, very
few substantive negotiations have been carried out since
December 1996, when the Uruguay Round was origi-
nally scheduled to conclude, Therefore, the Draft Deci-
sion on TRIMSs, as it now stands, merely provides that
countries should not apply TRIMs that are inconsistent
with their obligations as specified in articles Hl and X1



BOX Il .4,
Trade in services

RADE IN SERVICES has been receiving in-
creasing attention in recent years and has
been given a major place in the Uruguay
Round of multilateral trade negotiations.
During the 1980s, this trade increased at a
faster pace than trade in goods. Available
information indicates that at the beginning
of the decade, non-factor services were the
equivalent of about 20 per cent of the total

merchandise exports of developed and de-
veloping countries taken together. By the
end of the decade, they had increased to the
equivalent of 25 per cent (see table below).”
The same trend continues into the 1990s. Ac-
cording to GATT, wozld trade in commmercial
services was equivalent to almost 26 per
cent of world merchandise trade in 1992.°

World exports of non-factor services®

Current values in billions of dollars

Annual average

rate of growth,

1980 1980 1980-1990

Shipping 573 88.7 4.5

Passenger services 179 48.1 10.4

Other transportation 54.8 79.7 is8

Travel 918 2339 98

Royalties and fees 116 322 108

Other private services 1.6 2746 94

Total non-factor services 34500 151 82
Memo item:

Merchandise exports 16917 2979.6 58

Source; UN/DESIPA, based on IMF, Balance of Payments Statistics: values rounded

to next 100 million,

a
b
¢

Notwithstanding the attention it has re-
ceived, the growth of world trade in services
has been about the same as that of the value
of trade in manufactures, During the period
from 1980 to 1990, international trade in
non-factor services at current prices and ex-
change rates rose, op annual average, by
about 8§ per cent, which was approximately
the same rate at which manufactured exports
had been growing (8.6 per cent per year)®,
This growth reflected (a) a considerable in-
crease in tourisim (as reflected in the items
travel and passenger services); {(b)a rise in
royalties and fees accrued to the owners of
patents, copyrights, trade marks and similar

non-financial assets; and (c) a rise in the mig-

cellaneous aggregate of private services,
which included, among other items, the re-
markable growth in telecommunications, in-

Figures do not include the economics in transition,
Equivalent to 20.4 per cent of merchandise exports, 1980,
Equivalent to 25.4 per cent of merchandise exports, 1990,

cluding mobile and satellite links, and in par-
ticular commercial services that expanded
through connections between computer net-
works. The growth rate for these three com-
ponents (around 10 per cent per year) was
higher not only than that for merchandise
trade, but also than that for the aggregate of
all services. In contrast, growth in the cur-
rent value of transport (recorded under ship-
ping and other transportation) was around 4
per cent annually, a figure representing
much slower growth than that in merchan-
dise trade. This reflected the widespread re-
duction in transportation costs perton
loaded, but also indicated a less-than-pro-
portionate growth in international trade of
bulk commodities. Since the commodity
composition of international trade, accord-
ing to ail indications, is changing towards

74
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manufactures with higher valued added per
unit of weight, areduction in the value of
transportation compared with the value of

total goods losded and unloaded should be
expected

2 Non-factor services comprise transportation and tourism (registered in balance-of-
payments statistics under the items shipping, passenger services, other transpertation and
travel), royaltics and fees, and a very heterogeneous aggregate consisting of “other private
services". Current values in United States dollars of trade in non-factor services and of
merchandise trade were compared. To assess the impertance of services in internationsl
trade, it will be necessary to focus on their share. Their rates of growth are meaningful
only as compared with rates of growth of merchandise trade. Rates of growih in current
values of trade in services, taken alone, have to be interpreted with caution, because they
reflect the impact of currency fluctuations. For a discussion of conceptual and statistical
problems of measurement of trade in services see World Economic Survey, 1987 (United
Nations publication, Sales No. E.87.11.C.1 and corrigendum), pp. 64-69.

b GATT's aggregate “commercial services” is slightly different from the aggregate “non-
factor services” used here, because it does not include “royalties and fees”; but the latter
represents about 4 per cent of total non-factor services and thus its exclesion does not

change the basic trend.

¢ Statistical Division of the United Nations Secretariat, Monthly Bulletin of Statistics,

March 1993,

¢ The volume of trade in bulk commedities did not increase much during the 1980s Sca-
borne trade in erude oil (tanker cargo) and five main bulk commodities (iron ore, grain,
coal, bauxite/alumina and phosphate) in 1990 was only 2 per cent above the level of 1980,
namely 2,723 million tons loaded compared with 2,667 million. See Review of Maritime
Transport, 1991. Report by the UNCTAD secretariat (United Nations publication, Sales

No.E92ILD5).

of GATT, though it does also provide for a phase-out pe-
riod. This may have implications for developing coun-
tries as regards the extent to which they would be allowed
to use investment measures to channel foreign direct in-
vestment in order to influence their own development.
The Draft on trade-related intellectual property
rights (TRIPs) profoundly modifics the way in which in-
tellectual property has been dealt with internationally.
That is to say, it sets out detailed provisions for an up-
ward harmonization of standards of protection of intel-

lectual property rights for all countries, irrespective of

their level of development. The Draft closely follows the
standards applicable in major developed countries.
TRIPs, therefore, are one of the only key areas of the
Uruguay Round where developing countries have not
been singled out for special and differential treatments,
other than providing for a transitional period, which
would only be adequate to bring their domestic legisla-
tion into conformity with the provisions of the Draft
Final Act.

Safeguards and anti-dumping

The realization of a comprehensive agreement on safe-
guard provisions of GATT under which a country facing

sharp increages in imports that could seriously injure its
domestic industry would be allowed to take temporary
protective measures is one of the main objectives of the
Uruguay Round. The lack of an international consensus
on the application of article XIX of GATT has led to the
taking, outside the legal framework of GATT, of an ever-
growing number of selective trade-restricting measures,
such as voluntary export restraints. Such trade-restrict-
ing measures, frequently applied against developing
country suppliers, have an extremely detrimental effect
on the trade interests of the concerned countries.

From the perspective of developing countries, the
draft on safeguards contains some positive elernents. In-
cluded in the Drafl is the proposed phasing out of grey
area measures, for example, voluntary export restric-
tions and orderly marketing arrangements, which are
frequently levied against items such as textiles and cloth-
ing, agricultural and food products, steel and steel prod-
ucts, and electronics products like televisions and video
recorders,

Perhaps most significant is the proposed agree-
ment’s specifying that safeguard measures shall not be
applied against developing countries whose share of the
imports of a given product does not exceed 3 per cent, 50
long as the collective share of developing country sup-
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pliers does not exceed 9 per cent of the total imports of
that product. The importance of this provision lies in its
furnishing a degree of predictability for developing
countries, particularly small suppliers and new entrants
into a market.

Rules to regulate——and hence legitimize—the im-
position of anti-dumping duties were written into GATT
during the Tokyo Round of multilateral trade negotia-
tions of the 1970s. GATT, article VI, para. 1, refers to
dumping as that act by which products of one country are
introduced into the commerce of another country at less
than normal value of the products, where normal value is
considered to be the domestic sale price of a given prod-
uct in the exporting country. In recent years, charges of
dumping have become a major instrument of protection.
Such cases accounted for over 70 per cent of all trade dis-
putes in the 1980s."* To justify an anti-dumping measure,
it is usually necessary to show only that the foreigner is
selling at a loss, or at a price below that charged in the
home market, and to then argue that this harms the do-
mestic industry.

In light of the fact that anti-dumping actions can be
used for protectionist ends, i is not entirely clear whether
a Draft on anti-dumping that makes such actions easier
to initiate should be considered an improvement over the
current situation. While the Diaft contains far more de-
tails regarding determination of dumping and determi-
nation of injury, it might indeed be wiser to give GATT
itself a greater role in arbitrating such disputes, rather
than leave the carrying out of that role to national
anthorities, as is now the case.

Value of an agreement

As of early April 1993, the Uruguay Round remained
stalled, despite the fact that a tentative farm agreement—
clearly the most visible stumbling-block—had been
reached the previous November between the European
Community and the United States, Even this agreement
cannot be said to have been finally wrapped vup because
the French Government has not yet declared itselfwilling
to accept the November accord. Moreover, the American
President’s “fast track” authority’ expired on 1 March
1993. On9 April, the Presidentasked Congress to extend
his aunthority until 15 December; without it, United
States negotiators are unlikely to make much progress,
since any deal struck by the President could, in principle,
be unravelled by Congress.

A pact thus could easily be several months away
and its complete success is not necessarily assured. But

whatever the terms of a final compromise, there is clearly
a great deal of urgency about concluding the Uruguay
Round. While a comprehensive agreement would be op-
timal, the value of even a modest accord should not be
minimized, The alternative to such an accord may be no
pactatall,

IMPATIENCE WITH MULTILATERALISM

The uncertainty associated with the ongoing Uruguay
Round of multilateral trade negotiations has provided a
certain momentun to alternatives to liberal trade and
multilateralism. The feeling has grown in some quarters
that what is needed is a level playing-field or “fair trade”
which the present multilateral trading system has failed
to provide. Thus, unilateral, bilateral and subregional in-
itiatives, if not actually on the rise, still continue to domi-
nate the international trade scene. Moreover, some of
these alternatives have come to acguire intellectual
support from the so-called new trade theory.

The case for liberal-—ideally, free——trade has
dominated mainstream economics. Free trade, accord-
ing to the standard arguments, and under a great many
assumptions, would maximize global welfare. The so-
called new trade theory® relaxes some of those assump-
tions and thus claims to be closer to describing the real
world. It gives up the traditional assumption of well-
functioning domestic markets and takes into account the
existence of domestic distortions. Specifically, the tradi-
tional assumption of perfectly competitive product and
factor markets is abandoned. Most important, the new
trade theory recognizes the existence of external econo-
mies, The new thinking also drops the assumption that
government pelicies are somehow given and it then
becomes necessary to analyse the political and eco-
nomic forces behind the determination of public trade
policies.

Shonning the traditional comparative advantage
explanation of trade, the new theory emphasizes non-
comparative advantage trade. According to this train of
thought, *“countries do not necessarily specialise and
trade solely in order to take advantage of their differ-
ences; they also trade because of increasing returns,
which makes specialization advantageous, per se”*
This, coupled with the existence of market distortion,
presumably makes a case for government intervention to
create or promote dynamic advantages through, for ex-
ample, support to new technologies,

While the new trade theory provides insight into
the sources of trade and the motivations of trade poli-
cies, it does not easily lend itself to serving as an aid
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to policy formulation. Markets are indeed imperfect
but there is no presumption that the consequences
of government failure will be any smaller than those of
market failores, nor is the extent of possible gain from
government intervention for the purpose of taking ad-
vantage of economies of scale easy to assess. In fact, as
one exponent of the new trade theory has himself pointed
out, the theory probably need not generate a new trade
policy.” Nevertheless, there is an implicit and increasing
tendency to rationalize intervention using arguments
many of which are components of the new theory. Fi-
nally, if one Government can identify an optimal policy
of intervention for itself, so can others and retaliation
may follow.

The rapid growth of international trade in the rela-
tively liberal trade regime of the post-war period coupled
with the risks associated with government intervention
explains why economists have for so long now advocated
the free trade route. Nevertheless, the current popularity of
“managed” or “results-oriented” trade derives in large
part from its association with fair trade. Clearly, any ar-
guments in support of import taxes or export subsidies,
or other interventionist trade policies, find a ready do-
mestic audience when other countries are supposed to be
practising unfair trading. The appeal of unilateral action
to open up foreign markets further increases when the
domestic economy is not growing rapidly.

Aggressiveunilateralism

In the face of shrinking export markets, as well as of
growing frustration with multilateral initiatives, a vari-
ety of unilateral and bilateral trade actions have confin-
ued to gain momentum over the past year, intellectually
bolstered by the new trade theory. Such so-called strate-
gic trade policies—designed to bring unilateral pressure
to bear on other countries to open their markets to foreign
goods-—are becoming the trade tactic of choice.

The current focus on market access, while reminis-
cent of traditional protectionist measures, differs some-
what from the latter by virtue of its requiring remedial ac-
tions on the part of trading partners, Both the Special and
Super section 301 provisions of the United States Omni-
bus Trade and Competitiveness Act of 1988, as well as
the Structural Impediments Inttintive, fall under the ru-
bric of such remedial action

In the mid-1980s, faced with growing trade imbal-
ances, United States trade policy took a new turnand be-
gan to rely heavily on the threat of trade retaliation to re-
duce alleged foreign barriers to American cxports.”

Termed aggressive unilateralism,” this policy may be
described as unilateral in two senses, that is, in so far as
(a) the United States takes itupon itself to unilaterally de-
cide what is fair or unfair in partner country trade prac-
tices and (b) foreigners are then expected to liberalize
unilaterally.

These endeavours culminated in the Super and Spe-
cial section 301 provisions of the 1988 Omnibus Trade
and Competitiveness Act. This shifted retaliatory author-
ity from the President to the United States Trade Repre-
sentative (USTR), who is responsible to Congress, and
made such retaliation mandatory, though subject to a
number of loopholes. More specifically, Super section
301 required the USTR—in 1989 and 1990—to identify
priority countries and practices whose unfair trading was
deemed to be hampering United States ability to export.
In each instance, the USTR was to initiate consultations
with the offending Government aimed at elimination of
the practice concerned. Such discussions were subject to
astrict timetable under the threat of American retaiiation.
Meanwhile, Special 301—with an ongoing mandate—
was designed to promote more aggressive assertion of
American inteHectual property rights.

Between 1975-when the original but more mod-
erate section 301 legislation was drafted-—and the spring
of 1992, some 80-odd countries were investigated under
section 301.%° Assessing the impact of this policy re-
quires two opposing considerations. On the one hand, de-
spite the assertive use of section 301, especially since
1988, costly trade wars have thus farbeen averted. On the
other hand, the trade gains reaped by the United States as
a result of these acts also appear to be quite small, with
one outer-bound estimate for the cumulative value of
American exports involved being under $15 billion.?
Moreover, a truly comprehensive agsessment of this pol-
icy should also take into account at least two intangi-
bles—namely its consequences for the United States’ re-
lations with its trading partners and its repercussions on
the global trading system. In these two areas, the nega-
tive impacts may well outweigh the pains. Thus, an ap-
proach in which a country unilaterally defines unfair
practices and forces bilateral negotiations under a threat
of retaliation is antithetical to GATT which relies on ne-
gotiated reciprocal reductions of trade barriers on a mul-
tilateral basis and across industries. The greatest danger
of the section 301 approach may be the extent to which it
undermines the GATT system.

Despite the ongoing Uruguay Round of multilat-

eral trade negotiations and theiremphasis on multilateral
solutions, calls for protection under the section 301 um-
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brella have continued over the past year. In aninteresting
development, not only have such demands for protection
been made by industries ostensibly hurt by unfair trading
practices, but in addition industries manifesting impres-
sive export performances have requested the heip of sec-
tion 301 to preserve their markets.”’

Structural Impediments Initiative

The Structural Impediments Initiative (SII) was launched
on 25 May 1989 in an attempt to bring about fundamen-
tal changes in both the Japanese and United States
economies so as to reduce the trade imbalance be-
tween the two. In return for a Japanese commitmentto
make it easier for foreigners to export to and invest in Ja-
pan, and to do business there, the United States agreed to
undertake concrete measures to improve its competi-
tiveness, for example by bolstering savings and im-
proving investment, The Initiative is clearly an attempt to
influence the pattern of trade between these two coun-
tries.

In July 1992, Japan and the United States ham-
mered out a second annual follow-up report to the SII
agreement. The new commitments in the report included
pledges by Japan to give more protection to small share-
hoiders, conduct a joint one-year survey on the practices
of major Japanese trading houses in the United States,
and increase fairness and transparency in government
practices. The United States, meanwhile, promised to
encourage its companies to formulate their own export
promotion plans, to review the lay-off system, and to
work to revamp medical insurance for the purpose of try-
ing to slash the massive budget deficit.

China concerns

Between 1980 and 1991, Chinabecame a significant player
in the global trading systern, its world exports growing
some 13 per cent per year. Inthe process, its trade surplus
soared, reaching almost $15 billion vis-d-vis the United
States in 1991 and possibly as much as $19 billion in 1992.
In the wake of this trade imbalance, the United States’
demands for greater market access are perhaps not sur-
prising, although China argues that these figures over-
state its trade surplus since the United States includes as
Chinese exports goods that China processed for Hong
Kong and Taiwan Province of China. Nor is the United
States alone in its critique of Chinese trade policy. The
Europzan Commaunity, Japan and the Republic of Korea
have at various points all charged China with dumping,
Trade talks between China and the United States

commenced in September 1992, with the United States
insisting that China lower a number of its import barriers
and provide greater protection for foreign patents and
copyrights. Discussions took place in the shadow of an
August threat by the United States to impose punitive
tariffs of up to 100 per cent on $3.9 billion worth of Chi-
nese itmports if no agreement on removing Chinese trade
restrictions was reached by 10 October,

An accord between the two countries was reached
by the unilaterally imposed deadline. The pact provides
for a phasing out of a variety of licensing requirements,
quotas, controls and restrictions between 31 December
1992 and 31 December 1997, Roughly 75 per cent of
these non-tariff barriers to trade are to be removed within
the first two years of the agreement. China also agreed to
eliminate its import substitution system under which
Chinese companies have not been allowed to import
goods competing with similar goods produced domesti-
cally. The removal of certain restrictions applying to
American motor car makers involved in joint ventures in
China was also agreed upon. Those restrictions were said
to limit the manufacturers” ability to import needed kits
and parts from the United States. Lastly, all laws, regula-
tions, policies and guidance on the import-export sys-
tern were to be published, and commercial information
on sales and marketing opportunities was to be made
public.

Protecting specific markets

Apart from country-directed measures, a great deal of
protectionist activity over the past year has been focused
on specific products or markets—most particularly, mo-
tor cars, commercial jets, steel and nfilities procurement.

Motor cars

‘The motor car trade, both between Japan and EC and Ja-
pan and the United States, has come in for its share of
management. For example, in April 1992, confronted
with weak European demand, Japan agreed to cut (down
from 1.26 million vehicles) 1992 motor car exports to
Europe by 6 per cent, or 75,000 motor cars. This was part
of a prior agreement to limit Japanese motor car exports
to EC over the period 1993-2000 in a bid to give Euro-
pean motor car makers time to improve their competi-
tiveness. However, in undertaking the comparable exer-
cise in 1993, EC and Japan failed to agree on quotas for
Japanese motor car exports to the European Community,
in large part because they disagreed over the demand
outlook in EC. The European Community has main-
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since market demand is declining, Japan should share the
burden of cutting supply by reducing the level of its
exports from 1.19 million units in 1992, Japan does not
forecast as large a decline as EC.

At the same time, roughly a year after former Presi-
dent Bush declared that his trade mission to Tokyo had
yielded a milestone agreement fo sell 20,000 more
American motor cars in Japan every year, the “big three”
United States motor car makers™ threatened to file unfair
trade cases in order to have stiff dumping duties imposed
on all imported Japanese motor cars. Shortly thereafter,
several Japanese motor car makers—including Honda,
Mazda, Nissan and Toyota—raised their prices in the
United States in an apparent attempt to ward off protec-
tionist pressures.””

Commercial aircraft

Meanwhile, in April 1992, the European Community
and the United States, putting one of their most bitter
trade quarrels behind them, agreed to tentatively curb gov-
ernment support for commercial aircraft development
by reducing it to 33 per cent of total development costs.
In reaching this settlement, negotiators broke a five-
year impasse on the issue. While the United States
claims that its companies receive little government sup-
port for their civilian aviation programmes, EC has esti-
mated that indircct aid to all American aircraft marnu-
facturers from the Pentagon and the National Aeronau-
tics and Space Administration amounted to some 315
billion over the past 15 years. According to United
States estimates, Airbus has drawn more than 75 per
cent of its development costs from the British, French,
German and Spanish Governments and subsidies to
that company have been worth at least $10 billion.

Although the new United States Administration
has reassured the Community that it will not renege on
the July 1992 Airbus agreement, there appears fo be con-
tinuing concern over the path to take as conditions in the
American aerospace industry worsen, and thousands of
jobs are lost. Moreover, legislation is again in motion to
bring dumping and countervailing duty complaints
against Airbus. While nothing in the bilateral Airbus pact
precludes American producers from filing unfair trade
cases, if they do so EC can, after consultations, terminate
the agreement. Furthermore, in response to American
criticism, the President of the German Aerospace Indus-
try Federation argued that the real level of United States
government support for its own civil aviation industry
was actually far greater than that in Europe, and called

for more state support for a strategic industry that was
currently in steep decline "

Semiconductor chips

Yet another area of potentially explosive trade conflict
revolves around the semiconductor chip market. In an
agreement reached during the summer of 1991, the Japa-
nese Government supported the American semiconduc-
tor chip industry's intention of having foreign companies
account for at least 20 per cent of all chip sales in Japan
by the end of 1992. Instead, the foreign share has re-
mained flat—at around 14.6 per cent—since the third
quarter of 1991. A two-month inter-agency study carried
out in the United States last summer concluded that Ja-
pan had made insufficient progress in opening its mar-
kets to foreign chip producers. However, the official fig-
ures released in March 1993 showed that foreign pene-
tration of semiconductors in the Japanese market had
reached 20.2 per cent in the final quarter of 1992—a fig-
ure slightly over the target.

Steel

In what was seen as a major gain for United States steel
makers, the United States Commerce Department im-
posed steep temporary tariffs on steel imports from 19
countries in late January 1993, maintaining that these
producers were selling steel in the United States for less
than they did at home. Before the tariffs become perma-
nent, American steel makers must persuade the Interna-
tional Trade Commission—an independent United
States agency—that steel imports are a significant
source of the industry’s problems. These injury investi-
gations are slated to take place beginning in late June
1993 and are likely to focus on the fact that imports ac-
count for roughly one sixth of the United States market,
a figure that corresponds to the amount of unused
productive capacity in the troubled American industry.

The newly imposed tariffs came in response to pe-
titions by domestic steel makers who had been losing
money—despite productivity increases—in a weak
economy and as new factories opened that recycled steel
from scrap. The tariffs are to cover some $2.6 billion per
year worth of imported flat-rolied and plate steel, with
the preliminary tariff averaging 27 per cent. They came
on top of preliminary tariffs averaging 12.5 per cent that
the Commerce Department had imposed in November
1992 on steel from 12 countries that were said to be sub-
sidizing their domestic industries. The general consen-
sus in the steel industry is that at current price levels,a 15
per cent tariff will price imports out of the market.
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Objections to this move were of course quick in
coming, with the European Commissioner for External
Economic Affairs attacking the ruling. In early March,
the Commission proceeded to formally request consul-
tations under GATT’s anti-dumping code in order to de-
termine whether the American action was consistent
with GAT'T rules. While EC officials made it clear that
they were avoiding an escalation of the dispute and
refraining from a discussion of retaliatory measures,
they none the less challenged the method by which the
Commerce Department calculates alleged material in-
jury to its steel industry, as well as extent of EC producer
subsidies.

Soon after the American action, the Canadian Gov-
ernment, charging unfair pricing, imposed provisional
tariffs on steel imports from six countries including the
United States. The two countries are each other’s biggest
steel customers; therefore, although other countries
were included in the action, the move was generally
viewed as retaliation for the Commerce Department’s
act. The Canadian International Trade Tribunal, a gov-
emnment agency, had 120 days from the time of the Ca-
nadian Government’s late January action to ruie on
whetherits domestic industry had been materially in-
jured; and in the case of such a ruling, the provisional
tariffs would become permanent,

Government procurement

EC adopted a new set of rules on 1 January 1993 regard-
ing purchases by Governments and state-owned enter-
prises of equipment for ¢lectric-power generation, pub-
lic water-supplies, telecommunications and transporta-
tion. Ir: retaliation for the move, the United States an-
nounced at the end of that month that it would bar EC
member nations from bidding on federal utility and serv-
ice contracts. The ban—which was slated to take effect
on 22 March 1993—would cover some $40 billion-$50
billion per year worth of government contracts. How-
ever, EC companies won only roughly $40 miilion-$50
million a year worth of such contracts, which involved a
large number of local services such as the operation of
cafeterias in government buildings. On the other hand,
European Community utilities purchase about $10 bil-
lion-$15 billion a year worth of equipment, with Ameri-
can companies winning none of these contracts. In prin-
ciple, further talks could resolve the digpute, with no ban
ever taking effect. In a step in this direction, following a
meeting with the President of the Commission of the
European Communities on 19 March 1993, the USTR
announced a freeze of at least a week on the planned

American retaliation against EC for its refusal fo rescind
the government procurement regulation. While EC and
the United States are both parties to an agreement bar-
ring domestic purchasing requirements for government
procurement, the international code does not cover the
four areas in question,

‘What is perhaps most troubling from the perspec-
tive of the global economy is that unilateral and bilateral
trade initiatives, such as the ones described above, as
well as the growing willingness on the part of Govern-
ments to risk potential “trade wars” over particular is-
sues, are in fact symptomatic ofa far greater problem —
namely, a certain loss of comunitment on the part of the
major trading nations to multilateralism and the trading
system as a whole.

THE REGIONAL APPROACH TO TRADE POLICY

One concomitant of the growing disenchantment with
multitateralism has been the continuing resort to bilat-
eral, regional or so-called mini-multilateral trading ar-
rangements. While many view these emerging regional
groupings as “building blocs”, forging a more open and
liberal trading system, there can be little doubt that such
arrangements have diverted attention away from multi-
lateral efforts to liberalize the world trading system, and
from this perspective at least, such schemes are often de-
scribed as “stumbling blocs™ to liberalization. The ulti-
mate outcome cannot yet be foreseen,

Concern over the wisdom of trade blocs has arisen
with their proliferation. The thrust towards the EC Single
Market and the fear that the Furopean Community might
become “fortress Burope” set off these worries, How-
ever, the recent United States-Canada Free Trade Agree-
ment-—which was in large measure a reaction to the pro-
posal regarding the formation of the European Single
Market—has only added to these anxieties, as has the
proposed North American Free Trade Agreement

- (NAFTA) and increasing talk of the possible creation of

an Asian trade bloc of some sort. It is important to point
out that these concerns have arisen despite the fact that
in the last three decades or so European integration and
tighter Canada-United States links were often associ-
ated with increased liberalization towards third parties.

First and second waves of regionalism

Countries secking to establish a trade bloc might set up
anything from a preferential trading area to a full eco-
nomic union,”” While the range of possible arrangements
is very large, the common denominator is that some sorts
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of preferences (from which non-members are excluded)
are extended to members.

The current preoccupation with trading blocs is ac-
tually not a new phenomenon * It first manifested itself
inthe 19605, stimulated by the 1957 creation of the Euro-
pean Community. The United States (at that time an
ardent multilateralist) nevertheless supported EC for
political reasons, viewing it as a potential economic
counterweight to the growing influence of the former
Soviet Union,

However, this first wave of regionalism did not
flourish outside Europe. Largely motivated as it was by
the quest for industrialization via regional import substi-
tution, these regional schemes failed for much the same
reasons that import substitution at the national level
failed after the initial stage.*

The thrust towards regionalism is thus now experi-
encing its second wave, though with a number of striking
differences. First, the trend is far more extensive than be-
fore. The major industrialized countries of the world,
apart from Japan, all belong to one of four free trade
groups: the Furopean Community, EFTA, the Canada-
United States Free Trade Agreement and the Australia-
New Zealand Closer Economic Relations Agreement.
Second, the United States, initially quite hesitant, is now
amajor supporter of regional integration schemes. Third,
a new trend is emerging as developed and developing
countrics are for the first time attempting free trade ar-
rangements with each other. Fourth, the approach to
trade integration schemes among developing countries is
now less defensive and it is ofien seen as part of an over-
all effort towards trade liberalization.

Regional developments

A growing number of bilateral, subregional and regional
trade arrangements have emerged, solidified or ex-
panded in all parts of the world over the past year or so.
Although the number of regional arrangements has
mushroomed the bulk of intraregional trade is still ac-
counted for by only a few trade blocs . Intraregional trade
remains most important by far for EC where it accounts
for two thirds of total trade. It is also the only major bloc
where intra-trade as a proportion of total trade has been
fast-growing. In North America, intraregional trade,
though significant, is far less important. In ASEAN, this
trade constitutes an even smaller proportion of total trade
but is growing (tabic 1113},

At the same time, a number of ongoing arrange-
ments—most notably in Europe and North America—

have hit unexpected snags, slowing down their forward
momentum. Thus, some severe sei-backs characterized
the “decpening” the European Community had antici-
pated would take place over the past year, while at the
same time a number of non-members continue to hope
that the Community will open its doors and “widen” ap-
preciably in the near term. Meanwhile, the countries of
castern Europe are eager to reverse their previously
strong anti-West trade bias. For them, the major regional
integration issue is how some form of regional arrange-
ment could be worked out.

Under the new United States Administration, sup-
port for the North American Free Trade Agreement ap-
pears to have been eroding somewhat, as negotiations
started on complementary agreement on the Jabour and
environmental impacts of the proposed accord Never-
theless, the integration impulse that the proposed
NAFTA and Enterprise for the Americas Initiative set
into motion has taken on a life of its own. A number of
vigorous new atternpts at regional integration are now
under way in Central and Latin America.

In Asia, regional integration schemes are viewed to
alarge extentas adefensive, strategic weapon, largely for
trying to ensure open markets elsewhere. In the Middle
East, a primary question is whether factor mobility—
most particularly, labour mobility—could forge inte-
gration among the economies of the area. Meanwhile,
enthusiasm for regional integration in Africa is on the
rise, despite the fact that a large number of such schemes
are already in existence but largely ineffective.

Status of the EC Single Market

The deadline for the completion of the Single Market
was 31 December 1992,

Some 95 per cent of the total number of measures
required to make the internal market a reality have now
been adopted. Thus as of | January 1993, ali border con-
trols on goods shipped within EC disappeared.

Border controls on people will take longer to elimi-
nate completely since some member countries are be-
hind schedule in reorganizing their airports so as to do
away with passport checks on intra-Community travel-
lers, while others, concerned with potential immigration
and crime problems, still ebject in principle. Meanwhile,
however, looking towards the efficient functioning of the
Single Market, the Commission agreed on guidelines
calling for annual reports on its operation, and periodic
reports on national implementation, as well as a com-
plete analysis of the programme’s economic effects in
1996
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Table 11 3.
Intra-bloc trade of some major trading blocs

Bloc's share of world experts

Share of intra-trade in bloc's total trade

1970 1975 1980 1985 1990 1991 970 1975 1980 1985 1990 1991
EC? 344 355 345 336 368 358 531 522 557 544 663 676
EFTAY 6.6 62 6.0 6.2 13 6% 176 175 142 132 131 124
United States—-Canada Free
Trade Agreement 19.2 162 144 157 153 157 326 303 265 380 343 330
CACM® 04 0.3 02 0.2 01 01 260 234 244 147 153 168
Latin American Free Trade
Association (LAFTA)YLAIAY 4.1 3.4 4.0 4.4 3.0 3z 99 135 137 84 121 117
Andean Pact® 2.1 17 1.8 15 1.2 1.1 22 55 58 4.7 52 63
CARICOMf 04 07 0.6 04 0t 01 39 36 4.1 50 86 17
ASEANE 2.0 2.5 36 17 42 46 128 159 169 184 188 193
SACUR 1.1 1.0 1.3 0.8 0.7 0.8 ¢ 0 0 0 0 0
ACM' 1.5 1.0 1.4 14 09 0.6 2.1 15 24 17 26 36
ANCERTAJ 1.9 1.6 1.4 1.5 1.4 1.5 6.1 6.1 6.4 7.0 7.6 16

Source; UN/DESIPA, based on IMF, Direction of Trade Statistics

a Buropean Commaunity: Belgium, Denmark (from 1973), France, Germany, Greece (1981), Ireland {1973}, ialy, Luxembourg, Nether-
{ands, Portugal (1986), Spain {1986) and United Kingdom (1973).

hacTE OO - S o T - o

European Frec Trade Association: Austria, Finland {1961}, lceland (1970}, Liechienstein {1991, Norway, Sweden and Switzerlond
Central American Common Market: Costa Rica (1962), El Salvador, Guatemala, Honduras and Nicaragna.

Latin American Integration Association: Mexico and al} South American countries, except Guyann, French Guiana and Suriname.
Andean Subregiona! Integration Agreement: Bolivia, Colombia, Ecuador, Peru and Venezucla (Chile withdrew in 1976).

Caribbean Commuinity: Antigun and Barbuda, Bahamas (1983), Barbados, Belize (1974), Dominica (1974), Grenada {1979}, Guyana, Ja-

rmaica, Montserrat (1974), Saint Kitts and Nevis, Saint Lucia (1974), Soint Vincent and the Grenadines (1974) and Trintdod and Fobago.

T e ey

These various aspects of “deepening”—in other
words, morc intensive integration--are being supple-
mented increasingly by attempts to “widen’ the Euro-
pean Community by enlarging its membership. Thus, EC
and the members of the European Free Trade Associa-
tion (EFTA) (with the exception of Switzerland which
voted in fall 1992 not to be included) will later in 1993
join in a free trade area, to be designated the European
Economic Area (EEA). The European Community further-
more formally initiated enlargement negotiations with
three individual EFTA applicants—namely, Austria,
Finland and Sweden—on 1 February 1993, If negotia-
tions go smoothly, these three countries might join EC on
1 January 1995. Negotiations with the three will in each
case be bilateral, covering 29 different areas ranging from
fisheries to foreign policy. Discussions are expected to
focus on the applicants’ requests for special treatment in
the area of agriculture and regional policy, as well as on
their neutrality in light of European Community plans
for a common foreign and security policy. In March, the
Commission of the European Communities approved
Norway'’s application to join the European Community,

Association of of South-East Asian Nations; Brunei Darussalam, Indonesia, Malaysio, Philippines, Singapore and Thailand,
Southern African Customs Union; Botswana, Lesothe, South Africa and Swaziland.

Arab Common Market: Egypt, Iraq, Jordan, Libyan Arab Jamahiriya, Mauritania, Syrian Arab Republicand Yemen,
Australin~-New Zealand Closer Economic Relations Trade Agreement

A fairly large number of other countries are waiting
in the wings for membership. With longest standing
among these are perhaps Cyprus, Malta and Turkey.
Membership of the first two would require that the prob-
lemns of linking together large and very small economies
in the European Community, together with those of dis-
tributing benefits and costs, be addressed. Turkey's po-
tential membership, meanwhile, mises the issue of re-
gional aid within EC. The Buropean Community paid
out some $9.2 billion in regional aid in 1991, or roughly
7.4 billion European currency units (ECUs). By the
same criteria, Turkey alone might warrant the paying out
of 5 4 billion ECUs*

Econormies in transition

The collapse of intraregional trade that accompanied the
dramatic political changes in eastern Europe and the for-
mer Soviet Union has been a compelling reason for the
countries concerned to seek stronger trade relations with
the West, particularly Western Europe. A number of east-
emn European countries aim at eventually joining EC. An
association agreement was signed in 1991 between EC
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and the former Czechoslovakia, Hungary and Poland.
Similar agreements were later signed between EC and
Bulgaria and Romania.

Poland signed a free trade agreement with EFTA
that was to come into effect in March 1993. Under that
agreement, the seven EFTA countries would lift tariffs
on 80 per cent of Polish exports, while Poland would in-
itially scrap customs duties on only one quarter of its im-
ports from EFTA members. The former Czechoslovakia
signed a similar agreement one year ago and Hungary
signed an agreement in 1993,

While the objective of many of these countries is to
become members of the European Community, a num-
ber of the eccnomies of eastern Europe and the former
Soviet Union are engaging in integration schemes of
their own, For example, Hungary, Poland, the Czech Re-
public and Slovakia (the Visegrad Group) signed an
agreement to establish a regional trading zone designed
to gradually climinate tariff barricrs by the end of the
century. Tariffs on agricultural and industrial goods are
to be reduced between 1995 and 1997, while barriers to
trade in other more sensitive areas—such as motor cars,
steel and textiles——are to be eliminated by the year 2001,

Several other regional groupings appear to be
emerging although their long-term trade implications
are not yet clear. At the most recent meeting of the Black
Sea Economic Cooperation Summit, late in 1992, mem-
bers agreed to establish a permanent secretariat, and a
Black Sea trade and development bank, as well as a re-
gional statistics centre. Participants included Albania,
Armenia, Azerbaijan, Bulgaria, Georgia, Greece, the
Republic of Moldova, Romania, the Russian Federation,
Turkey and Ukraine. Poland has recently been granted
observer status.

Early in 1993, Armenia, Belarus, Kazakhstan, Kyr-
ghyzstan, the Russian Federation, Tajikistan and Uzbek-
istan signed a charter calling for greater economic and
political integration of the Commonwealth of Inde-
pendent States. Included in what was set forth in the
agreement was the future establishment of an economic
coordination committee and an inter-State bank. The lat-
ter could provide for a badly needed clearing system and
might coordinate credit and monectary policy among
those republics that continued to use the rouble.

The North American Free Trade Agreement

In December 1992, a draft accord was signed between
Canada, Mexico and the United States to create the
North American Free Trade Agreement (NAFTA).

The proposed pact contains an extensive number of

provisions, hammered out in the first instance over 14
months of negotiations. Overall, tariffs on nearly 10,000
products are 1o be eliminated over 15 years, allowing for
the freer movement of goods between the three econo-
mies More specifically, duties on all farm products will
be phased out—some rapidly, and some over the course
of 15 years. Clothing and textiles have been singled out
for exemption, with garments to qualify for duty-free
treatment only if the yam is made, and the cloth woven,
and all cutting and sewing are done in North America. As
regards {inancial services, the limits on American and
Canadian ownership of Mexican banks, securitics firms
and insurance companies will be phased out, with all re-
strictions removed by 1 January 2000. As regards the
free movement of people, the accord will allow most pro-
fessionals from all three countries to work anywhere in
North America with greater case than is currently the
case, though large-scale immigration from Mexico will
be barred.

A large number of studies on potential gains and
losses in the wake of the accord have often led to differ-
ent conclusions. For example, based on the fact that the
pact will eliminate a number of agricultural taxes, some
studies estimated that there might be savings for con-
sumers. Other analyses, however, maintained that food
prices would be higher since much of the agreement
carves out special deals for powerful industries, with
consumer interests regarded as only secondary.*

Some of the most intense debate naturatly involves
the potential impact of the agreement on employment.
Large differentials in blue-collar wages between Mexico
and the United States might bring about relocation of Ta-
bour-intensive industries. Twenty studies reviewed by
the United States Department of Labor anticipated that
job losses would result from the pact, with one assess-
ment suggesting that the pact might cost 150,000 Ameri-
can jobs over 10 years. However, a study undertaken by
the International Trade Commission provided little am-
munition for the pact's critics. It estimated that employ-
ment would eventually drop by up to 5 per cent in the
auntomotive and apparel industries and by up to 15 per
cent in the major household appliance, glass and ceram-
ics industries; but, compared with employment fore-
casted in the absence of the pact, total employment with
the pact would remain unchanged in the United States,
and rise by up to six tenths of a percentage point in Can-
ada, and by up to 6.6 per cent in Mexico. The American
motor car parts, computer, industrial machinery and tex-
tile industries would gain jobs. Onc major consideration,
however, is the permanence of these jobs. A major study
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which, using 1990 as a base, projected a net gain of about
175,000 jobs in the United States by 1995, none the less
concluded that any such net increase in jobs would
evaporate after 15-20 years.*®

The Agreement faces a host of current political
problems. It still has to be approved by the United States
House of Representatives where it is facing growing hur-
dles, Before the Agreement can come into effect, two
complementary agreements on labour and environment
are to be negotiated. On the other hand, a number of ac-
tivist organizations—representing, for example, labour,
environmentalists, consumers and farmers—remain op-
posed to the Agreement. With other matters considered
more urgent, the undertaking is receiving lower priority
from the new American Administration than from its
predecessor.

Latin America and the Caribbean

A number of regional integration initiatives are under
way in Latin America and the Caribbean, partly as a re-
sult of the wave of trade liberalization that the area has
experienced in recent years and partly in response to the
NAFTA accord involving countries to the north »’

Some of these initiatives are strictly bilateral. For
example, in April 1992 Chile signed a free trade agree-
ment with Venezuela, already its third largest trade part-
ner 1n Latin America

Argentina and Chile have been reducing obstacles
to their bilateral trade, and their cross-border trade in-
creased to over 31 billion last year. Bolivia and Mexico
agreed to liberalize 60 per cent of their mutual trade in
1993, and the remaining 40 per cent by 1997, Mexico in
turn signed a free trade treaty with Chile in 1991, which
called for the phasing out of all bilateral trade barriers by
1998, and triggered an 80 per cent increase in Chilean
trade with Mexico in 1992. Peru signed bilateral agree-
ments with Bolivia and Venezuela eliminating tariffs and
restrictions on imports originating in these countries.

Beyond this new net of bilateral agreements, sub-
regional schemes are being implemented. The Southern
Cone Common Market (MERCOSUR}) has brought a
rapid increase of trade between its members, Arpentina,
Brazil, Paraguay and Uruguay. By the beginning of 1995,
when the intended customs union is to come into effect,
MERCOSUR will have 200 million consumers anda gross
domestic product exceeding $500 billion. Its member
countries today account for 45 per cent of Latin Amer-
ica’s population, 50 per cent of its gross domestic prod-
uct and 30 per cent of its external trade. Though intrare-
gional trade (as measured by total exports to member

States) still represents only about 12 per cent of total
trade in MERCOSUR countries, it is expanding rapidly.
After having risen by 24 per cent in 1991, intraregional
trade increased by 35 per cent in the first three quarters of
1992 aver figure for the same period of the previous year,*®

The potential for growth in intraregional trade is
significant, in view of the complementaritics between
the two major MERCOSUR members, Argentina and
Brazil, and the still-limited size of their exchange. How-
ever, differences in macroeconomic policy and exchange
rate policy and in particular Brazil’s persistent high infla-
tion, constrain the integration process.

The Andean Group, comprising Bolivia, Colom-
bia, Ecuador, Peru and Venezuela, is experiencing some
sense of revival after a decade of stagnation in the 1980s.
Despite the temporary withdrawal of Peru from the
Group, the other members agreed in October 1992 to cre-
ate a free trade area, which Venezuela joined in January
1993, By the end of 1993, and pointing to a new general
liberalization effort, a new common external tariff, inthe
form of four bands ranging from 5-20 per cent depending
on the product and averaging about 10 per cent, should
come into effect. Already over the last three years, these
nations had independently cut their average external im-
port tariff by two thirds, from 42 to 13.6 per cent. Trade
among Group members, as measured by their exports,
rose, by 37 per cent in 1991 and an estimated 18 per cent
in 1992, to arecord over $2 billion, but still accounted for
less than 7 per cent of their total exports. Over a third of
the trade within the Andean Group is accounted for by
trade between Colombia and Venezuela, which createda
customs union in January 1992,

In Central America, the gradual spreading of peace
and democracy has been the main factor in the reactiva-
tion of the integration process by the members of the
Central American Common Market (CACM).*® El Sal-
vador, Guatemala and Honduras abolished all trade du-
ties in March 1992 and intend to form a common market
by 1995. In addition, in 1992, the five CACM members
signed a framework agreement to create a free trade area
with Mexico by the end of 1996 and with Colombia and
Venezuela by the end of the decade. The short-term po-
tential for expansion in intra-CACM trade is limited,
however, by the similarity of many of its members’ ex-
ports, namely largely traditional agricultural cormmodi-
ties. Atthe same time, CACM countries fear that with re-
spect to their trade with the United States, Central
America's main trading partner, they could be displaced
by Mexico as the latter acquires preferential access to the
United States through NAFTA.,
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The Caribbean Community (CARICOM), founded
in 1973, is composed of 13 English-speaking countries®
representing a population of 5.5 million. Its stated inten-
tion is to create a common market and a monetary union.
The region already has a functioning partial monetary
union. The Eastern Caribbean Dollar, one of the area’s
stronger currencies, is used in the seven-nation Organi-
zation of Eastern Caribbean States, a subgroup of
CARICOM. However, intraregional trade is limited to
around 7 per cent of total trade, while the United States
is the dominant trading partner. After several delays in
the implementation of the agreement, a compromise
agreement was reached in October 1992 over a phased
reduction of tariffs,

Economic integration in Asia; an emerging bloc?

Economic growth in Asia, particularly in the Pacific rim,
has been the highest in the world. It has pushed most
countries of the region to higher levels of economic devel-
opment, a rise in per ¢capita incomes, a decline in poverty
rates, and improvements in many other social indicators.
Following the lead of Japan, the Asian newly industrial-
ized economies (NIEs)" grew at an average rate of almost
9 per cent perannium from 1971 to 1990, Three of the four
resource-rich economies of the Association of South-
East Asian Nations (ASEAN)* also experienced strong
growth over these decades In fact, Thailand and Malay-
sia, which rotated places at the top of the global growth
ladder, now constitute, along with Indonesia, the second
generation of successful exporters of manufactures.
These countries have relied on greater exploitation
of the internatioal market-place and inflows of foreign
direct investment (FDI) with its attendant increases in
capital flows, technolopy transfer, and trade, and in some
cases a considerable role for the State in the economy
(accompanied, however, by a vibrant private sector)

Outward-oriented policies result per force in a
greater dependence on the international market-place.
Over the past decade, merchandise exports grew 11 per
cent per annum in fapan, 13-18 percent per annum in the
NIEs, 6-15 per cent per annum in ASEAN, and 15 per
centperannumin China Thatthese growthrates werein-
variably higher than corresponding income growth rates
led to an increasing openness or internationalization of
the economies concerned. Moreover, the composition of
the exports involved radical transformation; Japan be-
camic a premier exporter of sophisticated manufactures;
the NIEs moved upscale from basic manufactured ex-
ports to increasingly physical-capital-intensive and hu-
man-capital-intensive exports; and ASEAN moved from

the exporting of mainly natural resources to that of basic
manufactures. In sum, structural change in the Asia-
Pacific region has been reflected in the region’s export
structure, which seems to present a picture akin to a pat-
tern of flying geese, with Japan out front, followed by the
NIEs, ASEAN and China.

As the Asia-Pacific group of countries becomes
more dependent on the external world, it will become
more vulnerable to the vagaries of the international
economy. The region’s stakes in an open international
market-place are now high, and this explains why
Asian countries have been far more active in promoting
liberalization at the current Uruguay Round of multilat-
eral trade nepotiations than at other GATT rounds of
such negotiations, Rising unilateralism and protection-
ism in developed countries, particularly non-tariff pro-
tection of basic industries in which the region has a com-
parative advantage, threaten the global markets on which
the Asian countries now rehy.

Moreover, the trend towards regionalism in indus-
trialized countries, such as those of North America and
Europe, and the resulting trade and investment diversion,
posc a threat to the competitive stance of non-partner
countries such as those in Asia, with or without actual
“fortress-building”. Studies™ assessing the effects of
cconomic integration in developed countries on the
Asia-Facific region suggest that trade diversion exists in
a number of industries of critical interest, but it is esti-
mated that strong positive growth effects, derived
through efficient cost reduction and other dynamic ef-
fects would stimulate imports into the intcgrating region
to a degree that might more than compensate for the
negative effects of trade diversion. Hence, it is generally
estimated that net effects will be small and positive for
the region, but with certain key industries being nega-
tively affected.

Nevertheless, the dynamie benefits of economic
integration are difficult to gauge, and these positive
growth effects might be minimal if the developed econo-
mics turn out to be as sluggish as they have been in the
early 1990s." In any cvent, possible trade and invest-
ment diversion, inherent in the regional integration proc-
ess, and the threat of a split of the global market-place
into cconomic spheres of influence fiom which they are
excluded, are of great concern to the countries of the
Asia-Pacific region. While a successful Uruguay Round
would mitipgate some of the potential deleterious effects
of this trend, the outcome is in question. In the meantime,
the Asia-Pacific region is evaluating its options.

Currently, there exists no region-wide preferential
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of this trend, the outcome is in question, In the meantime,
the Asia-Pacific region is evaluating its options.

Currently, there exists no region-wide preferential
trading arrangement in Asia®® Yet, informal—that is,
market-driven—regionalization has been increasing ata
rapid pace in the Pacific rim owing to market-opening
measures, booming income growth and large investment
flows from Japan (in the mid-to-late 1980s)and the NIEs
(late 1980s and early 1950s). By 1991, intra-Asia trade
as a share of total exports had grown to two thirds for
China, over one half for ASEAN, and over two fifths for
the NIEs, Japan’s reliance on the United States market
for its exports is often cited; however, in 1991, Japan’s
exports to ASEAN and the NIEs actually exceeded its
exports to the United States. Nevertheless, the United
States continues to be the single most important export
market for East Asia, particularly for manufactures.

Given the market-driven increase in regional eco-
nomic integration, it might appear that a formal agree-
ment would be superfluous, especially in the light of eco-
nomic disparities, widely divergent cultural, social and
legal traditions, and the legacy of past conflict that might
prevent the emergence of an obvious leader for the
group. Nevertheless, two important considerations are
pushing Asian countries to consider aregional initiative:
potential exclusionism and the inherent benefits of eco-
nomic integration.

First, exclusionism refers to the possibility of the
existence of trade “fortresses™ in the rest of the world
that might shut out Asia. In this scenario, an Asian trade
bloc would only be erected in response to the closure of
foreign markets. Conceivably, this could be a result of
higher external barriers as part of the integration process
itself (the fortress phenomenon) or as a result of unilat-
eral increases in protection. Hence, even though the
North American Free Trade Agreement envisions no
common external tariff or trade policy, dramatic in-
creases in protection in the United States—through, say,
a more aggressive “ultra-Super section 301 hit list”
{which is advocated by some policy makers)}—could be
categorized as constituting an exclusionist policy,

Second, economic integration in the Pacific rim
could be used as a commercial policy initiative that com-
plements multilateral and unilateral liberalization poli-
cies. Preferential trading arrangements are by their very
nature a second best solution and hence inferior to the
best one, namely, generalized free trade; but because the
best solution is at present unattainable, the proper com-
parison is between the status quo and a preferential
grouping. In this sense, if, say, a Pacific rim free trade

area were to be negotiated and the arrangements devoted
to continued unilateral liberalization, the grouping would
benefit through static trade creation and the dynamic
benefits of regional free trade, while internal trade di-
version would be negated by the external frade creation re-
sulting from the liberalization of external barriers to
trade.

While no region-wide preferential trading arrange-
ment exists in Asia, there are several initiatives at the
subregional level. While ASEAN began asa preferential
trading area through agreements made in the Bangkok
Declaration of the Ministerial Meeting of the Asian
Group (1967), the first explicit preferential trade and in-
vestment programmes were not established until the first
two summit meetings of Heads of State held in the mid-
1970s. However, even with those programmes, margins
of preference were kept low and the offered lists of com-
modities were usually ineffective.*® Industrial pro-
grammes were not sufficiently geared to the private sec-
tor to attain the founders’ goals of resource pooling and
market sharing. Although substantial improvements in
trade and investment programmes were made at the third
summit meeting in December 1987, the hoped-for in-
crease in trade and investrment did not materialize ade-
quately. In fact, intraregional trade flows as a share of
total trade continue to be less than 5 per cent for
ASEAN,

Recognizing the need to go forward in economic
integration, ASEAN leaders began in December 1990 to
discuss bold and innovative approaches to intraregional
economic cooperation. For the first time, the circum-
stances appeared right, as all ASEAN countries were
undertaking the same outward-oriented development
strategies, making the resistance to liberalization less of
an impediment to integration. Moreover, developments
at the infernational level (for example, regionalism and
perceptions of increased protectionism) and at the re-
gional level (for example, perception of the Asia-Pacific
Economic Cooperation Conference (APEC) as a com-
peting organization that could dilute the strength of
ASEAN) suggested that ASEAN was at a watershed.

The result was a declaration, at the fourth summit
meeting, held in January 1992, on the creation of an
ASEAN free trade area (AFTA), which would beginas a
free trade area in manufactures over a 1 S-yearperiod and
also push for liberalization of non-border barriers to
trade. This agreement was historic in that for the first
time a strong will on the part of ASEAN leaders to in-
crease real, comprehensive economic integration in
ASEAN was in evidence. In January 1993, product lists
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number of items were disappointing. Yet, this is only the
beginning and the process is expected to speed up.

Several ASEAN countries have inrecent years con-
ceived, in addition to AFTA, the idea of creating plurilat-
eral cooperative accords, known as growth triangles. The
only existing growth triangle that has been formed by
agreement is composed of the southern Malaysian re-
gion of Johore, Singapore, and Indonesia’s Riau islands.
This accord promotes trade and investment by exploiting
gconomic complementarities between Singapore and the
two other provinces through, inter alia, trade coopera-
tion and infrastructural development (for example, ofthe
Batam and Bintan industrial estates in the Riau is-
lands).*” This type of arrangement has been lauded as a
private scctor-based form of economic cooperation that
works from the bottom up. The fourth ASEAN summit
meeting endorsed this type of arrangement, and several
other triangles are now being discussed.

In December 1990, Prime Minister Mahathir of

Malaysia called for the creation of an East Asian Eco-
nomic Grouping (EAEG), to include all countries in East
and South-East Asia. As presented, EAEG was ostensi-
bly to be a formal preferential trading area in reaction to
exclusionism in the West. The concept has evolved and
the group that it defines now receives general—albeit
ambivalent—support from its proposed members as one
that will be consistent with GATT, as well as paralicl to
the Asia Pacific Economic Cooperation Conference
(APEC). APEC is an official consultative forum estab-
lished in 1989, whose members include East Asian coun-
tries as well as Australia and New Zealand, Canada and
the United States. Although at the fourth ASEAN sum-
mit meeting, ASEAN Heads of State decided to trans-
form EAEG into a milder East Asian Economic Caucus
(EAEC), the core idea of such a regional grouping con-
tinues to be discussad.

While the prospects for a scenario of extreme ex-
clusionism are remote for Asia, the economic meritsofa
regional bloc are being explored . In fact, one study esti-
mates that an economic bloc that included ASEAN, the
NIFEs and Japan would be anefficient one, in that the pat-
tern of trade would be only slightly distorted and hence
the negative efficiency effects of trade diversion would
be minimal.® Moreover, such a grouping could lead to
regional and global efficiency gains through trade crea-
tion and positive dynamic effects.

However, it is also possible that such a grouping
could go beyond the confines of East Asia After all,
North America continues to be a key market for all Pa-
cific rim countries, and Australia and New Zealand are

now directing their international initiatives to Asia.
APEC is intended to serve as a region-wide organization
that could be moulded into much more. While directions
for APEC’s future have not yet been clearly set forth,
some analysts point out that it could serve as an Asian Or-
ganisation for Economic Co-operation and Develop-
ment (OECD). Also, the possibility of APEC’s engaging
in {non-binding) common investment codes, some types
of microeconontic policy harmonization, and macroeco-
nomic coordination, and of its even serving as an ang-
mented GATT in which the implementation of GATT
agreements would be expedited, is being openly dis-
cussed among the region’s academics and business peo-
ple, if not among its policy makers, These types of re-
form would not be discriminatory, and would serve to
strengthen the multilateral trading system. Hence, open
regionalism could characterize the direction of APEC in
the future.*

WiH there be an Asian bloc? The potential for an
Asia-Pacific region-wide grouping based on the concept
of open regionalism seems to be increasing. While the
major concern of most Asian countries at present is to
strengthen multilateralism through a successful Uru-
guay Round, bloc formation could be forthcoming as a
second-best solution. And since most Asia-Pacific
economies have chosen outward-looking rather than in-
ward-looking policies in their economic development
strategies with great success, the prospect of a “fortress
Asia” is extremely remote.

Africa

While there is enthusiasm for integration in Africa, thus
far it has not proven very successful: intra-African trade
still accounts for less than 5 per cent of the value of the
region’s trade. Nevertheless, African policy makers have
renewed their commitments to strategies and measures
to accelerate economic integration.*® Such measures in-
clude the harmonization of production and physical in-
terconnecting  infrastructures  among  neighbouring
States; market integration through trade liberalization
measures; an efficient payments settlement system; and
currency convertibility.

In August 1992, the summit meeting of the South-
ein African Development Coordination Conference
(SADCC) agreed to establish the Southern African De-
vetopment Community (SADC). When the Treaty has
been ratified by two-thirds of the members, the latter or-
ganization will replace SADCC. The objectives of
SADC include achieving development and economic
growth, promoting peace and security, and cnsuring
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complementarity of strategies and programmes. SADC
intends to progressively eliminate obstacles to the free
movement of goods, services, capital and labour. In this
it follows the intent of the Qrganization of African Unity
which regards strengthened regional economic integra-
tion as comprising the building blocks for the African
Economic Community

Trading blocs and the multilateral trading system

Some proponents of trade blocs view them as building
blocks of an open international trading system. However,
the great many protectionist and discriminatory prac-
tices that have often been associated with the forma-
tion and functioning of trading blocs cast doubt on this
view. For example, the EC Common Agricultural
Policy, discriminations by blocs against selected groups
of non-member countries and the application of complex
rules of origin in EC and the emerging regional trading
arrangements greatly erode faith in trade bloes’ becom-
ing building blocks ofthe multilateral trading system. In-
deed, blocs may provide greater incentives for the appli-
cation of devices of trade management like anti-dump-
ing measures and voluntary export restraints. Nor need
there be great incentive on the part of member countries
to expand their bloc by admitting new members who are
not already large trade partners.®' In the past the EC inte-

gration process was accompanied by further steps to-
wards liberalization in many areas and widened by the
inclusion of new members; the above considerations, on
the other hand, are growing cause for concern.

Nevertheless, trading blocs had become a fact
of life by the early 1990s and questioning their wis-
dom may not be fruitful at this stage. Moreover, there
is no simple way of judging the impact of actual trade
blocs on trade creation and trade diversion, par-
ticularly when their dynamic effects on the income
of bloc members are taken into account. Neither is there
an unambiguous motivation behind the formation of
blocs.

A multilateral trading syster in which every coun-
try trades freely with every other country remains the
best way to increase world welfare. To ensure that trade
blocs do not ultimately fragment the multilateral trading
system, it is necessary to strengthen GATT rules, espe-
cially those relating to transparency and non-discrimina-
tion, and the commitment to abide by these rules. Trade
blocs are not necessarily inconsistent with GATT; butthe
conditions permitting such blocs, as set forth in the rules
of GATT, have never been fully complied with by any re-
gional trading arrangement. The rules themselves need
to be clarified and reinforced in the context of changed
circumstances.
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IV

The international transfer of financial resources

If the pattern of international transfers of financial re-
sources in the past two years turns out to be repre-
sentative of the 1990s, then some of the policy concerns
in international forums in this decade will be very differ-
ent from those of the 1980s. A central issue in the 1980s
was the large net financial transfer from developing to
developed countries that was associated with the exter-
nal debt crisis of the developing countries. In 1991 and
1992, however, the developing countries as a whole were
not only net recipients of financial resource transfers for
the first time since the debt crisis began in the early
19805, but the inflows were large. For many developing
countries, particnlarly middle-income countries, the
debt of the 1980s is no longer impeding their access (o
international credit, although for many others the exter-
nal constraint on reactivating development binds as
tightly as ever.

A second defining feature of international resource
transfers in the 19808 was the very large absorption of in-
ternational finance by the United States, the apgregate
expenditure of which for exceeded the income and out-
put produced by its domestic economy. The net transfer
of financial resources to the United States grew again in
1992, but even so it remained less than a third of its peak
in the 1980s. The outlook is for a further widening of the
net transferin 1993 and 1994, as the United States eco-
nomic recovery draws in external resources. But the in-
crease is expected to be moderate and easily financed by
other industrialized countries and the reduction of the net

transfer in dollar terms should resume in the second half

of the decade, especially as the medium-term pro-
gramme to reduce the United States fiscal deficit begins
to bear fruit.

When the 1990s began, a new development in the
global pattern of net transfers emerged. Radical political
and economic changes occurred first in eastern Europe
and then in the Soviet Union, and the international com-
munity was intent on supporting them. When the Ger-
man Democratic Republic was reincorporated into the
Federal Republic of Germany, a truly large-scale transfer

o1

of resources began from “west” to “east”, albeit within
the borders of a single country. From the beginning it was
clear that this was a special case, but large-scale transfers
to other “eastern” countries seemed possible. Today this
seems less likely. Thus far in the 1990s, the economies in
transition in eastern Europe appear to have continued to
make a small net transfer to the rest of the world. Large-
scale aid commitments have been made to them and the
successor States of the UJSSR and there have been con-
siderable—if smaller-—gross flows, but the net absorp-
tion of resources during the early stages of transition now
appears to have been quite limited.

One additional concern in the realm of interna-
tional finance is that the potential volatility of the world’s
finances scems to have increased again, owing to the
continuing technological revolution in communications,
the greater speed with which the ownership of assets can
be transferred internationally, the increasing variety and
depth of markets around the globe and the increasing re-
laxation of policy restrictions on international financial
movements. Vast sums are routinely moved into and out
of countries and currencies, as corporate financial de-
partments as well as financial institutions actively man-
age their portfolios of financial assets and liabilities. The
players on this field-who come from developed, devel-
oping and fransition economics—are well informed,
quick to act, and have significant resources at their dis-
posal. Thus, with less of a lag than ever before, the inter-
national stability of currencies depends upon credible
policy-making, whether it concerns the Italian lira, the
Mexican peso or the Russian rouble.

This potential volatility of financial flows is one
reason that the international pattern of resource transfers
warrants continuing international scrutiny. In particular,
few observers regard the new financial inflows to several
middle-income developing countries as fully appropri-
ate or sustainable. The flows came from industrialized
countries that have slipped into economic recession and
unusually slow recovery If their cconomies should
strengthen markedly, it is feared that some developing
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couniries would have difficulty competing for financial
resources. Certainly, the largest single source of the re-
source transfers from industrialized countries, Japan, is
under considerable international pressure to reduce its
trade surplus, which after all generates the financial re-
sources that make up its transfer.

Moreover, there has been some concern that the ex-
ternal financial requirements of the transition economies
in eastern Enrope and the successor States of the Soviet
Union might be met at the expense of the needs of the de-
veloping countries. If the net absorption of resources by
the transition economies has not risen significantly, this
was mainly because of private flows. Official commit-

ments for transition economies have been large, al-
though mostly non-concessional, Budgets for official
development assistance have been under severe pressure
inseveralcountries, Indeed, tight fiscal constraints in do-
nor countries seriously limit the prospects for official as-
sistance for development and transition, let alone for
meeting new international commitments for an environ-
mentally sustainable world economy. Thus, with the po-
tential volatility of private flows and the constraints on
official ones, the international community will have to
continue to focus on the generation of financial re-
sources and their international transfer.!

THE TRANSFER OF RESOURCES IN 19%2

The developed market economies transferred over
$50 biltion to other countries in 1992, $17 billion more
than in 1991, according to preliminary estimates {see ta-
ble A.26).2 The developing couniries received over
$50 billion in transfers in 1992 from other countries,
which marked the second year of very larpe aggregate
net inflows (see table IV.1).* Very little can be said about
the net financial transfer of the transition economies in
1992, but a rough estimate is that the eastern European
countries together made a net transfer in hard currency to
other countries on the order of §1 billion (see figure IV.7
below).

Receiving financial resources from abroad on a net
basis is usually thought of as a positive development, al-
though it also means that the country has a trade deficit,
which is thought of negatively if it becomes unsustain-
ably large. That is, when a country receives a net transfer
from abroad, the payments for imports of merchandise
and a broad range of services exceed the earnings from
exports. In such acase, it means total domestic purchases
in the country are larger than the value of production. In
particular, this allows investment to exceed what could
be financed out of domestic savings. By the same token,
when a country makes a net transfer abroad, convention-
ally denoted a “negative transfer” or net outflow of re-
sources, it means that not all its earnings from trade find
their way into the purchase of imports *

LARGE TRANSFERS TO DEVELOPING COUNTRIES.
BUT NOT AFRICA

For most developing countries, the presumption is that
the net transfer of resources should be positive, a net in-
flow, because foreign resources would then help to fi-

nance expenditures beyond those that could be under-
taken on the basis of domestic income alone, This is pre-
cisely what eccurred in 1991 and 1992 (see table V1),

In 1991, however, the first year of large-scale net
inflows to the developing countries since 1982, all but
one eighth of the net transfer went to West Asia, particu-
larly Knwait and Saudi Arabia, where expenditures
soared to pay for the Gulf war and the reconstruction of
Kuwait after the war ended. Yet this net transfer was dif-
ferent only in size from the net transfers received by the
region as a whole over the past 10 years. Most of the
transfers went to the major oil exporters, considerable
amounts being consumed in the war between the Islamic
Republic of Iran and Iraq.

The major oil exporters in this region also make up
most of a grouping of countries that has been denoted for
many years in the World Economie Survey as the “surplus
encrgy exporters”, They were given the name because in
the 1970s these economies had supplied large-scale re-
sources on a net basis to the rest of the world, based on
the strength of their oil earnings. This was reversed, as
noted above, in the 1980s. Another grouping was called
the “deficit energy exporters”. Those countries—includ-
ing Algeria, Mexico, Nigeria and Venezuela, among oth-
ers—had been heavy users of international finance in the
1970s. Despite their substantial oil sectors, the demand
for domestic investment and other expenditures was so
high that they drew in foreign capital onanetbasis. Inthe
difficult years of the 1980s, international oil prices fell,
the debt crisis erupted and foreign capital inflows dried
up, while the debt outstanding had to be serviced. The
countries then had to bring imports below exports so as
to produce a surplus of foreign exchange to transfer to
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Table IV 1.
Net transfer of financial resources to groups of developing countries, 1982-1992°
Billions of dollars
1982 i983 1984 1985 1986 1987 1988 1989 1996 1991 1992"
All developing countries 343 183 220 .01 187 279 150 -245 -247 473 519
of which:
Capital-importing
counfries® 269 70 -283 172 42 -338 -318 201 -224 47 207
Totals by region
Africa 162 9.7 38 .26 1.6 2.1 7.0 48 58 09 -16
of which:
sub-Saharan A fricad 80 59 28 31 6.1 6.1 7.7 64 78 115 100
Latin America and
the Caribbean 314 -25.7 -349 -302 -1i4 -179 -216 289 -260 -72 69
‘West Asia 23 271 12% 202 367 218 250 150 38 416 272
Cther Asia 86 57 46 41 -123 308 -184 104 -5 73 124
Mediterranean 38 14 01 1.6 20 .33 786 49 83 47 7.0
Totals by trade category
Energy exporlers 120 121 145 79 303 42 130 -54 -260 289 271
“Surplus” countries 05 221 86 130 320 181 214 151 43 385 221
“Deficit” countries 11.5 -100 -231 209 -17 -223 -84 205 -301 -9.6 5.0
Energy imporiers 223 62 -83 .22 116 -238 280 -19.1 1.3 184 249
Four exporters of
manufactures® 05 46 91 -121 -238 312 265 -219 -11% 41 ~1.6
China 55 .33 08 123 7.1 0.5 36 47 -109% -125 -114
Others 283 140 16 -25 50 80 -52 -19 241 351 439
Memorandum item
15 heavily indebted countries’ 9.4 -23.9 -40.6 -40.5 -220 -284 -309 -378 -320 -128 25

Source: UN/DESIPA, based on data of IMT, official national and other sources

Preliminary estimate.
Sample of 93 countries {for more detail, sec table A 27},
Excluding Nigeria

O QO R

and former Yugosiavia,

the foreign creditors. Thus while the “surplus™ energy
exporters were in deficit in terms of net transfers in the
1980s, the “deficit” debtor countries were in surplus, In
1992 for the first time in a decade, the deficit countries
again became net recipients of external resource trans-
fers.

Not all encrgy exporters, however, have become net
recipients of international resource transfers. Algeria,
Nigeria and other African oil exporters, in particular, are
still making net transfers abroad and Egypt has begun to
do so as well, as it reduces its trade deficit as part of its
adjustment programme. Indeed, the only geographical
region of the developing countrics that had a negative
transfer in 1992 was Africa. The smallier countries of the
sub-Saharan region at least continued to register a mod-

Expenditure basis (negative of balance of payments on poods, services and privite transfers, excluding investment income)

Hong Kong, Republic of Korea, Singapore and Taiwan Province of China,
Argentina, Bolivia, Brazil, Chile, Colombia, Céte d'Ivoire, Ecuador, Mexico, Moroceo, Nigeria, Peru, Philippines, Uruguay, Veaezuela

est overall positive transfer of about $10 billion, as had
been the case in 1990 and 1991.

The relatively disadvantaged position of Africa
wasg, in fact, worse than is indicated by these calculations
in terms of current dollar amounts. Since the economic
role of positive net transfers is to allow purchases to ex-
ceed income by allowing the dollar value of imports to
exceed the earnings from exports, developments in im-
port and export prices matter a great deal. Theratio ofex-
port prices to import prices—the terms of trade—fell for
most developing couniry regions in 1992; but for no re-
gion did it fall as much as for Africa (see table A.20). In
other words, if international prices had not changed, Af-
rica would have been able to purchase an additional
$3.5 billion worth of imports with its 1992 merchandise
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exports than was in fact the case. A positive net transfer
of this amount would have offset the loss. The region’s
negative transfer only accentuated it,

A large nettransfer of resources abroad had beenan
especially salient issue in Latin America and the Carib-
bean through most of the 1980s. The swing over the past
two years in this region’s net transfer is thus especially
important. From negative transiers of between $20 bil-
lion and $30 billion in the late 1980s, the transfer became
anetinflow of $7 billion in 1992 (see table IV.1). In other
words, the Latin American region imported 37 billion
more in goods and non-factor services than it exported
and thus it was able to spend $7 biilion more on domestic
expenditures than it produced. In 1991, the reverse had
been the case: Latin America spent $7 billion less than it
produced. In previous years the gap between expenditure
and production—the nepative net transfer—had been
much larger.’

The external financial situation in Latin America
had actually improved by much more than the net trans-
ferstatistics indicate, Instead of net capital inflows on the
order of $10 billion a year, as had been the average from
1985 to 1989, net capital inflows began to rise strongly
in 1990 and exceeded $50 billion by 1992 (see table
A 27), Moreover, with most international interest rates
falling since 1990, Latin America’s net payments of in-
vestmment income declined (see table A .25). Thus, con-
sidered as the net cash flow of capital and investment in-
come, the net transfer turned from negative to positive in
1991 and totalled $27 billion in 1992.° The reason that
these transfers financed a net import gap of only $7 bil-
lion is that $20 billion were added to official reserves, A
similtar amount had been added in 1991 and $15 billion
in 1990 (see table A.27).

From the perspective of conventional precaution-
ary motives, official reserves might seem to have
reached a quite comfortable level by 1992, exceeding 4.5
months of the expenditure on imports of goods and all
services for the region as a whole, including interest ex-
pense (sece table A.28). A common rule-of-thumb is that
three-months’ coverage of import expenditures is ade-
quate. If that level were to have been maintained in 1992,
Latin America could have raised its imports and its do-
mestic expenditure, as on investrnent, by an additional
$31 billion,

Latin American authorities were not, however, ex-
cessively cautious. The situation was not an ordinary
one. Although some countries have experienced signifi-
cant new flows of directand portfolio investment, as will
be discussed below, Latin America had a positive net fi-

nancial transfer of resources in 1992 mainly because of
a large surge in net short-term financial inflows. A con-
siderable share of these flows are believed to have been
finds taken out of the region during the period of finan-
cial instability that culminated in the debt crisis a decade
before. Indeed, the net transfer on short-term flows -—
that is, measured net of interest on short-term debt —
had been negative in Latin America for over 10 years. In
1991 it reversed direction and became a net inflow of
£24 billion and in 1992 it rose further to $33 billion (see
table A.27). Those resources have not gone into new
capital formation, atleast not directly, and they may leave
the region at the same quick pace at which they arrived.
‘The challenge to policy makers in the countries to which
these flows have come—especially Argentina and Bra-
zi}~—is thus to convince the short-term investors to in-
stead make long-terrn commitments to capital formation
in the region. As that oceurs, the reserve situation can be
modified and yet additional resources released for in-
vestment,

For more than a decade, analysts seemed to have
been as encouraged by the economic and financial situ-
ation in Asia as they were discouraged by the difficulties
and set-backs in Africa and Latin America. Economic
growth in the vast region of China and South and East
Asia and the Pacific has been very strong overall.
Savings and investment are also high and considerable
attention is given by policy makers to building and main-
taining international competitiveness. As a result, pro-
ductivity advances are strong. Indeed, earnings from for-
eign trade came to exceed import needs and savings rose
above already high levels of domestic investment. In
other words, the region made substantial net transfers
abroad, this being an important case in which a “negative
transfer” by developing countries did not have a negative
connotation.

Of course, what was true for the region as a whole
did not apply to every country in the region The eco-
nomic gains and net transfers in this case were first con-
centrated in a grouping that has been called the “four
dragons” in the east and the “four tigers” in the west
{Hong Kong, the Republic of Korea, Singapore and Tai-
wan Province of' China). At its peak in 1987, the total net
foreign transfer of these economies exceeded $30 bil-
lion. It was used to build up official reserves, repay ex-
ternal debts and invest in other countries, particularly
other Asian economies and the United States. By 1990
they were joined by China. Together they made a net
transfer of almost $20 billion in 1992, although more of
it was accounted for by China than the others, which were
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going through or emerging from domestic adjustment
processes, as well as coping with the slow growth of ma-
jor export markets (see chap. 11}

In fact, with the smaller transfers abroad by these
five economies and with significant international trans-
fers into other countries in Asia and the Pacific, the re-
gion as a whole became a net recipient of financial re-
sources in 1991 and 1992. The inflows were spread
across a variety of countries, which have been investing
larger sums than domestic savings would permit, aimed
in particular at relieving infrastructure bottlenecks, as
in some countries of South-East Asia, and support-
ing adjustment-cum-liberalization drives, as in India.

Before the end of the 19905, some of these latter
countries may join the other Asian suppliers of resources
to the rest ofthe world. In the short run, however, they are
expected to continue to draw on international finance on
anet basis as their investment demand is higher than their
generally high savings rate. They enjoy access to interna-
tional capital markets as for the most part they did not
build up foreign debt to levels that became insupportabie
in the 1980s. Their high growth and investment pros-
pects attract the interest of foreign direct and portfolio in-
vestors and as long as international markets remain open
to their exports, they will be seen as attractive place-
ments for funds.

Indeed, the developing countries as a whole may be
expected to continue to absorb net resource transfers in
the next few years. The Philippines and several Latin
American countries have regained access to private
credit markets, interest rates are not expected to rise
strongly, and there is no shortage of private finance at the
global level, or even of official credit en commercial
terms. Official concessional assistance is another situ-
ation entirely, although countries that depend heavily on
such flows for positive transfers today wiil probably not
be forced into outright negative transfer situations as a
result of limitations on the growth of aid.

This does not mean in any event that the overall re-
source constraint on the economic growth of the devel-
oping countries has been removed. A positive net re-
source transfer means, in effect, that foreign savings

supplement domestic savings in financing investment. If

the investment level is below what policy makers desire,
removing a negative transfer would help raise it. But, the
investment level might still be too low and the question
of how to raise it further remains. The experience of the
1970s that led to the debt crisis of the 1980s showed that
raising the net transfer to countries without also ade-
quately raising domestic savings is unsustainable. The

countries that did not slip into debt crises raised their in-
vestment rates through a more balanced combination of
greater resource inflows and higher domestic saving. In
particular, the marginal savings rate — the savingsout of
increments to income — was quite high in those coun-
tries and so when growth accelerated it fostered a “virtu-
ous circle” of higher saving, investment and more
growth.

The continuing benefits of that virtuous circle can
be seen by contrasting the current situation and prospects
of two groupings of the developing countries, those that
have had debt-servicing difficulties in the 1980s and
those that have not.” For each of these groupings, the In-
ternational Monetary Fund (IMF) has projected eco-
nomic growth, investrment and a variety of financing
variables through 1994 and on the basis of that exercise,
figure IV.1 was drawn.

The figure indicates, first, that IMF projects the net
transfer of resources to remain positive for both groups
of countries, although it would be less than one half a per
cent of the GDP of the more heavily indebted countries,
while rising slightly above one half a per cent of the GDP
of the other group by 1994 In neither case, at least at this
level of aggregation, would the net transfer be a major
contributor to the financing of investment. The countries
that did not experience debt-servicing crises are ex-
pected to continue to invest about 30 per cent of their
GDP and their economies are forecast to grow on aver-
age over 6 per cent a year. The debt-crisis economies are
expected to grow at about half that rate and have an in-
vestment rate about a third less as a share of GDP than
the motre rapidly growing grouping. This notwithstand-
ing, investment and growth in the debt-crisis countries
would be on a rising trend. In sum, it appears that the
countries affected by the debt crisis will, as a group, con-
tinue to grow far more slowly than those that quickly
overcame the economic shocks of the early 1980s.

DEVELOPED MARKET ECONOMIES:
LARGE TRANSFERS, SHORT-TERM FUNDS

A central feature of the net transfer of resources of indus-
trialized countries in the 1980s had been the very large
absorption of international resources by the United
States. It proved thatif a country is large enough and sup-
plies the world's chief currency for international transac-
tions, capital from around the globe will finance unsus-
tainable policies for a long period. As exporters rushed
to meet the burgeoning United States demand for im-
ports, foreign creditors and investors—including United
States financial institutions that were already operating
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Figure IV.1.

Investment, net transfers and growth in the developing countries, 1986-1994
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in overseas markets—stood ready to finance the transac-
tions. Thus, large trade surpluses and the net outflow of
resources that corresponded to them were generated in
Europe and Japan as the counterpart to the United States
trace deficit and net inflow. However, the industrialized
countries did not themselves fully meet the United States
demand for funds, and thus as a group these countries ab-
sorbed resources on a net basis for most of the 1980s, as
may be seen in figure IV.2,

The United States quickly went from being the
country with the largest international net asset position
to the world’s largest net debtor. The very large United
States budget deficit was one central part of the story
and, indeed, as foreign purchases of official securities
were large for many years, the United States Government
has made increasingly large net foreign interest pay-
ments, They reached $32 billion in 1992, up $1.5 billion
from 1991 despite the large fall in interest rates on gov-
ernment debt in 1992 (see table A 8). In 1982, when in-

terest rates on official United States debt were roughly
twice as high as last year, the United States Government
paid less than halfas much in net interest.

Private debt has also mushroomed in the United
States, as discussed in chapter 11, and, correspondingly,
so has net foreign borrowing by the United States private
sector. Thus, instead of earning $20 biilion to $25 billion
a year in interest on a net basis, as had been the case in the
first half of the 1980s, the private sector now is a net
payer of foreign interest,

Considering all interest and dividend obligations
together, the United States has to make increasingly large
net foreign payments, which reached $23 billion in 1992
(see table A.26)." This means that the net capital flow
into the United States needed to bring about anet transfer
of resources has to be enough to also cover the net out-
flow of dividends and interest, In 1992, in particular, a
net capital inflow of $68 billion was needed to bring
about a net transfer of $48 billion.
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Figure IV.2.

Net financial transfers of developed market economies, 1980-1992
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This notwithstanding, a considerable correction of
the United States net transfer problem has taken place,
The net transfer was less than 1 per cent of GDP in 1991
and 1992, compared to 3 per cent to 3.5 per cent firom
1984 to 1987. On the other hand, the United States net
transfer is expected to grow again, with economic recov-
ery under way in the United States, albeit slow, while
Europe and Japan are in economic stagnation or reces-
sion, as discussed in chapter I. The net transfer to the
United States is likely to exceed 360 billion this year and
be over $70 billion in 1994, Both amounts would stili be,
however, only 1 per cent of United States GDP. In the sec-
ond haif of the decade, as the fiscal adjustment policy of
the United States begins to bear fruit, the transfer is ex-
pected to again fall in nominal dollar terms, let alone as
a share of GDP?

If the reallocation that the United States imposed
on international financial flows in the 1980s is thus

on a medium-term path to correction, the net transfer
of the United States vis-d-vis particular groups of coun-
tries has already changed significantly, Thus, whereas
Latin America and the Caribbean transferred over
$20 billion a year to the United States in the mid-1980s,
the United States began transferring resources on a net
basis to that region in 1992 (see table IV.2). This was the
hemispheric component of the change in the overall net
transfer of Latin America noted above. The United States
has also increased its transfer to the economies in transi-
tion to $4 billion on a net basis, although this was not a sig-
nificant departure from the net transfers in prior years.

As the table indicates, the geographical pattern of
Lnited States net transfers is increasingly a composite of
diverse regional inflows and outflows. While certain
groups of countries transfer considerable sums to the
United States, others receive them from the United States
economy ona netbasis. Latin America and Europe, west-
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Tuble IV2.

Net resource transfers to the United States, by region, 1982-1992

BiHions of dollars

1982 983 984 1985 1986 1987 1988 1989 £9490 1991 1992

Canpada 7.1 2.0 123 13.1 162 8.0 75 34 1.4 -1.6 0.1
Japan 155 246 421 513 521 534 474 408 319 323 368
Western Europe -2.7 34 214 3L} 348 322 189 2.1 24 -183 -l114

of which:

Germany 53 83 13.2 139 200 214 18.2 143 16.2 10.4 .

United Kingdom 29 2.8 3.0 53 5.6 4.7 0.1 -4 2 -36 4.3 -5.4
Latin America and

the Caribbean 77 212 241 204 167 19.7 i48 i34 13.1 0.9 -6.5
Major oil exporters of

Africa and Asia® 54 -1 4.6 2.7 1.5 7.0 59 11.2 16.6 7.1 78
Other developing countries 28 116 234 241 34.1 441 368 380 357 270 346
Transition economies 28 -L7 21 -1.4 0o -02 .16 <36 22 .33 .39
Oiher countries® 46 -8 117 140 -5.0 ~6.6 9.0 -85 -8.2 -8.5 0.0
Total 284 613 1141 1273 1444 1576 1207 968 839 355 485

Source; UN/DESIPA, based on data of United States Department of Commerce, Survey of Current Business.

a Comprising OPEC member countries, excluding Ecuador and Venezuela,

b Including net transactions with international organizations and unallocated amounis,

ern as well as eastern, now draw resources, while Japan
and a large grouping of developing countries, mainly
comprising large exporters of oil or manufactures, con-
tinue to build up doliar reserves and investments in the
United States.

One feature of the geopraphical breakdown of the
United States net transfer that has changed relatively lit-
tle over the years is the net inflow from Japan. Since
peaking in 1987, Japan’s net transfer to the United States
has been slowly but not steadily declining. In 1992, Ja-
pan played a rather small role in the increased transfer to
the United States; Japan's transfer rose less than $5 bil-
lion. This happened, moreover, in a year in which the
overall net transfer from Japan rose $27 billion, to a total
of $86 billion.

In other words, the net transfer of Japan rose so
much in 1992 mainly owing to net resource transfers to
countries other than the United States. This follows a pat-
tern that was already visible in 1991, when the $41 bil-
lion increase in the net transfer went primarily to the
European Community and the developing countries ef
South-East Asia. The United States accounted for less
than 40 per cent of the net transfer of Japan since 1991,
compared to about two thirds in 1986-1987 and even
higher shares before (see table IV.3),

The net transfer of Japanese resources is thus
changing geographical direction as it also changes in to-
tal amount. The size of the net transfer fell from its
$78 billion peak in 1986 until 1990 when it almost disap-
peared. However, in 1991 the trade surplus and net trans-
fer began to grow again and by 1992 Japan broke its own
record transfer. Under the momentum of recent develop-
ments, governed in essence by economic growth trends
in Japan and its major trading partners, as weli as ex-
change rate changes, the net transfer is expected to reach
a new record this year and yet again in 1994, In other
words, under the forecast presented in chapter I of this
Survey, the net transfer of resources of Japan is expected
to rise $20 billion in 1993 and another $14 billion in
1994, Although large in dollar amounts, the net ransfers
would not be significantly larger than they were in 1992
in relative terms. That is, whereas the net transfer was
less that 2.5 per cent of Japan’s GDP in 1992, albeit up
fromunder 2 percent in 1991, it would rise but still be on
the order of 2.75 per cent of GDP in 1994,

What is quite remarkable, however, is that these
large net transfers embody substantially larger net capi-
tal outflows from Japan, as net receipts of interest and
dividends are themselves large and rising, In 1992 the net
earnings reached $36 biilion and the net capital outflow
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Table IV3.
Net resource transfers of Japan, by region, 1982-1992
Billions of dollars
1982 1983 1984 1985 1986 1987 1988 1989 1999 1991 1992"
OECD countries -174 247 408 -481 -67.1 -659 548 377 -206 -39.5 493
of which:
United States -12.2  -17.9 337 395 506 -502 406 -333 -215 230 285
European Community ~1.1 -82 .80 -83 -145 -i56 180 -104 -78 -243 287
of which:
United Kingdom 18 «1% 14 .12 22 29 37 08 25 63 -82
Germany® . -76 65 58 91 -88
Transition economies® -1.8 26  -33 88 65 -2} -0.8 0.0 0.9 1.2 1.0
of which:
Former Soviet Union -0.7 0.6 07 10 1.3
Developing countries 12.7 g0 119 131 48 59 10 02 16 -204 -378
of which:
South-East Asia -173 157 -233 -387 -494
of which:
Four exporters of
manufactures? 228 -206 -261 -401 470
China 0.} 23 55 52 4.8
Major oil exporters
and others 10.1 133 194 131 6.8
Others® 00 0.1 01 0.1 00 02 0o 01 01 00 0.0
Total -6.5 -193 -323 440 -784 -740 -62.7 -380 -181 587 -B6.1

Source: UN/DESIPA, based on Bank of Japan, Balance of Payments Monthly.

Secretarist estirate based mainly on customs trade data.

Including China untif 1987.

LT+ I

was $124 billion (see table A.26). Both these figures will
rise. Not only is the net asset position on which Japan
earns foreign income growing, but interest and profit in-
come was held down in 1992 by low dollar interest rates
in which a great deal of international credits are denomi-
nated and low camnings on direct investment (including
foreign real estate) in slow-growth industrial economies.
Perhaps by mid-decade, in other words, the net capital
outflow of Japan will surpass $200 billion.

It is impossible to say at this juncture what the likely
composition of those flows would be. Certain unusual
developments in Japan's international financial flows
have been occurring in recent years. They entail an ad-
justment process whose duration is not yet clear. Nor are
the consequences for post-adjustment flows.

The first unusual development is that Japan is sup-
plying far less medium-term and long-term capital to the
world than it did in the 1980s {see table A 26). It has not
been a net provider of medium-term or long-term loans

Including trinssetions with the eastern Lander of Germany from October 1990

Hong Kong, Republic of Korea, Singapore and Taiwan Province of Ching
Including net transactions with intesnationnl organizations and unallocated amounts

to the world since 1990, It has continued to be a source
of official assistance and direct investment, although in
1992 the latter was about a third of the peak net outflows
of 1990. Investment in Europe and the United States was
cut back most sharply, although even investments in Asia
fell significantly.

Japan was also still a net purchaser of foreign secu-
rities in 1990 and 1992, but not in 1991, In that year, in-
stitutiona! investors such as pension funds, mainly from
the United States and Europe, and others purchased
$115 billion of Japanese sccurities. They had reduced
their holdings of stocks and other assets when their
prices soared during the period of asset inflation in the
1980s. The Tokyo stock market crashed in 1990 and so
they sought 1o rebuild their Japanese portfolios in 1991,
As a result of those investments, Japan became a net
recipient of long-term capital flows in that year. In
1992, however, the stock market decline resumed, the
inflow of securities investment fell to a low level and
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Japan again became a net provider of long-term funds
overall,'’

The main reason for much-reduced net outflows of

long-term funds is the financial and economic difficulty
into which the Japanese business sector fell, especially
its financial system, as discussed in chapter Il Banks
were no longer in a position to add significantly to their
overseas lending when various parts of their domestic
loan portfolios began to appear weak and the stock mar-
ket decline erased a significant part of their reserves.
Moreover, new internationally agreed guidelines for
how large reserves had to be to back loans of various
types were coming into effect, The strategy followed by
banks to meet those guidelines had not taken into ac-
count the possibility of the crash of the Tokyo stock mar-
ket, Thus a period of portfolio adjustment was needed by
the banks,

One result is that Japan's foreign exchange banks
reduced their outstanding short-term foreign loans by
$38 billion in 1991 and $41 billion in 1992. There was
thus no capital outflow on this score. There was, how-
gver, a very large net outflow that mainly took place
when foreign holders of yen deposit accounts and Japa-
nese holders of foreign currency accounts drew down
their short-term placements in the foreign exchange
banks of Japan. In 1991, a considerable sum of those de-
posits seems to have been used in the stock-market pur-
chases noted above, They were also used extensively to
pay for Japanese exports. Over $130 billion were with-
drawn in 1991 and $119 billion in 1992."!

In other words, Japan transferred resources to the
rest of the world in 1992 not so much by extending new
credit ag by reducing the short-term foreign debt of its
domestic banking system. In essence, the financial sys-
tern was unwinding a process that had worked in reverse
in the second half ofthe 1980s. In those years Japanacted
as an international financial intermediary that “bor-
rowed short” and “lent fong™. Financed by net short-term
inflows into the banking system as well as by its trade
surplus, Japan supplied very substantial outflows of di-
rect and portfolio investment from 1986 to 1989 (see
table A.26). For the time being, those longer-term flows
are very much reduced,

Short-term capital has also reversed direction in re-
cent years and caused balance-of-payments complica-
tions in Germany. The difficulties, in this case, involved
exchange rate strains among European currencies and a
rush of funds into the country. By mid-1992, it had be-
came apparent to the financial markets that several Euro-
pean currencies had become overvalued {or the deutsche

mark undervalued). The authorities of all the countries
pledged themselves to maintain the existing parities,
which had been fixed within a European currency grid or
informally tied to one or another currency. Unlike the
dollar or the yen, which fluctuated without formal re-
strictions, speculators saw a European bet they could not
{ose. At worst they would have to repatriate their funds at
the original exchange rate and so funds poured into Ger-
many from each weak-currency country {see box IV.1).

Most of the short-term inflow occurred in the sec-
ond half of 1992, but for the year as a whole, the net in-
flow of short-term capital to Germany was $58 billion.
This was ina country that in most years over the past dec-
ade had been a net source of short-term funds (see table
A.26). With open capital markets, the only way a Gov-
ernment can prevent an excessive inflow of funds from
driving up the exchange rate is for its monetary anthori-
ties to buy up the funds with its own currency. This the
Bundesbank did, adding $47 billion to its foreign ex-
change reserves in the year as awhole. Indeed, if changes
in reserves are thought of as just another part of interna-
tional capital, Germany’s net capital flow in 1992 was
zero. The inflows of short-term and long-term capital
exactly offset the outflows of official grants and pur-
chases of reserves (see figure IV.3).

in this regard, the German economy has come a
great distance from its role in the 1980s when it wasama-
jor source of capital for the rest of the world. As a result
of those capital outflows, Germany became a net recipi-
ent of dividend and interest income on the order of
$10 billion to $15 billion a year since 1989. Indeed, this
investment income, added to the zero net capital flow in-
cluding reserve changes, as noted above, meant that Ger-
many was a net recipient of resource fransfers from the
rest of the world. The $9 billion net transfer in 1992 was
small, however, although it represents a large swing from
the net outward transfers of $50 billion to $60 billion a
year in the second half of the 1980s.

The change in net resource transfers was brought
about by the mix of policies the German Government
adopted to absorb the eastern Ldnder into the Federal Re-
public. Net resource transfers to the Linder totalled
DM 172 billion in 1991 and DM 195 billion in 1992,
about $104 billion and $125 billion, respectively.”? Vir-
tually all of the resources transferred originated in the
western German economy, which thereby absorbed all of
Germany'’s ability to transfer resources to foreign coun-
tries. Under the economic forecast described in chapter
I, this pattern of net transfers is forecast to remain about
the same this year and next.
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Figure IV3.
Total net capital flow of Germany, 1980-1992
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BOXIVI.

The new European financial market and economic policy

N THEEARLY 1980s, Western European fi-

. nancial markets were far less sophisticated
than they are today and most European (Gov-
ernmenls maintained restrictions on interna-
tional capital movements. London was the
one European financial centre of truly
global dimensions and was somewhat dis-
tinct from the continent in economic and fi-
nancial policy. In particular, the United
Kingdom did not participate in early efforts
to minimize fluctuations among the curren-
cies of Europe. By the end of the 1980s, the
pound sterling was part of the fixed grid of
currencies in the Exchange Rate Mechanism
(ERM) of the European Community and sev-
eral other international financial centres had
emerged, although still none rivals London
in variety and depth of activities. However,
today the poundis no longer inthe exchange-
rate grid; neither is the lalian lira, Europe
had been rocked by an exchange-rate crisis
in the fall of 1992 that involved speculative

capital flows of unprecedented scale. Cen-
tral banks, despite many billions of dollars’
worth of intervention in exchange markets,
were mainly unable to stem the speculation.
Policy makers found themselves operating
in a different financial world. It wiil affect
how mionetary and exchange-rate policy in
Europe is made in the future.

Several factors had been responsible
for creating the new and highly liquid finan-
cial markets in Europe. One set of factors in-
volved the deregulation of the financial in-
dustry and the growth of new institutional
forms of saving . Another set of factors in-
volved the dismantling of controls on for-
eign exchanpe transactions, in particular
cross-border capital flows.

Together, these developments encour-
aged substantial diversification of financial
assets. Investment funds, pension funds, in-
surance companies and other institutional in-
vestors have, since the mid-1980s, steadily
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raised the share of foreign securities denomi-
nated in national currencies in their portfo-
lios. For instance, in 1990 pension funds and
other institutions in the United Kingdom in-
vested 20 per cent of their assets abroad,
compared with 6 per cent in 1980.This inter-
national diversification has been a major
force behind the rapid expansion in interna-
tional capital flows in the region. In France,
Germany and Italy, cross-border transac-
tions in bonds and equities expanded, respec-
tively, from 8, 7.5 and 1 percent of GDP in
1980 t0 53,57.5 and 27 per centin 1990,
And in the United Kingdom, the volume of
such transactions jumped from 367.5 per
cent of GDP in 1985 to 690 per cent in 1990,
dwarfing those associated with current-ac-
eount transactions.”

The boom in cross-border investing
has brought with it a surge in currency trad-
ing. To protect overseas holdings against
currency risks, institutional investors buy
and sell the currencies in which the assets
are denominated on forward exchange mar-
kets. Indeed, the European markets have be-
come so integrated that one could describe
them almost as a single European financial
market in several national currencies, The
surge in flows among the different compo-
nents has raised the deutsche mark above the
yen as the second most widely traded cur-
rency in the world. Moreover, international
currency trading in London, the largest cur-
rency centre in the world, grew 60 per cent
in only three years, 1989-1992. Trading in
European currency markets has also come to
differ from that in the world’s other centres
for foreign exchange in the increasing vari-
ety of currencies traded, For instance, in
1992 non-dollar transactions accounted for
24 per cent of total net turnover in London,
compared with 4 percent in 1986, Last year
the share of non-dollar transactions in Tokyo
amounted to only 10 percent.?

From 1987 until mid-1992, the pattern
of capital flows within the EC was increas-
ingly determined by confidence in the fact
that central rates in the ERM would remain
unchanged, Over the past few years, that is,
along with German government bonds, there
were substantial international purchases of
bonds from France, Italy, Portugal, Spain
and the United Kingdom. These securities
paid a higher interest rate than German
bonds and were quite attractive internation-

ally as long as investors assumed there was
little risk of devaluation of the currencies of
the securities relative to the mark. Over
time, spreads over the German bonds nas-
rowed and foreign investors continued buy-
ing; i.e., the risk of devaluation was seen to
be diminishing, Interest differentials also at-
tracted substantial amounts of bank funds
across borders. Taken together, foreign capi-
tal flows to relatively high-interest-rate
countries in Europe far exceeded their cur-
rent-account deficits, The difference was
offset by outflows of private national capi-
tal, forward cover operations, and by in-
cTeases in currency reserves.

For some time, the process of asset di-
versification embraced almost all of the EC
countries as the substitutability among fi-
nancial assets denominated in a growing
number of currencies became greater. Italy
was a particularly significant case after it
completed its foreign exchange liberaliza-
tion and adopted the narrow-band limit to
exchange-rate fluctuation within the ERM
grid, as used by France, the Netherlands and
others. These actions led to a very substan-
tial increase in gross capital flows in and out
of Italy and a large net capital flow into the
country. Even in 1990, when the exchange-
rate band was narrowed, total gross capital
inflows and outflows were over 800 trillion
lire, more than one third more than total
gross current-account flows, against
530 trillion lire in 1989. The net capital in-
flow amounted to 32.5 trillion lire, com-
pared with 24 trillion lire in the preceding
year.®

The trends described above continued
broadly unchanged until May 1992, But
from June, growing doubts about the dura-
bility of the prevailing European exchange-
rate pattern radically changed the picture of
capital movements. As a need for exchange-
rate adjustment became increasingly clear
(see box IL.1), an unprecedented amount of
funds flew to Germany from Italy, the
United Kingdom and other countries outside
the ERM *“core”. The rush culminated in the
exchange-rate crisis of September 1992,
though tensions in European foreign ex-
change markets resumed on various occa-
sions well into 1993 (see chap. 1I).

The funds moved through a wide vari-
ety of financial channels. World interna-
tional bank lending, for example, which had
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been growing by about $20 billion a quarter
since the beginning of 1991, jumped by
$130 billion in the third guarter of 1992,
Those funds came mainly from the banking
systems of France, Haly, Spainand the
United Kingdom, and were channelled pri-
marily to Germany, but also to Japan and the
United States.® In the main, those flows re-
flected customers’ forward sales of weak
currencies in September, In addition, there
were substantial sales of bonds denominated
in devaluation-prone currencies and pur-
chases of German securities outside the
banking sector. Indeed, in September 1992,
non-residents acquired DM 34 billion of
German bonds, compared with a monthly av-
erage of about DM 2 billion in the first half
of 1992.°

Governments tried to stem the ex-
change-rate pressure of the private flows by
official intervention and policy makers
sought to calm the speculative fever. Inthe
end, the interventions were extremely large.
Over the four months to September 1992,
the sales of deutsche mark by European cen-
tral banks amounted to the equivalent of
over $160 billion. Nearly all of the sales
were against other Buropean currencies ' In

September alone, the Bundesbank spent al-
most DM 93 billion. Although since the end
of September, some of those sales have been
reversed, for the whole of 1992 interven-
tions of the Bundesbank on behalf of the
ERM exceeded DM 59 billion, compared
with the previous peak of DM 18 billion in
19878 Inthe end, of course, these flows did
not prevent the exchange-rate adjustments.

The major lesson of the September
ERM crisis seems to be that the capacity of
the European central banks to oppose the
market is more limited than had been
thought. After the removal of the last policy
obstacles to the free flow of capital in
Europe, central bank reserves have become
almost insignificant in comparison with the
amount of funds that might sweep through
the system. A loss of private-sector confi-
dence in government monetary and ex-
change-rate policy has always threatened
and oflen precipitated exchange-rate crises.
Today, the margin for error in policy commit-
ments to mainfain a given exchange rate
parity is far smatler than ever before. Cen-
tral banks have no choice in such situations
but to follow policies that the markets find
credible.

2 Bank for International Setilements, 62nd Annual Repori. Basel. 15 June 1992.p 93,
b Bank of England Quarterly Bulletin. vol, 32, No 4 (November 1992), p. 409-411
¢ Bank of hhaly Econontic Bulleiin. No 12 (February 1991).p. 28

9 Bank for International Settiements. lnrernational Banking and Financial Market Develop-
ments, February 1993, p 3.

cDeutsche Bundesbank Monthly Repors, January 1993, p. 88

fBank of England Quarterly Bulletin. ., p 387,

& Deutsche Bundesbank Monthly Report..., p. 22

DEBT AND CAPITAL FLOWS FOR DEVELOPMENT

The developing countrics have recently begun to receive
very considerable net flows of financial resources, as
noted previously. These can be ascribed to sharp changes
inonly a few of the flows, in particular direct investment,
net interest payments on debt and short-term capital
movements. Some of them are likely to be temporary.
Other flows have not changed dramatically and are also not
expected to improve significantly in the medium term.
Prospects for one type of flow are a particular concern,
namely, official development assistance.

Figure IV4 illustrates the relative magnitude ofre-
cent flows for a large sample of capital-importing coun-
tries in 1982, 1987 and 1992. The most striking changes

are in what are called the private residual flows, which
are net short-term financing and net changes in medium-
term assets held abroad by the private sector of the devel-
oping countries. These financial flows include the so-
called “flight capital”, a term that becomes obscure when
the funds are rushing into developing countrics, as they
were in 1992, Certainly, domestic and foreign wealth
holders moved laige amounts of funds out of developing
countries in the early 19805 when the debt crisis began,
much as British, French, German, Italian and other in-
vestors moved substantial resources from several Euro-
pean economies inte Germany in 1992, as discussed
above.
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Figure I¥4
Financial composition of the net transfer of resources to
developing countries, 1982, 1987, 1992
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The crucial point is that there is now a large stock
of funds in developing countries that will move across
borders easily when interest and inflation differentials
and exchange-rate expectations warrant it. The reasons
for the recent inflows to developing countries differ. In
some cases, the progress in economic adjustment and
more buoyant medium-term prospects seem o have been
akey 1n others, the still unresolved domestic adjustment
issues have created real interest rates that are so high that
they outweigh perceived risks of loss from exchange rate
or inflation developments.

Allin all, these funds are extremely volatile and the
governments of countries that have been receiving them
have a special need to maintain the confidence of their fi-
nancial sector. To the degree that this imposes pressures
on policy makers to adopt necessary measures that are
otherwise politically difficult to take, there may be a
positive side to it. But there is another dimension. Folicy-

making in the developing countries requires larger and
more frequent policy adjustments than in the industrial
world because developing countries are more vulnerable
to external shocks than developed economies.” Now,
however, the margin for policy error is smaller because
developing countries are hosting large stocks of volatile
funds. Yet, having enhanced access to official interna-
tional finance which could be very quickly used in the
context of the policy responses—the original idea be-
hind the creation of the Compensatory and Contingency
Financing Facility at IMF—would help bolster market
confidence at times of policy change.

The other flows depicted in figure IV.4 pertain to
longer-term sources of credit, grants or direct invest-
ment. Only two of them were still contributing “negative
transfers” in 1992, namely, official and private foreign
credits. In both cases debt-servicing payments exceeded
new disbursements, In the case of official credit, there
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has not been a significant positive net transfer since the
middle 1980s. In the case of private credit, the negative
transfer was smallerin 1992 thaninrecent years, The rea-
son is not net lending, which was only about 310 billion
for this sample of countries in each of the past two years,
although in 1989 it was only $3 billion (sec table A.27).
Rather, interest payments have fallen substantially. At
their peak in 1988, net interest payments were 340 bil-
lion. In the following three years they were about $30 bil-
lion and fell by over $6 billion more in 1992 to about
$25 billion. This reflected both falling market interest
rates, to which substantial parts of the inierest obliga-
tions of developing countries are tied, and a stock of debt
that has been growing slowly in recent ycars.

STATUS OF THE DEVELOQPING COUNTRY
DEBT SITUATION

Ten years after the debt crisis erupted, a natural question
is whether the term *crisis” may have outlived its useful-
ness as a description of the debt situation of the develop-
ing countries. The total debt of the capital-importing
countries reached a plateau in 1987 at $1 .2 trillion and it
did not begin to grow again until 1990. Since then it has
grown on the order of 5 per cent a year, reaching $1 .4 tril-
lion in 1992 (see table A 35)." Since the dollar value of
GNP and exports has grown more rapidly, the indicative
ratios of debt/GNP and debt/exports have fallen from
their peak levels (see table A.36). Indeed, the overall ratio
of debt to GNP has returned to the level of 1982, while
the debt/export ratio is more than 20 percentage points
below what it was then,

1f at the aggregate level the crisis thus appears past,
the developing-country regions are in quite different
situations. Thus, in 1992, the largest increase in debt was
in Asia, where its broad access to credit raised its debt
stock by almost 10 per cent. Latin America showed a
marginal increase of less than 2 per cent, bringing the
debt above the levelin 1987, the previous peak. In Africa,
the total level of debt rose less than 2 per cent, as some
large countries, notably Algeria and Nigeria, reduced
their outstanding debt, while in the sub-Saharan region,
excluding Nigeria, the debt level rose 6 per cent, virtually
aillof itaccounted for by official lending. Indeed, this lat-
ter region has had the highest share of debt owed to offi-
cial sources among developing-country groupings. In
1992, the share of debt owed to official sources in total
long-term debt increased still further, now surpassing 80
per cent, of which 44 per cent is owed to multilateral in-
stitutions. Viewed from a different perspective, these

data reflect the continued exclusion of the sub-Saharan
region from the private credit markets.

In any event, for the debt crisis to be over, develop-
ing countries need to be perceived as creditworthy, but
they also need a sustainable relationship between debt
Ievels and other variables. The relationship between debt
servicing and export earnings, in particular, must appear
to be stable over the long run, which would normally
mean that the ratio of debt to exports and debt to GNP is
not growing on average over long periods oftime. By this
measure, some countries have made considerable pro-
gress, but not others. In 1992, Asia continued to show
that its relatively rapid rate of growth of debt was in line
with its capacity for economic expansion.

Perhaps the most difficult situation has been that of
Africa, which has the highest ratio of debt to GNP ofall
developing country regions. The ratio for the sub-Saha-
ran area alone is even higher. Trends in recent years sug-
gest, however, that the ratio may finally have stabilized
for Africa as a whole (sce table A.36). The special diffi-
culty that African countries have faced is highlighted by
the even more dramatic ratios of debt to exports. That ra-
tio for the sub-Saharan area is not only the highest in the
world, but it is one third higher than that of the next high-
est region, Latin America. The legacy of Africa’s heavy
dependence on a limited range of commodity exports
whose prices have weakened considerably bears espe-
cially heavily on this indicator. It appears, in other words,
that the debt crisis still exists, at least in Africa.

Iftrends in debt ratios are useful as indicators of the
long-run sustainability of debt, the share of export earn-
ings that is needed to pay debt servicing, the debt-servic-
ing ratio, indicates the current burden of the debt. Qver-
all, the ratio of debt service to exports of poods and
services in 1992 was virtually unchanged from 1991
There was a rise in principal repayments, which was off~
set by a decline in the interest-servicing ratio associated
with the decline in average interest rates, especially for
dollar-based loans, which account for most of the debt.

Finally, perhaps further insight into whether the de-
veloping country debt crisis is over can be gathered from
the implicit views ofthe international financial market as
reflected in the secondary market for commercial bank
debt. Since the mid-1980s, the bank debt of developing
countries has been traded, first among banks and then
with sales to non-bank investors, including enterprises
looking to swap bank debt for equity in state enterprises
being privatized or in private corporations in the debtor
countries. As the secondary market grew in size, prices
increasingly came to serve as indicators of the market’s
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assessment of the debt. The price, which is reported as a
percentage of face value, is now commonly interpreted
as the present value of the expected income stream from
the loans. It thereby incorporates, inter alia, perceived
risks of arrears and even default.

The secondary market prices even came to be used
as reference points in negotiations torestructure the bank
debt under the international strategy for a concerted ap-
proach to debt relief ¥ After the debt was restructured
and mugch of'the bank debt was replaced by various types
of bonds, a market arose for these bonds, which has been
thought of as an extension of the secondary market in
bank debt itself. Indeed, the bonds also trade at a discount
from face value.

Ii'the debt crisis is over, in other words, it should be
visible in these secondary market prices. What can be
seen, in fact, is a very mixed picture (see figure 1V.5). In
some cases, such as the debt of Chile and Mexico, de-
mand has strengthened in the secondary market and
prices have risen in recent years. In other cases, such as
Brazil and Morocco, the market has been somewhat cau-
tious. In yet other cases, such as Bolivia and Cite
d’Ivoire, the market hasbeen quite pessimistic. Whathas
to be concluded, in short, is that while for some countries
the debt crisis has at last been overcome, for others it re-
mains a pressing concern,'®

Renegotiating commercial bank debt

Considerable progress was made over the past year in
what is likely to be the final round of negotiations on the
debt of three of the most heavily indebted developing
countries, Argentina, Brazil and the Philippines.” In-
deed, the Argentinian and Philippine cases were com-
pleted. Each of the agreements has been worked out
under the international strategy for repularizing debt-
servicing payment profiles of countrics having large-
scale commercial bank debt. The approach, informally

known as the “Brady Plan”, after the former Secretary of

the Treasury of the United States, starts from the recog-
nition that the originally contracted debt-servicing obli-
gations of eligible countries are unlikely to ever be fully
paid. The lending banks had already been obligated for
the most part, both by regulators and the equity markets,
to acknowledge this reality The secondary market even
quantified the percentage of scheduled debt servicing
that was thought likely to be paid.

The Brady Plan thus sought to convert the unserv-
iceable debt into smaller obligations that would be fully
serviced and to encourage banks to exchange their

claims on a debtor country by enhancing the new obliga-
tions with various partial guarantees. The latter, in turn,
would be financed out of the debtor country’s own for-
eign exchange reserves and special credits from IMF and
the World Bank. Meanwhile, the indebted countries
were to undertake rigorous adjustment programmes.

The negotiation process itself has essentially three
steps. First, a set of options is agreed between the debtor
country and a committee representing the bank creditors.
The result of this stage, the “term sheet”, outlines the op-
tions being made available to all the creditor banks. They
might have the option to refinance their claims by ex-
tending new loans to cover interest due or to exchange
their claims for a selection of bonds that either had lower
face value and paid a market-based interest rate or had
the same face value as the debt but paid below-market in-
terest. The principal value of the bond, which isrepayable
on maturity, is usually puaranteed by a zero-coupon
United States Treasury bond that matures on the same
date as the debtor country’s bond matures. Some of the
interest payments might be guaranteed as well, Also, ar-
mngements to repay any interest arrears have to be
agreed.

The second stage, which overlaps the first, entails
mobilizing the resources for the guarantees. For exam-
ple, the deeper the cut in the stock of debt, the smaller the
resources needed for any level of guarantee. To the extent
the money {o buy the zero-coupon bonds has to be bor-
rowed from IMF and the World Bank, adjustment pro-
grammes have to be in place that these institutions agree
to support financially. The third stage is for each bank to
commit itself to a particular package of options and then
implement the deal.

Argentina’s case, which was finally closed in April
1993, illustrates how the process works and a special
complication was introduced by the international eco-
nomic environment, The arrangement covered $19 bil-
lion in principal and $8 billion in interest arrears and is
expected to reduce Argentina’s debt service by a third.
Completing the deal had been delayed by the fall of dol-
lar interest rates, owing to the recession in the United
States. The menu had offered two types of 30-year Brady
honds. One was a “par bond” (i.c., exchanged at par for
bank debt) that pays 4 per cent interest at first and gradu-
ally rises to 6 per cent in seven years. The other option
was a 35 per cent “discount bond” (i.e., exchanged for
bank debt at a 35 per cent discount from face value), but
paying an interest rate that floats at 13/16ths of a per-
centage point above the London interbank offer rate
(LIBOR), astandard indicative rate. As United States in-
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Figure IF5.
Secondary market prices of debt of selected developing countries, 1986-1993
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terest rates fell, the implicit discount in the fixed interest
rates of the par bond became smaller, which made the par
bonds more attractive to the banks and less advantageous
to Argentina. With the help of the World Bank, IMF and
the steering committee of the creditor banks, the Govern-
ment of Argentina persuaded the banks to choose more
of the other option.

Analyses of the details of agreements such as these
generally conclude that they do not significantly alter the
expected cash flow associated with the debt.” However,
they do seem to raise the prospect that the remaining
debt-servicing obligations will be fully serviced and
more generally they seem to bolster the confidence of
potential investors and new lenders. The renewed access
of several Latin American countries to capital markets
has been a much-discussed case in point. An important
further example is that a consortium of the Japanese Ex-
port-Inport Bank and seven commercial banks, together
with other international financial institutions, arranged a
syndicated loan for a power plant in the Philippines in
April 1993, This was the first time since 1983, when the
Philippine Government announced a debt-servicing
moratorium, that Japanese commercial banks joined in
financing a project in the Philippines.

For all the successes of the Brady Plan, as these
cases ilfustrate, it has had one major drawback. It was de-
signed primarily for middle-income countries that had
large-scale debts. It helped banks from industrialized
countries extricate themselves from their non-perform-
ing assets in developing countries, as it helped the major
debtors regularize their debt servicing. However, banks
were not interested in going through the Brady process
for small and low-income countries that also had unserv-
iceable commercial bank debt, and the governments of
the countries did not have the resources to establish a
Brady Plan.

Earlier, a special arrangement had been worked out
to reduce Bolivia’s commercial bank debt wherein Gov-
ernments donated financial resources to a special ac-
count established at IMF which Bolivia could nse to buy
back its debt at a steep discount negotiated with the
banks. Building on this type of approach, the World Bank
established a special Debt Reduction Facility in 1989 for
low-income member countries. The Facility was initially
due to expire at the end of June 1992, but was extended
through 30 June 1994, and access to it was broadened, for
example, to cover short-term debt.

Recent arrangements under the Facility included
that of Guyana, which reached an agreement in Novem-
ber 1992 to buy back its commercial bank debt at

14.5 cents per dollar, utilizing an $1 I million grant from
the Facility. Bolivia reached an agreement in principle in
July 1992 on a “term sheet” which included an option to
buy back the bank debt remaining after its first operation
noted above. In the earlier arrangement, Bolivia paid
11 cents on the dolfar. In the current arrangement the
price is expected to be 16 cents, reflecting the current
secondary-market price,

Uganda will be the first to ¢liminate short-term
debt using the Facility. Its operation is aimed at a pur-
chase at 12 cents per dollar of debt and will be financed
by $10 million from the Facility and $3.5 million that the
Netherlands and Switzerland are to channel through the
Facility. Nicaragua, Sierra Leone, Togo and Zambia are
also preparing to carry out operations under the Facility.

Renegotiating debt owed to official creditors

Problem debt owed to bilateral official creditors is tradi-
tionally restructured in a different mannerand in adiffer-
ent forum from commercial bank debt. The forum, the
Paris Club, meets traditionally in the French Treasury
and operates differently from the bank stecring commit-
tees.” Instead of tailoring a “term sheet” for each case,
the Paris Club has agreed to a set of generic term sheets
for different classes of debtors, based primarily on their
level of income per capita.

The most advantageous of the currently available
treatments—and the only one with a promise of signifi-
cant debt reduction--is the “enhanced Toronto terms”.
These terms are open only to the severely indebted low-
income countries, whereas the less concessional “Hous-
ton terms” can be applied to severely indebted lower
middle-income countries.”® Other countries receive the
standard treatment, which is a rather short-term resched-
uling of debt servicing. A country on the borderline be-
tween groupings has to convince the Club to consider a
more favourable treatment. In addition, the Club gener-
ally does not agree to restructure a country’s debt if'it is
not in the process of a rigorous adjustment programme,
as would be supported by an IMF stand-by agreement.

Among the major Paris Club arrangements in the
past year was one for Argentina in July 1992. Although
Argentina was not eligible for any of the special terms, it
obtained an unusually long “consolidation period” of 33
months. A conventional Paris Club agrecment resched-
ules the debt servicing falling due in a “consolidation pe-
rind”, which is ofien no more than one year. Argentina’s
agreement covered almost $3 billion out of almost
$9 billion that the country owed to Paris Club creditors.
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The long consolidation period was agreed in recognition
of the country’s adjustment programme which was sup-
ported by an arrangement under the IMF Extended Fund
Facility (EFF). The agreement takes effect in three
stages, on the condition that the EFF remains in effect at
cach stage. The agreement also has an exceptional fea-
ture in that the repayment schedule eases pressure on li-
quidity in Argentina in the early years of repayment.

In addition, over the past year additional countries
that are classified as severely indebted low-income
countries were awarded enhanced Toronto terms. Start-
ing with Nicaragua and Benin in December 1991, 15
countries have received thig treatment as of the begin-
ning of 1993.' Of those, four countries (Ethiopia, Hon-
duras, Maliand Zambia), which obtained theterms in the
latter half of 1992, also were able to arrange long con-
solidation periods of just under three years. Jamaica was
granted an agreement on Houston terms in January
1993, As per that treatment, official development assis-
tance loans were rescheduled with a 20-year maturity
and non-concessional debts are to be repaid in 15 years,

Because the Paris Club operates by consensus
among the creditors, proposals for greater debt relief by
some creditor Governments have not been adopted by
the Club owing to the opposition of others. Notable
among proposals for greater reliefis the British Govern-
ment proposal, the “Trinidad terms”, under which up to
65 per cent of the debt of low-income countries could be
written off. The “enhanced Toronto terms” were adopted
in part in response to the British proposal and may accord
up to 50 per cent reduction in debt and debt service. As
generous as this seems, in some cases it may not be
nearly enough.

Some creditor Governments have adopted their
own approach to debt relief on a unilateral basis outside
the Paris Club framework. A prominent example within
the past year was the debt-relief package announced by
the Government of France in October 1992 for four mid-
dle-income African countries (Cameroon, the Congo,
Cote d'Ivoire and Gabon). These are seriously indebted
countries, but as they are categorized as middle-income
countries, they are not qualified to receive the more con-
cessional treatments from the Paris Club. The French ap-
proach in this case was to create a debt-conversion fund
of 4 billion francs, which would be partly financed by
debt-servicing payments of these countries. The francs
would then be recycled to development projects. Another
case lies within the scheme of the Enterprise for the
Americas Initiative of the United States. Thus, the
United States agreed in December 1992 to reduce the

debt owed by Chile, Colombia, El Salvadorand Uruguay
by a total of $514 million. In January 1993, the United
States reduced the debt owed by Argentina by about 10
per cent and that of Jamaica by 70 per cent.

Finally, there is one category of official creditor for
which any open or direct debt restructuring is precluded,
namely, the multilateral financial instiitions. Some
countries nevertheless accumulated substantial arrears
to these institutions, especially to IMFE. Indeed, as at 31
January 1993, over $4.6 billion in payments of principal
and interest owed to the Fund by 11 countries were over-
due six months or more.”? The countries in question did
not have the means to become current on their obliga-
tions and IMF, the chief multilateral interlocutor for bal-
ance-of-payments stabilization and adjustment, was for-
mally prevented from arranging a programme to support
the policy adjustments that would bring them to credit-
worthiness. Some special mechanism was needed.

The Fund adopted such a mechanism in March
1990 under which, infer alia, it negotiates adjustment
programmes with countries in arrears that wish to pursue
a policy of “intensified collaboration” aimed at resolv-
ing the overdue obligations. The Fund monitors each
programme, as it would regular adjustment arrange-
ments, and as long as the programme remains in effect,
the country is deemed to accumulate rights to make a
drawing once it again becomes eligible, i.e., when its ar-
rears are repaid. Meanwhile, bilateral ereditors generally
provide balance-of-payments support, some of which
might be used to at least prevent IMF arrears from grow-
ing further.

As part of this approach, some industrialized coun-
tries started to donate or make loans fo countries in ar-
rears for the specific purpose of clearing those arrears,
One such operation of special political significance in
the United Nations took place in December 1992, at a
meeting of Cambodia’s donor countries, sponsored by
France and Japan. [t was decided there to repay IMF on
behalf of Cambodia about 350 million of $61 million
that the country owed to the Fund. Cambodia paid the
balance using its gold stocks that the Fund had frozen.
With this agreement in place, Cambodia would again be
able to develop an adjustment package that IMF might be
able to support after a hiatus of almost 17 years.

Another cffort to assist a country to return to active
member status at IMF was arranged for Peru in March
1993, The Governments of the United States and Japan
agreed to jointly finance a short-term $860 million loan
to Peru to be used to repay arrears to the Fund. In mid-
March, Peru cleared its arrears using this bridging loan
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and, in return, the Executive Board of IMF approved the
country’s economic programme for 1993-1995, enabling
Peru to access the Extended Fund Facility for a total of
$1.4 billion over three years. This is the first loan by IMF
to Peru in seven years. A part of the money was used to
repay the bridging loan. With a comparable operation,
Peru cleared about $900 million in arrears with the
Wosld Bank The World Bank immediately activated
credits of $1 billion.

SOURCES OF EXTERNAL PRIVATE FINANCE

Although most of the surge in the transfer of resources to
developing countries in the past few years involved
short-term flows, as discussed above, a very significant
increase has occurred in the transfer through direct in-
vestment (sec again, figure IV4). This has been consid-
ered quite a desirable outcome, as has the recent interest
of the international financial markets in equity share is-
sues from developing countries. These flows do not add
to the debt of the developing countries, although they do,
of course, entail balance-of-payments obligations to
service the income part of the net transfer in later years.
‘There is thus considerable interest in whether such flows
are likely to continue to surge and whether they are likely
to be a major means to supplement investment in devel-
oping countries. Failing that, a resurgence of long-term
credit flows—more likely in the form of bonds than bank
credits—would have to carry most of the weight of pri-
vate net transfers for development.

In assessing the recent direct investment trends,
however, it is important to recall that “direct investment”
is not necessarily the same as gross capital formation.
Direct investment can entail purchase ofalready existing
assets, as in privatization operations or in mergers and
acquisitions. Thus, although the net transfer associated
with direct investment in both Asia and Latin America
was estimated to have exceeded $6 billion in 1992 (see
table A.27}, the increment to capital formation was prob-
ably greater in the former region than in the latter, where
major privatization drives have been under way.”

This does not mean that divestiture of state-owned
assets to direct foreign investors is inappropriate. Indeed,
one reason a privatizing Government frequently finds a
foreign purchase attractive is the promise of introducing
fresh approaches and new technologies to what may have
become ossified and overly bureaucratic operations.
Here, however, the quality of market incentives and the
regulatory environment are crucial determinants of how
successful the privatization will be, and some Govern-
ments have found that the net benefits of their first pri-

vatization are less positive than those undertaken with
the benefit of hindsight.

There is a question, as well, of the overall degree to
which policy should aim specifically to recruit direct in-
vestors, Africais aregion replete with formal incentives,
legal guarantees, special protection, arrangements to
speed the approval of investment applications and so on,
but the net transfer through direct investment has been
virtually nil, and for the sub-Saharan region excluding
Nigeria it has been negative for at least a decade (sec ta-
ble A.27). The ability to attract significant and continu-
ing direct investment inflows, as well as inflows of other
private capital, hinges much more on the overall eco-
nomic situation and the economic growth expericnce
than it does on particular incentive schemes. Put differ-
ently, outside of investment in natural resource extrac-
tion, it is to the countries in which incomes per capita
have already been rising significantly over a period of
years thatprivate capital is mainly attracted ** Inthecase
of Africa, in other words, the major resource inflows
from direct investment will follow rather than lead suc-
cesses in economic rehabilitation, structural adjustment
and growth. ' . :

While the flows of direct investment to developing
countries have grown significantly in recent years, it can
be asked whether the flows might continue at the new
pace. For most of the 1980s, flows to most of the devel-
oping world were quite limited and in aggregate grew
less rapidly than the flows to developed market econo-
mies. The latter flows grew 24 per cent a year in the sec-
ond half of the 1980s, although in 1991 they feli 37 per
cent® The fall was related in the first instance to the re-
cession in industrialized countries, but a longer-run
slow-down in the growth of investment might also be in
store.”® Even if it is, developing countries that have un-
dertaken structural adjustment and stabilization and
whose economies are growing rapidly are likely to con-
tinue to attract substantial inflows and perhaps evenaris-
ing share of the global total,

This would be yet another indication of the growing
role of the developing countries in a world economy that
is increasingly integrated economicaily. But just as direct
investment trends point to the greater globalization of
production, increasing international trading in corporate
equity shares points to greater globalization of financial
relations. And, foreign purchases of developing-country
stocks have become part of this market as well, under the
rubric of “emerging markets”,

Substantial funds have moved into these markets,
most recently into Latin America, where the gross inflow
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over 1991 and 1992 came to almost $12 billion.”” The
flows seem to reflect a diversification of holdings of in-
vestors who went into Asian markets earlier, and they
have probably also been a vehicle for repatriating funds
that investors from Latin America had taken offshore
during the early years of the debt crisis. The markets
seem 1o answer in part the demand for international
speculative investments after the 1980s wave of corpo-
rate mergers and leveraged buy-outs passed.

This notwithstanding, emerging markets have lim-
ited appeal to the large-scale institutional investors that
account for the depth of the equity market in industrial-
ized countries. Share prices in the emerging markets
have been extremely volatile. For example, stock market
indices in the first quarter of 1993 were down 34 per cent
over the same period in 1992 in Argentina, 17 per centin
Brazil, 54 per cent in India, 22 per cent in Turkey and 47
percentin Venezuela; they wereup 11 percentin the Re-
public of Korea, 24 per cent in the Philippines and 14 per
cent in Thailand.?® The volatility comes in part from the
relatively small size of the markets in terms both of num-
ber of shares listed and of total capitalization, and man-
agers of large portfolios are aware that their own pur-
chases and sales would perforce add volatility. For the
time being, the emerging markets will continue to be a
“speculative play” for smaller investors, who neverthe-
less have very substantial resources at their disposal.

It is not clear, in any event, whether it would be de-
sirable to have extensive foreign activity on most devel-
oping-country stock markets. In terms of the balance of
payments, foreign purchases of shares of equity are con-
sidered long-term capital inflows. However, they might
better be thought of as short-term flows because of how
liquid the ownership of stock mustbe if it is to be attrac-
tive to international investors.

The chief economic advantage of foreign pur-
chases of developing-country equities is said to be low-
ering the cost of capital in those countries.  Thatis, after
foreign buyers bid up the price of the shares of a particu-
lar company, it could issue new shares at a higher price.
Toraise a given sum of new equtity capital, it would issue
fewer shares than if the share price had not risen and be
able to divide afler-tax profits ameng fewer sharehold-
ers. This could lead firms to invest more and raise the ag-
gregate rate of capital formation,

It can be argued, however, that stock markets are
marginal sources of investment finance ** Moreover, the
authorities in many developing countries and much of
business opinion seek to limit foreign participation in the
local market in order to curtail the volatility they accen-

tuate and to prevent foreign controd of domestic compa-
nies. Thus, restrictions on foreign share purchases are
common, or separate classes of shares are the only ones
made available to foreigners, or foreign unit trusts are the
only vehicles allowed for foreign investment in the local
market. None the less, the broad policy trend seems to be
gradual liberalization of forcign access as markets
deepen,

A rclated development is the flotation of develop-
ing-country stock issues on foreign markets. In such
cases, the foreign investor does not directly face the ex-
change-rate risk of a foreign investment (although arbi-
trage should maintain the link between foreign and do-
mestic prices of the security). However, to float an issue
directly, for example, in New York, requires significantly
greater reporting of company information than is com-
mon in developing countries, not to mention high fees.
An alternative that has been used in the United States by
corporations from other industrialized countries for
many years and by developing countries more recently is
the American Depository Receipt (ADR). Here a com-
mercial bank serves as an intermediary that receives a
special issue of shares in the non-United States company
and issues dollar-denominated ADRs that can be traded
on the stock market. A comparable asset issued outside
the United States has also been created, the Global De-
pository Receipt.

Latin American firms issued over $4 billion in
ADRs in 1991 and 1992.*' Even so, very few develop-
ing-country enterprises have thus far been in a position
to float share issues internationally, as ADRs or other-
wise. The World Bank listed 47 international equity is-
sues by developing countries from 1990 to 1992, of
which 26 were Mexican, 7 were Korean and 3 or less
were from all the other issuers: Argentina, Brazil, Chile,
China, India, the Philippines and Venezuela, in all, only
nine countries.”” In short, this is unlikely to be a major
source of international finance for development for the
time being.

International bond finance, however, appears
poised to reclaim its historically premier place as a vehi-
cle for international capital flows for development. At
the global level, total intermational credit arrangements
through bond finance have exceeded the amounts
through bank lending since 1985, and since 1991 the
giobal value of bond issues has been more than twice the
global value of bank syndications (see table A.30). De-
veloping countries have been slower to move to bond fi-
nance, but it is happening. In 1992 bond issues made up
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46 per cent of the funds raised, the first time bond finance
was anything near this proportion (see figure IV.6).

In the past, international bond markets were less fa-
miliar with developing countries than the international
banking sector had been through its trade and financial
activities. The banks had been a natural locus of activity
for recycling of oil revenues and other funds to develop-
ing countries in the 1970s. The international debt crisis
curtailed that intermediary function of the banks. Indeed,
in the mid-1980s a significant proportion of the bank
lending arranged for developing countries was part of
negotiated debt-restructuring exercises and calied “con-
certed” or *forced” lending. Such lending is no longer a
conventional part of debt renegotiations, but banks are
reluctant to resume lending to borrowers from the debt-
crisis countries.

The market for large, syndicated bank loans, in
other words, remains open mainly to countries that have

Figure IV6.

notundergone debt erises. Although a few sizeable facil-
ities were arranged for Colombian and Mexican entities
in 1992, banks find it relatively expensive to lend to bor-
rowers from debt-crisis countries, owing to requirements
that they add to provisions for bad debt for loans to these
countries and the tighter capital standards that are now
required.® Perhaps an indication of what is required to
arrange bank participation in loans for the major debtors
is given by a “jumbo” loan for the state oil company of
Mexico, Pemex. A syndicate of seven Japanese banks
toaned Pemex $800 million for five years at LIBOR plus
1.2 per cent, with a partial guarantee by Japan’s Ministry
of International Trade and Industry (MITT), the first time
MIT] guaranteed a syndicated loan that was not an ex-
port credit.

Thus, when corporate borrowers from major debt-
crisis countries—and even the Governments of some—
resumed borrowing in 1991 and 1992, they mainly

Gross borrowing on international capital markets by developing countries, 1981-1992
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turned to the bond markets. In 1992 they did so in such
numbers that towards the end of the year investment
bankers found themselves holding a temporary glut of
unsold bonds. The success was in part because bond buy-
ers—-mainly institutional investors-—did not already
hold large amounts of obligations of those countries.
Also, all through the 1980s debtor countries had contin-
ued to service their bond issues even when they sus-
pended servicing of their bank debt. The issues them-
selves were quite profitable; eg., 1992 yields on
Brazilian international bond issues ranged between 9
and 13.5 per cent, compared to a riskless investment in
United States Treasury bonds yielding 7 per cent. The
borrowers were willing to pay such high yields because
they were lower than the alternative of borrowing on do-
mestic markets where anti-inflationary monetary policy
had forced rates up even higher. Indeed, in the Brazilian
cage, afier no issues in 1989 and one in 1990, Brazilian
borrowers brought 17 issues to market in 1991 and 22 is-
sues in the firsthalf of 1992, None of these, however, had
a maturity of more than five years™

Access to the bond market has also been enhanced
by various forms of guarantee that reduce the perceived
risk to lenders, such as collateral, the creditworthiness
of international partners in joint ventures or official co-
financing. Countries pay a price for entry to the market,
however, in that their first borrowing tends to be for a
shorter maturity and pays a higher interest rate than sub-
sequent issues, when the borrower has developed a
*“track record”.

SOURCES OF EXTERNAL OFFICIAL FINANCE

For many developing countries, especially low-income
countries, international bond markets are not within the
reach of most borrowers and even international bank
lending is only available in limited amounts. For such
countries, official finance still must carry much of the
burden of financing international resource transfers. Yet,
the trend in the net transfer through such financing has
been disquieting. Aside from a one-time doubling of
flows in 1990 that was associated with international
support of several developing countries that were seri-
ously affected by the situation between Iraq and Ku-
wait, the net transfer through official finance has stag-
nated at $16 billion since 1989 (see table A.27). There
has been some strengthening of official grants, mainly to
Aftica, but this has been offset in aggregate by increased
interest payments to official creditors, mainly in Latin
America.

In some components of the total, there is a cycle to

the flows, particularly as regards IMF flows. From 1986
to 1990, the developing countries made net repayments
of IMF lending that had been drawn upon heavily during
the early years of the debt crisis. In 1991, however, the net
capital flow from the Fund to the developing countries
became positive for the first time since that repayment
cycle began. The 1991 inflow was $1 billion.” In 1992,
however, the flows reverted to a net repayment of
$0.2 billion (see table A.29). The largest net disburse-
ments in both years were to India: $2.2 billion in 1991
and $1.2 billion in 1992,

Countries, in other words, largely continue to repay
previous IMF loans to a greater extent than new ones are
disbursed. One part of IMF flows, however, has been sig-
nificantly positive in the past two years. These were the
net drawings of about $1 billion in 1991 and 1992 by
low-income countries from the Fund’s concessional win-
dow, the Enhanced Structural Adjustment Facility
(ESAF).*® ESAF funds are disbursed over three-year pe-
riods for adjustment support and are repayable over 10
years at an annual interest rate of 0.5 per cent. As at the
end of 1992, 23 countries had drawn ESAF funds, 18 of
which were from Africa, three from Asia and two from
Latin America and the Caribbean. ESAF had been slated
to complete its commitment peried on 30 November
1992, but was extended for one year. Discussions of a
successor mechanism of ESAF are currently under way
in IMF, including the possibility of a permanent facility.

Outside special arrangements such as ESAF, the
Fund’s capacity to lend is basically determined by the
quotas of its membership. In years past, quota levels left
the Fund without adequate resources and ad hoc borrow-
ings were arranged with individual countries. In an effort
to return the Fund to the situation in which it could rely
on its own resources to meet expected lending demand,
the Ninth General Review of Quotas sought to raise the
total by about 50 per cent. In Novernber 1992, more than
three years after the Fund initially agreed to the quota in-
crease, the Ninth Quota Review was finally adopted >’
When all member countries have implemented their
quota increases, IMF will have SDR 145 billion in quo-
tas, over 3200 billion.

Like IMF after its new quota increase, the World
Bank is generally considered to have sufficient “head-
room” for the time being to adequately expand lending in
its regular programmes. The lending capacity of the In-
ternational Finance Corporation (IFC), the arm of the
World Bank that can lend to and invest in the private sec-
tor of member countries, was raised in 1992, when its
authorized capital was increased from $1.3 billion to
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$2.3 billion. This will allow IFC to increase investment
approvals by about 10 per cent a year until 1998. Capital
increases are under discussion as well for the Asian De-
velopment Bank and the Inter-American Development
Bank, to permit an adequate expansion of lending in the
rest of the decade.

All these multilateral lending programmes, how-
gver, are at close to commercial rates of interest. Funds
to expand concessional lending at two multilateral insti-
tutions were also expanded in 1992. The largest source of
such funds is the International Development Association
(IDA), part of the World Bank family. In December 1992,
34 donor countries agreed to the tenth replenishment of
IDA, supplying about $18 billion, which along with re-
payments and interest charges on earlier loans will allow
IDA to lend $22 billion to the 64 poorest countries of the
world from July 1993 to June 1996, The Asian Develop-
ment Fund, the concessional arm of the Asian Develop-
ment Bank, was also replenished in 1992, allowing ac-
celerated lending by this facility through 1995.

Other negotiations to replenish concessional multi-
lateral funds are on the international agenda at the mo-
ment. A unique collaboration is the Global Environ-
mental Facility, involving the World Bank, the United
Nations Development Programme (UNDP) and the
United Nations Environment Programme. Negotiations
were about to commence on replenishing this Facility,
following the international review of its pilot phase and
discussions on its restructuring. Indeed, re-examination,
restructuring and replenishment is a general phenome-
non in the multilateral system,

Considerable attention has focused in this regard
in the past 12 months on the operational agencies of
the United Nations, which rely on pledging conferences
to mobilize funds for their programmes. Aside from
the sui generis case of the World Food Programme,
developments in the annual pledging conference are
quickly reflected in the programme commitments of the
agencies. As can be seen in table A 33, the dollar value of
resource commitments of UNDP and the other opera-
tional agencies fell in 1992, which reflected a decline in
the level of support being pledged to these programmes.
As these resources are mainly technical assistance and
are provided on a grant basis, they are a particularly ad-
vantageous form of international financial cooperation
and uncertainty about their future needs to be resolved
quickly.

The decline in resource commitments in 1992,
however, was not unique to the United Nations agencies.
The African Development Bank and the World Bank

Group decreased their lending, in the former case below
the level of 1990. Aside from the increase in IFC com-
mitments, both IDA and the Bank itself agreed to less
lending in dollar terms in 1992 than in 1991, The reasons
for the drop are not clear, but seem to reflect difficulties
in bringing some project and programme negotiations
to a close. Certainly, the amount of scrutiny given to
project proposals in the multilateral agencies is increas-
ing, as they go through a peried of self-evaluation of
project performance. In this regard, then, the pause in
fending should be temporary and better project design
should be the outcome. In the mean while, total multi-
lateral commitments in 1992 were 3.3 per cent lower
than in 1991; in real terms, the fall was over 6 per cent
(see table A 33).

These developments in multilateral flows are in-
dicative of a broader concern in development finance,
namely, the medium-term prospects for official develop-
ment assistance (ODA). Although estimates of the flow
of ODA in 1992 will not be available before June 1993,
no sharp break in the trend of recent years is expected, at
least not yet. Under that trend, the total value of ODA has
risen steadily in dollar terms, reaching almost $56 bil-
lion in 1991.%® The amount has fluctuated, however, in
real terms. In 1991 it rose 2.5 per cent, measured in 1990
prices and exchange rates, which was welcomed after it
had fallen in 1990 to the 1988 level. The overall trend in
the 1970s as well as the 1980s was real growth on the or-
der of 2 per cent a year.

Underlying this long-run trend has beena pattern of
flows from donor countries in the 1980s that may now be
changing. Under that pattern, ODA from member coun-
tries of the Development Assistance Committee (DAC)
of the Organisation for Economic Co-operation and De-
velopment grew by 2.4 per cent a year on average, while
concessional economic assistance by Arab donor coun-
tries fell, followed by declining flows from the former
centrally planned economiesas well. The capacity topro-
vide ODA in the two latter groups is considered now to
be quite limited. Aid from Arab donors is expected tore-
main significant, but to decline further, while the econo-
mies in transition have lost the capacity for majoraid pro-
grammes for the time being.”® The growth of aid in the
1990s thus hinges almost completely on aid from indus-
trialized countries.

Developed countries have reaffirmed on many oc-
casions “their commitments to reach the accepted United
Nations target of 0.7 per cent of GNP for ODA”, mostre-
cently at the Earth Summit in Rio de Janeiro.** However,
since not all industrialized countries made a commit-
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ment and since for others the time-frame for reaching the
target has had to be adjusted, there is currently no realis-
tic prospect that the tarpet will be reached in a reasonable
period. Recent policy discussions in donor countries
rather point to little change or a decline in the overall
ODA/GNP ratio.

There has been a major rethinking of aid in several
developed countries and budget exigencies have caused
aid cut-backs in others, most recently in Italy and Swe-
den.*' Sweden has long sustained a major aid effort, hav-
ing exceeded the United Nations target since the mid-
1970s and having raised aid to near 1 per cent of GNP in
the period 1990-1991, Italy had become a major donorin
the course of the 1980s, accounting for about 15 per cent
of the growth of all DAC aid in that period.

In the case of the United States, the growth of the
aid budget did not keep pace with the growth of GNP and
so ODA fell from 0.23 per cent of GNP in the period
1980-1981 to 0.20 per cent in the 1990-1991] period.
Nevertheless, since the United States aid programme is
the largest of any individual country, accounting for one
fifth of total DAC assistance, even with relatively small

growth, the United States provided about 12 per cent of
the tofal increase in DAC assistance during the decade.

Japan, however, has made 2 major commitment re-
cently to expand its aid programme. Japan already ac-
counts for over one sixth of total DAC aid. The Govern-
ment of Japan has raised its aid through a series of
five-year targets for ODA. Under the fourth target, com-
pleted in 1992, Japan disbursed $50 billion. The fifth tar-
get is expected to be substantially larger. Since the aid
prospects for the United States are clouded, Japan is
likely to be the premier donor of the 1990s.

The world’s ODA needs cannot, however, be met
only out ofthe increments to Japan’s aid and those antici-
pated from the other established donors, despite the in-
creased aid efforts of some of the rapidly growing devel-
oping countries that have started aid programmes in
recent years. In this light, the political and economic role
of official development assistance needs to be rethought
and the image and effectiveness of aid policies need to be
re-examined if a voter constituency for international as-
sistance is to be rebuilt where it has weakened in donor
countries,

FINANCE FOR THE TRANSITION TO MARKET ECONOMIES

Since 1990, the international community pledged at least
$170 billion to assist the former centrally planned
economies to transform themselves into market econo-
mies.*? Substantial disbursements were made, although
they were far below the commitments. In any event, an
assessment of the overall effectiveness of the assistance
effort thus far is very difficult to make, as the ezonomic
situation in the transition economies is clouded and reli-
able data are scarce (see chap. II). This also means it is
difficult to gauge how much additional assistance is
needed. Precisely because the targets of assistance are
economies in transition, the programming of assistarice
1s perforce “planning without facts™ #*

DIFFICULTIES IN FINANCIAL COOPERATION
FORTRANSITION

A conventional approach to economic assistance is
to design an analytical framework of key macro-
economic relationships involving investment, private
and public consumption, domestic saving, exports and
imports, the demand for and supply of money, inflation
and the exchange rate and then determine the amount of
total resources that would be consistent with a specified

setof macroeconomictargets. The target level of interna-
tional assistance is then the financing needed to fill
the gap between the required level of resources and the
net flows expected from other sources of financing,
including domestic resource mobilization. The requisite
international assistance package would have to be di-
vided among donor and creditor sources and be further
divided into relief from debt-servicing obligations and
new flows.

The difficulty in applying this macroeconomic ap-
proach to transition economies is in the very first step.
The relationships—as between income and savings,
monetary relations and investment, imports and the ex-
change rate and so on—are assumed to be relatively sta-
ble in market and mixed economies that are planning ad-
Justment programmes to be supported by international
assistance. In most transition cconomies, those relation-
ships are only now being formed. Any quantitative
framework thus has to be based on assumed relation-
ships, perhaps reasoning by analogy with particular mar-
ket economies even though none will have had the same
institutional history as the economy in transition. More-
over, data on man, ..fthe hasic variables may be non-ex-
istent or issued by multiple and inconsistent sources, or
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the data may be incompatible with other data or of very
uncertain reliability (see box 11.2).

The assistance effort, of course, cannot wait for the
new relations to emerge or for the statistical authorities
to develop a comprehensive and reliable set of data.
Rather, it seems that a reasonable part of any programme
for finance in such situations would be to arrange gener-
ous commitment authority for contingencies. The recipi-
ent Government would be expected not to draw on con-
tingent commitments that exceeded its needs and the
commercial terms for the funds would discourage un-
necessary drawings.**

A second set of difficulties in programming aid ef-
forts for transition (or for other) economies is to ensure
that a given financial programme leads to the expected
net transfer of resources. Foreign resources transferred
to a transition economy might end up providing the for-
eign exchange for offsetting capital outflows if incen-
tives in the domestic economy favour such outflows. If
that were the case, there would be no net transfer from the
agsistance. For assistance to have any effect at the mac-
roeconomic level, it must raise the level of investment
relative to the level of domestic saving, just as it must
raise the level of imposts relative to exports. In other
words, assistance could set in motion a sequence of in-
terrelated economic reactions which in the worst case
might fully negate the assistance. Much depends on the
domestic economic incentives and expectations, particu-
{arly concerning the exchange rate. This is thus one argu-
ment that providers of assistance may give for the condi-
tionality that they attach to their aid.

A third set of difficulties concerns the efficiency
with which aid is used, assuming it is transferred suc-
cessfully to the recipient. In a market economy, effi-
ciency in production is generally said to be brought about
by competition among profit-secking enterprises, sub-
ject to government scrutiny of market behaviour and pol-
jcy intervention to counter “market failures™. Market
prices are generally rooted in real costs. Investment de-
cisions—public as well as private-—are made with re-
spect to these prices. The private sector isreplete withen-
trepreneurs who make investment errors as well as
successes, but bankruptcy serves to placea ceiling on the
cost of those errors. Public sector decisions need pass no
market test, but may face economic analysis, and in any
event are limited in scope. By definition, this mostly
does notapply in a transition cconomy, at least in its early
stages. Indeed, the object of policy in a transition econ-
omy is to establish the institutional basis for the opera-
tion of private enterprises and the appropriate price sig-

nals for decision-making. It also requires a financial sys-
tem that allocates credit effectively and enterprise struc-
tures that use credit appropriately.

When domestic prices do notreflect real costs, pol-
icy makers can seek guidance from international prices.
Thus, a realistic exchange rate and open access to inter-
national markets are thought to provide valuable anchors
for relative prices in a domestic economy, at least in the
sectors making tradable goods and services. However,
when moving to international prices means large price
changes, the impact on the distribution of real incomes
must be considered, as well as on resource allocation.
Moreover, establishment of an appropriate legal struc-
ture, property rights and effective management prac-
tices is needed before resource allocation will be guided
by the price system. To be efficient, in other words, inter-
national cooperation requires a package of technical
assistance in legal and institutional matters, a domestic
stabilization programme and structural adjustment
policies, as well as appropriate volumes and terms of
assistance.

THE EXPERIENCE IN EASTERN EUROFPE

The international community first focused attention
on assisting the transition process in eastern Europe.
From January 1990 until mid-1992, ECU 38 billion
(about $48 billion) had been committed to Albania, Bul-
garia, Czechoslovakia, Hungary, Poland and Romania.**
This includes official grants, loans and guarantees of pri-
vate loans and investments, as well as promised reduc-
tions of external debt, in particular for Poland through
the Paris Club machinery. Comprehensive information
onactual disbursements have not yetbeen published, ow-
ing to delays in reporting by certain countries, but the
amounts are believed to be far less than the totals
pledged.*

Complete information is available on IMF flows,
which is of particular importance, given the Fund’s lead-
ing role in international assistance efforts for transition,
Thus, while Hungary was still repaying its previous
drawing from IMF in 1990, a new lending programme
began for Poland. Assistance efforts gathered steam in
1991, as five eastern European countries drew $3.7 bil-
lion from the Fund. However, by 1992, net disburse-
ments were made to only three of those five, plus
$14 million for Albania, dropping the total net flow be-
low $1 biltion. Disbursement of IMF resources is condi-
tional on meeting national macroeconomic policy tar-
gets, as agreed with the Fund, and neither Hungary nor
Poland was able to do so consistently. As a result, dis-
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bursements to Poland were suspended in mid-1991
and Hungary did not draw all the funds committed for
1992,

World Bank disbursements to the region built up to
about $1 billion a year in 1991 and 1992 (including the
beginning of an IDA programme for Albania in the latter
year), while disbursements by the European Bank for
Reconstruction and Development, which had begun op-
erations only in July 1991, were ECU 126 million
(3163 million). In general, loans from these agencics, as
well as from the EC European Investment Bank, are pro-
Jectloans and are disbursed over several years as the pro-
jects are implemented. In addition, five of the countrics
received structural adjustment loans from the World
Bank between 1990 and 1992, These provide more rap-
idly disbursed balance-of-payments financing to sup-
port policy reform efforts.

The Group of 24 donors also established a pro-
gramme of complementary exceptional financing for
general balance-of-payments support. It is a coordinated
programme of bilateral assistance that supplements the
adjustment programmes with multilateral institutions. It
supplied the region with $0.4 billion, $1.2 billion and
$0.8 billion, respectively, in 1990, 1991 and 1992. In
early 1992, the programmes for Czechoslovakia and
Hungary were completed, while those for Bulgaria and
Romania required continuing pledges and new pro-
grammes of support were sought for Albania and the
Baltic Republics.”’

In addition to disbursements of new resources, the
international community sought to relieve the debt-
servicing burden, which in certain cases was quite high
(see table A.34). Some countries were not, in any
case, fully servicing their debt. Thus, the cash-flow
consequences of debt agreements were not the same as
the amount of debt restructuring covered, although
Poland’s 1991 agreement with the Paris Club will reduce
the 833 billion of eligible debt by one half when fully
implemented.*®

One heavily indebted country that has avoided re-
scheduling its foreign debt is Hungary. It makes gross in-
terest payments of almost $1.5 billion a year, over 13 per
cent of export earnings, and needs to borrow consider-
able sums merely to roll over maturing debt-servicing
obligations. Nevertheless, Hungary has maintained ac-
cess to international capital markets and indeed was the
only eastern European country to borrow significant
amounts on the capital markets in 1992. Aside from
3211 million in syndicated bank loans, Hungary floated
$1.2 billion of bonds in the major markets of Europe,

Japan and the United States, to which it returned after a
70-year absence,**

Despite these loans and the official financing noted
above, total debt of the region fell in 1992, largely owing
to the negotiated fall in Poland’s debt (sce table A.34).
With the fall in debt, not to mention a decline in interna-
tional interest rates, the debt-servicing burden in the re-
gion is thus also being reduced,

Aside from such debt-related financial flows, the
major private capital flow into the region has been direct
investment, reaching almost $3 billion in 1992. About 0
per cent of it, however, has gone o Czechoslovakia—or
more precisely, the Czech Republic—and Hungary.

When all the financing discussed up to this point is
summed along with all residual financial flows in con-
vertible currencies, at least for five of the countries (as
data for Albania are more limited), one finds that the net
capital flow rose from less than $2 billion in 1990 to al-
mast 38 billion in 1991, falling back to $4 billion in
1992. However, because net interest and dividend pay-
ments exceeded $5 billion a year on average, the net
transfer of resources on a financial basis was far less. In-
deed, for the five countries together it was 2 net outflow
of almost $4 billion in 1990, became a net inflow of
$3.5 billion in 1991 and then reverted to an outflow of
over $1.5 billion in 1992,

The net transfer on an expenditure basis was even
more limited, except in one case. In that country, Roma-
nia, the net transfer in convertible currencies in the 1990-
1992 period differed significantly from what it had been
in the 1980s. In the early years of that decade, Romania
embarked ona forced march to debt reduction by squeez-
ing the domestic economy to generate the financial sur-
pluses to repay foreign creditors. Imports were sharply
reduced, while export earnings more or less stagnated.
As a result, Romania made net hard-currency transfers
that averaged about $2 billion a year, although they
reached almost $4 billion in 1988.% In 1989, the me-
dium-term external debt of the country was eliminated
and over $1 billion were added to official foreign re-
serves. But the economy was exhausted and left with a
limited export capacity. In a chaotic 1990, exports
dropped by one half, while imperts grew by $1 billion,
financed largely by exhausting external reserves. But by
1991, substantial international financial support began
and thus the net transfer remained significantly positive
{(see figure JV.7),

The net transfer on an expenditure basis during the
period 1990-1992 was small for Bulgaria and Czecho-
slovakia, while it was significantly negative for Hungary
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Figure IV.7.

Net transfer of resources of five transition economies, 1990-1592

Biltlons of dollars

| 7201990 Wiee1 [l1eg2

-4 7 T
Bulgaria Czechosiovakia

Hungary

T T
Romania

Source: Data of ECE, Economic Survey of Europe in 1992-1993.
Note; Transfers on expenditure basis in hard currencies.

and Poland. In each country except Poland, where the
timing was different, the net resource transfer would
have been negative or significantly more negative in
1990 if not for substantial use of official reserves. The
new capital inflows in 1991 and 1992 were largely used
to rebuild those reserves instead of being passed to the
domestic economy as net transfers, except in Romania,
as noted above. Rebuilding reserves was, indeed, an ob-
jective of policy in Czechoslovakia and Hungary, in or-
der to strengthen international credit ratings and broaden
access to international capital markets. Poland sought to
increase reserves, infer alia, for use in a future debt re-
duction scheme with its commercial bank creditors. Bul-
garia was under a considerable international liquidity
constraint, but also sought increased reserves. Indeed,
according to the Economic Commission for Europe, se-
vere convertible-currency shortages—and thus unmet
needs for international financial resources—remain in
Albania and Romania, as well as Bulgaria®!

In virtually each case, in other words, the improve-
ment in the net transfer on a financial basis that was en-
gineered by the international community and by the pri-
vate flows that the countries were able to attract did not
significantly affect domestic expenditures in 1991 and

1992. Yet, this was during two years in which the com-
bined output in these five countries pictured in figure
IV'7 declined 17 per cent, while investment declined
more (see table A, 10). Perhaps the focus on building re-
serves was misplaced.

Whether or not that was the case depends on how
the net transfers might have been used in this first stage
of transition. The institutional locus of decision-making
was in flux and the price system itself was being recre-
ated. Finance was not the sole constraint on enterprise or
even government investment at this time. In other words,
additional resource transfers would probably have raised
consumption. In the context of falling GDP and the un-
even impact on personal incomes, this might have eased
the strain of the first phase of transition.

POST-USSR: NEW FINANCE FOR NEW COUNTRIES

All the complications in international cooperation
to assist the transition to market economies in eastern
Europe applied as well to the successor States of the So-
viet Union. But, there were additional complications.
First, the eastern European economies are comparatively
small and international trade accounted for a larger share
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of economic activity there than it did in the Soviet Union.
Thus, if a strategy were followed to introduce more real-
istic relative prices into the domestic economy through
liberalization and stabilization of the foreign exchange
market, it would more quickly penetrate deep into the
eastern European cconomies than into the Soviet Union,
Second, beginning in 1992, there was no Soviet Union,
although there continued to be one currency used by all
the successor States, at least at first. Thus, unlike eastern
Europe, the money supply of several countries was
jointly determined by national actions that were not co-
ordinated.

All ofthe successor States of the LISSR began 1992
with their own central banks, although the only money
that each bank issued initially was the Soviet rouble. At
first, it was thought that a common currency would fa-
cilitate payments and cement economic cooperation
among the successor States. In practice, however, dis-
putes and mutual recriminations on prices and rouble
settfement procedures hindered rather than advanced the
revival of trade flows that had been disrupted by the dis-
solution of the Union. Several countries, and especially
the Russian Federation, began to realize that keeping the
ronble as the currency of all the succesor States ofthe So-
viet Union seriously aggravated the difficulties of na-
tional macroeconomic management,

Central banks of all the Republics could and did
issue rouble credits to their enterprises. However, as
Russia had a substantial trade surplus with the other Re-
publics on the whole, their enterprises made net pay-
ments to Russia, above all for fuel and energy. This
swelled bank deposits in Russia, and thus its money sup-
ply. By July 1992, Russia attempted to check the infla-
tionary pressure created by the inflow of roubles by in-
troducing “correspondent accounts” between the
Central Bank of Russia and central banks of other suc-
cessor States. These were to be the only legal channel for
inflows of bank-account roubles from other former Re-
publics, The main idea was that the accounts were to be
credited with the rouble value of a country’s exports to
Russia and debited when payments were made for im-
ports from Russia.®

The system did not work smoothly, owing to the
very large trade surpluses that Russia had with the vari-
ous other States. A distinction arose between the “heavy”
rouble in Russia and Kazakhstan, and the “weak” rouble
in other States, especially those of Central Asia. In other
words, the correspondent accounts began to serve as
mechanisms for bilateral barter in which the energy-ex-
porting States tended to run substantial trade surpluses

without there being any obvious mechanism to encour-
age them to raise their imports from the weak-rouble
States. Thus, in January 1993, the members of the Com-
monwealth of Independent States (CIS) agreed to ereate
the Interstate Bank in order to facilitate mutual account
settlement among the States of the Commonwealth so
that surpluses earned with one trading partner could be
used to offset deficits with another.”

There was also the question of maintaining the sin-
gle currency. The various States had different macroeco-
nomic situations and while each central bank could cre-
ate bank roubles, only Russia created cash. Widespread
shortages of cash roubles developed. Estonia was the
first to respond when it introduced a full-fledged na-
tional currency, the kroon, in June 1992. The other Baltic
States, Azerbaijan and Belarus also introduced their own
currencies or surrogates (coupons), and Georgia and
Turkmenistan reported their intention to do so later.
Ukraine, which pulled the rouble from circulation late in
1992, had earlier introduced a transitional currency, the
karbovanets, and planned to introduce the hryvnia late in
1993 or early 1994. Moldova and Uzbekistan have begun
to use both their own transitional currencies and the rou-
ble, while Armenia, Kazakhstan, Kyrgyzstan and Tajiki-
stan continue to use the rouble as of April 1993, They do
not rule out the introduction of their own currencies,
however, if Russia introduces a new, Russian rouble and
current policy coordination efforts fail.

Within the Russian Federation itself there was a
further difficulty. For reasons having mostly to do with
domestic matters rather than the issuance of roubles by
foreign central banks, inflation became very rapid espe-
cially in the second half of 1992, as discussed in chapter
H. Foreign currency had an obvious attraction as a store
of value. But with ever-present delays in payments settle-
ment by banks, hard currency also became the preferred
means of exchange for both businesses and individuals.
Despite repeated statements of intention by the Govern-
ment to banish hard currency from retail trade and serv-
ices, it continued to circulate.

Not surprisingly in this environment, the exchange
value of the rouble plummeted. With high inflation, a
currency s exchange rate is generally expecled to depre-
ciate to offset the inflation, and this happened (see box
iV.2). Buteven before the 1992-1993 depreciation of the
currency, the rouble was widely considered very greatly
undervalued. For example, even at the exchange rate in
effect at the beginning of 1992, Russia’s GNP per capita
wotuld have been so low in dollars as to place it in the
World Bank’s grouping of “low-income countries”.*
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Clearly, at that exchange rate, domestic currency equiva-
lents of international prices would not give appropriate
guidance to domestic resource allocation.

For these reasons, plus a lack of policy consensus
among components of the Government of Russia, the in-
ternational assistance effort was most difficult to pro-
gramme. The inconsistency in policy and the severe eco-
nomic deterioration, coupled with debt-servicing
difficulties, had cut the successor States off from access

to private financial markets. Indeed, the last borrowing
arrangement by the Soviet Union was in 1990.

Also, despite very considerable interest of foreign
investors in establishing joint ventures in the successor
States, there has been virtually no inflow yet of foreign
direct investment. The Economic Commission for
Europe reported that the registry of joint ventures in the
former Soviet Union contained over 15,000 projects at
the end of 1992, up from almost 4,000 in 1991. Data on

BOX IV.2.
What is a rouble worth?

T'THE END of March 1993, it took almost
700 roubles to purchase a dollar on the
Moscow Inter-bank Currency Exchange
{(MICE), which made the rouble “worth”
less than 15 per cent of a United States
penny. When 1993 bepan, over 400 roubles
were required to buy a dollar. Six months

before that, the dollar traded in Moscow
for about 124 roubles per dollar, while
during the first six months of 1992, the rou-
ble had strengthened. Clearly some signifi-
cant things happened in the second half of
1992,

Nominal and real exchange rate of the rouble, 1992-1993
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First, certain changes were introduced
in the requirements and mechanisms for
buying and selling foreign exchange in the
Russian Federation. In essence, this com~
pleted the dismantling of the highly convo-
luted Soviet system for mobilizing and allo-
cating foreign exchange." Before July 1992,
currency was traded at multiple rates of ex-
change that were set by the Central Bank of
Russia ({CBR). It fixed the “special commer-
¢ial rate” (55 roubles per dollar), which was
used to calculate the rouble equivalent of the
40 per cent of foreign exchange revenues
that exporters were required to surrender to
the state hard-currency reserve and it also
set the so-called “market” rate (50-110 roun-
bles per dotlar) at which exporters were re-
quired to sell an additional 10 percentof
their revenues to the CBR Stabilization

Fund. The exporters could use the balance of

their foreign-currency earnings to purchase
imports or they could sell the resources on a
currency exchange at a market-determined
rate.

As of July, the rate on the MICE, the
largest market, became the country’s single
legal exchange rate ® The “special commer-
gial” and “market” rates were cancelied.
Exporlers were now required to sell 30 per
cent of their hard-currency revenue to the
Currency Reserve of the Central Bank of
Russia and another 20 per cent was o be
sold to the inter-bank currency market, but
all sales were to be at the current MICE rate
of exchange. That rate was determined in
twice-weekly currency auctions and since
late July 1992 the current MICE rate has
served as the official exchange rate. Dollars
can also be bought at numerous retail bank-
ing outlets that generally follow the MICE
rate, plus commission.

The Russian Federation, in other
words, has had a unified exchanpe rate and a
floating currency since the summer of 1992,
although convertibility was limited tocom-
mercial transactions. The float has been
managed by the Central Bank, mainly using
foreign exchange from the mandatory sales
of export earnings that were noted above,
Even before July, however, the Bank sup-
plied a considerable portion of the foreign
exchange coming onto the MICE and thus
influenced the unrestricted rate.

In early 1992, there had been some
thought that an exchange rate on the order of

50 roubles per dollar might be sustainable
once Russia’s new trading in foreign cur-
rency settled down. By May the exchange
rate had risen from about 200 roubles to the
dollar in January (at which there had been lit-
tle trading) to under 130 roubles per dollar.
In January prices, the exchange rate was al-
most at the 50-rouble level. In addition, the
inflation rate had slowed down and the
growth of the money supply seemed under
control, By June the exchange rate was at 43
roubles in “real”—that is, constant—prices.
Then, however, Russia’s money growth ex-
ploded, as discussed in chapter i1, inflation
began to accelerate and the exchange rate
plummeted. The real rate fell by almost 50
per cent by October, but as ef early 1993 it
had returned to about the level of mid-1992
and it seems to have been roughly keeping
pace with inflation since (see figure).

In this limited sense, the exchange rate
appears to have stabilized in real terms.
However, the foreign exchange market is
quite thin. The total volume of dollars sold
through the exchanges in 1992 was less than
23 billion—although most of that in the sec-
ond half of the year—compared to $38 bil-
lien of exports. Thus, freeing the rouble did
not mean that the exchange rate began toef-
fectively translate world market prices into
rouble prices where they could offer com-
petitive alternatives to domestic suppliers.
Far greater amounts of foreign exchange
would have had to be available for imports
for this to occur.

One phenomenon that appears to have
kept foreign exchange off the market has
been the reported practice of firms not remit-
ting al export earnings, identified by the
World Bank as a form of “capital flight™.*
Indeed, the elimination of the multiple ex-
change rates, which Russia's inflation had
muade confiscatory, was intended to reduce
the disincentive to bringing foreign ex-
change earnings back home. However, ac-
cording to the World Bank, mandatory sales
of currency to the CBR did not increase in
the second half of 1992, after the niew rates
went into effect in July. Other disincentives
apparently also existed which continued to
discourage exporting firms from converting
foreign exchange earnings into local cur-
rency. For example, exporters generally
need some of their revenue to cover local
costs, but the large, subsidized credits
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provided by the CBR in the second half of
the year, as discussed in chapter 11, provided
a cheaper alternative.” By the same token,
real interest rates on deposits in Russia were
negative, while they were positive interna-

tionally and in Western Europe were quite
high (see tables A.7 and A_8). All these fac-
tors appear to hold lessons for increasing the
flow of foreign exchange into the market.

#'This evolution up to April 1992 was described in “How much is a rouble worth?”, in World
Economic Survey, 1992 (United Nations publication, Sales No, E.92.1LC.1 and corri-

genda), pp. 85-86.

bInitially, only the United States dollar was traded on the MICE, but in February 1993 sepa-
rate trading for the dentsche mark was introduced. Nevertheless, the official rouble/DM ex-
change rate continues to be determined through the rouble/dollar rate, as are rates forall
other currencies. The Asia-Pacific Inter-bank Currency Exchange in Viadivostok, which
opened for dollar trade at the end of 1992, started trading in Japanese yen in April 1993

© See World Bank, World Debt Tables, 1992-93, vol. 1 (Washington, D.C., December 1992},

p. 33

4 The point was made by David Lipton and Jeffrey Sachs in “Prospects for Russia’s eco-
nomic reforms”, Brookings Papers on Economic Activity, 1992, No. 2, pp. 241-242,

foreign direct investment itself were available only for
Russia where over 3,000 investment projects were regis-
tered at the end the year; but only about $100 miliion had
been received in 1992 in investment flows,*

Most of the investment projects were quite small,
especially the ones that were wholly foreign-owned.
Those were registered mainly in wholesale and retail dis-
tribution and services. Other foreign investments have
been concentrated in energy and agriculture and in com-
puter software development and other services. Almost
half the investments were by Western European compa-
nies, although China and eastern European countries
have increased their investment activity, primarily in re-
tai! trade but also in energy and raw materials.

In 1990 and 1991, the USSR heavily drew down its
official foreign reserves, but large-scale arrears on inter-
estand principal payments emerged anyway. The succes-
sor States of the USSR thus began their existence with
very large debt-servicing obligations, including arrears
of $5 billion, and no firm agreement as to whose obliga-
tions these were. An arrangement had been made in late
1991 with the Group of Seven major industrial countries
for “joint and several responsibility” for the debt, under
which if one participating Republic did not make its pro-
portionate share of a payment, the others would pay. In
March 1992 the principle was adopted by the 11 member
States of the CIS.

Inaseries ofagreements, however, Russia assumed
the debt obligations of each State, which agreed in ex-
change to forgo its share of the former Union’s foreign
assets, except in the case of Ukraine.*® Although Russia
has sought to extend the arrangement to Ukraine, the lat-

ter preferred to casry its share of the debt—over 16 per
cent of the total—and to be allocated its share of the as-
sets. Agreement between Russia and Ukraine has proved
etusive, which has been anadditional complication inne-
potiations with creditors who prefera single, fixed coun-
terpart with which to negotiate.

in any event, very small debt-servicing payments
were made in 1992-—for example, payments were made
on bonds and other securities—and after only six
months, arrears had risen to almost $10 billion, despite
repeated deferrals of overdue principal payments by the
Paris Club and commercial bank creditors, The total debt
was estimated at $76 billion as of 1992 (table A.34), ex-
cluding any obligations incurred by the successor Re-
publics themselves.”

By conventional criteria, this debt situation would
not be judged a critical case. If all the debt were assumed
by Russia, it would amount to about twice the value ofits
merchandise exports. By comparison, in the mid-1980s,
the average ratio of debt to exports of goods and services
of a sample of 15 heavily indebted developing countries
was more than two thirds higher {see table A.36). If esti-
mates of the export of services were added and if exports
of Ukraine were included, the post-Soviet ratio would be
even lower. Moreover, although Russia’s foreign re-
serves have been largely exhausted and its traditional ex-
port capacity in oil and gas, gold and other minerals was
greatly weakened by inadequate investment, its potential
exports are substantial. It is also owed almost $145 bil-
lion by developing countries, although most of this debt
can hardly be recovered.*®

Yet, the situation of the debt of the former Soviet
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nion is, indeed, considered severe. One indication is
that in secondary market trading in New York, the aver-
age price of the commercial bank debt of the former
USSR fell from 55 per cent of face vahie in November
1991 to 16 per cent at the end of 1992.° More than any-
thing else, these price changes probably reflect the politi-
cal and policy stalemate at the time. Astransition policies
are affirmed and uncertaintics are reduced in 1993, the
perception of economic prospects of the country, includ-
ing its debt-servicing capacity, will improve.

For the time being, however, the country was
clearly in need of a further reprieve from the postponed
1992 and new 1993 debt-servicing obligations. In April
1993, after almost a year of negotiations, the Paris Club
agreed to the long-term rescheduling of $15 billion of
debt-servicing payments that were due in 1993, with a
further rescheduling possible in 1994. A comparable
agreement with private creditors was still under negotia-
tion at the time of writing.

Besides the debt relief, very large sums of financial
suppoit have been pledged by the international commau-
nity to the successor States of the Soviet Union. As of
November 1992, ECU 72 billion (over $90 billion) had
been pledged to the USSR or the successor States. Al-
most all of it was bilateral assistance and most of that was
by European countries,™

Large amounts, however, have not been disbursed
for legal and financial reasons. Also, considerable sums
were for export credits for investment goods when in-
vestment was in steep decline. Moreover, some financ-
ing was contingent on the recipients’ having established
adjustment programmes with IMF or the World Bank
and it had been difficult to reach an agreed programme.

The Baltic States of Estonia, Latvia and Lithuania
were the first to negotiate full stand-by arrangements
with IMF, but this was only in the autumn of 1992. The
World Bank and the European Bank for Reconstruction
and Development also agreed to loan programmes for
the Baltic States, but it was late in the year and disburse-
ments in 1992 were thus small.

Russia made a Hmited, short-term arrangement
with IMF in August, which it was to replace with a regu-
lar stand-by arrangement. The initial agreement expired
in January 1993, but as of April no successor arrange-
ment has been agreed. The World Bank's first arrange-
ment for Russia was also in the summer of 1992, a
$600 million “rehabilitation™ loan to be used to finance
imports. However, by the end of the year only $2 million

of that loan had been disbursed. Moreover, 36 billion in
credits for a rouble stabilization fund to be arranged
through IMF had been pledged in 1992, but the fund was
never established.

The Russian experience was perhaps the clearest
example of the difficulties in financial cooperation for
transition noted previously, But the needs in Russia and
the other successor States of the USSR remain great.
With this in view, the international community proposed
a new package of assistance for the Russian Federation
in April 1993, The package commits up to $28 billion, in-
cluding about $3 billion from a new Systemic Transfor-
mation Facility at IMF to be available through 1994 that
carries conditionality that is to be specifically tailored
for the countries in transition and is different from stand-
ard Fund lending.?' It also contains $5 billion of World
Bank balance-of-payments loans for structural reform,
imports of equipment for the oil sectorand a second criti-
cal imports loan. In addition, up to $10 billion of export
credit guarantees will be offered by government agencies
of the Group of Seven, in cooperation with the World
Bank. Moreover, IMF would be ready to supporta com-
prehensive macroeconomic stabilization programme
with a stand-by arrangement of up to §4.1 billion. A rou-
ble-stabilization fund of $6 billion—in effact, the same
arrangement that had not been established a year ear-
lier-~was again made available.

This new package was said to be based on a better
understanding of both the urgency of the assistance and
the distinctive character of the recipient’s requirements
and circumstances. Disbursement of most components
of the package remains contingent, however, on imple-
mentation of economic stabilization policies, which
is, indeed, the intention of the Government, as recently
reaffirmed at the meeting of the Deputy Prime Minis-
ter and Foreign Minister of the Russian Federation and
the Foreign and Finance Ministers of the Group of
Seven.®

At the same time, internationally supported pro-
grammes are also being developed for other successor
States of the USSR. These include potential access to
the new Systemic Transformation Facility at IMF, as
well as other forms of assistance from bilateral and mul-
titateral creditors. As of mid-April, negotiations with
multilateral institutions were at an advanced stage in at
least three States, In other cases, states of conflict and po-
litical instability have hampered cfforts for cconomic
stabilization.
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NOTES

'The importance of the issue continues to be highlighted by the
General Assembly of the United Nations, as in resolution
47/178 0f 22 December 1992, in which the Assembly requested,
inter alia, that the present Survey address the main issues in the
net transfer of resources between developing and developed
countries.

ZThe net transfer is measured here as the balance of payments on
goods, non-factor services and labour with its signreversed. As
such it is derived from balance-of-payments data that are sub-
ject to major inconsistencies among countries. In principle, the
sum of the net transfers of all countries should be zero, with sur-
pluses exactly offset by deficits. In fact, the sum of identified
net transfers is usually positive and often large, in some years
over $30 billion. This means that there is some combination of
overstated net inflows and understated net outflows in the un-
derlying national data (problems in various components of the
data were described in IMF, Report on the World Current
Account Discrepancy, September 1987).

3Because rather detailed data are required to estimate financial
flows, it s necessary to work with a smaller number of develop-
ing countries in regional and analytical aggregates that discuss
the financial composition of the net transfer as opposed to its
overall amount. For this reason, the net transfer estimates in ta-
bles that give a financial breakdown (in particular, table A.27)
differ somewhat from the net transfer as presented in table IV.1,
The Secretariat uses a sample of 93 countries for its financial
analysis, the major difference from the full panel of countries
being the exclusion of the major oil exporters of the Middle
East,

4For 5 formal derivation of the net transfer in terms of national
income accounting concepts and its relation to camponents of
the balance of payments, see World Economic Survey, 1986
(United Nations publication, Sales No, E.86.11.C 1), annex 111

$The size of the incrense in the Latin American net transfer in
1992 was very much affected by developments in Brazil, where
the net transfer and trade balance did net swing as in the rest of
the region. Indeed, Brazil spent almost $14 billion less than it
produced in 1992, compared to a spending shortfall of $7 bil-
lion in 1991, In other words, Lotin America, excluding Brazil,
had a positive transfer of almost $21 billion in 1992, after essen-
tially no net transfer in 1991 and a negative transfer of $19 bil-
lionin 1990.

SThere are several widely used concepts of the net transfer of re-
sources, of which this Survey uses two. The main concept used
in this chapter, because it is directly related to national income
concepts of investment, domestic savings and trade, is denoted
the “nel transfer (expenditure basis)” in the statistical annex ta-
bles The concept thatis derived asa net cash flow of capital and
jnvestment income is denoted the “net transfer (financial ba-
sis)”. The reloationship of these measures to concepts used by
QECD and the World Bank was discussed in World Eco-
nomic Survey, 1990 {United Nations publication, Sales No.
E 90 I1.C 1 and corrigenda), pp 79-81

TThe first grouping is defined as all developing-country mem-
bers of IMF that “incurred external payments arrears or entered
into official or commercial bank debt-rescheduling ngreements
during 1986-1990". There were 72 such countries and 50 econo-
mies in the other grouping (IMF, World Economic Outicok, May
1993, statistical appendix),

8The sum of net dividends and interest is not guite the same ay
“net investment income”, which isoften seen in balance-of-pay-
ments data. This also includes reinvested earnings in direct for-
eigninvestment. In principle, such earnings should be treated as
though they were paid out as income and returned to the enter-
prise as new investment (see IMF, Balance of Payments Manual,
fourth edition (Washington, D.C., 1977), pp. 101-102). Since
many countries do not capture reinvested earnings in their bal-
ance-of-payments dota, this Survey standardizes its presenta-
tion of the data on the financial components of the net transfer
of resources by reporting “net dividends and interest” in lieu of
net investment income and direct investment is shown netof re~
invested earnings (see tables A 26 and A 27).

?As may be noted in figure IV.2, the United Kingdom also came
to absorb considerable net transfers from abroad in the late
1980s. As in the United States, there had been a rapid build-up
of indebtedness and an unsustainable, aibeit different, set of
macroeconomic policies (see chap. H). After some balance-of-
payments corfection related to economic recession, the re-
source transfer to the United Kingdom virtually doubled in
1992 owing to the substantial overvatuation of the pound ster-
ling and the heavy import-penetration that resulted, leading to
the floating of the pound in September (see chap. IHI).

WBpsed on *1992nen-chil no tainaigai shoken-toshi no
daka”, in Nippon Ginko Geppou, Bank of Japan, April 1993
" Data of the Bank of Japan, Balance of Payments Monthly.

PData include east Berlin and are based on national income ac-
counts, as per Wirtschaft und Staristik (Statistisches Bunde-
samt), 1993, No. I (January), p. 12. Transfers are defined here
more broadly than povernment financinl transfers per se, al-
though these, too, were large at DM 132 billion and DM 163 bil-
Honin 1991 and 1992, respectively.

13For a recent demanstration of this vulnerability, see World
Bank, Global Economic Prospects and the Developing Coun-
tries, 1993 (Washington, D.C., April 1993), pp. 20-26

14The estimated stock of debt in 1992 is based mainly on World
Bank estimates, which valued non-dollar debt in dollars at end-
September exchange rates. Finnl dota will be in terms of end-
December exchange rates, when the dollar had appreciated by
some 5 per cent against the yen and almost !5 per cent against
the deutsche mark. In other words, the final data are likely to
show a smaller stock of debt for 1992,

I5For a discussion of how this has operated, see report of the
Secretary-General entitled “External debt crisis and develop-
ment: recent experience under the international debt stratepy™
{A/47/396 of 10 September 1992), pp. 14-21. In addition, a va-
riety of significant igsues in interpreting secondary market
prices is raised in World Bank, World Debt Tables, 1992-1993,
vol 1 {Washington, D.C., December 1992), appendix IV.

16The United Nations Secretariat has regulaciy assessed the pro-
gress of international attempts to nddress the developing-coun-
try debt crisis, os in the Horld Economic Survey and a series of
reports to the General Assembly under the agenda item “exter-
nal debt crisis and development”. The World Bank, which, like
IMF, is close to the actual negotiations, monitors and analyses
the debt nepotiations in greater detail in its annual World Delbt
Tables and its quarterly publication, Financlal Flows 1o Devel-
oping Countries
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17For details of the restructuring of commercial bank debt, see
table A 38.

188ce, for example, Stijn Claessons, Ishac Diwan and Eduardo
Fernandez-Arins, “Recent experience with commercial bank
debt reduction”, Wertd Bank Policy, Rescarch and External Af-
fairs Working Paper No. 995, 1992,

19For a summary of Paris Club agreements, sce table A.37.

20For details of the different treatments, see UNCTAD, Trade and
Development Report, 1992 (United Nations publication, Sales
No. E.92.ILD.7), pp. 58-59,

21in 1991: Nicaragua (December) and Benin (December); in
1992: the United Republic of Tanzania (January), Bolivia (Janu-
ary), Equatorial Guinea (April), Uganda (Junc), Togo (June),
Zambia (July), Honduras (October), Mali (October), Guinea
{November), Sierra Leone (November) and Ethiopia (Decem-
ber); in 1993: Mauritania (January) and Mozambique (Janu-
ary).

22IMF, Financial Statements, quarter ended 31 January 1993,

Fixed investment will rise even in cases of mergers or privatiza-
tion if the receipts from the sale of the entity are invested, which
is also more likely to occur in the high-growih Asian economies
than in the current environment of Latin America.

24For an analysis of this in the case of Asian and Pacific develop-
ing countries, see Barry Herman, “International finance of de-
veloping Asia and the Pacific in the 1990s", Economic Bulletin
for Asig and the Pacific, vol. XLIL No. 1/2 (June/December
1991), pp. 14-36.

258ee report of the Secretary-General on trends in foreign direct
investment (E/C.10/1993/2, of 18 January 1993}

268¢e report of'the Secretary-General entitled “The growth of for-
cign direct investment in the 1980s: trend or bulge?”,
{E/C 10/1993/3, of 18 January 1993)

"World Bank, Global Economic Prospects.. ., p 36,

28Data of the International Finance Corporation, as published in
World Bank, Financial Flows to Developing Countries: Quar-
terly Review {April 1993}, pp. 9-10.

28See, for example, World Bank, Giobal Economic Prospects .,
chap 4.

308ee, for example, Joseph Stiglitz, “Financial markets and devel-
opment”, Oxford Revicw of Economic Policy, vel. 5, No. 4
(winter 1989}, pp. 55-68.

310n a balance-of-payments basis, however, the net United States
purchases of new Latin American stocks issued in the United
States were half this amount (sce United States Department of
Commerce, Survey of Current Business, March 1993, table 6).

32World Bank, World Debt Tables .., pp. 125-126.

BBank for International Setitements, Internationn] Banking and
Financial Market Developments (November 1992), p. 27,

34For a complete listing, sec World Bank, World Debt Tables..,
p. 115

35These data exclude IMF lending programmes with transition
economies, as the latter are not classified as developing coun-
tries for purposes of the World Economic Survey.

ISESAF is the fourth concessional lending programme that was
created at IMF, the others being the subsidized Oil Facility, the
IMF Trust Fund and the Structural Adjustment Facility (see ta-
ble A.29). All were temporary and introduced with different
goals inmind (sec Reginald Green, "ESAF renewal: project de-
cision or structural entry point”, research papers on interna-
tional monetary and financial issues for the Group of Twenty-
Four, February 1993; forthcoming in UNCTAD, International

Monetary and Financiol Issues for the 1990s, vol 3 (UNC-
TAD/GI{D/G24/3)).

37 Jnder the Fund's Articies of Agreement, the Ninth Quota Re-
view should actually have taken place in 1988 and the next quin-
quennial review was thus dee in 1993 (sec IMF, Annual Report,
1992 (Washington, D.C ., August 1992), pp. 70-71).

BODA includes technical assistance and certain categories of
debt relief, as well as financial flows to developing countries
{sec OECD, Development Co-operation, 1992 Repert, report of
the Chairman of the Development Assistance Commities
{Parig, December 1952), part 3.

¥1bid., p. 95.

40See, for example, para. 33.13 of “Agenda 217, in Report of the
United Nations Conference on Environment and Development,
Rio de Janeiro, 3-14 June 1992, vol. I. Resolutions adopted by
the Conference (United Nations publication, Sales
No.B.93.L8).

41World Bank, Global Economic Prospects..., p. 45.

4275 of the end of 1992, ECU 119 billion {about $150 billion) had
been pledped, excluding resources for the castern Linder of
Germany provided by the rest of Germany (see ECE, Economic
Survey of Europe in 1992-1993 (United Nationg publication,
Sales No. E.93.1LE. 1), table 4 1.3). Additional commitments
were made in the first four months of 1993.

43The term seems to have originated in adifferent context in Wolf-
gang Stolper, Planning Without Facts: Lessons in Resource
Allocation from Nigeria’s Development {Cambridge, Massa-
chusetts, Harvard University Press, 1966).

44The size of the internationnl financial commitments for eco-
pomic transition indicates an appreciation of the scope of the
tasks at hand, but a great deal of those resources could only be
disbursed under quite restrictive conditions and were not ade-
quately fungible,

45Data were the most recent available, as of carly April 1993 (see
ECE, Economic Survey of Europe. .., table 4.1 3},

4By ngreement among donor and creditor countries, the informa-
tion is to be supplied to the Organisation for Economic Ce-
operation and Development, which will make it avaiiable to the
international community. The discussion that follows is based
largely on multilateral sonrces and the review of financing for
transition by the Economic Commission for Europe, as pub-
lished in Economic Survey of Eurape....

4745 of 3 February 1993, only 75 per cent of the requested target
amounnts had been pledged for 1992 and 1993 (ECE, Economic
Survey of Europe..., table 4.1.6).

480n the multilateral and bilateral arrongements under this
Paris Club agreement, see World Lconomic Survey, 1991
(United Nations publication, Sales No. E91.11.C 1}, p. 80.

49Czechoslovakia, the other country that maintained access to the
market, did not arrange substantial new funding in 1992

OWorld Economic Survey, 1991..,p.79.

514 _commitments of bilateral support to fully meet their esti-
mated financing needs were not forthcoming and even firm
commitments were disbursed only with a delay” (ECE, Eco-~
nontic Survey of Europe. .., chap. 4, section 4.1 (v}))

521y addition, the Central Bank of Russia issued “technical cred-
its" to partially finance the surpluses in Russia’s trade balances
with the other countries.

$3The bank will not attempt to coordinate monetary and credit
policies of the individual States

54In fact, the World Bank classifies the Russian Federation asan
“upper middle-income country” (see World Bank, Waorld Debt
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Tables, 1992-93, vol 1 (Washington, D.C., December 1992),
pp 136-137).

558ee Economic Survey of Europe. ., table 4.1.2.

$6The three Baltic States did net participate since they did not
consider themselves responsible for the debt of the former
USSR.

57For & fuller report on the treatment of the debt of the former
Soviet Union, see World Bank, World Debt Tables, 1992-93.,
chap. 2.

Though in 1992 Russia did receive over $100 million in
hard currency and close to $2 billion in kind in partial repay-
ment,

S?Based on data supplicd by Merrill Lynch and Company.

0For details, see Economic Survey of Europe.. , table 4.1.3,

63The Facility is meant as a precursor to a standard IMF-supported
adjustment programme and requires, in effect, that measures be
token that would signal the Government was on an appropriate
adjustment path, The loans, which will be financed out of regu-
lar IMF resources, would be disbursed in two six-month instal-
ments and carry standard interest charges, although they would
be repayable over a period (10 years, with n 4.5-year grace pe-
riod) thatis longer than normal. Alltransition economies will be
eligible to draw from the Facility, az might other countries expe-
riencing similar problems (for details, see IMF Survey, 3 May
1993).

628¢e Chairmen's Statement, “G7 Joint Ministerial Meeting and
the following meeting with Russian Ministers", Tokyo, 15 April
1993.
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Energy: recent developments
and emerging trends

THE PRESENT CHAPTER consists of two sections. The
first section provides an overview of recent develop-
ments in the international oil market and points to the in-
creasing demand for OPEC oil, particularly in light of
the continuing decline of oil output in the United States
of America and the former Union of Soviet Socialist
Republics. It also discusses the state of the oil industry in
the successor States of the former Soviet Unien, and pro-
vides an analysis of the outlook for the oil market in the
1990s.

The second section addresses the issue of the
energy/carbon tax as a means to curb carbon dioxide
emissions and combat global warming. It provides a
brief analysis of the recent proposal of the European
Community to levy new taxes on major sources of
energy as a way of reflecting environmental costs in
the final price of energy. The second section also ad-
dresses the subject of energy subsidies and their impact
on global emissions.

THE INTERNATIONAL OIL MARKET

For the first time in several years, the international oil
market witnessed a period of relative stability through-
out most of 1992. Since the end of the Persian Guif war
in carly 1991, world oil supply remained closely in line
with demand despite the sharp decline ir oil output from
the former Soviet Union and the continuing embargo on
Iragi oil. Gradually resumed production from the war-
damaged oilfields of Kuwait and output at near capacity
from other OPEC members matched the market’s need
foroil.

With the increase in the OPEC supply and the near-
stagnation in global oil demand, oil prices weakened in
the first two months of 1992, falling to about $16 a
barrel, or $5 below OPEC’s reference price of $21 per
barrel. However, in the following months, prices
strengthened somewhat as anxiety over the fall in oil ex-
ports from the Russian Federation, and increasing doubt
regarding the resumption of Iraqi oil exports, replaced
concerns over the possibility of overproduction by
OPEC. Qil prices weakened again in late 1992 owing to
mild weather conditions, and remained in the $17-$19-a-
bartel range through mid-1993.

The evolution of oil prices in the period ahead will
depend on a variety of factors, the most important of
which will be the timing and strength of the economic
recovery in industrialized countries and elsewhere,
the volume of oil exports from the successor States of

the former Soviet Union and the ability of OPEC to
restrain output, particularly when the embargo on Iraqi
oil is lifted. It will also depend on the implementation
of ongoing and announced plans for expanding oil pro-
duction capacities in major OPEC countries and the re-
sulting margin of spare capacity in the world oil supply
system.

In 1992, world oil demand remained relatively
weak owing, in large measure, to the sharp drop in con-
sumnption in the former Soviet Union and, to a lesserex-
tent, to mild weather conditions in the northern hemi-
sphere in the fourth quarter of the year and stagnation in
the industrialized countries. It had risen by 0.4 million
barrels per day, or 0.6 per cent, relative to 1991 Total oil
consumption in the industrialized countries increased
moderately. The largest increase was in the United
States, reflecting the rebound in economic activity in the
second halfofthe year. In eastern Europe and the succes-
sor States of the former Soviet Union, oil consumption
continued to decline as the Ievel of economic activity
continued to fall. In the developing countries, growth in
total oil consumption was relatively strong, especially in
the rapidly growing economies of East and South-East
Asia.

World oil output edged up slightly, and OPEC pro-
duction reached its highest level since 1980. Output in
the successor States of the former Soviet Union contin-
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ued to decline sharply. Russian oil output reached its
lowest level in almost two decades because of technical
and logistic problems as well as the general disorganiza-
tion of'its oil industry. Production in the United Statesre-
sumed its downward trend after a brief recovery in 1991,
Elsewhere, production increased moderately.

Animportant factor thathelped balance supply and
demand in the aftermath of the loss of exports from Irag
and Kuwait was the ability of OPEC to expand capacity
quickly and significantly. While initially this allayed
fears of supply shortfall, it has since prompted new con-
cerns over oversupply in the short term,

In view of the continuing decline of oil cutputin the
United States and the former Soviet Union, most of the
world is growing increasingly dependent on OPEC for
additional supplies. At present, OPEC produces 40 per
cent ofthe world’s output and possesses 77 per cent of the
world’s proved reserves of one trillion barrels. By com-
parison, OPEC’s share of the oi market was about 30 per
cent in 1985. The Persian Guif contains two thirds of
those reserves and will be the most significant source of
incremental supply in the future. Despite such vast oil re-
serves, however, most of the OPEC countries would need
to expand production capacity as the demand for oil in-
creases with the expected resumption of world economic
growth. At present, the ability of most of the producers
of the region to expand capacity on a long-term basis is
constrained by domestic financial conditions,

The uncertainty over QPEC’s ability to expand ca-
pacity in the near future may be partly allayed by the new
reintegration of the oil industry, in which the major inter-
national oil companies are being offered joint ventures
and partnerships in some OPEC countries that pre-
viously nationalized their oil industries. Similarly, pro-
ducers are expanding investments at the downstreamend
of consumer markets. These developments appear to sig-
nala new era of cooperation among the principal partici-
pants in the energy market. A key objective of such co-
operation should be to provide security of supply to con-
sumners and security of markets to producers in a mutu-
ally acceptable framework beneficial to all. The crisis in
the Persian Gulf once again brought into sharp focus the
need for such cooperation and led to preliminary tatks
and exchanges of views between producing and consum-
ing countries and international oil companies, The con-
tinuation of this dialogue will be essential in view of the
very large investments, probably exceeding $1 trillion
for the rest of the decade, that may be necessary to match
increased demand.

PRICES

Throughout most of 1992, oil prices were generally sta-
bie, thanks to a relatively tight balance between supply
and demand. The average spot price of the OPEC basket
of seven crudes ranged between $16.6 and $20.2 per bar-
rel during the year, increasing from an average of $16.7
abarrel in the first quarter of 1992 to $19.5 a barrelin the
third quarter before declining to $18.6 a barrel in the
fourth quarter. For the year as a whole, the average stood
at $18.4 a barrel, or 2.6 less than the reference price of
$21 abarrel set by OPEC in July 1990. It was also lower
than the 1991 price, which averaged $18.7 perbarrel, and
considerably lower than the 1990 price of $22.3 per bar-
rel(see figure V.1).

The strengthening of oil prices in the second and
third quarters of the year was partly due to a higher-than-
expected demand, a continuing decline in non-OPEC
supply and the decision at a meeting by OPEC countries
in May 1992 not to increase their output ceiling. At that
meeting, OPEC oil ministers agreed to maintain their
countries’ production ceiling for the third quarter at the
same level as that for the second quarter, which was well
below the level required by the market. That agreement,
which restricted OPEC’s total output of crude oil to 23.4
million barrels per day (mbd), was instrumental in firm-
ing oil prices, The continuing sharp decline in oil output
in the Russian Federation and the uncertainty over the re-
sumption of oil exports from Iraq contributed to the
fairly buoyant prices throughout the second and third
quarters.

Towards the beginning of the fourth quarter, prices
began to weaken as OPEC output continued to rise and
oil demand remained constrained by deepening eco-
nomic recession in some major consuming countries. At
its September ministerial meeting, OPEC, instead of fix-
ing output ceilings and allocating individual quotas,
adopted for itself what it called a market share of 24.2
mbd for the fourth quarter, with Kuwait permitted to con-
tinue to increase its output as it rebuilt its oil industry
damaged by the Persian Guif war. Although OPEC suc-
ceeded in avoiding the pitfalls that are usually associated
with the allocation of individual quotas, its decision ina
sense provided room for overproduction by several of its
members. The very vagueness of what has been meant by
the term market share raised market doubts about the
ability of OPEC to restrain production and led to a fur-
ther stide in oil prices. In October and November, total
OPEC crude oil production was estimated at 25.3 mbd, a
figure that was 1.1 mbd above its self-adopted market
share. Oversupply was compounded by a warmer-than-
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Figure V1.
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expected northern hemisphere winter and a substantial
oil stocks drawdown in major oil consuming countries.

At the last 1992 meeting, OPEC allocated quotas
for individual member countries totalling 24.582 mbd
for the first quarter of 1993, a level which was considered
lower than the one that it had been estimated would be re-
quired by the industry in that period. It was the firsttime
since the Persian Gulferisis of 1990, that OPEC formally
attempted to apportion output quotas to member coun-
tries. The apparently credible output agreement did nof,
however, firm up prices. As most OPEC members did
not cut production and expectation of strong winter de-
mand failed to materialize, oil prices fell to around $17 a
barrel in December, the towest level in nearly 10 months,
Reports of a rise in oil stocks and stabilization of oil ex-
ports from the former Soviet Union exerted further
downward pressure on prices.

By the third week of January 1993, oil prices
dipped below $17 abarrel for North Sea Brent and below

$15 a barrel for Arab Light, representing the lowest lev-
els in nearly four years. That prompted Saudi Arabia, the
world’s largest oil producer and exporter, to voice con-
cern over sagging oil prices and to call on OPEC to re-
duce the total official ceiling by more than 1 mbd. That
call, the substance of which was subsequently agreed to
by OPEC members at their meeting in February 1993,
had a positive but small impact on prices in the first quar-
ter of 1993,

While vil revenues declined in some OPEC coun-
tries owing to lower oil prices, they rose in others owing
to larger oil export volumes. Overall, oil revenues for
OPECareestimated at $135 billionin 1992, as compared
with $128 billion in 1991 and $147 billion in 1990 (sce
table A.39). Because of the depreciation of the United
States dollar, the decline in OPEC’s oil revenues relative
to levels in the first half of the 1980s was in real terms
quite considerable.

The outlook for 1993 is somewhat unclear because
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of uncertainty about Iraq and OPEC policy. As the oil
market remains oversupplied in the face of slow eco-
nomic growth and weak oil demand, oil prices may not
improve nor even remain at their present level in the next
few months in the absence of effective production re-
straints by OPEC. Even under the assumption that Iraq
remains barred from exporting oil, the seasonal fall in
demand in the second and third quarters is expected to
coincide with the rise in exports from Kuwait, which
could exert a downward pressure on prices. However, as
recent past experience has shown, the short-term trend in
oil prices can often contradict market fundamentals.

The evolution of oil prices in 1993 will therefore
depend mostly on the ability of OPEC to implement its
policy of concerted production restraint. Other impor-
tant factors influencing oil prices in the period ahead will
be the extent to which the decline in oil production in the
former Soviet Union is arrested and whether or not Irag
will be allowed to export oil again soon. This will pose
potentially the most serious challenge to a delicate bal-
ance within OPEC and in the world oil market.

CONSUMPTION

Following its peak in 1979 at 66 mbd, world oil con-
sumption declined steadily in the first half of the 1980s
owing to the introduction of energy efficiency and con-
servation measures and the substitution for oil of other
forms of energy as a consequence of the oil price in-
creases of the 1970s. By contrast, with the collapse of oil
prices in 1986, world oil consumption increased signifi-
cantly in the second half of the 1980s, particularly in de-
veloping countries (sec table A 40). During that period,
world oil demand rose by 2.2 per cent per annum to a new
peak of about 66.2 mbd. However, since 1990, growth in
oil demand has receded to less than 1.0 per cent per year,
due to the slow-down in the world economy.

Over the past decade, trends in oil demand have
been markedly different in developing and industrialized
countries. While in the 1980s demand continued to grow
relatively rapidly in developing countries, it declined in
the developed market economies and remained almost
stagnant in eastern Europe and the Soviet Union.

Despite the debilitating effects on most energy im-
porters of the two rounds of sharp price increases in the
1970s, oil consumption in the developing countries in
general kept rising relatively rapidly. This was due to a
number of factors, including high-level population
growth, rapid urbanization and increasing industrializa-
tion as well as limited possibilities for substitution of
other forms of energy for oil. Ina large number of devel-

oping countries, there are few alternatives to oil because
of the high capital requirements for investments in alter-
native sources of energy. The increase in the demand for
oil was reinforced by the precipitous decline in oil prices
in 1986. Since then, the demand for oil of the developing
countries has risen by one third, or 5.0 mbd. As a result,
the role of developing countries in the global oil market
has grown rapidly, with their share in total consumption
having risen from 20 per cent in 1980 to 30 per cent in
1992. If these trends continue, it is anticipated that
around two thirds of global incremental oil demand is
likely to occur in developing countries, with their share
rising sharply to over 40 per cent by the turn of the
century.

Much of this increase was accounted for by the
newly industrializing countries of South-East Asia,
where oil consumption nearly doubled over the past six
years. By contrast, oil demand in Africa and Latin Amer-
ica grew at considerably lower rates owing to slower eco-
nomic growth and stagnant incomes.

Between the peak in 1979 and the year 1985, oil
consumption in the developed market economies fell by
nearly 7.7 mbd, or 19 per cent, owing to a considerable
reduction in energy intensity and the replacement of oil
by other forms of energy in response to the oil price in-
creases of the 1970s. Low oil prices since 1986 have had
opposite effects, They have reduced some of the pressure
for improving energy efficiency, although energy inten-
sities have continued to decline. Qil demand grew by 3.1
mbd, or 10.2 per cent. Despite this growth, itis still some
10 per cent below the peak level of 1979. Growth in oil
demand since 1986 has been particularly strong in the
Pacific and moderate-to-weak in North America and
Western Europe mainly in response to the marked eco-
nomic slow-down of the past few years.

After growing at a relatively rapid pace for a num-
ber of years in the 1970s, oil consumption in the former
Soviet Union and eastern Europe remained virtually
static during most of the 1980s due to weak economic
growth and substitution for oil of natural gas. In the past
five years, however, mainly because of the problems as-
sociated with the transition from centrally planned to
market-oriented economies, the use of oil has dropped
by one third, almost in line with the fall in economic ac-
tivity. In the case of the countries of eastern Europe, it
was due also to the shortfall in oil supplies after the for-
mer Soviet Union began to require payments in hard
currency.

Global oil demand in 1992 is estimated at 67 mbd,
a figure that is 0.6 per cent higher than for 1991. How-
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ever, demand trends differed significantly in various re-
gions and countries. While oil demand declined sharply
in eastern Europe and the former Soviet Union, it contin-
ued to grow strongly in developing countries and moder-
ately in the developed market economies. In 1992, total
oil consumption is estimated to have risen by 5.2 percent
in developing countries and 1.3 percent in the developed
market economies but to have declined by 13.7 per cent
in eastern Eurepe and the former Soviet Union. By en-
tirely cancelling out the strong growth taking place in the
developing couniries, falling demand in eastern Europe
and the former Soviet Union underestimates the strength
of the oil market, and it may create a false impression that
the cconomic stagnation in many industrialized coun-
tries is the only cause of the slow growth in global oil
demand.

With the recent signs of cconomic recovery in
many industrial countries, weorld demand for oil is ex-
pected to grow at a relatively more rapid rate in the next
few years than in the recent past but less rapidly than in
the second half of the 1980s. Growth in oil consumption
in developing countries is likely to be the driving force
behind globat oil demand trends. However, the main
source of demand uncertainty lies in the region of eastern
Europe and the former Soviet Union. Declining eco-
nornic activity in the countries of that region and efforts
by the Russian Federation to sustain oil export volumes
are likely to depress oil demand even further.

Over the medium to long term, global oil demand
growth is cxpected to average 1.6 per cent per annum,
reaching 76 mbd by the end of the present decade. Most
of the impetus for growth will come from increased de-
mand for transportation. Developing countries will con-
tinue to experience the highest rates of growth, averaging
4.5 per cent per year. Although oil demand is expected to
grow in all developing countries, it is envisaged to re-
main most rapid in South-East Asia. Qil demand growth
is expected to be moderate in the developed market
economies and slow in the region of castern Europe and
the former Sovict Union. The consequences of the intro-
duction of economic reforms and market-based pricing
systems in the countries of that region are expected toen-
tail lower-level energy intensity. They are also likely to
lead to a shift, with respect to the composition of energy
use, towards oil as demand for personal transportation
increases.

PRODUCTION

Total world crude oil production remained virtually un-
changed in 1992. A decline of nearly 1.0 mbd in non-

OPEC supply was more than offset by increases in
OPEC output (see table A.41). The fall in nen-OPEC
production was entirely due to the sizeable drop in output
in the Russtan Federation and, to a lesser extent, to the de-
cling in the United States. Production continued to rise in
most other oil-exporting developing countries and in-
creased sharply in the Norwegian sector of the North
Sea.

Throughout the second half of the 1970s and the
first half of the 1980s, higher oil prices resulted in a shift,
among investments in exploration and development,
from OPEC to non-OPEC areas. During that period,
nearly 10 mbd ofcrude oil were added to non-OPEC sup-
plies, leading to a drastic reduction in the demand for
OPEC oil. The growth in non-OPEC production was ar-
rested, however, with the collapse of oil prices in early
1986. This had an immediate impact on exploration and
development in high-cost areas, and resulted in a pro-
nounced production shift in favour of OPEC. Since then,
total crude oil production in OPEC countries has in-
creased by over 8 mbd, or 52 per cent, raising their share
of the global oil market from 30 to 40 per cent (see figure
V.2). This trend of increase is expected to continue in the
19905, with the OPEC supply rising to about 32 mbd by
the year 2000, and accounting for just under 50 per cent
of total world oil production.

Since the suspension of production quotas in Au-
gust 19990, the increase in oil production of OPEC has
been achieved through the expansion and almost full
utilization of production capacity. Nearly two thirds of
that increase has been accounted for by Saudi Arabia,
This, however, has led to a greater concentration of sup-
plies, particularly in the Persian Gulf, with the share of
Saundi Arabia in total OPEC output rising from 25 to 35
per cent and that of the Islamic Republic of Iran from 13
to 16 per cent.

With Iraq remaining banned from exporting oil, the
other OPEC members continued to produce at close to
capacity throughout 1992. Total OPEC crude oil produc-
tion averaged 24 .4 mbd, a figure which was 4.5 per cent
above the 1991 level. Partly because of loose production
agreements, output quoias were consistently exceeded
during most of 1992 (see table A.42). A large part of the
increase was attributable to the rise in Kuwaiti oil output,
which was close to its pre-invasion level by the end of the
year.

Among oil-cxporting developing countries, oil
production increased most notably in Angola, Colombia,
Egypt, Malaysia and Oman, and more recently in the
Syrian Arab Republic, Viet Nam and Yemen. To a large
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Figure V2.
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extent, this increase resulted from the expansion of exist-
ing capacities and the development of a number of new
oil discoveries, In Chinaand Mexico, the two largest pro-
ducers of this group, total output increased only
slightly, reflecting, in part, lack of significant additional
discoveries and levelling off of production in existing
oilfields.

After having increased considerably during the
first half of the 1980s, total oil production in the oil-
importing developing countries remained virtually flat
during the past several years. Thisreflected the declinein
exploration and development activities in a large number
of countries.

In the developed market economies, total crude oil
production rose for the second consecutive time in seven
years, increasing by about 1.0 percentin 1992. The most
notable trends in production continued to be those of
rapid growth in Norway and of steady decline in the
United States. Since 1986, depressed oil prices have led

to a severe decline in exploration and development ac-
tivities in the United States, the largest producer of the
group. As aresult, in 1992 crude oil production dropped
from 9.0 to 7.15 mbd, the lowest output level since 1960.
American dependence on imported oil continued to rise
in 1992, accounting for 46.2 per cent of total demand.
With the prospects for arresting the decline in domestic
production remaining very limited, oil imports are ex-
pected to increase further over the rest of the 1990s. The
United States Department of Energy estimates that
United States petroleum demand will rise to between
18.9 and 24.0 mbd by the year 2010, Such an increase in
demand, combined with the expected decline in domes-
tic production, would lead to an increase in net imports
to somewhere between 10.8 and 17.7 mbd by the year
2010.

In the North Sea, total crude oil production reached
arecord level of 4.1 mbd, reflecting the sharp rise in out-
put in Norway. In the United Kingdom of Great Britain
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and Northern Ireland, output remained unchanged at 1.8
mbd. Among other developed market economies, crude
oil production increased in Canada and Denmark, but
fell or remained unchanged clsewhere,

Qutput in the former Soviet Union grew at a
rapid pace for a number of years through the late
1980s, reaching a peak of 12.5 mbd in 1987 and 1988,
During the past four years, it has declined by nearly
30 per cent, falling to 8.9 mbd in 1992, a drop of more
than 12 per cent from the 1991 level. Russian oil produc-
tion is estimated to have dropped by about 15 percent in
1992, to 7.9 mbd. Among other major producers of the
former Soviet Union, production is reported to have re-
mained unchanged in Kazakhstan at 0.44 mbd and fo
have declined slightly in Azerbaijan and elsewhere. The
overall decline reflects not only the natural decline in
large oilficlds, but also, to a large extent, technical and
logistic problems.

In eastern Europe, where Romania is the only coun-
try with any significant oil reserves, total crude oil out-
putremained virtually unchanged in 1992 following sev-
cral years of steep decline.

STATE OF THE OIL INDUSTRY IN THE POST-UNION OF
SOVIET SOCIALIST REPUBLICS

Since 1974, the Soviet Union hasbeen the world’s largest
oil producer, but for the past few years its oil industry has
been beset with a number of serious problems due
largely to reduced investment, poor maintenance of oil
facilities, near-exhauvstion of the more accessible oil de-
posits, lack of technology and years of price control poli-
cies. As aresult, over the past four years, total oil produc-
tion fell by 3.6 mbd, or by the equivalent of about 6 per
cent of world oil supply, and at present it is declining at
over 10 per cent per year, Should this downward trend
continue, oil exports from this region may vanish en-
tirely in two years. On the other hand with increased for-
eign investment and reduction in wasteful consumption
of oil products, present levels of net oil exports could be
maintained and even considerably improved Successor
States of the former Soviet Union that rely on oil imports
from the Russian Federation will be the hardest hit, par-
ticularly if the Russian Federation decides to divert sup-
plies away from those States in favour of hard currency
sales. Tighter supplies have already led to a worsening of
distribution and delivery systems and exacerbated per-
canial winter shortages, particularly in non-oil-produc-
ing republics.

Though the region constituting the former Soviet
Union is one of the largest producers and consumers of

energy, the distribution of its energy resources is ex-
tremely uneven. While many States have practically no
energy resources, the Russian Federation accounts for
over three quarters of primary energy production (that
is, of oil, natural gas, coal, nuclear power and hydro-
power). The bulk of the region’s oil reserves is located in
only four States: the Russian Federation, Kazakhstan,
Azerbaijan and Turkmenistan (see table V.1). The politi-
cal fragmentation of the Soviet Union has left the Rus-
sian Federation in control of 90 per cent of production,
with the remainder under the control mainly of Kazakh-
stan and Azerbaijan (see figure V.3). Future develop-
ments in the world oil market may be significantly influ-
enced by developments in the oil industry in these three
States, that is, the Russian Federation, Kazakhstan and
Azerbaijan.

Russia's oil industry faces serious difficulties ow-
ing to years of neglect and poor maintenance of oil facili-
ties. Its largest and most productive oilfields have been
rapidly exhausted and the average yield of wells have
fallen considerably. Asaresult, oil production, more than
70 per cent of which comes from the Tyumen’ region in
western Siberia, fell from apeak of 11.2 mbd in 1988 to
7.9 mbd in 1992,

The drastic decline in Russian oil output is due
mainly to investment cuts, equipment shortages and dif-
ficulties in obtaining basic spare parts from traditional
suppliers, such as Azerbaijan, which was the main manu-
facturing centre for oilfield equipment in the former So-
viet Union. As a result, many wells are shut-in and there
are not enough wells being drilled to compensate for the
decline caused by the depletion of the large fields.

Table V1.

Estimated oil reserves in selected republics of the
former Soviet Union, 1991

Billions of barrels

Probable reserve

Republic Proved reserves additions”
Russia 500 99
Kazakhstan 33 12
Azerbaijan 12 4
Turkmenistan 14 3
Uszbekistan 0.3 2

Source: UN/DESIPA, bascd on Joseph P, Riva, Jr, “Large oil
resource awaits exploitation in former Soviet Union's Muslim
republics™, @il and Gas Journal, 4 January 1993, p. 56.

B Probable reserves are usualiy defined as those quantities
of recoverable hydrocarbons that nre estimated on the basis
of enginecring and geological data, but Inck the cerlainty
required to classify them as proved reserves,
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Figure V3.
Oil balance of the republics of the former Soviet Union
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Many oil industry analysts, within and outside the
Russian Federation, estimate that without structural re-
forms to facilitate foreign participation and stimulate
rapid improvement in domestic technology, oil produc-
tion in the Russian Federation may continue to fall by as
much as 10 per cent per year over the next few years,
However, there is potential for rapid productivity gains
even from relatively small but timely oil industry-related
business ventures, particularly in the areas of drilling
technology and workovers, At present, itis estimated that
in the Tyumen’ region alone, there are some 27,000 wells

closed owing to shortages of equipment and lack of

workovers, Oil production could be increased signifi-
cantly by simply bringing these idle wells on stream.
Hence, the most effective immediate measures to ad-
dress the decline in production would involve rehabilita-
tion and reactivation of these shut-in wells and improve-
ment of flow rates through stimulation and workovers,

However, while Russian producers need capital and
medern technology to boost production from ageing oil-
fields, most international oil companies are looking for
adequate incentives to undertake big exploration and de-

velopment ventures to develop large untapped reserves.
While the need to create favourable conditions for for-
eign investments ia the energy sector has been recog-
nized by other oil-producing States of the former Soviet
Union, the creation of those conditions is still lagging in
the Russian Federation. The obstacles to foreign invest-
ments in Russian oil involve more than the creation of
adequate incentives. For many international oil compa-
nies, the main obstacle lies in the high political risk
caused by the split between the central Government’s
ministries and regional authoritics over the control of oil
resources.

Despite some attempts made by the Russian Gov-
ernment to attract foreign investments, by the end of
1692 there were only a small number of joint ventures
operating in the country, most of them on a relatively
small scale, Uncertainties over control of oil resources
have bewildered foreign oil companies trying to invest in
large-scale joint ventures, Similarly, the weak pace of oil
price liberalization and the imposition of an oil export
levy have added to the reluctance of foreign investors,
While the delay in the move towards raising domestic
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prices to world market levels was intended to prevent a
sharp and sudden oil price increase that could lead to po-
litical and social crises, it has kept the industry deprived
of the financial resources that it needs and has prevented
substantial savings in consumption. Although domestic
prices have been raised to 4,000 roubles per ton, or the
cquivalent of $2.7 per barrel, they remain very low com-
pared with international market prices.

These problems need to be addressed as soon as
possible if the industry is to acquire the flexibility and
operational efficiency required in market economies.In
recent months, the Russian Federation has began to re-
form its oil industry and is at present reorganizing the oil
sector under the control of five vertically integrated state
companies. Those companies are expected to be respon-
sible for establishing joint ventures with foreign oil com-
panies.

International oil companies interested in investing
in Russian oil are approaching potential joint ventures
with a good measure of cantion. Among potential inves-
tors, a group of five companies (American, Japanese and
Netherlands) has recently completed and submitted a
feasibility study to the Russian Government on the pos-
sibility of developing oilficlds and gas fields off the
island of Sakhalin. This project is valued at between 36
billion and $10 billion. More recently, another large
company offered to invest more than $2.4 billion in the
Timan-Pechora region in the north of the country. How-
ever, these and other interested companies will most
likely not invest any money before some basic require-
ments are fulfilled. Some of those requirements may in-
clude raising domestic oil prices to international levels,
changing or restructuring tax codes on oil production,
and adopting more attractive oil industry legistation.

The serious problems faced by the oil industry in
the former Soviet Union are not restricted to the up-
stream sector. The downstream sector, particularly trans-
portation and distribution of oil, suffers from a similar
set of problems, and substantial progress is required so
that it can function in concert with expanding upstream
development projects. Existing pipelines are either
poorly constructed or worn out and a large volume of
product delivery is reliant upon other underdeveloped
and outmoded forms of transportation. The overall situ-
ation in the downstream sector is not hopeless, however.
There are significant opportunities for restructuring and
upgrading refining capacity, trade and transportation
networks. Indeed many Western companies are already
active in refinery rehabilitation, pipeline construction
and marketing,

As a result of its pragmatic and flexible policy
towards foreign investments, Kazakhstan, which has
some of the world’s largest untapped reserves of oil and
gas, has signed a number of agreements with interna-
tional companies (involving a total of nealy $40 billion)
on investment in its oil and gas industry over the next 40
years. Most of the country’s oil reserves are located in
Tengiz, which is regarded as one of the world’s largest
oilfields, with recoverable reserves estimated conserva-
tively at over 10 billion barrels. Production from this field
is expected to reach 0.7 mbd by the year 2010, in contrast
with the current output of 65,000 barrels per day.

According to the terms of the agreement, which in-
volves a fifty-fifty production sharing joint venture, the
partner is committed to invest $20 biilion over the life of
the project, estimated at about 40 years, with an initial in-
vestment of $1.5 billion over the first 3 years. The joint
venture is expected to generate 360 billion in royalties
and taxes over the 40-year period. Work on this project
was supposed to start in April 1993, Other potential
agreements in this country involve close to $20 billion.
Numerous other proposals for oil and gas investment are
under negotiation across most of the other republies.

To export its oil, Kazakhstan, in cooperation with
Azerbaijan, the Russian Federation and Oman, is in the
process of finalizing a Caspian Oil Pipeline Consortium
for the purpose of constructing and operating an oil pipe-
line that would connect its oilfields to ports in the Persian
Gulf, in the Mediterranean or on the Black Sca. Oman
will provide the financing for the project, which it is es-
timated will cost between $700 million and $1.5 billion
depending on the route selected.

GROWING DEPENBENCE ON OPEC OIL IN THE 19903

In view of the continuing decline in oil output in the
United States and the former Soviet Union and owing to
the lack of major new discoveries clsewhere, world de-
mand for oil is growing increasingly dependent on the
OPEC supply, particularly from the Persian Gulf area.
For the past decade or so, while depletion has outpaced
reserve additions among other major producers, some
350 billion barrels have been added to OPEC reserves
(see table V.2), Also significant is the fact that these ad-
ditional reserves resulted from relatively small explora-
tion efforts.

The fact that the Persian Gulf alone accounts for
over two thirds of the world total makes it by far the most
important source of the oil needed to meet incremental
global demand in the future. Such a dominant position is



136

WORLD ECONOMIC SURVEY 1993

Toble V.2
World proved oil reserves, 1979 and 1992

End 1979 End 1992
Millions Percentage Miilions Percentage

of barrels of world total of barrels of world total

Developed market economies 58796 92 47326 47
Fastern Europe and former USSR 70000 10.9 59192 59
Developing countries 512545 799 891 266 89.3
OPEC member countries 435 611 679 771 180 713
Other oil-exporting countries 69 930 105 104 963 105
Oil-importing countries 7 004 1.1 15113 1.5
World total® 641 341 100.0 997 784 100.0

Source: UN/DESIPA, based an Oif and Gas Journal, 24 December 1979 and 28 December 1992,

a ‘Totals may not odd up becouse of rounding,

further reinforced by the lower production costs that this
area enjoys relative to the rest of the world.

The large increase in oil production outside OPEC
between the mid-1970s and the mid-1980s resulted prin-
cipally from the development of large discoveries in four
major areas, namely Alaska, the North Sea, Mexico and
the former Soviet Union. Output from those areas, ex-
cept for the Norwegian sector of the North Sea, has more
or less reached a plateau in recent years, Meanwhile, the
finding of comparable new reserves is generally re-
garded as rather unlikely. In recent years, although a
large number of new oil deposits have been found in
many non-OPEC countries, they have tended to be mod-
est in size and much less proportionate to the exploration
activities undertaken.

Although the future course of non-OPEC supplies
cannot be charted with certainty, it is expected that at best
it will stagnate over the rest of the present decade. Pro-
duction growth in Norway and in a number of other
smaller producers will probably be able to compensate
for the continued decline in the United States and other
rapidly depleting oil-producing areas. Supply trends in
the former Soviet Union is uncertain, but output is likely
to drop further before it recovers,

Low oil prices, rising world oil demand and stag-
nation in non-OPEC supplies are powerful ingredients
for a combination leading to a considerable increase in
the demand for OPEC oil. The extent of that demand,
however, will also depend on oil industry developments
in the former Soviet Union, Developments there could
shift demand for OPEC oil, either up or down, signifi-
cantly.

While projections for world oil demand over the
long term vary widely, depending as they do on assump-

tions about economic growth, level of oil prices, energy
efficiency and substitution of other forms of energy,
there is a large measure of agreement among analysts
that oil demand will continue to grow for the rest of this
decade, if only because of the prospective growth in de-
veloping countries.

' Most forecasts currently anticipate that world oil
demand will rise at the rate of 1-2 per cent per annum
over the next several years. This would imply an addi-
tional oil demand of 0.7-1.5 mbd per annum. Latest pro-
jections by OPEC put the average annual rate of growth
in world oil consumption at 1.1 per cent over the period
1990-2000. In this scenario, world demand for oil is ex-
pected to be 5.9 mbd higher in the year 2000 than in the
year 1990, With non-OPEC production remaining virtu-
ally unchanged, OPEC estimates that the call on its oil
will reach 31.4 mbd by the end of this decade. To meet
this call, OPEC would have to expand its current sustain-
able production capacity of some 27 mbd to over 32 mbd
by the year 2000, This would require investment of about
$80 billion over the next five years to maintain produc-
tion at existing fields and to develop additional capacity
from new ones.

Inrtecent years, the growth in the demand for OPEC
oil has led to a shrinking of OPEC’s excess production
capacity. While production capacity may be adequate for
the next few years owing to the rapid expansion of exist-
ing capacity in Saudi Arabia and and the unexpectedly
rapid recovery of Kuwaiti crude production, without fur-
ther investment in new outlets, it is unlikely to be ade-
quate to meet expected additional cil demand during the
latter years of the present decade.

Plans to expand capacity were under way prior to
the Persian Gulif crisis and since then have been acceler-
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ated considerably, particularly in Saudi Arabia and the
Islamic Republic of Iran, The impact of the conflict in the
Persian Gulf on overall capacity in that region proved to
be less dramatic than what had been widely anticipated,
The acceleration of capacity-expansion plans in Saudi
Arabia, the Islamic Republic of Iran and the United Arab
Emirates has largely offset reduced capacity in both Iraq
and Kuwait. Other plans are also being carried out by
some other OPEC members, notably Venezuela.

The prospects for further increase in capacity will
depend to a large extent on whether oil prices willbe ata
level at which they could generate adequate profitability
for committing the costs required to expand capacity. In
retrospect, the sharp decline in oil prices of 1986 can be
seen as having suppressed the development of alterna-
tive sources of energy, discouraged conservation efforts,
limited investment in the upstream sector and stimulated
the demand for oil. Being fully aware of these conse-
quences, most OPEC countries, and especially those
with large oil reserves such as Saudi Arabia, have shown
a greater desire for price moderation, a desire that is, for
a price not low enough to deprive member countries of
much needed revenues yet not high enough to cause
substitution and reduce their share in the world energy
market. Yet, if fow oil prices lead to a steep rise in demand
and fail to attract adequate investment in exploration and
expansion of additional capacities, there are bound to be
supply shortages and acute market tighmess.

In the present environment of relatively low oil
prices, the oil industry is faced not only with replacing
falling production and adding new capacity, but also
with expanding refining and transportation capacities,
This would involve replacing older tankers and adding
new ones, upgrading and building refineries, and invest-
ing in distribution, marketing and other scctors, The cost
of undertaking all these efforts might require an invest-
ment of over a trillion dollars in the 1990s,

In their quest for technology and capital, many
OPEC countries {which not too many years ago nation-
alized their oil assets) have again begun to turn towards
the large foreign oil companies with the offer of joint
ventures and parinership. Caught between its lack of
capital and its eagerness to sustain and improve current
levels of oil and gas exports, Algeria had introduced by
the end of 1991 a new hydrocarbon law designed to at-
tract foreign companies to participate in exploration, de-
velopment and enhanced oil recovery (EOR) activities.
Following that, in early 1992, several oil companies par-
ticipated in an international tender on development and
EOR projects. In addition, the Government has offered
foreign companies equity stake in some oilfields in re-
turn for development and and implementation of EOR
projects. Other producers, such as the Islamic Republic
of Iran, Nigeria and Venezuela have recently also signed
agreements and awarded contracts to a number of inter-
national oil companies.

ENERGY AND THE ENVIRONMENT: THE ISSUE OF ENERGY AND CARBON TAXES

Because of worldwide concern about global warming,
the interaction among energy, the environment and
sustainable development is emerging as one of the
most important issues of the present decade. Many of
the proposals that are being negotiated and the problems
that are being discussed in relation to environment and
development are linked to levels and patterns of energy
consumption and the subsequent emissions of carbon di-
oxide (COz), the main source of the greenhouse effect.

Ever since the start of the Industrial Revolution,
the world has largely depended on fossil fuels for
its energy needs. Today, less than 13 per cent of
global primary energy is derived from other sources,
such as nuclear power, hydropower, wind and solar
sources. Even if there is no further increase in fossil
fuel consumption, present levels of emissions are
bound to add a large volume of new carbon dioxide to
the atmosphere.

The contribution of energy activities to environ-
mental degradation is well documented. Over the past
four decades, a fourfold increase in the consumption of
fossil fuels has produced a corresponding increase in
emissions of carbon dioxide. At present, the combustion
of fossil fucls for transportation, electricity generation,
and industrial, commercial and domestic use emits some
six billion tons a year of carbon into the atmosphere. The
industrialized countries account for 47 per cent of this
emission, the developing countries for 27 per cent, and
the States of the former Soviet Union and eastern Europe
for 26 per cent.

Energy is a basic requirement for economic devel-
opment and fossil fuels will continue to occupy a central
place in the supply of the world’s energy needs in the
foreseeable future. With economic growth and rapid in-
crease in population, energy demand is expected to grow
more rapidly in developing countries than elsewhere,
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probably reaching the same level as that of the developed
countries by the year 2010. Economic growth, however,
is essential for the improvement of the living standards
of the vast majority of the population of the developing
countries. To reconcile the imperatives of economic
growth with the necessity of reducing carbon dioxide
emissions will be a difficult task and can be achieved
only through extensive international cooperation. The
United Nations Framework Convention on Climate
Change opened for signature at the United Nations Con-
ference on Environment and Development, and Agenda
21, adopted by the Conference, affirm that responses to
climate change should be coordinated with social and
economic development, taking into full account the le-
gitimate priority needs of developing countries for the
achievement of sustained economic growth. To thatend,
developing countries should be provided with financial
resources and access to environmentally sound technolo-
gies to enable them to implement the provisions of the
Convention.

The range of solutions to energy-induced environ-
mental problems varies according to the nature and scale
of the problems, but the promotion of improved energy
efficiency and conservation, fuel substitution and the use
of clean energy technologies have emerged as the most
popular and practicable means of limiting future carbon
dioxide emissions. There is substantial potential for im-
proving energy efficiency, particularly in developing
countries and in countries in transition, Technologies re-
quired to use energy more efficiently, particularly in the
power generation sector, already exist. Losses in the
transmission and distribution of power are most often
unacceptably high in many developing countries, ac-
counting for up to one third of the total power generated.
Investments in energy efficiency through upgrading and
rehabilitation of power stations serve not only to reduce
the need for new supply capacity and lower power gen-
eration costs, but also to minimize the environmental
impact.

The quest for solutions to the problem of climate
change has also led to the proliferation of controversial
proposals. Among themare imposition of energy/carbon
taxes and elimination of energy subsidies.

THE EUROPEAN COMMUNITY ENERGY/CARBON
TAX PROPOSAL

With mounting universal concern about atmospheric
pollution and evidence that energy consumption is a sig-
nificant source of carbon dioxide emissions, the Joint
Fnergy/Environment Council of the European Comrmu-

nity (EC) Ministers decided in October 1990 on a com-
mitment to stabilize CO3 in the Community in the 2000
at 1990 levels. Subsequently, the Commission of the
European Communities proposed levying new taxes on
major sources of energy as a way of reflecting environ-
mental costs in the final price of energy. The goal is both
to reduce CO2z emissions and to improve energy effi-
ciency.

The Commission proposed that a tax of $3 per bar-
rel of oil equivalent (boe) be introduced at the beginning
of 1993, rising annually by a $1 per barrel in subsequent
years to reach $10 per barrel in the year 2000. These taxes
would be divided fifty-fifty between an energy compo-
nent and a carbon-content component of the fuel used.
Based on this formula, by the year 2000, the taxes would
amount to approximately $14 per boe for coal, $7 perboe
for natural gas and $5 per boe for nuclear powet (a carb-
on-free form of energy). Except for large-scale hydro-
electric projects, most renewable energy sources would
be exempt.

Under the plan, the taxes must be approved by the
12 EC member nations as well as by the European Parlia-
ment. In the months prior to the United Nations Confer-
ence on Environment and Development, held in June
1992 in Rio de Janeiro, member nations of the European
Community failed to agree on the adoption of the pro-
posed energy/carbon tax. Intense lobbying by industry
and manufacturing groups led to changes in the original
proposal. In its final version, the proposal depended for
its implementation on whether other OECD members,
notably the United States and Japan, took similar action.
The proposal also envisaged exempting certain energy-
intensive sectors, Otherwise, the international competi-
tiveness of European manufacturers would be at a disad-
vantage. Although the EC Commission is still trying to
accommodate further modifications, the prospects for
adoption of the proposal at any time soon look remote at
present.

The various arguments in favour of the EC en-
ergy/carbon tax proposal might also be seen in the con-
text of several observations based on a number of stud-
ies, including those undertaken by the International En-
ergy Agency (IEA), OECD and OPEC. Those observa-
tions include the following:

() Because energy prices vary across countries
and between fuels, it would require different levels of
taxes among countries to achieve the same percentagere-
duction in carbon emissions;

(b) If energy-intensive industries are exempted,
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the taxes will not be as effective and the exclusive pur-
pose of environmental protection will be weakened;

{c} Since the proposal involves a combination of
energy and carbon taxes, it extends beyond fossil fuels,
and therefore imposes a limit on fuel choices. The 50 per
cent portion of the tax that would be charged fo carbon-
free energy industries like that based on nuclear power
will not help the environment, rather will reduce the in-
centive for fuel switching;

(d) Ifenacted unilaterally, the proposed tax would
have considerable trade implications. It may lead to relo-
cation of various industries to countries where energy tax
regimes are less stringent;

(¢) It would reduce the revenues of most energy-
exporting developing countries;

(f) Since the imposition of taxes is expected to
reduce energy consumption in many developed
countries, international energy prices may remain
depressed. Lower prices would subsequently stimulate
demand elsewhere and the associated rise in COz
emissions might partly offset expected gains in the EC
countries;

{g) Because taxes usually distort production, in-
vestment and consumption, the economic costs of im-
posing an energy/carbon tax would adversely affect the
growth of gross domestic product (GDP) and reduce per-
sonal income. Those costs need to be balanced against
the benefits of reducing the danger of climate change,
but present knowledge of this subject is too inadequate
to provide quantification of the welfare implications of
such policies.

Attempts have been made to quantify the eco-
nomic effects of policies aimed at reducing emissions
of carbon dioxide. According to the QECD secre~
tariat’s General Equilibrium Environmental model
(GREEN), as a result of imposing the proposed tax,
EC emissions would be lIower than that of the Business-
as-Usual (BaU) scenario, by 13 per cent in the year
2000 and 30 per cent in the year 2030 (see table V.3). The
Bal scenario (that is, the expected trend of emissions
in the absence of policy actions to limit their growth) pro-
jects a steady rise in global emissions by 2 per cent per
annum. The economic costs to the EC Community would
be a reduction in real GDP relative to the BalJ scerario
of 0.2 per cent in the year 2000 and 0.6 per cent in the year
2030.

These GDP losses are much lower than those pro-
jected by the Global 2100 model. This model has esti-
mated that GDP in the EC would be lower than that of the
baseline scenario by approximately 0.9 per cent in the

Tuble V3.

Implications of the proposed energy/carbon tax
for the European Community

Percentage devintion relative to the Balf scenario

Carbon
Year amissions Real GDP  Realincome
2000 -13 0.2 -0.2
2010 -20 -0.4 -0.6
2030 =30 -0.6 -0.8
205¢ -38 0.6 -14

Source: Jean-Mark Bumniaux and others, The Costs of Reducing
CO2 Emissians: Evidence From GREEN, OECD Economics
Department Working Papers, No. 115 (Paris, OECD, 1992),p. 39.

year 2000 and by 1.3 per cent in the year 2030. Because
the welfare costs of carbon taxes vary directly with the
existing level of energy taxes, it has further estimated
that those costs would be nearly three tirnes greater in
Western Europe than in the United States. The difference
in projections illustrates the difficulty in evaluating the
impact of such policies.

VARIATIONS IN ENERGY PRICES IN THE
OECD COUNTRIES

Traditionally, energy taxes have been used to genecrate
government revenues. However, excessive energy taxa-
tion has led to a wide variation in end-use energy prices
across countries and between fuels. In the OECD, for ex-
ample, while oil products and, in particular, gasoline are
taxed heavily everywhere, coal is hardly taxed anywhere.
Asindicated in table V.4, the implicit average taxes on the
carbon content of energy in the OECD countries in 1588
varied from a low of $28 per ton of carben in the United
States to more than 3200 per ton in France, Italy and Swe-
den. In the case of oil, they ranged from $65 per ton of
carbon in the United States to over $300 in France and It-
aly. However, coal, the most pollutant of the fossil fuels,
was untaxed, or taxed lightly in a few countries, and even
subsidized in others.

It is estimated that the 1991 average end-use price
of gasoline in the OECD varied from a low of $48 per
barrel ($1.15 per gallon) in the United States to a high of
$197 per barrel ($4.7 pergallon) in Italy. By comparison,
international oil prices averaged about $18.5 per barrel
in 1991. Although there was some variation in before-tax
prices among countries, the main reason for the very
large disparity in prices was the level of the taxes levied
on oil products. The level of taxation imposed on gaso-
line in the OECD countries was indeed remarkable, as in-
dicated in figure V.4, It ranged from about $150 per bar-
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Table V4.
Average implicit carbon taxes in OECD, 1988

Dollars per ton of carbon

Natural

Qil gas Cosl Total
Australia 178 0 0 61
Austria 267 39 4] 150
Belgium 162 35 0 86
Canada 108 ] g 52
Denmark 297 110 0 147
Finland 200 0 0 107
France 351 38 G 229
Germany 212 23 0 95
Ireland 2717 4 0 139
Italy £V 80 0 223
Japan 130 2 0 75
Netherlands 221 27 0 89
New Zealand 235 0 ] 17
Norway 258 0 0 182
Portugal 205 13 0 147
Spain i76 19 1] 112
Sweden 268 13 6 214
Switzerland 224 2 18 198
United Kingdom 297 0 0 107
United States 65 G 0 28

Source; UN/DESTPA, based en Peter Hocller and Jonathan
Coppel, Energy Taxation and Price Distortions in Fossil Fuel
Markets: Some Implications for Climate Change Policy,
OECD Economics Department Working Papers, No. 110
{Paris, OECD, 1992), p. 19

rel ($3.57 per gallon) inItaly to $16 per barrel (30.37 per
gallon) in the United States.

Because of the large taxation imposed on petro-
leum products by the European Community, it has been
estimated that total tax revenues received by the EC Gov-
ernments in 1981 amounted to approximately $210 bil-
lion for a 10.3 mbd consumption level. Oil exporters
would get export revenues in the order of $64 billion for
the same volume of oil. Such relative magnitudes have
been highlighted by some OPEC members, particularly
Persian Guifregion producers, to contest the policy pro-
posal by the EC to levy additional taxes on oil products,
over and above existing ones.

Several OECD countries are currently in the proc-
ess of restructuring their energy tax systems so as to in-
ternalize environmental costs. Over the past three years,
five European countries (Denmark, Finland, the Nether-
lands, Norway and Sweden) have imposed CO2 or carb-
on taxes. However, because various categories of energy
users, particularly coal users and energy-intensive indus-
tries, are exempted in some of those countries, the net ef-
fect of the taxes cannot be expected to reduce emissions

significantly. Unless policies aimed at reducing emis-
sions are more stringent and actually correlated with the
carbon content of the fuel regardless of its type, they are
bound to have little effect on global CO; emissions.

THEUNITED STATES ENERGY TAX PROPOSAL

The energy tax proposed by the new United States Ad-
ministration in February 1993 would help lower the
budget deficit, encourage conservation, reduce oil im-
ports and meet environmental goals. It would also alter
costs unevenly among producers of oil, natural gas and
coal. By design, this tax is based on the heat content of
each fuel, as measured by the British thermal unit (BTU).
Under this tax programme, crude oil would be taxed at
morte than twice the rate applied to other forms of energy.
The proposal is to impose a tax of 59.9 cents per million
BTU for oil and 25.7 cent per million BTU for natural
gas, coal, and nuclear and hydroelectric energy. Only so-
far and wind energy are to be exempted from the tax.
These taxes, if approved by Congress, would be phased
in over three years starting in July 1994, and would take
full effect in July 1996.

In the case of oil, the tax would be imposed on the
crude oil delivered to refineries. Regardless of its grade,
a barrel of crude oil would be calculated as equivalent to
5.8 million BTY, and fhis would result in a tax of $3.47
per barrel, or 8 cents per gallon.

The United States Department of Energy has esti-
mated that the proposal would generate revenue amount-
ing to $1.5 billion in 1994 and $16.4 billion in 1996.
Over the first five-year period, the federal Government
will collecta cumulative $71 .4 billion in revenuesasare-
sult of this tax. It has also been estimated that by the year
2000, oil imports will have been reduced by 0.35 mbd
and the trade deficit cut by $18 billion. As aresult of this
tax, oil consumption is expected to fall 1.9 per cent from
its projected level by the year 2000, while gas consump-
tion is anticipated to decline by 1.2 per cent. Overall,
greenhouse gas emissions are expected to drop by about
25 million tons per year, representing about 2 per cent of
United States emissions per year.

Despite objections, particularly from the oil indus-
try, the proposed tax is expected to be enacted because of
some obvious arguments in its favour. The most powerful
of these is based on the fact that energy prices have not
kept pace with other prices in recent years and that those
prices are much lower than in other industrialized coun-
tries. A case in point is gasoline, which is two to four
times more costly in Western Europe and Japan than in
the United States. Gasoline prices, adjusted for inflation,




WORLD ECONOMIC SURVEY 1953

141

are now some 15 per cent lower than they were in 1973.
Furthermore, with the improved fuel economy of motor
cars in recent years, the cost per mile of driving has been
reduced considerably,

ENERGY SUBSIDIES

While taxes on fossil fuels, especially oil, are already
high in many industrial countries, energy subsidies are
large in many developing countries as well as in eastern
Europe and the former Soviet Union. The World Bank
has estimated energy subsidies worldwide to be in excess
of $230 billion per year, a figure representing some 20-
25 per cent of the value of world fossil fuel consumption

Figure V4,
Gasoline prices and taxes in OECD, 1991

per year at current international energy prices. It is esti-
mated that removal of such subsidies would reduce
global emission of carbon dioxide by 9 per cent, How-
ever, because this fall in consumption would be expected
to depress world energy prices and subsequently Jead to
higher consumption in non-subsidizing countries, the
net effect of the elimination of those subsidies would be
a 5 per cent drop in global emissions,

Figure V.5 illustrates the extent of energy subsi-
dies among various countries. The largest subsidizers are
the former Soviet Union, China and Poland. Given the
fact that the States of the former Soviet Union ac-
counted for nearly 20 per cent of world energy consump-
tion and that domestic energy prices amounted to only
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Figure V5.
Estimated annual fossil fuel subsidies
Biliions of dotiars
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Sonrce; UN/DESIPA, based on Bjorn Larsen and Anwar Shad, World Fossil Fuel Subsidies and Global Carbon
Emissions Working Paper Series, No. 1002 (Washington, D.C., World Bank, October 1992}, p. 5.

about 10 per cent of world prices, energy subsidies in
those States wereestimated at $172 billion, a figure ac-
counting for nearly 75 per cent of world subsidies.
It should be noted, however, that estimates of energy
subsidies in the former Soviet Union may involve a
wide margin of error owing to exchange rate vari-
ations.

In addition to providing local, regional and global
gains from COy reduction, elimination of energy subsi-
dies is expected to improve welfare in both subsidizing
and non-subsidizing countries, The World Bank has esti-
mated annual welfare gains from the removal of those
subsidies amounting to about $22 billion in subsidiz-
ing countries. Because removal of energy subsidies is
expected to induce a fall in energy consumption and
therefrom a drop in world energy prices, the annual
bills of energy importers in Japan, the United States
and Western Europe are expected to be reduced by a

combined $14 billion. However, energy exporters
would experience welfare losses owing to lower export
prices.

The practice of providing energy subsidies is not
only confined to developing countrigs and countries in
transition, but applied in several developed countries as
well. It has been estimated that subsidies and price sup-
port measures for coal producers in five OECD countries
(Belgium, Germany, Japan, Spain and the United King-
dom) totalled approximately $11 billion in 1991. Other
OECD countrics also provide financial support in vari-
ous forms to their coal producers. Past arguments put
forward in some of those countries in support of domes-
tic production in inefficient coalmines may no longer be
valid in view of the diminishing threat of supply securi-
ties. Removal of these subsidies would not only correct
energy pricing distortion, but also reduce coal consump-
tion and thereby cut carbon emissions,
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corrigendum) and World Economic Survey, 1992 (United Na-
tions publication, Sales No. E.92 11.C 1 and corrigendum).
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in the 1990s, sece World Economic Survey, 1992,p. 107.
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VI

Undernourishment and famine in developing countries

ne of the great anachronisms of the present day is
Othat, while the world produces enough food to mect
the requirernents of its entire population, a large number
of people, mostly in developing countries, go hungry or
are malnourished and many still starve to death every
year, This anachronism was emphasized in the World
Declaration on Nutrition, adopted at the 1992 Interna-
tional Conference on Nutrition.'

Perhaps as many as 780 million or 20 per cent of the
population of the developing countries are undernour-
ished. The proportion is on the decline in the developing
countrics as a whole, in Asia and North Africa, butnot in

sub-Saharan Africa or Latin America. Neither do all
groups of the socicty suffer undernourishment and hun-
ger equally. Some are more vulnerable than others.
Famine, the extreme form of deprivation, killed hun-
dreds of thousands as recently as 1992,

All these points raisc complex issues, of which
availability of food is only one, though a critical one.
These are predominantly concerns of national economic
and social policics and these policies are often greatly in-
fluenced by intemational systems of food trade. More-
over, food aid and timely international intervention can
save many from starvation.

UNDERNOURISHMENT AND THE WORLD FOOD SYSTEM

UNDERNOURISHMENT IN THE PEVELOPING COUNTRILS

The global adequacy of food supplies

In 1988-1990, the dictary cnergy supplics (DES) in the
world were caleulated to be 2,700 calories per capita per
day: in the developed countrics 3,400, and in the develop-
ing countrics 2,470 * The cut-off point established by the
Food and Agriculture Organization of the United Na-
tions {(FAQ) for the chronically undernourished ranged
between 1,761 and 1,836 calories per capita per day, de-
pending on the region, with an overall average of 1,784}
In other words, with distribution of the available foed
supplies strictly according to nced, at the global fevel and
even within the developing countries themselves as a
group, there would, theoretically, have been enough food
to go around to prevent chronic undernourishment
There is indeed no global scarcity of food supplies.
World stocks of grains® in 1991/92 amounted to
325 million tons, equivalent to 19 per cent of world
cereal consumption, whercas FAOQ caleulated that the
minimum nccessary to assurc world food security wag
17 per cent. In the 1980s, world stocks never fell below
this minimum level of 17 per cent.® World imports of all

cercals amounted to 209 million tons, equivalent to
11 per cent of production. The total cereal production of
sub-Saharan Africa, the region that has caused most con-
cern for food production shortfalls, was 60 million tons in
1992, and its imports were nearly 13 million tons. At the
global level, any African shortfall could casily have been
made up by imports. World stocks were less than the en-
tire production of China, at 397 million tons. Yet, if an
unheard of catastrophe had, for instance, destroyed the
cquivalent of all cercal production in China, world pro-
duction and world imports would have increased: pro-
duction in arcas with later harvests would have re-
sponded to the price riscs that such a shortfall would have
brought about, and farmers would have diverted much of
their own production from use as animal feed to sale on
the market. It is difficult to visualize any disaster that
could challenge the capability of the world food system
to supply the food needed to keep entire populations
alive. In sum, the world has created a world food sys-
tem in which “almost anyone in the world, if he or she
has the means to do so, can have access to the world's
supply of food if his or her government permits such

»h,

access”,” and if he or she has the means to acquire that
supply.
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The “entitlement” and the “availability" approaches

Given the overall global adequacy of food supplies, the
question arises why hunger and malnutrition persist in
many parts of the world, and why famine is a frequent
occurrence. In a world where rapid advances in commu-
nication and transportation have made it possible to de-
liver supplies of food to almost any community, the fact
that people are dying calls for explanations that go be-
yond availability and the primary causes of hunger and
malnutrition —poverty and a lack of education.”

The “entitlement” approach, more fully developed
later, which emphasizes upholding the purchasing power
of consumers during a time of scarcity, goes a long way
in explaining why famines occur? It complements the
“availability” approach which looks at food balances—

production, consumption and movements in stocks of

food—at the national, regional and global levels but does
not take into account the ability of individuals to pur-
chase food and cannot explain how starvation has
occurred when there were adequate food supplies at the
national level.

Measurement of undernourishment and malnutrition

There are four broad ways to examine the extentofinade-
quate food supplies. The first would be to estimate the
number of people who do not receive adequate supplies
of food to give them the energy their physical activity re-
quires. The second would be to look at the physical re-
sults of undernourishment by comparing body weights
and heights in one country with the norm, based on an
adequately fed individual. A third approach is to look at
the number of people affected by a lack of specific micro-
nutrients in their food intake. A fourth approach is to
look at those wha do not enjoy food security, defined in
terms of the ability to obtain sufficient food whenever
necessary.

Calculating the number of the hungry
or undemourished

Hunger and undernourishment are essentially medical
phenomena and the only reliable method to ascertain the
number of people who are undernourished would be
through extensive medical examinations. Expenditure
on food, or even analysis of diets, cannot provide an ac-
curate assessment of an individual’s nutrition status, be-
cause his or her overall medical situation and physical
activity and the resulting nutrition requirements have to
be taken into account, It is obviously impossible for such
extensive examinations to be undertaken, especially in

the poorer countries where hunger is most prevalent, and
so estimations, based npon incomplete data and various
assumptions, have to be made.

One indicator of the extent of undernourishment in
the developing countries is the combined population of
those countries where the average supply of food is be-
low a certain level. This method assumes that food sup-
plies are divided equally within a country, or, rather, that
all are equally undernourished and, similarly, that all those
in a country whose average supplies were above the cut-
off point received sufficient nourishment. The movement
of a large country, particularly China or India, from one
category of countries to another could drastically change
the estimates of world hunger if this method were used.

Table V1.1 shows the estimates for the total number
of people living in countries where average per capita
food supplies, measured in terms of calories a day, were
in specific ranges. Comparing averages is very difficult,
because much depends on the population composi-
tion—the males and females in the different age groups,
and the levels of activity undertaken, with, for instance,
aman engaged in heavy physical activity requiring more
than a light woman with a sedentary occupation. How-
ever, the estimates do indicate an improvement in the nu-
tritional situation of developing countries.

In 1962, almost 80 per cent of the population of the
developing countries lived in countries where the aver-
age level of dailly calorie intake was under 2,100, a barely
minimal level. The total number of people living in such
countries was neatly 1.7 billion and included the popula-
tions of China and India. By contrast, in 1989, nearly
9 per cent of the population of the developing countries
lived in such countries, while China and India had in-
creased their food supplies to move out of this category.
The number of people involved was 334 million. Simi-
larly, the number of people living in countries where av-
erage food supplies were at apparently reasonable levels,
above 2,700 calories per day, expanded, with less than
2 per cent of the population of the developing countries
living in such countries in 1962 and nearly 17 per cent
doing so in 1989. The numbers involved rose from
35 million to 650 million.

Even if China and India are excluded from the cal-
culations, a considerable improvement was seen. In this
case the percentage of those living in countries with an
average calorie intake under 2,100 calories per day fell
from 56 2 percent of the sample to 16.6 per cent, and the
percentage of those living in countries with an average
intake above 2,700 rose from 3.4 per cent to 32.4 per
cent.
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Table V11,
Number of people living in countries with average daily per capita
food supplies in given ranges, 1962-1989
Calorie 1952 1970 1980 1989
Millions
Under 2,000 1581 (456) 1046 (230) 197 123
2,000-2,100 114 746 (190 T (82) 211
2,100-2.300 176 338 483 1425 (589)
2,300-2,500 196 230 1234 (256) 212
2,500-2,700 38 176 103 1327 (225)
2,700-3,000 14 55 203 286
Gver 3,000 21 24 190 3465
Total 2140 (1015 2616 (I 245),. 3271 (1 604) 31950 (2012)
Percentoge
Under 2,000 739 (449) 400 (18.35) 6.0 (12.3) 31 (6.1)
2,000-2,100 53 (1.2 285 (154) 236 (5.1) 53 (10.5)
2,100-2,300 82 (113 129 (2712 148  (30.1H) 36.1 (29.3)
2,300-2,500 92 (193 88 ({1B.5) 317 (160 54  (10.5)
2,500-2,700 1.8 3.7 67 (14.1) 31 (6.4) 336 (112
2,700-3,000 07 (14) 21 (4.4) 90 (183) 72 (142)
Over 3,000 10 zn 09 (1.9) 58 (18 9.2 (182)
Total 10060 (100.0) 100.0 (100.0) 100.0  (100.0) 100.0 (100.0)
Memorandum
Under 2,160 792 (562) 685 (338 296 (17.4) 85 {16.6)
Over 2,700 1.6 (3.4) 3.0 (6.4) 148  (30.1) 16.5 (32.4)

Source: Nikos Alexandralos, “World agriculture and food and nutrition prospects of the developing countries”. Paper presented at the confer-
ence, “Seience and clhics at the dawning of the (hird mitlennium™, Varenna, Ttaly, 28-30 September 1992,

Note: Figures in parentheses exclude China and India

To estimate the number of those who are actually
undernourished requires a definition of “undernourish-
ment”, and an agreed method to measure whether indi-
viduals fit this criterion. In one method, this number is
defined as that of persons who, on average, during the
course of a year are estimated to have food consumption
levels below those required to maintain body weight and
support light activity.” The method employed by FAQ'®
is based upon calorie requirements. Those who failed to
obtain the required calories were classified as “chroni-
cally undernourished”.

The results for the different regions in the develop-
ing countries are given in table VI.2. The percentage of
the population of the developing countries that was esti-
mated to be undernourished fell in the past two decades
from 36 per cent to 20 per cent, fargely because of a sharp
improvement in the picture in Asia, where the numbers
of the undernourished fell from about 750 million in
1969-1971 to about 530 million in 1988-1990. The per-

centage of the Asian population that was undernourished
fell between 1969-1971 and 1979-1981 as well as be-
tween 1979-1981 and 1988-1990, and was less than
26 per cent in the latter period. Whereas in 1969-1971
nearly 80 per cent of the undernourished people in the
world were in Asia, at the present time the figure is about
67 per cent. Considerable progress was made in China,
where the proportion of the population that was under-
nourished fell between 1975 and 1990 from about 40 per
cent to 20 per cent."

In sub-Saharan Africa, the situation deteriorated in
both the 1970s and the 1980s, in both absolute and per-
centage terms. Whereas only 10 per cent of the under-
nourished people in the world were in sub-Saharan
Africain 1969-1971, at the present time, over 20 percent
are. The absolute number of the undernourished in sub-
Saharan Africa almost doubled between 1969-1971 and
1988-1990.

In the Near East and North Africa, the situation im-
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Table V1.2,

Estimates of chronic undernutrition in the developing countries

Undernourished”

Total  Percentage

population of total
Year  {millions)’  pepulation Millions
Sub-Saharan Africa 1969-1971 268 35 94
1979-1981 358 36 129
1988-1990 473 37 175
Near East and North Africa® 1969-1971 180 23 42
1979-1981 236 10 23
1988-1990 301 8 24
Asia 1869-1971 1 880 40 751
1979-1981] 2311 28 645
1988-1990 2731 19 528
Latin America and Caribbean 1969-1971 281 19 54
1979-1981 357 13 47
1988-1990 433 13 59
Total 1969-1971 2609 36 941
1979-1981 3262 26 844
1988-1990 3938 20 786

Sonree: Nikos Alexandratos, “World agriculture and food and nutrition prospects of the developing countries”, p. 20

[ Persons who, on average during the course of a year, are estimated to have food consumption levels below
those required to maintain body weight and support light activity, This threshold tevel (ranging from an
average of 1,760 calories per persen per day for Asia to 1,985 for Latin America) is sct equat to 1.54 times the
basal metabolic rate. For more explanations, see FAQ, “World foed supplics and prevalence of chronic under-
nutrition in developing regions as assessed in 1992" (BSSMMISC//92).

Population data may differ from those in other fables because of minor diffcrences in country coverage.
[ Near East in FAO data includes Afighanistan, Balrain, Cyprus, Egypt, Islamic Republic of Liun, traq, Jordan,

Kuwait, Lebanon, Libysn Arab Jamahiriya, Oman, Qatar, Soudi Ambia, Sudan, Syrian Arab Repubiic,
Turkey, United Arab Emirates and Yemen. Nonh Africa includes Algeriz, Morocco and Tunisia.

proved considerably between 1969-1971 and 1979-1981
in percentage and absolute terms, but after 1981 progress
slowed down, and the absolute number of undernour-
ished increased,

Similarly, in Latin America and the Caribbean the
situation improved considerably between 1969-1971
and 1979-1981, with the absolute number of the mal-
nourished and their share of the total population falling.
In the 1980s, however, the number of the undernourished
rose to exceed its level in 1969-1971 and the percentage
of the region’s population that was undernourished re-
mained static. These trends in Latin America appear to
confirm earlier concerns that, in spite of adjustment
efforts, the debt crisis of the 1980s had in factled to a
deterioration of living standards,

In all, the total number of undernourished people
in the world is estimated at 780 million, equivalent to
20 per cent of the population of the developing coun-
tries. This figure has now received wide international
acceptance.

Anthropometric measurements of malnutrition

Two groups are thought to be particularly affected by
inadequate nutritional supplies: children and women.”
In the case of the former, adequate supplies at an early
age are important for their physical and psychological
development. Inadequate supplies can slow down their
cognitive development and make them more susceptible
to disease. Similarly, women’s essential functions of
bearing and nurturing healthy children are jeopardized
by inadequate nutritional intake. Deviations from nor-
mal bodily relationships in the course of growing up—
weight from expected body weight for age, weight from
expected weight-for-height, and height from expected
height-for-age——can indicate nutritional deficiencies. It
was estimated that the percentage of children under five
who were seriously underweight for their age' in devel-
oping countries fell from 42 per cent in 1975 to 38 per
cent in 1980 and then to 34 per cent in 1990, but the
absolute numbers affected rose from 168 millionin 1975
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to 184 million in 1990 (see table VI.3). Underweight
prevalence in South Asia remained the highest in the
world, at 59 per cent, compared to 34 per cent in all
developing countries and 30 per cent in sub-Saharan
Africa. The percentages in Bangladesh, India and Nepal
wete all over 60 per cent in the 1980s. The absolute num-
ber of underweight children in South Asia was over 100
million and accounted for over half the world total of 184
million.

It was estimated that in the 1980s 45 per cent of
women between the ages of 15 and 49 in the developing
countries were underweight (under 45 kilograms).

Micronutrient deficiencies

One very comsnon micronutrient deficiency is that of
iron, one result of which is anaemia. A total of 370 mil-
lion women—42 per cent of those between 15 and 49
years—were anaemic in the 1980s (see table V1.4). Indi-
cations were that anaemia prevalence might be increas-
ing in South Asia and sub-Saharan Africa.

Deficiency in vitamin A affected at least 40 coun-
tries, and resulted in blindness in up to half a million
schoolchildren a year, out of an estimated 14 million,
with resulting eye damage. Up 1o one billion people are
atrisk of some degree of iodine deficiency, which causes

Table VI.3.
The prevalence of underweight children” in developing countries
Percentages Milliens
Region 1975 F980 §994 1975 1980 1990
Sub-Saharan Africa 31 29 30 185 199 282
Near East and North Africa 20 17 13 52 5.0 48
South Asia® 68 64 59 906 899 1012
South-East Asia® 44 39 3 243 228 199
China 26 24 22 208 205 236
Middle America and Caribbean 19 I8 15 34 3.1 3p
South America 16 9 8 48 3.1 28
Total 42 38 34 168 164 184
Source: ACC/SCN, Second Report on the Werld Nutrition Situation, vol. | (Geneva, October 1992).
a Includes all children under 60 months.
Afghanistan, Bangladesh, India, Islamic Republic of lran, Nepal, Pakistan ard Sri Lanka.
c Cambodia, Indenesia, Loo People’s Democratic Republic, Malayst, Myanmar, Papun New Guinea, Philip-
pines, Thailand and Viet Nam.
lable Vi 4.
The prevalence of anaemia in women (15-49 years old) by region in the 1980s
Pregnant”® Non-prtgnnn!b Tonl Total
Region {Pescentages) (Millicns)
Sub-Saharan Africa 50 40 42 41
Near East and North Africa 44 k3| 33 15
South Asia 64 64 64 158
South-East Asia 36 47 48 57
China 34 26 26 75
Middle America and Caribbean 34 27 28 9
South America 31 21 23 15
Total 51 41 42 370
Source: ACC/SCN, Second Report on the World Nutrition Simation, vol. I (Geneva, Oclober 1992).
a Proportion with haemoglobin below ] g/dl

b Proportion with haemoglobin below 12 g/dl.
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mental retardation. 1t is estimated that there are up to six
million people with overt cretinism in the world.

Food security

The FAO definition is that “a household is food secure
when it has both physical and economic access to ade-
quate food for all its members and when it is not atun-
due risk of losing such access™."” The connection be-
tween food security and nutrition is that “food security
is a necessary, but not of itself sufficient, condition
for nutritional well-being, Nutritional well-being takes
into consideration the nufritional quality of the house-
hold diet and absence of disease and adverse health
conditions as well as household management abili-
ties (such as time, non-food resources knowledge/
practices)”.'

The concept of food security can be usefully ex-
tended from the level of the household to the local, na-
tional, regional and global levels. The International Fund
for Agricultural Development (IFAD) devised a measure
of food security at the national level that takes into ac-
count the existing level of per capita food consumption
as a percentage of requirements, the growth in per capita
consumption of food, and also the variability in con-
sumption (as measured by the standard deviation). Simi-
larly, the production picture was included, with the level
compared to a base year, the self-sufficiency ratio
(calculated as the ratio of domestic production to domes-
tic absorption) and the variability in production enter-
ing into the calculation. This index was calculated for
113 developing countries - 23 in Asia, 45 in sub-Saharan
Africa, 13 in the Near East and North Africa, and 32 in
Latin America and the Caribbean.”

According to this index, 37 countries had low food
security in 1988, of which 21 were in Africaand 22 were
feast developed countries. Of the 30 countries with high
food security, 12 were in Asia and only 2 were least de-
veloped countries. Of the 46 countries with medium
food security, 16 were in Latin America and 22 in sub-
Saharan Africa.'®

Implications of the data

There has been considerable discussion of the reliability
and the implications of the data on nutrition.”” In pat-
ticular, in the African and Asian figures, the number of
the undernourished appear to contradict the results ob-
tained from the anthropometric measures for children
and the prevalence of anaemia among women, Accord-
ing to the calculations, a higher percentage of the popu-
lation is undernourished in sub-Saharan Africa than in

Asia—and yet there are relatively more underweight
children and anaemic women in Asia.

Part of the answer could be that the status of chil-
dren and women in Asiais less favourable than in Africa.
In particular, discrimination could result in girls and
women receiving relatively lower amounts of food than
men. Thus, the intra-household distribution of food in
Asia could cancel out some of the advantages of a higher
level of overall food supplies than in Africa.

Another part of the answer could be underreporting
of production in Africa®® It has been pointed out that it
is difficult to estimate production from sales as much
food in Africa is not marketed. Furthermore, in Affica,
the harvested area can vary considerably from year to
year in response to rainfall and other vagaries and much
African agriculture consists of roots and tubers where it
is very difficult to estimate yields. Cassava, for instance,
can remain in the ground for three years without losing
its nutritional value. Finally, minor crops are important
in many parts of Africa and estimates on their production
are subject to wide margins of error. In sum, estimating
production is especially difficult for Africa.

Also, in the methodology used to calculate the
number of undernourished people (see note 10), much
depends on the mean availability of calories and the as-
sumed shape of its distribution. If the production statis-
tics were to give too low a picture of actual calorie sup-
plies and the true mean DES was in fact higher than the
estimated mean, then there would be a smaller percent-
age of those estimated to be undernourished. Similarly,
if the distribution were to be more nearly equal than was
assumed, this percentage would also fall. With the mean
DES lying close to the cut-off point, fairly small differ-
ences in its estimation, and in the assumed shape of its
distribution, can make relatively large differences to the
estimates of those who are undernourished. There are
lower and upper limits to individual food consumption
dictated by physiology, and it is generally found that, in
countries with low average supplies, the distribution of
food is more equal than in countries with medium levels
of supplies, and that in countries with high average sup-
plies, the distribution is also more equal.

Anthropometric measurements provide a good
but not infallible guide to the actual state of nutrition: it
is argued that people can in fact be “small but healthy™.
Moreover, the reason why children in developing
countries are not as tall or heavy as those in developed
countries is notsimply aresult of undernourishment, but
also of an unsatisfactory non-food environment-—
poor hygicne, sewerage and sanitation and inadequate
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attention by a mother who has to spend her time in such
activities as fetching water or firewood, and who could
have insufficient knowledge as to the nutritional needs
of her children.

The food security index is helpful in showing the
vulnerabilitics that face a country. However, it does not
give full information on the actual food security situation
facing the population. The first reason is that it does not
take into account the ability of a country to generate suf-
ficient foreign exchange to purchase all the food neces-
sary. Even if domestic production is low and variable and
food imports are, as aresult, highly variable—as, in par-
ticular, in small island countries, such as Grenada and
Malta—the ability to pay for such imports from otherex-
port earnings could result in a largely satisfactory nutri-
tional picture. In this conncction, Oman, a country
whose food self-sufficiency was the lowest in the
world—1 per cent—and which was the second most
food insecure country in the world, is clearly able to ob-
tain all the food imports it needs: as long as it has oil and
the oil price does not collapse.

The second problem with this index is that it does
not take into account the internal situation of a country
and, in particular, the poor infrastructure in many low-
income countries that prevents an optimal distribution
of food between regions within a country. Also, it does
not show the effects on food distribution of different
carnings capabilities among households.

Howgver, in spite of the diserepancies among the
data as to the numbers involved, a fairly consistent pic-
ture emerges of the direction of change in the developing
countries. The number of undernourished people in sub-
Saharan Africa has increased in absolute terms and as a
percentage of the total population in the past two dec-
ades. Sub-Saharan Africa’s food situation is also more
insecure than that of the other continents. The situation
in Asia has improved considerably in the past two dec-
ades, although, because of the sheer size of its total popu-
lation, it remains the continent with the largest number
of undernourished people. Its food security appears
higher than that of sub-Saharan A frica. In Latin America
and also in the Near East and North A frica, the improve-
ment in the nutrition picture that had been seen in the
1970s either slowed down or was reversed in the 1980s.

Intra-family relationships and nutrition:
the place of women and children

Discussions on the problems with the data on nutrition
and on shortcomings in any indicators of food security

have drawn increasing attention to some very important
factors in the nutrition picture. One factor is the close re-
lationship between poverty, which reduces entitlements
to food, and malnutrition. Another is the intra-family dis-
tribution of food, and, in particular, the role of women in
the food system. The third factor is that good nutrition
must be seen as part of a broad spectrum of issues that
comprise health and hygiene concerns and the ability of
women to provide these essential services within the
family. Unless policies address, or at least take into ac-
count, these socio-economic factors, they are unlikely to
achieve the expecied results.

In the developing countries, most of the chronically
undernourished, about 80 per cent of the total, live in
rural areas.”! However, with the continued drift to the
towns and the lack of job opportunities there, urban pov-
erty and hunger is assuming ever greater importance.

In both rural and urban areas in some developing
countries, what food is available may not be distributed
according to need within the household. Female mem-
bers of a poor household are usually worse off than male
members because of gender-based differences in the dis-
tribution of food and other entitlements within the fam-
ily. In some areas, women and children tend to be fed
after the menfolk, the girls afler the boys.

The intra-family inequality and disparity of entitle-
ments is particularly paradoxical in that in the rural areas
of developing countries, women play a vital role in the
production of food. As labourers for hire and on the fam-
ity farm, women produce more than half the food in
developing countries, and as much as three fourths in
Africa; they probably account for more than 90 per cent
of all time spent processing.® In addition, they play a
substantial part in storing, processing and marketing
food and eash crops.

Women farmers face multiple obstacles to achiev-
ing their full productive potential. Women as workers
face the double burden of high energy expenditure and
low return for their effort. Disproportionate work bur-
dens fafl on women, especially during periods of peak la-
bour demand. Women also encounter difficulties in ob-
taining access to improved seeds, new crop varieties,
knowledge about improved cropping systems, and other
forms of technology. Because they are poor and most of
their productive activities are not market oriented, pro-
jecot designers, credit officials and extension staff too
often assume that women can afford neither to purchase
modern inputs nor to reimburse credit. Women's lack of
legal rights to the land they cultivate also often circum-
scribes their membership in farmers’ organizations and
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hence their access to inputs, services and credit, while
those crops that women tend to produce, their livestock
activities and especially their crop processing and stor-
age have received relatively little attention in agricultural
research and technology development programmes.®
Concern with household security has begun to shift the
focus ofresearch, extension and input supply towards the
food sector, but rural women have yet to obtain adequate
access to improved inputs.

While the Governments of developing countries
are becoming aware of the role of women in food produc-
tion and food security, macroeconomic and agricultural
polices and programmes in many countries have not ade-
quately helped rural women to make use of available re-
sources. In many countries, agricultural developmentac-
tivities directed at rural women have taken the form of
smallprojects such as dairying, poultry raising and vege-
table gardening. Often the importance of these projects
to the mainstream development effort is not appreciated
and, as a result, they suffer from inadequate funding and
policy support. Some of the projects geared to assist
women also take the form of small components linked to,
but not necessarily integrated into, larger agricultural
and rural development programmes.

It has become increasingly clear that targeting
benefits to the poor in gencral, and hoping women will
get their share, docs not work. Even when certain mini-
mum levels of household food security, health environ-
ment and access to services have been reached, much
depends on how the individuals in the household, par-
ticularly women, discharge their functions.

Women are not just important for the production of
food, but also for its preparation and distribution within
the household. The education level of mothers alone, in-
dependent of household income, is positively related to
a better nutritional status of children and to lower infant
mortality. Nutritional education programmes are re-
ported to cause substantial behavioural change, as dem-
onstrated by projects in the Gambia, Honduras, Indone-
sia, the Federated States of Micronesia, the Philippines
and the United Republic of Tanzania*' These ate likely
to have a greater effect on nutritional outcomes ifaccom-
panied by programmes designed to increase demand for
the appropriate foods. In Morocco, education plus food
supplements was reported to produce a better nutri-
tional situation than supplementation alone.** Maternal
education influences child health by ensuring better
management of household resources. Maternal educa-
tion is also frequently associated with greater use of
health-care services, lower fertility rates and more child-

centred care-giving behaviour. With increasing educa-
tion, women have more power within the family to allo-
cate resources for food and other items needed for their
children’s health and welfare.

A distinction needs to be made between women's
basic education/literacy and nutrition-oriented educa-
tion. Experience has shown that, although female liter-
acy is positively associated with nutritional improve-
ment, the nutritiona! status of children can be improved
in a very short period of time, through well-crafied and
appropriate nutritional education programmes directed
at mothers who may be illiterate.

Measures to alleviate hunger and prevent
malnutrition

The importance of paying special attention to women in
policy formulation reflects the vital role that they play in
food production and distribution. It also reflects the new
development paradigm which is based on the realization
that it is necessary to “maximize the resources of the
rural poor, especially women, and provide an enabling
policy and institutional framework for them”* This
paradigm is essentially based on the empowerment of the
poorer and more disadvantaged members of society.

In many instances, it has been the poor themselves
who seized the initiative to gain greater control over their
own destiny and resources. In many cases, these local
grass-roots initiatives had a very strong food and nutri-
tioncomponent.”” Asthey responded to a need perceived
by the participants, and involved what they considered
the most appropriate response, they could be expected to
be highly effective.

Government measures to alleviate hunger and pre-
vent malnutrition include food subsidies, ration shops
for staple foods and supplementary food programmes. In
many of these programmes, the direct involvement and
empowerment, primarily through education, of the tar-
geted beneficiaries were essential elements.

As the examples given below demonstrate, the ex-
act form of nutrition intervention that the Government
decides upon varies widely among countries, depending
upon the country’s administrative capacity and the par-
ticular set of circumstances it confronts. The factors that
have to be considered include the cost per intended bene-
ficiary, the ratio of costs to benefits, the amount of infra-
structure that is required, the leakage to the non-needy
and whether in fact the nutrition habits of the malnour-
ished will be improved.®® If the objective of the pro-
gramme is to maximize the reduction in the number of
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malnourished, this could in fact be achieved by targeting
those on the borderline, and not the most severely under-
nourished. In many cases, it indeed seems the not-
so-poor rather than the poorest take most advantage of
government programmes such as food-for-work or the
provision of institutional credit.*®

In the Gambia, the Government’s Health and
Nutrition Programme distributes take-home food at
about 100 centres throughout the country to almost
80,000 women and children. Indonesia’s Family Nutri-
tion Improvement Programme, started in 1974, covered
about 21 million children nationwide by 1989, Other ac-

tivities of the Programme were the monthly weighing of

infants and children, nutrition education, home garden-
ingand nutritional first aid (iron and vitamin A). In India,
the Integrated Child Development Services feeding pro-
gramme, started in 1975, covered about 30 million chil-
dren by 1989. In the Indian State of Tamil Nadu, the sup-
plementary feeding activities of the Integrated Nutrition
Programme served more than 1 million children and
women by 1989,

Also, in the State of Kerala in India, where land
reforms in the 1960s had reduced landlessness and ineq-
nity in landholding, the State Government maintained
food supplementation programmes in the form of school
lunch, daily meals for mothers and infants and ration
shops for the staple food, rice, during the 1980s. In Sri
Lanka, the Government launched a programme, in the
1980s, aimed at helping former food-stamp recipients by
giving them monthly cash payments for a period of two
years. Part of the amount was to be used for consumption
and part saved to enable households to reduce their de-
pendence on state welfare programmes.

Thailand’s National Nutrition Programme covered
about 2.5 million children in 60,000 villages in 1989 In
the Philippines, an Alternative School Nutrition Pro-
gramme, begun in 1983, comprised supplementary feed-
ing, nutrition education, food production and income-
generation activities and covered 1,000 schools by 1989,
In the United Republic of Tanzania, a WHO/UNICEF
Joint Nutrition Support Programme emphasized com-
mumity mobilization and engaged in other activities,
such as growth monitoring, maternal and child health,
and houschold food security. It covered 600 villages in
1987 Zimbabwe’s national programme included com-
munity production of supplementary foods, nutrition
education and community mobilization and comprised
over 6,000 local projects by 1989,

The Government of Bangladesh established a food-
grain monitoring system to alert it to the development of

any catastrophic food shortage and the measures to be
implemented. Also, grain prices were stabilized to fore-
stall the charging of exorbitant prices in times of crisis.
Ration shops for rice were also set up.

To prevent further erosion of real incomes, which
made it difficult for houscholds to feed themselves, the
Government of Ghana, under its Economic Recovery
Programme of the 1980s, increased the minimum wage
and raised the price to cocoa farmers for their produce.
Also, public employees who were retired early as are-
sult of the Government’s retrenchment policy were
given gencrous pensions and bonuses and were encour-
aged to take up farming to increase food production.
Moreover, the Government tried to mitigate some of the
adverse effects of its structural economic reforms, such
as reduction of expenditures on social services, higher
rates for water and electricity, higher tuition fees and a
steep devaluation of the currency, with welfare pro-
BTammes.

A review of food supplementation programmes in
19 Latin American and Caribbean countries in the 1980s
gives an idea of the extent to which such programmes can
be used to alleviate protein energy malnutrition.® They
were targeted primarily at children and pregnant and lac-
tating women but entire families were also included. Of
the 104 programmes in place in 1990, the beneficiaries
werc as follows: 54 covered infants five years or less; 31
were intended for pregnant or lactating women; 30 for
primary schoolchildren; 23 for malnourished children
specifically; and 28 for entire families.

Some programmes also distributed food to other
beneficiaries, such as adult women and men, elderly
or handicapped persons, poor hospital patients and con-
valescents, and payments-in-kind to volunteers and
day-care providers. The 104 programmes covered almost
100 million beneficiaries, of whom 9.8 million were
adult women, 27.3 million were preschool children,
51.9 million were school-age children, and 10.3 million
were other beneficiaries. In addition, food subsidies
were provided to about 2 million people in the region.

The coverage of the supplementary food pro-
grammes in millions of persons was the following:
Brazil (57.7), Mexico (14.9), Peru (8.3), Colombia (3 .3),
Argentina (3.2), Chile (1.9), Guatemala (1.5) and
Bolivia(1.1).

The schooi meals programme provided free meals
daily (breakfast, lunch or snacks) during the school year
to schoolchildren. Other direct feeding programmes pro-
vided five meals per week. The free take-home foods
were distributed on a daily, weekly, monthly or quar-
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terly basis. The foods sold at subsidized prices were
purchased daily or monthly. A few countries—Brazil,
Jamaica and Mexico—used coupons in their subsidized
food programmes.

In spite of substantial expenditures on food pro-
grammes, malnutrition was not eliminated in the major
spending countries in the region for several reasons.
First, the resources were often used ineffectively—they
were spread thinly over many beneficiaries and some
were directed to families that were not nutritionally at
risk. Secondly, food distribution was not accompanied
by other necessary components, such as health care,
sanitation and education, which would not only have
cured malnutrition but also would have prevented its
future recurrence; that is, curative and preventive ap-
proaches should have been used simultaneously. Thirdly,
theft and wastage were the bane of the programmes.

It is difficult to make any general point about gov-
ernment programmes, Even the record of targeted nutri-
tion programmes is clearly mixed. Ones that work inone
country can fail in another for totally unanticipated insti-
tutional factors. Many of them require a large amount of
infrastructure and administrative capabilities that do not
exist in the developing country in question. A high de-
gree of community participation is, therefore, doubly
necessary. In many cases, they can help achieve worth-
while objectives - encouraging the construction of rural
infrastructure and the attendance of children at school—
despite leakages to the non-needy.

FOOD SUPPLY

Regional trends in food production

'The vast majority of undernourished people in develop-
ing countries are so because their domestic agricultural
sector fails to produce sufficient food for their needs, and
because variations are not adequately covered by sup-
plies from outside, The relative failure of the developing
countries to provide sufficient food for their populations
can be judged from their food self-sufficiency ratios.
Self-sufficiency at the level of the individual coun-
try need not, of course, be a goal of national policy forall
counfries. Possibilities of trade almost always exist and
there is no reason why a country that has a comparative
advantage in production of non-food items should not
import food in exchange for the former. Not many coun-
tries are, however, in such a position in the carly stages of
their development. Moreover, the poor tural dwellers are
usually those who are the worst nourished within a coun-

try. Their poverty and undernourishment are often a re-
sult of their not being able to produce enough food to
supply directly their own needs for nourishment and, if
necessary, to exchange for cash to purchase those other
food requirements that would ensure them a balanced
and nutritious diet. If increases in their food production
were an effective use of their resources, this would go a
long way to solving nutrition problems.

In the past 30 years the developed market econo-
mies have moved from near self-sufficiency in major
food groups to having a substantial surplus (see table
V1.5). The economies in transition and the developing
countries saw their self-sufficiency ratios fall** and their
share of world imports of food increase, In every devel-
oping region there was a decline in self-sufficiency, ex-
cept Asia where the self-sufficiency ratio, however,
stayed below 100.

Table VL6 gives trends in agricultural output
from 1980 to 1991 in total and per capita terms.
(Trends in food production mirrored trends in agricul-
ture production.)

In the developed market economies, the total agri-
cultural production was on average 10 per cent higher in
1992 than in 1979-1981

In the developing countries, production expanded
more rapidly than in the developed countries—by an
average of 45 per cent, The increase was particularly
strong in the Far East where China and India increased
their output by over 60 per cent and 50 per cent respec-
tively. African production increased by 33 per cent,
considerably more than did production in Latin America,
African production was adversely affected by drought in
1992: production was 37 per cent higher in 1991 than in
1979-1981.

An indicator for trends in the ability of the agricul-
tural sector to produce sufficient food for the population
is the trend in production per head of the population.
As shown in table VL6, per capita food production in
the developing countries as a whole increased by some
13 per cent between 1972-1981 and 1992, but with large
differences between the regions.

In the Near East, output per head of the population
declined. The figures for Latin America show stagnation
in per capita production over the period. Although its
total production rose less than in the other identified
regions, including Africa, this was almost compensated
for by lower population growth.

The contrast between Africa and the Far East is
striking. In Aftica, agricultural production per head of
the population was 8 per cent lower in 1992 (and 2 per
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Tuble V1.5,
Shares in world food exports, food imports and food self-sufficiency ratios in the developed
economies, the economies in transition and developing countries, 1961-1964 and 1983-1986"

Developed morket Ecoromies in Developing
cconomics {ransition countries
Share of world exports
1961-1964 56 9 35
1983-1986 70 9 25
Share of world imports
1961-1964 58 16 27
1983-1986 40 20 41
Self-sufficiency ratio
1961-1964 99 99 103
1983-1986 il3 94 98

Source:Red Tyers and Kym Anderson, Disarray in World Food Markets (Cambridge, Cambridpe University Press,
1992}, pp. 23-24.

a The commaodities covered were wheat, coarse grains, rice, ruminant and noa-rminant meat, dairy products
and sugnr
Table VI6.

Agricultural production and the agricuitural labour force, 1980 and 1992
1992 1992 E086 1992 1992/1980 1980 £992 1992/1980
A B C D E F G H
World 1250 1014 508 457 -10.0 0 9931 11172 i1l
Developed market economies 1164 1022 71 49 -312 255 19.3 453
North America 114.1 102.3 36 22 =395 44 31 63.2
Europe 1074 1032 77 60 -22.5 123 10.2 30.0
Australia and New Zealand 117.1 995 76 53 -30.1 0.6 0.5 352
Other developed economies® 100.3 89.7 118 70 -40 & 8.1 55 46 8
Former USSR 102.7 93.0 200 11.9 -40.7 27.2 172 620
Eastern Europe® B8.6 85.0 30.2 158 -47.7 143 78 62.1
Beveloping countries 1452 1129 657 583 -11.3 9230 10707 252
Affica 133.0 92.0 736 67.2 -8.7 1188 1459 83
Latin America : 121.7 994 318 25.1 -212 39.3 415 21.1
Near East Asia 137.7 988 48.7 382 -21.5 324 357 249
Far East Asia 1550 1240 69.6 62.3 <165 7311 846.] 34.0
China 1644 1396 74.2 66.0 112 406.1 4618 44.6
India 1513 1172 69.7 658 -5.6 1850 2208 268
Other developing countries 114 0 883 63.1 530 -16.0 1.4 1.5 6.4

Source: UN/DESIPA, based on FAO data.

& Including Seuth Africa.
b Bulgaria, the Czech Republic, Hungary, Poland, Romania and Stovakia

Notes: A = Index of total agricultural production (19791981 = 100).
B = Index of agricultural production per capita (19791981 = 109).
C= Percentage of the economically active pepulation in agriculture, 1980,
D = Percentage of the economically active population in agricultare, 1992
E = Percentage change in the share of agricultural workers in the economically active population
F= Numbers of those economically active in agriculture, 1980 {millions).
G = Numbers of those cconomically octive in agricufture, 1992 (millions)
H = Change in productivity per economically active agriculiural worker between 1980 and 1992 {percentage)
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cent lowerin 1991) thanin 1979-1981, whereas in the Far
East it was 24 per cent higher—and 40 per cent higherin
China. Low population growth and expanding agricul-
tural production brought abouta marked improvementin
food supply.

The size of the agricultural labour force

It would, though, be simplistic to conclude that Africa’s
agricultural failures resulted simply from excessive
population growth. With most of the economically active
population engaged in agriculture, productivity develop-
ments within this sector are of critical importance in de-
termining the increase in overall and per capita agricul-
tural production. Comparisons with other regions can
shed light on the issues involved.

In the developed countries that, as outlined earlier,
have achieved an excess of production over domestic re-
quirements, 2 small percentage of the labour force warks
inagriculture (see columns C and D in table V1.6). More-
over, the shares of the economically active population
employed in agriculture fel! sharply by between 22 and
40 per cent between 1980 and 1992. In terms of the num-
bers involved, the size of the population dependent upon
agriculture, which includes the families of those eco-
nomically engaged in agriculture, fell by over 30 per
cent between 1980 and 1992, Of the total population of
851 million in the developed market economies in 1991,
only 42 million were dependent upon agriculture. The to-
tal number of those economically active in agriculture
was 19.3 million in 1992 (see column G)-—and yet they
were able to produce more than sufficient food for all the
developed market economics. Agriculture is, then, not
unlike other industries in a developed countty, in that,
benefiting from the division of labour and the size of the
market, the farming sector purchases most of its inputs
(machines, power, tools and buildings) from other sec-
tors and, using them, specializes in supplying items of
food and agricuitural raw materials to a much larger mar-
ket than itself In this case, because of the development
of infrastructure, both domestically and in other coun-
tries, this market has become virtually the entire world.

The situation is radically different in the develop-
ing countries. Of the 4,220 million people living in those
countries in 1992, slightly more than half—2,336 mil-
lion—were dependent on agriculture. A total of 1,071
million people were estimated to be economically active
in agriculture in 1992---58 per cent of the economically
active population of the developing countries (columns
D and G of table V1.6). This was a smaller percentage

from 1980, when nearly 66 per cent of the economically
active population of the developing countries was en-
gaged in agriculture. The tendency for the proportion of
those economically active in agriculture to decline is
fairly universal as agriculture becomes more productive,
as farmers purchase their present inputs from other sec-
tors, as other sectors supply additional goods and serv-
ices for its efficient development, as rising incomes
rake agricultural workers require more goods and serv-
ices for their domestic consumption from outside the ag-
ricultural sector and, finally, as the development of trans-
port, communications and rural infrastructure increases
the size of the market from the village to the regional,
national and international levels.

In the developing countries, the absolute number of
those engaged in agriculture rose by nearly 16 per cent
between 1980 and 1992. In two developing regions,
Africa and the Far East, the number of those engaged in
agriculture expanded much more than in other regions
and the share of the economically active engaged in
agriculture in total employment fell much less rapidly.

The productivity of the agricultural labour force

This contrast between less than 5 per cent of the eco-
nomically active population being more than able to feed
themselves in the developed market economies and
about 60 per cent of the economically active population
being unable to do so in the developing countries is quite
startling. Not only are agricultural workers in the devel-
oped countries very productive, but their productivity
has actually increased sharply over time. Column Hin
table VL6 gives the change between 1980and 1992 in the
productivity of the agricultural labour force, as measured
by the change in total agricultural production divided by
the change in the agricultural labour force.

Output per head of the economically active popula-
tion employed in agriculture increased by 60 per cent in
North America and by 35 per cent in Australia and New
Zealand where, despite popular images and the large im-
portance of the agriculture sector in the national econo-
mies, the share of the labour force in agriculture is even
lower than the market economies of Europe. In these
countries, productivity increased by 30 per cent.

The econormies in transition of eastern Europe and
the former Soviet Union actually recorded the greatest
increases in productivity as the shrinkage ofthe agricul-
ture labour force, in percentage terms, exceeded that in
the developed market economies. In 1980, there had
been 2 million more people engaged in agriculture in the
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eostern European econornies in transition (excluding the
former German Democratic Republic) than in the devel-
oped European countries, and in 1992 there were over
2 million fewer. Production was low in 1992 in both east-
crn Evrope and the republics of the former Soviet Union,
largely as a result of the transition process, but the poten-
tial for a revival in production is very good, especially if
markets in the rest of Europe are opened to their ex-
ports ™

In the developing countries, the increase in labour
productivity was only half that achieved in the developed
market economies or the cconomies in transition. Again,
China stands out as an exception, with an increase in la-
bour productivity of 45 per cent. The increase for Africa,
of only 8 per cent, was considerably below the average
forthe developing countries as a whole. If the calculation
had been made for 1991, the figure would still have been
only 14 per cent.

Productivity comparisons anong regions

A closer examination of some of the relevant varigbles is
necessary to highlight some of the structural problems,
and, therefore, indicate the possibilities of expanding
production.

A starting-off point is the land available per person
and per person dependent upon agriculture. The figure
for land will be the land area, less land that is barren
(such as desert), built on or used for roads Australia,
New Zealand, the former USSR and North America
had abundant supplics of land —more per person than
any developing region. Because their agricultural popu-
lations were very sinall, the land available to the average
person dependent upon agriculture was very large—
671 hectares per person in Australia, 155 in North Amer-
ica and 69 in New Zealand. Europe has 12 hectares
available for each person dependent on agriculture.

No area of the developing world had such a favour-
able ratio of acreage available per person as the agricul-
turally endowed regions of the developed world. Africa
and Latin America were relatively well endowed, while
the Far East was less so. However, the sheer size of the
overall and agricultural populations of the Far East
meant that, in the short term, ensuring food security de-
pended upon expanding domestic production. Latin
America has more hectares available to the average per-
son dependent upon agriculture than any of the other
developing regions.

For the world as a whole, increases in production of
most foodstuffs came about through an increase in yield

from a given acreage. The amount of the world’s acreage
devoted to cereal production decreased by about 2 per
cent between 1979 and 1991, while the yield increased
by 21 per cent. In contrast, in the case of Afiica, the cereal
acreage increased by 31 per cent and the yield by 15 per
cent, resulting in an increase in production of 51 percent.
In the cases of sorghum and pulses, the yield per acre
actually declined between 1979 and 1991, while the
acreage increased by over 35 per cent. Even in a conti-
nent as relatively land abundant as A frica, such increases
in the acreage harvested cannot be relied upon to provide
the key to future production increases. The continuing
expansion of the acreage devoted to production will
make it more difficult to leave land fallow and so give it
time to recover. Apart from the increasing risks of deser-
tification resulting from overuse of land, the expansion
of the acreage farmed will tend to put downward pres-
sure on productivity as marginal land is increasingly
brought into production. An increase in yields is critical
for the future of African agriculture,

A comparison of African figures with those for
China and India illustrate this; production increases in
these countries came from increases in yield and smaller
increases, and even decreases, in acreage. The yield per
acre of cereals rose by over 40 per cent in both China and
India between 1979 and 1991.

The rise in yields in the Far East can be attributed
to the heavy use of irrigation and fertilizers on high-
yielding varieties of cercals. In the case of irrigation,
whereas 34 per cent of the arable land and land under per-
manent crops is irrigated in the Far East, the figure for
Affica is only 3.6 per cent (see table V1.7). In the case of
China, the figure was nearly 50 per cent. However, the
figures for the Far East are quite exceptional—in
North America only 8 per cent of such land is irrigated,
in Latin America 10 per cent and in Australia 3.4 per
cent. The figures for North America show declines be-
tween 1980 and 1990 in the area under irrigation and in
the percentage of arable land and land under permanent
crops that was irrigated.

In developing Africa, the area irrigated increased in
absolute terms and as a percentage of arable land and
land under permancnt crops. The percentage increase
was the greatest for any of the developing country
regions shown but the proportion of land irrigated
rematined by far the smallest.

The Green Revolution in the Far East was also
based upon extensive use of fertilizers. Table V1.8 gives
figures for the use of fertilizer per hectare of agricultural
land and per hectare of arable land and land devoted to



158 WORLD ECONOMIC SURVEY 1993

Table VI.7.

Land availability and changes in irrigation, 1980 and 19590

Acreape under firmigation as a
percentage of arable land and

Hectares avatlable in 1990 Acreage under irrigation land wler permanent crops
. Per agricultuse
dependent Increase
Per person person 1980 1950  (percenisge) 1980 1990
World 1.7 3.7 210975 237421 12.5 149 16.4
Developed market
economies 26 419 37714 37849 0.4 94 94
North America 42 155.3 21 178 19631 -1.3 0.0 83
Europe 0.7 119 10467 11857 13.3 104 11.9
Australia 335 671.2 1 500 1500 267 34 39
New Zealand 6.3 68.6 183 280 530 40.4 68.0
Other developed
market cconomies 08 9.9 4386 4181 4.7 23.6 230
Eastern Europe 0.8 53 31855 5065 314 9.6 129
Former USSR 53 410 17487 21215 21.3 7.5 92
Developing countries 13 2.2 151919 173292 141 204 224
Africa 23 4.3 4431 5394 217 31 36
Latin America 36 13.8 13711 15785 151 99 104
Near East Asia 18 4.7 17333 201355 174 209 24.0
FarEast Asia 0.5 038 116298 131593 13.2 30.7 343
China 65 0.8 45317 47 837 5.6 451 495
India 03 0.5 38478 43 050 11.9 229 25.5

Source: UN/DESIPA, based on FAQ, Produciion Yearbook .

permanent crops. The increase in the use of fertilizers in
the Far Fast is quite marked: from 21 kilograms per hec-
tare in 1973 to 35 in 1978 and 71 in 1988. China’s use
amounted to 262 kilograms a hectare in 1988, a figure
higher than any other regional average, including
Europe, but considerably lower than Japan or New Zea-
land. Africa’s use of fertilizer also increased, although its
use was much less intensive than in any other region.

Agricultural potential of different regions

The above comparisons across regions show that Asia’s
apricultural success was dependent upon the use of irri-
gation and fertilizers on high-yielding crop varieties. It
was not, then, necessarily a model for all other countries
to follow. Some countries in Africa and Latin America
were more akin to North America and Australiainhaving
a relative abundance of land, which, with reliance upon
rains, could be expected to produce agricultural products
without the use of as much fertilizers as Asian countries.

Moreover, Africaand Latin America also produced
different crops from Asia. In 1991, fully 44 per cent of
the total Asian tonnage of cereals, root crops and pulses
consisted of rice. In that year, only 5 and 11 per cent, re-

spectively, of the African and Latin American tonnages
were rice. Furthermore, 58 and 32 per cent of the tonnage
of their crops were root crops, whereas the Asian average
was 22 per cent.>*

It could be expected that, although Africa’s yields
for all crops might be lower than in other regions, be-
cause of the lack of infrastructure, irrigation and fertiliz-
ers, they would do relatively well with some crops. For
cereals as a whole, African yields per hectare were only
40 per cent of the world average. In the case of millet and
sorghum, however, Africa’s yields surpassed the world
average and Africa devoted relatively more of its acreage
to the production of these crops than did the rest of the
world. Local farmers did, then, produce what they tended
to be best at producing.

The diversity of crops can be an important element
in maintaining supplies during a drought. During the re-
cent drought in southern Africa, Mozambique’s cereal
production in 1992 was a third of its level 0f 1990, Maize
production, which accounted for nearly 55 per cent of ce-
real production by weight, fell by over 70 per cent. How-
ever, the tonnuage of roots and pulses the country pro-
duces iz about three times greater thanthat of cereals, and
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Table VI8,
Use of fertilizer per hectare of arable land and permanent crops, 1973-1988
Kilograms
1973 1978 1983 1988
World 60.2 75.2 864 98.7
Developed market economies 1121 122.6 1216 116.1
North America 809 54.9 933 84.5
Europe 2023 2184 2234 2254
Australia 380 25.4 262 31.0
New Zealand 1702.6 1346.7 1108.7 732.3
Japan 4304 449.6 436.5 415.1
Other developed marketeconomics i582 172.2 166.5 157.0
Eastern Europe and USSR 815 105.1 121.4 136.7
Former USSR 519 79.4 98.7 117.0
Developing countries 257 40.5 56.4 70.8
Africa 6.4 1.5 9.7 10.8
Latin America 268 380 328 49.06
Near East 205 339 538 61.7
Far East 213 348 504 70.9
China 636 108.1 1836 262.1
India 170 304 459 65.2
Other developing countries 12.9 20.1 164 i34

Scurce: FAQ, Fertilizer Yearbook. 1989

their production declined by only 25 percent, Asaresult,
overall food production declined by 27 per cent. In
neighbouring Zimbabwe, cereal production declined by
a larger amount—=80 per cent—but, although the pro-
duction of roots and tubers fell by only 7 per cent, their
relatively smaller importance-—weighing only 3 per cent
of cereal production—helped produce a much larger de-
cline in total food production——of 50 per cent.

Ovenall comparisons among the developing re-
gions show that Latin America and Africa have certain
advantages and that a continued increase in production
can be expected, even as the relative size of the agricul-
tural sector in employment continues to shrink. While
their use of irrigation and fertilizer can be expected to be
lower than that of Asian countries, given their relatively
greater abundance in land and geographic charac-
teristics, they have nevertheless increased their areas un-
der irrigation and their use of fertilizer, and further ad-
vances can be expected consistent with environmental
protection.

They have, though, still not made the same ad-
vances as China and India towards reducing their food
imports. These two countries reduced their food im-
ports as a percentage of merchandise imports from
36 and 22 per cent respectively in 1974/75 to 2 and
5 per cent respectively in 1987/88. However, for sub-

Saharan Africa the comparable figures show an in-
crease from 14.5 to 18.8 per cent, and for Latin America
a small reduction from 13.1 to 12 per cent. For the least
developed countries as a group the percentage increased
from 13.8 to 20.7 per cent.*

Measures to increase food pr’ml’ucric'n37

Rural infrastructure

As mentioned earlier, the provision of rural infrastruc-
ture {transport and communications) can play a crucial
role in the development of agriculture in developing
countries: by expanding the size of the market and reduc-
ing the costs of distribution.® Not infrequently, food
that is harvested is left to rot or germinate for lack
of feeder roads or adequate means of transportation to
move foodstuffs from rural to urban arcas. This is espe-
cially the case with the staples of the poor, such as tubers
and plantains in the tropics and subtropics.

In addition to facilitating the transportation of food,
aprogramme of rural road construction and maintenance
can be a useful aspect of poverty alleviation in rural areas
by offering employment opportunities off the farm, in-
cluding employment in the marketing of foodstuffs, and
by opening up of the countryside which strengthens the
linkages between the farm and non-farm sectors. In this
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connection, it is often considered that food aid pro-
vided for building rural infrastructure and Governments’
feeder road programmes could make a substantial contri-
bution to national and household food security in many
developing countries.

Agricultural research and extension

Research offers considerable hope for increasing pro-
duction in the developing countries. During the 1990s,
the problems that would require the attention of the na-
tional institutions include overcoming the research bias
against indigenous crops that are rarely traded on inter-
national markets (especially in Africaand Latin America
and the Caribbean), the development of technologies
that would reduce post-harvest losses, the effective
coordination of research and extension systems and the
forging of strong linkages among researchers, extension
agents and farmers to ensure proper feedback.

At the international level, the Consultative Group
on International Agricultural Research (CGIAR) and its
network of 17 international research centres have been
trying for some years to duplicate the successes they had
in producing high-yielding pest- and disease-resistant
varieties of wheat and rice {(which were essential for the
success of the Green Revolution in Asia) with other
crops, such as maize and crops that are essential sources
of energy, vitamins and minerals in the dicts of the poor
and low-income families in the developing world, forex-
ample, roots and tubers (cassava, potatoes and sweet po-
tatoes), plantains, coarse grains (millet, sorghum) barley
and legumes—beans, peas and cowpeas. In Latin Amer-
ica, genetic improvements in yields of potatoes were re-
corded Insub-Saharan Africa, higher-yielding and more
disease-resistant varieties of cassava and sorghum and
millet were developed and were distributed late in the
1980s.

WFC recommends that,® in the 1990s, research
should be directed at finding improved varicties and
technologies for less-favourable ecological environ-
ments where many of the hungry live—for both the com-
modities currently covered by the Green Revolution and
for other staples eritical to the food security of low-in-
come groups. It also recommends research agendas for
sustained and sustainable food production during the
1990s for each of the developing regions, depending on
its major needs.

The experience of the Green Revolution was not
just that research led to increases in production, but that
the farming community can respond quickly and effec-
tively to the opportunities it has for expanding produc-

tion, especially if the policy is supportive. The example
of China shows how policy changes at the nationai level
can have adecisive effect on output by “empowering” the
local producers. The Chinese Government’s agricultural
reforms of the 1980s were part of its policy to relax direct
planning controls, decentralize decision-making in the
economy, rely increasingly on market forces in setting
prices and determining output and promote private
initiative.

The Government allowed individuals to own land,
replacing collective farms as units of production. The di-
versification of production was encouraged and free
matkets were allowed to flourish in rural areas. Manda-
tory procurement by the Government was supplemented
by a voluntary contract system under which farmers
could sell specified amounts of certain crops either at
prices set by it or in rural, free markets.

The Government’s price reforms were composed of
price adjustments, which increased agricultural procure-
ment prices as well as the prices of other products, and
price liberalization, which introduced a two-tier pricing
system that permitted producers to sell some output to
the State at fixed prices and the rest at negotiated prices
or on the freemarket.

There is no reason not to believe that the farmers in
Africaand Latin America would not respond in a similar
fashion as their Chinese counterparts to opportunities
that technology and the development of infrastructure
present them with. In the case of Africa, there are addi-
tional grounds for optimism in that the advent of democ-
racy and the rule of law in South Africa can be expected
to lead to a cross-fertilization of ideas and expertise, es-
pecially in the realm of agriculture, between it and its
neighbours. Moreover, the availability of the internal
South African transport network and its ports and the re-
furbishment of the other transport networks in southern
Africa that can be expected to take place as hostilities
there cease, would vastly expand the market for the pro-
duce of African farmers.

Distortions against agriculture within
developing countries

In general, all efforts should be directed to helping the
farmer decide how to use his or her existing resources
most effectively, and removing obstacles is the way of
doing so. One of the major steps that national Govern-
ments have been encouraged to take, particularly by in-
ternational lending institutions, is to remove the price
bias against agriculture. Previous studies have shown




UNDERNQURISHMENT AND FAMINE IN DEVELOPING COUNTRIES

161

how a bias against agriculture has harmed domestic pro-
duction by discouraging exports and encouraging im-
ports.™ In the case of some countries with high agricul-
ture potential, this bias was substantial. As measured by
the production subsidy equivalents,” agriculture in Ar-
gentina and Colombia was taxed to the extent of 38 per
cent and 55 per cent respectively of its value between
1982 and 1987." The low-income developing countrics
as a group® were estimated to tax agriculture to the ex-
tent of 25 per cent.

In countries with considerable agricultuml poten-
tial, it was sometimes felt that this sector could be ex-
ploited to foster the overall development of the country.
Prices paid to farmers would be low in order to keep the
real wages of industrial workers high and agriculturalex-
ports taxed to pay for imports of industrial machinery,
Behind much of this thinking, there was often the as-
sumption that the farmers would keep delivering output
to the market irrespective of the rewards they received.
This bias against agriculture was reflected not only in
prices but also in a lack of priority accorded to the needs
of the agriculture sector, including the funding of exten-
sion services, rural infrastructure and agricultural re-
search.

The argument that, in the early stages of develop-
ment, agriculture should be taxed to finance the newly
emerging industrial sector or to protect urban consumers
has, however, been increasingly questioned on the
grounds that, since the poor—and hungry—are both
producers and consumers of agricultural products in
poor countries, a policy that tries to assist them as con-
sumers at the expense of encouraging them as producers
could be counter-productive, It has been argued that in
some parts of Africa where net food selfers are typically
smaltholders in the rural sector and net food buyers are
mainly urban sector dwellers, who enjoy higher incomes,
higher food prices could actually help the poor**

On the other hand, in the case of Latin American
and Asian countries, with a higher degree of urbanization
and higher numbers of landless labour, it has been argued
that policies that encouraged the importation of cheap
food supplies from outside at the expense of domestic
production might lead to a reduction of poverty ¥

The argument against bias is, intheend, based upon

efficiency and the beneficial effects of free markets. If

prices encourage producers to devote their resources to
where they have the comparative advantage, they will
concentrate on those products that they can produce effi-
ciently. Bias against agriculture discourages farmers
from raising their own production and incomes, and

thereby the nutritional status of the country. Italso lowers
the export potential of the country in agriculture. Agri-
cultural exports can be an important factor in export
diversification,*®

It is not higher food prices that are required in de-
veloping countries. Indeed, the real price of food can be
expected to continue to decline. Rather, prices should re-
flect the real opportunity costs and allow farmers to com-
pete “on a level playing field” with other producers and
direct their resources to where they will obtain the great-
est return. However, this argument in turn demands that
prices should reflect opportunity costs, and, in the case
of agriculture, the degree of intervention in international
food markets has meant that prices are often a very poor
signal,

International food markets

The major players in international food markets are the de-
veloped market economies which, as described earler,
have turned from being net importers to net exporters of
foodstuffs. Their producer subsidy equivalents are in-
variably positive, ranging, in 1991, according to OECD
estimates, from 4 per cent in New Zealand and 15 per
cent in Australia, through 30 per cent for the United
States, 45 per cent for Canada and 49 per cent for EC, to
65-80 per cent for Japan and the EFTA countries

The high levels of support in Europe and Japan are
a reflection that these fairly small and heavily populated
countries do not have the same natural advantages in ag-
ricuiture as the United States and Qceania, or even the
agricultural producers of Latin America (see table V1.7),
and so would not be able to compete with many food ex-
ports, particularly cereals and meat, from these coun-
tries. Yet Europe’s exports of cereals in 1991/92 were es-
timated at42 million tons, of which 31 million tons came
from EC, as compared to Argentina and Australia’s ex-
ports of 12.6 and 11.6 million tons respectively. *®

Thehigh levels of support in some developed coun-
tries in themselves act to deter imports from other pro-
ducers, as their domestic production is higher than it
would otherwise be. Moreover, domestic consumption is
in many cases depressed —and domestic production en-
couraged—by high domestic prices in those countries
that choose to raise domestic prices above world levels
by restrictions on imports.*

Itis increasingly realized that protectionist policies
in the industrialized countries do not just impose an in-
come transfer from their own domestic consumers to
their domestic producers, but also from producers to
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conshmers in other countries. In other countries, as a
result of the loss in exports, the internal prices of the
exported goods would fall relatively to the prices of
both domestic and imported goods. If the agricultural
exporters are low-income farm families, this consti-
tutes a transfer from them to higher-income urban
families.™® Moreover, loss of export opportunities could
enhance the popularity of a policy of industrialization
based upon import substitution which, as most of the
import-substitution activities are located in urban areas,
and as most of the loss in export opportunities will affect
rural areas in developing countries, could mean a further
transfer of income from rural to urban areas® and, there-
fore, on the whole, from those who are hungry to those
who are better fed.

Static analysis shows that producers in developing
countries are hurt by the food policies of the industrial-
ized market economies and that consumers benefit from
the relatively lower price of food imports. However,
when the consequences of the industrialized countries’
policies on the agricultural growth of the developing
countries is taken into account, the benefits of trade lib-
eralization can be very large. One estimate was that if
present policies in the developed and developing coun-
tries continued, the former would, in the year 2000, still
be more than self-sufficient. If the distortions in the in-
dustrialized economies were removed, they would only
be 85 per cent self-sufficient in 2000, and the developing
countries would be 102 per cent self-sufficient. The de-
veloping countries’ net foreign exchange earnings from
food trade would be $39 billion greater in the year 2000
in the absence of industrialized country food policies. If
the developing countries were to remove their own dis-
torting policies,” their self-sufficiency would reach
119 per cent, and their earnings from food would be
$81 billion greater. If agricultural productivity were to
grow with price incentives, instead of being assumed to
be exogenous, developing countries’ self-sufficiency
would reach 108 per cen, if the industrialized countiies’
poticies were alone changed, and 125 per cent if their
own policies were also changed.

Food security and international trade

Food security would be fostered in many ways by the lib-
eralization of trade in agriculture, Movements in world
prices can help indicate a shortage ofa product and there-
fore encourage the supply of substitutes. In the 1980s,
approximately a third of grain output was fed to livestock
and poultry. With the appropriate price signals, farmers

should make available some of this output for the mar-
kets and therefore, potentially, for exports and human
consumption. Indeed, when there was a shortfall in grain
production in the United States in 1974/75 and world
prices rose, United States utilization of grain to feed live-
stock fell drastically, making available supplies for ex-
port. However, in those countries whose systems of agri-
cultural protection insulated domestic prices from world
prices, there was no such shift from feed to export avail-
ability,® If United States feed use had not fallen in re-
sponse to the price signals, export availability would
have shrunk and the consequences for low-income food
importers would have been much more serious.

It is through trade that differences between domes-
tic production and consumption needs can be met, espe-
cially at times of drastic shortfalls in production. Table
V19 gives figures for the maximum percentage year-to-
year increases and decreases between 1961 and 1992 in
the production of cereals, crops and food in the worldand
in several countries—exporters such as Argentina, Aus-
tralia and the United States, large consumers, such as
China and India, and several African countries. World
production varies very little year to year, and the short-
falls were fairly small and certainly manageable—less
than 4 per cent in the case of cereals, 2 per cent in the case
of crops and 0.5 per cent in the case of food overall. The
percentage fluctuations in individual countries were
much greater, but in the countries with the largest popu-
fations, China and India, the falls in production tended to
be relatively smaller than in smaller countries. In gen-
eral, the falls in food production were smaller than in the
production of cereals or crops, which is what would be
expected as shortfalls in production of one set of prod-
uets can be compensated for by increases in others. The
overall figures, and especially the small changes in world
production, show that shortfalls in food production in in-
dividual countries could not be expected to put the world
food system understrain: inany one year, large decreases
in production in one country or area are likely to be bal-
anced by production increases elsewhere. The relatively
small percentage of production accounted for by individ-
ual African countries illustrates that their shortfalls
could be easily supplied by trade. The most populous
sub-Saharan African country, Nigeria, only accounted
for 1 per cent of total world food production.

Reliance on trade appears, then, to be the best
means to guarantee food security. However, world trade
prices are made much more volatile by those forms of
protection that insulate domestic producers from inter-
national price developments and so fail to send the
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Table VI1.9.

The maximum year-to-year changes in production between 1961 and 1992

and shares in total world production in 1992

Percentage
Share intotal
Decrease Inereose  world production

World

Cereals, total® 3.67 8.73 100.00

Crops® 1.80 7.78 100.00

Food 043 536 100.00
Argentina

Cereals, folal 3417 57.59 1.07

Crops 14 48 17.05 1.46

Food 7.61 10.12 1.63
Australia

Cereals, total 3279 115.32 110

Crops 2322 5107 0.98

Food 1193 21.96 1.29
China

Cereals, total 6.61 14.48 23.12

Crops o7 10.9% ig8.45

Food 1ol 10.78 16.15
Ethiopia

Cereals, total 2220 3179 0.31

Crops 1211 1545 030

Food 7.93 1028 0.30
India

Cereals, total 16.70 2352 11.98

Crops 7.94 14.7% 11.80

Food 6.02 12.20 921
Kenya

Cereals, total 35.83 67.20 0.2

Crops 16.28 20.22 0.21

Food 948 18.69 0.24
Mozambique

Cereals, total 3071 28.21 0.01

Crops 14.13 8.03 0.07

Food 9.05 855 0.06
Nigeria

Cereals, fotal 28.85 5128 0.63

Crops 12.80 20.16 1.46

Food 12.16 15.99 1.09
Fhilippines

Cereals, total 12.76 2164 0.87

Crops 1066 1532 1.03

Food 836 972 0.8}
Sonth Africa

Cereals, total 44.69 104 .09 0.21

Crops 25.75 44.59 0.43

Food 15.28 24.03 0.55



164 WORLD ECONOMIC SURVEY 1993
Table VI.9.
(continued)
Share in total
Decrease Increase  world production
United States
Cereals, total 36.63 49.06 14.84
Crops 27.87 30380 11.36
Food 1425 14.09 12,93
Zambia
Cereals, total 812 7691 0.03
Crops 22 8¢9 3963 0.04
Food 14.78 2325 0.04
Zimbabwe
Cereals, total 52.10 149.27 002
Crops 2842 61.48 0.08
Faod 21.07 37.59 0.04
Source:; UN/DESIPA, based on FAQ data,
& Wheat, rice and coarse grains
b Primarily including cercals, roots and tubers, pulses, vegetables und fruils, Excluding livestock and dairy
products.

right price signals. The required price adjustments are
imposed on a limited part of the world with the result that
price changes have to be much larger > The greater vari-
ation in international prices further discourages reliance
upon trade and encourages reliance on stocks.

However, building up stocks at the national level
has its own costs. Often itinvolves large government ex-
penditure and rapid deterioration of stocks which, espe-
cially in tropical climates, adds to the costs. In develop-
ing countries the internal transport systern is inefficient
and supplies cannot reach remote areas at a time of
drought. This constitutes a powerful reason for develop-
ing countries to hold stocks at the village level. More-
over, storage at the village level is relatively cheap, Local
storage facilities can often be improved at relatively little
cost to avoid deterioration of stocks.

As discussed earlier, the very shortcomings in the
transport and communication networks are themselvesa
reason why farmers in developing countries cannot make
their full contribution to food production and to increas-
ing their own incomes. With greater access to markets,
their production of cash crops would be encouraged,
which could improve their overall food security and
nutritional status.

It is often suggested that the construction of rural
infrastructure could itself be facilitated by food aid
that could be applied to supplement the diets of the rural
poor. There are also many other possible non-emergency

uses for food aid, in particular helping supplement
children’s diets, as discussed above. The principal in-
ternational channel for the provision of relief food aid
and a major supplier of food aid in support of develop-
ment activities is the World Food Programme, which is
the largest source in the United Nations system for
the transferof grant resources to developing countries,*
and which handles nearly a quarter of the world’s food
aid,’

There is little disagreement about how essential
food aid can be in a famine situation and in helping many
poor people achieve a higher nutritional status.>” How-
ever, there has been some scepticism about the effective-
ness of non-emergency food aid, especially in countries
that do not have an advanced administrative capacity.
Moreover, there is every reason for the food supplied
in these programmes to be purchased from local farm-
ers at market prices in order to encourage domestic
production.

Another argument for food aid is that it can make
up a part or all of the difference between production
and requirements in low-income food-deficit countries
that do not have the foreign exchange necessary to
purchase food imports. However, as the International
Conference on Nutrition recognized, “care must be taken
to avoid creating dependency and to avoid negative im-
pacts on food habits and on local foed production and

marketing”.*®
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Finally, whatever their merit, there is a danger that
food aid will be used to dispose of the surplus crops that
are generated by the agricultural policies of the richer
countries, and, thereby, to justify the continmance of
these policies.

There exists an “agricultural dividend” in the de-
veloped countries that can, in many important respects,
be compared to the “peace dividend”. In the developed
countries, the Iatter comes from the reductions in mili-
tary expenditure that the end of the cold war makes pos-
sible. Similarly, if there was any thieat to the food secu-
rity of the developed countries in the past that justified
the high degrees of support and protection they accorded
to agriculture, such a threat no longer exists. Existing
production techniques and trade have removed any threat
to food supplies in the world as a whole and the devel-
oped countries in particular. However, the costs to con-
sumers and taxpayers in developed countries of their ag-
ricultural policies are very large, amounting in United
States dollars of 1985 o an estimated $78 billion annu-
ally in 1980-1982 and $109 billion in 1990.%° For each

non-farm household, the cost of agricultural support in
1990, again in United States dollars of 1985, amounted
to 3400 in the United States, $1,130 in EC, $2,290 in Ja-
pan and $2,800 in EFTA.®® Considerable resources in
the developed countries are being devoted to producing
domestically agricultural products that could be im-
ported at much lower cost, which would result in sub-
stantial savings to the consumer,® and especially low-
income households.®? The freeing up of these resources
would be analogous to the freeing up of resources used
to support the military in the time of the cold war ®

Increased food production in the developing coun-
tries and the frecing of international trade from distor-
tions would enhance the availability of food in these
countries and help raise their nutritional levels. But these
may not be enough to ensure the attainment of this goal.
People are hungry because of a basic failure of their en-
titlement for food. Market forces do not always guaran-
tee such entitlement. This can be made starkly clear by
an analysis of famines that still stalk some developing
countries.

AN ANALYSIS OF FAMINE AND STARVATION

THE ENTITLEMENT APPROACH

A sharp fallin food availability is neither a necessary nor
a sufficient condition for famine nor is a slow decline in
foed production per capita a condition for an increase in
hunger. Large-scale famines have occurred while food
supply did not significantly decrease (e g., the Ethiopian
famine 0f 1972-1974) or while iteven increased (e.g., the
Bangladesh famine 0£1974). On the other hand, famines
have been averied despite a large drop in food output.
Moreover, there are countries where food availability per
capita has improved over time, while large segments of
the population remain chronically undernourished (e g.,
Bangladesh).

These apparent contradictions have led to a reas-
sessment of famines. It is now frequently argued that
famines are related to sudden and large declines in food
entitiements and undernourishment to inadequate enti-
tlements on a sustained basis. ** According to the “enti-
tlement” approach, it is not the availability of food but
the ability of individuals and households to acquire com-
mand over food that allows for a better analysis of star-
vation. Enough food on a national level does not imply
that everybody can acquire it. Likewise, famines rarely -
ifat all - affect the total population. Instead, famines af-
fect occupational groups differently and there are usually

certain groups that benefit during a famine, traders for
example The entitlement approach to hunger and fam-
ines is necessarily disaggregative. Even in the case that
starvation is associated with a decline in food availabil-
ity, an analysis of the effects on different groups is crucial
to prevent a famine or organize relief

Food entitlements are determined—in a private
ownership economy—by the endowment of a person or
family (land, labour, livestock) and the amount of food
they can acquire by use of trade or production. A family
is endemically undernourished if food entitlements are
inadequate because the piece of land it cultivates is too
small and/or yields too little, or because the income
earned is insufficient. A person starves if food entitle-
ments fail because wages, yields orthe prices he receives
for his preduce collapse or food prices soar. If a natural
disaster destroys the crop, kills livestock, or if a person
becomes unemployed, the ability to acquire food is se-
verely curtailed or even eliminated, if there are no safety
nets, irrespective of total food availability at the national
tevel. A local drought, for example, affects the entitle-
ments of the farmers in that area but the direct impact on
total food availability in the country might be small in the
case where the area produces food and zero in the case
where the area produces non-food products. Yet, food is
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likely to move away from the drought-affected area ow-
ing to lack of purchasing power thete, as, for instance,
was the case in the Wollo region of Ethiopia in 1973, in
Bangladesh in 1974, and during the Irish famines of the
1840s.

Important determinants of food entitlements are
prices. Price fluctuations affect every household depend-
ent on food purchases, including farmers, pastoralists
and rural and urban wage-earners. In Africa, many smali-
holders—in some arcas as many as 70 per cent—are net-
buyers of food. In addition, some farmers sell food after
the harvest when prices are often low, because of cash
needs or insufficient storage capacity and buy food later
when prices are often higher.”® Farmers, fishermen and
pastoralists also often sell their food output to acquire a
cheaper soutce of calories, e.g., they trade teff, fish or
animals for coarse grains. If the price of animals, teff or
coffee declines relative to the price of cereals, food enti-
tlements deteriorate. In several famines, terms-of-trade
losses of pastoralists have been more important than the
loss of animals to death.%

To sum up, failures to command food can result
from the loss of employment, crops or livestock, a reduc-
tion in demand for the product supplied, a reduction in
real wages ot the deterioration of the terms of trade fac-
ing the individual. These have been called “pull” failures
as opposed to “response” failures, which occur when the
market does not respond to the demand for food, for ex-
ample because of monopolies, inadequate transportation
capacity, poor infrastructure or insecurity.*’

FAMINE PREVENTION AND STARVATION RELIEF

If the entitlement approach to an analysis of hunger and
famines is broadly correct, this has important implica-
tions for policy measures. When farmers lose their crops
or livestock as a result of a natural disaster, and hence
also lose all their purchasing power, providing food
through the market will not help. Depending on the cir-
cumstances, possible measures to be taken include cash
relief, free food distribution or food-for-wotk or cash-
for-work programmes. Moreover, as in a famine situ-
ation most deaths are usually caused by disease, early
and intense medical intervention, targeted at the most
vitlnerable, invariably women and children, is essential.
Arguments in favour of cash relief include Govern-
ment’s limited capacity to transport food. Moreover,
cash relief creates demand for trade and transport, which
brings lasting benefits to the cconomy. Cash relief
can also have disadvantages, such as being prone to cor-
ruption, and not being quick enough. Food-for-work

or cash-for-work programmes have the additional
advantage of improving the production capacity of the
€COnomy.

In cases where food entitlements have declined asa
result of terms-of-trade losses, Governments might in-
tervene by increasing food supplies in the commercial
markets, thereby lowering prices there, by controlling
cereal prices, by supporting livestock prices, by ration-
ing, and by preventing panic, excessive hoarding, specu-
lation and other price-destabilizing behaviour. Relief
camps are the least preferred method: they distupt nor-
mal social and economic activities, the crowded condi-
tions in the camps make the outbreak of diseases often
inevitable, and they make rehabilitation and recovery
much more difficult. The advantages of relief camps are
that they are an efficient and cost-effective way of reach-
ing a large number of people. By early intervention, the
need for them can, however, be averted.

A number of countries have been quite successful
in averting famines, primarily because of Government’s
action. India, which had a centuries-long history of fam-
incs, has not seen a large-scale famine since the large
Bengal famine of 1943.% Afterindependence, public ac-
tion became more systematic and extensive than the pub-
lic works programmes of the colonial era and includes
state involvement in trading, maintenance of public food
stocks, employment guarantee schemes, free food distri-
bution and fair price shops. The public distribution sys-
tem contributed significantly to food price stabilization.
These kinds of measures were able to prevent large-scale
famines when severe droughts hit Bihar during 1966-
1967, Maharashtra during 1970-1973 and several parts
of the country in 1979-1980 and 1985-1988. Maharash-
tra was also hit by a drought in 1992.%

Bangladesh has averted large-scale famines since
the flood and famine of 1974, despite natural disasters of
larger dimensions than the flood of 1974, such as the
floods of 1988 and the cyclone of 1991. Famines were
also avoided—although narrowly—in 1979 (drought)
and 1984 (floods) when crop damage was as severe as in
1974. In 1979 and 1984 the public food distribution sys-
tem was particularly successful in importing food timely,
distributing food to rural areas, stabilizing food prices,
and preventing speculation, which had been especially
digsastrous in 1943 and 1974. However, successful far-
ine aversion in 1979 and 1984 was to a large extent pos-
sible because of two fortuitous events: donor aid was
forthcoming and the country had unexpectedly large for-
eign exchange reserves that could be used to import
foodstuffs, Hence, vulnerability to famines remains.
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Successful famine prevention over the past two
decadesisnotexclusive to South Asia. African countries,
such as Botswana, Burkina Faso, Cape Verde, Kenya and
Zimbabwe, have also been able to prevent famines. In
most of these cascs, prevention was dependent on large-
scale government intervention in rtesponse to large
drought-induced declines in food production. Botswana
and Cape Verde, in particular, have systems of disaster
response and entitlement protection thatare rather exten-
sive and have been developed over decades. Most impor-
tantly, they proved effective during the long periods of
drought, i.e., from 1982 to 1987 in the case of Botswana,
and from 1968 to 1986 in the case of Cape Verde. Inboth
cases, development-oriented public works were em-
ployed to provide cash relief on a large scale and direct
food and cash transfers to vulnerable groups, such as
pregnant or lactating women and children. Both coun-
tries have used food aid in their entitlement protection
schemes but have not been dependent on it as it typically
arrived after the Government had taken action. Drought
relief in Kenya in 1984 and in Zimbabwe in 1982-1984
mainly took the form of free distribution of foed. Given
the severity of the droughts, the absence of starvation
deaths in all four countries, and even a decline in mortal-
ity rates in Cape Verde and Zimbabwe, is a remarkable
achievement.

SEVERE DROUGHT BUT NO FAMINE iN SOUTHERN
AFRICA IN 19927°

Southern Africa averted a large-scale famine in 1992, de-
spite declines in cereal output of more than 50 per cent,
owing to early and large-scale measures taken by Gov-
ernments and the international community. Severe food
shortages, however, cxisted in Malawi and Mozambique
and malnutrition rates have risen in many countries.
Deaths from malnutrition and particularly from malnu-
trition-related diseases, such as cholera and meningitis,
have been reported from Angola, Madagascar, Malawi,
Mozambique, the United Republic of Tanzania, Zambia
and Zimbabwe. The spread of cholera, which often
started in refugee camps, has taken epidemic propor-
tions. During 1992, Mozambique counted 225,673 cases
of cholera and 587 deaths, Swaziland 2,228 cases and
30 deaths, Zambia 11,218 cases and 1,231 deaths, and
Zimbabwe 4,434 cases and 208 deaths.

Fallsin production in 1992

In early January 1992, weather conditions for the coarse
grains harvest of April-June 1992 still appeared to range

from excellent to about average in southern Africa, with
the exception of central and southern Mozambique,
South Africa and Zimbabwe. However, prolenged
drought since January seriously affected food crops and
livestock throughout the region, except in Angola and
Madagascar. Cereal output declined by more than 50 per
cent in Botswana, Lesotho, Malawi, Mozambique,
South Africa, Swaziland and Zambia, and by more than
70 per cent in Namibia and Zimbabwe. In some arcas in
Mozambique, Zambia and Zimbabwe the cereal crop
failure rate was ciose to 100 per cent. The worst-affected
population in most countries comprised four groups: the
smallholders who lost their food or cash crops, farmers
who lost or sold their tivestock, wage-carners who lost
their jobs, and displaced persons.

Export crops were in gencral not as badly affected
by the drought because they grow in areas where rainfall
was better or because they benefit from irrigation. The
export crops themselves are often better able to resist
drought, as in the case of cotton and tobacco. Production
of roots and tubers and of pulses held up better than that
of cereals. The total production of crops and of food de-
clined in all countries by considerably less than the pro-
duction of cereals.

The livestock sector was among the most severely
affected sectors. Cattle are especially vulnerable to
drought and deaths from thirst, starvation or dis-
eases such as botulism were reported from Botswana,
Namibia, Swaziland, Zambia and Zimbabwe Maorcover,
farmers have been foreed to sell Hvestock in large num-
bers at depressed prices. In Botswana a third of the herd
might die. In Zimbabwe an estimated 60 per cent of the
cattle on commercial farms is expected to be lost and
40 per cent of the commercial pig herd was slaughtered
by December. In Botswana, Lesotho, Namibia, Swazi-
land and the United Republic of Tanzania, where prices
of livestock have fallen while prices of food have risen,
livestock producers have suffered large terms-of-trade
losses. In Swaziland, livestock prices fell by about 75 per
cent In Botswana, Namibia, Swaziland, Zambia and
Zimbabwe unemployment increased in the agricultural
and agro-industrial sectors as drought reduced these
industries’ production. Rural families in Lesothe and
Swaziland also suffered from a decline in remittances
from South Africa. Internally displaced persons, return-
ees and refugees endured severe food shortages in
Anpola, Malawi, Mozambique and Zimbabwe. On the
other hand, people employed by the Government orin the
mining sector have been affected mainly by increases in
food prices.
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The Governments ‘response to the drought

Countries responded to the drought with varying combi-
nations of different measures to prevent famine: import-
ing cereals and appeating for food aid, increasing the
supply of food in the market; organizing public employ-
ment projects; distributing free food to vulnerable
groups; supporting livestock prices; increasing access to
water; and expanding health-care programmes.

Zambia was one of the first countries to take action
by declaring an emergency in February 1992, requesting
820,000 tons of food aid, and increasing commercial
food imports. By May, it had imported 245,000 tons of
maize with its own resources.

Zimbabwe responded somewhat later to the
drought. Over at least three decades, except in 1964,
1980 and 1984, Zimbabwe had been a net exporter of ce-
reals. However, in recent years many farmers switched
from food to other crops, tobacce in particular, owing to
better prices. After the normal harvest of 1990, the Grain
Marketing Board (GMB) decided to reduce its stock and
Zimbabwe exported 414,000 tons of maize in the mar-
keting year up to March 1991, Drought, however, re-
duced the 1991 output and by April 1991 the stock was
about 650,000 tons, down from 1.1 billion tons a year
earlier, Pressure to earn foreign exchange and to reduce
the deficit of the GMB led to further exports from the
maize stock Hence, when the impact of the drought be-
gan to become clear, Zimbabwe was still honouring its
previous commitments and exporting maize. However,
between December 1991 and June 1992, 519,600 tons of
maize were imported, which particularly improved the
urban food supply.

Timely arrival of commercial imports averted se-
vere food shortages in Botswana, Lesotho, Namibia and
Swaziland. Commercial imports and programme food
aid have maintained market supplies and allowed groups
with purchasing power to acquire food. However, this
strategy, which was followed by all countries in the re-
gion, has not prevented food prices from rising, for in-
stance, in Botswana, Malawi, the United Republic of
Tanzania and Zambia. In Zambia the increase in food
prices was augmented by the abolishment of food subsi-
dies, which was part of its structural adjustment pro-
gramme, A factor that contributed to higher import
prices was the extent of the drought. Because countries
were not able to import grains from South Africa and
Zimbabwe, which were usually exporting countries,
transportation costs were higher. Namibia and Mozam-

bique exempted relief food imports from tariffs to reduce
upward pressure on prices.

The use of the ports and internal transport system
of South Africa was an important factor in ensuring that
food supplies couid reach the countries in need. How-
ever, the extent of the drought caused logistical problems
throughout the region, which contributed to delayed ar-
rival of food in the market. Transport operations have
been particularly hindered by the limited capacity to
transport food, especially to such land-locked countries
as Malawi and Zambia, but also by congestion at ports
and insecurity,

Public employment programmes have offered re-
lief for people who lost their jobs, crops or livestock.
Botswana, Lesotho, Namibia, South Africa, Zambia and
Zimbabwe have implemented such programmes. Works
carried out included, inter alia, road rehabilitation and
building, erosion control, water supply schemes, repair
and building of schools, clinics and houses. Botswana
created 76,000 jobs by December 1992, which on a rotat-
ing basis provided cash relief to about 150,000 people.
However, the lack of supervisory personnel limited the

. scale and geographical coverage, causing an increase in

the number of people assisted under the destitute pro-
gramme, The Zambian Programme for the Prevention of
Malnutrition, which was created in April 1992, reached
750,000 people by November, meostly through food-for-
work programmes. The focus of food-for-work projects
in Zambia switched in late 1992 from community proj-
ects to Jand preparation and planting.

The percentage of free food distributed in Zambia
was rather low compared to other countries. Free food
was distributed in all countries and targeted at internally
displaced persons and refugees, female-headed house-
holds, the elderly, the sick and children, The suppiemen-
tary feeding programme in Zimbabwe was feeding about
1 million children under five years of age at schools,
churches and clinics by November 1992, although the ra-
tion had been temporarily halved in September to 5 kilo-
grams per person per month.” Information on the effec-
fiveness of targeting is scanty. In Botswana not all
pre-school children were reached, probably owing to de-
lays in registration. An improved screening system was
developed in Zimbabwe late in 1992.

Botswana and Namibia offered price incentives
to farmers to sell livestock while they were still in
good condition. Prices, however, might not have been
high enough in Botswana for the more remote farmers,
because of the high transportation costs they had to incur.
In Botswana, deaths of animals from starvation particu-
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larly affected the smaller farmers. During the firsthalfof
1992 heads of cattle slaughtered exceeded the annual to-
tal of recent years in Botswana but slowed down in the
second half in anticipation of rains. South Aftica pro-
vided rebates on livestock transportation costs.

The international community s response
to the drought

Donor countries, IMF, the World Bank and other interna-
tional organizations made additional funds available to
buy food imports, to ease the impact on the balance of
payments and government budgets, to fund relief meas-
ures, and to assist rehabilitation. This has been crucial
since most countries in the region are coping with for-
eign exchange shortages and some with high budget
deficits. An exception is Botswana, whose foreign ex-
change reserves to imports ratio is one of the highest in
the world. Mozambique'’s Enhanced Structural Adjust-
ment Facility (ESAF) was supplemented by $21 million,
Lesotho received new loans from IMF and, in June 1992,
the World Bank approved $310 million in loans for
drought relief to Malawi, Mozambique, Zambia and
Zimbabwe. Zimbabwe signed an IMF extended arrange-
ment in January 1992 from which it immediately drew
$100 million. The Department of Humanitarian Affairs
of the United Nations Secretariat and the Southern Afri-
can Development Community (SADC) issued in June
1992 an appeal for $854 million in aid, excluding the

cost of 2.5 million tons of programme food aid. This ap-
peal estimated total cereal import requirements for the
10 southern African countries for the marketing year
1992/93 1o be 6.1 million tons (4.2 in the form of food
aid), on top of 5.5 million tons for South Africa. By De-
cember, $656 million had been pledged and about 80 per
cent of the original food aid requirements were received
in December 1992 (see table VI.10).

However, while crucial for rehabilitation, pledges
in the non-food areas, such as water, health, livestock and
agricultural sectors, are insufficient. About 40 per cent
of the requirements of southern Africa (at the level origi-
nally estimated) had been funded as of December 1992,
The requirements have actually increased by about
30 per cent since the original appeal of June 1992, Con-
sequently, lack of seeds, fertilizer, tools and draught ani-
mals has hampered planting for the 1993 season, despite
rains in most countries.

THE EFFECT OF HOSTIL{TIES ON FOOD SUFPLIES
AND NUTRITION

As the above account shows, famines resulting solely
from natural disasters have been prevented with increas-
ing success in recent decades, owing to prompt action by
national Governments and assistance from the interna-
tional community. This makes warfare probably the most
important determinant of famines. During 1982-1985,
for example, many African countries were struck by

Table V110,
Drought in southern Africa in 1992: affected population and cereal import requirements
AfTected pepulation .
{Targeted) Com{::;;;?: Programme foodaid Target foodaid  Value of non-foed aid
May December 1592/93 Muy Decernber May December May Becomber

Country (thousands) (thousands of tons) (thousands of tons) (thousandsof' tons)  (millions of doHars)
Angola 1400 1400 285 9 9 45 75 25 26
Botswana 100 313 240 12 i2 5 5 3 3
Lesotho 170 304 297 62 45 16 16 6 5
Malawi 5700 7100° 876 340 340 379 479 19 31
Mozambique 31150 3862 1218 861 861 493 498 51 45
Namibia 250 250 125 44 20 18 18 12 14
Swaziland 250 415 129 19 0 46 46 2 7
United Republic

of Tanzania 800 607 500 265 150 17 17 ) 3
Zambia 1700 1760 970 726 726 139 109 3 42

Zimbabwe 4600 50603 1410 203 203 318 518 26 25

Total 18120 210643 6050 2541 2 366 1645 1780 150 202

Source: “Drought cmergency in southern Africa: consolidated UN-SADC appeal”, May and December §992; and FAQ, Food Outlook

{May 1992)

a Preliminary.
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drought but famine was most severe in the war-affected
regions of Ethiopia Among the direct effects of warfare
are looting, requisitioning or destroying of crops and
farming inputs; raiding or killing of livestock, leaving
farmers without the possibility of buying grains or
ploughing their land; and uprooting, killing and the
forced recruiting of civilians. Directly or indirectly, wars
have disrupted trade, distribution, the free movement of
people and grazing patterns. They have increased the
vulnerability of the affected areas to drought and reduced
the capacity of people to implement the strategies they
would normally follow when struck by drought.”* Gov-
ernments have fatled during wars to invest in agriculture
and take timely and adequate action to prevent famine.”
Parties in a struggle have interfered with the delivery of
relicf, especially when members of the drought-affected
group were armed opponents.

The use of food as an instrument of war is probably
as old as warfare itself Yet, the change inthe characteristics
of war have contributed to their importance in explaining
famines. First, civil wars as a percentage of the total num-
ber of armed conflicts have rsen sharply. As the 1991
Gulf war illustrated, a “classic” confrontation between
the regular armed forces of two or more countries can be
quick and conclusive and not result in many direct civil-
ian casualties. Civil wars, on the other hand, can last
decades and are often waged at a low level of techno-
logical sophistication, involving guerrillas, militias,
death squads, insurgents and separatists, fighting each
other orthe Government. Incivil wars, the distinction be-
tween armed opponents and civilians is often perceived
as being blurry and the objectives are usually wider than
a simple military defeat, and often include the destruc-
tion of the social and economic structure of the oppo-
nents. Attacks have oflen been directed at the ability of
civilians to produce or acquire food, at health and educa-
tion facilities, and at transport and communication sys-
tems. Starvation has in some cases not simply been a
consequence of war but an objective, often shared by
both parties in the conflict,” Secondly and relatedly, but
not confined to civil wars, is the rise in the ratio of ill-
defined area targets located in rural areas to clearly de-
fined military targets. Thirdly, the incidental or deliber-
ate destructive impact of conflicts has increased owing to
motorized and mobile war equipment, longer firing
ranges and heavier firing power. In particular, the use
of automatic weapons and chemicals such as defoliants
has enabled the destruction of substantial amounts of
crops and/or the killing of large numbers of people and
livestock.™

The effect of wars on the capability to produce or
acquire food depends on the military strategies used, and
the intensity, the geographical coverage and the duration
of the conflict. Since the end of the Second World War,
there have been a number of famines almost exclusively
induced by war. The famine in Somalia is the most recent
example and is analysed separately below.”® Frequently,
wars have caused increased undernourishment and in
some cases excess mortality through the effects on pro-
duction and trade, but information on deaths from star-
vation is often too scanty to be able to label these condi-
tions as famines” The most severe situations have been
those where a drought-induced production decline was
exacerbated by hostilities that destroyed crops, livestock
and physical capital, caused input shortages and massive
displacement of people, hampered production, trade,
relief and strategies to cope with drought, led to the ne-
glect of agricultural development, and brought about in-
terference with deliveries of relief supplies. In the past
15 years, these effects have been seen in countries such
as Angola, Chad, Ethiopia, Mozambique, the Sudan and
Uganda,

The exact weight of responsibility that can be at-
tributed to wars, natural disasters and inadequacies of
prevention and relief efforts in causing a particular fam-
ine is often difficult to determine.” This is particularly
so in cases such as Ethiopia and the Sudan, where wars
have lasted for a long time and coincided with leng peri-
ods of below average rainfall and periodic droughts. In
these instances, the vulnerability of households to exter-
nal shocks has increased over time since the recovery
from a drought, even without warfare, can take years.
Traditional precautionary measures, such as amassing
assets {including grains and livestock), diversifying pro-
duction or engaging in other income-generating activi-
ties, have been difficult to implement because of recur-
rent below-normal rainfall, affecting productivity, and
because of hostilities which impeded production and the
movement of pastoralists and farmers. Insecurity has
made it difficult for houscholds to implement strategies
to cope with a drought-induced decline in agricultural
output, such as selling assets, searching for grazing ar-
eas, wild food and employment. In Ethiopia, Somalia
and the Sudan, livestock raids among different groups,
often provoked by a scarcity of resources in time of
drought, have been a fact of life fora long time and meth-
ods to cope with them have been incorporated in the way
of life. In southern Ethiopia, for example, regular cattle
raids caused farmers to change planting practices and
abandon the best, tsetse-free grazing areas in order
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to minimize the risk of being attacked. More than
the actual raids, these coping measures have lowered
productivity and increased the vulnerability to climatic
uncertainty.”

The combined effects of war and drought have been
most severe in Angola, Ethiopia, Mozambigue and the
Sudan. In Angola and Mozambique, attacks by rebels
were concentrated on, infer alia, villages, transport sys-
temns and health facilities. Millions have been displaced
during the 1980s and agricultural production has suf-
fered significantly.® When drought struck Angola and
Mozambique in the early 1980s, it is estimated that at
least 200,000 people died from war-related famine.™
Drought hit Mozambique again in 1992 and deaths from
starvation were reported. However, access to the affected
population increased considerably after the peace agree-
ment of October 1992, In Ethiopia, military action
against insurgencies increased aflter 1978 and culmi-
nated in large offensives by the Government during the
early 1980s. Military forces destroyed crops in surplus-
producing areas, bombed markets and transport links,
blocked roads and restricted the movement of traders and
migrant labourers. This led to food shortages in deficit
areas and contributed to the famine of the mid-1980s,
which resulted in the deaths of between 400,000 and
1.5 million people.” Hostilities which hampered agri-
culture and interfered with relief efforts continued in
northern Ethiopia until the fall of the regime of Mengistu
in May 1991, It was estimated that in 1987 40 per cent of
the land in Eritrea was not cultivated owing to stolen ani-
mals, shortages of sceds and tools, conscription, dis-
placement of people, drought, insecurity, hostilities and
mining of land ®

Since the mid-1980s, the civil war in the Sudan,
involving the Government and several militias, has
increased in intensity and geographical coverage, ex-
panding into the southern and western provinces. Live-
stock have been killed or raided, land has been made
unusable because of mines, insecurity, or poisoning
of wells, Iarge numbers of people have been displaced,
and coping strategies have been hmpossible to imple-
ment. When drought hit the south in the years 1986-
1988, famine resulted and about 250,000 people died
in 1988. The belligerents interfered with food trade and
atd on numerous occasions, except for a six-month
period after the inception of Operation Lifeline Sudan in
April 1989, Fighting intensified in September 1991, as
the Sudan People’s Liberation Army split into two
factions, and in early 1992 the Government started an
offensive in the south. Rainfall was very erratic during

1991 and 1992 and crops failed because of either
heavy rains and flooding or poor rains. Since 1989,
thousands have died from starvation and from related
diseases, which were exacerbated by the breakdown
of medical services. By March 1993 Kala-azar was
estimated to have claimed 60,000 lives. As a result of
an agreement between the United Nations, the Gov-
ernment and the various factions, access to the famine-
affected population in the south increased after late
1992.%

Undernourishment, resulting from a decline in
food consumption, becomes especially dangerous when
health-care facilities have been destroyed and the deliv-
ery of health-care services has deteriorated or has been
obstructed owing to warfare; warfare also increases the
demand for health-care services because of injuries.
Health-care facilities were destroyed and health-care
workers killed in such countries as Angola, El Salvador,
Ethiopia, Guatemala, Mozambique, Nicaragua, S Lanka
and the Sudan. Immunization rates often decreased ™ It
is estimated that 331,000 and 494,000 children under the
age of five have died in Angola and Mozambique, re-
spectively, between 1981 and 1988 from war-related
malnutrition, lack of immunization, lack of access to
clean water and untreated diseases.®

Refugees and displaced people

Drought and hostilities result, independently and in
combination, in the displacement of people. Table VL 11
shows the number of refugees and internally displaced
persons in the different regions of the world at the end of
1991. The table also lists the countries from which more
than 100,000 refugees originate. Nearly all are countries
affected by war, drought orboth. People leave their home
to avert a worse fate, yet displacement is normally asso-
ciated with increased undernourishment. In the case of
war, people leave their farms and their jobs, and methods
to acquire food are disrupted. This in itself resulis in in-
creased undernourishment. In the case of drought, peo-
ple are already undernourished when they migrate in dis-
tress. Migration is usually the last stage of household
strategies to cope with drought ¥ Concentrations of dis-
placed people are typically characterized by poor sanita-
tion and poor and/or inadequate water, which promote
the transmission of infectious diseases. Contaminated
water causes such illnesses as typhoid, cholera, dysen-
tery and infectious hepatitis. Undernourished people,
exposed to such an environment, suffer from increased
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Table VI.II.
Refugees by country of asylum and internally displaced persons as of 31 December 1991
Internally
displaceda Cruntries or areas from which more
Refugees (Millions) than 100,000 refupees originate
Sub-Saharan Africa 5067932 142-14.7 Angola, Burundi, Ethiopia,
Liberia,Mozambigue, Rwanda,
Sierra Leone, S,omalia, Sudan
and Western Saham
North Aftics and West Asia 8263 576 Afphanistar, Iraq and Palestine
South and East Asia 835093 6.1-66" Cambodia, China, Myanmar,
Sri Lanka and Viet Nam
Latin America and Caribbean 883319 12-15
Europe and North America 2222623 1.5¢ former Yugoslavia
Total 17272543 23.0-243

Source: UN/DESIPA based on UNHCR, World Population Monitoring 1993 (United Nations publication, fosthcom-
ing); and United States Comnittee for Refugees, World Refugee Survey 1992,

a Basced on fragmentary information.
b Including West Asia

c Including Commonwealth of Independent States, Georgia and the former Yugoslavia

morbidity and mortality, especially during the first few
months after displacement.®

Alirefugees and displaced people are vulnerable to
hunger, but the women and girls among them are the
most vulnerable. Women and children account foran es-
timated 70 to 80 per cent of the worldwide refugee popu-
lation. In some cases, this percentage can be as high as
90.% The basic ration in 2 number of locations has been
cut both in calories and in content as a result of financial
difficulties of the United Nations High Commissioner
for Refugees. Outbreaks of deficiency diseases such as
scurvy and pellagra have been reported in some develop-
ing countries” Inadequate food rations cause health
problems for refugee women and children in particular
because they are vulnerable to nutritional deficiencies,
suchas lack of iron, calcium, iodine and vitamin C. Preg-
nant women and lactating mothers are particularly at
risk. For example, pregnant women who are anaemicrun
the risk of fatal haemorrhaging during childbirth,

Refugee and displaced women are particularly sus-
ceptible to water-borne diseases, as they are generally re-
sponsible for collecting and storing water. Insects which
breed or bite near water can cause illnesses such as sleep-
ing sickness, malaria, yellow fever and river blindness,
and infection with diseases transmitted through contact
with water, such as worms and schistosomiasis, Further-
more, female refupgees are vulnerable to being forced to
grant sexual favours in exchange for food or other agsist-

ance. Rape, abduction, torture, forced prostitution and
murder are not uncommon forms of violence against
female refugees.

Frequently, assistance to refugees has not been
tailored to the characteristics, skills or needs of the
majority ofthe adult women refugees. Male refugees are
often placed in charge of food distribution, even though
women often produce the food outside the camps, have
more knowledge about the real needs, prepare the food
and feed the children, the elderly and the disabled peo-
ple®' Moreover, most refugee assistance intended to
solve the problems of dependency has been directed
towards men, who play a secondary role in the organiza-
tion and support of refugee families. More attention
needs to be directed at women and their families, and re-
settlement, reintegration, training, and employment-
generating programmes need to be designed on the basis
of the existing or potential productive abilities of women,”

Since the outbreak of the civil war in Liberia in
December 1989, approximately three quarters of the
population has been displaced, internally or externally,
contributing to the collapse of production in almost all
sectors.” Undernourishment has been widespread and
deaths from starvation were reported, Circumstances
were especially dire in the capital, which experienced a
large influx of people. UNICEF estimated that in
Monrovia in 1990 about 80 per cent of the children were
severely malnourished. As a result of food aid, the rate
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has decreased, at least until August 1992 when fighting
escalated, disrupting relief operations.”

In Irag, the collapse of economic activity, the in-
ability to import food, the virtual breakdown of the dis-
tribution system and the input shortages in the agricul-
tural sector during and immediately after the Guif war,
led to serious food shortages and rationing by the Gov-
emment, exorbitant food prices on the parallel market,
and increased hunger and malnutrition, but probably not
to many-—if any--deaths from starvation. However, it
was estimated that infant mortality rates for the period
January to August 1991 were three to four times as high
as for the same period in 1990, owing to malnutrition-
related diseases, lack of clean water, and related depriva-
tions.” The situation among Kurds fleeing a counter-
insurgency offensive by the Iraqi army was more critical.
Several Kurdish refugees died in Turkey and the infant
mortality rate over the first month of the crisis was about
18 to 29 times higher than in Iraq in the late 1980s %

In Bosnia and Herzegovina, disruption of produc-
tion, distribution and relief operations, including food
supplies, has been an objective of some parties and has
caused hunger. Perhaps as many as thousands have died
from starvation and cold, quite apart from direct murder.
Victims are mainly the inhabitants of besieged cities and
towns and those who have been uprooted. Approxi-
mately 2.2 million people from the area of the former
Yugoslavia have been displaced ¥

THE NEED FOR DISASTER PREPAREDNESS AND
COOPERATION

The FAO Global Information and Early Warning System
on Food and Agriculture and the SADC Early Warning
Units were instrumental in assessing food import re-
quirements in southern Africa during the 1992 drought,
While early warning systems can be important and can
be improved, they are often neither a necessary nor a suf-
ficient condition for early intervention to prevent a fam-
ing. Early warning systems played, for example, only a
minor role in famine prevention in Africa during the
1980s: rain failure was easy to notice.”® Also, inan open
and pluralist society, the press and/or local politicians
often give the earliest warning of impending disaster and
trigger intervention.

In some countries the state of disaster preparedness
needs to be improved. In particular, more attention needs
to be pgiven to the integration of emergency operations
and development programmes. One aspect of this inte-
gration is that, during relief operations, the rehabilitation

component should receive greater emphasis. Simply
supplying food is not sufficient. Farmers often lose as-
sets and animals during a drought and, if no attention is
given to supplying tools, seeds and other inputs, aid de-
pendency is easily perpetuated.

As stated in General Assembly resolution 46/182,
“each State has the responsibility first and foremost to
take care of the victims of natural disasters and other
emergencies occurring on its territory”. The resolution
also stated that *[hJumanitarian assistance must be pro-
vided in accordance with the principles of humanity,
neutrality and impartiality”. The use of food as an instru-
ment of war violates this resolution. However, relief op-
erations continue to be hampered by insecurity and
armed conflict, increasing hardship considerably among
the affected population and endangering the lives of re-
lief workers. Greater cooperation from the parties in-
volved to ensure that humanitarian assistance reaches
the affected population is required. Delivery of assist-
ance to the affected population, whether by establishing
peace zenes and periods of tranquility or other methods,
can be importantin building trust and long-lasting peace.,
If cooperation is not forthcoming, military protection of
relief operations might be required, as has been the case
in Bosnia and Herzegovina, Iraq and Somalia.

SOMALIA:"" PROFILE OF A FAMINE

Somalia will be examined in some depth as itprovides an
illustration of how a famine can take place as a result of
civil strife and how the international community must
continue to develop new modalities if such a tragedy is
not to reoceur.

Background to the 1991-1992 famine

Somalia has a fragile environment. Its terrain is arid to
semi-arid and droughts occur periodically. Arcas with
relatively good rainfall are concentrated between the
Scebeli and Juba Rivers in the south and a small area
around Hargeisa in the north-west. Only 1.6 per cent of
the land is arable and 118,000 heetares, about 11 percent
of the arable land, is irrigated, primarily by the flooding
of the rivers. Export crops are mainly cultivated under
controlled irrigation. Approximately 20 per cent of the
population are settled farmers who usually also keep
some livestock. Nearly 60 per cent of the population are
nomadic pastoralists and depend mainly on livestock
production, but might also cultivate some land. The rest
of'the population is largely active in processing and trad-
ing of agricultural commodities and lives in the urban
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areas. Livestock accounts for about 45 per cent of GDP
and 75 per cent of merchandise export revenues. Total
agricultural value added accounts for about 65 per cent
of GDP.

In 1978, as a result of continued fighting between
Ethiopia and Somalia and drought, large numbers of
refugees from the Ogaden in Ethiopia crossed the Somali
border. For 1981, the estimate of the number of refugees
varied between 700,000 and 1.3 million.'® There are
several accounts that these numbers were inflated, thatan
accurate assessment of the beneficiary population was
not made, and that large quantities of food and other sup-
plies did not reach the target population but instead was
diverted to the military and government bodies orsold on
the market, Food aid, which increased rapidly in the late
1970s (see figure VI.1), had several negative effects on
the Somali economy, including price disincentives and
changing food consumption habits from locally grown
sorghum to wheat and rice. Hardly any attempt was made
to use food aid for long-term development, neither with
regard to project nor with regard to programme food aid.

FigureVl 1.
Somalia: food imports and food aid, 1965-1992

Meiric tons (cereals in groin eguivaient)

In 1983, the possibility of integration of refugees in So-
mali society wasaccepted by the Somali Government but
the measures taken were unsuccessful. Repatriation of
refugees to Ethiopia was resisted by the Somali Govern-
ment until 1986, aithough refugees have returned spon-
tancously, sometimes assisted by UNHCR, throughout
the 1980s. The total number of persons retumning from
Somaliabetween 1980 and 1988 mighthave beenashigh
as 400,000.'”!

Somalia did not have an effective public pro-
gramme to cope with droughts. There were sore sectoral
early warning systems, which generated data on climate,
food prices, crop yields and livestock losses, but they
were neither integrated and analysed at the government
level nor supplemented with nutritional information for
which there was little or no infrastructure needed for
monitoring. Somalia was preparing a disaster-prepared-
ness programme in cooperation with United Nations
agencies, in response to the 1987 drought, but insurgen-
cies stopped the projects in December 1990.'%

In 1988, the Somali National Movement {SNM),
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which had been formed in 1981 by a group of Isaak exiles
from the north of the country and had maintained bases
in Ethiopia, was prevented by the Ethiopian Government
from undertaking cross-border raids."™ Its forces then
crossed into north-west Semalia and intensified their
military action to overthrow the regime of President Siad
Barre. Fighting was first concentrated in the north-west
and the Government magnified its counter-attacks, and
economic targets, such as livestock, wells and watering
points were targeted. Hargeisha, the second largest city
of Somalia, was razed through bombing. Some 350,000
persons from northern Somalia sought refuge in Ethio-
piain 1988, Most refugees from Ethiopia, who had been
in the north since the 1977-1978 war, returned to Ethio-
pia.'® At least 70,000 internally displaced persons be-
came dependent on food aid but civil strife seriously
hampered relief operations.

The north usually contributed a large share to total
livestock exports. These declined from $59 million in
1987 to $22 million in 1988, Total Somali exports de-
creased from $94 million to $58 million. Official devel-
opment assistance was cut by about $150 million in
1988. These factors probably affected the capacity to im-
port cereals and lowered food availability in urban arcas,
as had been the case during the drought of 1983-1984.
Cereal imports declined by 30 per cent from 1987 to
1988.

Cereal production, which mainly occurs in the
south, was not yet affected . Indecd, the cereal output
of 1988 was above average and 1989 saw a record
crop of sorghum in particular. The food supply was
therefore satisfactory in 1990, except among displaced
people.

Urban areas suffer first despite sufficient food
in 1991

Throughout 1989 and 1990 clashes widened as two new
movements, the United Somali Congress (USC), which
operated in the centre of the country with the support
of the Hawiye clan, and the Somali Patriotic Move-
ment (SPM), which was supported by Ogaden living in
the south, joined in the attack on the Government. In
September 1990, the three movements, SNM, SPM and
USC, agreed to coordinate their military tactics fo over-
throw President Siad Barre and subsequently form
a coalition Government.'” During December 1990
and January 1991 heavy fighting took place in
Mogadishu and at the end of January, President Siad
Barre fled the city as USC forces commanded by General

Mohammed Farrah Aidid entered. Without consult-
ations between the three movements, an interim presi-
dent, Mr. Mohammed Ali Mahdi, who was from USC,
was appointed. This appointment was not accepted by
General Aidid, or SNM and SPM, and civil strife re-
sulted. This fighting was particularly tragic as there had
previously been no history of rivalry between the various
sub-clans of the Hawiye.

Until Siad Barre’s ouster in January 1991, the
fighting had had only a limited impact on farming activi-
ties in the south: the harvest of the secondary crop in Feb-
ruary 1991 was estimated to be at least average. Taking
into account the carry-over stocks, supplies of coarse
grains at the national level were sufficient.

The new fighting spread to tlie farming areas in the
south where troops loyal to the ousted president were
also still fighting. Marketing was seriously affected and
commercial imports had already ceased in December
1990. By February 1991, severe food shortages had de-
veloped in urban areas and people started to flee urban
areas and to leave the country. The little food that ap-
peared on the urban markets was traded at exorbitant
prices, unaffordable by most of the population in need.
Food entitlements in urban areas were also negatively af-
fected by non-payment of salaries and high unemploy-
ment, which might have reached 100 per cent at one
point, as a result of the governmental collapse.

In January 1991, United Nations agencies with-
drew their staff from Mogadishu because of the fighting,
In March, the first United Nations/UNICEF emergency
shipment of food and medical supplies arrived in
Mogadishu. The World Food Programme (WFP) distrib-
uted some food through the few non-governmental or-
ganizations that remained. The International Commitiee
of the Red Cross (ICRC) and the non-governmental or-
ganizations themselves also distributed food and pro-
vided other assistance. Total food aid was far from ade-
quate Relief was often severcly hampered by fighting
and looting of supplies in the total absence of law and or-
der InJuly 1991, it was estimated that as much as 50 per
cent of the population was in need of food assistance, and
malnutrition and deaths from starvation and related dis-
eases were being recorded, in urban areas in particular
but also in some rural areas in the central districts. It was
estimated that as many as 1 million persons were seeking
refge within the country, at the edges of Mogadishu and
Kismayo and in other areas.

Two reconciliation conferences in mid-1991 and
several diplomatic efforts to bring the warring groups to-
gether failed to stop the fighting Agriculturalinfrastruc-
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ture, including irmigation schemes, continued to be de-
stroyed and equipment looted. The area planted for the

main crop of August 1991 was small owing to lack of

seeds, fuel and farm implements and was mainly con-
fined to the rainfed fields. As a result, exports of crops
collapsed. During November 1991, heavy fighting split
Mogadishu into two sectors, closed the port, and forced
all United Nations staff to evacuate. In December 1991,
the Secretary-General requested a smali team of United
Nations staff to return to Mogadishu.

Widespread famine and starvationin 1992

At the end of 1991 then, a war-induced famine was in the
making in southern and central Somalia. While no exact
figures are known, the number of starvation deaths was
still probably low. Cereal output was down by 55 per
cent, grain reserves were consumed, destroyed or looted,
exports had collapsed, no cereals were imported, live-
stock was severely affected, food production was dis-
rupted by insecurity, displacement of people in massive
numbers and the destruction or looting of infrastructure,

Figure VI 2.

Agricultural production in Somalia, 19611992
1979-1981 = 100
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such as irrigation pumps and canals, fruit trees, sceds
and tools (see figure V1.2). During 1991, about 250,000
Somalis had fled to neighbouring countries.”™ Markets
were largely non-existent, Electricity-generating and de-
livery systems, water-supply, sanitation and communi-
cation systems, and the contents of almost all public
buildings, businesses, schools and health-care facilities
were looted or destroyed.
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described earlier, there was no Government to take ac-
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food deliveries within the country. International relief
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ICRC and a few non-governmental organizations, by the
fighting, insecurity and looting. Total food aid provided
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tools in accessible areas for the February crop. However,
displacement, civil strife, input shortages and damaged
irrigation equipment limited the harvest, despite suffi-
cient rainfall.

In early 1992, it was estimated that 4.5 million peo-
ple were threatened by severe malnutrition and related
diseases and of these, at least 1.5 million lives were at im-
mediate risk. An estimated 500,000 tons of cereals was
needed. On 1 February 1992, the Special Emergency
Programme for the Horn of Africa (SEPHA) issued a
consolidated inter-agency appeal which estimated that
under prevailing security conditions and possibilities for
implementation about $100 million was needed for
Somalia. On 23 January 1992, the Security Council im-
posed an arms embargo on Somalia and on 3 March a
United Nations-brokered cease-fire took effect in
Mogadishu. The United Nations Operation in Somalia
(UNOSOM) was established in April by Security Coun-
cil resolution 751 (1992) by which the Council requested
the deployment of 50 unarmed observers to monitor
the cease-fire, agreed in principle to send 500 United
Nations troops to protect relief operations and endorsed
a 90-day Plan of Action for Emergency Humanitarian
Assistance.

The cease-fire held despite periodic breaches. Se-
curity improved and relief operations expanded. Airlifts
were organized by EC, ICRC, UNICEF, the United
States (in August) and WFT, and in May, after an aborted
attempt in March, the first ship since November 1991 ar-
rived in the port of Mogadishu, thanks to the successful
negotiations by the United Nations Special Repre-
sentative for Somalia. FAO reporied in July that food
prices in Mogadishu had decreased but still remained
beyond the purchasing power of many.

In July 1992, 50 United Nations observers arrived
in Mogadishu to monitor the cease-fire. However, fight-
ing continued unabated elsewhere, involving the rival
clans and troops loyal to the ousted president. During the
first half of 1992, relief was primarily concentrated on a
few coastal cities and towns and the camps for displaced
people around these cities. In May and June, one group
gained control of most of southern and central Somalia,
which brought some security there. ICRC, the non-
governmental organizations and UNICEF steadily in-
creased their operations in those areas from June on-
wards, although hampered by insecurity, fighting and
looting. These organizations, inter alia, provided cooked
meals and medical supplies, immunized children, rebuilt
water-supply systemns and other infrastructure and dis-
tributed seeds and tools to farmers. Securing the portand

airport of Mogadishu, which was crucial to the success
of the relief effort, ran into difficulties. After being op-
posed by General Aidid, the 500 troops envisaged by the
Security Council in resolution 751 (1992) only arrived in
Mogadishu in September and took control of the airport
in November.

On 21 July 1992, the Secretary-General, in a report
to the Security Council, stressed that insufficient priority
had been accorded to Somalia.'® On 22 July 1992, here-
ported to the Security Council that “the almost total ab-
sence of central, regional or local government posels)
enormous operational difficulties for the United Nations
in establishing a large-scale and effective presence.
None the less, the threat of mass starvation ... require[s]
an immediate and comprehensive response from the
United Nations and the international community”.'*
In its resolution 767 (1992) of 24 July 1992, the Secu-
rity Council approved the mounting of an urgent air-
lift operation to provide assistance to those threatened
by mass starvation. The Council also stated that, in
the absence of cooperation by all parties, movements
and factions in Somalia with the United Nations, in
compliance with resolution 751 (1992), it did “not
exclude other measures to deliver humanitarian
assistance to Somalia”. In August, the Security Council
expanded the size of UNOSOM to 3,000 troops
(Security Council resolution 775 {1892)). This deploy-
ment of additional troops was also opposed by General
Aidid.

The area planted and the yields of the main harvest
of August 1992 were again severely reduced as a result of
the reasons mentioned above and, for the first time, of
poor rainfall. FAO estimated that cereal production de-
clined by about 20 percent and livestock output by 40 per
cent in 1992. Both categories had, therefore, declined by
some 60 per cent between 1990 and 1992 (see figure
VI1.2). Owing to food aid, food supplies had improved
somewhat by October Mortakity and malnutrition rates,
of children in particular, declined in areas receiving sub-
stantial and sustained relief, such as Baidoa, Hoddur,
Kismayo and Mogadishu. For example, the number of
deaths in Baidea, which had increased from 3,224 in Au-
gustto 5,979 in September, declined to 2,434 in October.
Some farmers returned to their home areas'' and rainfall
was sufficient during the last three months of 1992,
which indicated an improvement in the first crop 0f 1993
over 1992 levels, although output would remain well be-
low pre-war levels: about 60 per cent of normal.

In Qctober 1992, the United Nations launched a
100-day Action Programme for Accelerated Humani-
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tarian Assistance, building on the SEPHA appeals of
February and also of July. In November UNICEF as-
sisted some 187,000 beneficiaries, an increase from
nearly 52,000 in August. However, the Programme’s im-
plementation was severely hampered by increased fight-
ing, insecurity and looting in central and southern So-
malia between September and November. Bardera, for
example, changed hands in October, food stocks were
looted and all programmes were closed down for a fort-
night. Deaths soared in Bardera from about 550 in Sep-
tember to 6,000 in November, During the first 38 days of
the Programme, only some 18,700 tons of food were de-
livered by WEP, against a monthly target of 31,000 tons,
because the ports of Kismayo and Mogadishu were
closed part of the time. It was estimated that less than 20
per cent of all food aid actually reached targeted bene-
ficiaries. None the less, 85 per cent of the children
monitored by UNICEF in feeding centres gained weight
during November.

A fairly satisfactory situation in the north
of the country

In the north, matters had been very different. In contrast
to much of the rest of the country during 1991, the north,
which had declared its independence in May, escaped
large-scale hostilities, despite some disturbances and
fierce fighting in March. The main obstacles for relief
and rehabilitation were mines and destroyed infrastruc-
ture, a leftover from the 1988-1990 period. There was
relatively little interference with relief efforts and some
rebuilding of infrastructure, shipments of medical sup-
plies and educational materials, and other relief efforts
were able to take place throughout 1991. United Nations
bodies, including FAQ, UNDP, UNHCR, UNICEF and
WEP, ICRC and several non-governmental organiza-
tions provided relief through food-for-work pro-
grammes, supplementary feeding of vulnerable groups
and market sales schemes.

In the north, markets were well stocked, economic
activity resumed and throughout 1992 food prices were
stable. Despite poor grazing conditions for the third year
in a row, there was no evidence of a nutritional emer-
gency and malnutrition rates improved although anae-
mia was a major cause of morbidity. There was some re-
newed civil unrestin 1992, and early in the year UNICEF
temporarily suspended its operations in the north-east af-
ter some of its staff members were killed. Many Somali
refugees returned to the north from Ethiopia; some of
them were assisted by UNHCR

Military intervention to ensure that supplies reach
the intended beneficiaries

The Security Council, in its resolution 794 (1992)
of 3 December 1992, authorized the use of “all necessary
means to establish a secure environment for humanitar-
jan relief operations in Somalia”. As mentioned above,
this has been envisaged in Security Council resolution
767 (1992) of 24 July 1992, This resolution was the first
one ever to authorize the use of force in support of hu-
manitarian goals. The Unified Task Force (UNITAF),
consisting of about 37,000 troops from 22 countries un-
der the command and control of the United States, which
supplied the bulk of the troops deployed in the initial
stages, secured eight relief centres by the end of Decem-
ber. Large-scale looting declined markedly and there was
a general improvement in security. While it did not set
out to disarm the rival militia, the Unified Task Force
made it clear that it would react forcefully to any interfer-
ence with its operations. However, the work of relief
agencies was impeded by disarmament of their local
security guards who were not always adequately te-
placed by UNITAF forces and, as UNITAF moved out of
Mogadishu, the movement of militia into the unsecured
areas brought new outbreaks of looting, fighting and in-
security, ICRC and UNICEF temporarily suspended op-
erations in certain places after staff members werekilled.
None the fess, overall relief and rehabilitation opera-
tions by several United Nations bodies, ICRC and
non-governmental organizations expanded.

Between 10 December 1992, when the first troops
arrived, and 20 January 1993, 13 vessels carrying 40,600
tons of relief supplies docked in the port of Mogadishu.
Food prices decreased considerably in Mogadishu.
UNDP restored the Mogadishu water-supply system.
Wells, roads and bridges were rehabilitated, schools re-
opened, dry food, tools and seeds were distributed fo
farmers, and agricultural activities increased. Malnutri-
tion and mortality rates have declined dramatically. In
Baidoa, for example, the number of deaths per day de-
clined from 250 in early September to 8 in late Decem-
ber. However, as of February 1993, large groups of peo-
ple in need were still beyond the reach of feeding
programmes and deaths from diseases, such as diarrhea
and measles, were still high.

Fourteen factions signed a cease-fire and disarm-
ament agreement in January and they, joined withsev-
eral others, held a conference in March 1993 in Addis
Ababa, at which they agreed on the establishment of a
transitional national council, consisting of 74 regional
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representatives, and a complete, impartial and transpar-
ent disarmament within 90 days. Moreover, on 26 March
1993, the Security Council adopted resolution 814
{1993), authorizing the expansion of UNOSOM Ii with
regard to size and mandate, which will supplant
UNITAEF. By acting under chapter VI of the Charter of
the United Nations, UNOSOM 1I is empowered to dis-
arm, to enforce the arms embargo and to ensure
that humanitarian and other assistance reaches the peo-
ple of Somalia,

The future

On 11 March 1993, the 1993 United Nations Reliefand
Rehabilitation Programme for Somalia was launched in
Addis Ababa. This Programme detailed actions and ac-
tivities which were determined by the relief community
and the Somali people to be priorities for 1993. The to-
tal requested for the period 1 March to 31 December
1993 was $159.4 million.'"!

These funding requests covered the period to the
end of December 1993, but longer-term assistance is en-
visaged. Two factors have been stressed as essential. The
first is that the “success of any programme lics with the
Somali people themselves and their leaders who are ulti-
mately responsible for creating conditions conducive
to peace and development”. The second, as stated in
General Assembly resolution 46/182 concerning the
continuum from relief to rehabilitation and develop-
ment, is that “emergency assistance must be provided in
ways that will be supportive of recovery and long-term

development”.'"?

The task of rebuilding the country and ensuring
long-term development is indeed enormous. At the end
of 1892, it was estimated that at least 60 per cent of
the country’s basic infrastructure had been destroyed,
80 per cent of all social services had been rendered non-
operational and 15 to 20 per cent of the livestock had
been lost, with severe malnutsition being reported
among the remaining animals. Moreover, it is estimated
that there are over a miltion mines in the country, with the
highest concentration in the north, Besides reconstruct-
ing the physical infrastructure and establishing security,
rebuilding the social, political and economic institutions
and the administrative and development management
capacity are crucial to the rehabilitation of Somalia.
Moreover, probably at least | million internally dis-
placed persons have to be rescttled, and 800,000 refugees
who are now outside Somalia.'"

For the past two years food aid to southern and cen-

tral Somalia has been provided almost entirely on an
emergency basis. Free food distribution will be needed
as long as the situation remains insecure and people are
displaced. However, where the situation allows, free
food distribution should be transformed into programme
and project food aid. In the 1980s, however, disincentive
effects had already been present. During 1992 and early
1993 several signs of disincentive effect were again re-
ported in some parts of the country. Some farmers could
not sell the little crop they produced on the commercial
market because of lack of demand and low prices, often
below production costs.'"* During the period that large
amounts of food aid are still needed, international or-
ganizations should seck to purchase local supplies and
guarantee a minimum price for farmers to counteract any
disincentive effects of food aid and to encourage domes-
tic production.

Project food aid should aim at rebuilding and devel-
oping the infrastructure. Particular attention should be
given to include former militia members in these pro-
jects, as employees or apprentices. In the future, project
food aid can also be used as pait of a drought relicf and
famine prevention programme. Food-for-work or cash-
for-work projects allow people to augment their food en-
titlements in a period of drought The programmes
should be designed in advance and integrated into devel-
opment plans so that there are no start-np delays and they
do not have to be hastily designed with a high chance of
being wrongly designed. These programmes should re-
place the role refugee camps now play in coping with
droughts.

Over the longer run, emphasis should be given to
the development of agriculture and processing of agricul-
tural products. The potential of settled fanming areas in
south and central Somalia should be more fully ex-
ploited than in the past. The area of controlled irrigation
could be expanded, increasing yields and reducing the
risk of floods. Improved water management will also in~
crease the effectiveness of other inputs, such ag fertiliz-
ers and modern varicties of seeds, which are currently
used at very low levels. To assist this strategy, extension
services will have to be strengthened. Rainfed agricul-
ture can also be expanded.’™ Livestock will continue to
account for a large part of the economy. Rehabilitation
of veterinary services is crucial. Range management
needs to be strengthened, especially since hostilities and
mines have caused overgrazing in certain areas. Finally,
with the largest coastline of the African continent, fish-
eries have been vastly underdeveloped in the past. Re-
habilitation efforts should focus on repairing or build-
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ing boats and nets and further development of artisanal
fisheries and of marketing channels to domestic and for-
eign markets.

All efforts at rehabilitation will only succeed if se-
curity is assured throughout the country. The Somalia
emergency showed that the breakdown of internal secu-
rity setriously impedes not only domestic production but
also the delivery of outside food assistance. In the face of
this breakdown, many Somalis 197such as the doctors
who remained at their posts and the farmers 197helped
avert an even worse disaster. Also, individual agencies
and non-governmental organizations often achieved
considerable results. However, the initial reaction of the

international community can hardly be described as bold
and aggressive; it was only in December 1992 that the
military intervention that would put an end to looting and
open up the clogged arteries of the country’s delivery
system got underway. One fesson from the famine in So-
malia must surely be that modalities must be developed
to ensure that international cooperation takes place at an
early stage to assist strife-torn countries to guarantee a
modicum of domestic security. Without domestic secu-
rity, the food production and distribution system can
hardly function. The example of Somalia highlighted the
need for further progress along the lines proposed in the

“Agenda for peace”.'®
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bassies in the EC countries a pamphlet entitled, dre You Paying
Toeo Much?, which showed that consumers in five EC countries
were paying between 57 per cent and 146 per cent more for
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entitlements only refer to legal transfers and are therefore not
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Sales No. E.B5.1V.2), pp. 14-15; and 1993 Report on the World
Social  Situation (United Nations publication, Sales
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VII

Economic reform and the development of
the non-state sector: a case-study of China

In the transition from a centrally planned to a market-
oriented economy, China has chosen a policy of pro-
motion of the rapidly growing non-state sector instead of
one of privatization of state enterprises. This path to-
wards a market economy, referred to as marketization,
focuses on subjecting all production units regardless of
ownership to market forces rather than to privatization of
production. Indeed, the development of the non-state
sector in the 1980s has been an integral part of the con-
tinning and far-reaching process of economic reform be-
gun in 1978 in China. The following analysis presents
the evolution of the non-state sector in the last decade
and a half.

The basis of reform was initially the decentraliza-
tion of economic decision-making from the central Gov-
ernment to local governments and to individuals and pro-
duction units. Following initial success, notably in the
agricultural sector, the focus of reform shifted to reduc-
ing price distortions and reforming and developing eco-
nomic institutions of every sector—iural economic in-
stitutions, the distribution system, financial institutions,
and the foreign sector. Output and productivity growth
was also seen to require specific policies promoting the
rapid development of collective and private enterprises.
Asreform accelerated in the mid-1980s, the basis of for-
eign trade and investment policy shifted from the mere
increasing of exports to finance needed imports, to the
development of export-oriented production exploiting

China’s comparative advantage in labour-intensive in-
dustry as a means of stimulating economic growth.
Apgainst this background of reform the share of the non-
state sector in industrial output increased rapidly, from
25 percent in 1980 to 46 per cent in 1991. The non-state
sector consists of (a) collective-owned enterprises, that
is, those owned by local governments and/or workers;
(b) individual-owned or privately owned' enterprises
including the self-employed and private enterprises
with paid workers; and (¢} foreign-owned enterprises,
including whotly foreign-owned enterprises and joint
ventures. The development of the non-state sector has
certain distinctive characteristics. First, the develop-
ment of the sector has taken primarily the form of
the rapid growth of new smaller enterprises rather than
of the privatization and/or breaking up of inefTicient
large state enterprises. Second, while the largest propor-
tion of these non-state enterprises are collectively
owned, growth of the still very small private scctor has
been accelerating. Third, the successful liberalization of
foreign trade and investment has created a very signifi-
cant export-oriented foreign ownership sector” as well as
substantial growth in export production of non-state en-
terprises in coastal provinces.® Last, because of regional
variations in government policy and the history of eco-
nomic development, the development of the non-state
sector has been concentrated in the coastal region of the
country.

POLICIES SUPPORTING THE DEVELOPMENT OF THE NON-STATE SECTOR

The progress in the development of the non-state sector
in the 1980s was the result of policy changes at various
levels. Monetary policy and foreign trade and exchange
policies have penerally been supportive of development
of the sector. Overall reform of the economic system re-
moved many inherent barriers that had restricted eco-

nomiic activities outside the state sector. Specific sectoral
reforms and promotional policies also created incentives
for the growth of the non-state sector although the mo-
mentum of reform has vacillated with political change,
most notably in the aftermath of the change of leadership
in 1989,

185
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MACROECONOMIC POLICY

The macroeconomic environment since 1980 has gener-
ally been favourable to the growth of the non-state sector.
Especially important for the growth of non-state eco-
nomic activities has been the consistently high savings
rate, of around 30 per cent of gross national product
(GNP), for much of the 1980s and early 1990s.

A certain amount of macroeconomic instability has
characterized recent economic trends. The principal
source of that instability has been inflationary pressures
generated by high rates of growth of the money supply,
as the authorities desired to ensure sufficient liquidity
for rapid economic growth, and particularly for high
rates of fixed investment, as well as to respond to the
rapid monetization of the agricultural sector since 1979.
Sharp cyclical slow-downs in growth resulted from dras-
tic albeit brief curtailment of monetary growth, which
has been the main macroeconomic policy instrument.
Economic stow-downs in 1981, 1986 and particularly in
1989-1990 were detrimental in the short term to the
growth of the non-state sector Because of the impor-
tance of the use of administrative means of allocating
credit and the priority placed on the production of the
state sector, the non-state sector bore the brunt of the
credit contractions in the 1980s. However, the policy re-
sponse has generally been a prompt reining in of infla-
tion. The excessive macroeconomic instability that char-

Table VIL1.
Macroeconomic indicators, 1979-1991

1979 1980 {98t 1982 1983

acterized many developing countries and economies in
transition in the 1980s was thus avoided.

The external sector has also generally been in bal-
ance, with the current account deficits kept to a small
fraction of gross national product (GNP) (see table
VII.1). External debt has also been kept at easily manage-
able levels. Foreign exchange rates, though centrally con-
trolled, were periodically adjusted and tended to follow
market trends, particularly since 1984, and this resulted
in a significant devaluation of the yuan over the years.

REFORM OF THE ECONOMIC SYSTEM

Reform in three key areas—goods markets, credit mar-
kets and local fiscal authority—provided a strong impe-
tus for the development of the non-state sector. Non-state
firms gained access to markets and inputs following the
decontrol ofthe production, pricing and marketing of nu-
merous categories of goods. Price fiberalization which
began in 1979 has accelerated since 1982* Atthe same
time, import of consumer goods and unsophisticated

capital goods, some of which compete with products of

non-state enterprises, has remained generally restric-
tive, thereby providing protection for emerging domestic
industries.

Concurrently, the decentralization of the banking
system and the tacit approval given to informal financial
institutions have greatly improved access of non-state

1984 1085 1986 1987 1988 1989 1990 1991

Average annual growth rofe (percentage)

GNP 1.6 7.8 45 87 103 146 127 83 110 113 43 4.1 1.7
Money supply® " " . " . 180 277 200 223 7.1 181 276
Inflation® 20 6.0 24 1.9 15 2.8 88 6.0 73 185 178 2.1 29
Share of GNP (percentage)
Current account balance " 0.3 11 2.4 16 10 -39 .28 02 -0 -1 29 33
External debt . 1.5 2.1 31 33 40 57 g5 116 112 106 142 153
Exchange rate
Yuan per doliar 156 150 171 189 198 232 294 345 372 372 377 418 3532
Index of real '
exchange rate® 1054 962 799 682 698 534 493 452 482 590 572 431 194

Sonrce: International Financial Statistics Yearbook, 1992, Statistical Yearbook of China. 1992; and 1. Ory, “Evolution of United States trade with
China", Federal Reserve Bank of New York Quarterly Review, winter, 1991-1992

a End-of-year averages, excluding quasi money. Consistent series begin in 1984,

b Retail prices
c Fourth quarter of each year
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enterprises to credit since the early 1980s. The primary
functions of the central bank were strengthened while
commercial banking functions devolved to state-owned
banks that specialized in lending to specific economic
sectors—agriculture, foreign trade, industry and con-
struction, and rural credit cooperatives (RCC) inrural ar-
eas, In a move towards greater reliance on indirect credit
control, credit creation by the RCCs was based on the
loan-to-reserve ratio of individual units. This made con-
trol less easily enforceable by central authorities and, as
rural household deposits had been growing rapidly, pro-
vided greater leeway to rural credit extension.

More important, informal financial networks and
fledgling local capital markets, consisting of informal
cooperatives, financial cooperatives organized by local
governments, borrowing from fiiends and family mem-
bers and issuance of bonds, developed in rural and urban
areas and became important sources of credit for the non-
state sector.” This development was implicitly sanc-
tioned by the central Government as it continued the pur-
suit of diversification of formal financial institutions
begun in the mid-1980s.

The decentralization of fiscal authority through
revenue sharing with various levels of local governments
was important in creating an incentive for those govern-
ments to promote local economic development through
growth of the non-state sector. This was built on a strong
existing system of local governments and local systems
of tax collection in which the major source of local reve-
nues was industrial enterprises. The development of lo-
cal industries was regarded as the most promising means
of generating additional local tax revenues.® Inaddition,
the comprehensive implementation of the production re-
sponsibility system by 1983 had released a large number
of farmers from agriculture, creating problems of local
rural unemployment for local governments. The devel-
opment of rural enterprises was seen as a means of miti-
gating this pressing problem. Furthermore, income from
non-agricuitural employment could increase overail lo-
cal income {evels which, in turn, justified the higher sala-
ries of local officials 7 As a result, local governments
have been instrumental in the promotion of rural indus-
tries and indusiries in small cities and towns.

RURAL REFORM POLICY

The development of the non-state sector was closely
linked with reform policies for the rural economy. In a
fundamental departure from official policy since the
mid-1960s, the development of private as well as collec-
tive non-agricultural enterprises was seen as an impor-

tant means of stimulating growth in rural output and em-
ployment in 1984. The dissolution of communes had re-
ieased large numbers of underemployed farmers pre-
viously hidden in the collective system without creating
alternative sources of employment. This pressure was
aggravated by the already high unemployment in urban
areas necessitating continued restriction on rural urban
migration to forestall the potential of massive urban un-
employment and other urban social problems.

Rural economic growth since 1978 has also been
highly favourable for the development of non-agricul-
tural industries. Ruralincome increased at anaverage an-
nual rate of approximately 12.8 per cent between 1978
and 1985.% This resulted in substantial growth in the de-
mand for consumer goods and services exacerbating ex-
isting shortages created by prolonged underinvestment
in these sectors under the previously centrally planned
system. Consumption of the agricultural population in-
creased by 126 per cent in real terms in the period 1978-
1991.

Besides becoming a strong source of demand, rural
households also became important sources of capital as
their savings grew at a rapid rate. Rural financial savings
in RCC deposits had risen 11-fold between 1978 and
1985 and almost 4-fold between 1986 and 1991.° The
surge in savings also led to @ demand for alternative in-
struments for financial savings, and funds for investment
were channelled through the rapidly growing informal
financial systems.

Scope of rural enterprises

The policies announced in 1984 on the development of
the rural sector'® reaffirmed the importance of rural collec-
tive enterprises and officially sanctioned private house-
hold enterprises, involving the use of hired workers. This
ended several years of rural enterprise policy that had
vacillated between promotion and clamp-down.

Farmers were allowed to engage solely in non-
agricultural production and leases on farm land became
transferable, whereas previously they had been obligated
to produce a certain amount of grmin. This enabled
greater specialization in rural production, and the non-
agricultural activities of many rural households were ele-
vated from the status of a secondary source of income to
that of a primary one. Mobility was facilitated by the
growth of “free markets” where sales of staples and other
consumer goods were transacted,

The existing monopoly of urban enterprises in
manufacturing industries was ended (except in the ciga-
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rette industry). Many administrative barriers to intrapro-
vincial trade and, to a much lesser extent, to labour mo-
bility were reduced. Markets for the output of rural en-
terprises began to enlarge as those enterprises were
permitted to cross local administrative boundaries to
market their products, purchase inputs and hire workers.
Furthermore, with the existence of persistent excess de-

mand conditions in the overall economy during most of

the period 1984-1988, there was a rapid growth in de-
mand in the urban market which could be tapped.

Financing

For a short period of time, the central Government chan-
nelled large amounts of credit through the state agricul-
tural bank to rural credit cooperatives expressly for the
purpose of financing rural enterprises.!’ Since this in-
itial injection of state credit, local capital has become the
most important source of funding. Rural enterprises
were also officially permitted to raise capital outside the
bank sector, through the issuance of bonds and via infor-
mal channels, including the direct mobilization of the
savings of the local populace and of the workers in those
enterprises. Local governments have also tapped their
tax revenucs for investment capital, while some have fi-
nanced investments through the issnance of bonds. The
formation of private cooperative ventures has also been
a means of financing new enterprises, All this has en-
abled the non-state sector to reduce its reliance on credit
from the banking system and increase its reliance on lo-
cal sources of credit: by 1989, the share of financing
from informal financial sources (27 per cent) exceeded
that from RCCs and other banking institutions (24 per
cent) for fixed investment by rural collective enterprises,
while retained earnings accounted for almost half of in-
vestment funds (table VIL.2). This reliance on local sav-

Table VII 2.
Source of funds for fixed investment by rural
collective enterprises, 1987-1991

Percentage
Banks and eredit Self-

cooperatives maised” Other
1987 38 37 25
1988 32 41 27
198% 24 49 27
1990 24 47 29
1991 28 47 26

Source: Statistical Yearbaok of China. 1992, p 204.

3 Retained earnings

ings was possible only because of the rapid growth of ru-
ral income and the development of informal financial
markets.

Tax policies

In the initial years of their development, rural collective
enterprises were granted a variety of tax exemptions and
tax holidays. They benefited from low effective tax rates,
as their income was subject to a low flat rate in contrast
with progressive tax rates for urban enterprises. Over
time the exemptions were phased out, so that by the late
1980s tax payments (as a share of pre-tax profits) of rural
collective enterprises were similar to those of state enter-
prises.”? Rural collective enterprises have also been sub-
ject to a progressive income tax rate of 10-50 per cent, re-
ducing the incentive for greater profitability. In practice,
effective tax rates of collective enterprises have been
found to be broadly negotiable with local authorities and
have therefore tended to vary among regions.”” Besides
taxes, enterprises have been subjected to a large variety
of payment demands by local administrative units, in
many cases as transfers to local agriculture or supple-
ments to local government revenues. Asaresult, rural en-
terprises have not benefited from fiscal incentives (ex-
cept for the early period of development) and in facthave
borne substantial burdens in taxes and ad hoc payments,

Technology policy

Government policy on technological improvement of
rural collective enterprises has been based on linkages
with larger state enterprises and technical assistance. Most
linkages have taken the form of the outsourcing produc-
tion by state enterprises to gain an advantage from the
lower cost of the land and labour of rural enterprises, and
been mutually beneficial. Sale of used equipment and li-
censing of brand names to rural enterprises have also
constituted a mode of technology transfer as well asa means
of entry of the enterprises into established markets.

The Spark Programme, a national programme of
technical assistance to collective rural enterprises for the
purpose of improving their access to technology, market
information and technical and management skills, was
launched in 1986." Over time, its funding and imple-
mentation have been decentralized and become increas-
ingly dependent on local governments, bank credit and
local branches of the State Science and Technology
Commission (SSTC). Preliminary assessment of the
Programme indicates that it has been well conceptual-
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ized and implemented but that there are several con-
straints on its continued expansion, the primary one be-
ing the sharp decline in central funding. In addition, the
weak technical and business training of rural enterprises
personnel have limited their capacity to absorb new
technology and business methods. Government policy
aimed at reducing the barriers to hiring across adminis-
trative boundaries has facilitated the hiring of trained
personnel from scientific and technical institutes by non-
state enlerprises. The Government has also encouraged
and facilitated joint ventures between research insti-
tutes/universities and enterprises to improve the level of
technology of the latter while penerating income for the
former. These policies have had a positive impact pri-
marily in more developed areas and in those in proximity
to urbanized areas,

POLICY TOWARDS PRIVATE OWNERSHIP

The overall trend in private ownership policy since the
beginning of reform has been one of progressive liberali-
zation with some vacillations. In the 1970s the only form
of private economic activity that was sanctioned was
househeld handicraft production, as private smali-scale
businesses had been virtually eliminated since the Cul-
tural Revolution in the late 1960s. Initial reform in the
late 1970z in the renewed development of private pro-
duction was limited and motivated primarily by the need
to generate employment and supplement state produc-
tion of consumer goods and services,

The 1984 decision that liberalized the limits on pri-
vate production to permit private units to employ up to
eight non-family workers provided the major impetus to
the further development of the private sector. The accel-
erated reform of the urban economy generated additional
momentum for the development of the private sector in
urban areas, although loca!l government implementation
of private enterprise policy has in general been much
more liberal in rural areas. As a result, private enterprise
grew rapidly and often exceeded official limits on the
number of workers to be employed and the scope of their
activities. In response to the de facto development of the
private sector, a 1987 amendment to the Constitution
climinated earlier restrictions and effectively upgraded
private production, which had consisted solely of family
production, to include private enterprises with an unre-
stricted number of employed workers. In 1988, the legal
status of private enterprises was established with atten-
dant legal rights and obligations in the Regulations on
Private Enterprises. At the same time the supplementary

role of the private sector with respect to the state and col-
lective sectors was maintained.

Some important obstacles to the steady develop-
ment of the private sector have been its susceptibility to
the effects of contractionary macroeconomic policy and
retrenchments in reform. In periods of economic stabili-
zation, particularly in 1989-1990, the private sector suf-
fered the brunt of the effect of scarce credit and inputs.
Economic stabilization has also tended to lead to re-
trenchiment in reforms which has in turn created uncer-
tainty about recently instituted policies favourable to the
development of the sector, This was compounded by the
change in potitical leadership in mid-1989, after which
the supplementary role of the private sector was inter-
preted more strictly and the sector itself more closely
regulated and monitored. The environment for the sector
remained unfavourable until early 1991 when macroeco-
nomic policy became more expansionary and govern-
ment leaders reaffirmed the legitimate status of private
enterprise.

Policy announcements since 1992 have reaffirmed
a supportive policy stance in private enterprise develop-
ment within the context of a shift to an overall reform-
oriented policy stance with the objective of developing a
“socialist market economy”."* However, the supplemen-
tary role of private ownership with respect ‘o state and col-
lective ownership within the cconomy was reiterated. A
package of new measures regarding the private sector was
recently announced that included fewer restrictions onits
scope of operations and its entry into certain industries, and
encouragement of its development of exports and in-
volvement in joint ventures with international capital.'®

The legal underpinnings of property rizhts and
their enforcement remain weak and poorly defined. The
1982 Constitution protects the right of individuals to
own and inherit property. A system of transferable long-
term land ieases has been developed for rural areas and
is developing in coastal urban areas. The legalization of
private enterprises in 1988 also guaranteed important
property rights, including the right of inheritance of
ownership, rights to operate autonomously within a le-
gally approved scope and the right to enter into legal con-
tracts, including loan agreements, foreign joint ventures
and processing contracts. Regulations designed to safe-
guard the autonomy of enterprises have not been effec-
tive in staving off ad hoc levies by some local govemn-
ments. More important, the legal system of the country
does not provide the necessary safeguards, found in
most developed market economies, against government
appropriation and other forms of intervention.



190 WORLD ECONOMIC SURVEY 1593

Private enterprises in both urban and rural areas
have encountered substantially greater difficulty in ob-
taining credit than collective enterprises.'” In the initial
years after the 1984 reforms, state credit to private rural
enterprises was very liberal, with bank loans accounting
for 40-50 per cent of start-up capital.'® However, with
the contraction of credit in 1989-1990, this source of
funding was eliminated and the creation and expansion
of private enterprises have been constrained by the factor
of credit availability.”

Local governmments have also made public property
available to private parties through various forms of leas-
ing/management contracts and outright sale Most re-
cently, there have been sales of groups of small state-
owned enterprises to established domestic private entre-
prencurs as well as to foreign investors, but this form of
privatization has been instituted only on a local basis and
is by no means representative of national policy.?

Tax rates established for private enterprises were
generatly below those of state enterprises but those on
personal income derived from profits were set very high.
It has been found that actual tax rates applied to enter-
prises have been negotiable between enterprises and lo-
cal governments. The Government has attempted to con-
trol the withdrawal of profits by owners as well as wage
differentials between managers and workers.

FOREIGN TRADE AND INVESTMENT REFORM

The reform of the foreign trade system since 1979, par-
ticularly with more comprehensive decentralization
since 1985, set the stage for rapid expansion of exports
by domestic enterprises as well as by foreign-owned
ones. The reforms aimed at increasing exports by permit-
ting direct exports by enterprises, instead of through for-
eign trade corporations, and the retention of'a portion of
foreign exchange earnings from exports, which could be
used for the import of equipment and materials. At the
outset, in implementing these measures, preferential
treatment was given to coastal provinces and cities and
special economic zones, Over time, the retention rights
were extended to all regions and the share retained was
raised substantially. Concurrently, the decontrol of for-
eipn exchange transactions and the determination of the
market exchange rate were implemented with the crea-
tion of a parallel market consisting of foreign exchange
adjustment centres where foreign-owned and domestic
enterprises could trade foreign exchange at market-de-
termined rates. The official exchange rate of the cur-
rency was devalued successively between 1984 and 1991
to reflect changes in market rates.?! Since 1991, a man-

aged floating rate system has been in place. These ex-
change rate policies created a favourable environment
for export growth in support of specific incentives to ex-
port.

In 1987, a strategy of economic development based
on accelerated development of outward-oriented pro-
duction in the coastal provinces, known as the Coastal
Development Strategy, was announced, Furthermore,
there was a push to link the rapidly growing rural enter-
prise sector to the international market by providing the
sector with credit and other incentives to export produc-
tion** This greatly broadened the markets for the output
of the rural enterprise sector. In early 1990, measures
were undertaken to increase credit to export-oriented ru-
ral enterprises in spite of an overall stringent credit pol-
icy toward the sector.

One means of developing exports of the smaller
and rural enterprises was the promotion of licensed proc-
essing and assembly by small enterprises for foreign pur-
chasers. Value added from the assembly of imported ma-
terials and components, often using equipment and
product design provided by foreign purchasers, was
small, however. After the selection of Guangdong prov-
ince as an experimental region with regard to the imple-
mentation of the Coastal Development Strategy in 1988,
licensed processing and assembly for purchasers from
Heng Kong was strongly promoted, with supporting lo-
cal investment in plants and infrastructure.”

Policy on foreign direct investment (FDI) has been
progressively liberalized since 1979 with a significant
acceleration in the process since 1984, focusing on im-
proving tax incentives, terms of investment, corporate
structure, repatriation of profits and currency exchange.
That the initial goal of focusing on foreign investment in
high-technology production had to be modified to attract
investment in labour-intensive manufacturing was con-
sistent with the comparative advantage of China. The lib-
eralization of policy on foreign investment coincided
with major industrial restructuring in the newly industri-
alized economies (NIEs) in the second haif of the 1980s,
necessitated by rising wages and (except for Hong Kong)
appreciating exchange rates. The result has been a surge
in the inflow of FDI in the manufacture of labour-inten-
sive exports primarily from Hong Kong and, more re-
cently, from Taiwan Province of China® as they moved
their production to take advantage of substantially lower
costs in China (see chapter 111, box 111.2).

More recently, the scope of FDI has been extended
from industry to finance, commerce and infrastructure,
and from coastal areas to the heartland along the Yangtze




ECONOMIC REFORM AND DEVELOPMENT OF THE NON-STATE SECTOR

191

River.” Through joint ventures in retail trade, the do-
mestic market will be significantly opened up to im-
ported consumer goods. Long-standing barriers, with re-
spect to the domestic market, facing the products of joint
ventures in consumer goods and food industries have re-
cently been refaxed on a limited scale. In a renewed at-
tempt to attract high-technolopy investment, there are
plans to further open the domestic market to interna-
tional conglomerates that could transfer high technology
as well as capital. In 1992, private and rural collective en-
terprises were encouraged to form joint ventures with
smaller foreign firms.*

REGIONAL DIFFERENCES IN POLICY

The approach to the development of non-state enter-
prises in localitics has differed significantly among geo-
graphical arcas since the promulgation of the major poli-
cies promoting collective and private enterprises, The
pre-reform experience, the practices of local govern-
ments in dealing with rural enterprises and the level of
economtic development were important determinants of
the direction and speed of transformation of the sector in
the 1980s. In areas with relatively high levels of agricul-
tural development the rural industrial base was stronger
at the beginning of the reforms.”’ Proximity to industri-
alized urban areas has also resulted in a stronger base of
rural collective enterprises. The underlying local govern-
ment policy towards the development of rural industries
had also differed greatly and these variations seem to
have persisted. It appears that in areas where rural collec-
tive industries had been strong in the 1970s, their devel-
opment continued in the 1980s and was the dominant
form of non-state enterprisc.

Local approaches to non-state enterprise develop-
ment may be broadly categorized according to one of
three models,” the first based on promotion of collec-
tively owned and managed enterprises, the second on de-
velopment of privately owned enterprises and the third
on balanced development of both the private and the col-
lective form of ownership. The first model can be found
apptied in large areas of the eastern coastad provinees of
Zhejiang and southern Jiangsu where local governments
have actively promoted rural collective enterprises and
restricted the private sector. In the economically less de-
veloped areas, mostly in the interior, where rural collec-
tive enterprise had not emerped, the growth of rural en-
terprises depended on expanding private ownership. In
other areas, such as the southern provinces of Guang-
dong and Fujian, there has been much more of a balance
between collective and private enterprises. Private own-

ership was an important source of growth of the non-
state sector in the 1980s in areas where there was a tradi-
tion of private enterprise that had survived, owing to pro-
tective local policies, the various central campaigns of
suppression of private ownership since the 19508

The primary means of promoting rural collective
enterprises by local governments were the channelling of
capital to those enterprises from banks and RCCs, the
use of local government funds and actual local govern-
ment involvement in the start-up of the enterprises. The
restrictions on private enterprises usually took the form
of credit limitations and, to a lesser degree, restriction on
supply of inputs and denial of licence. Where local gov-
emnments have actively promoted private enterprises,
they have provided direct loans as well as assistance in
securing loans from banks and inputs from suppliers.
More important, because of uncertainties in the national
policy environment for private enterprise, local govern-
ments have conferred collective orjoint ownership status
on private enterprises to facilitate their business transac-
tions and to shield them from central policy.

Local povernments have also pursued very differ-
ent policies regarding the development of export indus-
tries and the attracting of foreign investment, depending
in part on their response to preferential central policies,
local experiences and locational advantages in estab-
lishing international linkages. Thus, in the coastal region
and in particular the provinces, cities and special eco-
nomic zones designated to be open for foreign invest-
ment, local governments have followed much more ag-
gressive policies in these fields, including the
encouragement of rural enterprises to seek economic
linkages with producers in Hong Kong as early as 1985-
1986. Since 1987, many localities in Guangdong prov-
ince pioncered the promotion of licensed processing and
asgsemnbly arrangements between roral enterprises and
foreign purchasers.

Local governments have also differed significantly
in the degree and form of their intervention in collective
enterprises. In some localities, governments have di-
rectly intervened in many aspects of enterprise opera-
tions and controlled the allocation of labour and finan-
cial resources. In others, governments have encouraged
autonomy in collective enterprise management while
stressing accountability. It appears that greater interven-
tion in operations has tended to be found in arcas with
less developed industrial bases. Direct control of em-
ployment and wages has tended to be found in areas with
lower incomes and more burdensome problems of em-
ployment. In addition, the degree of intervention has also
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tended to follow the degree of liberalization of the local
economy in general.

Local governments generally make attempts to pro-
tect the markets of local enterprises and the employment

opportunities of the local populace. These efforts have
included prohibition of employing workers outside the
local area and barriers to the inflow of goods produced
outside the provincial or any lower-level jurisdiction.

DEVELOPMENT OF THE NON-STATE SECTOR

INCREASING IMPORTANCE OF THE NON-STATE SECTOR

The share of the non-state sector in total industrial output
increased rapidly from 24 per cent in 1980 to 47 per cent
in 1991 {see table VII.3) as the result of the substantially
stronger growth of the sector relative to that of the state
sector, By 1991 the share of the rural collective sector’
was 21 per cent of total industrial output, exceeding that
(13 per cent) of the urban collective sector. The individ-
ual private-owned sector emerged with a small but sig-
nificant share (almost 6 per cent) of industrial output,
The sharp rise in the share of the non-state sector in in-
dustrial output was in response to policies prometing ru-
ral enterprises and to the liberalization of private enter-
prise in 1983-1984. Consolidation of growth in 1989-1990
reflected the susceptibility of the sector to contractionary
macroeconomic policy and retrenchment in the policy
promoting the development of the sector. Entrepre-
neurial capacity, however, does not seem to have been a
constraint on the growth of the non-state sector (see box
VIL1).

The share of the foreign-owned sector increased
rapidly after 1985 as FDI grew sharply in response to
continued liberalization of FDI policy and improvement
of production conditions in China (see table VIL4). By

1991, output of this sector equalled that of the private
sector and accounted for almost 6 per cent of total indus-
trial output (see table VIL3).

The rapid growth of the share of individual or pri-
vate ownership in the commerce sector has been even
mote dramatic. In 1991, individual-owned units ac-
counted for 20 per cent of total retail sales and the “other”
ownership category,’ which included a large number of
individual farmers, for 10 per cent (see table VIL5). That
is to say, these two categories of ownership had increased
from a position of negligible propertions in 1980 to one
representing a combined 30 per cent share of total retail
sales by 1991,

The development of the individual or private sector
as a whole has reflected the evolution of official policy
since 1978, Self-employed®? units have been much more
widespread than private enterprises™ since they existed
in the 1960s and were reinstated at the outset of reforms
in 1979, By year-end 1988, self-employed units had
grown to 14.5 million with employment of 23 million
(seetable VIL.6). Incontrast, there were only 225,000 pri-
vate enterprises, with employment of 3.6 million*
Many private enterprises have developed from self-em-
ployed units and are concentrated in light manufacturing

Tuble VIL3,

Share of industrial output by type of enterprise, 1980-1991°

Percentage
Type of enterprise F980 1983 1984 1985 1988 1989 1990 1991
State-owned 760 730 690 650 5706 560 550 530
Non-state-pwned 240 270 310 350 430 440 450 470

Collective-owned 240 260
Urban -
Rural {township and rural)
Joint urban-rural

Individual (private-owned) 0.0 0.1
Urban . .
Rural .

Foreign-owned 0.5 0.8

300 320 360 360 360 360
150 150 140 140 130
150 1950 200 200 210

20 20 20 20 20

6.2 18 4.4 48 53 57

} 15 40 44 49 52
10 12 27 34 44 57

Source: Statistical Yearbook of China, 1992 (Beijing, 1992), pp. 403 and 406

a Bascd on output in current prices.




BOX VIi.1.

Growth of entrepreneurship in China

NTREPRENEURS are generally defined asin-
dividuals possessing the ability to identify
and exploit business opportunities and will-
ing to take financial risks in the process.
They combine inputs, including labour and
capital, for production, often in an environ-
ment of uncertainty, and in markets that do
not always function well. The activities un-
dertaken by the entrepreneur may involve in-

novation or just imitation of existing technol-
a

ogy.

Although there is general agreement
that a major motivation of entreprencurs is
the accumulation of wealth, the entrepre-
neur need not also be the owner of capital.
That is to say, private ownership is not a nec-
essary condition for the development of en-
trepreneurship. The development of entre-
preneurial activities is thus not necessarily
dependent on the privatization of ownership.
The entrepreneur can be committed to the
success of the endeavour and risk profes-
sional and financial loss from its failure as
long as there are sufficiently strong incen-
tives for financial, professional and other
gains.

The formation of collectively owned
enterprises has been the largest source of
growth of entrepreneurial activities in China
in the 1980s, while private enterprises still
contribute a small share. Growth of cellec-
tive enterprises has been concentrated in ru-
ral areas where income growth has been
rapid and the local government has provided
the support and impetus for such develop-

ment, The local government would provide
the start-up capital while working capital
and funds for subsequent expansion came
from banks and retained earnings. Thus, lo-
cal governments could exert substantial con-
tro! over the management of collective enter-
prises. The manager of those enterprises
received a wage with incentives linked to
performance. Autonomy depended entirely
on the policy of the local government and
thus varied greatly across regions. Atone
end of the spectrum, there were managers
who had full autonomy in most aspects of de-
cision-making, while at the other end there
were those who merely executed the deci-
sions of the local government. Similarly, the
opportunity for reward and the risk of failure
varied significantly among managers.

Private entrepreneurs have emerged
primarily from the ranks of former cadres,
technical workers in coliective enterprises,
supply and marketing personnel of enter-
prises, retired employees of state enterprises
and farmers with some business experience.
It appears that the new entrepreneurs have
been relatively well trained and that they are
individuals with business experience and a
familiarity with the workings of the political
system, and in many cases with some politi-
cal connections.” Directors of collective en-
terprises have usually been cadres or retired
state enterprise managers having a familiar-
ity with the political system, and some politi-
cal connections, as well as experience with
management.

a W. Baumol, "Is entreprencurship always productive?”, Journal of Development Planning,

No. 18, 1988, p. 86.

bSee S Young, “Policy, practice and the private sector in China®”, Australian Journal of
Chinese Affairs, No. 21, January 1989, p. 68. Most recently, the central Government
granted permission Lo central government units and cadres (except security departments)
10 run businesses (see South China Morning Post, 10 June 1992},
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Tuble VII 4.
Foreign direct investment” in China, 1979-1992
1979
1983 1984 1986 1988 £990 1992
Millions of dellars
Foreign direct investment 18020 12580 18740 3193.0 34870 111600
FPercentage

Growth over previous year

- 97.8 12.8 380 28 166.0

Source: Statistical Yearbook af China, 1992, p. 641; and State Statistical Burenu,

a Amount utitized

Table VIS,
Total retail sales, by type of ownership held by selling agents, 19801991
Percentage
Share of totol retail sales

Type of ownership 1980 1983 1984 1985 1986 1987 1988 1989 1980 1991
State 514 47.0 45.5 404 194 386 39.5 391 39.6 40.2
Collective 44.6 418 196 37.2 364 357 344 332 317 300
Individual 0.7 6.5 9.6 154 134 174 17.8 18.6 18.9 19.6
Other® 33 47 53 7.0 10.8 8.3 83 9.1 9.8 i0.2

Source: Statistical Yearbook of China 1992, p. 608.

a Censisting of individual farmers and jeint ownership of various forms, including private colective joint ownership.

and food services. Other larger private enterprises are
mainly found in construction, manufacturing and trans-
port—but seldom in commerce. Private enterprises have
been overwhelmingly smail-scale units (with less than
100 employees); those enterprises averaged 16.7 em-
ployees in 1992.%

The unfavourable economic and pelicy environ-
ment in 1989-19%0 resulted in a substantial decline inthe
nurmnber of private units, with the number of self-em-
ployed units decreasing from 14.5 million in 1988 to
13.3 million in 1990. The decline in the number of pri-
vate enterprises, from 225,000 to 98,000, was propor-
tionately much more drastic.*® With the progressive im-
provement in policy environment since 1991, the size of
the sector, particularly with regard to the self-employed
units, has recovered substantially. By the third quarter of
1992, the size of the self~employed sector had surpassed
the previous peak in 1988, but the size of the private en-
terprise sector remained substantially below the 1988
level. It appears that much of the growth in private enter-
prises in 1991-1992 was due to the relatively more rapid
increase in larger units.

The pace and scope of development of private en-
terprises have till recently been more rapid in rural than

in urban areas, mainly owing to differences in policy im-
plementation and availability of land and labour and en-
treprencurs. In the earlier period of development (1980-
1988), it was estimated that over 70 per cent of private
enterprises were located in rural areas. By 1992, how-
ever, only 55 per cent of private enterprises were located
in rural areas’ reflecting the substantially more rapid
growth in urban arcas in 1991-1992. As the size of pri-
vate enterprises tended to be larger in rural areas (18.2
employces per unit compared with 15 in urban areas),
they accounted for 60 per cent of total employment in
private enterprises.

Despite the rapid growth of output of the non-state
sector, the share of investment in fixed capital by enter-
prises exemplifying different forms of ownership re-
mained largely unchanged in the 1980s. State enterprises
continued to account for the majority share, 75-76 per
cent of total productive investment, while the rural col-
lective sector accounted for 10-11 per cent and the pri-
vate sector for 8-9 per cent.’® The most significant
change has been the relative growth in the size of foreign
direct investment which increased from approximately 3
per cent of total domestic productive investment in 1985
to almost 7 per cent in 1991
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Table VIL6.
Number of units and employment in the private sector, 1986-1992
1986 1987 1988 1989 1950 1991 1992
Self-employed units
Number of units
{thousands) 12 799.0 137250 14 520.0 12470.0 132830 14 540.0°
Employment
(thousands) 19710.0 215830 23049.0 19420.0 209300 24 000.08
Employees per unit - 16 - . 1.6
Private enterprises
Number of units
(thousands) - 115.0 2250 98.0 1078 121.8
Employment
(thousands) " 36000 17000 18354 20380
Employees per unit .- 16.0 . “ 16.7

Source: China Daily, 16 April 1991; Economic Daily, 12 Nevember 1992; Zhongpuo Jingii Nianjian, 1989, p. X - 153; and S Young, “Policy,

practice and the privite sector in China”, Australian Journal of Chinese Affairs, No 21, January 1989, p. 67.

Note: Underestimation in 1987-1988 could be as high ns S0 percent (sec S. Young, op. cit, 1990, p 62).

a End of third guarter.
b Eslimate.

REGIONAL PATTERN OF DEVELOPMENT

The regional differences in the development of the non-
state sector reflect two factors: variation in local govern-
ment policies towards the development and internation-
alization of the private and collective sectors, and central
government policy towards international trade and in-
vestments at the national and regional levels (discussed
earlier).

From 1980 to 1988, growth in rural collective in-
dustries was much more rapid in the more developed
provinces along the coast than in other regions,” so that
by 1988 the shares of the collective sector in industrial
output were largest in those provinces (see table VILT).
By 1991, the share of the non-state sector dominated that
of'the state sector in industrial output in six of those prov-
inces, with the non-state sector share ranging from 52 to
71 per cent.

In contrast, private enterprise growth was the path
to development of the non-state sector in localities where
economic conditions and political structures for devel-
oping collective rural enterprizses had been weak. There
were many more provinces {15) with above-average
shares of industrial output attributed to the private sector
in 1988. Ofthese, only two provinces had above-average
shares of industrial output in the collective sector. This
regional pattern of ownership structure in industry re-
mained largely unchanged in 1991,

Growth of the foreign-owned sector has been very

rapid since 1985 but concentrated in those areas that had
been designated by the central Government as having
been opened to foreign trade and FDL® By 1988, eight
coastal provinces and municipalities where these open
areas were concentrated had the highest shares of indus-
trial output in the joint venture sector (see table VILT).
By 1991, inall except one of those provinces (Liaoning),
the size of this sector exceeded that of the private sector.
The intensified development of the foreign-owned sector
in the late 1980s resulted in a rapid increase in ifs
share in industrial output, with shares approaching one
sixth to one quarter in Hainan, Fujian and Guangdong in
1991,

EXPORTS OF THE NON-STATE SECTOR

Exports of the non-state sector have become the source
of the very rapid growth of China’s exports. Exports of
rural enterprises increased at an average annual rate of
40 per cent between 1985 and 1992, By the end of
1992, their exports constituted 23 per cent of the coun-
try’s total exports, compared with only 4 per cent in
1985% (see table VIL8). However, these exports are
concentrated geopraphically in coastal provinees and
accounted for by a relatively small proportion (4 per
cent) of rural enterprises. Moreover, a large majority of
these enterprises are engaged in labour-intensive manu-
facturing, of, for example, garment, electrical and elec-
tronic goods.
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Table VIl.7

Share of industrial output by type of enterprise and by region,” 1988-1991

Percentage

Share of total output

By type of enterprise
Province/municipality” Byregion Statc-owned Collcctive-owned Individual-owned Forcign-owned
1994 1988 1991 1988 1991 1988 1991 1988 1991

Zhejiang 6.4 22,5 295 635 60.9 KRY 6.8 1.3 2.8
Jiangsu 12 34.7 33.0 59.4 583 3.2 16 2.7 51
Guangdong 89 451 386 395 328 42 47 11.2 239
Shandong 92 455 40.0 48.9 513 52 78 03 09
Fujian 23 496 40.7 34.0 318 4.6 59 11.8 21.5
Hebei 47 503 479 40.2 40,0 8.9 10.4 0.8 1.7
Henan 43 512 532 333 338 93 123 0.2 0.7
Tianjin 2.1 65.1 57.1 30.7 347 0.4 1.2 i9 7.0
Anhui 27 594 571 320 326 83 9.7 0.4 0.7
Beijing 31 67.0 59.9 28.0 297 0.9 0.9 4.1 24
Liaoning 66 61.2 60.3 29.5 28.1 57 72 36 44
Shanxi 21 70.6 61.1 23.6 321 53 6.6 0.4 0.2
Sichuan 5.1 66.2 62.6 280 287 5.2 78 0.5 0.9
Hunan 28 64.7 628 29.6 29.2 54 74 0.3 0.6
Jiangxi 1.7 692 630 255 219 48 8.2 0.6 0.8
Hubei 40 64.0 632 319 314 3.7 43 0.3 11
Shanghai 6.9 70.5 64.9 218 20.6 0.1 0.8 7.6 14.4
Shaanxi 1.8 71.0 68.5 237 225 5.1 7.4 0.2 1.6
Hainan 02 748 711 il 88 3.5 42 8.6 159
Guangxi 1.5 72.6 712 221 207 4.7 6.0 0.6 20
Jilin 22 70.7 715 238 217 54 63 0.2 04
Yunan 1.4 75.8 76.3 21.1 205 2.5 26 0.5 0.5
Guizhou 09 719 76.4 13.6 13.4 7.1 8.1 1.4 2.1
Inner Mongelia 11 65.1 774 315 174 24 4.3 0.1 09
Gansu il 82.3 78.1 150 17.7 2.7 4.1 0.0 0.1
Xinjiang io 817 787 14.5 i8.6 20 1.5 1.8 1.2
Ningxia 0.3 112 789 18.9 i6.1 0.3 3B 0.4 12
Heilongjiang 35 79.7 81.1 17.9 15.8 2.2 26 0.2 0.5
Qinghai 02 84.4 839 13.7 13.7 1.7 2.3 0.2 0.05
Tibet 0o 72.8 844 21.6 118 . 38 .~ .

Total 100.0 56.8 529 36.2 357 43 5.7 2.7 3.7

Sowrce: Statistical Yearbook of China, 1992, pp. 409-410; and Statistical Yearbook of China, 1989, p. 228.

a Ranked in ascending order of statc-owned sector's share of 1991 total eulput,

Exports from the foreign-owned sector were in-
creasing at an average annual rate of 58 per cent between
1985 and 1992. By 1992, exports of this sector ac-
counted for 20 per cent of total exports compared witha
negligible share in 1984 (see table VIL8). The combina-
tion of the exports of rural and foreign-owned enter-
prises constituted 43 per cent of China’s exports in 1992.
More important, the increase in exports of those enter-
prises accounted for 72 per cent of total export growth
between 1988 and 1992.

EFFECT ON EMPLOYMENT AND INCOME

The growth of the non-state sector has been a major
source of employment generation in the 1980s. In the pe-
riod 1985-1991, growth in employment in rusal collec-
tive and private enterprises accounted for 43 per cent of
total employment growth (see table VILS), with those
enterprises absorbing excess labour from agriculture
into higher-productivity manufacturing industries.
Urban private and foreign-owned enterprises accounted
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Table VILS.
Exports of rural and foreign-owned enterprises, 1985-1992
1985 1986 1987 1688 1989 1998 1994 1992
Exports (Billions of dollars)
Rural enterprises 1.2 2.7 44 80 100 130 150 200
Forcign-owned enterprises 03 0.5 1.3 23 39 60 120 174
Total 274 309 3%4 475 525 621 719 8BS0
Share of total exports (percentage)
Rural enterprises 44 87 12 168 190 201 209 230
Foreign-owned enterprises 1.1 29 33 4.8 7.4 9.7 167 200
Share of total export gﬁw.’h (percentage)
1986-1992 1989-1992
Rural enterprises 32.6 320
Fereign-owned enterprises 29.7 40.3

Source: A.Ody, “China: raral enterprise, rural industry, 1986-90". Manuscript, World Bank, 24 July 1991,

p. 10, citing The Township and Village Enterprise Yearbook, 1990; 1. Orr, "Evolution of United States trade with
China®, Federal Reserve Bank of New York Guarteriy Review, winter 1991-1992, p. 53, citing Hong Kong Bank;
Statistical Yearbook of Ching, 1992; Renmin Ribao, 1 January 1993; and China Daily Business Weekly, 15 February

1993,p 2.

for 4 and 2 per cent of the growth respectively, while ur-
ban collective enterprises accounted for 4 per cent of the
growth. In contrast, state enterprises penerated 20 per
cent of employment growth,

These trends are reflected in the increasing share in
employment of the non-state sector, By 1991, the share
in employment of the state sector (18 per cent) was
smaller than the total of the shares of urban collective, ur-
ban private, foreign-owned and rural collective and pri-
vate enterprises (24 per cent) (see table VI.10).

Despite the growth in employment in the non-state
non-agricultural sector, underemployment and unem-
ployment remain serious problems. Rurl enterprise
growth has not been sufficient to absorb existing surplus
agricultural workers and the growth in the agricultural
labour force. As rural enterprise development has been
regionally concentrated, lower-income interior regions
have benefited much less from that development’s em-
ployment generation. This has resulted in substantial mi-
gration of job seekers from interior rural areas into urban
areas and coastal regions.

Rapid growth of non-state enterprises and agricul-
tural reform have significantly increased income and
wages, and contributed to a dramatic reduction in rural
poverty. Rural per capita income increased at an average
annual rate of 7.5 per cent inreal terms between 1978 and

1991, with markedly more rapid growth in the first half
of the period as the combined result of decollectivization
of agriculture, increases in agricultural prices and rapid
growth of rural enterprises and other forms of non-agri-
cultural production® The reduction in the incidence of
poverty was dramatic from the beginning of reformto the
mid-1980s , with little change since. The poverty rate is
substantially higher in rural areas than in urban areas.

PRODUCTIVITY GROWTH. COMPETITION AND
INTERNATIONAL COMPETITIVENESS

Productivity growth in collective-owned industries was
substantially higher than that in state-owned industrics
in the 1980s. Average productivity of labour in the for-
mer increased by 12 per cent annually while productivity
of capital grew by 4.5 per cent annoally between 1980
and 1988. Total factor productivity of collective indus-
trics grew at the rate of 4.6 percent annually in the period
with a higher growth rate, of 5.9 per cent, in the period’s
latter part.™ These rates of productivity growth far ex-
ceeded those of the Republic of Korea and Taiwan Prov-
ince of China in the carlier years of development, when
rates had ranged from 0.75 to 0.9 per cent per annum.
Although many factors affect profitability, evi-
dence ofdecline in profits in sectors where the monopoly
power of state enterprises was eliminated and non-state
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enterprises have entered in large numbers suggests that
there has been increased competition. The results of an
analysis of profits of state enterprises showed sharp de-
clines in profitability in the 1980s in those sectors, such
as textiles, garments, handicrafts and sporting goods,

Table VII.9.
Source of employment growth by type of enterprise
and by sector, 1985-1991

Share in

growlh

Growth in oftotal

employment  employment

Type of enterprise (thousands)  (percentage)
State-owned 20270 199
Utrban collective 4120 4.1
Urban private 4210 4.1
Forcign-owned 1790 18
Total rural 71250 70.1
Rural collective and privately owned 43 951 432
Rural farm® 27300 26.9
Totat 101 630 100.0

Source: Statistical Yearbaok of China, 1992,pp. 97 and 389,

a Caleulated as the difference between the rural workforce
ond the total employment of rural enterprises.

with low barriers to entry. Conversely, profits in the sec-
tor with persistent state monopoly power, namely to-
bacco, and in those with very high costs of entry, such
as ferrous mining and ferrous metallurgy, did not
decline. Furthermore, rural enterprises have them-
selves been subject to increasing competition with the
continuing growth in their numbers, This was a factor
in their declining profitability from 1978 to 1988,
which was correlated with a period of government pro-
motion of rural industry and more rapid entry of new en-
terprises, leading to subsequent greater reduction in
profitability.*®

A negative phenomenon within the development of
competition and markets has been the increased barriers
to the geographical flow of goods and resources. With
the increasingly widespread development of non-state
industries, many provincial and lower-level govern-
ments have erected myriad barriers to the inflow of
goods from other jurisdictions and pressured local pro-
ducers into using caly locally produced inputs. This has
resulted in fragmented markets and higher costs, and is
leading to reduced efficiency in the allecation of re-
sources. Attempts by the central Government to reduce
these barriers have yet to have any significant effect.¥’

While competition among domestic industries in-

Table VIl 10.
Employment by type of enterprise and by sector, 1980-1991
‘Thousands
Type of enterprise
Urban Rural
Foreign- Collective
Total  State-owned Coliective Private owned ‘Fotal and private Farm®
1580 423610 80 190 24250 810 318360 299967 288363.3°
(100.0) {18.9) (5.7 (0.2} (75.2) an (68.1)
1985 498 730 89900 33240 4500 440 370650 697903 3008597
(100.0) {18.0} 6.7) (0.9) (0.1} (74.3) (14.0} (60.3)
1991 583 600 106 640 36280 7 600 2160 430930 96091.1 33483904
(100.0) (183} (6.2) (1.3) (04) (713.8) (16.5) {57.3}

Source: Statistical Yearbook of China, 1992, pp. 97 and 389

Note: Figure as percentage of total employment for the year concerned appears in parentheses,

Representing 90.6 per cent of total rural workforee, 1980,
Representing 81 2 per cent of total rural workforce, 1985,
Representing 77 6 per cent of total rural workforce, 1991,

a8 O g m

Figures coleulated as the difference between the rural workforce and the totai empioyment of rural enterprises
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creased in the 1980s, to a large extent they were shielded
from international competition. This was accomplished
through a restrictive import policy regarding indus-
tries where substantial domestic production capacity
existed. This policy has been extended to foreign-
owned enterprises, most of which have been required
to export their output. The major exemptions were im-
ports of capital equipment and inputs not produced in
China orin short supply and certain consumer goods that
were scarce. Recent announcernents of the opening of

the domestic consumer market to imports can be ex-
pected to expose domestic enterprises to interna-
tional competition.

The non-state sector, however, has been increas-
ingly exposed to international competition in the world
export market since it entered production for exportona
large scale in the latter 1980s. Improving competitive-
ness has been reflected in the rapid growth of the exports
of domestic enterprises, which has led to an increasing
share of China in world exports.*®

CONCLUSION

The rapid increase in the importance of non-state indus-
trial enterprises in China has been based on their phe-
notnenal growth. The privatization of state enterprises
has played a minor role in that increase in importance.
The rapid growth of the sector was manifested in initial
rapid growth in rural collective enterprises and sub-
sequent accelerating growth in private and foreign-
owned enterprises, and such growth led to diversifica-
tion of ownership within the sector by the early 1990s.
The non-state sector contributed substantially to the
growth of output, employment and productivity and has
been responsible for most of the growth in the countrys
exports since the mid-1980s. The development of non-
state enterprises has resulted in substantial gains in
wages, income and consumption and contributed to the
dramatic reduction of poverty in rural areas.

The impetus for the development of the non-state
sector came from a programme of extensive reforms of
the economic systemn, supported by a high-growth and
generally stable macroeconomic environment, as well as
sectoral promotion policies. The reform of prices and mar-
kets provided the necessary opening for the non-state
sector to compete with the state sector. Similarly, the
commercial policies and liberalization of foreign invest-
ment provided access to international markets and new
technologies. The develepment of the non-state sector was
also supported by policies that improved access to the fi-
nancing and the foreign exchange needed by the sector.

The non-state sector was a major source of high-
productivity growth in the 1980s. As the initial stimulus
given by reform to productivity growth weakens, the
continuation of that growth will depend on the adoption
of new technology. Continued high rates of domestic in-
vestment and growth in FDI with transfer of advanced
technology will help create conditions for long-term pro-
ductivity growth.

The areas where reform has been slowest and that
are likely to become more serious impediments to the
growth of the non-state sector are those involving the le-
gal framework necessary to support market-based eco-
nomic activities and improvement in the operation of
markets. Specifically, property rights, contract law, fi-
nancial and banking legislation and corporate law need
to be clearly defined and enforced. Barriers to markets
persist and need to be removed for the purpose of estab-
lishing national markets. Within the sector itself, the
Government’s burdensome administration of, and fre-
quent intervention in, collective enterprises have hin-
dered their efficient operation.

The prospects for continued development of the
non-state sector depend on a continuation of official
economic reform policy. Policy announcements in the
last year have affirmed the goal of transforming the
economic system into a socialist market economny hav-
ing a larger opening into international trade and invest-
ment, Further development of the non-state sector is con-
sistent with this goal and continued economic reforms
would improve the environment for the sector’s sus-
tained development. The rural collective sector will re-
main an important foundation of the non-state sector.
Some recent announcements suggest that private enter-
prises will continue to grow and that the scope of their
operations will be extended, although their role will be
supplementary to that of state and collective enterprises.
The current trade policy of the country points to liberali-
zation of imports and a shift in priority withrespect to at-
tracting foreign investment, with the focus on increasing
such investment in infrastructure and services and in
more technology-intensive manufacturing industries.
The future course of economic reform is thus expected to
be supportive of the continued development of the non-
state sector.
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NOTES

'The terms individual-owned and privately owned are used inter-
changeably in the present chapter

2This sector is dominated by Chinese-foreign joint venture en~
terprises, with a small percentage of wholly foreign-owned en-
terprises.

3The coastal provinces are, from nerth to south, Hebei, Shan-
dong, liangsu, Zhejiang, Fujian and Guangdong:

4By 1982-1983, prices of over 200 products had been fully liber-
alized and determined by the market so that approximately 6
per cent of retail sales were market-determined After 1985,
prices of large numbers of agricultural and light manufactures
were placed on market pricing. By 1988, increasingly larger
numbers of goods including major producer goods were decon-
trolled Atthe same time, the number ofintermediate goods sub-
ject to state allocation fell rapidly, from 236 in 1979 to 27 in
1988, and continues to declinc

$8ee On Kit Tam, “Capital market development in China®, Horid
Developrent, vol. 19, No. 5 (1991}, pp. 511-532, for n discus-
sion of this aspect ofthe development of the financial sector in
China

68ce C. Wong, “Fiscal reform and focal industrialization”, Mod-
erat China, January 1992, for a detailed discussion of local ver-
sus state authority.

TSee W Byrd and A, Gelb, *Why industrialize? The incentives
for rural community governments”, in China'’s Rural Industry:
Structure, Development and Reforni, W. Byrd and Qingsong
Lin, eds. (New York, Oxford University Press, 1990).

8Real growth rates were calculated using the rural consumer
price index in Statistical Yearbook of China, 1992,

8The extent of growth in personal financial savings at the na-
tional level is illusteated by the increase in their share of GNP,
from 6 per cent in 1980 to 46 per cent in 1991 (see Statistical
Yearbook of China, 1992, pp 31 and 281).

0pepple’s Repubtic of China State Council Document No. 4,
1984,

HNet growth of credit to rural collective enterprises by RCCs in-
creased twofold from 1983 to 1984 before, with the contraction
of credit at the national level in 1985, rural credit policy became
significantly more restrictive.

124 Ody, “China: rural enterprise, rural industry 1986-50",
Manuscript, World Bank, 24 July 1991, p. i6.

131bid. Tax levels in 1989 ranged from a high 70 per cent in the
south-west province of Sichuan and the central coastal prov-
inces of Shanghai, Zhejiang and Jiangsu, to 40-50 per cent in
Guangdong province in the south and Shandong provinceinthe
north-east.

14The primary function of the Spark Programme has been four-
fold: (a) introducing improved technolegy and management
methods to rural enterprises through technical partners from re-
search institutes; (b) developing and organizing training pro-
grammes for staff of rural enterprises; (¢) meeting information
needs of rural enterprises on technology and business opera-
tions; and (d) providing technical assistance in the preparation
of comprehensive development strategics. The Programme was
initiated and funded at the national fevel under the leadership of
the State Science ard Technology Commission. See A, Ody,
op. cil , annex 3.

15This was sanctioned by the Fourteenth National Congress of the
Communist Party of China in October 1992 and subsequently

reiterated by the Party Chairman in an outline of China's main
goals for 1993 (see China Daily, 12 January 1993,p 1).

18China Daily, 4 January 1993,

Mnformal financial cooperatives have preferred to extend credit
to collective enterprises rather than to privale enterprises as
most of the latter have tended to be small and lacked collateral
whereas the former have had the backing of local governments
as collateral (see Zhonghui Wang, “Private enterprise in China:
an overview”, Journal of Communist Studies, vol, 6, No. 3
(September 1990}, p. 88).

18Zhongui Wang, “Private enterprise in China: an overview”,
Journal of Communist Studies, vol, 6, No. 3 (September 1990},
p- 88

19153 1991, only 18 per cent of funds forinvestment in non-residen-
tial assets by the private sector came from bank loans compared
with 28 per cent of funds for such investment by the state and
collective sectors. In addition, approximately 45 per cent of
funds for the private sector was from informal financial
sources, including personal savings of owners (see Statistical
Yearbook of China, 1992, p. 146).

2T he more reform-oriented resesrchers and advisers have tended
to highlight such cases as indicating a viable path to privatiza-
tion of the state sector, while their more orthodox counterparts
have tended to downplay the significance of those cases and em-
phasize the problems of large-scale private ownership (see
South China Morning Post, 27 December 1992).

2iReal exchange rates declined by over 60 per cent between 1980
and 199} and by over 40 per cent between 1984 and 1991,

2D, Zweig, “Internationalizing China’s countryside: the political
ecanomy of exports from rural industry”, China Quarterly,
December 1991, p. 722,

3By the end of 1988, 10,000 rural enterprises in the province,
specializing in the processing and assembly of textiles, elec-
tronics and light manufactures such as toys, were engaged in
this arrangement {see Ministry of Foreign Economic Relations
and Trade, Almanac of China s Foreign Econamic Relations and
Trade 1989/90 (Betjing, 1990}, p. 761).

24The cumulative amount of FDT between 1984 and 1991 was
approximately $21.8 billion, compared with only 31.8 billion
for the period 1979-1983. Foreign direct investment from Hong
Kong accounted for 56 per cent of cumulative FDI in the period
1985-1991. Foreign direct investment from Taiwan Province of
China accounted for 6 and 11 per cent of FDI in 1990 and 1991
respectively.

BChina Daily, 16 June 1992

268outh China Morning Post, T December 1992,

27) §vejnar and ], Woo, “Development patterns in four counties”,
in China's Rural Industry Structure, Development and Reform,
W Byrd and Qingsong Lin, eds. (New York, Oxford University
Press, 1990).

283ee ibid ; and W, Byrd and A. Gelb, foc cit,

9Examples include Wenzhou in Zhejiang province and the Pearl
River delta nrea adjacent to Hong Kong, (See J. Svejnar and
J Woo, loc. cit.; and Liu Yia-ling, “*Reform from below: the pri-
vate economy and local politics in the rural industrialization of
Wenzhou", China Quarterly, No. 130, June 1592,

30Comprising enterprises denoted as township or village enter-
prises in official statistics

31This category of ownership in the commerce sector inchudes
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large numbers of individual farmers who sell their products in-
dependently in “free” markets. There has been no significant
joint venturc ownership in the retail industry (as there bos been
in the industrial, hotel and tourism sectors} until very recently.

32Defined as those individual-owned (private) units employing
fewer than eight persons.

33Defined as private uniis employing eight or more persons,

340wing to underregistration of self-employed units and registra-
tion of private enterprises as seff-employed units or collective
enterprises to aveid the negative effects of policy reversals to-
wards the sector, underestimation of the private sector could
have been as high as 50 per cent in 1987-1988 (sce S. Young,
“Policy, practice and the private sector in China", Australian
Jovrnal of Chinese Affairs, No. 21, January 1989, p. 62).

35Econontic Daily, 12 November 1992, citing data from the State
Industrial and Commerce Administration. The problems of under-
estimation discussed earlier apply.

35These statisticy are likely to overstate the decline, since the fol-
lowing fact has been documented: privately owned units tended
1o seek to change their official registered status to collective-
owned when the policy envirorment turned negative (discussed
carlier)

3 Data eited in the rest of this paragraph are from Economic
Daily, 11 December 1992,

38S1atistics on investment arc based on Statistical Yearbook of
China, 1992, pp. 32,281 and 641,

3%A. Ody, op. cit., 1991, pp. B-9.

401 1980 and 1984, 4 specinl economic zones and 14 coastal cit-
ies respectively were so designated. They were located in the

following provinces and municipalities: Linoning, Tianjin, Bei-
ling, Shanghai, Shandong, Jiangsw, Zhejisng, Fujian and
Guangdong. Hainan island was established as a special eco-
nomic zone in 1988,

4tA gubstantis] amount of the export production invelved the
assembly of goods through licensed processing and assembly
arrangements with foreign purchasers using imported compo-
nents, material and machinery. In 1990, $9.1 billion of licensed
processed goods were exported to Hong Kong, a major source
of such foreign purchasers (see J. Orr, “Evolution of United
States trade with China", Federal Reserve Bank of New York
Quarterly Review, winter 1991-1992, t1able 4).

428outh China Morning Post, 3 March 1993,

43T he share of rural income from non-agricubiural production in-
creased from 7 percentin 1978 10 22 percentin 1985 and to 25
pereent in 1991 (Statistical Yearbook of China, various issues).

M. Jefferson, T Rawski and Y. Zheng, “Growth, efficiency and
convergence in China's state and collective industry”, Eco-
nomic Development and Cultural Change, vol. 46, No. 2 (Janu-
ary 1992),p 253

45A.Ody, op. cit,p 18

468 Naughton, “Implications of siate monopoly over industry
and its relaxation”, Modern China, vol 18, No. 1, pp. 25-32;
and A Ody, op. cit,p. 15

41C. Wong, loc. cit,, 1992; and New China News Agency {Hong
Kong), November 1992,

48China’s share of world merchandise exports increased from 1.0
percent in 1980 to § 5 per cent in §985 and 1o 2.1 per cent in
1991.






Annex

Statistical tables

The stafistical annex contains the main sets of data on
which the analysis provided in the World Economic
Survey, 1993 is based. Those data are presented in
greaterdetail in the annex than in the textand for a longer
time-series, and incorporate information available as of
15 April 1993,

In preparing the annex, the Macroeconomic and
Social Policy Analysis Division of the Department for
Economic and Social Information and Policy Analysis
of the United Nations Secretariat collaborated with
the United Nations Conference on Trade and Develop-
ment (UNCTAD). The annex is based on information
obtained from the Statistical Division and the Population
Division of the Department for Economic and Social
Information and Policy Analysis, as well as from the
Economic Commission for Europe, the International
Monetary Fund, the Organisation for Economic Co-op-
eration and Development, the World Bank, and national
and private sources. Estimates for the most recent years
were made by the Macroeconomic and Social Policy
Analysis Division in consultation with the regional com-
missions.

Forecasts are based on the results of the March-
April forecasting exercise of Project LINK, an interna-
tional collaborative research group for econometric
modelling, headquartered in the Macroeconomic and
Social Policy Analysis Division. The global model links
together 79 country or region models that are monitored
by over 40 national institutions and by the Division. The
primary linkages are merchandise trade and prices, as
well as interest and exchange rates of major currency
countries. The model is solved by an iterative process
and thus key exchange rates, interest rates and a com-
plete matrix of trade flows and price changes are deter-
mined endogenously. The one significant exception is
the international price of crude oil, which is set as an as-
sumption, in this case at the average price of $18 per bar-
rel of Saudi Arabian light crude in 1993, It is assumed
that in 1994, the price of oil will have risen by an amount
equal to the increase in the average dollar price of manu-
factured exports of develeped market economies, which
is an endogenous variable. The models also assume that
existing or officially announced macroeconomic poli-
cies are in effect.

COUNTRY CLASSIFICATION

The country classification in the World Economic
Survey divides the world into three major groups: devel-
oped market cconomies, economies in transition and de-
veloping countries, as defined in the explanatory notes
that appear at the beginning of the Survey. The groups
were chosen for analytical convenience in 1980 and are
currently under review, especially in the light of the ma-
jor geopolitical changes that have taken place recently.
The group of developed market economies (24
countries) is further subdivided for analytical purposes
into the following overlapping classifications: the major
industrial countries, which consist of the seven largest

economies in terms of gross domestic product (GDP)}—
namely Canada, France, Germany, Italy, Japan, the
United Kingdom of Great Britain and Northern Ireland,
and the United States of America—in the group of devel-
oped market economics (DME); Western Europe; the
European Community; and North America. Data cover
the 12 current members of the European Community for
all years. North America includes Canada and the United
States.

The group of economies in transition is subdivided
into eastern Europe, which comprises Albania,' Bul-
garia, the former Czechoslovakia, Hungary, Poland and
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Romania, and the successor States of the Union of Soviet
Socialist Republics. Those successor States consist of
the Commonwealth of Independent States, including
Azetbaijan and Georgia, and the Baltic republics (Esto-
nia, Latvia and Lithuania). Individual data for the suc-
cessor States of the Soviet Union, as well as for the Czech
Republic and Slovakia and the successor States of
the former Yugoslavia, will be included in the annex as
they become available for a reasonably extended time-
series.

Developing countries are grouped mainly by re-
gion, according to their geographical location (see ex-
planatory notes). For analytical purposes, a distinction is
also made between capital surplus countries and capital-
importing countries (for country composition, see ex-
planatory notes). The latter are further subdivided into

energy exporters and energy importers. A country is de-
fined as an energy exporter if it meets the following twin
criteria: (a) its primary energy production (including
coal, lignite, crude petroleum, natural gas, hydropower
and nuclear electricity) exceeds its consumption by at
least 20 per cent and (b) its energy exports are equivalent
to at least 20 per cent of its total exports. (Myanmar,
Yemen and Zaire, as least developed countries, are not
included in the group.)

Energy-importing developing countries are further
differentiated—as belonging either to the group of re-
cent surplus economies, that is, the four Asian countries
considered to constitute the first generation of successful
exporters of manufactures (Hong Kong, the Republic of
Korea, Singapore and Taiwan Province of China), or to
that of other countries.

DATA CONVENTIONS

Aggregate data are cither sums or weighted averages of
individual country data. Unless otherwise indicated,
multi-year averages of growth rates are expressed as
compound annual rates of change. Year-to-year growth
rates are expressed as annual percentage change,

Historical data presented in the statistical annex
may differ from those in previous editions because of
continuous updating, as well as changes in the availabil-
ity of data for countries.

OUTPUT

The growth of output in cach group of countries is calcu-
lated from the sum of the gross domestic product (GDP)
of individua} countries measured at 1988 prices and ex-
change rates.

Developed market economies

Up to and including World Economic Survey, | 9927 the
Surveys, in order to be as current as possible, published
either GDP or gross national product (GNP) data (de-
pending on which data series was released first) as indi-
cators of economic activity in DMEs. However, as a re-
sult of the improved availability of GDP data, as of World
Economic Survey, 1993 the Survey is switching to GDP
in its reporting of aggregate output for all countries.
Beginning in 1991, aggrepate economic growth
data for Germany included the former German Demo-
cratic Republic. Because official data for the level of
GDP in post-reunification Germany were available as of

1991, the first year for which a growth rate could be cal-
culated from official data was 1992. The growth rate in
1991, as shown in table A 2, was a weighted average of
official and estimated GDP growth rates in the two parts
of Germany, with the weighting based on the level of
GDP in 1991, as published by the Statistisches Bundes-
amt (federal statistical office) of Germany.

Econoniies in transition

Starting with the World Economic Survey, 1992, there
was a switch to GDP, from net material product accounts,
as the source of data for the aggregate output of econo-
mies in transition. Adjustments were made, notably in
the case ofthe former Soviet Unton, to the GNP data pub-
lished in terms of local currency for the purpose of arriv-
ing at a complete time-series in real and nominal terms.

Furthermore, in order to convert 1988 national out-
put estimates into dollars for the purpose of calculating
aregional aggregate growth rate in table A.3, a setof cur-
rency conversion factors were estimated. The level of
output of the region in dollars was then estimated using
a purchasing power parity conversion factor, in order to
give the region a more realistic weight than the one that
exchange rate conversion would have given relative to
the market economies in the calculation of world output
growth.?

In addition to the factor of a general caveat as to the
reliability and comparability of the data for the econo-
mies in transition, which has been validated by the im-
portant revision made with respect to the estimated de-

e i
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cline in GDP in the Soviet Union in 1991, there is a more
recent phenomenon to take account of, namely thatofthe
increasing multiplicity of sources for the same or similar
data, leading to conflicting or inconsistent results (see
box 11.2). It therefore bears repeating more than ever that
the statistical information provided for the former Soviet
Union and other countries in transition must be treated as
tentative estimates subject to revision.

Developing countries

World Economic Survey, 1993 estimates of the growth of

output in developing countries are based on the data of
92 countries, accounting for an estimated 98 per cent
of the population of all developing countries. As for de-
veloped market economies and economies in tramsition,
the growth of output of each group of countries is calcu-
lated from the sum of the GDP of individual countries
measured in 1988 prices and at 1988 exchangerates The
starting-point for the calculation was thus to convert
GDP expressed in national currency in 1988 to a figure
expressed in dollars. In cases where the conversion at the
official exchange rate yiclded unrealistic results, adjust-
ments were made.

It has to be bome in mind that the veracity of esti-
mates of output and of other statistical data of developing
countries is related to the stage of development of their
statistical systems. In Africa in particular, there is wide
divergence in the values of the cconomic aggregates pro-
vided by different national and international sources for
many of the countries in the region. Data for the coun-
tries in Asia and Europe as well as Africa in which civil
strife and war exist should be interpreted as indicating
only orders of magnitude.

International trade

The main source of data for annex tables A 15-A.18 on
the direction and structure of trade is the United Nations
trade data system and the External Trade Statistics Data-
base (COMTRADE). Adjustments and estimates to this
data set are made by UNCTAD, which also prepared the
tables.

Trade values as presented in table A 19 are largely
based on customs data converted into dollars using aver-
age annual exchange rates, as in the International Mone-
tary Fund (IMF) publication nternational Financial
Statistics. Those data are supplemented by balance-of-
payments data in certain cases and by estimates of dollar
values in the case of the cconomies in transition, and the
provision of this material involved drawing on the con-

siderable research undertaken in the Economic Commis-
sion for Europe (ECE). Data for the most recent year in-
clude estirates by the regional commissions and the De-
partment for Economic and Social Information and
Policy Analysis.

For developed market economies and economies in
transition, the growth of trade volumes are aggregated
from national data, as collected by ECE, IMF and the De-
partment for Economic and Social Information and Pol-
icy Analysis. Implicit unit value indices in table A. 20 are
calculated from value and volume measures. Terms of
trade are defined as the ratio of export to import unit
vaiues.

Two factors preclude the presentation of estimates
for trade values and volumes for economies in transition
as other than tentative ones: first, the switch, which oc-
curred mainly in 1991, from intraregional trade at artifi-
cial prices in transferable roubles to trade at world mar-
ket prices in convertible currency, and second, the
inadequacy of the data-collection systems in the region.
This makes calculations of changes in unit values less
meaningful than they might have been within one trading
system or another

For developing countries, unit values of exports are
estimated for groupings of those countries from
weighted averages of export prices of commodity group-
ings at a combination of three- and four-digit Standard
International Trade Classification (SITC) levels, based
on COMTRADE. (The weights reflect the share of each
commodity or commodity group in the value of the re-
gion’s total exports.) Unit values of imports for group-
ings of the developing countries are estimated from
weighted averages of export unit values of groupings of
supplier countries. (The weights reflect the shares of
each supplier group in the value of the region’s imports. )

International finance

World Economic Survey, 1993 includes standardized ta-
bles on net transfer of financial resources of developed
and developing countries, in addition to those on balance
of payments on current account, external debt and par-
ticular financial flows. Net transfer is measured in two
ways based on either of two definitions, according to the
derivation set forth in World Economic Survey, 1986.°

One definition covers the concept of net transfer on
an expenditure basis, which is closest to the net transfer
concept presented in the System of National Accounts.
This concerns the implicit financing of the balance of
trade in goods, non-factor services and labour income
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and transfers, Mathematically, if X represents exports of
goods, non-factor services and labour income and trans-
fers, and M represents the corresponding import vari-
able, then the net transfer on an expenditure basis is de-
fined as -(X-M). A positive net transfer means that total
expenditure in the economy on domestic production and
imports exceeds the value of output produced domesti-
cally (including net foreign earnings of labour).

The second concept is of net transfer on a financial
basis, which is defined as net flow of capital minus net
payment of interest and dividends. Capital is so defined
as to include official grants, private grants (other than
workers’ remittances), direct investment® and all credit
flows, including use of IMF resources. This treatment
embodies one - but not the only — standard approach
to the balance of payments, It incorporates a definition
of the current account as the balance of payments on
goods, all services and private transfers, and also treats

borrowing from IMF as a credit flow, whereas in some
other treatments such borrowing is considered part of the
change in reserves,

The link between the two definitions of net transfer
is net change in reserves, that is, net transfer on a finan-
cial basis minus net increase in reserves equals net trans-
fer on an expenditure basis. When the reserves of a coun-
try increase, it in effect lends foreign exchange, by
purchasing a United States Treasury bill or making a de-
posit in a Eurccurrency bank account. An increase in re-
serves is thus a special form of capital outflow. The con-
cept of net transfer on an expenditure basis in effect
makes no distinction between reserve changes and other
capital flows, lumping them all together as constituting
the means of financing the net transfer. The concept of
net transfer on a financial basis in effect focuses atten-
tion on the composition of the financial flows of all ac-
tors other than the central bank of the country concerned.

NOTES

1presently, none of the aggregated data for enstern Europe include
Albania.

2United Nations publication, Sales No. E9211.C | and corri-
genda,

3For further details, see World Economic Survey, 1992, pp. 181-
182,

4United Nations publication, Sales No. E86.11.C 1, pp. 163-164.

SDirect investment is defined on an actual payments basis so as to
be consistent with the practice of a large number of developing
countries in reporting such dota, that is to say, direct investment
excludes reinvested earnings (and investment income excludes
reinvested earnings as well}.
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I. GLOBAL OUTPUT AND MACROECONOMIC INDICATORS
Table A.1. World population, output and per capita GDP, 1973-1992

Growth rate Growth of real
of population GIP per capita
{annual GDP GDP (annual
percentage (billions per capita percentage
Population  change) of 1988 (1988 change
{millions} 1973~ 1983-  dollars) dollars) 1973.  1983-
1982 1992 1982 1992 1982 1992 1982 1992 1982 1992
Developed market economies 792 847 08 07 11552 15316 14583 18085 1.7 22
of which:
United States 232 0255 10 10 3905 5112 16825 20034 0.9 18
Buropean Community® 336 346 04 03 4093 5244 12175 15146 2.0 22
Japan 119 124 10 05 2272 3350 19161 26913 29 35
Economies in transition 3% 381 08 07 1818 1606 5101 4210 . -19
Eastern Europe 94 97 07 03 552 422 5893 4357 . -30
Former Soviet Union 263 285 09 08 1266 1184 4818 4160 . -15
Developing countries 3393 417 22 21 2548 3659 751 877 25 16
By region
Latin America 70 451 24 20 763 919 2064 2037 20 -0.1
Alfrica 450 607 2% 30 277 342 616 564 14 09
West Asia 97 138 37 36 473 482 4883 3487 -04 -33
South and East Asia 1382 1703 23 21 679 1212 492 712 36 38
Mediterranean 70 83 18 17 121 124 1716 1482 2.5 -1.5
China® 1025 118 16 15 235 580 229 488 46 79
By analytical grouping
Capital-surplus countries 74 106 39 37 429 410 5838 3875 0.7 -4.0
Capital-importing countries 3309 4049 21 20 2095 3216 633 794 28 23
our recent surplus economies 63 73 18 1.2 214 458 3279 6237 59 6.6
Other 3243 3976 21 21 1881 2758 580 694 25 18
Memo items
Sub-Saharan Africa 2713 37 2% 31 103 117 376 316 -0.4 =17
Filteen heavily indebted
countries 504 631 25 23 869 1012 1725 1604 19 07

Source: UN/DESIPA.

a  The former German Democratic Republic is included in Germany and thus in the European Communily,
beginning 1991.
b Net material product until 1988
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Table A.2. Developed market economies: rates of growth of real GDP, 1983-1993
(Annual percentage change")

1983 1984 1985 1986 1987 1988 198% 1990 1991 1992°  1993°

All developed market

economies 26 44 33 2.8 32 4.4 33 23 ¢ 07 15 1%
Major industrialized
countries 27 4.6 34 28 33 4.6 33 23 ¢ 06 1.6 2
Canada 32 63 48 33 4.3 49 23 0.5 1.7 09 3%
France 0.7 13 19 25 23 45 4.1 23 12 1.6 0
Germany 16 28 19 22 14 3.7 33 47 ¢ 12 20 o
Italy 0.4 41 27 28 31 4.1 31 20 16 09 %
Japan 2.7 43 50 26 41 62 47 48 40 13 1%
United Kingdom 38 19 39 41 4.8 44 2.1 0.6 223 -05 1%
United States 39 6.2 32 29 31 39 25 08 -12 21 3
Other industrialized
countries 14 34 Z8 23 29 35 36 2.4 08 09 1
Memo item
Western Europe 1.5 2.6 26 28 27 40 34 26 ¢ 07 10 0
Buropean Community 14 25 25 28 28 4.1 34 27 & 09 12 %
Other 22 30 32 25 25 29 32 18 0.5 03 0

Source: UN/DESIPA.
¢  Indicates discontinuity in the series: from 1991, Germany includes eastern Ldnder.

a  Data for country groups are weighted averages, where weights for each year are GDP valued at 1988 prices and
exchange rates.

b Partly estimated.

¢ Forecast, based on Project LINK.
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Table A 3. Fconomies in transition: rates of growth of GDP, 19831993

(Annual percentage change®)

1983 1984 1985 1986 1987 1988 1989 1990 1991 19920 1993¢
Fconomies in transition 42 15 2.0 35 2.6 4.5 2.1 463 ¢-90 -16.8 <10
Eastern Europe 42 4.6 26 31 23 2.7 00 -118 ¢120 6.2 -1
Bulgaria 34 34 27 4. 6.1 26 -14 51 167 -130 -8
Former Czechoslovakia 24 21 22 1. 0.8 2.6 i3 47 -159 <12 -2
German Democratic
Republic 4.0 54 55 39 33 31 24 251 - - -
Hungary 0.7 27 -0.3 15 38 27 38 -40  -119 -5.0 1%
Poland 5.6 56 3i6 4.2 2.0 4.4 02 120 -16 0.0 2
Romania 61 59 01 23 08 0.5 -58 74 -137  -150 -6
Former Soviet Unjon and 4.3 30 1.7 36 28 53 38 40 -30
Successor States -20.0 13 %

Sources: UN/DESIPA and ECE

¢ Indicates discontinuity in the series.

a  Country group aggregates are avcra%es weighted by GDP in 1988 doilars (sce World Economic Survey, 1992,

(United Nations publication, Sales No E9211

b Partly estimated.
c Forecast.

1 and corrigenda), pp. 181-182, for methodoiogy).

Table A.4. Developing countries: rates of growth of real GDP, by country group, 1983-1993

{Annual percentage change)

1983 1984 1985 1986 1987 1988 1989 1990 1991 1992° 1993°
All developing countries 18 41 35 38 40 44 35 34 34 49 5
By region
Latin America 26 38 36 42 30 07 11 01 29 22 3
Alffica 14 08 30 19 02 23 30 29 20 14 3
West Asia 06 <13 36 31 08 00 32 19 01 6.6 6
South and East Asia 60 57 36 62 069 85 61 64 53 49 5%
Mediterranean 10 37 28 55 11 08 03 11 7% 52 3
China® 102 145 130 78 94 109 36 52 77 28 11
By analytical grouping
Capital-surplus countries 08 22 48 45 -18 -11 36 14 06 6.5
Capital-importing countries 24 54 50 52 48 52 34 36 39 47
ot energy exporters 0.1 32 35 10 17 35 29 52 44 42
Net energy importers 32 62 55 66 58 57 36 32 38 48
Four recent surplus economies 85 89 38 110 117 %6 62 69 73 54
Other 24 57 58 59 48 50 31 24 31 4.7
Memo items
Sub-Saharan Africa 06 12 19 26 06 29 20 12 02 03 3
Fifteen heavily indebted countries -2.7 27 34 41 24 12 14 00 18 09 2%

Source: UN/DESIPA.

a Preliminary estimates.

b Forecast, based in part on Project LINK Estimates are rounded to the nearest half percentage point
¢ Net material product until 1984; data for 1981-1989 are Government estimates
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Table A.5. Developed market economies: investment, saving and net transfers, 1980-1990

{Percentage of GDP)

Gross domestic saving

Gross Net
domestic Government Private financial
investment Total saving saving transfer
Totai® 1980 234 22.6 0.9 21.7 0.8
1985 214 211 0.6 217 03
1986 213 214 03 21.8 0.2
1987 215 215 0.6 209 0.0
1988 223 223 12 211 0.0
1989 228 26 19 208 0.1
1990 222 223 12 210 -0.1
Major industrialized
countries” 1980 232 27 0.8 219 0.5
1985 214 20.9 0.8 216 0.5
1986 212 213 0.3 218 00
1987 215 213 05 209 0.1
1988 222 221 11 210 0.1
1989 225 224 19 206 0.1
1990 220 220 12 208 00
of which: '
Germany 1980 234 229 24 205 05
1985 19.6 231 26 20.5 -3.5
1986 19.6 247 2.4 223 -5.2
1987 19.4 244 1.7 22.7 -5.0
1988 200 253 13 24.0 -52
1989 213 267 37 230 -5.4
199G 20 275 1.5 261 -5.5
Tapan 1980 322 313 32 282 0.9
1985 282 315 49 266 -34
1986 278 31.8 47 27.0 -4.0
1987 287 318 63 255 -32
1988 306 329 15 254 -2.3
1989 317 331 3.5 247 -14
1990 332 339 90 249 -0.7
United States 1980 19.9 193 0.1 19.5 0.6
1985 202 172 -25 197 30
1986 19.4 162 29 19.1 33
1987 19.0 157 20 1717 33
1988 18.4 16.1 -18 178 24
1989 18.4 16.7 -11 177 17
1950 171 157 220 176 14

Source: OECD, National Accounts and national information supplied to the Statistical Division/DESIPA.

a  National currency data converted to dollars for aggregation at annual average exchange rates
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Table A 6. Developed market economies: unemployment rates, 1983-1993"
{Percentage of total jabour force)

1983 1984 1985 1986 1987 1988 198% 1990 1991 1992°  1993°

All developed market

economies 84 78 N 7.6 72 6.6 6.1 60 6.7 74
Major industrialized
countries 81 73 72 71 6.7 6.1 57 56 6.3 6.8
Canada 11.8 112 10.4 9.5 88 17 15 8.1 10.2 11.2
France 83 9.7 102 104 10.5 100 9.4 9.0 9.5 103
Germany 17 7.1 12 6.4 62 62 56 4.9 4.4 4.8
Italy 88 9.4 96 105 109 110 109 103 2.9 10.1
Japan 26 27 26 28 28 25 23 21 2.1 22
United Kingdom 124 117 112 112 103 85 71 6.8 8.7 160
United States 9.5 74 71 69 6.1 54 52 54 6.6 72
Other industrialized
countries 9.6 102 103 99 96 91 8.1 79 87 100
Memo item
Western Europe 94 98 9.9 98 9.6 940 82 77 81 9.0
European Community 101 105 106 106 103 9.7 88 83 86 94
Other 35 33 32 32 30 29 26 28 42 6.1

11
11

10%
11

11

10
10 %
T

Sowrce: UN/DESIPA, based on data of OECD.

a  For the seven countries shown and ten others, unemﬁlcymem data are standardized by OECD for
comparability among countries and over time, in conformity with the definitions of the International Labour Office
(see OECD, Standardized Unemployment Rates: Sources and Methods (Paris, 1985)); national definitions and
estimates are used for other countries.

b Partly estimated.

¢ Forecast, based on Project LINK.

Table A.7. Developed market economies: consumer price inflation, 1983-1993"
{Annual percentage change)

1983 1984 1985 1986 1987 1988 1985 1990 1991 1992° 1993°

Al developed market economies 48 48 42 2.5 31 34 46 52 45 33
Major industrialized countries 43 44 38 19 27 31 44 49 42 30
Canada 59 43 40 42 4.3 41 30 48 56 15
France %6 715 57 25 33 27 35 34 31 28
Giermany 34 24 22 A1 02 13 28 27 35 41
Italy 146 109 92 58 4.7 51 63 64 64 54
Japan 18 23 20 0.6 0.1 067 23 31 33 17
United Kingdom 45 50 60 34 42 49 78 95 59 17
United States 32 43 35 19 37 40 48 34 43 30
Other industrialized countries 83 72 69 6.0 54 52 62 7¢ 62 58
Memo item
Western Europe 73 63 57 33 33 37 52 57 51 43
European Community 78 66 58 33 32 36 53 57 51 45
Other 58 57 590 3.0 335 40 46 62 56 31

R

E N N

Source: UN/DESIPA, based on IMF, Intemnational Financial Statistics.

a  Data for country groups are weighted averages where weights for each year are consumption expenditure

for the year valued at 1988 prices and exchange rates
b Partly estimated.
¢ Forecast, based on Project LINK.
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‘T'able A.8. Major developed market economies: financia! indicators, 1982-1992

1982 1583 1984 1985 1986 1987 1988 1989 1990 1991 1992

Growth of real money®
(percentage change)

Canada 34 .56 28 27 5.4 39 5.6 83 43 21 50
France 07 11 1.1 1.0 23 35 27 08 07 35 -16
Germany 25 22 34 53 31 4.0 42 24 1446 22 44
Ttaly i0 38 20 21 15 24 20 53 1.9 58 .59
Japan 58 55 4.5 71 15 112 94 9.7 6.2 08 -12
United Kingdom 56 47 69 54 186 155 110 118 38 -52 02
United States 24 118 4.4 57 61 08 21 96 <11 08 06
Short-term interest rates®
{percentage)
Canada 104 9.1 101 9.8 82 85 104 121 116 74 6.8
France 149 125 117 9.9 11 8.0 1.3 9.1 99 95 104
Germany 87 54 5.5 52 4.6 37 4.0 6.6 79 88 9.4
Italy 202 184 173 153 134 115 113 127 124 122 125
Japan 6.9 6.4 6.1 65 4.8 35 3.6 49 72 15 46
United Kingdom 114 9.1 76 108 107 97 103 139 147 1179 9.6
United States 123 91 102 81 68 67 16 92 8.1 3.7 35

Long-term interest rates®

{percentage)
Canada 143 118 128 110 95 100 102 99 109 9.8 3.8
France 157 136 125 109 86 94 91 838 100 9.1 8.6
Germany 20 719 7.8 6.9 59 58 61 7.1 B9 86 80
Ttaly 209 186 150 1306 105 97 102 107 115 101 100
Japan 81 74 6.8 63 49 4.2 43 5.1 74 6.5 49
United Kingdom 129 108 107 106 9.9 9.5 94 96 111 99 92
United States 130 111 123 106 1.7 8.4 89 8.5 36 79 7.0
General government financial balances®
{percentage)
Canada 59 69 65 68 54 38 23 30 41 6.1 -58
France .28 32 28 29 27 419 17 i1 14 22 28
Germany 33 26 19 11 13 -19 .22 02 20 -32 32
Italy -113  -107 -ils 126 -1i6 110 107 98 109 -102 -111
Japan -36 -36 21 08 09 0.5 15 25 30 24 1.3
United Kingdom 24 33 -39 29 24 .13 16 09 -13 28 66
United States 34 41 29 31 34 25 20 <15 25 34 A4

Source: UN/DESIPA, based on IMF, Intemational Financial Statistics, and OECD, Economic Quilook.

a  Real money is here defined as broad money (denoted by M2 and comprising currency outside banks and
demand depaosits rFlu:s time, savings and foreign currency deposits of resident sectors other than central
Government) deflated by GDP deflators, Growth rates measure changes from year-end to year-end (1992 data
are partly estimated).

b ~ Money market rates.

¢ Yield on long-term government bonds.

d  Surplus (+) or deficit () as a percentage of nominal GNP or GDP.
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Table A.9. Major developed market economies: effective exchange rates, 1982-1992
(1985 =100)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992

Nominal effective exchange rates: global®

Canada 166.5 1085 1046 1000 93.5 933 1001 1055 1060 1079 1014
France 1075 1008 981 1000 1045 1039 1036 1023 1074 1057 1088
Germany 93.7 98.8 984 1000 1108 1158 1162 1147 1225 1217 1263
Italy 1128 1096 1051 1000 1029 1016 992 1000 1035 1024 594
Japan 84.6 93.5 97.1 1000 1302 1389 1524 1466 1360 1477 156
United Kingdom 1112 1039 995  100.0 93.6 89.9 95.7 932 9.1 929 902
United States 881 923 974 1000 841 726 69.1 716 69.8 68.7 672

Real effective exchange rates: industrial country partners®

Canada 101.8 1065 1052  100.0 92.1 955 1036 1120 1115 1139 1079
France 1023 98.6 970 1000 1025 1019 93.0 952 96.7 931 94.8
Germany 980 1013 %98 1000 1099 1190 1196 1176 1230 1228 1283
Italy 95.3 9.9 1016 1000 1002 1015 2990 1043 1114 1141 1136
Japan 898 96.5 1004 1000 1240 1293 1383 1326 1150 1256 1322
United Kingdom 1174 1073 1015 1000 934 93.0 99.3 996 1031 1081 i07.8
United States 898 919 974 1000 794 684 64.6 67.0 625 612 581

Sources: IMF, Intemational Financial Statistics, and OECD, Economic Outlook.

a  Weights based on manufactures trade with 23 OECD countries and 6 non-OECD areas (rebased
from 1970 first quarter = 100).
b  Based on relative normalized unit labour costs in 16 industrial countries.
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Table A.10. Economies in transition: output and demand indicators, 1982-1992
{Annual percentage change)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991  1992°
Industry, gross product
Eastern Europe 11 44 49 39 4.6 32 33 01 -189 176 -T6
Bulgaria 4.6 43 42 32 4.7 6.0 32 22 126 233 220
Former Czechoslovakia 1.1 28 39 35 32 2.5 21 08 <35 247 110
German Democratic Republic 32 42 42 44 37 31 32 23 -281 - -
Hungary 25 12 32 07 19 35 03 25 45 191 .98
Poland -2.1 6.4 52 4.5 47 34 53 O35 242 .119 42
Romania 10 47 6.7 39 73 24 31 21 -178 -196 221
Former Soviet Union 29 42 41 34 4.4 38 39 1.7 -12 -18  -182
Total 24 43 43 3.5 4.5 36 37 12 62 &100 -159
Agriculture, gross product
Eastern Burope 15 12 68 09 18 28 20 01 78 ¢-28 -123
Bulgaria 53 -6.6 72 119 117 35 09 12 60 64 -129
Former Czechoslovakia 44 42 4.4 -16 0.6 09 29 1.7 -3.9 -84 115
CGerman Democratic Republic 41 39 6.6 39 6o 03 21 16 =300 - -
Hungary 73 2.7 29 535 24 20 43 -13 -38 50 227
Poland 2.8 33 57 07 50 23 12 15 220 <20 -119
Romanija 6.9 co 133 07 -55 -89 58 50 2.9 12 92
Former Soviet Union 57 63 0.2 0.1 53 05 17 13 -28 <70 -100
Total 43 46 21 02 4.1 «13 18 0.9 -44 ¢-61 .105
Gross investment
Bastern Eurcpe -4.4 22 24 36 4.5 32 24 -14 -141 +178 6.6
Bulgaria 3.7 0.0 1.7 62 137 0 45 .01 -185 -486 210
Former Czechoslovakia 23 06 42 54 14 4.4 4.1 16 61 272 0.0
German Democratic Republic -5.1 03 49 34 53 80 73 09 57 ¢ - -
Hungary -16 -34  -37 -30 6.5 98 91 70 -81 -116 -8.0
Poland -12.1 94 114 60 5.1 42 54 -24  -101 41 0.0
Romania -3.1 24 6.0 1.6 1.1 <14 22 .16 -383 .288 189
Former Soviet Union 35 56 i9 3.0 83 5.7 62 4.7 10 -120 450
Total 12 4.7 21 32 73 50 52 32 -26 ¢134 359

Sources: UN/DESIPA and ECE, based on national data.
¢  Indicates discontinuity in the series.

a  Preliminary estimate.
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Table A.11. Developing countries: investment, saving and net transfers, 1980-1991
(Percentage of GDP)

Gross domestic Gross domestic Net transfer
investment savin of resources
1980 1985 1990 1991 1980 1985 1 1991 1980 1983 1950 1991
Al developing countries 258 234 U6 253 260 234 253 250 42 00 07 03
By region
Latin America 242 182 186 193 28 O 211 200 14 -48 -26 -05
Alrica 244 206 219 201 221 182 182 1735 24 24 38 27
West Asia 253 198 183 235 392 166 207 186 -13.9 31 -24 49
South and East Asia® 262 244 279 296 239 246 282 289 23 01 07 06
Mediterranean 225 215 233 215 144 178 186 232 82 37 48 17
By analytical grouping
Capital-surplus countries 245 192 189 250 445 175 232 226 201 -18 42 24
Capital-importing countries® 260 240 251 254 239 243 255 251 21 03 44 02
nergy exporters 267 224 230 254 290 250 250 247 23 26 20 07
Energy importers 257 247 257 253 217 240 257 253 40 08 00 01
Recent surplus economies 344 262 314 326 292 317 341 342 52 54 27 17
Otlier countries 247 245 241 231 208 226 234 225 39 19 48 06
Memo items
Sub-Saharan Africa 182 1716 173 157 121 153 119 104 61 23 54 53
Filteen heavily indebted
countries 244 173 187 195 233 x2 214 204 11 49 28 08
Selected developing countries
Argentina 222 85 84 125 200 152 158 148 22 66 74 23
Bangladesh 149 128 118 117 21 19 19 43 128 109 9% 735
Brazil 233 192 217 189 211 244 234 209 23 52 -18 20
China 322 405 366 357 322 365 401 389 086 41 35 -32
Céte d'Ivoire 282 146 98 102 22 218 142 164 61 -132 44 62
Egypt 275 267 219 204 i32 145 48 70 124 121 171 134
India 209 240 228 210 174 209 204 202 36 31 24 08
indonesia 243 280 368 350 3711 298 373 355 -128 -18 05 05
Kenya 292 260 239 207 181 249 187 193 11t 1.1 52 15
Mexico 272 212 196 255 249 263 191 222 23 .51 05 32
Niperia 239 90 146 169 273 126 295 257 -34  -36 -148 87
Peru 290 184 146 160 314 249 153 131 24 65 87 29
Republic of Korea 317 293 369 391 243 305 364 365 74 -13 06 26
Thailand 264 240 379 389 201 212 299 317 63 28 80 72
Tunisia 294 266 266 237 240 204 193 1835 54 61 72 52
Turkey 219 214 231 217 141 178 183 239 78 32 48 22
United Republic of Tanzania 230 157 237 239 98 74 -155 130 132 83 392 109
Zambia 233 149% 143 135 193 154 170 120 40 05 26 15

Source: UN/DESIPA, based on World Bank, World Tables, and United Nations Secretariat estimates.
a  Excluding China,
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Table A.12. Developing countries: structure of trade in goods and services, 1980-1990

(Percantage)

Share in total exports of poods and services of

Non-fuel Travel
primary receipts and
Manufactures commodities remittances

Fuels trade

balance

1980 1985 1990 1980 1985 1990 1980 1985 1990

1980 1985 1990

All developing countries
By region

Latin America
Africa

West Asia

South and Bast Asia*
Mediterranean

By analytical grouping

Capital-surplus countries
Capital-importing countries®
nergy exporters
Energy importers
Recent surplus economies
Other countries

Memo items
Sub-Saharan Africa
Fifteen heavily indebted
countries

Selected developing countries
Argentina
Bangladesh
Branl
China
Cote d'Ivoire
H
India
Indonesia
Kenya
Mexico
Nigeria
Peru
Republic of Korea
Sudan
Thailand
Tunisia
Turkey
United Republic of Tanzania
Zambia

195 313 401 169 166 147 65 72 83

133 203 249 319 300 307 59 62 100
37 49 97 167 169 197 76 105 14.0
45 83 145 14 26 36 28 36 27

421 513 535 209 146 106 66 62 50

407 502 44.1 27 175 141 441 272 418
16 24 45 05 09 12 10 02 00

270 366 442 237 195 162 89 85 93
50 122 221 159 141 162 69 74 106

397 476 510 282 220 162 100 90 B89

60.1 662 583 89 64 42 19 19 29

289 356 439 384 321 280 143 136 138
74 67 80 316 436 452 61 60 65

118 203 255 293 288 286 54 56 91

le6 174 288 325 580 303 31 51 60

522 529 625 236 249 214 363 431 405

334 391 465 516 427 385 06 02 39

619 608 673 188 185 167 00 36 27
43 85 76 757 668 538 22 11 13
51 25 128 e 54 101 305 488 594

358 391 575 247 240 190 348 253 142
24 122 308 253 186 178 08 30 79
78 68 49 347 431 361 116 155 208
84 224 283 149 106 121 151 104 179
25 22 22 25 22 212 03 03 02

114 87 118 422 466 590 61 76 60

69.5 836 784 76 51 45 16 24 41
06 04 05 695 429 3581 373 396 127

209 268 470 534 413 255 10.1 114 137

239 269 456 78 18 90 299 306 305

213 427 401 568 238 176 653 246 295
99 70 59 561 579 488 27 45 83
08 09 105 685 608 828 13 09 090

324

126
-293
<223
-335

13.3
938
-30.1
-14.6

169

18.1
45.6
525

242

68.2

514
~123
9.9
-13.8

B w
B W

| ]

b P L Ly ] B0 e
D= OO b O LN

t

IS

1
Sk ALY o gt
PO L b -

-19.
-158
-19.6
117
-299
-435
-114

9.4

118

Source: UN/DESIPA, based on World Bank, World Tables, and United Nations Secretariat estimates.

a  Excluding China.
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Table A.13. Developing countries: inflation, 1982-1993*
(Annual percentage change)
1982 1983 1984 1985 1986 1987 1988 1989 1990 1991  1992°  199%F
All developing countries 283 473 614 822 356 512 1212 3187 5145 804 1451 120
By region
Latin America N3 1346 1706 2492 962 1454 3740 9971 17468 2288 4278 400
Africa 12z 167 182 110 131 138 197 215 169 667 1042 40
West Asia 257 304 566 431 169 198 189 155 80 134 148 13
South and East Asia 73 73 76 4.5 4.7 5.5 72 6.5 82 106 82 7
China 20 20 28 119 7.0 88 27 163 1.3 3.9 53 7 %
Mediterranean 317 344 484 555 581 740 1256 5896 2928  B64 1963 200
By analytical grouping
Capital-surplus countries 127 129 76 20 108 178 183 147 56 129 15.1 .
Capital-importing countries 298 506 666 900 380 544 1311 3480 5634 869 1576 .
nergy exporters 286 439 387 1186 379 525 783 1912 3872 404 223 .
Energy importers 302 525 745 818 380 550 1461 3927 6136 1002 1961 -
Recent surplus economies 63 36 26 18 20 24 53 3.6 73 82 6.0 6
Other 351 625 892 982 454 658 1749 4718 7316 1190 2350 .
Memo items
Sub-Saharan Africa 166 239 170 132 126 190 205 227 262 1661 2866 90
Fifteen heavily indebted
countries 646 1205 1550 2216 890 1341 3393 9478 15537 2064 3960 150
Sourve: UN/DESIPA, based on IMF, Intemational Financial Statisties, and United Nations Secretariat estimates.
a  Weights used are GDP in 1988 dollars.
b Preliminary estimates based on data for part of the year.
¢ Forecast.
Table A.14. Selected developing countries or areas: real effective exchange rates,” 1982-1993
(1980-1982 = 100)
1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993"
Argentina 770 71.6 802 710 61.1 537 59.8 500 58.9 69.2 676 64.8
Brazil 1130 86.0 857 852 750 744 814 983 1178 89.3 83.7 984
Chile 973 893 90.1 79.6 68.8 65.6 60.8 62.3 600 65.3 70.1 66.4
Mexico 827 79.0 919 874 629 64.6 772 74.0 718 77.5 78.5 799
Venezuela 1102 1173 85.9 930 50.7 65.3 719 62.0 524 517 518 512
Hong Kong 101.4 949 95 1036 94.0 900 90.6 98.6 99.1 1056 1109 1207
Indonesia 111.7 96.2 96.0 94.7 73.6 56.1 538 553 54.7 54.8 538 532
Malaysia 1056 1139 1196 1163 9535 89.6 80.0 794 76.3 76.1 819 82.7
Philippines 106.7 91 1079 1147 91.0 8717 89.4 95.4 88.8 8§72 956 92.8
Republic of Korea 1019 976 96.5 894 764 757 822 922 85.1 834 758 73.6
Singapore 008 1018 1025 957 810 746 732 78.1 80.7 831 85.8 861
Taiwan Province of
China 96.6 94.6 97.1 94.2 864 91.8 952 1008 24.0 92.7 92.8 883
Thailand 1029 1042 1026 91.8 782 73.7 746 771 75.1 783 75.3 75.2
Israel 1087 1208 1195 066 1010 977 1072 1085 1032 1048 1025 022
Turkey 90.8 859 113 770 79.1 830 9.1 919 1169 1148 1106 116.6

Source: Morgan Guaranty Trust Company, World Financial Markets, various issues.

Note: The real effective exchange rate, which adjusts the nominal index for relative price changes, gauges the effect on international

price competitiveness of the count

in competitiveness and vice versa. The relative price changes are
produced finished manufactured goods, excluding food and ener.
are derived from 1980 bilateral trade patterns of the corresponding countries.

s manufactures due to currency changes and differential inflation. A rise in the index implies a fall

based on indices most closely measuring the prices of domestically
at the first stage of manufacturing. The weights for currency indices

a  Measured against 18 industrial country currencies and 22 emerging-market currencies.

b May 1993 level.
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IL. INTERNATIONAL TRADE

Table A15. Direction of trade: exports, 1980-1991

Destination
Developed Developing South
Origin market Economies  countries Latin and East  Other
World economies  in trunsition (total) America Africa  West Asia  Asia Asia®
Billions of
dollars Percentage
World 1980 2 000.9 668 72 252 6.3 42 4.3 7.5 11
1985 19334 664 18 246 48 33 4.6 8.6 22
1990 33919 71.6 42 28 39 24 30 109 1.7
1991 3 5078 702 38 248 44 23 33 120 21
Developed 1980  1258.9 708 34 251 6.1 52 53 66 11
market 1985 12669 74.0 27 222 4.5 3.6 4.5 7.0 20
economies 1990 2 4452 7735 28 19.5 39 24 28 88 09
1991 2 506.9 75.9 23 210 44 23 31 9.6 11
Economies 1980 155.1 279 50.7 20.9 33 2.8 338 20 27
in transition 1985 1722 240 532 214 4.0 2.5 30 22 37
1950 1719 383 378 230 4.8 21 25 26 50
99 176.0 43.4 315 239 6.1 18 30 32 6.4
Developing 1980 586.9 68.4 39 26.5 7.6 26 40 110 07
countries 1985 4943 61.6 53 318 5.7 27 55 14.7 24
1990 774.8 60.6 36 330 3.7 25 38 192 34
1991 824.9 385 25 364 42 26 38 212 42
of which:
Latin
America 1980 1078 644 6.5 275 213 22 1.5 13 07
1985 1092 £9.0 8.0 20.8 119 25 19 28 1.5
1990 1336 62.8 4.9 214 13.6 1.5 1.6 37 08
1991 136.6 60.5 39 24.2 158 13 18 43 0.8
Alrica 1980 949 829 26 13.7 6.2 31 1.9 12 0.4
1985 593 804 41 143 39 50 20 17 03
1990 66.7 826 33 13.1 1.1 59 26 23 035
1991 653 811 30 139 09 6.0 26 28 05
West Asia 1980 2110 716 16 254 36 17 53 122 0.1
1985 104.8 502 25 463 88 29 136 200 0.1
1990 106.0 590 39 363 23 54 122 154 04
1991 949.6 59.7 2.3 359 25 6.2 114 i53 02
South and 1980 1416 622 25 343 26 3.0 53 211 1.9
East Asia 1985 1785 62.7 20 340 17 2.0 41 206 52
1990 385.5 611 14 36.5 1.7 17 27 23.9 62
1991 440.3 583 13 400 20 20 32 25.1 74
Other Asia® 1980 204 435 131 434 18 5.6 49 30.6 0.0
1985 30.1 392 126 482 22 19 60 363 1.7
1990 65.8 333 9.0 559 12 1.1 17 510 0.8
1991 751 341 57 60.2 11 13 20 548 09

Source: UNCTAD secretariat computations, based on data from Statistical Division/DESIPA.

a  Including China, Democratic People’s Republic of Korea, Mongolia and Viet Nam.
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Table A.16. Direction of trade: imports (f.o.b.), 1980-1991

Destination
Developed Developing South
Origin market Economies  countries Latin and EBast  Other
World economies  in transition (total) America Africa  West Asia  Asia Asia®

Billions of dollars

World 198¢ 2 0009 1 336.0 144.0 504.0 126.1 84.4 96.5 150.7 228
1985 19334 12834 1517 4753 92.6 63.6 89.0 165.5 433
1990 33919 24297 142.9 7727 132.1 819 1015 369.6 56.8
1991 35078 2 46L7 132.5 868.5 154.8 82.0 1155 4200 73.0
Percentage

Developed 1980 62.9 66.7 293 62.7 605 770 69.5 551 632
market 1985 65.5 731 222 592 619 719 634 53.6 577
economies 1990 721 780 349 61.8 721 R0 670 585 387
1991 71.5 T3 42.9 60.5 70.7 69.7 68.1 570 369
Economies 1980 78 32 547 6.4 41 52 6.0 21 183
in transition 1985 89 32 60.4 78 75 6.8 56 23 14.6
1990 51 27 45.5 51 62 43 43 1.2 153
1991 50 31 419 49 70 38 45 1.4 155
Developing 1980 293 300 160 308 354 178 245 429 185
countries 1985 25.6 23.7 173 33.0 306 213 30.7 440 276
1990 228 193 196 331 217 237 28.7 403 46.0
1991 235 19.6 153 34.6 223 265 273 416 476

of which:

Latin

America 15980 54 52 4.8 59 i82 28 1.6 09 33
1985 56 59 58 48 141 43 23 19 39
1990 39 35 4.5 37 138 24 21 13 20
1991 39 34 41 38 140 22 21 14 15
Alfrica 1980 47 59 17 26 47 35 19 07 15
1985 31 37 16 18 23 4.6 13 0.6 04
1990 20 23 15 1.1 05 48 17 04 06
1991 19 22 15 1.0 0.4 48 15 04 04
West Asia 1980 10.5 113 23 10.6 9.3 42 115 171 14
1985 54 4.1 17 10.2 99 47 161 12.7 0.4
1990 31 2.6 29 50 19 70 127 44 0.7
1991 2.8 24 19 41 16 15 98 36 02
South and 1980 7.1 66 25 9.6 29 50 7.7 198 11.7
East Asia 1985 92 8.7 23 128 32 5.7 83 222 214
19%0 114 97 36 182 48 19 104 249 418
1991 126 104 42 203 58 10.6 124 263 445
Other Asia® 1980 1.0 0.7 19 18 03 14 1.0 41 00
1985 16 0.9 2.5 30 07 0y 20 66 12
1990 19 09 4.1 4.8 0.6 08 11 91 09
1991 21 1.0 32 52 05 i2 13 98 09

Source; UNCTAD secretariat computations, based on data from Statistical Division/DESIPA.

a  Including data for China, Democratic People’s Republic of Korea, Mongolia and Viet Nam.
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Table A.19. World trade:

changes in value and volume of exports and imports, by major country group, 1982.1992

{Annual percentage change)

1982 1983 1984 1985 1986 1987 1988 1989 1950 1991  1992°
Dollar value of exports
World 6.7 26 58 12 100 170 134 82 142 21 6.1
Developed market economies -5 -2 6.5 33 167 170 141 70 154 1.8 61
Economies in transition 35 -1 01 26 52 41 08 .15 -41 #15.5 .
Eastern Europe 08 -13 1.9 29 56 28 05 32 31 ¢-89 53
Former Soviet Union 63 09 -19 .81 47 57 22 04 -51 =210
Developing countries -115 61 55 30 68 205 145 142 138 54 8.0
Latin America -88 05 109 46 163 113 141 102 16 27 4.6
Africa -159 31 05 17 -245% 137 22 149 246 54 18
West Asia 221 31 -109 80 210 85 -710 344 254 -104 04
South and East Asia 0.7 53 151 24 88 296 235 119 102 143 120
Mediterranean 20 .28 112 64 -39 215 129 38 929 14 13
China 19 14 120 101 140 269 202 91 181 150 143
Memo items
Net energy exporters 170 -147 17 <716 255 127 09 251 251 32 16
Net energy importers -38 54 131 02 80 246 226 9.7 74 94 105
Dollar value of imports
World -63 .27 64 09 97 1863 141 84 137 27 6.2
Developed market economies 63  -20 94 21 131 184 131 81 148 0.9 4.8
Economies in transition -45 33 .12 40 70 06 20 4.5 15 #1780 "
Eastern Burope 90 35 0.3 65 132 07 27 22 30 ¢+ 15 6.2
Former Soviet Union 04 30 26 15 65 .22 79 120 00 301
Developing countries 66 48 05 432 H1 139 202 102 126 115 122
Latin America -197  -186 55 0.1 14 25 112 62 97 147 221
Africa 119 61 87 123 01 17 106 03 19.5 03 52
West Asia 33 65 -103 157 -108 13 95 50 64 122 6.9
South and East Asia -18 26 58 438 45 281 297 154 155 141 120
Mediterranean -89 40 6.3 30 22 180 44 119 2% 111 39
China -126 129 216 639 15 03 274 57 -101 191 220
Memo items
Net energy exporters -35 -116 62 -145 94 08 166 80 156 160 128
Net energy imporiers -8.9 0.5 41  -1.7 54 231 209 117 143 89 108
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Table A.19. (continued)

1982 1983 1984 1985 1986 1987 1988 1589 1990 1991 1992°
Volume of exports
World 21 i6 85 338 4.1 58 81 78 5.1 36 4.5
Developed market economies -1.8 18 9.8 32 34 50 86 6.7 5.7 25 39
Economies in transition 4.9 3. 51 08 4.0 2.5 45 10 9.7 +18.0 -
Eastern Europe 52 82 72 21 07 1.7 43 -18 635 ¢-70 30
Former Soviet Union 4.5 33 25 43 100 34 48 00 130 277
Deve